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ABSTRACT

The Coase theorem implies that, in a world of positive transaction costs, any of a number
of strategies, including judicialy enforced private contracts, judicialy enforced laws, or even
government regulation, may be the cheapest way to bring about efficient resource allocation.
Unfortunately, some Coasians have ignored the possibility that the last of these strategies may
sometimes be the best. This paper compares the regulation of financial markets in Poland and the
Czech Republic in the 1990s, when the judicia systems remained underdeveloped in both
countries. In Poland, strict enforcement of the securities law by an independent Securities and
Exchange Commission was associated with rapid development of the stock market. In the Czech
Republic, hands-off regulation was associated with a near collapse of the stock market. These
episodes illustrate the centrality of law enforcement in making markets work, and the possible role

of regulators in law enforcement.
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There is no reason why, on occasion, such governmental

administrative regulation should not be an improvement on

economic efficiency.

Coase (1960, reprinted 1988, p.118).
[. Introduction.
At the heart of economists’ traditional skepticism about government regulation is the

Coase Theorem (Coase 1960). The theorem states that when property rights are well defined
and “transaction costs” are zero, market participants will organize their transactions in ways that
achieve efficient outcomes. When they can do so, it is not necessary for the government to
engage in “corrective” actions through taxes, regulations, or even legal rules. Financial markets
are often seen as a great example of the Coase Theorem’s potential. Advocates of the regulation
of these markets point to a variety of potential failures, such as the ability of security issuers to
“expropriate” both potential and existing investors through misrepresentation and profit diversion.
Investors’ fear of such expropriation prevents firms from raising external funds, and keeps
efficient projects from being undertaken. Not so, reply the Coasians. They point out that most
securities transactions take place between sophisticated and consenting adults, and that both the
buyers and the issuers of securities have available to them a vast range of private arrangements to
achieve efficiency, including contracts such as corporate charters, certification by intermediaries,
and various forms of bonding. Such contracts render most laws and regulations unnecessary
(Stigler 1964, Easterbrook and Fischel 1991). In fact, regulations can be positively detrimental
to economic welfare if, as Stigler (1964, 1971) has warned, the regulators are captured by the

incumbent firms and use their power to deter entry.

On the face of it, the Coasians’ argument is extremely powerful. Yet it relies on some



crucial assumptions, including so-called “zero transaction costs.” Economists have identified a
number of reasons why transaction costs are positive, including asymmetric information, large
numbers of contracting parties, etc. (Kaplow and Shavell 1999). But perhaps the single most
important “transaction cost” in many countries is the cost of contract enforcement. Most
centrally, courts often have only a limited ability to enforce both existing property rights and
efficiency-enhancing contracts.

In many countries, courts are underfinanced, unmotivated, unclear as to how the law
applies, unfamiliar with the economic issues, politicized, or even corrupt. Such courts cannot be
expected to engage in costly verification of information necessary to enforce contracts. Rather
than relying on court-enforced contracting, it may then be socially efficient to provide a detailed
legal framework which standardizes contracts and tells judges what facts to look for and how to
interpret them in light of the law. Even with such a framework, however, the laws may be vague
and the body of precedents undeveloped, making it too costly for a court to learn enough about a
situation to figure out how the law actually applies. Statutes typically rely on broad language,
such as “honest trading” or “ material information,” and leave it to the courts to decide whether
specific conduct constitutes a violation. Yet assessing honesty of trading or materiality of
information is often difficult and expensive. As a consequence, even clean courts are unable to
make up their minds and simply postpone decisions.

On occasion, then, it may be better from the social viewpoint to go further and create a
regulatory framework, which not only prescribes certain rules, but also empowers a regulator
rather than a judge to interpret and clarify them, as well as to decide, within limits, what conduct

constitutes a violation. At least in principle, such a regulator may have greater incentives,



resources, and expertise to enforce the law than do the courts. This is not to say that a regulator
is always superior -- an excessively powerful regulator may do more harm than an unmotivated
judge -- but the possibility exists that regulation is superior to judicial enforcement (see Glaeser
and Shleifer 1999 for an analysis of this problem).

Ironically, even though regulation restricts the range of allowable contracts, it can actually
expand enforceable private contracting opportunities available to market participants. If some
rights are protected by the regulators, there are fewer rights that market participants must enforce
privately or through courts. Their options for enforceable contracts might actually be broader
since courts (and reputations) must take care of fewer possible violations and breaches.

Coase is clearly aware of the possibility of favorable regulation, although he does not
emphasize judicial failure. In the introduction to his collected essays, he indicates that some
markets must depend on “the legal system of the State” (Coase, 1988, p. 10), and in fact he
discusses government regulation at some length in the “The Problem of Social Cost” (Coase,
1988, pp. 117-118). Still, we have been unable to find an example in Coase’s writings where he
felt that government regulation was the best way to go when “transaction costs” were positive.

It is not surprising then that the Coasians have not focused on the possible benefits of regulation.

In the case of financial markets, courts in many countries, even when they are uncorrupt,
have difficulty interpreting complex financial contracts. When does front-running by a broker
violate his fiduciary duty to clients? When is non-disclosed information material? When does a
corporate transaction “abuse” minority shareholders? In the meantime, the expropriation of
outside investors can -- and does -- take place in many countries through outright theft, diversion

of corporate opportunities, transfer pricing, related lending, failure to disclose relevant



information when issuing securities, failure to report earnings properly, etc. In this context, it is
worth considering the possibility that the legal and regulatory framework can improve matters.
Company and security laws can perhaps protect minority shareholders from some expropriation,
thereby broadening the opportunities for private contracting between investors and entrepreneurs.
Moreover, it is theoretically possible that in financial markets a regulator and not just the courts
can protect the property rights of outside investors and thereby foster market development.

The idea that regulatory enforcement may be preferred to judicial enforcement in the
context of securities markets has been forcefully argued by James Landis {1938), the architect of
securities regulation in the United States. He argued that concerns about the limited expertise and
weak incentives of courts applied to the U.S. judiciary in the 1930s with enough force to warrant
the creation of a powerful regulator. Landis of course was an champion of regulation. Yet his
concerns about courts have more force in emerging markets than they do in the U.S.

In this paper, we discuss one instance in which this theoretical case in favor of regulation
appears to be empirically valid as well, namely securities market regulation in Poland. We
compare this case to the failure of regulation in the Czech Republic, where the Coasian -- as
opposed to Coase’s -- reasoning may have encouraged an inappropriate regulatory framework.
This comparison does not show that regulation is always better when the judicial system does not
work well. But it does suggest that regulation should be considered as a public policy option.

Poland and the Czech Republic (we refer to the Czech Republic for simplicity even though
until the separation from Slovakia in 1993, it was part of Czechoslovakia) emerged from
communism in 1989, and both aggressively started building market economies. The Czech

Republic was richer and had fewer economic problems at the start, although the difference was



modest compared to a shared legacy of communism. Both countries embraced all the standard
liberalization policies. If anything, the Czech Republic in the early 1990s was viewed as more
pro-market than Poland.

As part of their reforms, both countries attempted to build financial markets, yet they used
very different regulatory approaches. In the early 1990s, both countries passed or revised their
company and securities laws. In these laws, Poland adopted stringent regulations of securities
markets, whereas the Czech Republic took a laxer legal and regulatory stance. These differences
were reflected not just in the general philosophies of regulation, but in the statutes and the
mechanisms of law enforcement. In particular, Poland adopted legal rules more protective of
minority shareholders than did the Czech Republic, and created a powerful regulator to enforce
them. The two countries therefore present a fascinating case study (or natural experiment) for
thinking about regulation and its effects.

From the analytical point of view, this comparison of the effects of regulation is extremely
illuminating for two reasons other than the general similarity of the two countries. First, at the
time the reforms began, and more generally through the 1990s, neither country had an effective or
sophisticated judiciary, especially as compared to the advanced market economies. The
possibilities for elaborate private contracts or complex legal rules enforced by the judiciary -- the
standard selutions to market failure -- were therefore limited. From the purely theoretical
perspective, then, there may have been a need for some regulation. Second, both countries
created the basic regulatory infrastructure of securities markets prior to privatization and
therefore prior to the formation of well-organized interests striving to shape their regulatory

environment. This fact alleviates Stigler’s concerns about the capture of the regulators. In fact,



the differences in regulatory approaches between Poland and the Czech Republic were arguably
shaped by ideological differences between the two governments -- both focused to a large extent
on public interest -- on the question of optimal regulation. This comparison thus presents an ideal
way to examine the structure of prudential regulation of the financial markets.

We find that the stringent -- and stringently enforced -- regulations in Poland, expressed in
both company and securities laws, have stimulated rapid development of securities markets, and
enabled a number of firms to raise external funds. The expropriation of investors has been
relatively modest, and the qualitative evaluations of the Polish market have been very positive. In
contrast, the lax — and laxly enforced — regulations in the Czech Republic have been associated
with low liquidity and a notable absence of equity finance by either new or existing firms. The
expropriation of investors has been rampant, and has acquired a new Czech-specific name:
tunnelling. Consistent with these concerns, the qualitative assessments of the Czech market have
been poor.? Starting in 1996, the Czech government has sharply tightened its regulations.

These results support recent findings of the benefits for financial development of legal
protection of outside investors from expropriation by security issuers and intermediaries (La Porta
etal. 1997, 1998, 2000, Johnson et al. 2000, Beck et al. 2000). The Polish law specifically
focused on such protection, in terms of both its actual statutes and the enforcement mechanisms.
In contrast, the Czech law was by design unprotective of minority shareholders, and
accommodated massive expropriation.

