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Some Factors Influencing Cost of Capital of Creditos: A Case of Czech
Professional Football Clubs

David Prochazka

Introduction

Sport is an important phenomenon of a human’s lifethe last decades, the
importance of sport has been steadily increasinth bo social and economic terms.
Independently on amateur level, professional spastbecome a stable part in profit-oriented
economic structures. Sport clubs and other spamtsvare driven by the same principles like
other profit-seeking enterprises. The key factardconomic success is a tight identification
of fans with a particular sport club and/or athldtest of all, high-quality sport products
bring benefits directly from the fans in a form déy-match revenues and souvenirs.
Sponsorship, advertisement or broadcasting righes fare examples of other significant
sources of revenues. On the other side, sport @@tk competitions are often connected with
adverse or even illegal behaviour (such as bettmaney laundering, corruption, etc.).

Literature overview

Eurobarometer survey from November 2004 estimdtatidpproximately 60% of the
European citizens exercise regularly various spgréctivities, either individually or within
organised structures of around 700,000 clubs. Pawitat el. (2006) analysed the macro-
economic consequences and they found out that apivities, which took place in the EU in
2004, created value added at amount of 407 bilHOR, i.e. 3.7% of the EU gross domestic
product. In addition, sport offers labour opportigs for 15 millions of the EU inhabitants
(i.e. 5.4% of total EU labour force). Growing impance of sport has been also reflected in
the official statements of the European Union, ewghe White Book on Sport from 2007.

Professional sport and its economics is a subjeotsearch for more than 60 years.
Rottenberg (1956) analysed economic consequencetagdrs’ reserve clause in the U.S.
baseball leagues. A more general view on sport@oms was worked out by Neale (1964),
who dealt with the desirability of competitive bat& from the point of view of the profitabi-
lity of sports teams. Economically, professionarsgan be considered as a joint production,
when a league’s supervising body regulates schediilmmatches, players’ transfers, salaries,
etc. Rather than separate clubs, a whole leagugicsih@ conceived as an economic firm
consisting of more entities (i.e. clubs), for whidecisions are implemented collectively
similarly as in cartel structures (Filinger, 20@8,8-9). Sloane (1971, p. 128) challenges the
Neale’s argument about a joint product as too esedgd. To analyse an entire league as a
firm is not sufficient, as clubs are always indegmm economic subjects. Referring to
economic theories on non-profit maximising firm#ade proposes to broaden the scope of
objectives and to focus on multifactor utility fuimn. He identifies several objectives of
professional sport clubs, such as playing sucegtsdance, revenue, profit, survival, etc.

! Tento¢lanek byl zpracovan jako jeden z vysiugyzkumného zasru "Rozvoj finarni a &etni teorie a jeji
aplikace v praxi z interdisciplinarniho hlediskagistr&ni ¢islo MSM, RP 6138439903.
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Research design and data description

The paper analyses financial health of Czech psadeal football clubs with the
emphasis on possible risks taken by providers bf tieancing. Football clubs were chosen
for three reasons. Firstly, (together with ice rgkfootball is the most popular sport among
Czech supporters and relatively large sums of mamneyoncentrated in the football industry.
Secondly, the first and second league satisfieslef¢edescription of a jointly produced
market good. Thirdly, a professional licence frohe tFootball Association of the Czech
Republic is a necessary condition for the partiogpain the first or second division. The
licence sets many prerequisites; e.g. legal stafumotball club. Only a share company
established pursuant to Czech Commercial Codelosvedl. Therefore, professional clubs
have to comply with all legal requirements on gmiees, including financial reporting (e.qg.
annual financial statements have to be submittéde@usiness Register).

Based on the last fact, the research can be camieith two ways. It could be checked
whether football clubs meet their information dati@he non-compliance (failure to submit
annual financial statements or delayed submissian)be considered as a proxy measure of
risk for providers of capital as they lose an asdesfinancial information on their debtors
(i.e. football clubs). Creditors are then unablagsess their risk exposition from independent
resources. Therefore, the rate and speed of submigkfinancial statements to the Business
Register will be used for the assessment of thditoms’ risk.

Furthermore, data will be extracted from submitteé@dncial statements in order to
evaluate overall financial position and performaméeCzech professional football clubs.
Financial figures may help to reveal the specifiebjch influence the financial health of
football clubs negatively. Thus, we may evaluateethkr the economics of Czech football
clubs are in the line with the generally accepiedrfcial restrictions. Breaching of financial
constraints in the long run increases risks foditoes once again.

