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PART I—STAFF REPORT ON FINANCIAL SECTOR ISSUES

EXECUTIVE SUMMARY AND OVERALL STABILITY ASSESSMENT
A. Macroeconomic Environment and the Financial System

1. The resilience of the Czech financial system to macroeconomic shocks and
structural weaknesses has strengthened considerably as a result of recent reform
efforts. The rapid phase of restructuring and reform underway has been a significant
improvement over the initial wave of reforms in the early to mid-1990s, which did not fully
address deeply rooted structural problems inherited from the pre-transition and early
transition periods. The protracted recession during the late 1990s exposed severe weaknesses
of the Czech financial system.

2, Key reform measures have included substantial carve-out of bad assets,
privatization of large state banks to foreign strategic investors, a significant
consolidation of banks and nonbank financial institutions, and improvements in the
prudential and legislative framework. When the last large state bank is privatized later this
year, 90 percent of the banking system will be owned by reputable foreign banks. Progress in
the financial and enterprise restructuring, combined with appropriate policy response by the
Czech authorities to a favorable external sector and sustained foreign direct investment (FDI)
has laid the foundation for growth with a rebound in activity since mid-1999.

3. Stress tests indicate that the Czech banking system now shows only moderate
vulnerability to market and credit risks. The level of nonperforming loans (NPLs) that will
be left in the banking system after the carve-out of bad assets appears manageable given
current provisioning levels. However, profit margins are thin, and should banks resume
lending aggressively in an attempt to increase profitability, they may take on additional
market and credit risks.

4. The clean-up of bank balance sheets has come at a large cost to the government
(estimated at the equivalent of 21 percent of GDP, when fully budgeted), which add to
the fiscal pressures. Thus far there has been no measurable impact on inflation and on the
external sector, because of FDI inflows, relatively low private demand, and the fact that
clean-up expenditures mainly have covered book losses with little direct impact on aggregate
demand. However, the outlook could deteriorate drastically in the absence of fundamental
fiscal reform. The widening fiscal deficit could translate into growing external imbalances,
undermine confidence and possibly result in a depreciation of the koruna. Even otherwise, the
Czech National Bank (CNB) may have to raise interest rates substantially at some point to
prevent inflation, creating a situation in which high interest rates, real appreciation of the
koruna, and large current account deficits would coexist. This could affect growth prospects
and contribute to rising non-performing loans and bankruptcies.

S. Monetary policy in the Czech Republic is being conducted in an environment of
excess liquidity in the banking sector. The two-week repo tender of CNB bills is being



aggressively used for absorption of excess liquidity and sterilization of the sustained capital
inflows. Escalating interest expenses associated with the CNB’s repo operations could result
in quasi-fiscal losses.

6. The fixed-income and the foreign-exchange markets are sufficiently developed to
weather liquidity runs. However, the interbank money market and the stock market require
deepening in order to accommodate large portfolio adjustments without significant effect on
prices and market volatility. Given the current state of excess liquidity in the banking sector -
and the relatively small capitalization of the stock market, however, these market weaknesses
are unlikely to pose any systemic threat in the near future. Payment and settlement
infrastructure is broadly in place to support transparent and reliable money and capital market
operations.

7. The nonbank sector, except insurance, is also undergoing consolidation and does
not pose any immediate stability related concern. Continuous improvement in prudential
regulations and elimination of weak financial institutions through withdrawal of licenses,
liquidations, and mergers is underway. The insurance sector seems to be well-capitalized and
profitable but may also have to undergo consolidation due to increasing competition.

8. High priority is being placed on implementing and observing the international
standards relevant for financial stability, and good progress has been made. This effort
has been spurred by the prospects of EU accession and the attempts at institutional and legal
reform at harmonizing with the EU standards. Consequently, a massive effort is underway to
enhance the regulatory, supervisory and transparency framework and strengthen the market
infrastructure. In banking supervision, areas needing strengthening include consolidated
supervision and risk based supervision emphasizing the need for more rigorous monitoring of
risk-adjusted capital adequacy positions. In insurance supervision, the major shortcoming is
the failure to conduct on-site inspections with any frequency and with a risk focus. The
supervisory authority also lack sufficient legal and operational independence. In the area of
securities regulation, there are practical limitations relating to the supervisory capacity of the
Czech Securities Commission (CSC).

B. Risks and Vulnerabilities: Challenges and Strategic Priorities

9. While the progress made so far has considerably reduced the vulnerabilities of
the Czech financial and corporate sectors to risk factors, the system continues to face
several critical challenges. These include: (1) pursuing stable macroeconomic policies;
(2) completing the banking privatization and restructuring program in an orderly fashion;
(3) implementing speedily a workout program for the large stock of bad assets; and

(4) strengthening supervisory coordination and regulatory enforcement framework, and
market infrastructure.

10.  Bank restructuring and privatization need to be completed and the high fiscal
costs of bank restructuring must be addressed. Fiscal costs of bank restructuring are
increasing macroeconomic pressures at a time when the budget deficit is already large and
rising. The bank restructuring program will add significantly to the levels of debt and deficits.



Privatization revenues have provided a temporary palliative, and large FDI flows have
neutralized the potential negative effects of large fiscal deficits on the financial sector and on
the external accounts. However, the sustainability of the FDI flows cannot be taken for
granted.

11. Alarge stock of nonperforming loans, amounting to roughly 25 percent of GDP,
remains to be worked out. A successful workout program necessitates improvements in the
parts of the legal framework, such as insolvency, that have fallen behind. This is essential in -
order to expedite enterprise restructuring and obtain a better price in the auction of bad assets.
Failure to resolve this critical aspect of the bank and corporate restructering process is likely
to result in low recovery rates, given the current long delays in the resolution of bad assets.

12. The legal and regulatory framework has been improved, but enforcement has
remained unsatisfactory. The issue is gaining in importance given the growing
interconnectedness in the financial system, consolidation of the financial system, and the
resulting predominant control of foreign investors. Better enforcement will require a strong
build up of supervisory capacity, a more proactive approach by self-regulatory organizations
(SROs), and improvements in the court system,

13. Supervisory objectives need to be further oriented towards monitoring the
soundness of financial institutions on a consolidated basis. Quantitative prudential
standards require supplementing with a more qualitative approach based on risk management
and market discipline. In addition, more transparent operating procedures need to be adopted
by the supervisors, SROs, and financial participants, leading to greater accountability and
improved market discipline. Finally, corporate governance of financial institutions also needs
strengthening,

14.  To enable more effective monitoring of the activities of integrated firms and
markets, coordination and cooperation between supervisory agencies requires
strengthening. The interlocking ownership structures, the episode relating to the
privatization of Investicni a Postovni banka (IPB), the collapse of the credit union sector, and
the general tendency, thus far, of forbearance clearly point to the need for a supervisory
framework that closely monitors and oversees all members of a financial group. While it may
be premature to consider a single consolidated supervisory body, lines of accountability
among the supervisory authorities need to be made explicit and a regulatory committee
(collegium) should be set up to consider cross-sectoral issues on a regular basis. Serious
consideration should also be given to make insurance supervision autonomous.

13. Regarding the nonbanking sectors, the adoption of the mutual fund model for
pension funds would improve transparency and needs to be implemented as soon as
possible. In the area of securities supervision, the CSC must complete the main structural
reforms initiated in 1998. The supervisory capacity should be strengthened further and move
from a formal monitoring of compliance with regulations to a more proactive, focused and
risk-based supervisory system,..



I. FINANCIAL SYSTEM ENVIRONMENT
A. Structure of the Financial System

I6. The Czech Republic has a relatively large financial sector for a middle-income
country—total assets of roughly 122 percent of GDP—that is fast becoming diversified.
The banking sector dominates, accounting for 88 percent of total assets (Table 1 and

Figure 1). The high ratio of banking sector assets to GDP in the Czech Republic is in good
part due to the smaller inflationary erosion of balance sheets, relative to other transitional
countries. Therefore, this is not necessarily an indication of a deeper and more developed
banking system in comparison with other advanced transitional countries.

17.  Impressive process of consolidation is indicated by the sharp reduction in the
number of licensed banks from 55 in the mid-1990s, to 40 in 2000. The decline in the total
number of banks is essentially due to the elimination of several troubled small and medium
banks (mostly domestically owned) during the second half of the 1990s. Since 1997, the
Czech authorities have privatized three of the four large state banks, and the privatization of
the fourth large state bank is expected to be concluded in 2001. In part in preparation of the
sales, a large amount of nonperforming loans have been taken over by a consolidation bank
(Konsolida¢ni banka Praha—KOB), at a significant fiscal cost to the government. After the
conclusion of the privatization program, foreign strategic investors will control roughly

90 percent of assets in the banking sector.

18.  The number of licensed nonbank institutions has declined by more than

50 percent in most sectors (except insurance), as a result of continuous improvement in
prudential regulations and elimination of weak financial institutions through withdrawal of
licenses, liquidations, and mergers. The mutual funds sector has been undergoing a dramatic
consolidation, due primarily to the mandatory opening of closed-end funds. The pension
fund sector that started in 1994 has also undergone consolidation. The number of companies
listed and traded in the Prague Stock Exchange (PSE) has also been reduced dramatically
through the introduction of stricter listing requirements. In the insurance sector, the non-life
business accounts for two-thirds of total premiums and assets, and compares well with other
transitional countries. However, the life insurance business remains relatively undeveloped.
The sector seems to be well-capitalized and profitable.

19. The consolidation of the financial sector has resulted in a large share of financial
assets controlled by foreign strategic investors. This phenomenon has occurred across
almost all segments of the financial sector and can be expected to strengthen the capital
positions and bring about improvements in governance and range and quality of financial
services. However, the Czech financial sector may still witness further consolidation,
especially in view of the prospects of EU membership and its integration in the competitive
common EU market.
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Table 1. Czech Republic: Financial Sector Indicators 1/

Structure of financial sector/Ref. period 1995 1996 1997 1998 1999 2000
Total assets (In billions of korunas)
All financial institutions 1,976 2314 2,417 2,530
of which
Deposit money banks 2/ 1,472 1,709 2,069 2,166 2,229 2,328
Insurance companies 92 125 126 134 151
Investment funds 3/ 119 95 86 112 113
Pension funds 4/ 7 24 23 31 37 40
Memo item
Gross domestic product 1,381 1,572 1,669 1,798 1,833 1,911

Relative shate in total assets of the financial sector (In percent)

All financial institutions 100 100 100 100
of which
Deposit meney banks 86 89 90 g8
Insurance companies 6 5 6 6
Investment funds 6 4 4 4
Pension funds 1 1 1 1

Size of total assets relative to GDP (In percent)

All financial institutions 126 139 134 138
of which
Deposit money banks 109 124 120 121 122
Insurance companies 8 8 7 8
Investment funds 8 6 5 6 6
Pension funds 2 | 2 2 2

Number of financial institutions

All financial institutions

of which
Deposit money banks 35 53 50 45 42 40
Insurance companies 35 35 40 41 42 42
Investment funds 469 350 270 198 189
Pension funds 44 44 44 30 24 20
Credit unions 5/ 154 93
Securities firms 6/ 619 190
Leasing companies 7/ 122

Sources: the CNB, MoF and CSC.,

1/ Only types of financial institutions, for which there is data for the respective indicators, appear in the table.

2/ Data from the statistical reports submitted by the CNB to the IMF, Data adjusted by netting out interbank
deposits and correcting for the double counting of repos of CNB bills in official statistics.

3/ End of June 2000 data. Includes closed-end investment privatization funds structured as joint-stock companies,
closed-end unit trusts, and open-end unit trusts.

4/ End of June 2000 data.

5/ Total assets of the 93 credit unions that held licenses at the end of 2000 were an estimated CZK 10.4 billion, or
0.5 percent of GDP,

6/ Data on asset management companies (153 in 1993, 75 in 2000) and brokerage firms (466 in 1995, 115 in
2000).

7/ Data for members of the Czech Association of Leasing Companies only. At the end of 1999, the latter
accounted for 95 percent of the domestic leasing market and had combined assets of CZK 142 billion or

7.7 percent of GDP.
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Figure 1. Czech Republic: Structure of the Financial System in a Comparative Perspective
(End of 1998)
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20.  The number of financial conglomerates has been on the rise. Typically bank-led,
and comprising of building savings banks, insurance company, investment company
managing mutual funds, and other types of financial companies, especially asset management
companies (AMCs), there were 18 such financial groups operating in the Czech Republic as
of December 2000. Of these, however, only five bank groups were significant in terms of the
market share.

B. Regulatory and Supervisory Framework

21.  Significant progress has been made in the legislative and regulatory framework
aimed towards harmonization with international standards relating to financial sector
supervision and regulation. There are, however, areas where further improvement is
necessary to reduce vulnerabilities and strengthen the framework within which the financial
system operates. In particular, capacity constraints and administrative and judicial processes
are proving a major constraint toward the full observance of the internationally accepted
regulatory standards.

22.  The degree of autonomy varies across the supervisory agencies (Figure 2). While
the CNB has the authority to issue secondary legislation covering the regulation of the
banking system, the CSC’s powers are extremely limited. The Ministry of Finance (MoF) has
retained responsibility for basic policy formation, the submission of new legislation to
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parliament, and for enactment of secondary legislation relating to the securities market.
Supervision of insurance companies and pension funds is undertaken by the Office of
Supervision inside the MoF, which again has very limited legal and operational
independence. The supervision of pension funds is expected to be shifted to the CSC in
January 2002, Finally, the Credit Union Supervisory Authority (CUSA), which is under the
MoF and supervises the credit union sector, has no rule-issuing powers, very little operational
independence, and limited supervisory capability.

Figure 2. Financial Sector Regulators and Supervisors

Czech National Bank Securities Commission Ministry of Finance
Office of
Supervision of
Saving & Credit
R s s 3 R R 8 R Co-operatives
l s
yy A 4 Yy Y
Commercial banks Investment companies Insurance companies Saving & Credit Co-
Building societics Investment funds Pension funds operatives
Securilies dealers
R — Regulation S - Supervision

23.  The growth of diversified financial groups in the Czech Republic places a
premium on effective coordination among the regulatory agencies. Currently, information
exchange between the CNB, the MoF, and the CSC is undertaken under a trilateral agreement
that has been in place since 1998. Working groups have been established on licensing,
consolidated supervision, disclosure, and on-site examinations. In practice, legal obstacles
(on the part of the MoF) and other administrative procedures have hampered the system of
information sharing. Discussions between the agencies have tended to focus on limit breaches
and criminality rather than on the underlying risks facing each financial group, and licensed
entities. Cooperation between supervisors needs strengthening through a clearer mechanism,
such as a supervisory committee or collegium. While a single supervisory body could be
considered at some stage, energies at present could better be focused on enhancing the
operations of existing bodies.
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C. Market Infrastructure and Payment Systems

24, The main financial markets in the Czech Republic are the interbank money
market, the stock market, the fixed income market, and the foreign exchange market. In
periods of financial distress, such as the May 1997 currency crisis and the spill-overs from
the Russian crisis, the interbank money market and the stock market have shown to be
lacking in depth and resilience to accommodate large portfolio adjustments without
significant effect on prices and market volatility.

25.  The developments in the spread between the bid and ask quotes on the Prague
interbank money market in times of financial crises and their aftermath reveal
difficulty in readjusting efficiently (Figure 3). During the May 1997 crisis, the ask-bid
spread shot up and did not return to its pre-crisis average value until September 1997, only to
surge to new heights in the fourth quarter in response to another wave of domestic currency
depreciation.

26.  An analysis of trading on the PSE shows a clear correlation between the value of
the PX50 index and trading volumes. In particular, periods of rising stock prices are
associated with high trading volumes, whereas as the stock prices fall—the liquidity
disappears from the market. In the aftermath of the Russian crisis, the main index of the PSE
fell from 503 to 318 basis points between July 21 and October 8, 1998. This sharp market
downturn led to a significant increase in stock price volatility, which has remained above its
pre-crisis average value. The PSE has, however, succeeded in creating a minimum market
liquidity for the seven main traded stocks with the setting up of the SPAD trading system in
1999. This should mitigate the impact of future runs on liquidity on the stability of the stock
market.

27.  Historic analysis of the liquidity of the fixed income and foreign exchange
markets has shown that they are sufficiently developed to weather shocks. Larger
government deficits in the recent years have resulted in a steep increase in the number and
value of government bonds listed on the PSE. The stock of domestic central government debt
at the end of 2000 was equivalent to roughly 15 percent of GDP. A potentially serious
problem and vulnerability in debt management is the short average maturity of the debt stock.

23.  The currency crisis in May 1997 resulted in only short-lived volatility in the
foreign exchange market. Moreover, whereas pressures on the exchange rate during the
subsequent Russian financial crisis did temporarily raise market volatility, market uncertainty
did not affect significantly the bid-ask spread and the ability of market participants to manage
their liquidity.



-14-
Figure 3. Czech Republic: Liquidity of the Financial Markets
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29.  The Czech payment system, in general, is sound. The Clearing and Settlement
Center (Clearing Center) of the CNB is designed and functioning well, providing immediate
intra-day finality of payment of funds transfers made within it, and thus supporting the
settlement procedures of various other clearing mechanisms, in particular those in the
securities markets. Participants in the clearing center (banks and the CNB) are devoting close
attention to foreign exchange settlement risk, as the global procedures for settling foreign
exchange transactions are revised during 2001. The clearing and settlement system itself
appears frec from significant vulnerabilities, and it achieves the principal purpose for which it
was designed, namely, the elimination of systemic risk in the interbank payment mechanism. ~
The main burden of credit risk management for intra-day and overnight provision of liquidity
rests on the central bank. Liquidity risk is thus minimal.

II. MACROECONOMIC CONDITIONS
A. Macroeconomic Setting

30.  Recent economic performance suggests a sustained recovery. Following three
years of negative growth, growth of real GDP in 2000 was 3.1 percent and is projected at
3.0-3.5 percent in 2001. The balance of payments position remains strong, underpinned by
robust export performance and sustained FDI inflows. Financing of a widening current
account deficit has been facilitated by FDI inflows, which exceeded 9 percent of GDP in
2000, following inflows of about 12 percent of GDP in 1999, and was only partly offset by
portfolio outflows—the latter reflecting both the narrowing interest rate differentials between
koruna and euro-denominated assets and ongoing portfolio rebalancing. FDI has helped the
recovery by contributing to the revival of investment demand.

31.  The strong balance of payments position has resulted in episodes of upward
pressure on the exchange rate. However, the koruna has appreciated only modestly in
nominal effective terms over the past year, and export competitiveness appears to have
remained strong, Monetary conditions remain broadly similar to those prevailing a year ago,
as a general decline in real interest rates has been offset by the moderate appreciation of the
koruna in real effective terms. After remaining constant at 5.25 percent since November
1999, the CNB cut the two-week repo rate (its key policy rate) to 5 percent in February 2001.

32.  External debt is moderate (42.6 percent of GDP), and the country’s foreign
reserve position is relatively comfortable. Total external liabilities have remained stable (as
a share of GDP) in recent years, and short-term liabilities comprise a reasonable one-third of
total Habilities. Currently at about 4.1 months of imports of goods and non-factor services,
the Czech Republic’s gross official reserves appear to provide sufficient external liquidity
and a reasonable degree of protection against unforeseen external shocks. In particular,
reserves cover 400 percent of the amount of maturing debt obligations in the next 12 months
and 130 percent of the stock of short-term debt and cumulative inflows of portfolio
investment.