In the next section, we overview the economic conditions in Poland and the Czech

*There have now been a number of studies discussing investor expropriation in the Czech
Republic, and relating it to the legal environment. See in particular Coffee (1996, 1998), Weiss
and Nikitin (1999) and Pistor (1999). We discuss some of this work below.
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Republic at the beginning of reforms, and show that if anything the initial evaluations of market
reform favored the latter. In Section III, we discuss the commercial codes adopted in the two
countries, and in Section IV, we focus on securities laws. Section V presents some data on the
development of financial markets in the two countries. Section VI considers alternative
interpretations of the evidence. Section VII concludes with some possible lessons for the

economic theories of regulation in general and the regulation of capital markets in particular.

II. Initial conditions.
Basic Similarities

In broad terms, Poland and Czechoslovakia share similar histories over the past 50 years.
Both countries turned communist and became Soviet satellites shortly after World War 11, and
spent the next 40 years building socialism. In 1989, both countries spearheaded the anti-
communist revolution. In Poland, Solidarity won overwhelming support in the June 1989
elections, and by September 1989 was able to form a government. In Czechoslovakia, the
communists gave up their “leading role” in the country in the face of massive protests in
November 1989, and the communist President resigned in December. Free elections in June 1990
completed a sequence of events that came to be known as “the velvet revolution.”

Table 1 presents the basic characteristics of the two economies at the beginning of
reforms. Poland had a larger population of 38 million people, compared to 10.3 million in the
Czech Republic. The Czech Republic in 1989 had significantly higher per capita income: in
constant 1995 US dollars, it was $5727 compared to $3045 in Poland. Both countries were

fully industrialized, with an industrial structure largely shaped by decades of Soviet-style central



planning. Agriculture took up 7.8% of GDP in Poland, and 6.3% in the Czech Republic, although
a much higher share of the Polish population (27.7% vs. 11.4%) was employed in agriculture.
Both countries border on Western Europe and in particular Germany, although Warsaw is 569
miles from Frankfurt while Prague is only 261 miles away.

Both countries initiated economic reforms immediately after shedding communism. In
Poland, critical legislation on liberalization was passed in the fall of 1989, and the key measures
came into effect on January 1, 1990. Small-scale privatization began in May 1990, although large
scale privatization started with a whisper in 1991, ran into political obstacles, and spread over
most of the 1990s. In Czechoslovakia, reforms were also initiated in early 1990, with the
devaluation of the crown, budget cuts, and banking reform. The formal reform package,
including price increases, started on January 1, 1991. The law on large scale privatization was
adopted on February 1, 1991. Privatization through vouchers took place in two waves: in 1992
(completed in mid 1993), and 1993 (completed in 1994). Most rules of privatization, including
those on Investment Privatization Funds, were developed in 1991 (Coffee 1996).

Table 2 summarizes the World Bank’s assessment of the progress with early reforms in the
two countries. Here the score of 1 would correspond to the completion of reforms. Table 2
shows that, by 1992, both countries were 90% of the way toward complete internal and external
liberalization, 80% of the way in the case of the Czech Republic and 70% of the way in the case
of Poland toward completing privatization, and over 80% of the way toward completing basic
reforms according to the summary index. By 1994, the two countries were virtually finished with
basic reforms. The similarity between Poland and the Czech Republic should be contrasted with

the difference between them and most other transition economies, particularly those in the former



Soviet Union, which in the early 1990s were much further behind in their reform programs.

Table 3 presents later data from the European Bank for Reconstruction and Development,
which also points to enormous progress with reforms in Poland and the Czech Republic, as well
as a dramatic similarity in the assessments of the two countries. Although the Czech Republic had
moved more rapidly on large scale privatization and consequently had a somewhat higher share of
its GDP generated in the private sector, in matters such as small scale privatization, governance
and restructuring, price and trade liberalization, competition policy, banking reform, and financial
institutions, the countries are neck in neck and very far advanced.’ In short, both countries have
been rapid and thorough reformers in their emergence from communism, especially in comparison
with other transition economies.

There are, however, two differences which we come back to in our subsequent discussion.

First, the Czech large scale voucher privatization was faster and more extensive than privatization
in Poland, which over time utilized a variety of methods from direct sales to share transfers to
mutual funds. As a consequence, the number of publicly held companies in the early 1990s was
significantly higher in the Czech Republic than in Poland. Second, during this period, Poland had
grown faster but also had higher inflation than the Czech Republic. The assessments of growth
rates depend on exactly how they are calculated. The level of GDP in Poland in 1997 stood at
110 relative to 100 in 1989, whereas in the Czech Republic it stood only at 90. Using constant

1995 dollars, however, Poland’s advantage is smaller.* During 1992-1997, the Czech inflation

In 1997, the EBRD gave Poland a 3+ relative to the Czech Republic’s 3 on securities
markets and financial institutions. We argue below that the difference should have been larger.

*The World Bank reports the level of real GDP using constant 1995 prices but calculates
growth rates using the GDP deflator. Given the large changes in relative prices during reforms, it
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averaged 13.9% per annum, while Polish inflation was significantly higher at 26.5%.

In legal development, the two countries again appear similar. In the universe of transition
economies, both get perfect or nearly perfect scores, although these scores have only been kept
after 1995. The European Bank for Reconstruction and Development scores transition economies
on the extensiveness of laws (since 1996), effectiveness of laws (since 1996), and overall legal
development (since 1993). Table 4, Panel A, presents the scores for Poland and the Czech
Republic, which get as high a set of scores as any transition economy. In the effectiveness of
laws, Poland gets a 3 compared to the Czech 4 in 1996, although it jumps to 4+ , ahead of the
Czech Republic in 1997, perhaps as a result of the events described in this paper. Table 4, Panel
B presents related rankings from the Wall Street Journal. The two countries are exactly the same
in 1995 and 1996, although Poland moves slightly ahead in 1997 and 1998. Both countries are
again close to each other, and sharply ahead of other transition economies.’

These high evaluations in the context of transition economies hide the fact that, relative to
the advanced market economies, the legal systems of the two countries remain underdeveloped.
Freedom House generates an index of “equality of citizens under the law and access of citizens to
a non-discriminatory judiciary.” In 1995-1996, both Poland and the Czech Republic received

scores of 5 out of 10, compared to 7.5 or 10 for the rich industrial countries.® The 1999 World

is hard to know which measure is better. On every available measure, however, Poland has had
more growth since 1989, and grew significantly faster during the 1995-1998 period.

*Pistor (1995) assesses the extent of legal development in a number of transition
economies. She gives Poland and the Czech Republic the same score, the highest (shared with
Hungary) among all the transition economies she studies.

These numbers are reported in Economic Freedom of the World 1997, by James
Gwartney and Robert Lawson, a publication of The Fraser Institute, a conservative think tank in
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Competitiveness Yearbook (IMD 1999) in its question on fairness in the administration of justice,
gave Poland 2.9 out of 9 and the Czech Republic 2.8. This compares to 8.9 for the world leader,
New Zealand (and over 8 generally for rich industrial countries), and the low 1.9 for Indonesia
and 1.3 for Russia. Finally, the 1996 Global Competitiveness Report (World Economic Forum
1996), in its question on confidence in the fair administration of justice, gives 2.93 out of 6 to the
Czech Republic and 2.92 to Poland. This compares to 5.78 for New Zealand at the top, and 1.77
for Russia at the bottom. All the surveys tell the same story: the judicial systems in the two
countries are extremely close to each other in terms of their level of development, ahead of the
laggards like Russia, yet far behind the developed industrial countries.

These results are echoed by the concerns of knowledgeable observers about the state of
the judicial system in the two countries in the early stages of reform (Gray et al. 1993). With
respect to Poland, Gray et al. (1993) write: “ Many of the newly appointed judges lack
experience.... Developing such expertise will take time. Lack of experience and expertise creates
uncertainty in the business population...(p. 109).” With respect to the Czech Republic, Gray et al.
(1993) note: “As in other CEE countries, judicial mstitutions in the Czech Republic are il
prepared to cope with the rapidly emerging challenges of the market economy... Incapacity in the
court system is likely to be a constraint for some time to come (p. 59).” While good by the
standards of transition economies, the judicial systems of the two countries during the 1990s have
significantly lagged the standards of the rich industrial economies.

In summary, the economies and the economic policies of Poland and the Czech Republic

share some remarkable similarities during the 1990s. The two countries emerged from socialism

Canada.
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with a need to massively reorganize their economies, and both proceeded to do so both rapidly
and effectively. In many crucial respects, they followed similar policies toward this goal, and

achieved similar results, especially compared to other, less successful, transition economies,

An Important Difference

Despite the many crucial similarities, the two countries followed different approaches to
reform in terms of the government’s interest in regulatory intervention. This difference did not
escape the early observers of the two countries, who viewed Polish economic policy as less
laissez-faire than Czech economic policy. For example, in each of the three years 1994-1996, the
conservative Heritage Foundation gave the Czech Republic a perfect (from its perspective) score
of 1 and Poland a mediocre score of 3 on its measure of “regulation” — the extent to which
government restricts economic activity.” Along similar lines, Euromoney considered Poland to be
sharply riskier for foreign investment and lending than the Czech Republic, in part because
property rights were less secure from government intervention.

These observers had every right to form such opinions based on the pronouncements
about markets and market reform coming from economic officials in the two countries. Vaclav
Klaus, the Czech Finance Minister and later Prime Minister, was both tremendously articulate and
unabashedly anti-government in his vision of reforms: “ We knew that we had to liberalize,
deregulate, privatize at a very early stage of the transformation process, even if we might be

confronted with rather weak and, therefore, not fully efficient markets... Conceptually it was -- at

"It however gave the Czech Republic a slightly inferior score of 4, compared to Poland’s
3.5, on the extent of corporate and individual taxation. In later years, Poland continued to score
lower than the Czech Republic.
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least for me -- rather simple: all you had to do was to apply the economic philosophy of the
University of Chicago (Klaus 1997, from a 1995 speech).” Leszek Balcerowicz, the champion of
Polish reforms, was a bit more cautious: “The capacity of the state to deal with various problems
varies, mainly because of varying informational requirements. On this basis, one can distinguish
on the one hand, the sphere of the state’s natural competence (legislating and enforcing the law,
dealing with other states, for example) and on the other hand, its sphere of natural incompetence
(a massive and detailed industrial policy, for example) (1995, p. 176).”