The sample consists of 36 football clubs, playimg first or second football league at
least for one of five football seasons coveringiqor from 2005/2006 till 2009/2010.
Financial statements are gathered only from theing@ss Register, an official source of
publicly available financial information.

Research results
Level of informativeness

Theoretically, 180 sets of financial statementsusthdoe available, but it comprises
only 97 sets, which makes difference of 83 missieig. The discrepancy arises because clubs
do not fulfil their information duty (73 cases iotal); some clubs became business entities
later than in the season 2005/2006 (8 cases if);tatad two clubs changed the accounting
period from calendar to fiscal year respectingdberse of football season.

Tab. 1: The rate and delay of submission of financial stegets to the Business Register

09/10 08/09 07/08 06/07 05/0¢6
Max. number of financial statements 36 36 35 34 29
Number of non-submissions P5 15 12 12 9
Number of submitted financial statements 11 21 23 22 20
Submitted fin. statements in % 31% 58% 66% 65% 69%
Average length of submission (in days) 181 245 296 453 447
Number of late submissions — soft criterion 0 4 7 9 5
Number of late submissions — hard criterion 5 10 14 17 15
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Source: authorial survey

As it can be seen from thieab. 1 a significant number of clubs fulfils their infoa-
tion duty with delay or they do not fulfil it atlaAn average rate of submission of statements
is slightly above 60 %. The rate is relatively lpwovided that submission is mandatory for
all business entities operating in the Czech Repualold the non-compliance is a subject to be
fined pursuant to Act on Accounting. However, thelings of this study are similar to a more
extensive research carried out by Tomis (2007 8p. who found out that only 53 % of share
companies complied with requirements of Act on dwting and Commercial Code on
submissions of financial statements and annualrtgparing years 2003-2005.

The Register enables to assess timeliness of fimastatements submission; 2 criteria
for measurement of delay in the submission of fom@rstatements are used in this study.

1) Soft criterionrefers to the provisions of Act on Accounting, guant to which
entities shall publish their financial statementishim 30 days after being approved by the
management, but not later than 12 months afteretite of accounting period. Statements
submitted later than after 12 months are considerée deposited with a delay.

2) Hard criterion refers to the provisions of 8184a of Commerciald€owhich
requires the share companies to hold the GeneratiMgeat least once a year, but not later
than 6 months after the end of latest accountimgpge Financial statements and annual
reports are subject of an approval by shareholdershe General Meeting. Financial
statements submitted later than after 6 monthsuggposed to be submitted with a delay.

Tab. 1confirms that the level and timeliness of mandattisclosure is considerably
low. All parties interested in doing business wahtities not fulfilling their informational
duties are unable to assess financial health obrapany from independent and reliable
resources. Creditors may be exposed to a higherassfar as repayment of their receivables
concerns. To evaluate the possible negative ecanonpuacts for creditors if sport clubs do
not fulfil their information duty, a financial hehlof sport clubs in general is analysed.

Analysis of financial health

Totally 103 annual data sets were extracted froomsiled statements (in 6 cases data
for comparative periods were used instead of somssing sets of financial statements). All
data sets are subdivided into two groups accorttirthe accounting period used by entities.
Football clubs utilised a calendar year as repgrhiasis in 54 and a fiscal year in 49 cases.
The division was made to obtain more comparabla, det volume of accruals and deferrals is
significantly higher when an accounting period s & calendar year basis, as majority of
advertisement and sponsorship contracts are castludth respect to a course of football
season. For the purpose of this survey, each detapicial statements consists of information
on total assets, equity, subscribed capital, anuiregs before interest and taxation.

Descriptive statistics ifab. 2reveal interesting inferences regarding the pabiiity
and indebtedness of the Czech football clubs.Xrokten subgroups, an average for earnings
before interests and taxation is negative, whigmas possible problems with profitability.
The annual earnings before interests and taxal8iT() of a club reached amount of — 4,952
thousands CZK over analysed period on average. febisgives an empirical evidence of
validity of Sloane’s theory rather than Neale’'s amease of Czech professional football. A
long-term stability is broken down and further emanc survival is questionable, which steps
up a risk for creditors, because long-term losgelsice funds available for the pay-offs of
liabilities.
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Tab. 2: Selected information from financial statements sedgtive statistics

