
Private Equity 2006/07                   Country Q&A Czech Republic

PLCCROSS-BORDER HANDBOOKS www.practicallaw.com/privateequityhandbook 109

C
ountry Q

&
A

Š

MARKET AND INCENTIVES

1. Please describe briefly the private equity market in your ju-
risdiction, in particular:

■ The sources from which funds established to invest in pri-
vate equity transactions (private equity funds) obtain their 
funding, such as institutional investors (for example, pen-
sion funds, insurance companies and banks), companies, 
individuals and government agencies.

■ Market trends (for example, the role of hedge funds and pri-
vate equity).

Sources of funding

Though domestic institutional investors have begun to consider
private equity investments, they are doing so with great caution.
There are a number of reasons for this, including: 

■ A lack of familiarity with the principles of private equity 
investment.

■ Statutory restrictions limiting the types of investments that 
can be made by domestic insurance companies and pension 
funds. 

In addition, the number of individuals with a high net worth in
the Czech Republic is still quite small, making it difficult to raise
capital in any considerable amount from domestic private
investors. 

Foreign private equity funds targeting the region of Central and
Eastern Europe (CEE) are filling this gap and have been rather
successful. Their vehicles are domiciled offshore, typically in
jurisdictions that enjoy favourable tax treatment with the Czech
Republic (for example, The Netherlands, Isle of Man and the
Channel Islands). Reportedly, EUR330 million (about US$424.3
million) had been raised for private equity investment in the CEE
region for the year 2005, mostly by funds from foreign sources,
but also a small but growing amount from Czech sources.

Market trends

The domestic private equity market is still in a stage of develop-
ment and expansion. Further increases in private equity invest-
ment are expected as domestic financial investors become more
comfortable with this type of investment and legislation becomes
more open. This trend will provide more opportunities for private
equity funds, institutional investors and private individuals. The

limited number of investment targets, with respect to transaction size
and the absorption capacity of Czech companies, are other consider-
ations that may limit the development of private equity investment.

The legal environment is improving. A new Commercial Code
revoking the current Commercial Code (No. 513/1991) and a
new Civil Code revoking the current Civil Code (No. 40/1964)
have been drafted and are presently under discussion. The EU
harmonisation process, culminating in EU accession on 1 May
2004, has also had a positive impact on the overall domestic
environment for investment in private equity. 

2. Please summarise the level of activity in recent years in re-
lation to:

■ Fundraising by private equity funds and hedge funds. 

■ Private equity investment in established, early stage and 
start-up businesses.

■ Private equity financed transactions (for example, manage-
ment buyouts (MBOs), management buy-ins (MBIs) and 
public to private transactions).

■ Exits from private equity funds (that is, the realisations of 
the investments).

Fundraising

Czech private equity funds have had limited success in
fundraising (see Question 1). A few government-sponsored
private equity funds, focusing on small and medium-sized
enterprises (SMEs), were established in the mid-1990s.
Recently, two SME funds sponsored by the Czech Savings Bank
and the European Bank for Reconstruction and Development
have also been raised. The role of hedge funds in the Czech
Republic is very limited. 

Investment

The majority of investments made are in established businesses.
In these transactions, the investment is targeted for further
expansion of the business. Seed and start-up investments
represent a small minority of investments.

Independent and bank-related mezzanine funds are poised to
play a role in the Czech market, and may partly fill the gap
between debt financing and large private equity transactions.
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Transactions

MBO and MBI transactions financed by private equity are beginning
to develop. Czech banks and local branches of international banks
are now prepared to provide the leverage for these deals. One leading
foreign fund active in this market has founded an MBO and MBI club
as a forum for managers to learn more about how these deals are
structured. However, as the management teams become more
sophisticated and experienced after seeing success stories in the
market (for example, Sokolovská uhelná in 2004), more MBO and
MBI transactions can be expected. These transactions may expand
the opportunities for private equity funds targeting the lowest invest-
ment thresholds (EUR1 million to EUR3 million (about US$1.2
million to US$3.8 million)). In addition, domestic banks as well as
local branches of international banks have, in certain circumstances,
started to pursue the financing of private equity exits for the
remaining shareholders in a business. 

