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The Corporate Governance Assessment was completed as part of the joint World Bank IMF
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country’s observance of corporate governance against the OECD Principles of Corporate
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The final report was drafted by Olivier Fremond and Warren Gorlick of the Corporate
Governance Unit, Private Sector Advisory Services of the World Bank. The ROSC assessment
was cleared for publication by the Ministry of Finance on June 16, 2002.




I EXECUTIVE SUMMARY

The Prague Stock Exchange (PSE) is the Czech Republic’s only stock exchange. An off-
exchange trading system, the RM system (RMS), also exists. In April 2002, 95 issues of shares
and participating certificates and 83 bond issues were traded on the PSE. By January 2002, the
total market capitalization of the Czech securities markets reached CZK 364.3 billion (USD 10.3
billion),! or 17.3 percent of GDP. The Czech securities markets are rapidly evolving under
political and commercial pressures. However, shortcomings remain that undercut their role in
price discovery, and limit their value as risk diversification, as a source of finance and a
mechanism for good corporate governance. Ownership concentration resulting from privatization
in the early 1990s was accompanied by opaque deals and price manipulation, and owners often
exploited control and acted against the interests of enterprises, creditors and minority
shareholders.”

The policy recommendations may be grouped into three broad categories: legislative reform,
institutional strengthening, and voluntary/private initiatives. In 2001, the Czech Republic
instituted broad financial regulatory reforms. However, related party transactions, insolvency and
more technical issues, such as voting by mail and shareholder meetings, still require more
attention. Institutional strengthening is also vital to improve enforcement. The judiciary,
Securities Commission, and other institutions that oversee financial market participants should
be strengthened. Finally, in the area of voluntary/private initiatives, this report recommends
enhanced training opportunities for Czech directors.

II. CAPITAL MARKETS OVERVIEW AND INSTITUTIONAL FRAMEWORK

The three primary forms of business enterprise in the Czech Republic are joint stock companies,
limited partnership companies, and limited liability companies.> Each type of entity requires a
different level of capitalization.*

The Prague Stock Exchange (PSE) was founded in November 1992. It is a joint-stock company
subject to Czech Securities Commission (CSC) oversight. Shareholders, mainly securities traders
and banks, elect and remove members of the Exchange Chamber, the PSE’s supervisory body.
Members serve three-year terms but may be re-elected. The Chamber imposes sanctions on
members for breach of securities laws or exchange rules. Sanctions include reprimands, fines up
to CZK 1 million (USD 28,350) or temporary or permanent exclusion from the exchange. The
CSC has final say on certain disputes, such as cases where the PSE denies listing or where
sanctions are involved.

LAl exchange rates are as of January 3, 2002; 1 USD = 35.27 CZK.

2 Czech Republic: Capital Market Review, A World Bank Country Study, The International Bank for Reconstruction and
Development/The World Bank, Washington, DC, 1999, p. 7.

3 Joint stock company requirements are set forth in Com. Code Sec. 162; those for limited partnerships appear in Com. Code Sec.
97a; and those for limited liability companies appear in Com. Code Secs. 108-09.

* Joint stock companies are the legal form used for privatized companies. A joint stock company must have minimum basic
capital of CZK 2 million (USD 58,207) and CZK 20 million (USD 582,070) if it offers shares to the public. Owners have limited
liability. Shares can be registered or in bearer form. A limited liability company must have basic capital of CZK 200,000 (USD
5,820) and minimum CZK 20,000 (USD 528) per partner and a maximum of 50 shareholders. It cannot trade on the stock
exchange. Limited partnership companies must have minimum capital of CZK 5,000 (USD 132) per partner.




In 1993 and 1995, a total of 1629 share issues were floated on the PSE from the first and second
waves of voucher privatization. In 1997, following capital market regulatory changes, 1,301
illiquid share issues were withdrawn from the PSE Free market.” In 2001, another 70 issues were
withdrawn.

Investment funds played a role in post-privatization restructuring. Their introduction into the
privatization program was a response to concerns that voucher distribution would lead to
excessively dispersed ownership structures. Excessive portfolio concentration was also a
concern, and restrictions on the amount an investment fund could invest in one company were
introduced. In practice, the restrictions were often circumvented. In addition, the corporate
governance of investment funds was poor, and asset-stripping occurred at the expense of fund
shareholders. These concerns led to the 1998 Investment Fund Act, which mandated conversion
of closed-end funds into open-ended funds, a process slated to be completed by 2003. The Act
also reduced the maximum holding in a single company to 11 percent. The rationale is to place
the interests of investors leaving such funds on par with those of new and remaining investors.
The CSC expects a new CIS law to be ready by 2003, in time to comply with the mandate on EU
member countries to implement the EU UCITS® directive by mid-2003. To avoid the stricter
regulatory framework, some funds were converted to a holding structure. The conversion
resulted in assets being managed without adequate regulatory oversight, and many small
shareholders were left without a real exit strategy. Conversions were associated with asset
stripping and fraud, as, for example, in the case of Investi¢ni a PoStovni banka (IBP), where
managers siphoned off assets through a complex network of holding companies. Another
characteristic of the Czech economy is the large percentage of foreign owners in Czech
enterprises and banks. Of the 41 banks licensed by the Czech authorities in 2000, 27, including
foreign subsidiaries and foreign branches, were foreign-controlled.’