One area in which these differences revealed themselves most clearly has been the
regulation of capital markets. Our analysis below first documents these differences in legal rules
governing financial markets and the mechanisms of their enforcement between the two countries.
We then show that, at least in this area, the Polish approach appears to have worked better. The
legal rules discussed in the next two sections are those adopted in the early 1990s, and therefore
shaping financial markets during the 1990s. As we show in section V, some of these laws were

revised later in the decade in response to market developments.

ITI. Company Law.

Poland and the Czech Republic have somewhat different histories of adoption of
commercial codes. Poland’s law dates back to the code of 1934, which was moditied repeatedly
through the communist era and in the early 1990s. The Polish commercial code has both German
and French influences and hence scholars found it difficult to determine unambiguously its legal
origin (Gray et al. 1993, Pistor 1999). Although the Czech Republic also had a commercial code

from the 1930s, its laws were “more thoroughly abrogated” than those of Poland during
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communism, and it accordingly adopted a new commercial code on January 1, 1992 (Gray et al.
1993). Like the Polish code, the Czech commercial code had many influences, although the
principal one was evidently German.

La Porta et al. (LLSV 1998) propose 6 dimensions to evaluate the extent to which the
commercial code {or company law) protects minority sharcholders against expropriation by the
insiders.® First, the rules in some countries allow proxy voting by mail, which makes it easier for
minority shareholders to exercise their voting rights. Second, the law in some countries blocks
the shares for a period prior to a general meeting of shareholders, which makes it harder for
shareholders to vote. Third, the law in some countries allows some type of cumulative voting,
which makes it easier for a group of minority shareholders to elect at least one director of their
choice. Fourth, the law in some countries incorporates a mechanism which gives the minority
shareholders who feel oppressed by the board or the general assembly of shareholders the right to
sue or otherwise get relief from the decision. In the United States, this oppressed minority
mechanism takes the very effective form of a class action suit, but in other countries there are
other ways to petition the company or the courts with a complaint. Fifth, in some countries, the
law gives minority shareholders a preemptive right to new issues, which protects them from
dilution by the controlling shareholders who could otherwise issue new shares to themselves or to
friendly parties. Sixth, the law in some countries requires relatively few shares to call an
extraordinary shareholder meeting, at which the board can presumably be challenged or even

replaced, whereas in other cases a large equity stake is needed for that purpose. LLSV (1998)

$These dimensions are defended at some length in LLSV (1998). Here we only briefly
describe them. Empirically, the index of anti-director rights obtained from these data has worked
well in a number of studies as a proxy for minority shareholder rights.
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aggregate these 6 dimensions of shareholder protection into an anti-director rights index by
adding a 1 when the law is protective along one of the dimensions and a 0 when it is not.

Table 5, Panel A presents the components of this index and the index itself for Poland and
the Czech Republic, based on the information contained in their first post-reform commercial
codes. Neither country allows proxy-by-mail (score zero), each requires that shares be blocked
before the annual meeting of sharcholders (score zero), and neither gives shareholders a
preemptive right to new share issues (score zero). They each require 10% of the votes to call an
extraordinary shareholder meeting (score 1), and each provide the minority shareholders with
some opportunities to protest certain majority decisions (score 1). The two laws differ in one
important dimension using this classification: the Polish law allows a significant (20% and in some
cases less) minority shareholder to elect a director, whereas under the Czech law, 51% of the
votes are enough to appoint all directors. Overall, Poland ends up with a score of 3 out of 6 on
anti-director rights, and the Czech Republic with a score of 2.

To put these scores in perspective, the highest actual shareholder rights score in the LLSV
(1998) sample of 49 countries is 5. Several common law countries, such as the U.S., the U.K,
and Canada receive this score. Belgium is the lowest in the sample, with a score of 0, but several
countries including Italy, Jordan, Mexico and Germany get a score of 1. The average in the
sample is 3. Thus Poland is in the middle in the world in protecting sharcholder rights through
the company law, while the Czech Republic is below the middle. In the LLSV (1998) data, there
is no association between a country’s level of economic development and its anti-director rights
score, but a strong association between the score and the size of the stock market.

An examination of some of the additional rules in the commercial codes, not studied by
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LLSV (1998), points to other instances of somewhat greater protection of minority shareholders
by the Polish code. Table 5, Panel B presents some of the comparisons. The main difference is
that Poland gives important rights to significant minority shareholders {those with either 20% of
the votes or 20% of share capital). In Poland, but not in the Czech Republic, this group can
demand the appointment of an additional board of auditors, and not just a seat on the supervisory
board. This group can also check the list of attendance at the general shareholders’ meeting,
making sure that the management is not manipulating the total number of the available votes.
Both countries generally require supermajorities for important decisions, such as the change in the
objectives of the company. Poland grants a shorter term in office to directors (3 years) than does
the Czech Republic (5 years). In one interesting regard, the Czech law is more protective of
minority shareholders. Article 185 of the Czech 1992 Commercial Code requires that a quorum
of 30% of the total possible votes be present at a general meeting of shareholders. The Polish
Commercial Code does not set any such quorum (Article 401).

In summary, Poland’s company law is somewhat more protective of minority shareholders
than is the Czech law. The oppressed minority mechanisms have played some role in stopping
investor expropriation in both countries, largely because a company cannot expand its capital
while a complaint from minority shareholders is being litigated. This restriction has given large
minority shareholders in some disputed situations in both countries some power. The ability of a
significant minority shareholder in Poland to elect a director has apparently also proved useful to
some large domestic and foreign investors, who have put their candidates on the boards. At the
same time, the exercise of some of these minority rights, such as the oppressed minority

mechanism, relies on the judicial system which is not particularly effective in either country.
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Although, as we show below, company laws have played some role in protecting minorities from
expropriation, in Poland they have done so largely in conjunction with an elaborate system of

securities regulation.

IV. Securities Law and Regulation.

The Polish “Law of Public Trading in Securities and Trust Funds” was adopted on March
22, 1991 and became effective in early April 1991. The Czech “Securities Act” was adopted in
1992, and became effective on January 1, 1993. Although the passage of the Act in the Czech
Republic occurred after privatization had started, financial institutions, such as Investment
Privatization Funds (IPFs), apparently did not lobby for or against the Act. In fact, the Czech
rules were established before privatization started and before the IPFs existed, and only codified
later. The rules are a product of the government’s economic philosophy, not lobbying.

We analyze securities law and regulation in two steps. First, we show that there are
significant differences in the institutions of securities regulation in the two countries. In
particular, similar to the U.S. model established in the 1930s, much of securities regulation in
Poland takes place through tight administrative regulation of intermediaries operating in the
securities markets. The Czech regulation of such intermediaries is less stringent. Second, we
show that the Polish regulation of the issuers themselves is more extensive as well. In the area of
securities regulation, the two countries appear to be very far apart.

The idea of focusing the regulation of securities markets on intermediaries is sometimes
credited to James Landis, a contributor to the 1933 and 1934 Securities Acts in the United States

(Landis 1938, McCraw 1984). Landis reasoned that the U.S. Securities Commission could
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monitor neither the compliance with disclosure, reporting and other rules by all listed firms, nor
the trading practices of all market participants. Rather, the Commission would regulate
intermediaries, such as the brokers, the accounting firms, the investment advisors, etc., placing on
them the burden of assuring compliance with regulatory requirements by the issuers and the
traders. Moreover, by maintaining substantial power over the intermediaries through its
administrative relationships, including the power to issue and revoke licenses, the Commission
could force them to monitor market participants.

From this perspective on regulation, an examination of securities laws in Poland and the
Czech Republic reveals profound differences. To begin, the two laws differ in the identity of the
government body supervising securities markets. In Poland, it was an independent Securities
Commission. In the Czech Republic, such a commission was not established initially, and markets
were supervised by the Capital Markets Supervisors Office of the Ministry of Finance. The
Ministry of Finance during this period was first under Klaus, and later, when he became Prime
Minister, remained indifferent to regulating securities markets. Both supervisory bodies received
the power to generate various regulations, to issue and revoke some licenses, and to impose fines
for violations of security laws and regulations, but had to refer criminal cases to the public
prosecutor, Although the criminal channel was available to both regulators, it has been
unimportant in both countries, largely because of the relative ineffectiveness of courts in complex
commercial matters. For instance, although the Polish authorities have referred a large number of
insider trading cases to courts, there have only been a few convictions in this area.

Table 6 compares the two laws from the perspective of the regulation of financial

intermediaries. In the regulation of individual brokers, Poland has instituted relatively elaborate
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licensing requirements, accompanied by tests. Brokers were supposed to engage in “honest
trading™ as interpreted by the Commission, and could lose their license. The Czech Republic had
much more pro forma licensing of brokers, with easy exams, no warning concerning “honest
trading” and evidently no real power of the Commission to revoke licenses. The Polish
Commission used the broad “honest trading” requirement, and its own power to interpret it, to
discourage brokers’ practices that might not have served the interests of clients.

Brokerage firms were also licensed in both countries, yet they faced considerably stiffer
regulations in Poland. For example, the regulator received the right to access and inspect the
books of brokerage firms, and these firms had to disclose their ownership structure, stay away
from trading in the securities issued by a parent or a subsidiary company, and retain organizational
and financial separateness from banks that owned some of them. These regulations did not exist
in the Czech Republic. Tt is clear that the Czech Republic adopted a very hands-off stance toward
brokers and brokerage firms, while Poland did not.