Exits

Trade sales and secondary sales are the most common form of
exit (see Questions 28 and 29). The domestic initial public
offering (IPO) market does not offer a readily available exit route.
However, for larger investments in a fund's portfolio, a dual
listing (for example, Prague and London or Vienna and Warsaw)
are being considered, especially where a trade buyer is not
available within the timescale set by the fund. 

3. What tax incentive schemes exist to encourage investment in
unlisted companies? At whom are the schemes directed?
What conditions must be met?

There are no blanket tax incentive schemes to encourage investments
in unlisted companies. However, the government offers a range of
investment incentives for large-scale projects. This includes partial
and full tax relief for up to ten years for direct investment transactions
that have a minimum investment of CZK200 million (about US$9.1
million). At least half of that amount must be funded by equity.
Minimum investment size in regions with high unemployment is
further reduced by 25% or 50% from the above limits depending on
the level of unemployment in the specific region. Investments that
are financed, in part or in full, by private equity sources are not
disqualified from receiving these incentives. Investment incentives
for strategic services and technology centres are also available but
different eligibility requirements apply.

FUND FORMATION

4. What legal structure(s) (domestic or foreign) are most com-
monly used as a vehicle for private equity funds in your ju-
risdiction? 

There are two legal fund structures available:

■ Private funds (subject to general regulations).

■ Public funds (subject to specific legal regulations). 

The main differences between private and public funds are the
manner and scope of fundraising, and the composition of
investors participating in the investment vehicle. 

Private funds

Limited partnerships (komanditní spolecnost) are private funds,
but are rarely used as a form of fund structure, in large part due
to unfavorable tax treatment (see Question 5). Limited partner-
ships are governed by the Commercial Code. The two types of
partners that must exist within the partnership structure are
limited partners (komanditista) and general partners (komple-
mentár). 

Public funds

These funds are regulated by the Act on Collective Investment
(No. 189/2004), which specifies various requirements including
a licensing requirement. The Act recognises the following legal
structures:

■ Investment fund. This is a legal entity with a maximum life 
span of ten years. It takes the form of a joint stock company 
and collects financial resources from the public through the 
subscription of its shares. 

■ Investment company. This takes the form of a joint stock 
company. Its core activity must be either: 

❑ the management of investment funds (see above, Invest-
ment fund); 

❑ the creation and management of mutual funds (see 
below, Mutual fund).

One of its activities must always be collective investment. In 
addition, an investment company can perform other activi-
ties (for example, managing individual portfolios and invest-
ment consulting). The initial and minimum equity capital of 
the investment company must be at least CZK3,555,652 
(about US$162,132). Additional minimum capitalisation 
rules also apply; for example, the minimum capital must be 
increased as the value of the collective investment funds 
managed by the investment company increases.

■ Mutual fund. A mutual fund is not a legal entity. An invest-
ment company documents contributions to a mutual fund 
through the issuance of participation certificates. A mutual 
fund constitutes property belonging to all the owners of the 
participation certificates. It can be open (with no limit on 
the amount of certificates issued and the owners are entitled 
to sell back the certificates to the investment company) or 
closed (existing only for a limited period of time). There is no 
possibility to redeem participation certificates. The owner 
himself must sell them to a willing third party. The mutual 
fund must have at least CZK50 million (about US$2.2 mil-
lion) under management within one year from the grant of a 
licence issued by the Czech National Bank (CNB). 
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5. For each structure identified in Question 4, identify whether
it is taxed, tax exempt or fiscally transparent (that is, tax is
levied on the individual investors rather than the fund itself):

■ So far as domestic investors are concerned.

■ So far as foreign investors are concerned.

Private funds

Tax treatment is transparent only for general partners. Depending on
whether or not the general partner is an individual or a corporation,
profit is subject either to the relevant personal income tax rate or to
the corporate income tax rate. The limited partner's share of the
partnership's profit is subject to corporate taxation. Therefore, the
limited partner is subject to double taxation − once on the corporate
level, and once on the level of profit distribution, at a rate of 15%
(final withholding tax (see below)). 

Public funds 

Investment funds, investment companies and mutual funds are
not treated as being tax transparent. The corporate tax rate in
2006 for investment and mutual funds is 5%. Investment
companies are taxed at the general corporate income tax rate
(currently 24%). 