Trading on the PSE is divided according to the liquidity of securities on the Main, Secondary and
Free markets. To maintain Main market listing, a security must have a daily mean trading
volume of CZK 1 million (USD 28,350). In 2000, 35 securities traded on the Main market, 71 on
the Secondary and 139 on the Free. However, by the end of April 2002, the number of shares and
participating certificates on the PSE had declined to 95 (five on the Main, 46 on the Secondary
and 44 on the Free market), in part due to some issuers deciding to delist. This has led to a
decline in the PSE market capitalization, which was CZK 364.3 billion as of January 2002 (USD
10.3 billion). The RMS 1is a joint stock company that allows customers to access its market
without intermediaries, through real-time online trading and with same-day settlement.

The Czech Republic has harmonized most of its company and capital market laws in preparation
for EU accession, with few details still unresolved. Still, further work is needed in collective
investment and clearing and settlement. Once the Czech Republic is an EU member, EU

51996 saw the failure of six major banks, setting off a fear of a domino effect throughout the economy; a monetary crisis
followed shortly thereafter, forcing the government to enact structural reforms. These included privatization of state-owned
businesses (including banking and telecommunications), the creation of the CSC, the passage of Glass-Steagall type legislation to
ban “incestuous’ relationships between banks and companies, and currency devaluation (but under strict measures to combat
speculation).

6 Undertakings for Collective Investments in Transferable Securities.

7 Figures from the Czech National Bank show that the amount of foreign direct investment rose from CZK 23.1 billion (USD 654
million) in 1993 to CZK 176.4 billion (USD 5 billion) in 2001. Foreign portfolio investment (equity) was CZK 21.8 billion (USD
617 million).



passporting provisions should expose issuers and market participants to greater competition,
which may further raise standards.

The Commercial Code was amended in January 2001. The changes enhanced minority
shareholder protection. They included rules allowing shareholders to call special shareholders’
meetings and to ask a court to name an expert to examine a company, provided certain
ownership thresholds (three or five percent, depending on company size) are met. The 2001
revisions also lowered the threshold for invoking mandatory tender offer provisions to 40 percent
and contained other protections, such as the right to review a merger proposal 30 days prior to
the shareholder meeting, and to have two independent experts review the agreement.

In April 1998, the CSC became the securities market regulator, assuming a role held by the
Ministry of Finance (MOF). The CSC supervises broker/dealers and their employees, organized
stock exchanges, clearing and settlement, securities issuers, collective investment schemes,
pension plan investments and shareholders required to make public disclosures. Further statutory
changes would permit the CSC to supervise rating agencies. The CSC can suspend or remove a
person’s authorization to operate on the capital market and can impose fines. The CSC’s
jurisdiction over public unlisted companies is limited to reviewing the prospectus before a public
offering and reviewing takeover bids. Parliament sets the CSC’s budget, and fees collected by
the CSC go to the MOF. The Securities Center was established in 1993 to keep a unified register
of dematerialized securities and their owners and act as a depository for such securities.

III. REVIEW OF CORPORATE GOVERNANCE PRINCIPLES

This review assesses the compliance of the Czech Republic to each OECD Principle of
Corporate Governance, which are set out in Annex A. Description of practices and policy
recommendations may be offered whenever a principle is less than fully observed. Observed
means that all essential criteria are generally met without any significant deficiencies. Largely
observed means that only minor shortcomings are observed, which do not raise any questions
about the authorities’ ability and intent to achieve full observance in the short term. Partially
observed means that while the legal and regulatory framework complies with the OECD
Principle, practices and enforcement diverge. Materially not observed means that, despite
progress, shortcomings are sufficient to raise doubts about the authorities’ ability to achieve
observance. Not observed means that no substantive progress toward observance has been
achieved.

