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        EXECUTIVE SUMMARY 
 
  

With the worst of the global economic crisis behind us, we believe emerging countries will soon 
regain its previous position as the premier markets most sought after by investors looking for 
phenomenal returns. Achieving such success requires investment insights that we at SharpSight Capital 
Management can provide.  What sets us apart from our competitors is our unique integration of our 
top-down research methodology and due diligence. This combined with our extraordinary local market 
knowledge and understanding of business practices places us as a top tier emerging markets investment 
firm. With intensive research we have found the Czech Republic to show great potential in becoming 
the next rising star within the global investment landscape. 
 
 

INVESTMENT HIGHLIGHTS 
 
Czech Republic 

- Sustainable Growth: GDP growth rate averaging 5% annually for the past 5 years 
- Attractive Labor Market: low cost structure, highly educated work force  
- Developed Infrastructure: located at the heart of Central and Eastern Europe, transportation 

hub of the region 
- Foreign Investor Friendly: government support of foreign investment, pro-American attitudes, 

recipient of large amounts of FDI, low entry and exit barriers  
 
CEZ Group 

- Ranks among the top ten largest European companies in power markets according to the 
number of its customers and installed capacity. 

- Despite the recent economic recession, CEZ Group realized a net profit of USD $2.79 billion, an 
increase of 11% from the previous year  

- Expected increase in demand for electricity resulting in higher revenues  
- Actively pursuing M&A with recent ventures in renewable energy 

 
Pegas 

- Recognized as the number two nonwoven textile producer in Europe with an EBITDA of USD 
$21 million in the first quarter of 2009 

- Market share of European nonwovens grew at a rate of 14.7% CAGR from 2004-2007 indicating 
high growth potential 

- Czech government‟s new focus on infrastructure spending creates an opportunity to become the 
leading producer of infrastructure textiles within the Czech Republic  

 
At SharpSight Capital Management, we believe these strategic investments in the promising Czech 
market will provide exceptional long-term performance and exceed expectations.  
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      COUNTRY OVERVIEW 

 

The Czech Republic is located in Central 

Europe landlocked by Poland, Germany, Slovakia 

and Austria. Most of the country's commercial 

activity is centered in the country's capital city of 

Prague.  With the end of World War I and the 

consequent collapse of the Austrian-Hungarian 

Empire, the Republic of Czechoslovakia was formed 

in 1918 and eventually became a communist state by 1948. The growing discontent with the communist 

regime culminated in the Velvet Revolution in 1989 resulting in the collapse of the communist regime. 

Czechoslovakia then dissolved into the Czech 

Republic and Slovakia in 1993. The Czech Republic 

is a parliamentary republic of which President 

Václav Klaus serves as the head of state, with Jan 

Fischer as prime minister. There has been vast 

economic development and growth of the Czech 

Republic through the government's active reform 

initiatives.  

 

POLITICAL LANDSCAPE  

 

  The Czech Republic is a pluralist multi-parliamentary 

representative democracy. The Prime Minster is the head of 

government and the President is the formal head of state. The 

bicameral parliament consists of the Chamber of Deputies and the 

Senate.  

 The Czech Republic became a member of North Atlantic Treaty 

Organization in 1999 and the European Union in 2004, indicating its 

economic and political progress. However, as a result of the global 

economic crisis, the country has been forced to delay its adoption of the 

euro as its national currency until 2012 or later. The Czech Republic‟s 
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relationship with the EU has been further 

strained due to its heavily criticized “pro-

American” foreign policies.  

 

DEMOGRAPHICS 

 

 The Czech Republic, as well as the rest 

of Europe, is expecting an increasingly larger 

older population. By 2050, the elderly will 

account for 53% of the population, and the 

working-age population will shrink by about one-fifth compared with that of 2006. Having an older 

population will increase the number of people dependent on state pensions as well as any national 

health care services provided. These trends have 

serious implications for debt sustainability, as 

there will be fewer workers and fewer taxes 

collected to fund pensions. This could pose as a 

risk to investors who may see the Czech 

government incurring higher national debt and 

facing the possibility of defaulting. To combat 

these issues, the retirement age has been raised to 

65 but the government has yet to embark on any 

other serious pension reforms. 

  

 

The “knowledge pipeline” in the Czech Republic is of higher 

quality than in most western European countries, enhanced by 

stronger enrollment in secondary education and evidenced by a 

higher level of performance in mathematics tests at the 

secondary level. This provides attractive prospects for 

investment due to a very pragmatic and analytical workforce 

within the Czech Republic. 
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INFRASTRUCTURE  

The extensive transport and rail infrastructure 

highlights the Czech Republic as a crossroads of major 

European transit corridors and reflects the country‟s 

infrastructure strengths that some of its emerging 

neighbors cannot match. The strategic position of the 

Czech Republic as Europe‟s transportation hub came 

to the fore immediately after the Velvet Revolution in 

1989. This year marked the beginnings of the 

modernization and development of the country‟s 

infrastructure in preparation for the Czech Republic‟s 

entry into the European Union. There are 10 public international airports and 114 total airfields, 71 of 

which have paved runways. The largest airport is Ruzyne in Prague, which services approximately 95% 

of total passenger traffic.  