33.  Thefiscal position has deteriorated markedly in recent years, and in the absence
of fundamental reforms, fiscal pressures are expected to mount. The general government
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deficit (excluding privatization receipts and grants to transformation institutions) widened to
4.1 percent of GDP in 2000, from 3.2 percent of GDP in 1999, and is set to expand further to
5.7 percent of GDP in 2001. To this must be added the additional costs of the banking sector
reform; when fully taken into account, these could reach the equivalent of 21 percent of GDP,
of which about one-fourth has been realized thus far.

B. Sources of Macroeconomic Risks Impacting the Financial System

34, The restructuring of the financial and corporate sector, while incomplete, has
reduced the Czech economy’s overall vulnerability to macroeconomic shocks. However,
it is still useful to assess the financial system’s resilience to unexpected developments,
whether domestic or international in origin, even if the probability of their occurrence is
small. There are three key macroeconomic factors of vulnerability: (1) the sharp deterioration
of the fiscal balance and the absence of well-articulated plans to address it; (2) the
dependence of both the public finances and the balance of payments on large inflows of
foreign direct investment, in a substantial part related to the privatization process; and

(3) substantial reliance on the EU for export markets and capital.

35. The fiscal deficit represents the greatest vulnerability of the Czech economy over
the medium term. A major contributing factor to the deteriorating fiscal outlook has been
the accumulation of contingent liabilities of the government—mostly related to government
guarantees in the banking sector—that could have a severe effect on the budget, government
debt, and confidence in the koruna, So far, capital markets have absorbed new government
debt without a noticeable impact on the yield curve, but this situation may well change, and
the likely rise in interest rates could put a strain on the budget and the economy. In addition
to a possible direct impact on the value of assets and liabilities, an interest rate increase could
have an indirect impact on the quality of the loan portfolio of banks.

36.  Delays in the privatization process could result in a lower level of FDI inflows,
with consequences for the budget and the economy. Were the privatization process to
stall, the exchange rate could swiftly come under downside pressures, thus forcing the CNB
to raise interest rates sharply to maintain macroeconomic stability. To the extent that other
FDI inflows unrelated to privatization were also to decline, for example, as a resuit of an
unexpected delay in the EU accession process, these effects would be magnified and could
threaten the sustainability of the external current account.

37.  The Czech Republic is a small open economy, and external shocks could affect
the economy both through financial and real channels. The recovery has relied primarily
on the vibrant export sector, which has, in addition, been the sector supporting the revival of
investment. Indeed, FDI has been a substitute for domestic credit and has allowed export-
oriented firms (primarily the ones with foreign participation) to finance activities without
being hindered by problems in the Czech banking sector. In the event of a sharp and lengthy
slowdown of demand in the EU, the resultant export slowdown would have ripple effects
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through the domestic supply system, resulting in potentially substantial output losses and a
deterioration in the quality of the loan portfolio of banks.

C. Monetary Policy Operations

38.  The monetary policy framework is one of inflation targeting,. In the recent period,
monetary policy has been conducted in an environment of excess liquidity in the banking
sector, distributed across different groups of banks. Since 1997, the relative share of quick
assets in banks’ portfolios has doubled to 13 percent at the end of the third quarter of 2000,
and the share of interbank deposits is relatively high at 10 percent. Changes in monetary
instruments are based on inflation forecasts, in light of the inflation target, and on a
comprehensive evaluation of macroeconomic and monetary developments (Figure 4). The
two-week repo tender of CNB bills is the key instrument for absorbing excess liquidity and
sterilizing the sustained capital inflows and has been used aggressively. Since the
introduction of inflation targets in January 1998, the CNB has undershot its end-year net
inflation target three years in a row. In April 2001, the CNB switched to targeting headline
inflation by means of a continuous range.

39. The institutional framework, agency responsibilities and operational procedures
for the conduct of monetary policy in the Czech Republic are highly transparent. The
CNB is strongly accountable for its actions to the Parliament and to the public.

40. The high interest expenses associated with CNB’s large repo operations have
placed pressures on CNB’s financial accounts in recent years. Thus, a further sharp
increase in the interest expenses paid on the CNB’s repo operations could translate into
quasi-fiscal losses. Possible scenarios that can result in higher interest expenses include:
(1) sustained capital inflows that will require rising levels of sterilization via CNB’s repos;
and (2) a widening of the spread between domestic and international interest rates. An
appreciation could also put pressure on the profit and loss position since the CNB holds the
bulk of its total assets in foreign currency denominated instruments, while almost all its
liabilities are in koruna.

III. VULNERABILITIES AND SOUNDNESS OF THE BANKING SYSTEM AND LINKAGES WITH
THE CORPORATE SECTOR

A. The Banking Sector
Current situation

41.  After having accumulated large amounts of underperforming loans, the Czech
banking system is nearing the completion of a comprehensive restructuring and
privatization program, The main features of this process are: carve-out of a significant part
of the large nonperforming loan portfolic and its consolidation in KOB; the sale of the four
large state banks to strategic foreign investors, and the merger of
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Figure 4. Monetary Policy Implementation
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the business of two of these; and a reduction in the number of smaller banks. Reflecting in
part the need to digest the new acquisitions and the lingering difficulties in part of the
enterprise sector, bank managers are taking a cautious approach to credit policy; bank credit
has declined slightly over the last three years in spite of the ongoing economic expansion, and
is not likely to evidence rapid growth in the near future. While capital adequacy ratios appear
comfortable, competition for creditworthy clients is intense, and profit margins are thin.
Further consolidation may therefore be expected over the medium term.

42, The resolution of the banking crisis has accelerated the ongoing change in the
structure of the Czech banking system. The share of banking system assets accounted for
by the large banks has declined from over 80 percent in 1994 to about 60 percent now, while
the share accounted for by the subsidiaries and branches of foreign banks has risen from

13 percent to over 30 percent. The number of small Czech-owned banks operating has been
greatly reduced. Following the planned privatization of the last of the large banks in the near
future, the Czech banking system will be about 90 percent foreign-controlled.

Origin of the large stock of nonperforming loans

43.  Nonperforming loans stem from a variety of reasons. These include: inheritance of
structural problems and inefficiencies from the pre-transition period; careless lending to
privatized enterprises in the early 1990s; weak governance; political interference in lending
decisions; weak creditors rights; and inadequate supervision. A determined effort to address
all the weakness only was made in the second half of the 1990s.

44, The earlier relatively strong growth and poer classification policies initially
masked the problem. It first became apparent among the smaller banks, several of which
experienced difficulties in the mid-1990s. The 1997-99 recession and tightening of prudential
policies, exposed the portfolio problems of the large banks as well. As the magnitude of the
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difficulties of the large state banks became evident, the authorities rightly adopted the
strategy of privatization.

Restructuring of the banks

45.  In the resolution of the banking crisis the authorities have relied on
transformation agencies—KOB and its affiliates'—to acquire bad loans from the banks
to improve their balance sheet. For the small banks, these asset transfers were a prelude to
closure as the resolution of the banking crisis among the small Czech banks resulted in the
liquidation or consolidation of virtually all of those institutions that had experienced
difficulties. For the larger banks the asset transfer has been in preparation for their
privatization,

46.  The first privatization proved to become a distinct failure. A controlling interest
in IPB was sold to a foreign investor in 1998. However, the investor treated its acquisition as
a portfolio investment, selling off part of its assets and leaving the existing management and
management procedures in place. The sale had not involved any balance sheet clean up, and
the bank’s situation continued to deteriorate although for a while the extent of this
deterioration was not apparent. In June 2000, the CNB intervened, appointing a temporary
administration of the bank, who immediately resold the business of the bank.

47.  Subsequent privatizations appear to have been successful. Another large state
bank (Ceskoslovenska obchodni banka—CSOB), had meanwhile been sold to a strategic
foreign investor in 1999. In early 2000 a third state bank (Ceska spotitelna—CS) was sold to
a foreign investor. The last of the four large banks (Komer&ni banka—KB) is expected to be
privatized later this year, and four strategic investors have reportedly placed bids on the bank.

48.  The later privatizations have all involved carve out of non-performing loans, and
have led to a sharp increase in current and prospective holdings of nonperforming
loans by KOB. The holding of nonperforming loans by KOB and subsidiaries at end 2000
stood at CZK 186.6 billion (equivalent to 9.6 percent of GDP (Table 2). In addition to the
outright transfer, KOB guaranteed (“ring fenced”) a nominal value of CZK 25 billion of
assets that remained on the books of CSOB. The total carve out associated with the recent
resale of IPB is not yet fully known. It is likely that CZK 100 billion will be transferred
outright to KOB. But in addition there are uncertainties about the quality of an additional
CZK 150 billion, and it is possible that some CZK 100 billion of that will be ring fenced on
the books of CSOB. Finally, for KB, the authorities have announced that in addition to earlier
carve-outs they will only guarantee up to CZK 20 billion. On these assumptions, the KOB

! Ceska Financni, which was established to deal with asset transfers related to the small
banks, was initially set up as a subsidiary of the CNB but was transferred to the KOB group
in 2000. The KOB subsidiary Konpo was set up to handle the transfer of bad loans from KB
in 2000. Ceska Inkasni was set up to handle bad assets related to foreign trade in an amount
of approximately CZK 27 billion; it is the only workout institution that has remained outside
the KOB group.
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group’s portfolio of nonperforming loans plus the ring fenced portfolio (for which it carries
the credit risk) could increase to CZK 431.6 billion, equivalent to 21.2 percent of 2001 GDP.

Table 2. Czech Republic: Projected Loan Portfolio and Contingent Risk Exposure
of KOB Group

{In billions of korunas)

Estimates December 2000 1/ Projected Exposure June 2001

Total Ring fencing Transfer Total 3/

Gross loans 2/ 205.3 145 100 430

Standard 18.7 18.7

Nonperforming 186.6 431.6

(In percent of GDP) {9.8) _ (21.2)
Memorandum items.

Left with banking system 171.5 80.5

(In percent of GDP) (9.0) (4.0)

Source: CNB, KOB, and staff estimates.

1/ Data for CF and Konpo up to end-September.

2/ Loans only. KOB loans of CZK 14.9 million to CF and CZK 31.8 billion to Konpo have been netted out.

3/ The increase in the amount of bad loans as a percentage of GDP reflects in large part the misclassification of

IPB’s loans.

49. As a result of the above carve-outs, the remaining classified loans (categories 2 to
5) on the balance sheet of the banks will be reduced to a more manageable, but stilt
significant level. Banks will be left with an estimated CZK 75 billion in watch loans
(category 2), the equivalent of 10 percent of their loan portfolio, and with CZK 80.5 billion in
nonperforming loans (NPLs) (categories 3 to 5), excluding the ring-fenced loans, the
equivalent of 11 percent of their portfolio. The risk of watch loans migrating to the NPL
category seems low, given the stringent classification criteria, although some risk cannot be
excluded. The collateral on the NPLs amounts to CZK 68.3 billion, and provisions and
reserves amount to CZK 58.9 billion. The sum of collateral, provisions and reserves seem
sufficient to cover future losses associated with the NPLs. However, collateral is probably
overvalued, given the problems that creditors have experienced in foreclosing on collateral.

50.  The residual vulnerability of the banking sector will be further contained by
privatization of the restructured banks to strong strategic investors. Improvements in the
legal framework and the tax treatment of provisions would reduce the degree of vulnerability
further. The upturn of the economy and the introduction of stronger lending policies by the
new strategic investors should support a better loan performance going forward. The banking
system seems well-capitalized, with an average capital to risk assets of 17 percent, and the
growing presence of financially strong strategic investors. However, the importance of
collateral for the coverage of loan losses indicates the need to keep improving the collateral
and insolvency regimes, in order to enhance the realizable value of collateral in the banks®
books. The fact that provisions are only partially tax deductible is also a matter of concern, as
it provides an incentive for the banks to misclassify their loans and/or under provision them.
The lack of full tax deductibility for loan write off also provides an incentive for banks to
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keep such loans on their balance sheet, and discourages loan work outs. This points to the
need of infroducing full tax deductibility of mandatory provisions.

Cost to the government

51.  The restructuring and privatization of banks has come at a significant cost to the
government. The costs already incurred have amounted to CZK 100 billion. Recent
estimates indicate that the additional costs will probably be around CZK 300 billion resulting
in a total cost of CZK 400 billion or 21 percent of 2000 GDP.? The preliminary estimates of -
the MoF assume that the additional costs would amount to only CZK 200 billion. However,
these estimates assume that the losses associated with the carve-outs from IPB would amount
to only CZK 50 billion, an assumption is likely to prove too optimistic, given more recent
information on the poor quality of IPB’s assets and the very low provisions on these assets.
More realistic assumptions for the final carve-outs and ring-fenced loans, combined with a
reasonable recovery rate of 15 percent, would result in future losses of CZK 300 billion.
Assuming the same funding costs as for the recently placed ten-year bonds, the annual
interest cost to the budget would be equivalent to CZK 25 billion, or 1.3 percent of GDP.

52.  Significant challenges are facing KOB in recovering maximum asset value to
help reduce the ultimate cost to the budget. I this context the recent pool sale of a portfolio
of nonperforming loans held by KOB was an important test case for the disposal of assets.
Although the realized value at about 11 percent of the value at which it was valued on the
KOB balance sheet may appear disappointing, it was to be expected given the poor quality of
the loans. A continuation of the pool sales would appear to be the best way to proceed to
ensure that assets are resolved in a transparent and efficient manner.

Performance, stress testing, and future stability

53.  Credit risk remains the dominant vulnerability, based on the stress test results.
On the basis of the potential macroeconomic vulnerabilities identified above (Section II.B.),
stress tests were conducted for credit risk and market risk (interest and exchange rate
changes). A shock meant to replicate the worsening of the NPL ratio that occurred during the
period of the Czech recession (a 62 percent increase in nonperforming loans) produces
significant negative effects on bank capital positions, with three banks falling well below the
Basel minimum capital ratio of 8 percent (Table 3).® This test, however, is relatively severe
because the companies getting new loans are more profitable and less debt-burdened—and,

? The net cost are slightly smaller, considering the revenues from the sale of the banks which
have amounted to the equivalent of about 2.5 percent of GDP.

} The base level of nonperforming loans used in the credit risk stress test calculations is
adjusted downward by known or anticipated amounts of government guarantees or future
asset transfers. Thus, the stress tests exclude the portfolio held by KOB. These adjustments
reduce the base level of NPLs in the system by CZK 101.6 billion.
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therefore, more capable of withstanding an economic shock—than the borrowers that
defaulted in the earlier recession.

Table 3. Czech Republic: First-Round Results of Stress Tests of Macroprudential Indicators

Scenarios Baseline Credit risk excll:::;fglg?isk Imei?:; rate
(In percent}
NPL/gross loans 9.8 15.9
Foreign exchange rate 37.8 44.0
Short-term interest rate 5.30 6.80
Long-term interest rate 7.00 8.50
Capital ratio (system) 16.9 12.8 16.9 15.9
(Number of banks in range indicated)
>20% 5 3 5 4
15%-20% 3 2 3 3
10%-15% 8 7 8 7
5%-10% 0 1 0 2
0%-5% 0 3 0 0
<0% 0 0 0 0

Source: CNB, IMF staff.

54. At present, bank exposure to market risk does not pose a systemic problem.
Stress tests show that banks can absorb both a significant upward yield curve shift

(1.5 percentage points) and a sharp monetary tightening (a 4.5 percentage point increase in
short-term rates). In this case, only two banks dip below a 10 percent capital ratio and none
below 8 percent. It should be noted, however, that the impact on interest rates of the fiscal
vulnerabilities could potentially be more severe and that they might give rise to secondary
effects on the quality of the loan portfolio. For foreign exchange risk, banks across the board
show negligible net exposures and are unaffected in a stress test by even large changes in
exchange rates. Again, it should of course be borne in mind that such static stress tests do not
take into account any secondary effect on the quality of the loan portfolio through a higher
debt service burden for borrowing companies. Such an impact, however, appears, to be
manageable. Analysis of the financial conditions of the corporate sector (see below) suggests
that the debt of the most leveraged companies has been or is in the process of being
transferred to workout institutions.

55. A consequence of the banking crisis and its resolution has been a marked change
in the behavior of banks in the Czech system with regard to business lending. The crisis
revealed a paucity of creditworthy borrowers among Czech companies, weak creditor rights
and poor corporate governance and incentives. Foreign banks continue to lend profitably to
their traditional customer base of international companies operating in the country but they
remain reluctant to make commitments on commercial and industrial loans in the domestic
market. They have been joined now in that reluctance by the large banks, operating under the
stricter credit standards of their new ownership and management. The outcome of these
changes is general stagnation in loan availabilities and intensified competition for the few
good name borrowers.
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56. At the same time, deposit growth has continued, putting banks across the system
into a highly liquid state. As a result, banks have acquired a large amount and wide array of
low-ytelding liquid assets at a time when higher yield assets are needed to hit ROE targets.
Banks, therefore, are in an environment of pressure on profits. The aggregate ROA for the
system—measured as operating profit before provisions, taxes, and extraordinary items—
averaged 1.22 percent over 1995-97 and -0.08 percent over 1998-2000. Interest rate margins
and gross earnings measures have declined as banks compete for a small pool of good
borrowers, while the rate of operating costs has not seen big economies so far (Tables 4

and 5). Profitability improved in 2000 although this was overstated by the taking into profits -
of some provisions in connection with the transfer of loans to KOB. Adjusting for this, banks
registered only minor profits.

57.  Bank managements have indicated their general reluctance to make any strong
commitment at present to commercial lending until evidence of improved
creditworthiness in borrowers is established, and the legal framework for debt
enforcement is improved. Recent reforms, such as the Public Auction Law, and other
prospective changes that promise to improve creditor rights and collateral quality may re-
animate growth of collateralized credits. However, these reforms still need to be tested
(Box 1).

Box 1. Debt Enforcement Vulnerabilities

The Czech legal environment to support creditor rights and debt enforcement has been widely regarded as
unsatisfactory due to insufficient laws creating clear collateral rights and an ineffective system for enforcing those
rights. As mentioned before, deficiencies in the legal system have contributed to a deterioration in the quality of
bank loan portfolios and, more recently, to a stifling of credit growth. Court actions against a debtor to obtain a
judgment typically take from one to three years due to procedural delays, while obtaining an execution order to sell
the property can take another year. Court costs are routinely high at 4 percent of the claim up to a maximum of
CZK 1 miltion, and recoveries are low, often amounting to less than 5 percent of the nominal amount of the claim,
The rights of secured creditors are limited in the kinds of collateral allowed or by requirements that make it difficult
to have confidence in the collateral taken. The court process is overly complex and fraught with delay, typically
taking one to two years. Secured creditors have experienced even greater difficulties secking to enforce collateral
rights in movables.