Section I: The Rights of Shareholders

Principle 1A: Largely observed

Description of practice: The Securities Center maintains a register of shareholdings in listed
companies. Shareholders may obtain details only about their own holdings or about holdings that
exceed five percent of the issued shares. They may freely transfer shares either on the PSE or
RMS. Registration of transfers is suspended for seven days prior to an Annual General Meeting
(AGM) to allow for production of a shareholders’ list. An issue of concern is the fact that the
Czech entity providing settlement services (Univyc) is not the custodian for dematerialized
securities. Accordingly, there is a bifurcation of functions between the Securities Center, which
provides custodial services (and which may not legally act as a settlement agent), and Univyc,




which provides settlement services. Such bifurcation makes it hard for the Czech Republic to
eliminate principle risk in settlement through the adoption of the principle of delivery versus
payment (DVP).

Czech courts maintain a company register accessible to all, and shareholders may make copies.
The Company Register includes company bylaws, annual reports, and other significant company
documents.® The Securities Act requires listed companies to publish semi-annual and annual
financial statements, as well as the board of directors’ annual report on company operations.’ In
2002, the threshold for a mandatory external audit of the annual financial statements was
lowered, as discussed in Section IV. PSE rules require that companies listed on the Main market
also file unaudited quarterly reports. All information materially relevant to investors must also be
disclosed, unless the CSC determines publication to be contrary to the public interest or the
company’s financial health.

Joint stock companies are governed by supervisory and management boards elected each year at
the AGM by shareholders, although the right to select the management board can be bestowed to
the supervisory board. In practice, this is rarely done. Cumulative voting is not permitted.
Dividends approved by the AGM are sent directly to large shareholders. Small shareholders may
obtain their dividends through banking institutions.

Policy recommendations: Although there are no indications of abuse, the rule allowing
companies to withhold “damaging” information should be subject to clear criteria, issued by the
CSC. Policymakers should introduce changes to allow DVP settlement.

Principle IB: Partially observed

Description of practice: The Commercial Code protects minority shareholders with respect to
fundamental corporate changes such as changes to bylaws, authorization of additional shares,
and extraordinary transactions resulting in the sale of a company. Changes to company bylaws
and capital increases must be approved by a two-thirds majority of shareholders attending a
general meeting. Shareholders have pre-emptive rights with respect to share issue, though they
can be waived at a general meeting with 75 percent majority approval. Despite statutory
protections, some PSE listed companies have gained a bad reputation for fraudulent transactions
that have resulted in the sale of company assets at prices that were disadvantageous to their
shareholders. Some of these transactions involved the use of off-shore centers in the Cayman
Islands and other banking centers with weak financial regulation. A 1997 post-privatization
scandal concerned the investment fund CS Fondy, which purportedly tunnelled away CZK 1.22
billion (USD 36.2 million) to foreign bank accounts. Another high profile case in 2000 involved
IPB, once the third largest Czech bank. Allegations where made contending that the bank’s
assets were stripped and transferred to Cayman Island banks and other locations through a maze
of ownership structures. (See Annex C).

Policy recommendations: Recent Commercial Code amendments, including enhanced provisions
for minority shareholders to call meetings, name experts to review the contract fairness,
mandatory tender offer provisions, and merger proceedings, provide stronger statutory
protections to minority shareholders. However, enforcement of the provisions remains an issue,

8 Com. Code. Sec. 27a.
% Securities Act Sec. 80a.



and insufficient time has passed to judge their efficacy. Progress in enforcing shareholder rights
must still be demonstrated.

Principle 1C: Partially observed

Description of practice: Shareholder meetings must take place at least once a year, and no later
than six months after the close of the company’s fiscal year, with a 30 day notice provision.'® As
of January 2001, the Commercial Code requires that, at the request of holders of five percent or
three percent of issued shares for companies depending on their size, a special general meeting
may be held in order to discuss “proposed matters.”'! Those shareholders may also place
additional items on the agenda of the general meeting. There are no statutory or regulatory
restrictions on shareholders’ ability to attend and vote at company general meetings. However,
shareholders continue to report difficulties in gaining access to meetings or establishing their
right to vote. There are a number of instances where shareholder meetings were called in remote
geographic areas. Shareholders are entitled to appoint a proxy to vote their shares at the meeting,
though companies have been reported to use technicalities for refusing to allow proxies to vote
the shares of beneficial owners. Voting by mail or electronically is not permitted. The quorum
requirement for the AGM is 30 percent of the company’s issued share capital, unless the bylaws
stipulate a higher percentage.

Policy recommendations: Shareholder meetings should be held in accessible locations at
company headquarters or nearby, and shareholders should be able to cast votes without
difficulty; these measures should be ensured through regulatory oversight by the CSC or through
statutory changes. Shareholders should be permitted to vote by mail, and electronic voting
should be considered in the medium term.