 Electricity production stands at 61.5 billion kilowatt hours, and the country uses a 220-volt 

power system. The majority of electricity is generated by fossil fuels (76%). While a portion of this 

production comes from coal, oil provides a sizable portion as well and is imported from Russia. Nuclear 

power also contributes 20% of electricity production. 

 The Czech Republic has a rapidly modernizing communications infrastructure. Since the 

country's transition from communism, there has been increased entry of private telecommunications 

companies within the Czech Republic. The Czech Republic leads the CEE countries with a mobile phone 

market penetration of 76%. A number of internet service providers sprung up in the late 1990s, creating 

between 20 and 30 options for service. Internet cafes are readily available, and the Czech government 

has taken steps to promote increased public computer and internet technologies.  
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     OVERVIEW OF ECONOMY 

GDP 

 Of the post-communist states in Central and 

Eastern Europe, the Czech Republic has developed into 

one of the most stable and flourishing countries out of 

the group with its GDP per capita for the years 2006, 

2007, and 2008 being USD $23,700, $25,200, and $25,900, respectively. Its GDP per capita places the 

Czech Republic 52nd out of 229 countries ranked by GDP per capita, ahead of most of its Central and 

European neighbors. 

 An emphasis on maintaining an open investment atmosphere has played an integral role in its 

transition from a previously communist and centrally planned economy to a now functioning market 

economy.  Its advantageous geographic location, skilled and qualified workforce, and low cost structure 

make it an ideal and attractive location for large inflows of foreign direct investment. On a per capita 

basis, the Czech Republic has attracted the largest amount of foreign direct investment within Central 

Europe, with foreign-owned firms accounting for 70% of industrial exports, half of industrial output, 

and employs more than a third of the industrial workforce.  

 The Czech Republic has a small yet expanding economy, heavily driven by its vibrant export 

sector. From 2003-2007, the country‟s economy grew by an average of 5% annually (GDP real growth 

rate) with strong growth continuing into 2008. However, this growth hit a sharp decline during the 

fourth quarter of 2008 brought on by a collapse in external demand from Western Europe. This decline 

was projected to continue into 2009 due to the added distress of a contracted Czech economy. However, 

the conservative nature of the Czech financial sector has sustained its stability in the midst of the global 

recession.  

CURRENCY 

After the dissolution of Czechoslovakia in 1993, the Czech koruna (also 

known as the crown) replaced the Czechoslovak koruna at par. As time 

progressed, the Slovak koruna weakened against the Czech koruna, 

Slovakia adopted the euro in 2009. Although the Czech Republic is a 

member of the European Union, they have not yet joined the eurozone. 
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Due to economic hardships caused by the global crisis, the country failed to meet the necessary 

inflation, exchange rate, and public finance deficit requirements to join. Analysts believe that 2015 is a 

realistic date for the adoption of the euro as the Czech economy draws closer to the more developed EU 

countries and reforms its public finance sector.  

 The koruna is currently trading at approximately CZK17.0702 per US dollar and CZK25.5780 

per euro (Nov 2009). Among the emerging market currencies, the koruna has recently reported the 

highest gains against the euro partially due to its reluctance to cut interest rates from 1.25 percent. 

Strong exports and small current account deficit have strengthened the koruna, but the export flow is 

expected to slow due to the strength of the currency. 

 

INFLATION 

  

 In 2003, the percentage change in inflation from the previous year was at a very low rate of 0.1% 

while between 2004-2007, the percentage change in inflation grew at an average rate of 2.5%. But in 

2008, the rate of inflation increased to 6.4% due to a temporary rise in consumer prices resulting from 

tax increases and capacity constraints. Over the past year, consumer price inflation has zero in 

September 2009. Due to falling global commodity prices and domestic demand, deflation is expected to 

occur but is not projected to continue into the long term.  

 The Czech National Bank's monetary 

policy uses a framework of inflation-targeting. 

As of now its year-end target is at 3% with a 

fluctuation range of ±1 percentage point. 

However, the new target coming into effect in 

January 2010 is set at 2%. It is projected that 

inflation will rise in 2010 and 2011 but will 

stay below the target rate of 2%. The driving 

force behind this projected increase is mainly 

the recovery of domestic demand, which will 

increase suppliers‟ pricing power and promote 

stronger nominal wage growth. 
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EMPLOYMENT 

  

 The cyclical unemployment rate has fallen 

in recent years. However, with the onset of a 

recession in the Czech Republic in 2009, the rate 

is forecast to rise to 6.9% in 2010, up from 5.3% in 

2008. The unemployed population is 

concentrated in northern Bohemia and northern 

Moravia, regions that attract little foreign 

investment because of their poor transport 

connections.  

 According to a 2009 study conducted by 

the Labor and Social Affairs Research Institute, 

conditions for family solidarity have been disappearing. Many of the costs that have been borne by the 

family will have to be covered by the state due to the lack of income per household. However, a 

relatively high number of elderly Czechs live with their children: For example, 16% of widowed mothers 

live with their adult daughters in the Czech Republic, compared with just 2.5% in neighboring 

Germany. 