The Czech Securities law contained no regulation of investment advisors; the Polish law
contained substantial regulations, including licencing. The Polish law restricted trading to take
place on a stock exchange, and regulated these exchanges to ensure some transparency in trading.
The Czech law did not include such regulations. The Polish law contained detailed regulations of
mutual funds, and in fact for several years the entry into this activity was severely limited. The
Czech law took a much more lenient approach again. Finally, the Polish law contained stringent
regulations of custodian banks, which are an important checkpoint for changes in ownership that
might facilitate tunnelling. The Czech law again was less restrictive.

Perhaps most importantly, the Polish Securities law, to a much greater extent than the
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Czech law, had established administrative procedures, whereby the securities market regulator
could discipline the intermediaries without recourse to the judicial system. The intermediaries
could then appeal the decisions of the regulator to courts with administrative jurisdiction, but then
they, rather than the regulator, had to face the delays and the inefficiency of the judicial system.
Fortunately, in neither country is the judiciary corrupt, and hence the regulators had relatively
little fear of their lawful decisions being overturned. In its focus on the administrative oversight
of intermediaries, the Polish law corresponds closely to the U.S. regulations, which also stress the
administrative powers of the Securities Commission.

Table 7 compares the two original laws from the perspective of the regulation of security
issuers. Perhaps the most interesting difference between the two laws is in the amount of
disclosure they require. In Poland the introduction of securities to public trading requires both a
permission of the regulator and a prospectus, neither of which is required in the Czech Republic.
The Polish law requires monthly, quarterly, semi-annual, and annual reporting of financial
information; the Czech law only the annual results. The Polish law requires disclosure of all
material information; the Czech law only that of significant adverse developments.

Financial results are one area where disclosure may be important; ownership structure is
another. The Polish law requires disclosure of substantial minority shareholdings; the Czech law
does not. Indeed, under the original Polish law, a sharcholder crossing 10, 20, 33, 50, 66 and 75
percent ownership stakes must publicly disclose his ownership. The lack of disclosure of minority
shareholdings has been widely viewed as a problem in several West European countries, since it
enables anonymous large shareholders to collude with management and expropriate minority

shareholders (European Corporate Governance Network 1997). Finally, the original Polish law
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also requires a mandatory bid for the remaining shares when a 50% ownership threshold is
reached; the Czech law does not. Such mandatory bids, combined with disclosure of ownership,
are intended to prevent the expropriation of minority shareholders in tender offers, since they
make an acquirer buy out minority shareholders when he gains control.

In summary, this analysis makes clear that Poland chose to regulate its securities markets
much more stringently than the Czech Republic. Poland stressed administrative control of
financial intermediaries through licensing, the delineation of their duties to customers, and

disclosure by the issuers. In the next section, we examine whether these differences mattered.

V. Qutcomes.
Qualitative Assessments

Stable prices, rapid privatization, and openness to the West combined to generate
extremely favorable initial assessments of the Czech economic reforms. By 1996, however, there
was mounting evidence of systematic expropriation of minority shareholders by IPFs and
company insiders colluding with them. Coffee (1996}, who first presented his paper in 1994,
drew attention to such expropriation -- which came to be known as tunnellng. In a typical
scheme, the managers of an IPF holding a large stake in a privatized company would agrec with
the managers of this company to create a new (possibly off-shore) entity, which they would jointly
control. The IPF might then sell its shares in the company to this entity at below market price,
thereby expropriating the shareholders of the IPF. The company could also sell some of its assets
or its output to the new entity, again at below fair value, thereby expropriating its own minority

shareholders. These arrangements between corporate managers and their large shareholders
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(IPFs) enriched them at the expense of minority investors in both the firms and the IPFs (see
Coffee 1996, 1998 for a discussion of tunnelling in the Czech Republic).

The laxity of the securities law accommodated tunnelling. First, since transactions did not
need to take place on an exchange, large blocks of shares could change hands off the exchange at
less than the prevailing market price. Even on an exchange, there was no guarantee of price
uniformity. Moreover, brokers and brokerage firms had no restrictions on facilitating such
transactions, nor did the custodian banks have any regulatory duty to stop them. Second, since
there was no requirement of ownership disclosure, the acquirers of large blocks could remain
secret. Third, without a mandatory bid, these acquirers had no obligation to buy out the
remaining minority shareholders. Fourth, the IPFs appear to have been under no restrictions in
pursuing such transactions, since their management did not owe any clearly regulated duty to their
investors let alone to the minority shareholders of the companies they tunnelled. Fifth, there was
no reason to disclose any financial transactions between the new owner of shares and the
company, since such transactions were generally allowed and did not need to be disclosed except
perhaps in the annual report several months later. Finally, the minority shareholders had virtually
no legal recourse in stopping such expropriation except in a very few cases when the oppressed
minority mechanism came into play, and even substantial minority shareholders could not elect
their own directors to represent their interests.

During the mid 1990s, the heyday of tunnelling in the Czech Republic, the regulators did
very little to stop it. Part of the problem may have been a lack of interest. But equally important,
most tunnelling was probably legal under the existing Czech law.

By 1996, it became widely believed that something had gone wrong with the regulation of
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the Czech financial markets. In March 1996 the Central European Economic Review, a
publication of the Wall Street Journal, surveyed assorted brokerages and fund managers on
corporate governance in four transition economies. The results are presented in Table 8. The
survey asked respondents to comment on the disclosure of large shareholdings, transparency of
markets, quality of reporting, protection of small sharecholders, and insider trading. The Polish
market came out as the best of the four, followed by the Hungarian market. The Czech market
came third, ahead of the Russian market, which received the lowest score on every dimension.
The Polish market outscored the Czech market on every dimension, with large spreads on the
disclosure of ownership and transparency. Consistent with this general assessment, the
International Federation of Stock Exchanges admitted the Warsaw Exchange as a full member as
early as 1994 on the grounds that the regulation of securities markets met its standards. As of this
writing, the Prague Stock Exchange still had not been admitted even as an associate member.

An examination of financial scandals in Poland suggests that they are typically less
egregious than those in the Czech Republic, and often invite an aggressive regulatory response.
Perhaps the best known Polish scandal involves a failure of a large conglomerate, Elektrim, to
reveal in a prospectus an existing agreement to sell some shares in a valuable subsidiary to a third
party at below market price (allegedly as a payment for services). When the existence of the
agreement came to light, Elektrim’s shareholders complained, and the Securities Commission
quickly referred the case, which is still underway, to a public prosecutor. The top manager of
Elektrim was forced to step down. The Elektrim case illustrates the crucial interaction between
the corporate and securities law in the enforcement of investor rights. The failure by the company

to disclose possibly material information in a prospectus was the source of the Commission’s
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investigation under the securities law. This failed disclosure also brought about an effort by the
outside shareholders to change the board of directors using the commercial code, which ultimately
brought down the CEQ. This pattern of interplay between the securities law and the company law
appears in other countries as well: the securities law forces disclosure, which in turn invites
shareholder activism using the provisions of company law.

The Polish regulator has also been aggressive in its administrative oversight of the
intermediaries. In 1994, Bank Slaski, one of the largest Polish banks which owned the largest
broker at the time, was privatized. In response to the evidence that the brokerage arm of the bank
favored the insiders in allocating shares in privatization, the regulators took away its brokerage
license. This was done even against opposition from the Ministry of Finance.

The available evidence shows that the Polish regulators relied on the actual legal rules to
protect investors; it was not just their ideology that made a difference. In the cases we examined,
they relied on specific rules to promote disclosure and investor rights that did not exist in the
Czech law. A comparison with Russia may illustrate this issue as well. In the mid 1990s, Russia
had a very aggressive securities regulator, who made daring efforts to protect minority
shareholders. Yet the Russian regulator had few enforcement powers of his own, and the courts
refused to back him up. As a consequence, investor protection in Russia was extremely weak --
and the tunnelling overwhelming -- despite the best intentions of the regulator.

These qualitative assessments are broadly consistent with the message of the legal rules:
the Polish regulations are more stringent than those in the Czech Republic. This message
confirms the usefulness of examining statutes as a way of assessing the regulatory stance. The

next question is whether this matters for actual market performance.
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Quantitative Assessments

Table 9 presents some basic indicators of stock market development in Poland and the
Czech Republic. In terms of market capitalization, the Czech market in 1994 was twice as large
as the Polish market, thanks to the more than 1,500 firms listed on the Prague stock exchange as a
result of privatization. Since the Polish economy is significantly larger than the Czech economy,
the Czech market in 1994 was five times larger than the Polish market as a share of GDP. Over
the following five years, the Polish market shows substantial growth, increasing almost seven-fold
in valuation by 1998. The Czech market valuation increases until 1996, but then falls and the
market ends up at roughly double its 1994 value. Over this period, the Polish market rises to
14.1% of GDP, although the Czech market capitalization remains a larger share of GDP, at
24.2%.

Table 10 presents statistics on the number of listed companies in Poland and the Czech
Republic. Panel A looks at the total number of listed companies in the two countries. It
separates the Czech companies into those trading on the main market (most liquid), those trading
on the secondary market (with more limited disclosure and occasional trading), and those listed
on the free market (with hardly any disclosure and infrequent trading). The listed Polish
companies are separated into those trading on the main market and those trading on the parallel
(again, less liquid) market. Table 10 shows that the vast majority of Czech companies barely
trade, and that most of the firms trading on the free market were delisted by the late 1990s. The
number of firms on the main market, having risen to 62 in 1995, fell all the way down to 10 by
1998, with most of the firms being transferred to the less liquid secondary market. By 1998, most

listed Czech firms emerging from privatization had been either delisted or transferred to an
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exchange with only limited liquidity. In contrast, despite a much lower initial level, the number of
listed Polish firms has risen steadily over time, and hardly any firms have been transferred to the
parallel market. If the number of actively trading securities is a measure of success, then the
Polish market has significantly outperformed the Czech market over this period.