Principle 1D: Partially observed

Description of practice: A shareholder whose holdings have reached five percent of the issuer’s
share capital must disclose this within three days to the company, the CSC and the Securities
Center.'” Disclosure is also required at each additional five percent threshold and at one-third
and two-thirds levels. The Securities Center publishes such disclosures on its website no later
than nine calendar days after receiving the announcement or from the day the Securities Center
learns of the event.” The Commercial Code presumes control at 40 percent.'* When this
threshold is reached, an action by the controlling party that causes loss to the company will
trigger a right of compensation to the company or minority shareholders. An independent expert
must also review the fairness of arrangements providing distributions to controlling shareholders.

Policy recommendations: The Commercial Code amendments that provide a broad definition of
a controlling person are a clear advance. While many past abuses by controlling shareholders
were due to weaknesses in existing legislation, the issue was and largely remains one of
enforcement (See Annex C). A higher score in this area will require demonstrated progress in
achieving full compliance with relevant legal provisions.

10 Com. Code Sec. 184.

"' Com. Code Sec. 181.

12 Com. Code Sec. 183d paragraph 1.
'3 Com. Code Sec. 183d, Paragraph 10.
4 Com. Code Secs.66(5) and 66a.



Principle 1E: Observed

Description of practice: Takeovers are governed by Section 183a of the Commercial Code,"
which is modeled on the London Takeovers and Mergers rules. The offeror must notify the target
company of the offer and supply the target and CSC with full information. The target’s
management board must review the offer and notify the offeror and the market of its views
within five days. The target may not adopt measures that could prevent shareholders from
reviewing the offer in full possession of the facts or from doing anything to frustrate the offer.
The Commercial Code precludes “creeping” takeovers by requiring that once a shareholder, or
several acting together, have acquired 40 percent of issued shares, an offer must be made to all
shareholders at a fair price based on average share price over the previous six months. Once a
shareholder holds a 95 percent stake in the company, the CSC may, at a minority shareholder’s
request, require the controlling shareholders to buy out the minority shares.

Principle 1F: Not observed

Description of practice: Institutional investors are neither required to vote their shares, nor to
consider the costs and benefits of doing so. It is not common practice to disclose voting policies,
and few institutional investors attend AGMs. In discussions with various institutional pension
plan managers, asset managers were unable to cite a single instance where shareholders voted
against a management recommendation, or where shareholders requested an extraordinary
general meeting. Asset managers generally do not believe that the costs of pursuing remedies are
worth the potential benefits.

Policy recommendations: Consideration should be given to requiring pension funds, investment
funds and holding companies to disclose their voting policy as a fiduciary duty. In addition,
while pension funds do not consider mandatory voting to be appropriate (given relatively low
stakes in many large companies), greater awareness of international experiences in shareholder
activism is desirable, particularly in light of previous abuses.

Section II: The Equitable Treatment of Shareholders

Principle ITA: Partially observed

Description of practice: Joint stock companies may issue only common and preferred shares.
The former typically carry one vote per share. The bylaws may allow a cap on voting rights, but
without discriminating between shareholders. Preferred shares carry a fixed dividend payable in
priority to dividends on common shares or distribution of liquidation proceeds. The Commercial
Code requires that changes in voting rights attached to shares be approved by a 75 percent
majority of the shareholders of that class attending the general meeting. Custodians are not
legally required to obtain the consent of the beneficial owner prior to voting the owner’s shares.
In practice, most custodians seem to enter into contracts with institutional shareholders that allow
the beneficial owner to send directions before voting shares.

Policy recommendations: A legal requirement on the custodian to obtain the beneficial owner’s
consent before voting shares should be considered. More specific procedures appear necessary,
either by law or regulation, in order to ensure that shareholder meetings be held in reasonably
convenient locations. Consideration should also be given to permitting shareholders to vote by
mail, with electronic voting a possibility at a later date.

15 Com. Code Sec. 183a.



Principle I11B: Materially not observed

Description of practice: Self-dealing and insider trading have been reported and appear to be
pervasive (See Annex C). In 2001, the Czech Commercial Code was revised to address some
issues related to self-dealing. Under the new provisions, the supervisory board’s approval is
required for any contract providing for the acquisition or disposition of assets worth more than
one-third of the company’s equity capital.'® Also, if a company uses more than ten percent of its
subscribed registered capital to pay for an acquisition, the transaction must be backed by an
independent valuation; if the transaction occurs within three years of incorporation, shareholder
approval is required.'” A separate provision of the Commercial Code states that a contract is
invalid if it provides for preferential treatment for a shareholder or a shareholder group.'® This
last provision is broadly worded, and does not appear to be limited with respect to any particular
type of contract or particular parties.