Maximum Minimum Average Standard deviation
Year 2006 Calendar| Fiscal Calendar Fiscal Calendar| Fiscal | Calendar| Fiscal
Total assets 211,804 600,203 2,227 7,756 51,048 137,017 69,001 192,192
Equity 148,680 164,643 -51,953 -154,861] 12,986 20,434 45,389 96,063
Subscribed capital 133,440 422,476 620 1,000 24,853 104,716 44,583 152,214
EBIT 21,212 32,521 -12,397 -54,168 13| -12,454 7,733 25,326
Year 2007 Calendar| Fiscal Calendar Fiscal Calendar| Fiscal | Calendar| Fiscal
Total assets 257,928 668,046 3,345 7,104 67,392 123,526 85,197 198,179
Equity 166,863 158,436 -10,962 -215,373 19,109 7,011 48,759 95,178
Subscribed capital 198,705 422,476 620 2,000 31,973 87,495 61,541 141,466
EBIT 32,828 6,379 -22,083 -53,288 1,094| -10,042 14,384 17,249
Year 2008 Calendar| Fiscal Calendar Fiscal Calendar| Fiscal | Calendar| Fiscal
Total assets 286,724 857,626 799 8,290 73,008 182,362 91,912 279,974
Equity 187,481 640,358 -15,491 -20,966| 29,934 79,918 58,501 192,845
Subscribed capital 198,7051,040,476 620 2,000 35,334 148,131 62,543 317,765
EBIT 93,442 247,593 -20,297 -127,165 9,013 8,367| 30,447 88,260
Year 2009 Calendar| Fiscal Calendar Fiscal Calendar| Fiscal | Calendar| Fiscal
Total assets 322,881 535,829 2,204 5,273 67,919 138,076 107,772 178,192
Equity 182,620 288,138 -13,257 -57,059] 20,619, 43,153 59,285 105,115
Subscribed capital 133,440 494,970 620 2,000 24,864 102,270 43,970, 169,806
EBIT 9,859 16,217 -18,104 -123,339 -2,634| -19,020 7,490, 38,357
Year 2010 Calendar| Fiscal Calendar Fiscal Calendar| Fiscal | Calendar| Fiscal
Total assets 207,223 516,547 3,176 16,369 64,622 218,519 96,763 191,880
Equity 181,835 277,794 3 -167,977 46,355 36,750, 90,324 164,032
Subscribed capital 142,440 610,170 620 2,000 40,365 171,510 68,423 232,385
EBIT 13,452 3,625/ -15,754 -157,992 -10| -39,356 12,011 63,441

Source: authorial survey. Amounts are expresséubimsands CZK.

As averages may be distorted by extreme value#ti@ual analysis of financial health
and capital stability was performed. Firstly, aatatumber of reported negative EBIT figures
were counted for each year. In each year, more@bé® of clubs reported a negative amount
of EBIT, which supports a previous conclusion akeubverall poor financial performance of
the Czech professional football clubs.

The importance of these findings is confirmed by @dditional tests referring to the
provisions of Commercial Code on capital adequ&wysuant to 8193, the managing board
of a company, which accumulated losses exceed S0%ulwscribed capital, is obliged to
announce the General Meeting of shareholders, \walb sndertake measures to improve the
state of business affairs. AccordingTab. 3 a failure in theEquity Test No. 1s shown in
54 cases out of 103. In other words, more than dfalbotball clubs have to solve drops in
capital adequacy each year. The problem is usigaliyred and solved insufficiently or even
not solved at all as it can be provedHxyuity Test No 2
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Tab. 3: Analytical tests on profitability and capital adexpy

Season Test Calendar Fiscal Total cases
Negative EBIT 8 7 15
2006 | Equity Test No. 1 8 6 14
Equity Test No. 2 6 3 9
Negative EBIT 8 7 15
2007 | Equity Test No. 1 9 6 15
Equity Test No. 2 6 4 10
Negative EBIT 6 6 12
2008 | Equity Test No. 1 8 3 11
Equity Test No. 2 4 3 7
Negative EBIT 7 8 15
2009 | Equity Test No. 1 6 4 10
Equity Test No. 2 4 4 8
Negative EBIT 1 5 6
2010 | Equity Test No. 1 2 2 4
Equity Test No. 2 0 2 2
Negative EBIT — total count 30 33 63
Equity test No. 1 — total count 33 21 54
Equity test No. 2 — total count 20 16 36

Source: authorial survey

Furthermore, 8193 of Commercial Code establishesdity to call the General
Meeting provided that results of business operatimadlicate the default of a company. A
company is in the default, if it has more creditars liabilities are more than 30 days after
due date, and the company is unable to settleiakslities (83 of Insolvency Act). The
symptoms of a default as defined by Insolvency &etknown only to managers; therefore it
is impossible for outsiders to detect directly, Wiee a company is defaulted or not. For the
purpose of this study, it is presumed that a fdbthab is in a default, if two conditions are
met simultaneously. Firstly, a football club regomegative equity. Secondly, the club
discloses information on liabilities over their rnaty.