Panel B of Table 10 and Figure 1 report the number of Czech and Polish stocks over time
included in the IFC Investable Index compiled by World Bank’s International Finance
Corporation, a maker of standard emerging market indices. The [FC Investable Index generally
includes only the stocks liquid enough that foreign investors can “practically” take positions in
them. This Index for Poland starts out with 9 stocks in 1992 and rises to 34 stocks in 1998. In
the Czech Republic, the Index includes 5 stocks in 1993 and only 13 in 1998. Perhaps most
interestingly, almost all of these 13 stocks are either government or foreign controlled.
Furthermore, as Figure 2 shows, the value of the [FC Investable Index in Poland, having started
below that in the Czech Republic, has by the end of 1998 far surpassed it.

Perhaps the most significant indicator of success of a financial market is how effectively it
enables firms to raise capital. Table 11 presents data on the number of initial public offerings (for
cash as opposed to vouchers) in the Czech Republic and Poland. It also distinguishes between
offerings of shares in privatizing companies coming into public ownership through flotation, and
offerings by new private companies -- the latter being perhaps a more effective indicator of a
market’s effectiveness. Between 1991-1998, no Czech company sold equity for cash as part of

initial privatization, whereas 50 Polish companies did.” This is not surprising, since the Czech

°A foreign controlled mobile phone company, Ceske Radiokomunikce, raised $134 m in
1998 by issuing Global Depositary Receipts in London.
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Republic has followed a non-cash privatization strategy. At the same time, the data show that no
private Czech company has done an IPO on the Prague exchange. By comparison, 136 non-
privatizing companies had gone public on the Warsaw exchange. This is perhaps the strongest
evidence of the differential effectiveness of the two markets.

What about the total amount of capital raised on the stock exchange, by both already
listed and newly admitted companies? Table 12 presents the data since 1996. These numbers are
more difficult to interpret since there have been several rights offerings in the Czech Republic, for
which data are not available. The data again show that no new or already listed Czech company
raised equity funds on the exchange through a public offering. In contrast, the Polish data show
rapidly growing equity financing by both new and already listed firms. In 1998, over US §1
billion of new equity funds was raised on the Warsaw exchange.

This evidence is consistent with both the reading of the laws and the qualitative
assessments. The regulated Polish stock market has grown faster, has maintained greater
liquidity, and has been a better source of capital for firms than the less regulated Czech market.

By 1996 and especially 1997, the Czech stock market had become severely criticized by
domestic and foreign investors, as well as the Czech legislature. The initial government response
to this criticism was hostile, yet slowly the government introduced a number of measures
protecting minority shareholders. Table 13 summarizes some of these measures, which included
disclosure of blockholdings, greater regulation (through disclosure and otherwise) of investment
funds, some separation of investment and commercial banking, and the creation of a new

Securities Commission to regulate financial markets.
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V1. Discussion.

The quantitative and the qualitative evidence both point to significant problems in the
Czech financial system. Still, we only have one comparison, and our analysis of even this case is
subject to alternative interpretations. Here we discuss some of these interpretations.

To begin, our assessment of the Czech situation may be unduly harsh. The performance
of the Czech economy during the 1990s has overall been good, and nearly all the international
agencies have given the country’s transition high marks. Is the stock market such a big deal?
Perhaps the Czech firms raised capital elsewhere.

Although we do not have direct evidence that the lack of access to equity finance has
severely undermined investment by Czech firms, there is no evidence of effective substitute
sources of external finance. The Czech banks have lent predominantly to the largest firms, and
have themselves been subject to significant governance problems and tunnelling, as evidenced by
their huge non-performing loans. If anything, the banking problems exacerbated rather than cured
the lack of equity finance. Similarly, the venture capital industry is much more developed in
Poland than in the Czech Republic.

If the growth of industrial production is some indication of real performance of the two
countries’ corporate sectors, the evidence strongly favors Poland. The index of industrial
production in the Czech Republic has fallen from 113.3 in 1991 to 109.7 in 1998. Over the same
period, it rose from 73.6 to 127.4 in Poland. Interestingly, much of the growth of industrial
production in Poland came from new firms, which often rely on external equity finance., Along
similar lines, the available evidence from other countries suggests that stock market development

is associated with faster economic growth and better resource allocation (Levine and Zervos
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1998, Beck, Levine, Loayza 2000, Wurgler 2000).

A second concern holds that the Czechs may have only followed a different strategy of
stock market development: float all the companies you can through privatization, and then see
which ones survive market selection. Even if this strategy results in massive delisting of shares
and investor losses in many firms, the fittest survive. Such Darwinian arguments were made by
the Czech reformers in the early 1990s. Consistent with this more positive assessment, the Czech
market still has more listed companies than Poland’s, and their aggregate value is still higher as a
share of GDP. Is this approach to market development obviously inferior?

We believe that it is. In the 1990s, the Czech market saw not some Darwinian selection of
the fittest firms, but rather tunnelling — the theft (both legal and illegal) of assets from both good
and bad firms. The survival of the firms which have best withstood theft is not an efficient
mechanism of economic selection, In fact, the most efficient firms might be the most attractive
targets for tunnelling, making them the least rather than the most likely to survive. Such
tunnelling is not what was expected either by the Czech reformers or the investors in the Czech
firms. Moreover, the cost of tunnelling has been the inability of both new and existing firms to
raise equity capital, which is perhaps the market’s main function. It is hard to consider this
outcome a success even if the government had expected Darwinian selection.

Even if one agrees that the Czech stock market has not functioned admirably, one can still
object to our inference that the lack of regulation is to blame. There are many other potential
culprits. The Czech economy has in fact grown slower than the Polish economy, which may
account for some of the delistings and a lack of equity issues. As importantly, the Czech

government used the stock market primarily as a way to list privatized firms, many of which were
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expected to fail. The poor performance of the market may be a consequence of the errors in the
privatization program rather than of the lack of regulation. One such error might be the creation
of Investment Privatization Funds, which were instrumental to much of the tunnelling. With all
these other problems, why blame the lack of regulation?

The lack of growth argument is unpersuasive. After an initial decline in the early 1990s,
the Czech economy in fact grew in mid 1990s, although not as fast as the Polish economy. The
privatized firms needed capital. The demand for funds was not lacking, but the stock market was
not used to meet this demand.

Blaming privatization for the lack of stock market development is also peculiar. If
anything, privatization jump started the Czech stock market and, had tunnelling been controlled,
this market might have been more vibrant. Privatization in the Czech Republic has generally been
successful, with privatized companies outperforming the firms remaining in government hands
(Claessens 1997, Claessens and Djankov 1999, Frydman et al. 1999). In this respect, the Czech
Republic is similar to other countries in the world, where privatization has been a great success
(Megginson et al. 1998). Yet in the Czech Republic, as elsewhere, the privatized firms needed
external funds to restructure, and would have presumably used the stock market if the terms were
attractive. The lack of any such activity suggests that investors were not willing to fund firms in
the existing environment, pointing to the deficiencies in investor protection. More broadly,
blaming the poor development of the market on privatization rather than the lack of investor
protection contradicts a large body of research from around the world, which shows that poor
investor protection -- and not private ownership -- is responsible for the expropriation of investors

that undermines markets (La Porta et al. 1997, 1998, 2000). If this evidence bears on the Czech
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situation, it puts the blame squarely on the lack of legal protection of investors.

Finally, blaming Investment Privatization Funds just points to another failure of securities
regulation in the Czech Republic; Poland’s tighter regulation of the intermediaries seems to have
worked better. This assighment of responsibility is also not quite legitimate since at least some of
the tunnelling in the Czech Republic took place without the help of the funds.

Assuming that the regulation of financial markets was indeed inadequate in the Czech
Republic, and that this inadequacy had some costs, why hasn’t the system adapted in other ways
to this regulatory failure? Several such adaptations come to mind. Perhaps private associations
of market participants could have been created to enforce good conduct among members.
Perhaps the Czech companies could opt into more protective legal regimes, including those
abroad, thereby committing themselves to good conduct and accessing external finance.
Relatedly, perhaps the Czech companies could individualize their corporate charters and
incorporate good standards of conduct into these charters: in principle, a Czech company could
agree to adhere to the Polish law in its charter. Finally, why didn’t the Czechs reform their
judiciary and thereby avoid the need for regulation altogether?

An examination of the Czech record, as well as the experiences of other countries, points
to problems with each of these adaptation strategies. First, the Czech investment funds have
indeed formed associations, but some of their powerful members were themselves engaged in
tunnelling and opposed strong self-regulation. As a consequence, these associations were not a
strong force against tunnelling in the mid 1990s. The brokers in the Czech Republic, perhaps for
related reasons, were unable to form an effective association. Second, some of the companies

from the first wave of the Czech privatization have indeed listed shares in Vienna and Berlin, but
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none raised capital there. They listed for the convenience of foreign traders, and the listing had no
consequences for corporate governance since the underlying corporate and securities law
remained Czech. Third, non-standard corporate charters need to be enforced by courts, whose
limitations we have already discussed. [f rules from Poland are incorporated into a charter of a
Czech firm, the Czech courts still need to interpret the Polish statutes, which even the Polish
courts have trouble doing. In a world of limited judicial enforcement, customized charters are
hardly a solution to the corporate governance problem.

The argument, then, boils down to the possibility of radical improvement of the courts.
But in reality, transition economies still have a long way to go before their judiciaries achieve the
efficiency levels of those in rich industrialized countries. In the meantime, regulation -- at least in
principle -- can serve as a substitute for the enforcement of private contracts. This conclusion is
broadly in harmony with Coase’s own reasoning, and in particular with his observation that

regulation may be in some cases be efficient when transaction costs are not zero.