DEBT 

  

 Before 1989, Czechoslovakia boasted of a relatively low hard currency debt, given that many 

countries in Central and Eastern Europe were defaulting on their external debts. Since then, foreign 

borrowing increased and the total external debt reached USD $67.2 billion in September 2007. This 

increase in debt was a reflection of the increase in government expenditures as well as the weakened 

dollar against the euro, which denominates external debt. However, until the global financial crisis in 

2008, the Czech Republic had experienced strong economic growth and resulting decreases in the 

public deficit/GDP ratio. Parliament approved a reform policy in 2007 that changed the tax system and 

reduced the government's mandatory social welfare expenditures, which resulted in a manageable 

deficit of 0.6% of GDP. The Czech Republic government's credit rating has steadily improved along with 

the growing economy, earning an A+ rating from Standard & Poor's, significantly reducing the cost of 

borrowing. Consequently, almost 70% of the government's external debt of USD $67.2 billion is 

comprised of long-term debt of maturities of one year or longer.  
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        THE CZECH FINANCIAL MARKET                        

  

 The Prague Stock Exchange is the largest  

securities exchange in the Czech Republic that  

uses a membership principle that only allows  

licensed securities dealers with PSE membership  

to make trades. Austria's Wiener Boerse (Vienna  

Stock Exchange) purchased the PSE in November  

2008, and the VSE currently holds a 92.6% stake 

 in the PSE. When the Czech Republic joined the  

European Union in May 2004, the PSE officially  

became a member of the Federation of European  

Securities Exchanges. Also in the same month, the U.S. Securities Exchange Commission recognized the 

PSE as a reliable exchange for investors and granted the status of "designated offshore securities 

market."   

 The exchange is divided into 3 main tiers: the Main Market, the Free Market, and the 

Multilateral Trading Facility (MTF). The Main Market is the official regulated market of large 

companies that have quarterly reporting requirements as well as a minimum capital requirement of 

USD $29.18 million and 20% free-float shares. The Free Market is also a regulated market as of 2004, 

but is required to report every six months and has a minimum capital requirement of USD $5.84 

million of which 15% are free-float shares. These two regulated markets make up the Main Exchange 

Market, which lists corporate, mortgage, government, and quasi-governmental bonds. The Securities 

Commission does not regulate the third tier, the Multilateral Trading Facility, but its requirements are 

defined specifically by the PSE. The Securities Commission as well as the regulatory branch of the Czech 

National Bank has regulated the PSE since 2006. 

Market  Number of 

issues  

Market Cap 

[CZKm]  

Market Cap 

[EURm]  

Market Cap 

[USDm]  

Main market  13  1,227,517.9  47,800.5  71,049.3  

Free market  12  51,220.8  1,994.6  2,964.7  

Total  25  1,278,738.7  49,795.1  74,013.9  
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 To maintain liquidity in the Main Exchange Market, the PSE employs SPAD trading (System for 

Support of the Share and Bond Markets), which relies on market makers designated to certain share 

issues. Liquidity remains limited on the PSE as there are only 25 issues currently trading on the 

exchange. Just 3 new issues have been listed in recent years (AAA, VGP, New World Resources). During 

the first half of 2009, rights issues have made up 95% of trading activity among the current shares 

listed, and the average daily equity turnover in 2008 was USD $193 million. Since August 2005, a 

controversial law allows the majority 

shareholder to ask the board of directors of 

a company to call a general meeting, during 

which the minority ownership can be 

transferred to the majority in exchange for 

an appraised compensation.  

The RM System (Registracni misto system- 

RMS) is another platform on which 

securities are traded in the Czech Republic. 

RMS has more than 300 centers around the 

country. On this platform, registered small 

investors can buy or sell domestic or large liquid foreign issues from one of the RMS centers. Since 

January 2009, non-licensed traders can trade through an online trading system created by RMS as long 

as they meet two out of three necessary criteria of USD $58,400 capital, minimum of USD $292,000 in 

trades, or a minimum of 40 transactions during the 12 months prior to accessing the system. While the 

RMS is not associated with the PSE, the PSE did establish the Power Exchange Central Europe in July 

2007, which lists and trades futures on electricity supplies. 

 

SHAREHOLDER SAFEGUARDS 

 

 After the fall of the communist regime in the Czech Republic, privatization became a prevalent 

practice in order to promote economic efficiency. During the 1990s, the Czech government passed the 

Small Privatization Law and Large Privatization Law, which transferred the title of ownership from 

state-run businesses and enterprises to private owners. In addition to these legislations, amendments 

were added to the Czech Republic's Commercial Code, one of which focuses on the rights of minority 
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shareholders. This particular amendment not only strengthens the local capital market, but also makes 

the Czech Republic a favorable place to partake in foreign investment. 

 Prior to these amendments, the country had unclear rules to buyouts in regards to takeovers. 