Securities laws prohibit the use of inside information for personal benefit. Breaches of the law
are punishable by fines up to CZK 20 million (USD 567,000). The CSC’s monitoring unit
watches for abnormal trading and investigates potential insider dealing activities. However, with
only 130 employees, CSC’s human resources are insufficient to fully monitor for insider trading
and other abuses. The CSC has never successfully prosecuted an insider trading case. Under the
Law on Auditing, a listed company’s external auditor must report any breaches of law, including
insider trading, of which he becomes aware during the audit. However, sanctions on external
auditors for failure to report are unclear. Section 80c of the Securities Act requires the company
to submit to the PSE — albeit within no specific timeframe - all information needed to protect
shareholders interests or to ensure the public market’s normal functioning. The PSE may require
the company to publish the information, or may do so itself if the company fails to. PSE listing
rules also require companies to make timely disclosure of material or price sensitive information.

Policy recommendations: The latest statutory provisions were written so as to reflect past
abusive practices, but are so narrow that they may provide loopholes for those willfully choosing
to evade particular self-dealing provisions. For example, a transaction involving over ten percent
of the company’s equity capital only requires shareholder approval (and, therefore, disclosure), if
conducted within three years of company start-up. In addition, most existing provisions on
potentially abusive self-dealing are written in the context of asset disposition, but do not address
other types of self-dealing — e.g., leases or loans. For both self-dealing and insider trading,
additional enforcement capacity is necessary, particularly at the CSC, to assure that there is a
greater likelihood that fraudulent conduct is detected through enhanced market surveillance, and
that resources exist to prosecute such cases. The role of auditors to report illegal activity could
also be enhanced, pursuant to statutory provisions already in place.

Principle I1C: Materially not observed

Description of practice: In the event a board member or manager purchases substantial corporate
assets, the company must seek an independent review of the transaction’s fairness and, if this
occurs within three years of start-up, obtain prior shareholder approval.'”’ Shareholders may

!¢ Com. Code Sec. 193(2).
17 Com. Code Sec. 196a(3).
'8 Com. Code Sec. 178(11).
19 Com. Code Sec. 196(3).



claim damages if approval procedures are not followed. Directors may be liable in a civil action
for company losses. Shareholders with five percent or more of the shares (three percent for
companies with issued share capital of 100 million CZK (USD 2.8 million)) may require the
supervisory board to launch the civil action on the company’s behalf.* If the board fails to do so,
shareholders may sue directly. Besides the purchase of substantial company assets, there is no
requirement that board members and managers disclose material interests in transactions entered
into by the company. Moreover, as discussed in [IB, many of Czech legal provisions relating to
disclosure are only applicable in the first three years. After that, while supervisory board
approval is still necessary, shareholder approval is not required.

Policy recommendations: As in 1IB, while recent amendments to the Commercial Code enhance
the duty to disclose, there is still no overt requirement for all material interests involving a
director or manager to be disclosed. In addition, substantial enforcement capacity should be
added to ensure that companies comply with statutory provisions and regulations. Enhancement
of the auditor role is also desirable.

Section I1I: The Role of Stakeholders in Corporate Governance

Principle II1A: Materially not observed

Description of practice: In areas like equal opportunities for men and women, co-ordination of
social security schemes among EU-member countries, health and safety measures, and labor law
and working conditions, Czech workers have rights similar to those in EU countries.”’ As in
Germany, employees of companies with over 50 employees may elect one third of the firm’s
supervisory board members.

Actions have been taken to enhance creditor rights, which in the past were not well respected. In
2000, a law facilitating foreclosures on security interests through public auctions was passed. In
the case of a merger, the firm is obliged to publish information on the merger and draw creditors’
attention to their rights; creditors may demand various assurances to protect their rights in the
merged company. While there has clearly been progress, creditor rights reform is still needed. As
in many EU countries, despite several amendments to bankruptcy law since 1991, the law still
does not provide for a procedure allowing insolvent, but viable businesses to survive. Without
such a reform, there is no practical alternative to liquidation of a debtor’s assets. Such a
procedure would hold off creditor claims while a restructuring plan is devised by a trustee, firm
management, and a committee of creditors. Creditors have little say as to how a bankruptcy is
conducted, by, for example, being able to select the administrator of the debtor’s property. The
current system also fails to differentiate well between large and small creditors, leading to
misplaced priorities in a bankruptcy. The commercial register is not computerized. Finally,
judicial reform is needed to ensure the enforceability of creditor rights. Cases are reported to last
up to two years, and there are relatively few specialized bankruptcy judges. Moreover, courts
operate under civil procedure rules, not specialized bankruptcy proceedings.

Policy recommendations: To enhance creditor rights, further amendments to the bankruptcy laws
and/or regulations are needed to support reorganization of potentially viable businesses; ensure

2 Com. Code Sec. 182(2).
21 Czech Republic — Toward EU Accession, at 90.



that court procedures upholding key creditors’ rights; and support enhancements to the judicial
process to ensure cases are efficiently reviewed.