Comprehensive reforms are required to virtually all elements of the debt enforcement and credit systems to promote
normalized relationships between debtors and creditors predicated on recognition and enforcement of reasonable
commercial expectations. Despite the current shortcomings in the system, recent reforms and proposals promise
stronger rights for creditors under the recently adopted Public Auction Law and proposals for a new law on secured
transactions in moveable property. At the time of the mission, the new Public Auction Law had not been tested and
was expected to face court challenge, particularly for collateral created before May 2000,

58.  Under the current conditions of excess liquidity and continued concern over the
credit worthiness of enterprises, a principal volnerability facing the Czech system is
that banks may take risks in nontraditional business lines in order to generate higher
returns. Many banks have expressed their interest in pursuing the retail banking market—
credit cards, consumer loans, household mortgages. While these kinds of loans have a track
record of superior performance compared to business loans, vigilance is required to avoid
that intense competition in these rather limited markets may lead to a slippage of credit
standards.
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Table 4. Czech Republic: Profitability Indicators of Czech Banks

(In percent)
1997 1998 1599 2000

Mar. June Sep.  Now.
Interest rate spread/assets 3.76 3.52 2.63 2.40 2.44 2.54
Profits from banking activities/assets 4.55 4.53 390 343 3.30 331
Operating expenses/assets 221 2.25 2.21 1.96 212 2.11
Rate on new credits (short-term} 15.91 11.64 6.74 6.89 6.85 654 641
Rate on deposits (short-term) 11.20 9.16 4.82 4.56 4.37 426 409
Spread: new credits - deposits 4,71 248 1.92 2.33 248 228 232

Sources: CNB and staff calculations.

Banking supervisory vulnerabilities

59.  Czech banking supervision has improved in recent years although vulnerabilities
remain. In preparation for EU accession, the legal framework covering the regulation of the
banking sector is being gradually harmonized with EU minimum standards and international
best practice. Overall, the CNB was found compliant/largely compliant with 20 of the

235 Basel Core Principles. A recent amendment to the Act of Banks, that would have, inter
alia, extended the scope of consolidated supervision, was rejected by parliament but is
expected to be re-submitted during 2001. Amendments to the Bankruptcy Act and the
enactment of a new Public Auction Law have strengthened the rights of banks in the
enforcement of security. However, the operation of the courts remains slow and the banks
continue to report a fack of willingness on the part of court officials to support creditor
action. Further legislative and judicial reform in this area is essential.

60. The quality of supervisory staff has improved although current skills amongst
the supervisors to assess market risk, audit computer-based systems and evaluate risk
management systems remain low. Moreover, heavy staff turnover, particularly among the
inspection teams, has led to resource pressures within the CNB, both in terms of staff
numbers and experience levels. Remaining weaknesses include:

. banks not yet required to allocate capital to cover market risk on a consolidated basis:

o consolidated supervision yet to be extended to nonbank financial holding companies
or mixed holding companies;

. insufficient attention provided to corporate governance and internal control functions;
. a lack of clarity with respect to the role and responsibilities shared by the CNB
(banking supervision), the MoF (insurance supervision), and the CSC (securities

supervision) for the supervision of firms operating in all three financial sectors; and

. although anti-money laundering is covered by separate legislation, key reporting
requirements should also be set out explicitly in CNB banking regulations.
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Table 5. Macroprudential Indicators
(In percent; year-end data)
1996 1997 1998 1999 2000

CAPITAL ADEQUACY
Tier-1 capital / risk-weighted assets 9.23 856 946 10.85 13.71
Total capital / risk-weighted assets 995 949 1206 13.64 17.23 (Nov)
Total capital / total assets 568 510 570 577 5.07(Nov) .
ASSETS
Share of loans (exposures) RW =0% 232 251 320 351 399
per risk weight (RW) category: RW =20% 225 249 231 239 255
RW =50% L5 18 20 19 25
RW =100% 528 482 429 391 322
Total exposures/ Total assets 105.9 106.2 106.5 1068 110.6

Loan (or exposure) concentration

Sectoral concentration:

individuals 512 641 8.47 10.75(Nov)
government - 087 1.28 127 1.44(Nov)
agricultural sector e 232 235 231 2.17(Nov)
mining e 2.00 L.81 170 1.46(Nov)
manufacturing ... 3036 28.68 2576 24.39(Nov)
transportation 312 2358 250 2.79(Nov)
financial services 647 731 690 7.51 (Nov)
other services o 4974 49.57 51.08 49.49 (Nov)

Foreign currency lending

Foreign exchange loans / total loans 18.8 248 251 260 252

Nonperforming loans (or exposures)

NPLs / total gross loans (or exposures) 216 205 203 215 195

NPLs net of provisions / total capital 104.1 99.0 728 71.1 602

MANAGEMENT

Expenses/revenues 806 795 829 83.0 70.4(Nov)

Earnings/employee (in thousands of korunas) 1,300 1,702 1,865 1,845 1,725

EARNINGS

Return on (average) assets . -0.02 -0.20 -0.20 1.57(Dec)

Return on (average) equity -0.25 -3.30 -3.48 10.23 (Dec)

Interest margin / gross income 47.9 458 730 582 66.9(Dec)

Nomninterest expenses / gross income 80.7 68.6 92.8 1079 99.6(Dec)

LIQUIDITY

Liquid assets / total assets 162 17.0 23.1 264 26.8(Dec)

Liquid assets / short-term liabilities ... 549 639 62.1

Source: CNB

61.  With the large inflow of foreign investment into the Czech banking sector, a
number of banks have imported credit systems from their parent operations. While this
will encourage an improvement in the practice of credit management, there remains a lack of
a formal requirement for banks to set out their policies, practices and procedures relating to
the credit process. The predominant foreign control of the Czech banking system highlights
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the urgent need for strengthened supervision of foreign banks’ establishments. Most
importantly, it will require an efficient system of information sharing and formal Memoranda
of Understanding (MOU ) with supervisory counterparts. So far, only a few MQUSs have been
signed.

Safety net arrangements

62.  The Czech deposit insurance scheme, which is operated by the Deposit Insurance
Fund (DIF), was introduced in 1994. Aithough nominally limited to CZK 400,000, of the
10 banks that have failed during the life of the DIF, depositors of seven banks received a full
reimbursement of their funds up to a maximum value of CZK 4 million. An amendment to
the Act on Banks which is currently under consideration would require the DIF to equalize
the position for depositors of the remaining three failed banks by also offering a
compensation up to CZK 4 million. The decision to reimburse depositors in excess of the
notional deposit guarantee ceiling was taken to ensure the stability of the banking sector as a
whole. However, it is likely to have created an expectation among depositors that their
deposits will be fully guaranteed by the authorities in the event of any future bank failures.
This raises the threat of moral hazard and potentially reduces the motivation for banks and
depositors to exercise discipline in terms of risk-based decision making.

63. More generally the capacity of the DIF carry out its narrow “pay box” role
remains limited. DIF reserves, which have been drained as a result of previous pay outs, are
equivalent to less than 1 percent of the total of insured deposits. This would be insufficient to
deal with a failure of a medium- or large-sized bank or a number of small bank failures.
Furthermore, proposals to raise the ceiling on deposit insurance to € 25,000 and to broaden
the coverage to include foreign currency deposits, while at the same time reducing the
percentage of insured deposits that the banks are required to pay to the DIF, will further limit
the DIF’s ability to meet any obligations that may arise in the short-term.

64.  Although previously the DIF has been able to rely on automatic access to
funding from the government and the CNB, proposals now being considered by
parliament would remove the obligation of the authorities to lend to the DIF. Instead, the
DIF would be required to seek market funding. The appetite in the market for DIF-issued
debt remains untested. The changes in the funding structure will present new challenges for
the DIF. It will require the DIF to anticipate more precisely future demands on its reserves so
that it can discharge its payout function on a timely basis. Greater effort is also required to
better inform the public of its roles and responsibilities and improve operating systems
relating to setting and collecting premiums.

B. Corporate Sector and the Financial System

65. The financial performance of the corporate sector was disappointing during the
second half of the 1990s, especially in the case of the manufacturing sector (Table 6),
but there are indications that the sitnation improved somewhat in 2000. The
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disappointing financial performance of the corporate sector in this period is to some extent
related to the slowdown in economic activity, but more important structural causes included
the poor governance structures resulting from the voucher privatization program, and the lack
of creditor discipline. While the nascent improvement in 2000 reflect in part the
strengthening macroeconomic picture, it may also reflect the ongoing reform efforts.

Table 6. Czech Republic: Enterprise Profits and Losses, 1995-99
(In percentage of GDF)

1995 1997 1999
Gross Profits
Industry 7.5 4.8 6.2
Manufacturing 4.2 13 22
Gross Losses
Industry 2.0 2.2 3.2
Manufacturing 1.8 1.9 2.2

Source: Central Statistical Office (CSQO)

66.  Despite the signs of improvement in 2000, there is a large segment of the
corporate sector which continues to generate losses and is highly leveraged. The average
debt-equity ratios in the corporate sector are not excessive—roughly 100 percent for industry
and 135 percent for manufacturing (Table 7). In comparison, the average debt-equity ratios in
Korea and Thailand before crisis were 450 and 200 percent, respectively. However, the debt-
equity ratios for the group of loss-making enterprises are twice as high, and the debt-equity
ratios for enterprises classified as doubtful or loss (the two lowest categories) are extremely
high, exceeding 700 percent for a sample of manufacturing enterprises. Moreover, the debt-
equity ratios for the weak performers probably underestimate their true leverage, since the
market values of their equity tends to be a fraction of book values.* Until these problem
enterprises are successfiilly resolved, the pool of creditworthy enterprises will continue to be
limited,

67. There may be a segment of medinm and small enterprises which are profit-
making and not excessively leveraged, but are being deprived from credits due to the
weak legal framework. Although medium and small enterprises tend in general to have
higher debt-equity ratios, the average ratio of medium-sized, profit-making enterprises does
not seem excessive—100 percent for industry. However, the traumatic experience with non-
performing loans and the difficulties that banks have experienced in the past to foreclose on
collateral and pursue their claims under bankruptcy has contributed a stagnation in lending
activities, and it is likely that enterprises which would be acceptable risks under well
functioning collateral and bankruptcy regimes have also been deprived from credits. The new

* The average debt-equity ratios for groups of enterprises classified as standard and loss were
obtained by cross-checking information from the Central Statistical Office with data from
commercial banks.
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Law on Public Auctions has been, in this regard, a very positive step in the right direction,
but it has not been tested in practice. The authorities should monitor closely the
implementation of this law, and take steps to improve the collateral regime further.

Table 7. Czech Republic: Debt-Equity Ratios in Different Segments
of the Corporate Sector, 1999

{In percent)
Classified as Classified as
All Enterprises Profit Makers Loss Makers Standard Doubtful/Loss
Industry Manuf, Industry Manuf  Industry Manuf. Industry ~ Manuf. Industry Manuf.
(5,019) (1,711) (3,517) (1,178) (1,502)  (533) (1,434) (486) (63) (25)
94.4 135.5 80.7 101.3 147.7 227.2 69.6 116.2 660.8 764.8

Sources: CSO, CNB
Note: Number of sampled enterprises in parentheses,

68.  The voucher privatization program and the weak regulatory framework resulted
in poor corporate governance structures, which explain in good part the poor financial
performance of Czech enterprises during the 1990s. Both internal and external
mechanisms of corporate governance proved to be weak. The lack of accountability of
management and major sharcholders, and the lack of monitoring of their actions by other
stakeholders, contributed throughout the 1990s to poor investment decisions, and the transfer
of value out of companies to insiders and parties related to insiders. It also contributed to a
loss of confidence of the Czech population in capital market institutions that will take time to
be restored. Foreign investors have been deterred from expanded portfolio investment or
from direct investment except when a controlling stake is available.

69.  The Czech authorities have recognized the costs imposed by poor corporate
governance on the economy and the need to improve governance practices to avoid a
recurrence of structural problems. A further factor impelling corporate governance
reforms has been the requirement to harmonize capital markets and financial reporting rules
with EU directives. Substantive changes have accordingly been made to a number of key
laws over recent years, including a major package of reforms during 2000, The legal
responsibilities of corporate insiders have been clarified and expanded, minority shareholder
rights have been strengthened, a takeover regime has been adopted, and accounting and
auditing standards have been improved. An independent securities commission was
established in 1998, and its powers have been expanded. Finally, voluntary codes of
corporate governance based on international best practices, have been promoted by the
Institute of Directors and the CSC.

70.  Well-defined creditor rights are an important component of the corporate
governance architecture, and this component needs to be improved further. Creditor
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rights under bankruptcy remain weak, despite the amendments to the Bankruptcy Law that
were introduced in May 2000. Corporate governance rules for financial institutions also need
to be improved further. Financial institutions are special corporations and need more specific
rules than those applied to ordinary publicly tradable companies, particularly in the areas of
internal controls and risk management.

71.  While the regulatory framework affecting corporate governance has been
substantially upgraded, enforcement remains unsatisfactory. Enforcement of the
regulatory framework depends on the actions of supervisory agencies, SROs, as well as the
efficiency of the court system. Supervisory capacity in capital markets, banking and insurance
needs improvement. SROs need to be more proactive in exercising their supervisory powers.
As one example, the Chamber of Auditors has not been sufficiently proactive in monitoring
the performance of its members,

72.  The impact of the new corporate governance architecture will remain limited
while the court system continues to fail in serving as the ultimate interpreter and
enforcer of corporate governance standards. The courts suffer from a lack of resources
and wider experience among the judges in understanding modern business laws and of
corporate finance (a problem that will be exacerbated by the increasing sophistication of
Czech laws relating to the financial and corporate sectors), and from a costly and
cumbersome court process. Though court reform is a subject of much broader significance
than the corporate governance system, it remains a fundamental constraint on the
development of a credible and internationally compliant system of corporate governance in
the Czech Republic.

IV. VULNERABILITIES AND SOUNDNESS OF THE NONBANK FINANCIAL SYSTEM

73.  Since 1998, an intensive effort has been undertaken to improve regulation and
supervision of all nonbank financial efforts. Any remaining shortcomings do not introduce
any systemic vulnerabilities at this stage.

A. Securities Markets and Collective Investment Institutions

74.  Since 1998, there has been strong efforts to improve regulation and supervision
of capital market activities, reduce market fragmentation, and eliminate weak
institutions. A new CSC was created in 1998. The regulatory framework has been improved
in several steps. An impressive package of amendments and new laws become effective on
January 1, 2001. Market fragmentation was substantially reduced by the obligation for all
PSE members to report all trades to the PSE system, including off-exchange trades. Finally,
the number of institutions allowed to operate was dramatically reduced, through the
re-licensing of brokerage firms, the de-listing of companies from the PSE, and the mandatory
opening of closed-end mutual funds. These reforms have improved dramatically the average
financial standing of licensed institutions, enhanced transparency, and reduced unfair trading
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practices. However, confidence is only slowly being restored, and it may take a while for the
equity market to become a source of finance for the corporate sector. Overall, of the
30 IOSCO Core Principles, 19 were implemented and 10 were partially implemented.

75.  The mutual fund sector is undergoing a dramatic consolidation, due to the
mandatory opening of closed-end funds and to other improvements in regulation and
supervision. The regulatory framework for collective investment institutions has been ,
significantly improved in recent years and is generally adequate, The ongoing consolidation
is primarily due to the mandatory opening, the liquidation of illiquid funds, and the exit of
weak AMCs. The share of open funds in total assets probably exceeds 90 percent, and the
targest AMCs now belong to prominent local and multinational financial groups. There are
more than 50 funds under liquidation, but these account for a small share of total assets. The
consolidation of the sector has been generally a positive development, although the
concentration in the sector is very high, with the three largest management companies
controlling 81 percent of total net assets.

76.  The CSC needs to acquire more regulatory independence and further resources
to be able to effectively discharge its broader responsibilities. The CSC is excessively
limited in its capacity to issue regulation, as the MoF has remained responsible for basic
policy formulation, the submission of new legislation to Parliament, and also for the
enactment of secondary legislation. The CSC has also faced severe resource limitations to
build experience and technical expertise in key areas, such as auditing and risk management.
That has frequently resulted in a formalistic supervisory approach, that focuses on ensuring
compliance with formal obligations, instead of a more focused and effective risk-based
approach.

77. The CSC is to be commended for its achievements in the last three years,
However, it is still a young institution, and has lacked the resources to hire, retain, and train
experienced professionals. Supervisors are generally inexperienced and lack skills in key
areas, such as accounting, auditing, and risk management. This problem is ultimately
reflected in the CSC’s supervisory practices.

B. Insurance Sector

78.  The insurance sector is growing and performing generally well, with adequate
levels of capital and profitability. Total assets of insurance companies in 1999 amounted to
8.5 percent of GDP in 1999, and have been invested conservatively. Solvency requirements
follow the formula used in the EU, and in 1999 most companies had solvency margins that
exceeded minimum requirements by a comfortable margin. The levels of profitability are
adequate, due in good part to the low ratios of claims over premiums. However, the ratio of
expenses to premiums looks high suggesting the existence of inefficiencies.

79.  The regulatory system has been substantially improved through a new Insurance
Law that became effective in April 2000. The new law represents a major step towards
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harmonization with the EU. Despite these improvements, the regulatory framework for the
insurance sector still contains some weaknesses, primarily in the areas of licensing, corporate
governance, and external auditing. Overall, of the 17 Insurance Core Principles, 8 were
observed or largely observed.

80.  Supervision of insurance companies is conducted by the Office of Supervision
inside the MoF. Currently, the Office is understaffed, supervisors are not adequately trained )
in modern techniques of supervision by risk, and have not conducted frequent on-site
inspections, The Office has plans to prepare itself for the implementation of the EU approach
to supervision, and has proposed important increases in staff size and is moving to develop
new supervisory procedures, with assistance from a resident advisor from the German
supervisory authority. Given the growing importance of the insurance sector,
interconnectedness in the financial sector, and the need for practicing modern supervisory
policies, serious consideration should be given to establishing an independent and publicly
accountable insurance regulatory and supervisory agency.

C. Pension Funds

81.  An effectively implemented consolidation process has reduced the number of
pension funds and increased their financial standing, There is increasing participation of
several large multinational financial institutions from European countries. Market
concentration is high, with the three largest funds accounting for 65 percent of assets. Total
assets have grown slowly due primarily to low average contributions. Return on assets has
been moderate, as the majority of funds have favored relatively low-yielding government
bonds and bank bonds. This has been partly due to the short time horizon of asset managers,
that resulted from a low cut-off age and the possibility of participants to enter short contracts.
However, the growing focus of pension funds on retirement saving suggests that they will
gradually favor more balanced portfolios and expand their holdings of domestic and foreign
equities. Operating costs have been dominated by marketing expenses but have not been
excessively high.

82.  Regulation has been substantially strengthened in recent years, but there are still
some important weaknesses. The supervision function needs to be upgraded, including the
efficiency of routine off-site surveillance and on-site inspection of pension funds remains a
pressing issue and a challenge. The CSC will have to prepare itself to meet this challenge, as
proposed amendments to the Securities Commission Act include the full shift of supervisory
responsibilities from the MoF to the CSC in January 2002.

D. Other Nonbank Financial Institutions
Credit unions

83.  The credit unions are not systemically important. Although losses due to poor
lending controls and fraud have been significant in relation to the size of the credit union
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sector as a whole, there is nothing to indicate any contagion to the rest of the financial sector.
Although the legislation covering credit unions was amended in May 2000 giving the
regulator, the CUSA, increased powers, the problems that emerged as a result of the original
weaknesses in supervision continue to adversely affect the sector. On the basis of current
estimates credit union members have lost as much as 90 percent of their aggregate deposits.