Additionally, minority shareholders were at the mercy of majority shareholders as they had very little 

protection and were susceptible to squeeze outs, and there were restrictions on the transferring of 

shares. However, minority shareholders began to see substantial improvements after the amendments 

were made. There were stricter rules in takeover situations, which allowed for minority shareholders to 

exit the corporation if they chose to do so. In the events where there were shareholder voter 

disagreements, the corporation would offer the minority shareholders the option to sell their shares. 

Minority shareholders, including foreign investors, are now allowed to create sole proprietorship, joint 

ventures, and branch offices within the country. 

 Under the Act on Collective Investment and the Czech Securities Commission Act, the state 

regulates all collective investments. These provisions declare that the Czech Securities Commission 

supervises all investment companies and investment funds. These laws were implemented in order to 

protect the interests of shareholders and certificate holders. 

 

ALTERNATIVE FINANCIAL INSTRUMENTS  

  

 The Czech derivatives market has now stabilized after 

the high growth and volatile years of the 1990s. It is now highly 

regulated and overseen by the Czech central bank, though its 

role is very minimal due to high participation of all of the major 

banks in regulation. However, compared to more developed 

Western markets, volumes in the Czech derivative market are 

still insignificant. Since there is limited product development in 

the Czech market, options trading mainly consist of currency 

and European-style interest rate products. 
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GOVERNMENT CONTROLS & REPATRIATION OF CAPITAL  

  

 The president of the Czech Republic has been known to be a strong supporter of free trade and 

moderate regulation as well as a critic of strong government control. Credited in the study of economics, 

President Klaus argues that the current economic crisis should not be blamed on the free markets but 

on government failure. Consequently, the Czech Republic is known to have very conservative fiscal and 

monetary policies in order to maintain a stabilized macroeconomic environment. The Czech Republic is 

currently enforcing economic policies to regulate non-state owned companies. The government 

continuously attempts to implement laws for effective supervision on banks, utilities, and capital 

markets. Although there has been significant economic reform in its transitory period, the Czech 

Republic still faces many problems in foreign investment, corporate structuring, and market 

competition because of its less developed 

legislative and judicial bodies. The Czech 

government has made an effort to utilize EU 

laws as a framework to form its own legislation 

in order to create fiscal cohesiveness as a new 

member of the EU. 

 In 1998, the Czech Republic established 

the Czech Securities Commission (SC) and 

amended the Securities Act in order to regulate 

investment practices more effectively. The SC set 

certain requirements for granting licenses for 

investment and improving transparency in the 

capital markets. The SC continuously examines investment firms to determine whether they meet the 

legal requirements. The process of re-licensing includes investigation of the firm's operations and client 

relationships. These measures restore confidence in the capital markets. 

 In 2004, the Act on Business Activities on the Capital Market was passed. This act details the 

regulations on foreign investment. All foreign investors and brokers must receive approval from the 

Czech National Bank. Member countries of the EU must receive further approval from the Commission 

of the European Communities. Foreign investors and brokers who are not members of the EU will be 

granted a license after a more stringent inspection on their background and a thorough report on their 

motives. 

 The Czech currency is fully convertible which facilitates foreign trade. The U.S. – Czech Bilateral 
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Investment Treaty ensures repatriation of earnings from United States investors. The Czech Republic 

holds the right of taxing 15% on repatriation of profits. However, this tax can be reduced under double 

taxation treaties. Under the Bilateral Investment Treaty, there should be no restriction for removing 

capital. 

 

      INVESTMENT RISK FACTORS

 

•The public finance deficit is estimated to be over 6% of GDP in 2009 as a result of the 

combination of the economic crisis and unfavorable demographic trends, but with 

stronger economic growth forecast for 2010 and a new fiscal austerity package 

approved in September 2009, the Czech Republic's debt is expected to be manageable 

for at least the next two years. 

Sovereign 

Risk

•The koruna has depreciated 5% on average nominal terms against the euro in 2009 

due to the overall economic environment and political discord in the Czech Republic. 

However, the koruna is expected to appreciate in 2010 along with the economic 

recovery, but will be affected by its entry into the EU exchange rate mechanism. The 

Czech fiscal policy continues to be the main hindrance to the adoption of the euro, 

which is expected to occur no earlier than 2015. 

Currency 

Risk

•The political dissension calling the early election for October 2009 and its 

consequent cancellation by the Constitutional Court's ruling have indicated not only 

the extent of the lack of confidence in the government's leadership as well as general 

political turbulence. The new government after the election in 2010 is unlikely to be 

any stronger than its current leadership.

Political 

Risk

•The fiscal deficit presents the greatest risk in the Czech economic structure, as it is 

manageable but remains large relative to the GDP. As the Czech Republic has an 

economy dependent on exports, it has experienced great losses from the global crisis. 

Although the export business is expected to recover gradually in 2010, companies 

still face credit restrictions and capital shortages in the short term.

Economic 

Structure 

Risk

•The banking sector risk is relatively stabilized, as the creditworthiness of borrowers 

has increased as a result of the previous growth in GDP and consequent rise in wages. 

However, with the current recession and prospects of a slow recovery in 2010, the 

probability of default as well as bankruptcies is higher, increasing the risks associated 

with the banking sector.