If an investment company creates mutual funds, the total tax
burden of the investment company is calculated as the total of
the taxes of the investment company and each mutual fund (that
is, the tax bases of the investment company and each fund are
calculated separately). The investment company files an annual
tax return for itself as well as each mutual fund. For determining
the tax total, an offset of tax bases and tax losses between the
investment company and the individual funds is not allowed. The
period for carrying forward tax losses of an investment company
is five years (seven years for mutual funds). 

Distributions made by a mutual fund are treated as dividend
income. The rules for dividends and the sale of shares in invest-
ment funds are the same as those for mutual funds. 

Investment by an individual

Dividend income received from Czech sources is subject to a final
15% withholding tax. For dividend income received from abroad,
an individual may opt for taxation as part of his personal tax base
(progressive tax rate from 12% to 32%) or as a separate tax base
levied at 15%. In terms of capital gains taxation, an individual
selling his shares in a Czech or foreign joint stock company
(including mutual fund shares) is not subject to income tax
provided that the individual has held the shares for more than six
months. This exemption does not apply on income from the
future sale of securities within six months after acquisition and
when the securities have been included in the business property
of the individual. Shares included in the business property are
exempt from tax six months after the business activity is
terminated. Gains on the sale of shares forming part of the
property of a business are taxed as business profits, as a part of
the general personal income tax base.

The capital gain from the sale of shares in a limited liability
company or a limited partnership (limited partners only) is tax
exempt after the holding period has exceeded five years. Also
here the five-year exemption period applies on income from the
future sale after acquisition and after termination of business
activity when shares formed part of business property. If shares
form part of the business property, capital gains are taxed as
business profits. 

Holding company in the Czech Republic

Dividends paid by a Czech company to its Czech or EU parent are
exempt from withholding tax. If dividends are distributed
offshore, they are subject to a 15% withholding tax (possibly
reduced by a double taxation treaty). 

Dividends received by a Czech company from a Czech or EU
subsidiary are tax exempt if the following apply: 

■ The parent company holds at least 10% of the share capital 
of the subsidiary. 

■ The holding is held for at least 12 calendar months (this can 
be fulfilled subsequently).

■ Both companies are either a limited liability company or a 
joint stock company, or they have a form specified in the 
appendix to Directive 90/435/EEC on the taxation of parent 
companies and subsidiaries. 

Dividends and similar income received from non-EU countries
are taxed on a separate tax base at a special rate of 15%. 

Capital gains from the sale of securities are included in the general
corporate tax base (at the rate of 24% in 2006). No transfer tax is
levied. Capital losses from the sale of securities are generally not tax
deductible unless the securities are held for short-term investments.
A revaluation of the securities made in accordance with accounting
rules is relevant for tax purposes. The sale of securities in a Czech
company by a non-Czech company is considered to be Czech-
sourced income when the proceeds are paid by a Czech tax-resident
company. Therefore, it is taxed in the Czech Republic unless a
relevant double taxation treaty provides otherwise. 

The sale of securities in a Czech company between two non-Czech
investors does not fall within the scope of the domestic Czech tax
system. The tax consequences must be determined from the relevant
tax system and the corresponding double taxation treaty.

6. What (if any) structures commonly used for private equity
funds in other jurisdictions are regarded in your jurisdiction
as not being tax transparent (in so far as they invest in com-
panies in your jurisdiction)? What parallel domestic struc-
tures are typically used in these circumstances?

Generally, a foreign company's tax status (transparent or not) in
its home country is recognised by the tax authority in the Czech
Republic. However, tax transparent structures are generally not
recognised for domestic private equity funds.
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Joint stock companies and limited liability companies are not tax
transparent entities. However, general commercial partnerships
are considered to be tax transparent. Limited partnerships could
be placed somewhere in between, since tax regulations
applicable to a limited liability company apply to the limited
partners and the tax regulations applicable to a general commer-
cial partnership apply to the general partners. 

7. Are a private equity fund's promoter, principals and manager
required to be licensed? 

If the private equity fund is structured as a limited partnership,
the general partner must fulfil certain criteria set out in the Act
on Trade Licensing (No. 455/1991). Under this Act, the general
partner must:

■ Be at least 18 years of age. 

■ Have legal capacity. 

■ Not have a criminal record related to business activities. 

■ Be in good standing with the state authorities. 

■ Not have been the subject of bankruptcy proceedings in the 
previous three years, unless the owners decide otherwise.

Private equity funds can also be managed by investment
companies. The CNB grants a licence to an investment company
based on several criteria, as provided for in the Act on Collective
Investment, including:

■ Initial capital of at least EUR125,000 (about 
US$161,000).