84.  In the short run, the problem facing the CUSA and the MoF relates to the claims
resting with the Credit Union Insurance Fund, and the resolution of the credit unions
that are under conservatorship. In addition, a licensing, regulatory framework needs to be
put in place that will permit only the financial and managerially sound credit unions to
function. However, the continuing viability of the credit union sector remains unclear.
Competition from banks, after their restructuring phase is completed, will pose asset side
pressures on the credit unions. The challenge will be to ensure that credit unions make
prudent investment and lending decisions within a revamped regulatory framework.
Consideration also needs to be given to bring the regulation and supervision of all types of
deposit-taking financial institutions under a unified supervisory framework.

Leasing companies

85.  In the absence of significant amounts of bank credits being made available to the
SME sector, leasing has emerged as an important intermediator for small- and medium-
sized enterprises. This development also reflects the weak legal environment to support
creditor rights and debt enforcement. During the 1990s there has been a sharp growth in the
size of the Czech leasing industry. As of January 2000 there were 122 leasing companies that
were members of the Czech Assaciation of Leasing Companies (CALC). The CALC
accounts for 95 percent of the domestic leasing market. Most leasing business is undertaken
by bank subsidiaries or captive companies of the major automobile companies.

86.  Between 1995 and 1999 the value of new leasing contracts written during the
year increased from CZK 29 billion to CZK 81 billion. The total value of outstanding
leasing contracts had reached around CZK 150 billion at end-1999, or about 5 percent of total
bank assets. This level of business is high by regional standards. The value of new contracts
written in 1999 accounted for more than 1.5 percent of the European volume, with the Czech
Republic ranked twelfth among European countries by volume. There is no regulatory
oversight of the leasing sector, other than of bank subsidiaries that has yet to be fully
integrated within the consolidated supervision framework of the CNB.

Y. ENSURING STABILITY: SUMMARY OF KEY RECOMMENDED ACTIONS TO ADDRESS
YULNERABILITIES

87.  The key macroeconomic vulnerability facing the Czech Republic stems from the
unsustainability of fiscal policy. This issue is discussed in more detail in the staff report on
the Article IV consultation.
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Key issues in completing the transformation of banks and enterprises are:

Finalization of the carve-out of nonperforming loans arising from the recent resale of
IBP and the completion of the sale of KB;

Acceleration of the pool sales of bad loans initiated by the KOB group in early 2001.

Enhancing efforts to improve the collateral and insolvency regimes to expedite
enterprise restructuring and bank work-outs, and improve the auction price of non-
performing loans.

Introduction of full tax deductibility of mandatory provisions.

The CNB, the MoF, and the CSC should strengthen, as a matter of priority, the

systems for risk identification and risk menitoring across each financial group as well
as the mechanisms for coordinating supervisory action wherever necessary. The
agencics should consider setting up a regulatory committee (collegium) that would meet on a
regular basis to consider the underlying risk issues in each financial group, licensed entities,
and developments in each sector.

90.

91.

In the area of banking supervision, the key issues are:

a need to move more swiftly toward a risk-based approach to supervision, targeting
resources on the key risks facing the banks on both a sector and individual bank basis;

application of capital charges on a consolidated basis for other risks (currently credit
risk only) and the introduction of consolidated supervision for financial holding
companies and mixed holding companies;

regulations need to be made more specific with respect to some of the credit risk
governance aspects including a bank board approved loan and investment policy;

requirements for risk management processes need to be set out explicitly in the
regulations;

anti-money laundering procedures need to be made more explicit in CNB regulations;
and

supervisory skills and resources to assess market risk, audit computer based systems,
and evaluate risk management systems could be further strengthened.

The safety net system needs strengthening. In this context:

the authorities should consider a public restatement of the role of the DIF in the
financial system and strengthen its public credibility;
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the DIF needs to consider its own funding arrangements, given the expected removal
of the obligation of the authorities to cover any shortfall in the Fund’s reserves; and

the DIF also needs to engage in regular dialogue with banking supervisors and to
monitor closely any adverse developments in relation to individual institutions that
might represent a future obligation on its reserves.

While the authorities have begun taking steps to strengthen oversight of the

credit union sector, there are a number of additional measures which merit
consideration.

03.

Credit union membership in the Czech Republic should be limited to a “common
bond” (e.g., memberships to be contained within a specific geographic area or work
place).

The CUSA should have rule-making powers and should be made independent of the
MoF. At a prudential level, the CUSA should have direct responsibility for stipulating
minimum solvency “large exposures” and liquidity requirements.

Given its limited resources the CUSA should also move to risk-based supervision,
targeting resources to the higher impact more complex unions, and its supervisory
capacity also requires immediate attention and strengthened.

In the area of securities regulations and supervision the CSC must complete the

main structural reforms initiated in 1998. Major issues include:

94.

Regulatory independence and supervisory capacity should be enhanced through a
fundamental change in approach, from formal monitoring of compliance to a more
proactive, focused and risk-based supervisory approach. The strengthening of the
supervisory function will also require a more efficient use of SROs, which will allow
the CSC to concentrate its resources more effectively.

The bar for listing requirements should be lifted and higher standards for client/broker
relationships established.

Risk-based liquid asset requirements for investment service companies should be
introduced.

Transparency of securities regulation relating to investor rights protection should be
explicitly specified in relevant legislation and disclosed through the CSC’s
publications.

For the mutual funds sector, the authorities must complete the harmonization

with EU legislation. The main actions include:
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Mutual funds should publish detailed data on the composition of their portfolios, risk
exposures should be disclosed more adequately, the maximum limit on holdings of
individual equities should be reduced from 10 to 5 percent of net assets, forward
pricing should be introduced, assets valuation by depositories should be enhanced,
and independent valuations of illiquid assets should be introduced.

The role of depositary institutions should be strengthened and their legal
responsibilities should be better enforced.

The regulatory framework in the insurance sector has been recently upgraded,

but the authorities may consider further improvements in several areas.

The authorities should consider creating an autonomous supervisory agency.

Licensing criteria should be strengthened further by introducing formal conditions on
the financial strength of shareholders.

Corporate governance rules should be strengthened, by imposing on the Boards
special responsibilities for the protection of policyholders.

The appointment of auditors should be subject to approval by the supervisor, and the
supervisors should be notified of any change in the appointment of auditors.

On-site inspections should be enhanced, which will require the upgrading of expertise
and professional skills.

Transparency practices relating to insurance regulation also require strengthening.
Regulation and supervision of pension funds should be enhanced by:
adopting the mutual fund model for pension funds as soon as possible;

requiring a minimum pension fund size for offering annuities directly, subject annuity
products to actuarial review, and introduce mandatory reserves proportional to the
size of assets under management;

guaranteeing that returns should be abolished or subject to solvency reserves; and

transfering the supervision over pension funds to the CSC in January 2002, as
proposed. However, the CSC will need to obtain the resources and skills to meet this
challenge successfully.
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97.  In order to assist in the development of financial markets, the following should
be considered:

. setting and enforcing limits on primary dealers maximum ownership of a particular
issue bought directly or indirectly; and

. considering allowing primary dealers in from abroad with remote access to increase
competition in the market beyond local market participants.

98.  Despite strengthening of the corporate governance architecture, key areas that
may require further improvements include the following.

. strengthening requirements for the disclosure by insiders of interests in transactions
and for shareholder approval;

. ensuring further harmonization with international accounting standards, in
conjunction with the business community and accounting and auditing
representatives;

. strengthening the independence of external auditors;

. strengthening creditor rights by improving further the collateral and insclvency

regimes; and

. strengthening the capacity of the courts to provide effective and prompt resolution of
civil and criminal litigation, concerning the responsibilities of companies, directors,
managers, and auditors.
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PART 1. FINANCIAL SECTOR ROSC MoODULES (FSRMS)

This part contains the summary assessments—Financial Sector ROSC Modules (FSRMs)—of the standards
assessed in the context of Czech Republic’s stability assessment. The Czech Republic’s observance with six key
international standards was carried out as part of the FSAP work. These included (1) the IMF’s Code of Good
Practices on Transparency in Monetary and Financial Polices (MFP Transparency Code); (2} Basel Core
Principles for Effective Banking Supervision (BCP), (3) IAIS Core Principles for Insurance Supervision (ICP);
(4) IOSCO Objectives and Principles of Securities Regulation (SCP); (5) Committee on Payment and
Settlement System Core Principles for Systemically Important Payment Systems (CPSIPS); and (6) OECD
Principles of Corporate Governance (OCG). The assessment provided input in formulating the overall
assessment of financial system stability in the macroeconomic context, identify areas for improvement, and
develop a corrective action plan in areas of non-observance requiring immediate follow up.

The assessments have been prepared by Udaibir S. Das and Plamen Yossifov (IMF) on the MFP Transparency
Code; Antonio J.V. Aguas (Bank de Portugal), Andy Beadle (Financial Services Authority, United Kingdom),
and Udaibir 8. Das (IMF) on BCP; Andrew Proctor (Hong Kong Securities and Futures Commission) and Jeppe
Ladekarl (Werld Bank) on the SCP; Donald McIsaac (World Bank) on ICP; James Dingle (Bank of Canada) on
CPSIPS; and Douglas Webb (World Bank) on OCG.

The assessments were carried out on the basis of the information provided by the Czech authorities, discussions
with relevant officials, and research done by the mission. The assessment of the regulatory and supervisory
framework relating to the banking and securities sectors was based on the self assessments completed by the
CNB and the CSC. Meetings were held with selected banks, insurance companies, pension funds, and
investment and securities companies, and the auditing, accountants’, and bankers’ associations. The mission’s
assessment was also based on the analysis of various relevant statutes and regulations as well as responses to
FSAP questionnaires. It also drew upon the work previously done by the World Bank in the areas of enterprise
restructuring, insolvency regimes, and capital markets.

Significant progress has been made in the legislative and regulatory framework aimed toward harmonization
with EU standards. There are, however, areas where further improvement is necessary to reduce vulnerabilities
and strengthen the framework within which the financtal system operates. In particular, capacity constraints and
administrative and judicial processes were proving to be major constraints toward the full implementation of
supervisory practices in a rapidly changing financial system.

The payment and settlement infrastructure is broadly in place to support transparent and reliable money and
capital market operations, Further improvements are required in improving corporate governance,
accountability, and market discipline, as well as promoting the more efficient exit of companies and banks.

A high level of observance was assessed with respect to transparency practices relating to monetary policy.
However, transparency relating to the institutional relationship between monetary and fiscal operations carries
several gaps and assumes importance during a period of financial and corporate restructuring. Steps in the
direction of enhanced consultation with the market participants when substantive technical changes are made in
the structure of monetary regulations and monetary policy operations would help improve governance and
accountability. As regards financial policies, while good practices in transparency in banking supervisory
policies were in place, transparency practices relating to insurance, securities, and payment system policies need
further strengthening.
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Y1I. TRANSPARENCY OF MONETARY POLICY

1. The assessment of the CNB’s observance of good transparency practices relating to
monetary policy was undertaken by a two-member staff team® and was based on: (1) a pre-
FSAP questionnaire response; (2) Czech Republic ROSC (IMF, 2000); (3) information
available on the CNB website; (4) relevant laws; and (5) discussions with CNB officials and
five commercial banks. The assessment was based on the IMF Code of Good Practices on
Transparency in Monetary and Financial Policies (MFP Transparency Code). No
assessment methodology has been developed as vet, but the assessment has taken into
account the implementation issues mentioned in the Supporting Document to the Code.

2. An earlier assessment of the CNB’s transparency practices was published by the IMF
in August 1999 and updated in July 2000. The assessment carried out by the FSAP mission
18, however, the first detailed, practice-by-practice assessment of the CNB’s observance with
the MFP Transparency Code undertaken in the broader macro-financial context. During the
course of the assessment, the Act No. 6/1993 on the Czech National Bank was amended by
Act No. 442/2000 Coll. While the act will be effective from January 1, 2001, the assessment
has taken into account the legislative changes made with respect to the CNB’s role and
responsibilities relating to monetary policy.

Legal framework, institutions, and market structure—overview

3. The Constitution of the Czech Republic (Constitution) establishes the CNB as the
central bank of the Czech Republic. The CNB’s responsibilities for the formulation and
conduct of monetary policy are defined in the Act on the Czech National Bank® (CNB Act)
and other acts.” The primary objective of monetary policy, as defined in the Constitution, is to
ensure the stability of the Czech national currency. The recently amended CNB Act details
this rather general formulation to be understood as maintaining price stability. The CNB Act
further stipulates that without prejudice to its primary objective, it shall support the general
economic policies of the government leading to sustainable economic growth, and that it
shall act in accordance with the principle of an open market economy. The current goal of
theCNB is to achieve a low-inflation environment consistent with the criteria for integration
into the EU. The principles of the CNB’s long-term monetary strategy have been
incorporated in a publicly available document of the Czech Government, “Economic Strategy

* Udaibir S. Das and Plamen Yossifov, IMF.

¢ Act No. 6/1993 Coll. on the Czech National Bank, last amendment—Act No. 442/2000
Coll., December 2000.

7 Act No. 576/1990 Coll. on Rules of Performance with Budgetary Means of the Czech
Republic and Municipalities, as amended; Act No. 530/1990 Coll. on Bonds, as amended;
Act No. 528/1990 Coll. on Foreign Exchange, as amended.
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of the Accession to the European Union,” and form part of the joint document of the Czech
Government and the European Commission, “Joint Assessment of the Economic Policy
Priorities of the Czech Republic.”

4. Prior to 1998, the CNB interpreted the rather general formulation of its ultimate
objective as a mandate to maintain the external value of the domestic currency (koruna).
Since 1998, the CNB has been operating under an inflation targeting framework. In the
period 1998-2001, targets were set for the “net inflation,” which is calculated as the rate of
change of the Consumer Price Index (CPI), excluding administered prices, the effects of
changes in indirect taxes, and customs duties. Targets were defined for the value of the
12-month percentage change in the monthly net CPI in December of the following year. In
April 2001, the CNB by agreement with the government switched to targeting headline
inflation (i.e., growth in the total CPI) and to expressing the target trajectory for headline
inflation by means of a continuous range. A range was announced starting in January 2002 at
3-5 percent and ending in December 2005 at 2-4 percent.

5. In pursuit of its monetary policy objective, the CNB relies on four monetary policy
instruments—the two-week repo rate, the discount rate, the Lombard rate, and the minimum
reserve requirement ratio. Due to persistent excess liquidity in the banking sector, in recent
years the most actively used instrument is the two-week repo rate. The two-week repo tender
of domestic currency bills issued by the central bank is used for liquidity withdrawal and is
carried out daily.

6. The governing body of CNB is its Bank Board. The Board consists of seven members,
including the governor and two vice governors. All of its members are appointed and recalled
by the President of the Czech Republic. The Bank Board, which meets weekly, sets monetary
policy and the instruments for implementing these policies. Monetary policy decisions are
taken at the last meeting of each month. Within the CNB, the Monetary Department is
responsible for analyzing the inflation trends, forecasting macroeconomic conditions and
drafting monetary policy proposals for consideration by the Bank Board. The Financial
Markets Department is responsible for implementing monetary policy decisions taken by the
Bank Board.

Main findings

7. Overall, the institutional framework, the CNB’s relationship with the government,
agency responsibilities and operational procedures for the conduct of monetary policy, and
monetary policy implementation in the Czech Republic are highly transparent. The main
vehicle for ensuring transparency and accountability is through the publication of quarterly
Inflation Reports, timely release of summary minutes of the monthly meetings of the Bank
Board, publication of commentaries and analysis by high-level CNB officials, and
submission of reports on monetary developments to Parliament.
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8. The CNB’s responsibilities for formulating and implementing monetary policies and
its authority to use monetary instruments are clearly defined in legislation and are publicly
disclosed. The relationship between the CNB and the government, and the CNB’s broad
modalities of accountability are specified in legislation. The framework, instruments, and
targets of monetary policy are related to the public through multiple means of disclosure.
Information on the macroeconomic situation and its implications for monetary policy are
comprehensively disclosed in a timely manner by CNB. The newly amended CNB Act
assures CNB accountability to Parliament and the general public. Annual financial reports
and 10-day summary financial statements are published regularly and in a timely manner by
the CNB.

9. In pursuit of improving further the transparency framework, the main areas where
CNB’s existing practices need greater clarity and strengthening are described below:

Clarity of roles, responsibilities and objectives of the central bank

10.  The different formulations of the primary objective of CNB in the Constitution and
the recently amended CNB Act can potentially convey confusing signals to the public.
Transparency relating to the institutional relationship between monetary and fiscal operations
carries several gaps. The terms of government deposits at the central bank are not adequately
disclosed. CNB responsibilities for the management of domestic and external public debt and
foreign exchange reserves are not detailed or explained in CNB publications. The CNB and
the MoF are in the process of preparing a formal agreement on the priorities of public debt
management. At this stage, it is not clear whether this document will be made public.

Open process for formulating and reporting monetary policy decisions

11.  The conduct of monetary policy and the principles on which it is based are open and
transparent. The rules and procedures for the CNB’s relationships and transactions with
counterparties in the foreign exchange market and the market of government securities,
however, are not publicly disclosed. Also, major shortcoming relates to the lack of
consultations with market participants and other interested parties at the time of substantive
technical changes in the structure of monetary regulations and monetary policy operations.
Apart from the fact that practice of such a system would help the market to adequately
prepare for operating and regulatory changes, it would also contribute to good governance on
the part of the CNB and provide inputs for better and well understood policies.

Public availability of information on monetary policy

12. The CNB provides a wide range of information and publications and is Special Data
Dissemination Standard (SDDS) compliant. The use of the automatic deposit and credit
facilities, however, is not adequately disclosed, as their amounts do not appear as separate
items in the CNB'’s balance sheet.

13.  The amounts and terms of emergency financial support by the central bank are not
publicly disclosed.
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14.  The categories in the annual CNB balance sheet and profit-and-loss account change
every year, which makes it difficult to conduct consistent comparisons of monetary

developments over time.

Accountability and assurances of integrity by the central bank

15. A high degree of transparency exists with respect to the CNB’s public accountability,
including preparation of annual report, audited accounts, half yearly report to the legislature
on monetary developments and periodic appearances before various committees of the
legislature. The Freedom of Information Act requires the CNB to respond in writing to
individual requests for information within 15 days. However, the CNB'’s intemal governance
procedures are not publicly disclosed.

Recommended action plan and authorities’ response

Table 8. Monetary Policy Transparency: Assessment Recommendations

Recommendations

The terms of government deposits at the central bank should be publicty
explained in CNB publications.

CNB responsibilities for the management of domestic and external public
debt, foreign exchange reserves, as banker, and advisor on economic and
financial policies of the government should be stated and explained in its
Annual Report and other publications,

Internal regulations on the rules and procedures for the CNB’s
relationships and transactions with counterparties in the foreign exchange
market and the market of government securities should be publicly
disclosed.

Changes in monetary regulations should be consulted with market
participants and other interested parties.

Data on the use of the automatic deposit and credit facilities should appear
as separate categories respectively on the liabilities and assets side of the
CNB balance sheet.