VII. Conclusion.

Based on our analysis of the “natural experiment” of financial regulation in two countries,
we can tentatively draw two conclusions. A narrower conclusion deals with the content of the
prudential regulation of securities markets. Recent research argues that one potentially fruitful
focus of such regulation is the legal protection of outside investors -- both shareholders and
creditors -- from expropriation by security issuers and financial intermediaries. This indeed has
been the focus of the Polish financial regulations in terms of their emphasis on disclosure and the

oversight of the intermediaries. While far from decisive, this evidence represents yet another
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independent piece of information that investor protection is an important element of corporate
governance, and a potentially fruitful area of its reform.

Our broader conclusion is that the conditions under which the regulations of a particular
market are undertaken matter a great deal for what the effect of these regulations is likely to be.
Many regulations are undertaken in situations in which market participants have significant
opportunities to get around the potential inefficiencies on their own, as Coase (1960) maintained.
Still more regulations are shaped by industry incumbents and have the effect of raising their profits
rather than social efficiency, as indicated by Stigler (1971). Yet important circumstances arise
where contracts do not get around the inefficiencies. In economies with developing judicial
systems, private contracting opportunities may be severely limited, and the cost of regulatory
enforcement may be lower than that of judicial enforcement. Regulation may then be a more
efficient way to protect property rights. Moreover, in some economies, interest groups are not
sufficiently organized, and the policy makers have enough independence and interest in public
welfare (to get voting support, presumably) that they can pursue prudential regulations. These
occasions present the best case for regulatory intervention, particularly in markets -- such as the
securities market -- where substantial inefficiencies can obtain. The Polish regulation of
securities markets presents one example of such evidently beneficial regulation taking place
precisely under the circumstances which Coase would predict.

Perhaps the most interesting question about these episodes is how the Polish regulators
could remain powerful, yet fail to become overbearing, corrupt or captured by the industry. Some
casual evidence suggests that other regulatory agencies in Poland did not escape these more

conventional fates. One possible reason is that the regulatory framework for capital markets in
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Poland was established before the industry was developed enough to capture the regulator.
Another possible reason is that the Polish democracy included sufficient checks and balances. Of
course, we have only seen the first decade of the Polish financial regulation. Its longer run

evolution remains to be observed.

35



References

Balcerowicz, Leszek, 1995, Socialism, Capitalism, Transformation, Budapest: Central European

University Press.
Beck, Thorsten, Ross Levine, and Norman Loayza, 2000, “Finance and the Sources of Growth,”

Journal of Financial Economics, forthcoming.

Claessens, Stijn, 1997, “Corporate Governance and Equity Prices: Evidence from the Czech and

Slovak Republics,” Journal of Finance, 51:1641-38.
Claessens, Stijn and Simeon Djankov, 1999, “ Ownership Concentration and Corporate

Performance in the Czech Republic, Journal of Comparative Economics, forthcoming,

Coase, Ronald, 1960, “The Problem of Social Cost,” Journal of Law and Economics, 3:1-44,

reprinted in Coase, 1988.

Coase, Ronald, 1988, The Firm, the Market, and the Law, Chicago: Univ. of Chicago Press.

Coffee, John C, Jr., 1996, “Institutional Investors in Transitional Economies: Lessons from the

Czech Experience.” In Corporate Governance in Central Europe and Russia.

Volume 1. Frydman, Roman Gray, Cheryl W. Rapaczynski, Andrzej, eds., Budapest:

Central European University Press; distributed by Oxford University Press, New York.
Coffee, John C. Jr., 1998, “Inventing a Corporate Monitor for Transitional Economies: The

Uncertain Lessons from Czech and Polish Experiences.” In Klaus Hopt et al. eds.

Comparative Corporate Governance: The State of Emerging Research, Oxford: Clarendon

Press.
Coffee, John C. Jr., 1999, “The Future as History: The Prospects for Global Convergence in

Corporate Governance and its Implications,” Northwestern Law Review, 93:631-707.

36



De Melo, Martha, Cevdet Denizer and Alan Gelb, 1996, “From Plan to Market: Patterns of
Transition.” Background paper for the 1996 World Development Report.

Easterbrook, Frank and Daniel Fischel, 1991. The Economic Structure of Corporate Law,

Cambridge, MA: Harvard University Press.

European Bank for Reconstruction and Development, 1995, Transition Report, London: EBRD.

European Bank for Reconstruction and Development, 1996, Transition Report, London: EBRD.

European Bank for Reconstruction and Development, 1997, Transition Report, London: EBRD.

European Corporate Governance Network, 1997, The Separation of Ownership and Control: A

Survey of 7 European Countries Preliminary Report to the European Commission.

Volumes 1-4. Brussels: European Corporate Governance Network.
Frydman, Roman, et al., 1999, “ When Does Privatization Work? The Impact of Private

Ownership on Corporate Performance in the Transition Economies,” Quarterly Journal of

Economics, forthcoming.
Glaeser, Edward, and Andrei Shleifer, 1999, “Incentives for Enforcement,” Harvard University
manuscript, in preparation.
Gray, Cheryl W. et al., 1993, “Evolving Legal Frameworks for Private Sector Development in
Central and Eastern Europe,” World Bank Discussion Paper #209.

Gwartney, James and Robert Lawson, 1997, Economic Freedom of the World 1997. Vancouver,

CA: Fraser Institute.

IMD, 1999, World Competitiveness Yearbook, Lausanne, Switzerland.

Johnson, Bryan T. and Thomas P. Sheehy, 1995, The Index of Economic Freedom, Washington,

D.C. : The Heritage Foundation.

37



Johnson, Simon, 1999, “Do Legal Rules Matter? Evidence from Germany’s Neuer Markt,” MIT
Manuscript.
Johnson, Simon, Peter Boone, Alasdair Breach, and Eric Friedman, 2000, “Corporate

Governance in the Asian Financial Crisis,” Journal of Financial Economics, forthcoming.

Kaplow, Louis, and Steven Shavell, 1999, “Economic Analysis of Law,” NBER Working Paper
6960, Cambridge, MA: National Bureau of Economic Research.

Klaus, Vaclav, 1997, Renaissance: The Rebirth of Liberty in the Heart of Europe. Washington,

DC: Cato Institute.

Iandis, James M., 1938, The Administrative Process, New Haven, CT: Yale University Press.

La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer, and Robert Vishny, 1997, “Legal

determinants of external finance,” Journal of Finance 52, 1131-1150.

La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer and Robert W. Vishny, 1998, “Law

and Finance,” Journal of Political Economy, 106, 1113-55.

La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer and Robert W. Vishny, 1999,

“The Quality of Government,” Journal of Law, Economics and Organization, 15, 222-

279.
La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer and Robert W. Vishny, 2000.

“Investor Protection: Origins, Consequences, Reform,”Journal of Financial Economics,

forthcoming.
Levine, Ross, and Sara Zervos, 1998, “Stock Markets, Banks, and Economic Growth,” American

Economic Review 88, 537-58.

McCraw, Thomas K., 1984, Prophets of Regulation, Cambridge, MA: Harvard University Press.

38



Megginson, William L., 1998, “From State to Market: A Survey of Empirical Studies on
Privatization,” Manuscript, University of Oklahoma.

Pistor, Katharina, 1995, “Law Meets the Market: Matches and Mismatches in Transition
Economies,” Manuscript.

Pistor, Katharina, 1999, “Law as a Determinant for Equity Market Development: The Experience
of Transition Economies,” Manuscript, Max Planck Institute for Comparative and
International Private Law.

Stigler, George J., 1964, “Public Regulation of the Securities Market,” Journal of Business,

37:117-142.

Stigler, George J., 1971, “The Theory of Economic Regulation,” Bell Journal of Economics and

Management Science, 2:3-21.

Stigler, George J., 1975, “The Economists’ Traditional Theory of the Economic Functions of the

State.” In G. Stigler, The Citizen and the State: Essays on Regulation. Chicago, IL:

University of Chicago Press.
Weiss, Andrew and Georgiy Nikitin, 1999, “Performance of Czech Companies by Ownership
Structure,” Manuscript, Boston University.

World Economic Forum, 1996. World Competitiveness Report, Davos, Switzerland.

Wurgler, Jeffrey, 2000, “Financial Markets and the Allocation of Capital,” Journal of Financial

Economics, forthcoming.

