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I. INTRODUCTION TO THE CZECHOSLOVAK BANKING
SYSTEM

Before the banking reforms of 1990, the State Bank of Czechoslovakia fulfilled the
dual role of central bank and commercial bank, keeping accounts of and lending money to
State owned enterprises. Since then, the banking system has been divided into two tiers, with
the State Bank acting as central bank and a'g'rowing number of commercial banks taking
deposits and lending to industry and commerce. The State Bank exercises control over the
banking system through its Bank Supervision Department?. In this capacity it is responsible
for establishing the capital adequacy levels and other fiduciary criteria for banks.

A particular problem at present is associated with valuation of the assets of those
commercial banks that assumed the commercial banking assets of the State Bank. Under the
previous political regime, the State Bank lent considerable amounts of money at subsidized
interest rates to State owned enterprises?, many of which are now burdened with high levels
o%»,inter—company debt and thus insolvent. The commercial banks (mainly Komeréni banka
in the Czech Republic and VSeobecnd tiverovd banka in Slovakia) inherited these debts,
which now deteriorate the quality of their lending portfolios. These two banks recently
received CSK 35 bin. and CSK 15 bln. respectively from privatization receipts. They can use
this money to write off, based on their own selection,'some of the noncollectible loans they
have with state owned enterprises. Also a new “Konsolidatni banka" was established in
March 1991 to take over part of the nonperforming assets of these commercial banks. The
loans will be restructured and will be repaid over eight years at a reduced (13%) interest
rate. The Konsolidadn{ banka has taken over some CSK 110 billion of such existing loans,
an amount equivalent to almost one-fifth of all bank credit to Czechoslovak enterprises. At
the same time, selected low-yielding, long maturity loans were assigned to a more specialized
barnk, the Investi¢ni banka.

By comparison with most Western countries and in line with other former
COMECON countries, the Czechoslovak banking sector is relatively underdeveloped and the

DMr. Vlastimil Tesaf is the head of the Bank Supervision Department.’

YMainly in the form of permanently revolving credits for inventories extended to SOE’s
at 6% interest rates with no maturity dates.
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business conduct, business contractual relations, etc. The Code also deals with the
conditions for foreign firms; it says that both Czechoslovak and foreign legal entities
and individuals may conduct business activities in Czechoslovakia and that the same
protecfion of property is guaranteed to them. A foreigner (a company or an
individual) can establish a 100% owned Czechoslovak firm in Czechoslovakia or may
become a partner in either an existing or a newly set up enterprise. Similar provisions
were previously incorporated in the Joint Venture Act (No. 173/1988 as amended by
Act No. 112/1990), which was replaced by the Business Code.

2. The Act on Banks

The second-important law is the Act No. 21/1992 of December 20, 1990 on

Banks (previously Act. No. 158/1988). This new law on banks, which came into

effect on February 1, 1992, differs from the previous law in several important

aspects. The old law did not allow foreign banks to set up branches in

Czechoslovakia. They could, however, enter as partners” into newly set up Joint

' Venture banks?, in which they could have an equity stake of up to 100%%c.

Besides this way of entering the Czechoslovak banking market which still exists as

one of the possibilities, the new banking law allows foreign banks to set up branches.

All banks in Czechoslovakia have to be set up in the organizational form of joint-
stock companies (corporations).

DThis was done according to the old Joint Venture Act, which has been replaced by the
corresponding provisions of the new Commercial Code.

2They could enter as partners into existing (State owned) Czechoslovak banks, too - in
the course of the privatization process (all banks used to be State owned under the
Communist regime in Czechoslovakia). This process, however, is getting momentum in the
banking sector only now. The first State owned bank being privatized (with participation of
foreign partners) is Zivnostenskd banka. Several other banks are expected to be (partly)
privatized in the first half of 1992.

The examples of such 100% owned "Joint Venture" banks include the Czechoslovak
subsidiaries of Citibank, Creditanstalt, Osterreichische Landerbank, etc. The "real" Joint
Venture banks (where foreign banks have less than 100% stake) established by Czechoslovak
banks together with foreign banks as partners are, for example Société Générale/Komerni
banka, or Banque Suez/Investi¢ni banka.
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€) the economic need for the activity of the branch on the Czechoslovak territory;

f) whether there are reciprocal conditions for Czechoslovak banks in the country where
the founding foreign bank has its headquarters.