In compliance with the statement on data availability posted on the IMF’s
Dissemination Standards Bulletin Board, the Czech Republic as a
subscriber to SDDS should publish the aggregate amounts of refinancing
credits to domestic banks as part of its SDDS data template,

To ensure comparability of CNB balance sheet data across time, the
central bank should avoid frequent changes in the grouping categories of
its assets and liabilities. Thought might be given to reissuing its past
balance sheets using consistent set of definitions of these categories.

Consistent with confidentiality and privacy of information on individual
banks, aggregate information on emergency financial support by the
central bank should be publicly disclosed.

The CNB’s internal governance procedures should be publicly explained.
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16.  Inits response, the CNB expressed reservations regarding the assessors’
recommendation to institute procedures for consultation with market participants and other
interested parties on changes in monetary regulations. The CNB’s view is that such
consultations would result in delays in the implementation of regulatory changes without
affecting the final outcome, as CNB would not be bound to take into account market
participants’ views. The the CNB further noted that if the reason for the proposed
consultations is to acquaint market participants with planned regulatory changes, the CNB is
already doing this in advance. The CNB did not find appropriate the recommendation that its
internal governance procedures should be explained to the general public, on the grounds that
such disclosure could reduce its internal operational independence.

VII. BASEL CORE PRINCIPLES FOR EFFECTIVE BANKING SUPERVISION AND
TRANSPARENCY OF BANKING SUPERVISION

A. Basel Core Principles

17. The assessment of the CNB’s compliance with the Basel Core Principles for Effective
Banking Supervision (CPA) was conducted by a three-member team® and was based on (1)a
pre-FSAP questionnaire response; (2) Czech Republic ROSC (IMF, 2000); (3) a recent
revised self assessment prepared by the CNB; (4) information available on the CNB website;
(4) relevant laws and prudential regulations; and (5) discussions with CNB officials and five
commercial banks, the accounting, auditing, and bankers’ associations, and a major auditing
firm.

I8.  Based on the Basel Committee’s Methodology for Assessment of the Core Principles,
the Czech Republic’s compliance was separately assessed against “essential” and
“additional” criteria. This implies that the Czech Republic, in addition to seeking to fulfill the
international minimum standards also strives to apply interational best practice. The Czech
authorities cooperated fully with the assessment and provided all the necessary clarification
and documents.

19, During the course of the assessment, the amendments to the Act on Banking,

No. 21/1992 Coll. (AoB) that were aimed at harmonizing the legal framework with the
relevant EU directives were rejected by the Parliament. The amendments were particularly
aimed at modifying the licensing requirements, implementation of a consolidated supervisory
approach with suitable modifications in capital adequacy, credit exposure and liquidity

8 Udaibir S. Das (IMF), Antonio J.V. Aguas (Banco de Portugal), and Andy Beadle
(Financial Services Authority, United Kingdom). Mr. Aguas has 25 years of experience in the
area of banking policy and supervision, while Mr. Beadle has been a practicing banking
supervisor for the last six years.
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requirements, and a redefinition of the deposit insurance system for banks. The assessment,
therefore, is based on the present situation as to laws, regulations and supervisory practices of
the CNB,

Institutional and macroprudential setting, market structure—overview

20.  The commercial banking sector has been undergoing fundamental structural changes
during the 1990s. The second half of the 1990s, particularly the period after 1996, has been a
critical period for the Czech banking system, marked by deterioration in the loan portfolio,
placement of banks under conservatorship, revocation of as many as 16 banking licenses,
tightening of provisioning norms, mergers, continuing transfer of bad debts to KOB,
privatization of large state-owned commercial banks, the problem of the IPB sale, and
mounting fiscal cost of the bank restructuring and privatization effort. Apart from the
resources required to manage such an operation, the complex legal, institutional, and
administrative processes have made it a demanding task.

21.  The banking system presently consists of 40 licensed institutions—KOB, 13 Czech-
owned banks and 26 foreign banks—dominated by the three largest banks (CSOB, KB, and
CS). The three banks have a combined market share of 60 percent. Subsidiaries and branches
of foreign banks account for 31.3 percent of the total assets, while the small- and medium-
sized domestic banks have a market share of 1.6 percent. In addition there are six building
societies, and three specialized financial institutions (licensed as banks).

22.  The bank privatization process gained momentum during 1999 and 2000 with the sale
of CSOB in July 1999 and sale of majority ownership in CS in March 2000. KB is being
prepared for sale in 2001. The failure of IPB that was sold to Nomura in 1998 has however
provided a setback to the restructuring process and raised several questions relating to early
detection of problems in banks, internal control systems, and the role of external auditors. To
deal with the problem loans, the government, with the active involvement of the CNB, has set
up a variety of workout modalities to acquire the bad loans and clean up the bank balance
sheets to promote privatization.

23.  The Czech banking system continues to face significant challenges and opportunities
in the future. The evolving banking structure, emergence of financial conglomerates,
changing ownership structure of the banks, growth in the nonbank sector, has led to a
fundamental change in the competitive character of the banking industry. The earnings
environment remains weak, as do the avenues for high margin investments. The banking
system as it stands today, is highly liquid, marginally profitable, and is making strategic shifts
in its business orientation in order to maintain its operating profitability.
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Preconditions for effective banking supervision’

24, While the Basle Core Principle assessment was not undertaken to evaluate the
supervisory performance during the restructuring phase, the assessment has shown that the
CNB has responded to these challenges by strengthening the supervisory framework,
including enlarging the requirements for licensing, tightening provisioning rules, enhanced
disclosure requirements, strengthening supervisory resources, stricter requirements relating to
bank auditors, and automatic revocation of license in cases where the capital adequacy drops
below a minimum stipulated ratio.

25.  The supporting legal system, however, is in transition, and the legislative changes
made during 2000 remain largely untested in terms of the way they relate to the banking
system. The overall objective is to adapt laws and regulations to conform to EU directives. In
addition, the approach is to remedy the current imbalance favoring the debtor vis-a-vis the
creditor in the existing laws. The legal reform has included the overall recodification of the
commercial law, a reconstruction of the bankruptcy law, and changes in the legal regime of
pledges and possessionary lien. Amendments to the CNB Act have been adopted while a new
Public Auction Law is in place.

26.  The supervisory staff is gaining in professionalism, and its awareness and
understanding of international supervisory standards, policies, and practices are very high.
However, the current skills to assess market risk, audit computer based systems and evaluate
risk management systems are low. This is coupled with a thin complement of supervisors
who mainly conduct traditional full-scope inspections and have yet to begin a systematic
process to carry out risk-based inspections. The CNB is planning to strengthen training and
building of special skills in these new areas.

27, The CNB operates with a relative high degree of independence on supervisory
policies. However, on bank restructuring and problem banks, the CNB’s supervisory
practices require it to work closely with the government and agencies responsible for
implementing laws that directly affect banking operations.'® Furthermore, the CNB is

? See Core Principles for Effective Banking Supervision {Basel Core Principles), September
1997 and Core Principles Methodology, October 1999.

1 These include: conduct of supervision: the State Inspection Act (1991), Act on Liability
for Damage Caused in the Execution of Public Authority by decision or Incorrect Official
Procedure (1998), Code on Administrative Procedures (1967), Act on Auditors (2000);
resolution of problem banks. The Code of Civil Procedures (1963), Act on Public Auctions
(2000), Act on Bankruptcy and Settlement (2000). The eore acts are the CNB Act (2000) and
the Act on Banks (1992). Banking operations are also required to be undertaken within the
framework of the Foreign Exchange Act (1995), the Securities Act (1992), the Civil Code
{continued...)
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required to consult with the MoF prior to licensing a new bank, although the final decision of
whether to grant a new license is taken by the CNB. In practice, the large array of laws,
inefficiencies in the judicial processes and cumbersome administrative requirements impedes
effective and timely supervisory enforcement and intervention in the case of problem banks,
Supervision is also subject to strict secrecy requirements that restrict information sharing
among domestic and foreign supervisors. The laws and administrative procedures on money
laundering lag behind those in other countries and need strengthening. The CNB is fully _
cognizant of these limitations and has been taking up the subject of legal and administrative
reforms with the government. The amendments to the AoB that were recently rejected by
Parliament would have considerably strengthened the supervisory powers and supported the
effective implementation of supervisory policies and regulations,

28.  Regarding accounting practices, Czech banks are required to follow Czech accounting
standards. While close to International Accounting Standards (IAS), differences remain in
two areas, namely in the areas of consolidation and accounting for fair value of financial
instruments. By law, banks must appoint an external auditor and notify the CNB of the
selection. Auditors’ unqualified opinions state that a bank’s financial statements are audited
in accordance with the Act on Auditors and the Chamber of Auditors that they present fairly,
in all material respects, the condition and the results of the bank in accordance with the Act
on Accounting, and that they are prepared from accounting records which are in accordance
with the Act on Accounting. In the case of most major banks, accounts are also audited in
accordance with International Standards on Auditing and their statements prepared in
accordance with IAS.

Main findings

29.  The Czech banking system practices universal banking. Banking sector involvement
in the insurance and securities sectors is growing. Ownership structures within the banking
sector are changing and the market share of branches and subsidiaries of foreign banks is
expanding. There is increasing need to ensure that banks systematically measure and monitor
the growing market risks. Banks are also facing competitive pressures in a difficult earnings
environment. This may lead to aggressive and risky lending behavior in some banks and the
exploitation of cross-sectoral business opportunities as banks seek to maintain profit levels
and will require enhanced credit administration and internal control systems.

30.  Atan operational level it is worth noting that the general quality of CNB supervisors
appears to have improved in the recent period. Extensive training programs and technical
assistance have deepened the supervisors’ understanding of the business and control risks
faced by Czech banks. However, the availability of supervisory resources remains a key issue

(1964), the Commercial Code (1991), Act on Bonds (1990}, and the Act on Building, Savings
and State Aid to Building Saving (1993).
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and staff turnover rates among CNB supervisors are already at very high levels. Should the
attrition rate remain at the current level, or increase further, it would almost certainly weaken
the CNB’s ability to regulate the banking sector.

31.  Steps are underway to strengthen the legal framework and prudential requirements.
The AoB has been amended 11 times since 1992, although the recent round of amendments,
mainly in preparation for EU accession and to improve the CNB’s oversight of the banking
system, failed to receive Parliamentary approval and will need to be resubmitted. This will
delay the required legal reforms in key supervisory areas such as consolidated supervision.
The prudential framework was strengthened in April 2000 with the introduction of the
modified capital adequacy requirement based on market risk on a solo basis. Reporting of
capital and large exposures on a consolidated basis was introduced in January 2000 covering
only credit risk.

32. A number of other supervisory issues came up during the Core Principle (CP)
assessment that require attention Although the CNB has implemented a capital adequacy
(CP 6) requirement for credit and market risk, it is on a solo basis only. At the consolidated
level banks are only required to calculate a capital adequacy ratio for credit risk. The CNB
plans '5(1) expand the coverage of the consolidated capital ratio to include market risk in early
2002.

33, Credit risk (CP 7) remains the key risk facing the Czech banking sector, as
evidenced by the scale of nonperforming loans within the country. With the large inflow of
foreign investment into the Czech banking sector, a number of banks have imported credit
systems from their parent operations. While this is likely to encourage an improvement in the
practice of credit management, there are no formal requirements within the Czech banking
regulations for banks to set out their policies, practices and procedures relating to the credit
process (origination, ongoing management, etc). The position is similar for other risks

" While the assessment is based on current regulations and supervisory practices, it
recognizes that the CNB and the MoF are making efforts at introducing decrees on capital
adequacy based on credit and market risk on a consolidate basis, improved disclosure through
financial statements on a consolidated basis, acquisition of voting shares and decrease in
holdings in banks, operating a credit register; regulations relating to liquidity risk and
widening the loan classification and provisioning requirements to include additional
off-balance sheet items; supervisory tools such as a manual to evaluate and control over
bank’s internal control systems, principles of management of credit risk and management of
market risk and an internal manual for licensing procedures, development of a standardized
memorandum of understanding to be used for information sharing agreements with foreign
supervisors and development of an internal VaR model for measuring market risk. Issuance
of some of the decrees and regulations would however require amendments to the AoB.
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(CP 13) where, apart from market risk in the trading book, there are no formal requirements
for banks to put in place comprehensive procedures for risk management.

34.  Interms of anti-money laundering (CP 15) controls, “know-your-customer”
requirements are not explicitly set out within the banking regulations. The banks are presently
not required to report to the supervisor any suspicious activities and incidents of fraud which
might threaten the safety, soundness or reputation of the bank. At present the scope of
consolidated supervision (CP 20) in the Czech Republic only relates to groups headed by a
bank. A planned amendment to the Act on Banks should allow the CNB to require
consolidated reporting from financial holding companies and greater access to information
from mixed holding companies where there is a bank presence. Similarly, the CNB currently
has limited powers in respect of global consolidated supervision (CP 23). While the CNB
can supervise overseas branches and foreign subsidiaries of Czech banks (subject to local
laws), it only has very limited powers to restrict the activities of those operations or to require
their closure should they pose a threat to the bank as a whole. There is also a need for
strengthening, on a priority basis, mechanisms for coordinated supervisory information
sharing and action, wherever required, among the CNB, the MoF (insurance), and the CSC
(securities).

35. In addition, efforts are needed to improve the implementation and compliance with
the following core principles where shortcomings were assessed. Specific recommended
actions have been indicated in Table 9 against the respective principles: CP 1 (objectives);
CP 2 (permissible activities); CP 3 (licensing criteria); CP 4 (ownership); CP 6 (capital
adequacy); CP 8 (loan evaluation); CP 9 (large exposures limits); CP 10 (connected
lending); CP 11 (country risk); CP 12 (market risk); CP 14 (internal control and audit);
CP 16 (on-site and off-site supervision); CP 17 (bank management); CP 18 (off-site
supervision); CP 19 (validation of information); CP 21 (accounting standards);

CP 22 (remedial measures); CP 24 (host country supervision); and CP 25 (supervision of
foreign establishments).

Recommended action plan and authorities' response

Table 9. Summary of Main Findings and Recommendations

s Main C i¢ Main Findings and Recommendations

£ ¢ The supervisory objectives are set out in general terms in the AoB and
detailed in a Board note Conception for the further development of
banking supervision.
A formal system of appraising the supervisory performance is lacking,
CNB should continue to enjoy full financial independence in terms of
budgetary resources required for effective and timely supervision,

s Supervisory decision making should allow for the inclusion of
qualitative judgments.

e Legal protection for supervisors is weak.

s Movement towards risk based supervision should continue.

s Licensing procedures are generally adequate although they do require
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Main Findings and Recommendations

strengthening in parts such as identification of beneficial owners of
banks and in terms of the powers of the CNB to enforce the law against
unauthorized use of the term “bank.”

Fit-and-proper criteria should be considered in respect of senior
management below Board level.

While many of these requirements are met in practice, the prudential
framework relating to credit risk, in particular, and other risks in general
need to be strengthened.

In particular, a formal requirement for banks to formulate adequate
credit risk management procedures needs to be put in place.

Use of differential capital ratios based on an individual bank’s business
and control risks should be considered.

There is a need to develop understanding of market risk and VaR

methodologies.

“Know-your-customer” requirements should be explicitly set out in the
banking regulations,

Ongoing supervision is generally adequate but action required to extend
consolidated supervision to financial holding companies and mixed

holding companies,

Further harmonization of Czech accounting standards with

internationally accepted accounting principles and procedures is

required, such as those relating to leasing and fair value accounting in

relation to financial instruments.

Supervisory powers for prompt corrective action need to be made
explicit and strengthened.

Cross-border supervision is weak. In particular the CNB has no powers
over foreign subsidiaries of Czech banks. Nevertheless the accounts of
foreign subsidiaries of Czech banks are consolidated.

36.  The CNB commented that they were generally in agreement with the overall
assessment. On the CP relating to money laundering, the CNB was of the view that the
existing legislative and institutional arrangements were adequate. In particular, they noted
that according to the law of anti-money laundering procedures banks are required to report
suspicious activities to the Financial Analytical Section at the MoF, which is responsible for
implementing and supervising observance of the anti-money laundering law. The CNB in on-
site examinations does verify that banks comply with this requirement. The introduction of
separate CNB regulations on this matter would, therefore, only lead to duplication of efforts.

B. Transparency of Banking Supervision

37.  The assessment of the CNB’s observance with good transparency practices relating to
banking supervision was carried out by a two member staff team.'? It was based on the IMF
Code of Good Practices on Transparency in Monetary and Financial Policies (MFP

12 Udaibir S. Das and Plamen Yossifov (IMF).
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Transparency Code). The assessment tock into account the implementation issues mentioned
in the Supporting Document to the Code. The first assessment of the CNB’s transparency
practices, including its self-assessment of compliance with the Basel Core Principles for
Effective Supervision, was published by the IMF in August 1999 and updated in July 2000.
The assessment carried out by the FSAP mission was, however, the first detailed, practice-by-
practice assessment of the CNB’s observance with the MFP Transparency Code as it relates
to banking supervision in the broader macro-financial context. It supplements the Basel Core
Principles assessment of the efficacy of the regulatory and supervisory polices.

Institutional and market structure—overview

38.  The CNB is the primary agency responsible for banking supervision in the Czech
Republic. It derives it authority from the CNB Act and the Banks Act. The CNB has full
operational and financial independence on supervisory matters, although on matters relating
to licensing, revocation of licenses and resolution of problem banks, the CNB works in close
coordination with the MoF. Similar to the proactive approach towards disclosure and
transparency in its conduct of monetary policy, the CNB pursues an open policy on
supervisory policies and regulations. The public is acquainted with banking sector
developments and supervisory matters through multiple means of disclosure, including an
annual repert on banking supervision, a dedicated chapter in the CNB Annual Report, the
data bulletin “Basic Indicators of the Banking Sector,” and regularly updated web pages on
the CNB website.

Main findings

39.  Banking supervisory policies, regulations and developments are provided to the
market and public in a comprehensible, accessible and timely manner. The CNB provides a
basic overview of the regulatory framework within which the banks operate, informs the
market of the changes in the regulations, makes public its review of the supervisory activities,
informs banking consumers of the products and services offered by banks, discloses basic
data on the state and performance of the banking sector in terms of its structure of assets and
liabilities, off-balance sheet activities, foreign exchange operations and detailed aggregate
data on the banking system that can be used for independent evaluations and public
monitoring of bank’s compliance with the prudential requirements.

40.  The CNB uses a variety of means and methods of communicating with the public on
its supervisory role, polices and operations. It goes beyond relying only on regulation and
legislation, which by their nature are public documents. Active use is made of the CNB
website to disclose information to a wider group. Also used are less formal and more flexible
disclosure forms such as press releases and appearances by officials before public audiences
and legislature, and publications such as the annual report on banking supervision.

41.  The quality of information disclosed has been improving in terms of content and
clarity. In the area of data disclosure, the Czech Republic meets the SDDS specifications for



-50 -

the coverage, periodicity, and timeliness of banking sector data and for dissemination of
advance release calendars. In the second half of 2000, the CNB began publishing aggregate
banking sector indicators on a quarterly basis.