39



01866} S0866L ZL./66L L0/661 Z0/661 60966L YO9B6L L 15661 Q05661 LOG66L B0Y66. E0VE6L OLEGEL SOE66L CL2E6L
. el . Ll . . | L [ — I ; R L O

| YOOISON Y09Z) —4—
| Y0yS ON ‘puUBIOd —8—

Ge

- GE

or

slgnday Y29z9 8y} pue puejod ul Xapu| 9)qeIsaAu] D] Ul $320}S JO JoqUINN
L aanbi4



78661 908661 ZL/661 90/66L TL9661 909661 TILS66L 90G66L CZIv66lL 90V6EL CLE66L 90L66L CL2e6l
I H Il L - I} - H L L L L | - - L ! el L - - - - . " L - L O

| ooot

—— | oooz

000v

" ¢den 19yel U8z ——
~$deD 1e ‘puejod ——

000s

0009

—1 000Z

— — 0008

0006

alqnday Yysezo ey} pue puejod Ul Xapu| 3|qejseAu] 4| ul s)20)s jo uonezijejided 1axeN
Z aunbi4



10J8|NoJeD BoUE)SIp pue dew plom 2Jed X01axX
(WoN-07) 6661 SIo1eoIpu] alidojaaag PHOM SHUBg PHOM ‘G661 Juswdojaaag PUB LORONIISUCIY Joj sjueq uesdoing :82Inog

uewag)

andwa
uenebuny-osny jo ued

Uyouai4 pue UBLLIZSD

eissny W
Aped ‘eissnid ul Ajped ‘asdwa
ueuebunH-onsny w Ajued
:Amuss yyuasbie aje| wod)

(epo2
JIAID pUB |BIDJBWILLIOD JO SISEQ)
uonipes [eba7

AiojsiH 1esmiod

S8l L9¢ SOl 695 Hnpjueld
woJy [eNdes Jo asurisiq
A" 4 jusosad ‘uonendod je30) LI
uonendod jeinynolibe jo aseys
€9 8L aosad ‘6861
‘dao u ainynoube jo aleys
LTLS gb0oe 6861 Ul (SN
G661 Juesuo2) eyded Jad dND

(oqnday

¥eAo|S Ul uoliw ¢°G snid)
uoljjil €01 uolu 8¢ 6861 Ul uoyeindod
algnday Yyoszyd pue|od

suonipuo) [eniu|
L alqel




($0) uonezneaud pue ‘(¢'0) uonezieiag) [eulaxs (g0) uonezIelad) [euldjul jo abeloae pajyblam e si Xapul Aleluwns ay|
SWIII} MaU Jo yimosb LU0 SUOIIOLISaI JO [BAOWSI pUE 10303s ajeAud ay) 0} diysiaumo Jo JsjSUel) Yjoq SuesLl UolezieAld
SpEJ) UO SUOIOLISAI JO [BAOWS) SUBSW UOIBZIelaq|T [euwsaixg

s1043u02 221d Jo [BADWIAL 3L} SUESU UOHEZI[ElaqIT [euiaju|

0661 |e 18 0|8\ 3p :82.n0g

ejep Buissiw sajeoipul eu,
wJojal 9)3|dwos sueaw | {ULIOJB) OU SUBSW O

680
980
280
80
.0
890
¥Zo
pUE|Od

€60
60
60
980
6.0
9L'0
0
yoazo

Xopui Asewiuns jyueg pLUop

=]V]

80
L0

L0

90

S0

€0
puejod

eu

60

60

80

L0

14\

0

yoazn
uolezijeAld

eu

60
60

60

60

60

Ay
puejod

eu

60
60
60
80

0

0
yoazo

uolnjezijesaqi jeulayxy

eu

60
60
60

L0

L0

0
puejod

eu
60
60
60
60
0

0
yoazo

uonezjjesaqi] jewajuy|

G661
r66L
€661
c661
1661
0661

6861
Jeak

puejod pue sngnday ysazs ayj uj swiojas Al4ea Jo Juswssasse s)jueg PUOM 8yl

Z a|qel




(wlogal [Iny) + 0} (Wiojos OU) | WOl SI 8jedS

‘G661 ‘9661 ‘/66| Juswdojaaa pue UoIoNISUoIaY 1oj yueq uesdoing :82:n0s

€ € £ £ £ +£ SUONISUI
[e1ouBUY jueg-UoN
pue 1a)Jep sanunoseg
€ € € € € € uoiezielsqi
g]el 1sala|
pue uuoley Bupued
€ £ € € € £ foljog voniiadwo)
N4 < M 4 «F +7 +P walsAg abueyoxg
ubia104 pue speJ]
€ € € £ £ e uonezielaql| aold
€ £ £ £ € £ Buuniongsal
pUB 3JUBLLBADLD)
b =¥ «F < + +p uonezneald ajeos-jlews
14 € 14 € 14 +£ uonezpeald ajeas-abie
0L 09 Gl 09 SL g9 dao
JO aJeys J0Jo8s SleAlld
G661 ayg3 9661 ayg3 1661 Q4493
666} SJojedipuj uonisuel] 966} S40jBIIpU} UOjISUL] 1661 S10)&0ipuj uonisuel]
ongnday puejod]l ongnday puejod| oijgnday puejod
yosazn yoszn Yooz

ayg3 ays Aq sa191j0d Wiojay 21wouod] Jo uosiedwo)

¢ elqel




{04098 Jseqasaybiy e 0L 0} | Wol S| uondnuod pue omalwres} |ebaj ‘'sprenbajes |ebsime; Jo a|nd Joj 9|es
‘(Wojal inf} § 0} (LLUOJS. OU) | WOJ S| SS3UBANIAYS 1263 pue SS3USNISUXE 1eBs| Joj aleag

{(319e1 W pSILIIpUL $8NSS]) adoINT [BLINOT J22.S JIEAR 2U) JO Juawaiddns & ‘MalAay Jiuoued] ueadoing |enusd
G661 ‘9661 ‘L661 Juawdojara pue LONONSUOISY Jof jueg ueadoJn3 :@oIn0g

eu eu
'8 g6
eu eu

Ge61L Aernugey

98 98

16 1'6
9661 Alenuer-5661 48queeq

eu ey

88 [
2661 fienuer-966/ Jaquiassg

6! A
18 8
9661 AlBNUer-/661 J2GWedsy
Aanins Y330 Sram|

uondruiod
yomawel eban
spienbajes [efiamen jo sjny

(Jayaq sueaw 21098 Jaybin) jewinor o84S [fem

g |sued

14 4 4 4 14 ¥ lesonQ
eu eu R € v +t SME| JO SSaUBAISHT
eu ey v ¥ ¥ v SME| JO SSaUANSURIXT

566/ Si0MePU} UOISURLL [2BO] GHET

9661 sIojeajpuy uopisuel| jeba7 gyg3

2661 s:0jeaipu; uoisues) jebe qygs

{Uwosa) 2JOW SUeal a109s Jaybiy)

aljgndey yoszd puejod

allqnday uoaz) pue|od

Nghday Yoazy puetod|

agnday Yyoez) puejod

Y |Pued

JuswuoliAug [eBeT i ajgqel




2p07) [ENIAWWOY UdazZY ‘8pod [BIZIBWWOD) YSI|Od :@Xnog

€ AST ui se palgInojes
xepul ,SIUbid J0j03.a-Iuy,,
(002"Wy) s1%10Mm Q0§
yses| eyl sasho/dwa o} laquiaw pJeoq B 1098 ued
ob sjeas Jo g/l "sicloaIp 1eudes aleys sy Jo 8407
oy} e yiodde o) ybnous 1SE8| B YIM SIap|oyaieys
SI 89J0A U} 40 %LG JO uojewIquWoo e
00¢ pue 9g| S9OIY ON I 6.€ 2oy SIA Bunon aageINWNY
181 Sy %04 3 ¥6¢ ey %01 Bueal jeseuab Aleupioelxs)
|ED O} PapasuU $8j0n JO JUadIad
((ZHoz aemy) oN o ME| oN sanssi mau o} Jubu
UOHBIDOSSY JO SOPRINY Ysi|od Ul pauoijuall JoN eaandwsaaid saey siepjoyaieys
Aq papnpoxa aq uep
Alquasse |eiousb SaA L Ly pUe gOP S92y SOA wsiueyosw Auout pessaiddo
Jo uoispap jsejoud uen
(Bunesiu JO peaye 3aam auo) (Bunaaw Jo peaye 3aam auo)
SaA 0 66¢€ 2Py SBA siapjoyaleys jo Bulssw
|esauab a10}8q Pey20|q SaJeys
g S0y ON 0 (pamoyj|e s1 uosiad ON lrew-~g-Axold
ur Axoud) oF BpPHY
0SS AST] uauwo)) ysezo 24098 AST uswwod pue|od
Y |dued

$8p0D [EI018WW0D way s)ybu saploydeys
SUBISUBLWIP ASTT JO uosLedwe)

5 2|qe)




581 82y %08 LOP 9ISHY SUON jussaid
ag 0} papsau $ajoA JO Wrnong
(s3uB1 Bunoa Inotm Aigissod)
651 3|2y SBA 1G€ Iy SN pamo||e seleys aaualdjald
961 Pue G§| 80Uy SBA StE eoIpy SSA pamolje saleys Jaieag
PGl B2y sieah g | g€ PUB 99¢ 321y sledh ¢ {pseoq juswebeuew)
SI0JSIIP JO pIEOq JO WIS |
suciasal
BLE-CLIVETETENs Blyle THTY
8)OA BUO SBY BJBYS YJES
181 By saA 60F 91y SBA Auedwoo
10 spsiqo Jo uoneosse
10 sajoipe abueyo o}
pPepasu JSED SBJ0A JO A|QUIDSSE
|esaush jo Auolew spaiy omy
ME| Y2822 Ul pSUORUIW JON oN 68E ey S9A Aueduwloo jo uonjessibal jo
sleak om) ulypm (jeydes areys
10 G/ Jaro) saseyoind afle| 104
popaau Jsed sajoA Jo Alquissse
jesauab Jo Auolew spgy oMy
GQl Sy ON oV BRIy SIA souepuaye Jo 15H
ay} ¥oayo ued Bunssw jeiausb
1e pejuasaidal lendes aseys
10 %01 Yim s1apjoyaleys
uoijejuasaldal aneY UED SII0A Ay} JO %0T 1588 Je UM siapjoyaleys Jo
uoljewgos e jey) Buisajue.ient 'sdnoub Aq pejosje aq os|e ued pJeoq Sl
ME| L|D9Z7) LI pauouaW 10N ON (€)22€ 8wy SOA sJoypne
10 pieoq jeucyippe Ue puewsp
UBD SBJBYS JO UNY SUO 1SEs)|
e Buijuasaldal siep|oysreys
00Z PUB 1§ SS|DIHY S9A 99E puUe //E S8Ry SaA Bugoauw
siapjoysreys Ag pajosie
yjoq pleoq uawabeuew
pue pJeoq Aosiusdng
slapjoyaseys abie| Jap|joya.eys Jad $310A U0 spu
Smm_‘. QUMH% “Nw__nﬂww._m“w 10 §3J0A JWI| UBD {$OF WY ou pue (saleys Aleulpio 10))
ON ON L2J0A aUO-aIBYS BUQ,,
s1aployaleys
jo sybry LEE:L
2lgnday yoszo pueed ]

d |eued



wadsad gg 0} | Woy)
sebuel 3 ‘Buesw S1ap|oyareys AIBUIPIOBXS UB 1o} (|80 0} Japioyaleys e safliue jey) [eydes aeys jo diysiaumo jo abejusolad wnwiuiw sy