■ Verification of the source of the registered capital.

■ Personal and organisational prerequisites. 

■ A registered seat in the Czech Republic. (Foreign private 
equity funds may perform their activities subject to free 
movement of capital, based on a European passport, and 
approval of the CNB). 

Any person managing a fund must be approved in advance by the
CNB and fulfil the following criteria (Act on Collective Invest-
ment): 

■ Be at least 18 years of age. 

■ Have legal capacity. 

■ Have credibility. 

■ Have professional capability and experience with the type of 
investment provided by the investment company. 

■ Fulfil other prerequisites regarding conflicts of interest. 

8. Are private equity funds regulated as investment companies
or otherwise and, if so, what are the consequences? Are there
any exemptions? Include, in the answer, any restrictions on
how a private equity fund can be marketed or advertised (for
example, under private placement or prospectus rules).

Private equity funds are not necessarily regulated as investment
companies. They may take the form of a limited partnership or a
specifically regulated collective investment vehicle in the form of
collective investment funds (see Question 4). 

If a private equity fund is incorporated as a joint stock company
and listed on the Czech Stock Exchange, the applicable rules on
marketing and advertising are set out in section 4 of the Act on
Undertakings in the Capital Market, which governs the issuance
of a prospectus. 

If a private equity fund makes a public offering, it must also make
available to prospective investors the statutes or the simplified
statutes of the collective investment fund. In this case, section 4
of the Act on Undertakings in the Capital Market and provision
79 et seq. of the Act on Collective Investments apply. The
statutes of the collective investment fund must contain informa-
tion on the manner of investment by the collective investment
fund and other information required for the investors to
accurately and correctly assess the investment and be generally
understandable to an investor.

The following information, among other things, must be disclosed
by the investment fund (or the investment company) to the public
in promotional materials (Act on Collective Investments):

■ Risk analysis. 

■ Long-term investment prospects. 

■ Types of certain investment instruments. 

■ Any exceptions granted by the CNB. 

■ Warnings on possible significant fluctuations in the market 
value of shares/participation certificates. 

In addition, the collective investment fund must make the
following documents publicly available, unless stated otherwise
(Act on Collective Investments):

■ Foundation deed.

■ Simplified statutes.

■ Articles of association (articles).

■ Annual report.

■ Mid-year report for the first six months of the accounting term.

Unsolicited marketing leading to harassment of a recipient or
discrimination of any kind is prohibited (Act on the Regulation of
Advertisement No. 40/1995). Comparative marketing is possible
only under certain conditions. 
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The provision of the Commercial Code on unfair competition also
applies to private equity funds.

9. Are there any restrictions (for example, nationality, age and
number) on investors in private equity funds?

There are no specific restrictions on investors in private equity
funds. 

10. How is the relationship between the investor and the fund
governed? What protections do investors typically seek?

The relationship between the investor and the fund is mostly
governed by the fund documentation and by general corporate
governance law as set out in the Czech Commercial Code.
Investors typically seek veto rights in respect of new investments
and exits (either directly or through an investment committee in
which the investors have representatives). 

A supermajority vote in a general meeting of shareholders
(general meeting) on certain fundamental issues, such as restric-
tions on the transfer of shares, is mandatory. Provided that such
provisions are complied with, additional requirements and
restrictions can be placed in the corporate documents (for
example, in the articles) of the private equity fund. 

The relationship among investors in a private equity fund, and
between the investors and the fund, is governed principally by the
corporate documents and usually supplemented by a
shareholders' agreement (commonly entered into under foreign
law in circumstances in which this is legally possible). 

If an investor holds a participation right in a private equity fund,
the relationship is governed by contract and the parties have a
broad scope in agreeing on the extent to which the investor may
participate in the management of the fund, and what rights the
investor may have in relation to the private equity fund, including
access to information and approval of acquisition and exit
decisions.  

11. Are there any statutory or other limits on maximum or mini-
mum investment periods, amounts or transfers of invest-
ments in private equity funds?

An investment fund and a closed mutual fund can only be
established for a maximum of ten years. 

Where persons or entities act in concert, the approval of the CNB
is required when:

■ They acquire a qualified participation (that is, direct or indi-
rect shareholdings, or persons exercising votes of at least 
10% or having significant influence over control) in an 
investment company or an investment fund.