Principle I1IB: Partially observed

Description of practice: Employees, creditors and other stakeholders can exercise their rights in
court, albeit within the framework of a legal system that is slow, inefficient and costly. Czech
firms providing credit stress the practical difficulty of obtaining redress of their rights. Such
creditors have frequently added cumbersome, otherwise-unnecessary contract provisions to
ensure protection of their claims.

Policy recommendations: Further work is needed to enhance judicial resources to ensure that
there are efficient, effective and not unduly costly mechanisms to enforce legal rights. Statutory
or regulatory provisions may also need to be refined to address certain weaknesses.

Principle IIIC: Partially observed

Description of practice: The Czech Republic permits stock options and similar mechanisms to
align employee and management interests. However, such mechanisms do not seem widespread,
and the lack of liquidity in all but the largest firms may make stock options an unattractive way
to reward employees. Any movement to increase stock option use would need to take into
account the lessons learned from other jurisdictions.

Principle I1ID: Largely observed

Description of practice: In larger companies, where employees elect one third of the supervisory
board, employees have broad access to material information. In addition, banks often serve on
the supervisory board of companies with which they have commercial relations. While
employees do not elect supervisory board members of smaller companies, problems concerning
disclosure to employees and other stakeholders do not raise particular concern among market
participants.

Section IV: Disclosure and Transparency

Principle IVA: Partially observed

Description of practice: Recent Commercial Code amendments ensured that Czech disclosure
requirements substantially conform with the Fourth and Seventh EU Company Law Directives.
Listed companies must submit an annual report to the CSC** and shareholders within four
months of the fiscal year’s end. The report must provide a true, fair view of the company’s
financial status, business activities and economic results, as well as future prospects. The report
must disclose aggregate director and manager remuneration, and board member and executive
shareholdings. Semi-annual audited statements must also be issued by listed companies.

Companies are required to disclose major share ownership by informing the CSC and the
Securities Center of a five percent shareholding acquisition and subsequent five percent
increments, along with blocking stakes of one-third and two-thirds. Disclosure of corporate
governance structures and policies is not required. While companies must disclose all material
information, practices appear uneven among Czech companies with respect to dissemination and

22 Companies that are not listed must still issue a report, but need not file it with the Securities Commission.



analysis of material foreseeable risk factors, as well as long-term company objectives, such as in
the case of IPB and others.

Policy recommendations: Current regulations on financial disclosure appear adequate, but
enforcement remains a question. Providing greater resources to the CSC to review semi-annual
and annual filings would motivate companies to comply with both the spirit and letter of the
regulations and would promote consistency in disclosure across industries. Particular scrutiny
should also be paid to disclosure of material risk factors and company objectives. Informal
guidance by the CSC to issuers may help in clarifying the type of information needed in
company reports. Czech regulators should also consider requiring outlining of governance
structures and policies in company reports. Consideration should also be given to mandatory
quarterly reporting for all listed firms, rather than relying on PSE rules, in accordance with
recommendations made by European securities markets regulators.

Principle IVB: Materially not observed

Description of practices: Financial reporting is based on Czech accounting principles as defined
in the Accounting Law and regulations issued by the MOF. Czech Accounting Standards
conform broadly to the EU Fourth and Seventh Directives and with International Accounting
Standards (IAS). However, tax compliance is still emphasized over full, accurate reporting for
shareholder, employee and creditor benefit. The MOF controls the preparation of changes to
accounting principles which Parliament must approve. Changes are thus slow and influenced by
fiscal, rather than business, considerations. However, given a general transition to IAS, which
will be mandatory for EU listed companies in 2005, it is unclear whether great resources should
be devoted to developing national standards. As of January 2001, PSE listing rules require listed
companies on the PSE’s Main market to complete their financial statements in accordance with
IAS. Even before the PSE rule change, most large companies had begun to utilize IAS. In
general, the movement towards IAS is coming from companies, rather than the government. It
should be noted that, while differences exist between the IAS and Czech GAAP (e.g., segment
reporting is undeveloped, the lack of detailed rules on consolidated reporting), the primary issue
is one of enforcement and actual practice. To the extent that the implementation of IAS is
voluntary and not mandatory (at least, not until mandatory EU adoption in 2005), a question
remains about the ability of regulators to sanction for non-compliance.