Banking 

Sector 

Risk
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         COMPANIES 

 

 

SECTOR OVERVIEW 

        

  Despite this year's global economic crisis, the 

generation and consumption in the power energy sector is expected to grow. However, if oil 

prices continue to stay high, oil consumption is expected to lose a percentage of market share. 

Natural gas remains to be the top choice of energy for many nations. In regards to nuclear 

power, there has been a decline in consumption due to environmental pressures. Renewable 

energy is expected to have the highest growth among the energy supply options due to the 

recent trend in green initiatives. Gas and coal continue to supply the greatest source of energy 

in the world. According to the BMI Oil & Gas company report on sixty seven countries, 

electricity generation will experience a 16% increase within the next five years.   

 

 Russia is the dominant consumer of energy in Central and Eastern Europe. Historically, 

electricity consumption has recorded an increase of 10% every five years. Although there has 

been a drop in power generation in 2009 due to the global crisis, BMI projects growth to 

rebound. The Czech Republic is moderately independent from energy imports due to its very 

high supply level of domestic coal and nuclear power capacity. 

Table: Global Summary, 2006-2013  
   2006  2007  2008  2009f  2010f  2011f  2012f  2013f  

Electricity generation (TWh)  17,679  18,549  18,851  18,747  19,472  20,269  21,099  21,892  

Primary energy demand (mn toe)  9,953  10,218  10,389  10,332  10,662  11,056  11,445  11,855  

Gas consumption (bcm)  2,642  2,730  2,805  2,793  2,887  3,001  3,126  3,240  

Thermal power generation (TWh)  12,238  13,108  13,311  13,234  13,727  14,231  14,822  15,266  

Coal consumption (mn toe)  2,957  3,109  3,221  3,253  3,385  3,550  3,705  3,864  

Hydro-electric consumption (TWh)  2,580  2,618  2,704  2,769  2,926  3,093  3,261  3,471  

Nuclear energy consumption (TWh)  2,673  2,615  2,606  2,533  2,610  2,723  2,801  2,901  

e/f = BMI estimate/forecast.Source: Historical data: BP Statistical Review of World Energy, June 2009; BMI  
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INDUSTRY TRENDS 

 

     Increases in population, standard of living and energy efficiency are all signals of growth in 

the energy and power industry. The power industry in the Czech Republic is experiencing an 

optimistic period due to the removal of state ownership of the gas sector in 2007. Therefore, 

there is a significant growing trend in the demand for electricity. Electricity is the easiest to 

supply compared to alternatives and is expected to be the dominant form of consumption. Due 

to the fact that electricity cannot be stored like other sources, increasing generating facilities is 

the best method of expansion in this industry. However, this is a rising concern among many 

countries due to the lack of fossil fuel supply and/or political disinterest towards building new 

facilities. Unfortunately, the Czech Republic is beginning to find itself in this situation.  

The supply of brown coal, which is the main source of electrical generation, will be 

depleted by 2030 in the Czech Republic due to the recently enacted National Energy Concept. 

In addition, all countries face the problem of calculating the incurred costs of omission 

allowances. The increasing lack of generating capacity will cause demand to exceed supply, and 

will therefore increase electricity prices. Ultimately, investors are now seeking opportunities in 

nuclear, gas, and partly coal-fired plants.  

 

Table: Central And Eastern Europe Power Generation, 2006-2013 (TWh)  

Country  2006  2007  2008  2009f  2010f  2011f  2012f  2013f  

Czech Republic  84.3  88.1  85.5  84.0  85.2  87.0  89.6  92.3  

Poland  161.7  159.3  154.6  149.0  152.7  158.8  166.8  171.8  

Romania  62.7  61.7  64.6  62.5  66.7  70.0  74.2  76.5  

Russia  996.0  1,014.4  1,036.2  1,005.1  1,030.2  1,061.1  1,082.4  1,104.0  

Slovakia  31.4  28.1  29.5  28.5  29.1  30.0  32.8  33.5  

Turkey  176.0  190.7  199.1  186.0  195.0  207.0  220.0  230.0  

Ukraine  192.1  195.0  191.7  185.0  193.3  206.0  220.0  227.7  

BMI universe  1,897.3  1,934.2  1,963.2  1,904.5  1,965.6  2,046.3  2,126.5  2,187.6  

Other regional  633.7  640.8  646.5  656.2  666.0  676.0  686.2  696.5  

Regional total  2,531.0  2,575.0  2,609.7  2,560.7  2,631.6  2,722.3  2,812.7  2,884.1  

e/f = BMI estimate/forecast. Source: Historical data: BP Statistical Review of World Energy, June 2009; BMI  
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COMPANY HISTORY 

 

 CEZ was formed in 1992 by the National Property Fund of the Czech Republic after the 

dissolution of the formerly state-owned Czech Power Works. CEZ operates various types of 

power plants: nuclear, coal, hydro, and solar, and its operations reach Central Europe, South 

East Europe, and the Ukraine. CEZ is headquartered in Prague, Czech Republic, and employs 

more than 27,000 people. Its principal 

activities are the generation, purchase and sale 

of electricity in domestic and export markets. 