■ The escalation or reduction of such participation reaches 
20% or more, 33% or more, and 50% or more. 

The Act on Collective Investment stipulates: 

■ The financial instruments in which a standard or specialised 
fund may invest. 

■ The maximum amount that a standard or specialised fund 
may invest. 

In general, a standard fund can invest up to 20% of its property
into shares of another standard or specialised fund. However, it
must not exceed a participation of 35% in that fund or invest
more than 10% in a single issuer. An investment company may
acquire within its property, and its mutual fund's property,
securities that represent, at most, a 5% share in the registered
capital or voting rights of its issuer. 

INVESTMENTS

12. What are the most common investment objectives of private
equity funds (for example, what is the average life of a fund
and what are the typical average rates of return sought)? 

Although the objectives may vary, the main objective is to
increase the market value of the portfolio company in order to
achieve the highest rate of return when exiting from the invest-
ment. The rates of return in the CEE markets are to a certain
extent influenced by the relatively small size of some investments
and relatively high monitoring costs throughout the term of the
investment, compared to the US and Western Europe. For some
private equity investors the objective may be direct access to new
technical developments and business ideas. Generally, the
average life of funds active in the Czech market is between seven
and ten years. 

13. What forms of equity and debt interest are commonly taken
by a private equity fund in a portfolio company? What are the
relative advantages and disadvantages of each? Are there
any restrictions on the issue or transfer of shares by law?

Czech law is limited in terms of the options available for holding
an equity investment. In the majority of cases, a private equity
fund will purchase common stock in a joint stock company or an
ownership interest in a limited liability company. This is usually
accomplished by either a direct purchase from the existing
owners or by making an additional capital investment into the
portfolio company. It is increasingly common for part of the
investment to be made in the form of a subordinated loan. 

There are no legal restrictions on the issue or transfer of shares,
or ownership interests. The constitutive documents of the
portfolio company often contain agreed restrictions on the
transfer of shares (such as prior approval of the general meeting
or pre-emptive rights). A supermajority vote of at least two-thirds
of the present shareholders in the joint stock company and of all
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shareholders in the limited liability company, whether present or
not, is required to amend such restrictions, unless a higher
threshold is contained in the constitutive documents or required
by law (for example, a three-quarters majority is required to alter
the rights attached to a class of shares) (Commercial Code).

BUYOUTS

14. Is it common for buyouts of private companies to take place
by auction? If so, which legislation and rules apply?

It is not common for buyouts to take place by auction although
the Act on Auction (No. 26/2000) enables public auctions
subject to the auction rules and duties included in section 33 of
the Act on Undertakings in the Capital Market (No. 256/2004).
In addition, an auction may be governed by the respective
provisions of the Commercial Code dealing with public invitation
to submit offers according to presented terms. 

A new insolvency regime was enacted in April 2006 and should
be effective from 1 July 2007 (Act on Insolvency no. 182/2006
Coll.). It may increase buyouts by auction, as insolvent
companies could be placed on the market and made available as
investments on competitive terms. 

15. Are buyouts of listed companies common (public to private
transactions)? If so, which legislation and rules apply?

At present, there are not many listed companies in the Czech
Republic and there have only been a few recent public to private
transactions. 

When taking a majority stake in a public company, the acquirer
is obliged to make a mandatory offer to the remaining
shareholders at a price calculated using a formula set out in the
Commercial Code. Subsequent offers may also be made at a price
selected by the purchaser. 

On 19 May 2005, a new law was signed modifying the squeeze-
out provisions of the Commercial Code. Under the new law, which
has recently been challenged, a majority shareholder must
achieve a majority greater than 90% in order to take advantage
of mechanisms by which the company may be de-listed, and to
compensate minority shareholders. 

16. What are the principal documents produced in a buyout?

The principal documents required for a buyout include: 

■ Notification to the CNB.

■ A publicly announced offer of a contract to purchase securi-
ties, published in a leading economic daily newspaper.

■ Depending on the type of target company (either investment 
fund or investment company), the prior written approval of 
the CNB.  

■ An expert opinion supporting the adequacy of the price or 
exchange ratio for securities in a mandatory tender offer. 

■ The appraisal of an expert confirmed by the CNB.

■ Notification to the participants from the bidder, of any abuse 
of confidential information.