The requirements concerning the contents of the applications as well as the minimum
amount of capital required are promulgated by the State Bank of Czechoslovakia by a decree
published in the Law Gazette (Sbirka zdkonl). The State Bank also maintains a constantly
updated list of banks and branches of foreign banks existing in Czechoslovakia. It is expected
that the State Bank will issue about 10 banking licences for foreign banks every year and that
thiere probably ‘will be certain limitations regarding the number of banks coming from
individual countries or regions. The same requirements and licensing procedure that apply
to foreign banks apply also to newly created domestic banks. Some minor exceptions from
this general rule include a requirement that proof.should -be submitted by a foreign bank
intending to set up a branch in Czechoslovakia that the bank supervision authorities in the
country where the bank: has its -headquarters approve the establishment of the branch in
Giechoslovakia, but a proof of this permit is required only if such an approval is required
by the authorities in the "home" .country of the foreign bank.

The application for a banking licence should contain the following basic information:

- the proposed by-laws (statutes) for the bank being established;

- the information on the founder(s) of the bank, e.g. the excerpt from the company
‘register or a copy of the articles of incorporation of the founder organization(s)
certified by a public notary, list of shareholders of the founder entity who hold more

" than 10%of its equity; list of all equity stakes in other companies held by the
founding entity (entities) if they-exceed- 10% of such companies’ equity, financial
statements of ‘the founding entity (entities) for the last three years, including the
auditors’ reports and annual reports”. If the founder(s)-intends to borrow money in
order to make his contribution to the equity of the bank being established, the source
and repayment conditions of such a loan have to be listed. If any of the founders is

DIf the accounting standards used in these statements differ from those applied in
Czechoslovakia, then the main differences should be explained. .
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and other valuables, depository services for mutual funds, operation of exchange offices,
providing of banking information and rental of safe deposit boxes.

The banking licence is sometimes given to the bank only for some subset of the above
mentioned activities (usually differences occur with the extent to which permission is given
to the bank for carrying out of foreign exchange transactions).

4. The Procedure for the Establishment of a Bank as a Czechoslovak Corporation

The following steps are necessary to be made in order to establish a corporation (or
joint-stock company) in Czechoslovakia:

i)  If two or more persons want to set up a corporation, they first have to sign a
founders’ agreement. If there is only one founder involved he has to sign a similar
founding document. The founders’ signatures have to be certified by a public notary.

<  Part of these documents should be the proposed by-laws {statutes) for the corporation.

ii)  Subscription to the shares of the corporation. The minimum required capital of a non-
banking corporation as it is set by the Business Code is CSK 1 million. In the case
of a bank, however, this amount is CSK 300 million (approx. US$ 10 million). On
the date the corporation is established, a minimum of 30% of the above mentioned
amount of equity has to be paid up". If there is only one founder involved, he has
to subscribe to all shares.

ili)  The first (constituent) shareholders’ meeting has to take place. This step is not

necessary in the case of the so called "single-act establishment”, i.e. if all founders
agree in the founders’ agreement to pay up the entire amount of equity all by
themselves in an agreed proportion. The first shareholders’ meeting can be held only
after all shares corresponding to the proposed equity of the company have been

DThe subscriber has to pay up the whole nominal value of the shares subscribed by him
within the time period specified in the company’s by-laws, but within one year from the date
of the establishment of the company at the Jatest (this provision does not apply to employee
shares).
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III. THE ECONOMIC RULES FOR BANKS IN CZECHOSLOVAKIA

New banking regulations were adopted at the beginning of 1991. Some of the

traditional domestic banks are likely to be treated as exceptions for some time due to the bad
quality of their lending portfolios.

The following regulations apply to banks in Czechoslovakia:

1.

Capital Adequacy

A capital asset ratio of 1.5% was required of banks existing at January I,
1990, with a target of 2% by the end of 1991. All other banks are required to
maintain a ratio of 8%.

Assets with residual maturity of over one year are limited to 125% of
liabilities with a residual maturity of over one year. In addition, banks must have on
deposit-with the State Bank of Czechoslovakia an equivalent of 8% of all of their non-
banking liabilities (currently at a rate of 4% per annum).

Foreign Exchange Exposure
Liabilities in freely convertible currencies cannot exceed 300% of the bank’s

capital and reserves. The net open position in foreign currencies is limited to 5% of
the foreign currency liabilities.

Lending Rates

The maximum spread over the Central Bank discount rate on loans provided
by commercial banks to their customers was abolished recently (previously it was
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