CEZ‟s secondary activities include the 

production, distribution and sale of thermal 

energy as well as the trading of byproducts of 

the electricity and heat generation processes. 

CEZ operates in three segments: power 

production and trading, distribution and sales, 

and mining. The power production and trading segment includes the production of electricity 

and heat, and the commodity trading within the group, while the distribution and sale segment 

sells electricity to end customers through the power distribution grid. The mining segment 

produces coal and limestone necessary for power production. 

 Since its creation, CEZ became partially privatized whereas other utility companies were 

fully privatized due to the implementation by the Czech government of the coupon 

privatization process. This method involves the mass privatization of state-owned assets 

through the distribution of coupons to the population for free or a nominal fee. In 2001, five 

CEZ power plants were given an international certificate for environmental protection 

management known as Environmental Management System (EMS). In the following year, the 

Czech government approved a merger between CEZ and regional distribution companies in 

order to maintain the position of the Czech power industry within the CEE region. CEZ has 

undergone several acquisitions throughout its history. In recent news, CEZ signed a contract 

for the purchase of Czech Heat, a biomass power plant and also signed a contract with General 

Electric for the supply of wind turbines to be installed on a wind farm. 
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INVESTMENT STRENGTHS 

 CEZ offers attractive value at the current share price with the expected P/E below 10 

over the next few years and dividend yield in the excess of 6%.  CEZ‟s profits are expected to 

see the largest gains in 2012 due to the rapid growth in projected electricity prices. In 2013 CEZ 

will have a significant advantage compared to utilities in Western Europe due to the 

subsidization of 70% of its carbon credits.  

  

 CEZ is more attractive than an average European utility based on various multiples, in 

particular, its activity in M&A. The new projects will diversify CEZ‟s production portfolio and 

start contributing significantly to consolidated earnings, especially from the acquisition of wind 

farms in Romania. A key advantage of this acquisition is the green certificates which the 

Romanian government grants to renewable energy producers (two certificates per 1 MWh of 

produced green energy). These certificates are traded on a special trading platform and their 

value in the years 2008-2014 is expected to range between 27 EUR/certificate and 55 

EUR/certificate. The wind farms are projected to contribute at USD $353 million a year to 

CEZ‟s EBITDA after becoming fully operational in 2012.  

 

INVESTMENT RISKS  

 The biggest external risk to CEZ‟s profits is contingent on the volatility of electricity 

prices. Electricity prices depend on three factors: the price of coal, oil and CO2 credits. 
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However, CEZ currently has hedged approximately 75% of the output for 2010 at an average 

base load price of USD $86.8/MWh. For 2011, CEZ has hedged approximately 30% of its 

output at USD $101.8/MWh.  

 Foreign exchange risk exists in two parts, exposure at the revenue level and exposure at 

the cost level. The strengthening CZK versus the euro is not favorable for the company as it 

reduces revenues and earnings in CZK, which is ultimately the reporting currency. Although 

CEZ is hedged against the appreciation of the CZK to counteract this risk, there is a possibility 

that the company will not be able to hedge at these levels from 2011 onwards. At the same time, 

the strong koruna is favorable for CEZ‟s foreign capital expenditures. Additionally, due to the 

interdependent prices of the sources of energy, CO2 credit prices directly impact the price of 

electricity, and their rise could be detrimental to the earnings of the company. 

 The Czech government has been able to maintain stable and high quality management 

at CEZ. However, due to high earnings generated by the company, the state may be tempted to 

use the proceeds to support the government budget for 2010. This poses state ownership 

political risk for shareholders.  

STOCK ANALYSIS 

 

 CEZ is the largest electricity producing 

company in the Czech Republic, possessing 70% 

of the market share.  CEZ reported first half of 

2009 results with an EBITDA of $3.2 billion, up 

7% y/y and net income of $1.84 billion, up 11% 

y/y. Major contributors to EBITDA were realized 

at the distribution level and in mining, where coal volumes sold were higher than expected. Net 

debt has risen in recent years due to increased capital expenditures and acquisitions, but is still 

comfortably below the European utilities industry average.  

 CEZ trades at a discount to most of the major multiples in the period over 2008-2010 

when compared to similar companies in its sector. The discount is largest for expected P/E‟s 

which is at 9.7 in 2009, while from examining its EV/EBITDA, CEZ seems to trade more 

consistently with the sector.  CEZ has received criticism for offering lower yields than its peers, 
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but that practice has changed in recent years with average yields at 6.0% in 2009. CEZ also is 

very competitive when taking into account earnings growth and upside potential with figures at 

approximately 8% and 48% respectively. 

 

CEZ‟s shares are listed on two stock exchanges: the Prague Stock Exchange (PSE) and 

the Warsaw Stock Exchange (WSE). CEZ constitutes 24.7% of the Czech PX Index and 1.3% of 

the Polish WIG20 index. After a buyback and redemption of shares, CEZ‟s current number of 

shares outstanding on the PSE is 537,989,759, and there are 4,750,021 treasury shares for the 

purpose of management‟s stock option program. The Czech government is the biggest 

shareholder with a 69.87% stake with the other 30% free-floating.  