17. What forms of contractual buyer protection are commonly re-
quested by private equity funds from sellers and/or manage-
ment?

Contractual protections vary greatly based on the nature of the
private equity fund and the target. Sophisticated private equity
funds (in particular, foreign-based funds or funds subject to
foreign regulation and that invest in established companies)
generally require customary representations and warranties from
the sellers backed by an indemnity and, perhaps, an escrow
mechanism or other security. 

Czech law does not provide for an equivalent to the concept of
indemnity as known in common law jurisdictions. Law firms with
strong international transactional experience have developed
legal tools to overcome this issue. In appropriate cases, the
parties may subject the contract to the law of an offshore jurisdic-
tion. Also the introduction of customary representations and
warranties means that the disclosure letter is becoming a more
usual request of the sellers.

The management (other than owner-managers) is generally not
required to provide representations and warranties. However, it is
common for the existing management to provide management
agreements and, increasingly, non-compete, non-solicitation and
confidentiality agreements. 

18. What non-contractual duties (for example, of confidentiality
and employment) do the portfolio company managers owe
and to whom (for example, when approaching possible inves-
tors in relation to an MBO)?

Portfolio company managers owe a general fiduciary duty to the
company if they are members of statutory bodies. In general, the
duty of other managers is governed by an employment contract or
management agreement entered into by that manager.

19. What terms of employment are typically imposed on man-
agement by the private equity investor in an MBO?

There are no unusual terms of employment imposed on manage-
ment. Based on a very limited number of examples of MBOs, the
lock-up period tends to be around ten years and the compensa-
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tion package contains a significant annual bonus component.
The Czech Labor Code (No.65/1965, as amended) allows restric-
tive non-compete covenants for up to one year from the date of
termination, in accordance with prescribed payment terms.

20. What measures are commonly used to give a private equity
fund a level of management control over the activities of the
portfolio company (for example, representation at board lev-
el)? Are such protections more likely to be given in the share-
holders' agreement or company bye-laws?

Private equity funds are usually able to negotiate a significant
level of management control, depending on the nature of the
target company and the size of the investment. If the private
equity fund holds more than one-third of the voting rights at a
general meeting, it can block key decisions that require a two-
thirds or higher supermajority vote. 

If the portfolio company is a joint stock company, it has a board
of directors and a supervisory board, the members of which are
elected by a simple majority at the general meeting. If the private
equity fund acquires a majority interest, it can appoint all the
board members, unless agreed otherwise. If the private equity
fund acquires a minority interest, it can usually negotiate board
representation as a condition of the investment. Other internal
bodies (such as a board of internal auditors) can also be
established.  

The situation is more complicated if the portfolio company is a
limited liability company, where the appointment of one or more
executives is required. Executives are generally responsible for
the actions of the company and are authorised to act on behalf of
the company. In this situation, the private equity fund generally
exercises the necessary level of management control by doing any
of the following: 

■ Appointing the executive(s). 

■ Appointing some of the executives and providing for a mech-
anism by which the private equity fund's executive(s) must 
agree to certain significant decisions (by joint decision).

■ Agreeing on appropriate management control rights to be 
exercised by the shareholders in a general meeting when the 
private equity fund itself is in control of the general meeting, 
or by a non-statutory management body. 

In each circumstance, it is advisable to have the key provisions
(for example, board representation and shareholder veto rights)
contained in the constitutive documents of the portfolio company
and in a parallel shareholders' agreement; however, the general
meeting should always approve of such actions. The supervisory
board, and the rights it can exercise, may be further defined as
well.

21. What percentage of the finance will typically be provided by
debt and what form does that debt financing usually take (for
example, term loans, working capital facilities, convertible
loans and bonds)?

There have been a limited number of leveraged buyouts to date
but it is a rapidly growing area. Recent transactions indicate that
between one-third and two-thirds of the buyout price can be
financed with debt. 

Debt can include: 

■ Term loans. 

■ Mezzanine debt with coupons or warrants. 

■ Working capital.

Bonds are rarely used due to legal restrictions and regulatory
requirements. 

While Czech law does not recognise warrants as such, other
similar legal instruments can be used. Generally, contractual
warrants (option rights) are used to acquire equity at a certain
point in time. Legislation on the use of warrants is quite compli-
cated, in terms of enforcement, and it may be more appropriate
to use offshore holding company structures instead. 