Czech Auditing Standards comply with International Standards on Auditing (ISA), although
consistent application is not assured. The Chamber of Auditors has statutory licensing powers
and a disciplinary function. The Chamber has so far not been proactive in monitoring its
members’ activities, but changes are expected in this area. Current fines are too low (CZK
500,000 (USD 14,174) for individuals, and CZK 1 million (USD 28,350) for firms), to serve as a
real deterrent. The Chamber does not yet have a professional body of full-time overseers.
Between 1994 and 2000, about 100 complaints about auditors were filed, and of those, about 30
are still in progress, with another 34 resulting in a fine and 36 in a warning. While the Act on
Auditing provides for the concept of auditor independence, independence may be eroded by the
common practice of leaving appointment and removal of external auditors to management. An
auditor’s removal mid-year often signals strong disagreement as to the audit function or the
completeness of reporting. In the case of IPB, the auditor was fired during the audit, and another
auditor brought in who issued an unqualified report, notwithstanding major problems that later
led to the forced administration and sale of the bank. Auditors can be sued by the company or by
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shareholders if the auditors improperly conduct the audit and a loss to the company or
shareholders results. Auditors must insure against liability claims; there is no cap on liability.
The Union of Internal Auditors is trying to raise awareness of the internal auditor role and to
encourage better practices in selection and work of internal auditors.

Policy recommendations: As the transition to IAS accelerates prior to mandatory adoption in
2005, steps should be taken to enhance compliance with the new standards. A stronger judiciary
in this regard is critical. While, in some cases, auditors have been sued for improper
examinations, no case has yet been resolved. The Chamber of Auditors appears to be progressing
with respect to oversight of the profession, but it still needs to buttress its discipline and
enforcement functions, partly by hiring full-time staff to engage in enforcement. The severity of
fines that the Chamber imposes should be increased, perhaps according to the size of the
enterprise involved.

Principle IVC: Largely observed

Description of practice: Changes to the Accounting Act lowered the threshold for conducting an
annual audit, and audits are now required when two of three criteria are met: (i) net revenues
exceed CZK 80 million (USD 2.3 million) in the current and prior year, (ii) firm aggregate
capital of CZK 40 million (USD 1.1 million) and (iii) the average number of employees over the
last two years is more than 50. The company may select any licensed auditor. The supervisory
board need not include an auditing committee, although there is a tendency among larger public
companies to have one.

As of January 2001, auditors of banks, pension funds, mutual funds and insurance companies
must inform the regulator of a breach of law, the existence of a tangible threat to the company’s
viability, or of circumstances that may lead to the issuance of a qualified audit opinion.

Policy recommendations: In the past, managers sometimes removed auditors who reported
unfavorable financial information. An auditor’s removal should require shareholder approval in
the general meeting, in addition to supervisory board approval.

Principle IVD: Largely observed

Description of Practice: In general, disclosure practices appear satisfactory. In addition to annual
reports, listed companies must also submit a half-yearly report to the CSC and shareholders.
Companies are required to publish the reports in the form of an announcement in one or more
nationally distributed daily newspapers or in an abridged form provided free of charge by the
issuers. The Securities Center and the CSC also have copies of the annual reports, which are
accessible to the public. Company information is available through the publicly accessible
company register, though access is not always easy.

Section V: The Responsibilities of the Board

Principle VA: Partially observed

Description of practice: Supervisory and management board duties are enumerated in the
Commercial Code® and are also included in laws relating to investment funds, investment
companies, pension plans and banks. The supervisory board must have at least three members,

2 Com. Code Secs. 191-201.
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and thereafter, in multiples of three. Employees of companies with over 50 workers elect one
third of the supervisory board. The supervisory board is concerned with overall company
framework issues, such as checking compliance with the legal and regulatory framework. It must
ensure that the management board carries out corporate policies and decisions in areas like
strategy, corporate finance and risk management. The management board’s duties focus on
implementing corporate policy, selecting company managers, carrying out day-to-day
management, and preparing decisions for the supervisory board and/or attendees of the general
shareholder meeting to consider. Management board directors must act in the company’s
interests; the company may sue them if they fail to.** Minority shareholders representing at least
five percent of the issued capital, or three percent for companies with capital of at least CZK 100
million (USD 2.8 million), may demand that the management board take action. If the board
does not, the shareholders may initiate an action, although such actions are infrequent.”> Cases
have been reported where directors looted company assets for personal gain, or permitted others
to “tunnel” assets.

Policy recommendations: The score is based on practice, rather than formal requirements, which
generally appear to be consistent with Germany’s and those of other EU countries with dual-tier
board structures. While instances of directors failing to prevent misappropriation of corporate
assets appear to be declining, such failures still appear to be occurring.

