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The paper deals with the problems of long-term bank loans and corporate bonds
as alternative sources of corporate financing in the Czech Republic. Firstly, the
authors define and classify financial sources and evaluate development and
structure of corporate financing in Czech companies. Secondly, the attention is
paid to deciding between long-term bank loans and issuing corporate bonds, while
the roles of both qualitative and quantitative evaluation are pointed out.
Subsequently, the paper analyses and evaluates the situation on the Czech capital
market from the point of view of long-term bank loans and corporate bonds.
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Introduction

In each phase of their life cycle, companies need sufficient volume of financial
sources to finance their operating entrepreneurial activities and investment
development. However, the success is conditioned by the optimal structure of the
financial sources, where the cost of acquisition and maintenance of these sources
1s minimal.

Potentially, companies dispose of a wide range of financing sources.
However, for a lot of them the actual possibilities of utilizing them in practice are
limited. Long-term bank loans and corporate bonds as sources of financing
strategic corporate needs represent alternatives that have been widely discussed for
a long time.

The general opinion is that the European tradition of loan financing also
prevails in the conditions of the Czech Republic. However, in the course of time
the approaches of Czech financial managers to selection of financing sources are
changing. The paper aims to analyse and evaluate the development and structure
of corporate financing sources in the Czech Republic, emphasizing long-term bank
loans and corporate bonds.

Corporate Financial Sources in the Czech Republic

The term corporate financial sources refers to the financial means intended for
implementation of corporate outputs and for an increase in their value [1]. They are
the sources of creation of financial means and the corporate capital [2].

Financial sources can have the character of short-term sources (with maturity
within one year) and long-term sources (with maturity over one year). In addition,
some authors also distinguish medium-term sources (with maturity from one to five
years). From the point of view of ownership, corporate financial sources can be
divided into the equity sources (in the ownership of the owners) and the debt
sources (debts). Financial sources can also be classified according to the subject of
creation as internal (generated by the company’s activity itself) and external
(created outside the company).

If we focus on long-term financial sources, which have the basic importance
in any company in view of the fact that they are intended for financing long-term
investment needs, we can state that most companies in the Czech Republic have the
possibility of choosing from several types of financial sources. And joint-stock
companies have the biggest choice of financial sources. In practice, they actually
use, as for the equity sources, mainly the retained earnings, depreciation and share
issues, and as for the debt sources, bank loans, supplier loans, financial leasing, and
corporate bonds. Although the scope of potential financial sources is much wider,
given their disadvantages and limitations they are not used in the Czech corporate
practice. As an example of such sources, we can state long-term bills of exchange
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or long-term deposits from the customers.

As for the financial structure, the current selection of financing sources by
the managers of Czech industrial companies most resembles the theory of
hierarchical order [3]. Financial managers in the first place ensure sources for
financing needs from the internal sources in the form of the retained earnings and
depreciation, then they use external sources in the form of bank loans, in the
second place they use corporate bonds, and the last source within the hierarchical
order is in the form of share issues. [4,5] This results from the effort to avoid
influence of external entities, particularly the impacts of the capital market.

TableI  Financing sources used by Czech industrial companies with 100 and more employees

in 2003-2011

Financial sources

(in CZK ba) 2003 2004 2005 2006 2007 2008 2009 2010 2011
Equity capital 10245 11412 12724 14573 1476.0 16758 15348 15094 15382
Registered capital 6324 6380 6905 7003 6446 8273 7106 6849 670.1
Net profit 797 1229 1293  169.5 157.0 1782 160.7 1735 1863
Retained profit and funds ~ 312.0  380.0 453.0 587.0 628.0 670.0 663.0 651.0 681.8
Debt financial sources 895.3 934.1 10569 1204.5 1213.4 14821 13406 1419.6 1517.2
Reserves 942 92,6 109.8 1256 1194 117.6 1092 1273 1246
Corporate bonds 473 40934 380 463 558 607 1196 1526 171.0
S;{)‘ﬁritli‘e’zg'mm 99.5 1438 1202 1665 1037 1573 182.9 2084 245.0
Short-term liabilities 419.5 4709 4982 5347  625.1 7935 6340 6925 716.1
Long-term bank loans 61.7 1020 1432 1646 1400 1700 1539 1122 1186
Short-term bank loans 173.0 979 1475 1667 1695 183.1 141.0 1266 1418

Source: [6]

The development of the financial sources used by Czech industrial
companies with 100 and more employees in the period of 2003- 011 is shown in
Table 1. It is apparent from the table that the share of equity sources prevails over
the share of debt sources. However, the volumes of equity capital and debt capital
have been approximating to each other since 2004. In the last observed period
(2011), the share of the equity capital in Czech industrial companies with 100 and
more employees amounted to 49.38 %, while the debt capital reached 48.71%, and
the other capital comprised the remaining part of 1.91%. It is worth noticing the
mutual relation between long-term bank loans and corporate bonds, where, in the
last two observed years unlike the preceding years, the volume of corporate bonds
prevails over the volume of bank loans.
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Long-term Bank Loans and Corporate Bonds — Financing Alternative

Bank loans and corporate bonds represent an important financing alternative in the
conditions of the Czech Republic as debt financial sources.