In 2008, CEZ paid out 56% of earnings in dividends, translating into a dividend per 

share of USD $2.94. CEZ indicates that it will continue its dividend payment plan of paying out 

50-60% of consolidated net profit adjusted for extraordinary items.  Between April 2007 and 

May 2008, CEZ bought 58.1 millions of it is own shares, totaling 9.816% of total equity. Some 

Czech politicians with major stakes in the company would like CEZ to pay an extra dividend or 

conduct another buyback. However, CEZ has conducted several purchases this year, and both a 
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buyback and extra dividend would reduce the company‟s cash assets. The buyback mandate 

expires this month, deeming another buyback unlikely.    

In recent news, the price of energy decreased approximately 10% from the past year. 

CEZ had decided that it was more efficient to buy energy on the market and then sell it, rather 

than producing the power at its own regional power plants. Although this practice has 

increased the company‟s operating costs, it has cut the expenditures of fuel and saved millions 

of carbon allowances. The savings in carbon allowances will eventually have a positive effect on 

earnings in future fiscal periods. According to the CEZ‟s head of sales Alana Svoboda, the 

company has already sold over half of 2010‟s power production at prices generally close to the 

2008 and 2009 price levels. This reduction in future supply and an expected increase in 

demand will offset an increase in the price of electricity, thus increasing the stock price of CEZ.   

 

 

STOCK RECOMMENDATION/SUMMARY 

 

 CEZ has had an impressive performance over the past years in the CEE utilities sector, with a 

compound annual growth rate of 9% during the period 2006-09. The tough conditions of the market 

may push that number down to approximately 5%, 

but with multiple recent acquisitions, we expect 

steady growth of the company in the years to come. 

CEZ is currently trading at a discount compared to 

similar companies in its sector, and is well hedged 

against the fluctuations with output for 2010 at USD 

$86.8/MWh.  
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SECTOR OVERVIEW 

 

 After gaining membership into the European Union in 2004, a flood of investment surged into 

the Czech Republic‟s textile and clothing industry.  Its accession also opened the Czech Republic„s 

textile sector to one of the world‟s largest and wealthiest markets. Although considered to be a small-

sized textile and clothing producer, Business Monitor International has ranked the Czech Republic 

62nd in the world for its textile and clothing manufacturing value added, with a total nominal value of 

USD $2.03 billion in 2008. Additionally, 

because of its long history in textile production, 

the Czech Republic has gained a reputation for 

producing high quality textile products. Despite 

all of this, the Czech textile industry was not 

spared by the global recession, and market 

conditions in 2009 are proving difficult for the 

industry. Competition from low-cost Asian 

textile producers is also causing many problems 

for the sector. The only way to overcome the 

effects of the recession and continue its success 

will be for companies to differentiate 

themselves by developing high quality, 

competitively priced niche products. 

 

INDUSTRY TRENDS 

 

 The trend lately in the textiles sector is moving towards cheaper textile exports coming from 

lower cost Asian countries. This cheaper alternative has been significantly damaging to the Czech textile 

market; however, the Czech Republic has found different strategies in combating and overcoming this 

competition intensified by the harmful effects of the current economic recession. For instance, various 
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textile firms in the Czech Republic have managed to remain relatively stable and successful in recent 

years due to their focus on developing highly diversified products, particularly within the technical 

textiles sector. The nonwoven sector proves to be more profitable because the nature of technical textile 

production requires more product knowledge and less manual labor. Additionally, the pressure on 

product prices is more relaxed and competition from Asia is significantly weaker in the nonwoven 

textile sector.  

 

COMPANY HISTORY 

 

 Pegas Nonwovens s.r.o. was established in 1990 as a Czech 

Republic-based holding company engaged in the production of 

nonwoven fabrics. It supplies its clients with synthetic spunbond and 

meltblown nonwovens for the use in disposable hygiene products, 

furniture and construction applications, medical and protective 

clothing, agricultural applications. In addition, the company‟s products 

are used as wind barriers, air filtration products, industrial wipes and 

absorbents of oil and acid, and composite fabrics and laminates. The 

company sells its products in Europe, the Russian Federation, and 

Turkey. Today the total production capacity of the company is 

approximately 70 thousand tons of non-woven fabric per annum. 

 

 

 On December 26th, 2008, Pegas released a new technology that incorporates atmospheric 

plasma discharge that is used to treat nonwoven textiles. The equipment may enable research into the 

interaction of the plasma pretreatment and of subsequent applications, which may also include nano-

treatment. The project is financed in part with a grant from the 

Czech Ministry of Industry and Trade. The planned project 

budget is up to USD $4 million during the period between 

2008 and 2011. The usage of plasma should ensure 

improvements in the durability of the nonwoven textiles and 

reduce functional additives. Further benefits of the project 

include an enhancement of textile properties at lower costs and 

increased environmental friendliness.  
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INVESTMENT STRENGTHS  

 

 Although the Czech Republic entered into a 

recession in late 2008, 2009 has started strongly for Pegas. 

This exceptional performance in the first quarter was the 

result of three factors concurrently moving in Pegas‟s favor. 