Principle VB: Partially observed

Description of practice: Shareholders elect both supervisory and management board members,
although the Commercial Code permits the supervisory board to select the management board if
the bylaws grant such powers.”® However, minority shareholders have little say over the
appointment or removal of board members, a process dominated by majority shareholders, such
as in the case of CEZ and other companies (See Annex C). Cumulative voting for directors is not
permitted. For this and other reasons, there are some situations in which a majority shareholder,
through his board representatives, has dominated companies and management decisions, at the
expense of minority shareholder interests. In addition, exercising rights in the courts is reported
to be slow and costly. Yet, there have been cases where minority shareholders unnecessarily
delayed important corporate proceedings, such as in the case of IBP, where a minority
shareholder was able to prolong a firm’s restructuring after it was clearly insolvent. >’

Policy recommendations: While cases of minority shareholder rights abuses seem to be
declining, further efforts to enhance minority shareholder rights is suggested. This could include
removing the prohibition on cumulative voting, at least for directors for which the employees do
not vote directly. Better judicial enforcement is also needed. However, to prevent minority
shareholders from blackmailing management with protracted delays, limits could be imposed on
very small shareholders to prevent their imposing unwarranted obstacles to basic corporate
decisions. Special attention should also be paid to the CSC’s corporate governance code’s (CSC

>* Com. Code Sec. 193.

2 Com. Code Sec. 181 (3).

%6 Com Code Sec. 194.

27 This problem has been highlighted in contrast to the experience of some other transition economies, such as Romania. See, for
example, OECD Policy Brief, “Economic Survey of the Czech Republic 2001,” OECD Observer, 2001 and Victor Kaznovsky,
“Implementation of the EC Directives Regarding Capital Markets in Romania and the Czech Republic,” March 2001.
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CG Code) emphasis on independent supervisory board members “whose authority arises from
their election by the minority shareholders.”®

Principle VC: Partially observed

Description of practice: Company directors appear to generally respect employee rights,
although cases have been reported where directors have not taken into account creditor
interests.”” Management board directors failing to act in the company’s interests may be liable to
the company*’ and to shareholders representing at least five percent of the issued capital, or three
percent for companies with a capital of CZK 100 million (USD 2.8 million).”" As of January
2001, persons who can substantially influence the company bear the same liability as directors. It
is unclear how well this new liability feature is enforced.

Policy recommendations: Based on concerns raised in Section III, efforts should be made to help
directors properly understand stakeholder rights, particularly creditor rights. This means training
in the importance of seeking legal counsel, an issue highlighted in the CSC CG Code. However,
since at times the problem is not one of absent knowledge but willful disregard, improvements in
court system efficiency may also be needed, as this would encourage private parties to enforce
their rights in court.

Principle VD: Partially observed

Description of practice: The management board prepares the financial statements (including
ordinary, extraordinary, consolidated, and if relevant, interim financial statements) of the
company and sends them to the shareholders at least 30 days prior to the general meeting32.
However, directors often include insufficient information on risk factors and company objectives
to give investors a comprehensive view of the company’s medium and long-term potential.
Regarding management selection and monitoring, the supervisory board often lacks sufficient
independence from management and makes it difficult for the board to fulfill its fiduciary duties.
It is not yet the norm in Czech companies for the supervisory board to establish a nominating
committee, although the practice has begun in some larger firms. There appear to be no formal
processes within boards for reviewing management and board remuneration. With respect to
monitoring and managing potential conflicts of interests, as discussed in IIB, while the
Commercial Code has been amended to prohibit certain types of self-dealing by directors, other
transactions are not covered. There appear to have been cases where directors permitted the
misuse of corporate assets. Concerning auditing and accounting, at this time most companies
lack audit committees. Directors do not now routinely monitor the effectiveness of governance
practices. Awareness of the importance of disclosure and communication has increased, and it
appears that in many companies, directors fulfill their fiduciary duties in this regard.

Policy recommendations: Supervisory and management board directors must be better trained to
help them fulfill their fiduciary duties, particularly with respect to non-financial statement

%8 Securities Commission CG Code 2.7. The CSC finalized a Corporate Governance Code based on the OECD Principles and the
Combined Code of the London Stock Exchange in February 2001. Czech Institute of Directors (IOD) representatives participated
in the working group that drafted the Code, which is recognized as having superceded an earlier Code drafted directly by the
I0D.

% The mission team’s discussions with a number of issuers, such as Ceska Sporitelna, revealed that creditors feel obliged to write
in very strict stipulations and conditionalities into their contracts to protect themselves.

3% Com. Code Sec. 194(5).

3! Com. Code Sec. 181(5).

32 Com. Code Sec. 192.
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disclosure, governance practices, and supervisory board duties in properly monitoring, hiring and
firing management. The routine establishment of nomination, remuneration and audit committees
within the supervisory board is desirable (see VE below), along with appropriate training
programs for directors selected for such positions.

Principle VE: Partially observed

Description of practice: The concept of assigning duties like nomination, remuneration and audit
to specific board members is fairly new and not yet standard practice. The amount of time that
boards devote to their duties varies among companies, but this is not seen as a problem. The CSC
CG Code recommends organizing the supervisory board into various committees, including
audit, nomination and remuneration committees, and calls for audit committees to be comprised
solely of independent directors. While larger Czech companies have increasingly sought to place
independent dire