22. What forms of protection do debt providers typically use to
protect their investments, in particular through what types
of:

■ Security?

■ Contractual and structural mechanisms such as subordina-
tion?

Real estate is still the preferred form of security. Obtaining signif-
icant financing from a Czech bank unsecured by real property is
a challenge. Mechanisms, such as personal guarantees and liens
on cash flow, are becoming increasingly popular with lending
institutions, although problems can exist concerning the time
required to enforce such provisions (especially in Czech courts)
and the uncertainties regarding the eventual enforcement of such
provisions. Where the investment and the debt financing are
provided to an offshore holding company, and the credit facility
is governed by foreign law, this limitation can be potentially
avoided. In such cases, a pledge on shares is common. Private
equity investors that provide part of their investment in the form
of debt are more willing to accept security other than real estate. 

It is possible to structure a transaction in such a way that senior
debt takes precedence over subordinated debt and equity.
However, this structure is considered problematic due to the
duration and, sometimes, non-transparent conduct of insolvency
proceedings. 
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23. Are there rules preventing a company from giving financial
assistance for the purpose of assisting a purchase of shares
in the company? If so, how does this impact on the ability of
a target company in a buyout to give security to lenders? Are
there exemptions and, if so, which are most commonly used
in the context of private equity transactions? 

There is an absolute prohibition on financial assistance (that is,
funding, lending, guaranteeing or providing any other type of
credit or benefit) and there is no whitewash procedure available.
Structural solutions are available, including mergers, but they
typically involve significant implementation time and administra-
tive expense. However, discussions are being held within the EU
on means of permitting financial assistance throughout the EU. 

24. What is the order of priority on insolvent liquidation? Are debt
providers given priority over equity holders by law or is priority
purely a matter of contract and company constitution?

Current system

Debt providers are given priority over equity holders (Act on
Bankruptcy and Composition No. 328/1991). If the company is
subject to insolvency proceedings, claims for separate satisfac-

tion (for example, pledge and secured transfer of right) can be
satisfied at any time in the course of the insolvency proceedings
at the level of 70% from the security. The remainder is satisfied
as other claims (generally low collectible) with the priority in the
distribution as follows:

■ Claims on the insolvent estate that arose after the insolvency 
order had been made (for example, the expenses for the 
insolvency proceedings, taxes, fees, social security and pub-
lic health insurance contributions) and claims from employ-
ment contracts (for example, wages, reimbursement of travel 
expenses, compensation for loss of income).

■ Claims from employment contracts which arose within the 
three years before the insolvency order was made. 

■ All other claims. 

New Act on Insolvency

On 1 July 2007, a new bankruptcy law (inspired by the US
bankruptcy law), the Act on Insolvency (No. 182/2006), will
come into force. Regarding the order of priority, essentially a
similar structure will be used, but some new tools in favour of the
creditors will be introduced, including: 

■ Increasing the level of satisfaction from the security from 
70% (see above, Current system) to 100% of the net pro-

PRIVATE EQUITY/VENTURE CAPITAL ASSOCIATIONS

Czech Venture Capital and Private Equity Association (CVCA)

Contact. Mr Jaroslav Horák (Chairman)

Address. Kronberg Building
Senovážné náméstí 8
110 00, Prague 1
Czech Republic
T +420 224 235 399
F +420 224 239 424
E info@cvca.cz
W www.cvca.cz

Status. The CVCA is a non-governmental organisation.

Membership. Companies investing in venture capital and private
equity (full members) and companies providing advisory services to
venture capital and private equity funds (associated members).

Principal activities. The CVCA, which has 20 funds as members,
provides a forum for information exchange and the identification of
legislative initiatives to lower barriers to private equity investment.
It also represents companies that are acting in the area of venture
capital. The main aim is to increase notice and awareness about
possibilities of venture capital and private equity by regular contact
with investors and competent political, regulatory and media organi-
sations as well as educational activity by providing information to
companies that could use venture capital and private equity. 

Published guidelines. Available at www.cvca.cz

Information sources. See website above.

CzechInvest

Contact. Tomáš Hruda (Chief Executive Officer)

Address. Štèpánská 15
120 00 Prague 2
Czech Republic
T +420 296 342 500
F +420 296 342 502
E info@czechinvest.org
W www.czechinvest.org

Status. Czechinvest is a governmental organisation.