Bank loans represent an unsecuritized debt financial instrument, through
which a commercial bank or another financial institution loans a certain volume of
financial means to a debtor for a period stipulated in advance against their
commitment to pay an agreed interest for this loaned capital, redeem, in agreed
periods gradually or in a lump sum, the principal sum of the loan, and meet
properly any other terms and conditions related to this loan which the debtor
undertakes to meet in the loan agreement [7].

Bank loans can be of a short-term or long-term character. Long-term bank
loans are principally the same debt financial instruments as ordinary short-term
loans. However, they differ in certain characteristics. Mostly, they are loans with
the maturity between 3 and 7 years, where the repayment is performed in regular
instalments. The volumes of such loans are usually higher than those of short-term
loans as they are used for financing extensive investment projects. As for long-term
bank loans, the loaned financial means can be drawn in a lump sum or
continuously in accordance with the expenditure connected with the investment,
where there is always the latest possible date of drawing. The interest on long-term
loans can be fixed or variable depending on the contract terms and conditions [8].
It is possible to get long-term bank loans either in the form of a term loan (it is a
form of a classical investment loan) or a mortgage (i.e., a loan with a pignorative
contract) [2,3].

Long-term bank loans have certain pros and cons. The pros include:

® availability for a wide spectrum of entrepreneurial entities — various sizes and
legal forms of business;

® individual conditions;

® Jower administrative demands in comparison with the securities market
instruments;

® absence of issue costs;

® possibility of using the interest tax shield;

® no distribution of ownership rights.
On the other hand, the disadvantages of long-term bank loans can particularly

be seen in:

® the limited volume as compared to the securities market instruments;

® necessity of securing in the form of a pledge;

® necessity of timely payment of the interest and of the nominal value
instalments;

® potential limitation of the decision-making rights of the loan recipient.

Corporate bonds represent long-term securities expressing the issuer’s debtor
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commitment towards the owner of this security. This debtor commitment is based
on a credit relationship where the creditor buys a security with the condition the
debtor will pay back the loaned sum together with the yields specified in advance
within the stipulated period [9,10]. Corporate bonds are usually issued in bulk in
bigger series; usually they are publicly tradeable securities that can be bought and
sold on the public capital markets [3].

See Table II for an overview of corporate bonds currently traded at the
Prague Stock Exchange.

Table I Corporate bonds traded at the Prague Stock Exchange
Name of Area of Iss1_1e Issue volume
Issuer : duration o
corporate bond business (million)
(years)

ABS JETS airline

6.50/16 ABS Jets, a.s. transport 5 CZK 450

CETELEM CR .

VAR/14 CETELEM CR, a.s. trade 3 CZK 1 000

CPI ALFA

5.50/17 CPI Alfa, a.s. development 5 CZK 279

CPI VAR/15 Czech development 3 EURIS
Propertylnvestments, a.s. p

Czech

CPI VAR/19 development 7 EUR 57
Propertylnvestments, a.s.

CPI VAR/19 Czech development 7 CZK 2 000
Propertylnvestments, a.s.

CEZ VAR/14 CEZ, as. POWET 15 CZK 2500

engineering

DALKIA CR Dalkia Czech Republic, power 7 C7K 10

4,24/15 a.s. engineering

GREENVALE development,

VAR/14 GREENVALE, a.s. services 5 CZK 400

HOME CR. BV HomeCredit B.V. trade 5 CZK 2 900

0,00/15

HOME CR.BV .

6.25/16 HomeCredit B.V. trade 4 CZK 3 750

II%TOI/{I%KAP'CZ ISTROKAPITAL CZ a.s.  trade, services 7 EUR 150
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Table II — Continued

Name of Issue
Area of ! Issue volume
corporate Issuer . duration o
business (million)
bond (years)
. trade
JTFG1 J&T GlobalFinance 1., . ’
6.40/14 BV, insurance 3 CZK 4 500
services
ORCO .
VAR/20 OrcoProperty Group S.A. construction 14 CZK 300
NorthMoravianWater
SM VAK :
OVA 5.00/15 Works and Sewerage services 10 CZK 2 000
Ostrava a.s.
UNIPETROL chemical
VAR/13 UNIPETROL, a.s. industry 15 CZK 2 000
ZONER ZONER software, a.s. IT 5 CZK 76.69

SOF.10,00/14

Source: [11]

Just as bank loans, corporate bonds are distinguished by certain advantages
and disadvantages [3,12]. The following characteristics can be considered as the
main advantages of corporate bond issues:

® possibility of obtaining a big volume of financial means from a large number
of creditors;

lower life costs in comparison with shares;

possibility of using the interest tax shield;

securing in the form of pledging property is not required,

successful issues improve the corporate image.

The disadvantages of corporate bond issues include, in particular:

the creditors’ high demands on the issuer’s credit capacity;

an increased financial risk due to higher indebtedness;

high issue costs;

necessity of timely payment of the interest and of the nominal value instalments.