Clarity of roles, responsibilities, and objectives of financial agencies

42.  The broad objectives and supervisory role of the CNB is well-defined and based on
sound legal foundation. These objectives, however, require greater specificity and should be -
modified to reflect the supervisory challenges confronting the CNB consequent to the bank
restructuring process. Another issue relates to the clarity with respect to the role and
responsibilities among the CNB (banking supervision), the MoF (insurance supervision), and
the CSC (securities supervision) to the extent it relates to matters involving firms operating in
all the three segments of the financial system. Universal banking is practiced in the Czech
Republic and there is a large presence of financial conglomerates. This requires clarity in
terms of how the three agencies interact and work together. An MOU between the CNB, the
MOoF, and the CSC exists from 1998, but it has neither been publicly disclosed, nor has any
effort been made to explain the scope and nature of the arrangement relating to information
sharing and areas of respective responsibilities as they relate to the operations of such holding
companies. This disclosure would enable the market and the public to gain reassurance that
the CNB has established a mechanism for cross-border regulatory of banking-related issues
that may have an impact on the domestic banking sector.

Open process for formulating and reporting of financial policies

43, As mentioned, the CNB has a fairly open approach towards formulating and
explaining developments relating to supervisory polices. It consults with the banking industry
on all regulations and draft decrees in the area of banking supervision. However, the
operating procedures, such as those relating to testing the fit-and-proper criteria, evaluating
internal control] systems, holding company supervision, supervisory measures to prevent
unauthorized lending to connected parties, are not publicly disclosed.

Public availability of information on financial policies

44.  While the CNB pursues a conscious policy to make information on supervisory issues
available widely through the use of multiple means, there are three areas where shortcomings
exist. First, data on the use of the automatic deposit and credit (Lombard loans) facilities by
banks are not publicly disclosed. Second, the aggregate amounts of refinancing credits to
domestic banks are not published as part of the SDDS data template, despite the statement to
the opposite effect posted on the IMF’s Dissemination Standards Bulletin Board. Finally,
while there is the issue of secrecy and confidentiality to be recognized in the Czech system,
information on emergency financial support by the CNB on an aggregate basis is not publicly
disclosed. A transparent supervisory framework would be considerably strengthened if in
such cases information were disclosed and explained, exercising judgment on the timing and
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stability of the financial markets. Good governance also requires disclosure of funds used in
public interest. It helps raise the credibility of the supervisor in emergency situations.

Accountability and assurances of integrity by financial agencies

45.  Finally, with respect to transparency practices relating to accountability and
assurances of integrity, the accountability framework is well-defined. However, the CNB’s
internal governance procedures and rules and procedures aimed at preventing exploitation of -
conflicts of interest are not publicly disclosed. This would raise market confidence in the
supervisory staff who have access to privileged/confidential financial-related information.
Disclosure of such standards would also imply that the CNB has set standards for its
supervisory staff under which the staff and officials are bound to operate.

Recommended action plan and authorities’ response

Table 10. Banking Supervision Transparency: Assessment Recommendations

Recommendations

The scope and procedures for cooperation and
information sharing, laid down in the 1998 MOU

| between the CNB, the MOF, and the CSC should be
{ explained to the public.

The internal procedures for the conduct of the banking
supervision should be publicly disclosed.

1 The provisions of MOUs with foreign banking
supervisory authorities should be publicly disclosed.

Consistent with confidentiality and privacy of
information on individual banks, aggregate
information on emergency financial support by the
central bank should be publicly disclosed.

The CNB’s internal governance procedures should be
publicly disclosed.

Internal rules to prevent exploitation of conflicts of
interest should be publicly disclosed.

46.  The CNB was in agreement with the assessment’s findings and recommendations.

VIII. IAIS CORE PRINCIPLES AND TRANSPARENCY OF INSURANCE REGULATION
A. TAIS Insurance Core Principles

47.  The assessment of the Office of State Supervision of Insurance and Pension Funds’
(the “Office”) compliance with the IAIS Insurance Core Principles was based on: (1) a pre-
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FSAP questionnaire response; (2) a self-assessment against IAIS Core Principles; (3) relevant
laws and regulations, and (4) discussions with supervisory staff of the Office."

48.  This assessment was based on the JAIS Core Principles Methodology document
(2000). Consideration was also given to the Supervisory Standard on Solvency Assessment.
The legal framework for the Czech insurance sector is based on Act No. 363/1999 and
Decree No. 75/2000, which proclaimed the Act in force. Relevant sections of the Commercial
Code and the Accounting and Auditing Acts also apply to the insurance sector, Supervision
of the sector is performed by the Office within the MoF. The Office was until recently a
department of the MoF. The supervisory staff of the Office cooperated extensively in the
assessment, by providing answers to an extensive questionnaire, preparing a self-assessment
against IAIS Core Principles, and making themselves available to meet with mission
members at every opportunity.

49.  The Office operates under a strict rule of confidentiality. Thus, staff were not
authorized to provide information concerning specific companies. As a result, much of the
data collected was obtained from the Czech Insurance Association and from individual
insurance companies.

Institutional and market structure—overview

50.  There are 41 licensed insurance companies operating in the Czech Republic, of which
7 are branches of foreign insurance companies and the others are incorporated locally. Fifteen
of the local companies are controlled by foreign capital and four are subsidiaries of Czech
banks. Three of the companies do only life insurance business, 20 do only non-life insurance
business, and the other 18 are composites.

51.  Total premiums received by Czech insurance companies during 1999 amounted to
CZK 62.8 billion, of which CZK 19.8 billion (32 percent) was for life insurance and

CZK 43.0 billion for non-life insurance. Total premium income is estimated to represent

3.4 percent of GDP. An insurance penetration of these proportions ranks the Czech Republic
as a leader among transition economies in the region, although it would still be far below the
situation prevailing in the EU. Total assets for Czech insurance companies as of the end of
1999 amounted to CZK 156.6 billion, or approximately 8.5 percent of GDP.

52, The Czech Republic has adopted the EU formula for minimum solvency of insurance
companies. As of the end of 1999, most companies had solvency positions that exceeded
minimum requirements by a comfortable margin. For example, the average solvency margin
for non-life companies was four times average requirements. The Office reports that only two
companies, with market shares of 0.16 percent and 0.18 percent, respectively, failed to meet
the minimum margin as at the end of 1999.

1% Undertaken by Donald McIsaac (World Bank).
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53, The year 2000 is a key transition year for the industry and particularly for the
regulatory and supervisory framework. With the adoption of the new legislation, a major
change has been effected in the manner of supervising companies. In line with practices in
the EU, prior formal approval of product and premium rates has been abandoned. Emphasis
must now be placed on the monitoring of company financial strength, or solvency, on a
permanent basis. This modern approach to supervision demands a higher level of
professionalism from supervisory personnel. Analysis and inspection must now be focused
on key risk areas if they are to be effective. Under the new law, both life and non-life
insurance companies will be expected to appoint an actuary to provide an annual report on
the adequacy of technical provisions and other key factors. The supervisory personnel will be
expected to work with the actuaries, and indeed the auditors, as joint participants in the work
of prudential oversight of the industry. The reclassification of the supervision function from a
department of the MoF into an Office is seen as the first step in the institutional restructuring
of insurance supervision.

General preconditions for effective insurance supervision

54.  The legal system in the Czech Republic is similar to that which prevails in Germany.
Companies are incorporated according to the Commercial Code, while relationships with
consumers are governed by the Civil Law. Unfortunately, these laws have not been kept up to
date. For example, the Civil Law does not contain all the provisions that are needed to protect
consumers of insurance policies. There have been discussions to create a special Insurance
Contract Law as many countries have recently done (e.g., Argentina). A draft of the proposed
Insurance Contract Law has been submitted to the Czech Government and is expected to be
passed to Parliament in the near future. The legal framework for insurance is also weak in the
area of corporate governance. Recent amendments to the Commercial Code strengthening
corporate governance became effective in January 2001, and also apply to insurance
companies. This is a positive step, but the provisions in the Commercial Code are general and
do not go far enough in protecting the interests of policyholders and account-holders in
financial institutions. The new Insurance Law, which became effective in April 2000, should
have included special provisions outlining the responsibilities of directors and identifying
certain key roles they must play.

55.  In general, however, the new Insurance Law represents a significant improvement
over the previous law and constitutes a good and modern piece of legislation. In particular,
the new Law provides the supervisors with several important tools for dealing with distressed
insurance companies. For example, the law prescribes certain actions that must be taken
when a company’s solvency margin falls below a specified level (the “guarantee” fund). In
addition, there are special powers to be applied at the discretion of the supervisor when other
less threatening situations are presented.

56.  Accounting and auditing legislation are also relevant for the performance of the
insurance sector. Accounting for insurance companies is governed by the general Law on
Accounting. The MoF has authority to issue special accounting rules for insurance companies
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and this was done through a special regulation issued by the MoF. Recent amendments to the
Auditing Law that will become effective in January 2001 may have important impact on the
way the sector operates. These amendments include, inter alia, the legal obligation for the
auditor to inform the supervisor of any breaching of the law, or of a situation is developing
that could impair the ability of the company to meet its obligations. Enforcement of this new
provision remains to be tested, however,

57.  The Czech Insurance Association has adopted a code of ethics for its members. In
addition, through its monitoring activities, it is well-placed to give advance warning of
companies that are headed for financial difficulties. The association is prepared to expel a
member company that gives cause for concern. While it is not strictly speaking an SRO, it
behaves in a similar manner.

Main findings

58.  The regulation and supervision of the Czech insurance sector has improved in recent
years, with the adoption of a more modern insurance law that is more harmonized with EU
legislation, and that, inter alia, introduces EU solvency criteria. The Supervision Office is
also obtaining technical assistance from EU members and strengthening its supervisory staff.

59.  The legislation needs to be further strengthened in some important areas, however.
Corporate governance of insurance companies relies on general provisions of the Commercial
Code. Although these provisions have been recently strengthened, they are still insufficient to
ensure sound governance of insurance companies. Explicit requirements for the boards of
insurance companies, particularly in the area of internal controls, are not adequate. There is
also a need to strengthen legislation in specific areas, such as licensing, change in control, use
of derivatives, reinsurance, and market conduct.

60.  The supervisory authorities also lack sufficient legal and operational independence,
being located in a department inside the MoF. The lack of sufficient resources for more
effective supervision is particularly reflected in the low frequency of on-site inspections, and
the absence of sufficient supervisory skills in the areas of risk management and internal
controls. The development of an adequate supervisory function will require more legal and
operational independence and more adequate resources for staffing and training.

61.  Table 11 provides a summary of the main findings of the detailed assessment and
related recommendations.
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Table 11. Summary of Main Findings of Assessment of Observance of the IAIS Insurance
Supervisory Principles

Main Findings

The Supervision Office lacks independence. There is
need for additional resources and training

Need to strengthen licensing procedures to include
explicit reference to the financial soundness of owners
and fit and proper tests for management. Thereisa
need for more explicit conditions regarding the
acquirer when changes in control are proposed

Corporate governance rules need to be introduced in
the Insurance Act. Rules in the Commercial Code do
not offer sufficient protection for insurance
policyholders

New provisions in the Insurance Act addressing
internal controls need to be introduced. New
inspection procedures need to be introduced to
encompass risk management and internal controls.

Supervisery procedures shonld be developed for
dealing with issues not specified in legislation, such as
matching. Office must develop new procedures for
review of reinsurance arrangements, including the
assessment of receivables. A system of controls and
disclosure requirements for derivatives and off-balance
sheet items should be prescribed

Office of Supervision must establish a consumer
protection program

Minimum frequency of inspections is required. There
is also a need to enhanced training program of on-site
inspections

This principle will become applicable as the country
approaches EU membership.

Recommended action plan and supervisory response to the assessment
Recommendations

62.  The Czech authorities should focus their efforts in strengthening the system of
insurance supervision. The Office should develop a strategic plan for restructuring its
operations and adopting the techniques and procedures expected of those companies that
adopt the EU directives. This strategic plan would have several steps:

. identification of the special technical skills that the Office will require, including
lawyers; actuaries; auditors; loss appraisers;

. redesign of the organization chart for the Office;

. plan for development of new procedures that will modemize the activities of the
Office and bring them more into line with international practice;

. preparation of operational manuals and other work instruments that will be needed

under the new style of operations;
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. training program for existing staff; and
recruitment of additional personnel, where necessary professional skills are not
presently available.

63.  As mentioned before, a major shortcoming of the present supervisory system is the
failure to conduct on-site inspections with any frequency and with a risk focus. This will only
change when additional human resources are provided to the office and staff are properly
trained in the procedures for risk-based inspections. As a first step toward filling this gap, a
plan of action has been prepared for the coming year, which includes the development of a
manual for on-site inspections. The observance of principles of good corporate governance,
such as those related to internal controls, investment policies and the monitoring of
transactions with related parties, will only improve with the introduction of new provisions to
strengthen the requirements for good corporate governance among insurance companies in
the Insurance Law. The Office is fortunate to have the benefit of assistance from the German
Office of Insurance Supervision supported by funding from the EU-Phare program. The
resident expert has prepared a work program for the coming year that will help the office to
make necessary changes in operation. This assistance should be incorporated into the
strategic plan to be developed. The following specific features will be addressed by the
German expert:

. improvement of accounting rules for insurance companies;
. development of a manual for inspections; and
. assistance with enhancement of a consumer protection program, including the

introduction of an “ombudsman” role for the Office.

64.  These planned measures will help to remedy the concerns identified in the assessment
of observance of IAIS Core Principles. However, there are some important measures that
should be adopted immediately as standard procedures for the Office:

. On-site inspection must become a routine part of the supervisory process. Each
company should be inspected each year, or at least every two years;
. Inspection and analysis work should be directed according to risk assessment.

Supervisory resources should be applied to those areas of a company’s operations that
represent the most serious threats to the long-term solvency of the company;

. Supervisory staff must develop skills in assessing the appropriateness of matching of
assets and liabilities as it is practiced by local companies;
. A systematic program for review and assessment of reinsurance programs must be

developed for the work of supervisory teams and techniques for the evaluation of
reinsurance receivables developed; and

» Technical assistance should be obtained to assist with the development of an effective
program of consumer protection.
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Supervisory response

65.  The Office has provided the following observations concerning the assessment:

. The staff of the office does not agree with the observation that the insurance
legislation should be strengthened in those areas that relate to licensing.

° The staff agree that there has been a low frequency of on-site inspections in the past
but they point out that such inspections are becoming more and more frequent. In
response to the assessment of CP 13, the Office has observed that with its recent
reorganization and the acquisition of new staff, there are permanent tendencies for
step-by-step improvement of the frequency of controls,

. In respect of reinsurance (CP 10}, the Office has responded that increasing accent is
being given to the importance of reinsurance programs, despite the fact that the Office
does not have the legal authority to order or reject a specific reinsurance arrangement,

. With regard to the recommendations for further action, the Office would delete the
reference to the need for the training of staff. The training program is clearly defined
(twinning agreements, TAIEX, participation in IAIS seminars, individual
consultations with other supervisory authorities, internal education programs).

o The Office reports that “improvement of accounting rules for insurance companies”
has been under its permanent consideration and attention for many years.

66.  The Office is aware of the need to strengthen supervisory capacity, and is undertaking
a vigorous program of restructuring, They will add an additional 15 personnel to their number
over the next three years, At the same time, they are providing training opportunities for
existing staff that include attendance at seminars and also internships in other supervisory
offices, particularly in Germany.

67.  Under a special program funded by EU-Phare, an expert from the German office of
insurance supervision will be in residence at the MoF for the next 7-12 months. The same
program will fund training visits to the MoF by German experts on accounting and on asset
management and the use of derivatives. Staff of the Office will also participate in on-site
inspection teams working in Germany to gather practical experience. One staff member with
actuarial qualifications will spend three months in on-the-job training with a cooperating
German life mnsurance company.
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B. Transparency of Insurance Regulation

68.  The assessment of transparency practices in insurance regulation in the Czech
Republic was undertaken by a three-member staff team'* and was based on: (1) a pre-FSAP
questionnaire response; (2) relevant laws;' and (3) discussions with MoF officials, the Czech
Insurance Association, and selected insurance companies. The assessment was based on the
IMF Code of Good Practices on Transparency in Monetary and Financial Policies (MFP
Transparency Code). The assessment took into account the implementation issues mentioned
in the Supporting Document to the Code. The assessment also benefited from the discussions
held with the authorities in the context of assessing the MoF’s observance with the I4IS Core
Principles for effective supervision.

Institutional and market structure—overview

69.  The Insurance Act delegates the state insurance supervision in the Czech Republic to
the MoF. Within the MoF, the Office is assigned the supervisory responsibilities over the
mmsurance industry and the handling of consumer complaints. The Director of the Office
reports to a Deputy Minister, who in turn reports to the Minister of Finance. The Minister of
Finance acts upon recommendations made by the Office in issuing regulations, issuing and
revoking licenses, etc. Accountability to Parliament lies with the Minister and not the
Director of the Office.

Main findings

70.  The responsibility for insurance supervision is fairly well-defined in the legislation.
However, from the viewpoint of transparency and disclosure there are several factors that
mmpede the process, making the overall observance with transparency and disclosure less than
desirable. The Office is constrained by confidentiality requirements with respect to sharing
and disclosing institution specific information. This hampers availability and access to data
and information directly from the insurance supervisor. The Office also does not undertake
onsite inspection and consequently the market and the general public has low confidence in
the ability of the Office to supervise and disclose information that could provide signals on
the effectiveness of the insurance regulatory polices in ensuring sound financial health of the
insurance firms. In practice, the Czech Insurance Association, although not a legal SRO,
collects data, monitors the financial health of its member firms and discloses information on
a systematic basis to the market and general public. The Association also provides
information relating to the regulatory framework and explains the technical changes with
respect to insurance policies.

¥ Udaibir S. Das (IMF), Plamen Yossifov (IMF), and Donald McIsaac (World Bank).

* Insurance Act 363/1999 and the Decree No. 75/2000, Act on Accounting, Act on Auditing,
and the Commercial Code.
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71. A factor seriously constraining the transparency of the Office is the lack of sufficient
resources to discharge its primary objectives. It is however hoped that with the full
implementation of the new Insurance Act that became effective in April 2000, the Office will
adopt a more systematic approach towards public disclosure of insurance policies and initiate
steps to improve its observance with the MFP Transparency Code.

Clarity of roles, responsibilities and objectives of financial agencies

72, While the Insurance Act explicitly bestows upon the MoF the responsibility for
insurance supervision, the internal distribution of responsibilities for the conduct of financial
policies in the area of insurance within the MoF is not clearly defined and publicly disclosed.

73. Government Decree No. 150/158, on which the formal responsibility of the Office for
settlement of disputes between consumers and insurance companies is based, is outdated and
the public is not informed about its provisions through other disclosure channels. Bringing
this aspect of the legal framework up to date will enhance transparency by ensuring
consistency of supervisory objectives with the current conditions of the insurance market, and
will enhance public accountability in terms of comparing supervisory policies with the
disclosed objectives.

74.  Inthe area of insurance supervision, the broad objective of the MoF, its
responsibilities and authority to conduct financial policies are specified in the Insurance Act.
They are not, however, publicly disclosed in any other manner, such as through public
reports, publications, commentaries. This aspect of transparency assumes particular
importance in the context of the Czech financial system that is currently undergoing
fundamental structural changes and where new owners are entering the market and are
permitted cross holdings across banking and securities sectors. A clearer statement and public
explanation by the MoF of its insurance supervisory responsibilities and authority to conduct
financial policies would thus also allow the market and the public to have a clear
understanding of how it relates to the rest of the system.