Principal activities. CzechInvest guides investors through the
investment location selection process and supplies necessary
information as a one-stop-shop to investors. It helps to find
Czech suppliers, provides support once invested and offers a
number of programmes to support foreign investment. 

Published guidelines. Available at www.czechinvest.org

Information sources. See website above.
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ceeds of the sale of the pledged assets. The costs of the sale 
are capped at 9% of the proceeds from the sale.

■ Improved priority when providing new loans within bank-
ruptcy proceedings.  

The Act on Insolvency also provides for the following:

■ Bankruptcy. This is similar to the existing system.

■ Restructuring. This is a completely new approach, under 
which the business is further preserved and run under a 
restructuring plan controlled by creditors. In general, 
restructuring is available if debtor's last annual turnover was 
at least CZK100 million (about US$4.6 million) or the 
debtor has more than 100 employees.

■ Debt discharge. This is available for debtors who are not 
business people.

25. Is it possible for a debt holder to achieve equity appreciation
through conversion features such as rights, warrants or options?

It is possible for a debt holder to achieve equity appreciation by
an agreement concluded under the Commercial Code. For
example, it is possible to conclude a set-off agreement in relation
to any mutual claim. In the case of a unilateral offset of claims,
restrictions in relation to the maturity of claims apply. It is
possible to independently transfer:

■ Pre-emptive rights. 

■ Rights for dividend payments.

■ Prior liens or exchangeable bonds. 

■ Rights on liquidation preference. 

Constitutional documents determine the issuance of preferred
stock (even without voting rights) and prior liens or exchangeable
bonds. However, it is impossible to issue preferred stock, the
total nominal value of which exceeds half of the company's
registered capital, and to issue shares with certain interest rates
attached that are irrespective of the company's performance. In
addition, it is necessary to obtain a general meeting resolution on
the issuance of prior liens or exchangeable bonds in relation to
their issuance and the conditional increase of registered capital. 

PORTFOLIO COMPANY MANAGEMENT

26. What management incentives are most commonly used (for ex-
ample, shares, options and ratchets) to encourage portfolio com-
pany management to produce healthy income returns and
facilitate a successful exit from a private equity transaction? 

A broad range of management incentives are available. It is also
common for the pre-investment owners to hold the key manage-
ment positions. If they are retained as management, they are
offered an earn-out or exit bonus as part of the sale to the private

equity fund. Alternatively, management may receive a perform-
ance-based bonus as part of the remuneration provided under the
management agreement.

Share-option schemes for the management of Czech companies
are not common. However, in sophisticated investments made
through an offshore investment vehicle, the management may be
offered a stock-option plan. However, some of these incentives
may not be tax deductible for the company. 

27. Are any tax reliefs or incentives available to portfolio compa-
ny managers investing in their company?

No tax reliefs or incentives are available. 

EXIT

28. What forms of exit are typically used to realise a private eq-
uity fund's investment in a successful company (for exam-
ple, trade sale, initial public offering (IPO) and secondary
buyout)? What are the relative advantages and disadvantages
of each?

Generally, private equity funds exit in a sale to a strategic
investor. IPOs may in the future be considered a viable option
(see Question 2).

The timing of the sale is a critical factor in a developing economy like
the Czech Republic. Significant currency fluctuations, rapidly
changing legislation and economic changes create windows of
opportunity that may have an impact on the timing and form of exit. 

29. What forms of exit are typically used to end the private equity
fund's investment in an unsuccessful company? What are
the relative advantages and disadvantages of each?

In an unsuccessful investment, all reasonable efforts are used to
prevent the company falling into insolvency, which would result in
the loss of the entire investment. Nevertheless, restructuring is
practically impossible under the Act on Bankruptcy and Composition
(No. 328/1991). Therefore, unless the investment agreements
provide for a specific alternative (for example, a put option or
guarantee), the other available options that can be used are:

■ Recapitalising the company. 

■ Exiting the investment and selling the company for a loss. 

As for the tax aspects on the exit, the injection of additional
capital in the form of cash does not have immediate tax
consequences (the acquisition price of the share is affected if
sold in the future). Losses from the sale of shares or investments
are generally not tax deductible. 

However, once the new Act on Insolvency (see Question 24)
comes into force, on 1 July 2007, restructuring and reorganisa-
tion is expected to be more feasible. 
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