‘@sIMIBL)0 092 s|ENbS '9J0A SISpIRYaleYS B AQ AJUO paaiem
aq ued B SIL) PUB 003s JO SBNssI mau Ang o) Apunpoddo 151y 94) SIBPIOYAIRYS SIUBIE 2POD [BIZIAWILLOD 10 ME| AUBUIOD S U3YM BUO sjenb3

‘g8 10 |eNdeD a/eys Jo Weolad 0] UMO OUM SIBP|OYBIEYS BSOY) SE Paulep afe SIap|joyaleys AlLouii

‘8sIMIBI0 0J8zZ sjenba ajgeliea a4 "uonelodioow Jo ssjoe auy) Ul safiueys pue 'suoiisodsip jasse 'sieblaw se yons ‘sabueyo |ejuawepuny
utelso 0} 19810 Aays usym saieys Jiey) eseyaund o) Auedwod sy Buuinbal Aq Auedwos ey jo N0 dels o) JyBu auy 10 Ajlgwasse auj Jo 1o
JewaebeuEw Jo SUCISRAP aL) abualeyd o} anuaa 1ePIPNl B Jaylle siepjoysleys Ajuout sjueib apoo [ERISWWIOD 10 ME| Auedwoa ay; i auo sfenb3

‘8SIMIBUI0 0J5Z PUE ‘PIBOq BY) 0} SI013.P Jo Jequinu jeuciodold e sweu Aew Sjsasaul Auouiw yoym Ag
pleoq 2y w uonejuasaidal [euciyodold 10 WSIUELIEW B SMO||E 2P03 |ERIAWIWICS JO MB| Auedwiod ay) J1 1o (Buijoa aaeNWNd) SI0D3UIP JO
pIeOg By} 0} LUoRose 10} Bulpue)s Sjepipued SUOC JOJ SI10A JIBY) || ISED 0] SI19PIOYaIeYs SMOJ|B Sp0d [BIISWIIOD IO Me] Auedwos ay) §l euo s[enb3

"8SIMIBLJ0 0JAZ pUE 'SABP JO Jaquuinu e o} saleys asoy) Buijes woy waly Buuaseud snuyy ‘Bunesw sispioyaeys
[eseuab e o} Joud $8.eys Jiouy) 1sodap S1ap|oyaleys Jey) a1nbal 0} SULY MO|E J0U SS0P $POD [2IUDLILICD Jo me| AuedLioo ay) 4 auo sjenb3

“88IMIDYIO 0JSZ PUE ‘WY Sy} O} 3j0A Ax0id Jiay) B W O} SJAP|OYSIEYS SAMO||E SPOD [B12I8WIW0D 10 me] Auedwiod sy} i 8o sfenb3
‘3SIMIBLJ0 0J8Z PUE ‘PSUMO SEIBYS JO SLUIY JAGUINY BU) JO SANSadss.l Japloya.eys Jod S8J0A JO JaqUINU LWNWIXBL B 35S 0}

MO|[E JoU $90P pue seieys Areuipio Bunoauou pue Bunoa-a|diynw Yjoq Jo sousisixe sy} SHGIYCId ME| BUYF UBYM 3UO S[ENDS BjgeLeA Iy} 'Ajusjeanb]
-BSIMIBLIO 0182 PUE ‘areys Jad §joA BUO ALieo seieys Aeuipio jey) saiinbal ARUNoD U 40 SPCO [ERJawwad Jo mef Auedwoo ay) Ji suo s|enb3

Bunasaw siap|oyaseys
Keulpioeixa ue [|eo
0} {elden aseys jo abejusniad

siybry sandwerld

WSIURUOSU
sapuoulw passa.ddQ

uonejuasaldal jeusipodosd
10 BugoA aaneInung

Bunsaw
.048q p&yI0|q JoU SBIRYS

pamo||e tew Ag AXOid

3o Su0-aleys auQD
(8661 AST1 wouy) suoniuyag



Table 6 (part 1}

Regulatien of Intermediaries

Individual Brokers
Licensed by securities market regulator

Must pass exam administered by securities
market requlator

Required to engage in "honest trading” and actin
the interest of clients

Licence can be suspended or revoked by
Securities Comission

Brokerage Enterprises
Licensed by securities market regulatar

Securities market regulator has right of access
and inspection

Licence can be suspended or revoked by
securities market regulator

Required ta engage in "henest trading” and act in
the interest of clients

Must not conduct ather business with the same name

Must report who has more than 5 percent of
voting rights at general meeting of shareholders

Must report any change of voting rights for one
person above 2 percent

Bank engaged in brokerage operations must have
arganizational and financial separateness of
department for public trading in securities

Must not trade securities issued by parent or
subsidiary company

Peland

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Articles 18.2 and
14.1

Article 14.1{4)

Article 17.1

Article 16.2 and

18.3

Article 18.2

Article 26

Article 25.3

Article 25.2(3)

Article 18.8

Article 23.2

Article 23.3

Article 24

Article 31

Investment Advisers (firms engaged in advisory activity in the field of public trading)

Licensed by securities market regulator

Must pass exam set by securities market regulator

Securities market regulator has right of access
and inspection

Licence can be suspended or revoked by
securities market regulator

Required to engage in "honest frading” and actin
the interest of clients
Must not conduct ather business with the same name

Must report whe has more than 5 percent of
voting rights at general meeting of shareholders

Must report any change of voting rights for one
person above 2 percent

Bank engaged in investment advisory operations
must have organizational and financial
separataness of department for public trading in
securities

Must not trade securities issued by parent or
subsidiary company

Source

Poland: Act of Trading in Securities and Trust Funds, 1991

Czech: Securities Act 1992

Yes

Yes

Yes

Yes

Yes

Yes

Article 33

Article 33.3

Article 33

Article 33

Article 33

Article 33

Article 33

Article 33

Article 33

Article 33

Czech Republic

Yes

No

No

No

Yes

No

No

No

No

No

Ne

Neo

No

No

Ne

No

Section 49

Section 49

Section 49

Section 49

Section 45

Seclions 45-48

Section 48(2)

Sections 45-48

Sections 45-48

Sections 45-48

Sections 45-48

Sections 45-48

Sections 45-48

Not mentioned in the

Czech law

Not mentioned in the
Czech law

Net mentioned in the
Czech law

Not mentioned in the
Czech law

Not mentioned in the
Czech law

Not mentioned in the
Czech law

Not mentioned in the
Czech law

Not mentioned in the
Czech law

Not mentioned in the
Czech law

Not mentioned in the
Czech law



Table 6 (part 2)

Regulation of Intermediaries (continued)

Stock Markets
Trading must take place on a stack exchange

Securities regulator controls stock exchangs rules

Securities exchange should ensurs a uniform market price

Securities exchange should ensure dissemination
of uniform information on the value of securities

Agreements among any groups to artfficially raise
or lower the price of securities are prohibited

Mutual Funds
Mutual funds may be administered solely by
mutual fund companies

Mutual fund companies are licenced by securities
regulator

Mutual fund company can be dissolved by
securities regulator

Mutual fund companies must be joint stock
companies

Only registered shares are allowed in mutual fund
campanies {no bearer shares)

Closed-end Funds are allowed

Founder limited to 10% of share capital

Founder not allowed to be on Management Board

At least 90 per cent of fund must be held in
publicly traded securities or government
obligations

No more than 5% of the funds assets can be in
securities issued by onea issuer

Custodian Banks (for Mutual Funds}
All fund assets must be entrusted to a trustee bank

Trustee bank must make sure that szle and
retirement of participation units in the fund are
consonant with the law and house rules of the
fund

Trustee bank must compute the net worth of the
fund's assets

Trustee bank must not execute instructions that
are in conflict with the law or house rules of the
fund

Trustee bank must make sure income of the fund
is made public

Trustee bank may not be a founder of the mutual
fund company, or a buyer of its securities, or the
administrator of the company

Mutual fund company may not buy securities
issued by the trustee bank or a related company

Source
Poland:
Act of Trading in Securities and Trust Funds, 1991
Czech:

Investment Companies and Investment Funds Act April 1892

Stock Exchange Act 1992

Poland

Yes

Yes

Yes

Yes

Yas

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Article 54.1

Article 57(1)

Article 57(3)

Article 64.3

Article 88.2

Article 89

Article 98

Article S0.1

Article 92.2
Article 104

Article 93(1)

Article $3(1)

Article 107

Adticle 108

Article 112.1

Article 112.2(2)

Article 112.2(3)

Article 112,2(4)

Article 112.2(6}

Article 113.1

Article 113.2

Czech

No Section 50 of the Securities Law
No Not mentioned in Czech law
No Nat mentioned in Czech law
No Not mentioned in Czach law
No Not mentioned in Czech law
No Not mentioned in Czech law
Yes Section 8

Yes Section 37

No Section 2

No Not mentioned in Czech law
Yes

No Nat mentioned in Czech law
No Not mentianed in Czech law
No Section 17

No Section 17

(20% limit)

Yes Section 31

No Not mentioned in Czech law
No Nct mentioned in Czach law
No Not mentioned in Czech law
No Not mentioned in Czech law
No Not mentioned in Czech law
No Not mentionad in Czech law
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