They were: an extreme drop in polymer prices, output 

pricing reflecting polymer prices at the higher level from the last quarter of 2008, and the successful 

sale of inventory held over from the end of 2008.  

 Pegas is in the perfect environment to expand because the Czech Republic is developing 

simultaneously. The country has recently planned to increase infrastructure spending, which will give 

Pegas a growing market for its construction and building products. On January 12, 2009, the Ministry 

of Industry and Trade granted Pegas approval of a corporate income tax relief for a period of 10 years 

and financial support of USD $12,000 for every new position created in the Znojmo Region. Having 

governmental support will allow Pegas to better compete with other nonwoven textile firms within 

Europe that may not be given the same attention from their respective governments. 

 Pegas is also on the forefront of developing innovative technology that can change the entire 

textile industry. Pegas has positioned itself not only as a company known for the high quality of their 

products but also for the plethora of products and technologies they offer. Pegas is excelling even given 

the current worldwide financial crisis due to the many different sectors Pegas can market and sell their 

products. By leveraging their research and development along with their market knowledge, Pegas is 

able to continue to increase their revenues and sustain steady growth. 

 

INVESTMENT RISKS  

 

 Although labor costs in the Czech Republic are relatively cheaper than many developing 

countries, the Czech Republic still cannot compete with labor costs of Asian countries. This could pose 

potential threats due to the loss of market share in products that do not have patented technology and 

can be made without thorough industry knowledge. The Czech Republic is also experiencing a 

continuously decreasing workforce, which could have added negative effects to the cost of labor as 

textile manufacturing is very labor intensive. 
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 Another risk is the large percentage of Pegas's product costs that is tied to the price of polymers. 

As the following graph suggests, a decrease in polymer prices has dropped 8% of Pegas's total cost 

breakdown. Although polymer prices are decreasing in the current market, if polymer prices were to 

increase, Pegas could find difficulty in procuring low cost materials needed in order to sustain their 

current production needs.  

 

 

 

STOCK ANALYSIS 

 

 Pegas, the second leading European producer of nonwoven textiles, achieved an EBITDA of USD 

$21 million in the first quarter of 2009. The operating profitability of the company (EBITDA) increased 

by 33.8% y-o-y and consolidated revenues amounted to USD $53 million. In addition to Pegas's strong 

sales, capital expenditure remained low despite the company‟s plans to spend a total USD $3 million 

this year on maintenance. Pegas also continues to decrease its indebtedness as total bank loans 

outstanding were USD $153 million in June, 10% lower than in March and 15% lower than in December 

2008. The company has issued 9,229,400 ordinary shares with a share price of USD $24, with each 

share entitling its holder to one vote. Currently, 98.8% of the shareholders are institutional and retail 

investors, and the company's management comprises the remaining 1.2% of investors. 
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 As the graph on the below illustrates, the nonwoven market in Europe grew at a rate of 11% 

CAGR from 2004-2007 while Pegas's market share in Europe has been increasing at a rate of 14.7% 

CAGR from 2004-2007. This growth rate is higher than that of Pegas's core market due to regular 

capacity additions.      

 

 Pegas has a P/E ratio of 9.94 which is relatively higher than the industry average P/E ratio of 

3.06. This indicates that investors are willing to pay a premium for this stock because they are expecting 

higher earnings growth continuing into the future. Additionally, Fiberweb, its main competitor in 

Europe, has been showing negative earnings the past few years which could give Pegas an opportunity 

to gain an even larger market share considering its more profitable and stable position at the current 

time. 

 Pegas has a debt to equity ratio of 1.22 meaning assets are mainly financed with debt. Although 

a debt to equity ratio of 1.22 is low when observed exclusively, when compared to the industry average 

and to the current nonwoven textile market leader Fiberweb, 1.22 is comparatively high. Fiberweb, a 

more mature company, has a debt to equity ratio of .82 while the industry average is .51. Pegas's higher 

than average debt to equity ratio is in part due to Pegas's current growth strategy especially in 

establishing 9 subsidiaries within the past 10 years.  

 Using the average growth rate, it is projected that Pegas's market share within Europe for 2010 

is to increase to approximately 11.2%. Therefore, even with continuously added subsidiaries, the CEO 

believes that 2010 production capacity will sell out due to sustained demand. This long-term 

sustainability allowed for consistent dividend growth within the past two years with USD $1.13 being 

paid out in 2007 and USD $1.27 in 2008. With respect to the financial results recorded last year and 

taking into account the outlook for this year, the Board of Directors decided to announce its intention to 

pay a dividend in 2009 of USD $12.9 million (USD $1.39 per share). 
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STOCK RECOMMENDATION/SUMMARY 

 

 With the newly announced stimulus package 

developed by the Czech Republic government that 

emphasizes the development of the Czech infrastructure, 

Pegas can take advantage of this opportunity by 

establishing itself as the primary producer of 

infrastructure nonwoven textile products. Pegas is a solid 

investment opportunity at this time because we believe the 

stock is currently undervalued based on its high growth 

potential. Investors should approach this investment with 

a medium to long-term investment horizon due to advanced technological projects that will come into 

fruition within the next five to ten years. 
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