In 36 of 103 observations, the negative equity eported. All 36 cases are
accompanied with liabilities after due date. Asesult, one third of Czech professional
football clubs are permanently in a default positiovhich may turn into bankruptcy. Such a
state of affairs boosts the risk of making businggh football clubs rapidly. To make the
situation even worse, the findings on non-compkawtth information duty shall be recalled.
Basically, Czech professional football clubs areegally in a very poor financial shape.

Conclusions

Paper analysed financial health of Czech professifowotball clubs. An empirical
study has revealed several important featuresnmglét level of informativeness and financial
health of Czech football clubs playing the firstdasecond league. Firstly, the rate of
submission of financial statements to the Busitsgister is rather low (about 60%), even
though delivery of statements to the Register gallg mandatory. Secondly, majority of
those clubs, which do submit their financials, ddewith a considerable delay. Thirdly,
Czech football suffers from a poor economic perfamce. Majority of clubs reports regularly
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losses. Annual loss (up to almost 5 million CZK)risurred by an “average” club each year.
Equity is often negative and football clubs are hleato meet their liabilities on time.
Consequently, one third of clubs appears virtualpg permanent default. In some cases, the
virtual defaults turned to real ones and other €lbave survived just on the edge (and even
the clubs with a long tradition are not immune ¢oreomic problems).

All mentioned factors lead to a situation that Geémotball scene represents a very
risky environment for all parties, which do not Baany other access to financial information
than to those contained in financial statements. ddcision whether to conclude any contract
to deliver goods or service to Czech professiooallfall clubs needs a higher alertness, with
the impact on cost of capital provided by credita@seditors may lose their money as
significant risk of default and/or bankruptcy egisThis scenario is not only hypothetical.
Over analysed five seasons, three clubs becameuyded. It is indeed symptomatic that two
of those three clubs did not fulfil their informari duty at all.

The future research should address several topicsly, a comparison with football
clubs from other European countries should be ped to find out the similarities and
differences. A more detailed analysis is requieaddress the cardinal unclear issue arising
from the findings of this preliminary survey. How it possible that a relatively high number
of football clubs survives even though they condbeir business with long-term losses? Is
this a specific of Czech professional football,igrit a common feature around Europe?
Furthermore, impacts of the new UEFA Regulatior-orancial Fair Play (setting restrictions
on indebtedness of football clubs participatinghi@ European cups) shall be assessed.

Finally, the research shall also provide answerstiadr and how the cost of capital of
football clubs can be reduced. | presume thatpededs crucially on transparency of football
clubs and attractiveness of the football league [akter factor is under a looser control of a
football club as a product for football fans is gligd jointly by all clubs. However, the
transparency is fully controllable by each clubtMoly transparency of ownership, but also
availability of maximum information on financial gition and financial performance may be
very helpful. Detailed information on key finand@aklating to the core of sporting business,
such as revenue sources (tickets, merchandisitogseps, transfers, advertisement, etc.) or
on players’ salaries, can present a valuable impatthe creditors’ risk assessment models.

Abstrakt

Clanek se zabyva pinim informani povinnosti¢eskych profesionélnich fotbalovych kiub
hrajicich prvni a druhou ligu. Empiricka analyzak#zala, Ze vyznamn&ast kluki vklada

Gcetni za¥rky ¢i vyro¢ni zpravy do Sbirky listin se zér@ym zpozdnim, pipadré je vibec

nevklada. Neexistence #gn¢ dostupnych informaci o fingnim zdravi zvySuje riziko pro
vétitele fotbalovych klub. Tato skuténost je znasobena neuspokojivou figrain situaci

ceského profesionalniho fotbalu, jak vyplyva z draésti empirického vyzkumu.

Kli ¢ova slova: ekonomika sportugeské fotbalové kluby; inforngai povinnost; finatni
zdravi.

Summary

The paper scrutinises some factors influencingisies taken by providers of debt financing
to Czech professional football clubs. The reseascbarried out in two ways. Firstly, the

compliance with information duties set up by legfisln is analysed. According to empirical
survey, a significant number of football clubs sutbimeir financial statements to the Register
with a delay or do not submit them at all. Thisatisfactory state of affairs boosts the risk of
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making business with football clubs rapidly takimjo account an overall poor financial
health of Czech football clubs, which was reveatetthe second part of empirical study.

Key words: Economics of sport; Czech football clubs; Inforroatduty; Financial health.
JEL klasifikace: L83, M41, M21, G30
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