Deciding between long-term bank loans and corporate bonds as the
corporate financing sources is affected by a number of factors. In the first place,
it i1s necessary to consider the legal form, size and image of the company. The
decisive fact is then the volume of the required financial means. It is also necessary
to consider the willingness to make information concerning the company activities
public.

The thing is that corporate bonds can be issued and successfully placed on
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the capital market by big and well-known companies with the “good name”. As for
the volume of the required financial means, a bond issue does not become, in view
of the significant volume of fixed costs related to their issue, budget-wise unless
it reaches a certain issue volume. The optimum volume is about CZK 100 million,
the minimum CZK10 million. However, in the case there is a need for a
considerable volume of financial means, corporate bonds become more favourable
as compared to bank loans, as the means are provided by a large number of
creditors, who share the risk, and so the required capital price is lower. However,
the fact is that if a company is entering the capital market in relation to an issue of
securities, it is subject to stricter administrative regulation, and it is obliged to
publish a wide spectrum of information about the company.

While deciding about the form of financing, it is also necessary to consider
the current situation on the capital market, e.g., from the point of view of interest
rates or prepared issues of securities.

The final decision is then made on the basis of judging the qualitative and
quantitative criteria. The qualitative evaluation concerns advantages and
disadvantages of alternative financial sources, while the quantitative evaluation
considers the financing effectiveness through the criteria of the net present value
of capital or the internal rate of return [3].

Financing through Long-term Bank Loans and Corporate Bonds in the Czech
Republic

As for long-term bank loans as a source of financing the needs of industrial
companies in the Czech Republic, particularly the last years have seen a downward
trend in their utilization. An exception is represented by 2008, when the impacts
of the global financial crisis became evident. The downward trend resulted for one
thing from the effort of company managers not to increase indebtedness and not to
expose themselves to potential cost of financial difficulties, and for another a wider
offer of innovated financial instruments and a higher willingness of financial
managers to make use of them, but also the entrance of foreign investors, who try
to utilize all the alternative financial sources.

For development of long-term bank loans as a financial source in the
environment of Czech industrial companies in 2000-2011, see Fig. 1. Figure 1 also
shows the share of long-term bank loans in the total liabilities of Czech industrial
companies.

As for corporate bonds as a source of financing the needs of industrial
companies in the Czech Republic, since 2005 there has been an apparent increasing
volume of corporate bonds. The reason is particularly seen in the growing
transparency of the capital market, together with the increasing confiden-
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Fig. 1 Development of long-term bank loans and their share in the total liabilities of
Czech industrial companies with 100 and more employees in 2000-2011. Ref. [6]

Fig. 2 Development of corporate bonds and their share in the total liabilities of Czech
industrial companies with 100 and more employees in 2000-2011. Ref. [6]

ce of the investors in this instrument, but also the wider awareness of financial
managers of the alternative instruments, which include corporate bonds. It is also
worth noticing the hike in the volume of issued bonds in 2009, which is also
related to the economic crisis, where the investors show their bigger interest in
corporate bonds compared to the more hazardous shares and derivatives, and so
there are more favourable conditions for issuing corporate bonds.

For development of corporate bonds as a financial source in the environ-
ment of Czech industrial companies in 2000-2011, see Fig. 2. Figure 2 also shows
the share of corporate bonds in the total liabilities of Czech industrial companies.
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As for the correlation between long-term bank loans and corporate bonds,
until 2008 the volume of long-term bank loans was several times bigger than the
volume of corporate bonds. However, 2009 saw a turn in the situation, and the
volumes of long-term bank loans and corporate bonds approximated each other, but
the volume of long-term bank loans still prevailed. The volume of corporate bonds
has been bigger than the volume of long-term bank loans since 2010. This refutes
the opinion on the so-called credit tradition of financing Czech industrial
companies presented over a long period.

Figure 3 compares long term bank loans and corporate bonds as financial
sources in the environment of Czech industrial companies with 100 and more
employees in 2000-2011.

Fig. 3 Comparison of development of long-term bank loans and corporate bonds of
Czech industrial companies with 100 and more employees in 2000-2011

Conclusion

The key problem of the corporate financial management is to ensure sufficient
volume of financial sources to finance the needs, and also to ensure the given
volume of financial sources in the optimum structure. The approaches of company
managers differ both in the international environment and in time. There is a
generally prevailing opinion of the European tradition of financing through loans,
and on the other hand of the American tradition of financing through securities.

This opinion has been proved by the situation in financing Czech industrial
companies after 1989. This situation was also supported by the fact that before
1989 long-term bank loans were the essential, and basically the only possible,
source of financing the corporate needs. This situation also resulted from the initial
lack of confidence of the investors in the Czech capital market. In the course of
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time, as stated in the paper, the approach both of company financial managers and
of investors in the Czech Republic has changed.

In conclusion, we can state that with time corporate bonds have become, in
the conditions of the Czech Republic, a standard source of financing industrial
companies with 100 and more employees, and their volume now prevails over the
volume of long-term bank loans.
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