Open process for formulating and reporting of financial policies

75.  With respect to openness and transparency of insurance policy making process, the
MoF, within the exiting framework of the Insurance Act and its practice appears to be
following the spirit of the MFP Transparency Code. The Association is regularly consulted
on regulatory issues, and the public is kept informed about technical changes in the regulatory
framework through an MoF bulletin and the Association’s website. Remaining transparency
deficiencies relate to the lack of public disclosure of the operating procedures, used by the
Office to conduct insurance supervision, and of the procedures and scope of the cooperation
and information sharing between the MoF, the SC, and the CNB.,
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Public availability of information on financial policies

76.  Public availability, on a timely and regular basis, of information on insurance policies
is an important element of the transparency framework that strengthens accountability.
Currently, the MoF does not publish reports on financial policies in the area of insurance,
Furthermore, the MoF does not publish aggregate data on the insurance and reinsurance
industry, with the exception of lists of licensed companies. The Insurance Act that entered in
force in April 2000, however, requires the MoF to publish an annual report on its insurance
supervisory activities to ensure consumer protection and on the situation on the insurance
market. While the Office could use the general website of the MoF for dissemination and
announcements, the website contains no information on its insurance supervisory policies.
Information on the Office’s responsibility for settlement of disputes between consumers and
insurance companies, which derives from a government decree from 1958, is not publicly
disclosed, as the staffing of the Office is inadequate to handle potential large amount of
complaints.

Accountability and assurances of integrity by financial agencies

77.  The MoF is accountable for its insurance supervisory policies to the government and
Parliament. The Minister of Finance reports to the government on issues under its
jurisdiction. Under general rules of accountability of the executive branch of the state, the
Minister of Finance can be summoned by Parliament to report on policies in the area of
insurance and answer questions. These modalities of accountability, however, are not defined
specifically for the MoF insurance supervisory functions. In addition, MoF’s internal
governance procedures are not explained to the public.

Recommended action plan and authorities' response

Table 12. Insurance Regulation Transparency: Assessment Recommendations

Recommendations

The internal distribution of responsibilities for the conduct of financial policies
| in the area of insurance within the MoF should be publicly disclosed.

| Government Decree 150/1958, on which the formal responsibility of the Office
for settlement of disputes between consumers and insurance companies is
based, is outdated, It should be brought up-to-date with the political and
economic changes in the Czech Republic since then, and the general public
should be actively informed about its implications for the insurance industry.

The broad objective of the MoF in the area of insurance supervision should be
publicly disclosed and explained through other channels in addition to
legislation.

The responsibilities and the authority of the MoF io conduct financial policies
in the area of insurance should be publicly disclosed through other channels in
addition to legislation and regulation.
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Recommendations

Specific operating procedures for the conduct of insurance supervision by the
Office should be pubtlicly disclosed.

The procedures and scope of cooperation and information sharing between the
MoF, the CSC, and the CNB, specified in the 1998 MQOTJ, should be explained
to the public.

The MoF should publish aggregate data on the insurance and reinsurance
industry.

The website of the MoF should provide information on its insurance
supervisory policies.

The maximum delay between the end of the budget year and the publication of
the Annual Report, specified in the latest amendments of the Act on Insurance,
should be significantly shortened.

Information on the Office’s responsibility for settlement of disputes between
consumers and insurance companies should be widely disclosed to the general
public. The staffing of the Office should be increased to be capable of handling
the potential large amount of complaints.

- @RCHCIes

Internal governance procedures in the MoF should be explained to the public.

78.

In its response, the Office expressed the following reservations regarding the

assessment:

While agreeing that Government Decree No. 150/1958 is somewhat out-of-date, the
Office felt that the decree satisfies the present needs.

The Office questioned the practicality of publishing the Internal Organization Rules
of the MoF given their extensive coverage and frequent changes. In a follow-up
discussion, the assessors explained that the assessment does not ask for this but rather
for disclosing the general distribution of responsibilities between the Office and the
other departments in the MoF. As a result of the discussion this objection was
dropped.

The Office objected to the recommended public disclosure of the procedures and
scope of cooperation and information sharing between the MoF, the CSC, and the
CNB, specified in the 1998 MOU, further noting that this will require the consent of
all parties involved.

The Office noted that as long as its staff receive the audited financial statements of
supervised companies by June 30, the maximum delay between the end of the
calendar year and the publication of its planned annual report (until September 30) is
not so long,
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IX. IOSCO OBJECTIVES AND PRINCIPLES OF SECURITIES REGULATION AND
TRANSPARENCY OF SECURITIES REGULATION

A. TOSCO Objectives and Principles of Securities Regulation

79.  The assessment of the Czech Republic’s observance with I0SCO’s Objectives and
Principles was undertaken by a two-member team'® and was based on: (1) a review of the
legal framework; (2) seven detailed self-assessment questionnaires completed by the staff of
the Czech Securities Exchange Commission (CSC); (3) extensive discussions with the
supervisory authorities, self-regulatory organizations, and market participants. The main
objectives of the assessment were to determine the levels of compliance with the Objectives
and Principles adopted by the International Organization of Securities Commissions
(IOSCO) in September 1998, and to suggest areas where further developments may be
appropriate to give better effect to the IOSCO Objectives and Principles, to improve the
quality of regulation, or to facilitate market development.

Supervisory framework

80.  The primary regulator of the securities markets of the Czech Republic is the CSC. The
capital markets of the Czech Republic are young and the CSC is also a very young
organization, having been established in April 1998. The CSC’s functions and powers are to
be found in the Securities Commission Act and various pieces of legislation governing the
capital markets. The CSC is an independent statutory body, with limited obligations to report
to both the Minister of Finance and the Chamber of Deputies of the Parliament of the Czech
Republic. The CSC’s responsibilities extend to the securities dealing of banks and, to that
extent, banks in the Czech Republic that are subject to dual supervision by the CSC and the
CNB. The supervision of pension funds is still shared with the Office of Insurance
Supervision in the MoF, but there are plans to shift entirely the supervision of pension funds
to the CSC during 2001,

81.  Primary responsibility for policy formulation lies with the MoF. The MoF also
prepares secondary legislation. The PSE performs a limited supervisory role, by
monitoring trading on the Exchange and supervising the conduct of its members. From
January 2001, the operator of the second securities trading system, RM-SYSTEM (RMS),
is obliged to monitor trading on its electronic exchange also.

" Led by Andrew Procter, a Commission Member and Executive Director of the Hong Kong
Securities and Futures Commission. Jeppe Ladekar], Capital Markets Specialist in the
Financial Sector Development Department of the World Bank, also contributed to the
assessment.
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Market structure

82,  The Czech Securities Market was created in the early 1990s, as part of a mass coupon
privatization scheme that involved the introduction of around 1,800 publicly traded
companies in the capital market, together with hundreds of newly created investment funds.
The trading of the shares of companies and investment funds was conducted in two newly
created exchanges, the PSE and the RMS. Both the PSE and RMS are authorized by the CsC.
The PSE is authorized as an exchange, whereas the RMS has a special authorization under
the Securities Act not unlike that of a broker. However, from January 1, 2001, RMS will be
regulated in the same manner as the PSE, and will assume responsibility for some regulatory
matters, including surveillance of trading on the RMS.

83.  The PSE is an intermediated exchange with 54 members and approximately 140 listed
securities. The PSE is an electronic exchange with an automated trading system. Its most
important trading system is the SPAD system, which is used for the seven most active stocks
and which accounts for more than 90 percent of all trades. Trading can also take place
through two other channels: automatic trades at fixed or variable prices, or block trades
effected off-market between PSE members and subsequently recorded on the PSE’s trading
system, Clearing and settlement of trades on the PSE is effected through a system operated by
a subsidiary of the PSE, called UNIVYC.

84.  The RMS is an electronic trading system accessible by the general public as well as
by more sophisticated investors such as brokers or institutional investors. Approximately
2,100 publicly tradable securities can be traded in the RMS, but many of these securities are
rarely traded. The regulatory authorities have introduced stricter requirements for publicly
tradable securities that are expected to halve the number of securities tradable in the RMS.
Access to the RMS is via a number of “share shop” locations (more than 100) throughout the
country. Professional and institutional clients may also access the RMS through on-line
terminals installed at their premises.

85.  The TKD system is used for the issuance, registration and settlement of trades in short
term instruments (maturity up to 1 year), including treasury bills and CNB bills. The TDK
system operates on a gross and continuous basis. It runs in real time and provides for delivery
versus payment. Cash settlement is in the clearing and settlement system of the CNB.

86.  The Securities Center (SCP) is responsible for the registration of securities and debt
instruments with maturity of longer than one year. The SCP was established under the
Securities Act by the MoF. The Czech Republic is liable for the actions of the SCP. The SCP
maintains registers of dematerialized and immobilized securities. Registration is presently to
the level of the individual beneficial owner. Reforms to come into effect in 2001 will allow
for registration in the name of a nominec.
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Main findings

87.  Broadly speaking, the laws and regulations of the Czech Republic give sufficient
functions and powers to the CSC to permit effective regulation of the securities markets.
However, there are practical limitations on the capacity of the CSC to discharge its
responsibilities. In many areas in which the law appears adequate and the functions and
powers available to the CSC appropriate, the CSC lacks the resources to effectively discharge
its responsibilities. '

88.  Table 13 provides a summary of the main findings of the assessment and related
recommendations. The summary of the findings focuses mainly on shortcomings in terms of
implementation of the IOSCO Objectives and Principles. It should be recognized from the
outset that the focus of the summary table does not reflect the real and valuable progress
made in terms of securities markets law in the Czech Republic in recent years. Neither does it
reflect the major progress in regulation, supervision and enforcement achieved since the
inauguration of the CSC in April 1998. Much has been achieved in a short period of time. It
should, furthermore, be said that the CSC recognizes many of the shortcomings identified
below and appears determined to overcome them. Some of those shortcomings are, however,
of a type that may not be able to be addressed by the CSC alone.

Table 13. Summary of Main Findings and Recommendations

: Main Findings and Recommendations
/Broadly speaking, the laws and regulations of the Czech Republic give sufficient
{functions and powers to the CSC to permit effective regulation of the securities
dmarkets. However, the CSC lacks the resources to effectively discharge its
iresponsibilities.

gPolicy and rule-making functions reside in the MoF. Consideration should be
given to whether this unduly limits the CSC’s independence and ability to
‘Jquickly respond to market or regulatory needs.

iThe CSC in certain areas only exercises its powers to a limited extent, and only
ithrough the adoption of a formal approach to some of its regulatory
{responsibilities. The practice might be understandable given the lack of
isupervisory resources, but has had a damaging affect on the credibility of the
jCommission.

~—There should be a review of the resources available to the CSC.

—Staffing and salary policies should be evaluated.

—There should be a review of arrangements for the promulgation of secondary
] legislation.

—Efforts should be made to ensure a move away from reliance on a formal
approach to supervision.
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Main Findings and Recommendations

Principlesiof sl

The use of self regulatory organizations in the securities markets has until now
been limited to the PSE. Starting in January 2001, the RMS will also have some
SRO duties.

Although the Stock Exchange Commissioner appears to monitor the day-to-day
activities of the PSE, periodic detailed reviews of the performance of the PSE
and RMS SROs are not conducted.

The increased use of SROs will require more effective oversight of SROs by the
CSC.

~—~The CSC should consider the need for periodic reviews of the PSE and the
RMS through inspections.

~=The C8C should consider encouraging SRO functions of market bodies in,
e.g., the areas of market conventions and standards of behavior.

The statutory rules of procedure provide the CSC with sufficient instruments and
authority to exercise its powers, impose effective sanctions and enforce its
decisions. The difficulty lies in the CSC's limited capacity to exercise its powers.
The CSC has few staff with, in general, limited supervisory experience. The
CSC relies to some extent on the PSE to carry out inspections. However, the
effectiveness of these inspections is questionable, being long and without a clear
risk focus.

Effective enforcement will depend on the build-up of supervisory capacity at the
CSC.

~The CSC should carefully prioritize the use of its scarce resources until the
acute resource issues have been addressed.

Exchange of information of non-public character with other domestic regulators
s guaranteed by law. International exchange of information is also enabled
under the law upen condition of mutuality, MQUS have been concluded with the
CNB, the MoF, and the Chamber of Auditors, and with a number of
nternational supervisors.

The principle of full and fair disclosure to investors is set out in the Securities
Act, and the prospectuses for public offering must be approved by the CSC. The
CSC has adequate powers to delay or stop an offering and request corrections.
The CSC has undertaken a great effort to ensure compliance with recurrent
disclosure requirement, but seems to lack the capacity to examine the risk
isclosure in offering documents,

—Steps are required to specify the content of disclosure to shareholders, and
for increased monitoring by CSC of compliance with rules.

~—Actions are required to ensure that boards are aware of and comply with
their responsibility for ensuring participation by shareholders in general
meetings.

,,,,,,,,,,,,,,

he regulatory and supervisory framework for collective investment schemes is
enerally adequate. However, the CSC does not, seem to undertake a detailed
eview of the documents associated with the public offering of collective
nvestments, including issues related to risk disclosure. Also, depositories do

ot seem to perform their legal obligation to scrutinize the activities of collective
chemes effectively.

——Detailed assessment of the content of statues governing collective investment

| schemes should be undertaken.
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TEier

ubject

Main Findings and Recommendations

~~Proper risk disclosure by issuers should be emphasized in review of offering
documents,

——The role of the depository should be reviewed and the legal responsibilities
of depositories should be better enforced.

——The CSC should mandate and require use the forward pricing principle.

{The CSC has recently completed a major re-licensing exercise, that has resulted
{in a dramatic reduction in the number of investment firms, from approximately
{400 at the start of 1999 to 120 today. This exercise has cleaned the brokerage
Isector and has greatly reduced the scope for misconduct. However, ongoing
jrequirements to hold liquid assets against risk are still lacking.

—Risk-based liquid asset requirements should be introduced.

——The CSC should consider the need to issue licenses to brokers with different
| endorsements depending on company activities.
—~The CSC should consider issuing different securities dealers licenses to
differentiate between brokers active in different markets.
Transparency in the stock market has improved drastically after the introduction
of the SPAD trading system on the PSE and the requirement for PSE members
to report all trades to the PSE for subsequent disclosure.
Market manipulation and other unfair trading practices are generally prohibited.
However, the large number of very small tradable stocks and the low public
float in many of the larger companies, limits the CSC’s ability to prevent market
manipulation and unfair trading practices. Therefore, the most important
initiative to ensure market integrity is the ongoing effort to encourage
meaningful standards for public companies.

—The efforts to ensure the integrity of the equity market through
implementation of minimum listing standards should be continued, although the
effects of delisting must be considered as the process moves forward,

—There should be a review of the work of the CSC's surveillance department
to ensure that it is properly integrated with the surveillance unit of the PSE and
the new surveillance function at RMS,

—To promote transparency focus needs to be put on compliance with reporting
| requirements in market surveillance and broker dealer inspections.

Recommended action plan and authorities’ response to the assessment
Recommendations

89.  The CSC cannot address the problem of lack of capacity alone. The first best solution
requires recruitment of new staff at entry level, salary reviews to retain existing staff and
targeted recruitment of seasoned professionals. For example, the CSC could benefit from
additional operational risk management, audit experience, and market knowledge on its staff,
Such solutions hinge on general budgetary reforms the CSC does not control. The CSC can,
however, implement a number of initiatives to minimize the impact of the lack of capacity
until its resources are strengthened.
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90.  Clear prioritization concentrating resources where the highest concentration of risk is
to be found is one way to minimize the consequences of lack of capacity. Identifying these
areas would, however, require a change in the approach to supervision and regulation. The
new approach would involve more focus on material issues and increased reporting
requirements for intermediaries, enabling the CSC to conduct risk-based inspections. It might
also entail a certain degree of concentration in terms of areas covered by the CSC. Taking on
new responsibilities without adequate additional resources should be avoided.

91.  Upgrade of existing resources could be ancther area of priority. A training needs
assessment should be conducted. On-the-job training could be provided through cooperation
with foreign supervisors on an ad hoc basis, or a twinning arrangement could be sought
established for a more formal longer-term relationship. On-the-job training could, however,
also be provided domestically through cooperation with the Chamber of Auditors or the
CNB. Having staff participate in a audit of a financial institution (with the consent of the
institution) could provide valuable insight, as could active participation in inspections led by
expertenced banking supervisors. Experienced and trained staff should train other staff rather
than conduct day to day business so as to fully exploit and spread new knowledge obtained
through out-of-house experiences. There is, however, a limit to what can be achieved through
training because staff in some areas are not trained in academic disciplines well suited to their
responsibilities.

92, A staff exchange program with the banking supervisors could also provide valuable
knowledge transfer for both institutions. Interest from CNB staff in secondment to the CSC
could also be explored. A number of secondments for ane or two years of seasoned staff from
the CNB to the CSC could contribute to a fast creation of a critical mass of experience and
supervisory knowledge at the CSC.

Response to the assessment

93.  The CSC has welcomed most of the findings and recommendations of the assessment.
The CSC stresses that the current staff, though young, is competent and quickly developing
the skills needed for efficient supervision of the securities markets.

B. Transparency of Securities Regulation

94.  The assessment of CSC observance with transparency practices relating to securities
regulation was undertaken by a two member staff team'’ and was based on: (1) a pre-FSAP
questionnaire response; (2) relevant laws;'® (3) self-assessment of the IOSCO Core

"7 Udaibir S. Das and Plamen Yossifov (IMF).

** The Securities Act (1992), The Securities Commission Act (1998), the Stock Exchange
Act, the Bonds Act (1990), and the Investment Companies and Investment Funds Act (1992)
as amended.
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Principles; and (4) discussions with SC officials and select securities brokers. The assessment
was based on the IMF Code of Good Practices on Transparency in Monetary and Financial
Policies (MFP Transparency Code). The assessment has taken into account the
implementation issues mentioned in the Supporting Document to the Code. The assessment
also benefited from the discussions held with the authorities in the context of assessing
CSC’s observance of the IOSCO Core Principles for effective regulation and with the CNB’s
observance of the Basel Core Principles for Effective Banking Supervision.

Institutional and market structure—overview

95.  The primary responsibility for formulating and issuing regulations relating to the
securities market, including the prudential framework and policy issues are vested with the
MoF. The CSC is the independent statutory body responsible for the supervision of the
capital markets, including responsibility for ensuring that the laws and regulations are being
implemented. Wherever legal or regulatory changes are required, the CSC recommends and
drafts the relevant regulation for the consideration of the MoF. It also has the responsibility to
inform the public and capital market participants about the policies, practices and
performance of the capital market. Thus, while the CSC is primarily a licensing, supervisory,
and enforcement financial agency, it works closely with the MoF on the regulatory side as
well. This assessment thus focuses on the transparency practices as they relate to the CSC as
the primary agency responsible for supervising the capital market activities in the Czech
Republic. Where applicable, the assessment also addresses the public disclosure and
transparency practices as they relate to the MoF.

Main findings

96.  The supervisory responsibilities'® of the CSC are defined in numerous legislative acts
and are not stated in their entirety in the Securities Commission Act (CSC Act). The
government has set up a working group of experts from the CSC and the MoF, and visiting
EBRD technical advisors, which has prepared a report on the regulatory framework of the
capital market supervision. One of the main recommendations of this working group is that
the CSC Act, the Stock Exchange Act and other relevant legislation with the exception of the
CSC Act should be consolidated in one law on the capital market, If this initiative
materializes, it would be advisable to amend the CSC Act to state explicitly all supervisory
responsibilities of the Commission as stipulated in the new consolidated law.

' The CSC supervises the activities of institutional investors (banks which trade with
investment instruments on the capital market on their own account, investment companies,
investment funds, pension funds and insurance companies that invest and trade on the capital
market), securities dealers, public markets organizers, providers of clearing and settlement
systems, issuers and owners of securities or other investment instruments.
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97.  The CSC uses multiple disclosure channels to inform capital market participants and
the general public on regulatory developments and its supervisory actions. Operating
guidelines on how the CSC’s discretion is exercised on issues such as licensing and
imposition of penalties are made public. The CSC, however, clearly recognizes that a lot
more needs to be done to improve transparency of the regulatory and supervisory system.

Clarity of roles, responsibilities and objectives of financial agencies

98.  The CSC Act clearly recognizes the need for cooperation and information sharing
with the MoF and the CNB. While there exists a 1998 MOU on cooperation and information
sharing between the CNB, the MoF, and the CSC, it remains an internal document, with
ambiguity regarding formal procedures for information sharing and consultation. There was
no consistent view on how the MOU actually worked in practice. This issue becomes
important both from the viewpoint of transparency to the market agents, who may spot
opportunities for regulatory and informational arbitrage among the domestic regulators out of
ignorance that a formal information sharing arrangement exists. It also assumes importance in
the context of providing greater clarity of the operational relationship enjoyed by the different
financial agencies.

Open process for formulating and reporting of financial policies

99.  The CSC discloses and explains the regulatory framework relating to the securities
regulation. However, specific operating procedures through which the supervision and
oversight of the capital market is carried out are not systematically disclosed and periodically
explained. Knowledge of operating procedures allows the market and the general public to
have a better understanding of the rules and processes and enhances the credibility of the
operating process. It also improves wider acceptance and accountability, as such disclosure
allows the market and the public to assess the adequacy of the procedures and measure
outcomes of the regulatory and supervisory actions.

100.  While the CSC has entered into several agreements with foreign securities
supervisors, the formal procedures for sharing information is not disclosed. Through a press
release, however, the CSC makes an announcement each time an agreement is entered into.

Public availability of information on financial policies

101. Publication of periodic reports by a securities regulatory agency on the major
developments in the capital markets helps to build public awareness and understanding of the
functioning of the agency. It also promotes market stability. While the CSC has a publication
program, it has been erratic at times. The delays between the end of the reference period and
the issuance of the semi-annual and annual reports are too long. Besides listings of newly
licensed capital market intermediaries and of those which licenses were suspended, the
annual, semi-annual, quarterly, and monthly reports of the CSC do not provide information
and aggregate data on capital market developments. One of the main objectives of the CSC—
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investor rights protection—is not specified in relevant legislation, and is not explicitly

referred to in the CSC’s reports.

Accountability and assurances of integrity by financial agencies

102.  Finally, in terms of accountability and integrity of supervisory operations, internal
governance procedures applicable to the CSC staff responsible for insurance supervision are

not explained to the public.

Recommended action plan and authorities' response

Table 14. Securities Regulation Transparency: Assessment Recommendations

Recommendations

{ The scope and nature of the MOU between the CNB,

the MoF, and the CSC on cooperation and information
sharing in the area of capital markets should be

| publicly disclosed.

1 Specific operating procedures for the conduct of

capital market supervision by the CSC should be

| publicly disclosed.

] The CSC should ensure the timeliness of its published

reports,

The CSC should publish information and aggregate
data on capital market developments in its annual,
semi-annual, and quarterly reports.

One of the main objectives of the CSC—investor
rights protection—should be explicitly specified in
relevant legislation and more actively disclosed
through the CSC’s publications.

VIt
| secarities supervision agencies

The internal audit procedures of the CSC should be
explained to the public.

103.  The CSC was in agreement with the assessment’s findings and recommendations.

X. OECD CORPORATE GOVERNANCE PRINCIPLES

104.  The assessment of the quality of corporate governance in the Czech Republic was
performed as part of the joint FSAP for the Czech Republic. The assessment was conducted
by determining the levels of observance with the OECD Principles of Effective Corporate
Governance (OCG). The assessment also identifies areas where further development may be

appropriate.
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105. The assessment? drew upon the World Bank Capital Market Review, the Czech
Republic (1999), and was based on a review of several pieces of legislation and extensive
discussions with government officials, financial supervisors, and numerous segments of the
private sector. In particular, the assessment reflects extensive technical discussions with the
MoF, Mol, CSC, PSE, the Chamber of Auditors, the Union of Accountants, the Institute of
Directors, the Union of Investment Companies, major listed companies, and professional
services firms. The review also is based upon self-assessment questionnaires completed by
the CSC for the purposes of an assessment of the Objectives and Principles of Securities
Regulation of the IOSCO, and in particular on a questionnaire on corporate governarce.

The legal framework affecting corporate governance

106.  For the purposes of the OECD Principles, corporate governance is “that structure of
relationships and corresponding responsibilities among a core group consisting of
shareholders, board members and managers designed to best foster the competitive
performance required to achieve the corporation’s primary objective.” (4 Report to the
OECD by the Business Sector Advisory Group on Corporate Governance, April 1998,

page 13).

107.  During 2000, a major package of legislation affecting corporate governance was
approved by the Parliament to come into force on January 1, 2001. Among the more
important elements of this package are extensive changes to the Commercial Code, the
Securities Act, and the Auditing Act. Additional legislative changes are under consideration
or are already under discussion in Parliament, including amendments to the CSC Act and the
Law on Investment Companies and Investment Funds. A number of the changes brought
about by the package are novel to Czech law or substantially alter the responsibilities and
rights of companies, board members, shareholders, and auditors. Because of the timing of this
package, companies, investors and regulators are still attempting to understand how these
provisions will operate in practice. For the same reason, complete English translations of the
package were not available during the review phase. This assessment should therefore be read
with caution, pending possible modifications in the light of a review of complete translations
of the legislation. Definitive interpretations by the courts of some key provisions will also be
required before there can be a reasonable level of predictability as to how those provisions
are to be applied.

108. Tt must be pointed out that in most countries banks and insurance companies are
typically subject to specific and stricter governance rules, relative to those applied to all other
financial and non-financial companies. This includes, for example, the duty of boards to
implement and monitor systems of risk management and internal controls. This difference is
justified due to the nature of the business and the critical importance of minimum capital

% Prepared by Douglas Webb (World Bank).
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requirements in these industries. The assessment of corporate governance does not comprise
an analysis of specific governance rules for banks and insurance companies, This analysis is
done in the specific assessments for banks and insurance companies.

109.  The courts are a key component of an effective corporate governance system. The
courts play three important roles. First, court decisions interpreting the relevant laws provide
guidance to regulators, companies, board members, managers, auditors, and investors on the
manner in which the laws should be applied in similar situations. Second, the courts are )
responsible for deciding appeals from regulatory decisions, and therefore are an important
check-and-balance to broad regulatory powers. Finally, the courts have the authority to award
damages in civil suits for breach of corporate governance obligations where the law provides
for such damages claims, and to impose criminal penalties for serious misconduct. Though
this assessment does not represent an evaluation of the capacity and effectiveness of the court
system, conclusions are drawn as to the impact on corporate governance of weaknesses in the
court system.

Main findings

110.  There has been a concerted effort from the side of the Czech authorities to improve
the mechanisms of corporate governance in the Czech Republic. The most clear example of
this effort is the recent package of amendments to the Commercial Code, the Securities Law,
the Auditing Law and other related pieces of legislation. The amendments to the Commercial
Code were particularly extensive, and will tend to improve significantly the internal
mechanisms of governance. However, some regulatory gaps still remain, particularly in the
areas of insider trading and disclosure, the rules for membership in supervisory and
management boards, and the independence and legal liability of external auditors.

111.  There has been less success in improving the external mechanisms of governance. As
examined in more detail in a separate assessment, creditor rights remain weak in the Czech
Republic, despite recent amendments to the Bankruptcy and Composition Act, and the
introduction of a new Law on Public Auctions. The lack of strong creditor rights weakens the
important monitoring and disciplining role of creditors.

112, Itis also essential to stress that the quality of corporate governance, whether internal
or external, depends not only on well-written regulations, but also on their enforcement by
supervisors, SROs and the court system. Progress in this area has been unsatisfactory, as
supervisors and SROs still suffer from lack of capacity and skills, and the court system
remains slow and inefficient. These institutional deficiencies have frequently led to a general
skepticism among market participants that the new and improved regulatory framework will
be effectively enforced. This assessment reflects both the current weak effectiveness of
enforcement and the sound new legal framework that applies to corporate governance since
the beginning of 2001. When implementation and enforcement of the new laws and
regulations are strengthened, the Czech Republic will observe most of the principles on
corporate governance.
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XI. CORE PRINCIPLES FOR SYSTEMICALLY IMPORTANT PAYMENT SYSTEMS AND
TRANSPARENCY OF PAYMENT SYSTEM OVERSIGHT

A. The Core Principles

113.  This assessment pertains specifically to the interbank payment mechanism known as
the Clearing and Settlement Center of the CNB, often referred to as the Clearing Center (CC).
This electronic, real-time, gross-settlement (RTGS) system is owned and operated by the
central bank, and it is the only payment clearing mechanism in the Czech Republic, handling
both large and small value transactions. The direct participation in the CC is compulsory for
all licensed banks. The system processes transactions that are initiated either directly by
banks, or indirectly as a result of their customers’ credit transfer orders, cheques, payment
card or stock exchange purchases. In sum, the CC is the heart of the Czech payment system.
It 1s systemically important, and thus the subject of assessment according to the Core
Principles for such systems issued by the Committee on Payment and Settlement Systems
(CPSS).

114,  The assessment> was based on information provided by the CNB in the form of the
BIS Red Book entitled Payment Systems in the Czech Republic, the Czech chapter in the
ECB Blue Book on payment systems in countries that have applied for membership in the
EU, answers to the IMF questionnaire with regard to payment and securities clearing and
settlement issues, the 1992 Regulation of the State Bank of Czechoslovakia, the 1993 Czech
National Bank Act, and the text of the revised National Bank Act that was adopted by
Parliament during the mission’s stay in Prague, together with a principles document for an
Act on Payment Systems. These sources were supplemented by discussions held with
officials of the CNB, the Bankers® Association, and officials of UNIVYC, the clearing
subsidiary of the PSE. A fuller assessment of the payments system broadly defined was
limited by the fact that time did not permit an examination of many of other relevant laws
such as the Czech Republic’s commercial code and its bankruptcy law.

Institutional setting and market structure

115, The CNB and the licensed banks form the backbone of the Czech payments system.
While the banks provide most of the payment services to the general public, the CNB plays
the principal role in developing and operating the interbank clearing system, the CC. The
CNB provides the operating accounts for the government, and the deposit accounts that banks
must open at the CNB are used for the settlement of all payment transactions between these
institutions. The rules governing the use of these accounts are found in the 1992 Regulation
promulgated by the CNB,

2l Conducted by James Dingle (Bank of Canada).
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116.  As in many other countries, there are close links in the Czech Republic between the
securities markets, the foreign exchange market, and the payments system. There are three
securitics clearing mechanisms, each of which uses the CC system in order to effect the
necessary settlements each day. The koruna leg of foreign exchange transactions involves
payments moving between pairs of banks, via the CC system, two business days after the
purchase and sale contracts are negotiated.

117.  The CNB has explicit legal responsibility for the Czech payment system. Section 2 of
the new National Bank Act states the primary objective of the Czech central bank shall be to
maintain price stability. In accordance with this objective, the CNB shall “administer
payments and clearing between banks, promote their smooth and efficient operation, and
contribute to ensuring sound and efficient payment systems and to their development.” This
citation indicates that such smooth and efficient operations are viewed as necessary
conditions for the effective conduct of monetary policy. The CNB’s basic approach to
payment system policy is that it should develop and run the CC at the heart of the system,
marshalling the cooperation of the private banks when necessary.

General preconditions—overview

118.  There is not as yet a specific law regulating the payment system in the Czech
Republic. Payments involving private individuals and legal entities are considered to occur in
a civi} law relationship and hence they are subject to the Civil Code (1964) and the
Commercial Code (1992). These codes also contain the basic principles on which banking
contracts are based. Interbank payment and settlement arrangements are shaped by the 1992
Regulation that is binding on all banks in the Republic. In the same year, the State Bank of
Czechoslovakia issued the General Terms and Conditions (amended in 1994 and 1997 by the
CNB) that serve, on the basis of a “gentleman’s agreement” with the banks, as the model for
these institutions when they create their own terms and conditions for opening accounts and
providing payment services to customers. The principles of a uniform interbank payment
system, as well as the rules for handling misdirected payments, are stipulated in the 1998
amendment of the 1992 Banking Act. A law providing the rules on bankruptcy was passed in
1992 and amended in 1998. At the present time, a bank ceases to function legally only when
the appropriate statements are physically posted by officials of the relevant court. The CNB
would immediately thereafter block all further CC transactions involving that institution; it
would not unwind earlier transactions,

119. The CNB has drafted the principles for the Payment System Act that is expected to
become effective in 2001. Upon its passage, this Act of the Czech Parliament should achieve
full compliance with the relevant EU Directives, including those concerned with cross-border
payments and finality, as well as with the EU recommendation concerning transactions made
using electronic payment instruments.
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Main findings

120.  The CC system observes all but two of the applicable CPSIPS. With respect to
Principle 1, the system largely observes the requirement for a well-founded legal basis at the
present time. Moreover the planned Payment Systems Act should bring the legal basis into
harmony with the requirements of the EU (and this Principle) in the course of 2001, With
respect to Principle 10, the system’s transparency could be improved by the publication of
aggregate information on emergency support by the central bank, as applicable.
Accountability could be strengthened by an amendment to the CNB Act that provides
adequate legal protection for central bank officials while they are performing payment-related
duties. The CNB should enhance the transparency of its actions in the payments field by
publishing a well-designed booklet that would provide a description of the CC system for an
international readership.

Table 15. Summary of Main Findings of the Core Principles for Systemically Important
Payment Systems

Main Findings and Recommendations

The planned Payment System Act represents an important component of the
necessary legal basis for the future of the Czech Republic in the EU.

{§ Recommendations are made with respect to the publication of aggregate

| information on emergency support by the central bank, and concemning adequate
legal protection for officials while performing payment-related duties. See also
the assessment according to the Code of Good Practices on Transparency in

|| Monetary and Financial Policy.

17| While these responsibilities are met by the CNB, there would be a social benefit
| from a well-designed booklet on the CC system edited for a broad readership.

121.  The CNB was in agreement with the assessment findings.
B. Transparency of Payment Systems Oversight

122, The assessment of transparency practices in payment systems oversight in the Czech
Republic was carried out by a threc members team® and was based on: (1) a pre-FSAP
questionnaire response; (2) relevant laws and regulations;” and (3) discussions with officials
from the Payment Systems Department of the CNB. The assessment was based on the IMF
Code of Good Practices on Transparency in Monetary and Financial Policies (MFP

2 Udaibir S. Das and Plamen Yossifov (IMF), James Dingle (Bank of Canada).

 Act No 6/1993 on the Czech National Bank (CNB Act), as amended through December
2000, Act 21/1992 Coll. on Banks (Banks Act), as amended through December 2000, and
CNB Regulation on Interbank Relations and Settlement of 1992 as amended.
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Transparency Code). The assessment has taken into account the implementation issues
mentioned in the Supporting Document to the code.

Institutional and market structure—overview

123.  The CNB is the sole supervisor of payment systems in the Czech Republic. Under the
current provisions of the Banks Act, the CNB also has a monopoly over the establishment
and management of the interbank payment systems. This is expected to change in the near
future, even though amendments in the Banks Act to that effect were recently rejected by
Parliament. Currently, there is only one interbank payment system, namely the CC, which the
CNB has operated since 1992,

124.  Within the CNB, the Payment Systems Department is responsible for managing the
non-cash payment system, for developing and running the automated accounting and payment
system at the CNB and the interbank settlement system (the CC). A member of the CNB’s
Bank Board oversees the activities of this department and submits for Board approval
proposals for changes in secondary legislation on payment systems’ operation and oversight.
In carrying out its supervisory responsibilities over the payment systems in the Czech
Republic, the CNB is guided by the objective, stated in the CNB Act, to promote the smooth
and efficient operation of the payments and clearing between banks, and contribute to
ensuring sound and efficient payment systems and to their development.

Main findings

125.  The institutional framework, responsibilities and objectives of payment systems
oversight in the Czech republic are clearly defined in relevant legislation. The central bank,
however, should be more proactive in explaining them to the general public in its regular
publications.

126.  The regulatory framework and operating procedures are readily available to the
participants in the interbank payment system in the form of relevant legislation and
regulations, and bilateral agreement between them and the central bank. Substantive changes
in regulations and procedures are discussed with the Committee on Payments and Payment
Instruments of the Bankers’ Association. More remains to be done in increasing the
awareness of the general public on these issues. In particular, the chapter on the payment
system in the annual report of the CNB is limited to general discussion of trends in the
volume and value of transactions. It lacks a detailed description of the working of the
payment system, explanation of its operating procedures (such as risk management policies)
and a more detailed analysis of the transactions carried out through it (foreign exchange
versus domestic currency settlements, counterparties, etc.).

127.  In terms of public availability of information, the central bank presents the
developments in the payment system in its annual report. Senior officers of the Payment
System Department of the CNB participate in seminars and conferences both in the Czech
Republic and abroad, on which they present the objectives of state oversight over the



payment system and its performance. The CNB’s internal governance procedures are not

publicly explained.

Recommended action plan and authorities’ response

Table 16 . Payment Systems Transparency: Assessment Recommendations

Recommendations

The chapter on the payment system in the Annyal
Report of CNB should be expanded to include a more

i| detailed analysis of the transactions carried out

i through the payment system (foreign exchange versus
| domestic currency settlements, counterparties, etc.),

| beside general trends. It should, furthermore, explain
i the CNB’s policy objectives as a supervisor of the

3| payment system and how the changes in operating

| procedures contribute to the achievement of these

1 goals.

|| Thought might be given to disseminate information

| about the operation of the payment system, its

| structure and safeguard mechanisms in the form of a

| pamphlet written in non-technical language. In this

| regard, the translation of the descriptions of the

| payment system in the Czech Republic, that have been
| produced in the form of a “Blue Book” and “Red

| Book,” might be considered.

1 More detailed quantitative information on the nature

| of transactions carried out through the payment system
| should be made available to the public on a regular

| basis, possibly on the CNB website.

Bnanci  agency: ramsiﬁfﬁ for payment systems

| The nature of CNB’s internal governance procedures
{ should be explained to the public.

128. The CNB was in agreement with the assessment’s findings and recommendations.




	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

