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1 .  I n  t r o  d u c  t i  o n

Af ter the col lap se of com mu nism in 1989 op ti mism about adop ting ca pi ta list
in sti tu ti ons in Eas tern Eu ro pe was wi des pre ad, and, in the Czech Re pub lic es -
pe ci al ly, Vác lav Klaus was he ral ded as us he ring in a ra di cal eco no mic re form
(see Pal mer, 1997). Yet wit hin a few ye ars it be ca me evi dent that the ne wly cre a -
ted stock mar kets were far from per fect. A De cem ber 23, 1996 ar tic le in Fort u ne
Ma ga zi ne en tit led “The Pi ra tes of Pra gue” des cri bed an im por tant prob lem: firm 
ma na gers and in ves tment funds were of ten ac ting aga inst the in te rests of mi no -
ri ty sha re hol ders and tun ne ling re sour ces into the ir own cof fers (see Wal la ce,
1996; Joh nson et al, 2000)1) The se prob le ms led many to qu es ti on the exis ting
le gal ar ran ge ments and to po nder the ne ces sa ry pre re qu i si tes for ca pi tal mar -
ket de ve lop ment. 

Most com men ta tors in clu ding Black (2001), Cof fee (1999), Frye (2000), Gla e -
ser et al (2001), Ml èoch (2000), Pis tor (2001) and Stig litz (1999) ar gue the ex pe ri -
en ce of Eas tern Eu ro pe po ses a se ri ous chal len ge to tho se eco no mists who ma in -
ta in that go ver nment over sight of fi nan ci al mar kets is un ne ces sa ry. Whi le wri ters
such as Ben ston (1998), Man ne (1969), and Stig ler (1964) ar gu ed that for ward lo o -
king eco no mic agents would con tract for ar ran ge ments to ma xi mi ze the va lue of
the ir equ i ti es, Gla e ser et al (2001) coun ter that this group of the o ri es “cru ci al ly re li -
es, among ot her as sum pti ons, on the po ssi bi li ty of ef fec ti ve ju di ci al en for ce ment of 
com pli ca ted con tracts.”2) In most Eas tern Eu ro pe an coun tri es the con di ti on of
a well fun cti o ning ju di ci a ry clearly is not met (see San to me ro, 1998) so Gla e ser et
al ar gue that some ot her go ver nment agen cy need to step in to fill the void. Af ter all
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1) Gla e ser et al (2001) list the fol lo wing prob le ms with Czech mar kets: Trans ac ti ons could take pla ce

off the ex chan ge at be low mar ket pri ce, nor was the re pri ce uni for mi ty on the ex chan ge; No re qu i re ment of

new ow ner ship dis clo su re; No man da to ry bid to buy out re ma i ning sha re hol ders; In ves tment Pri va ti za ti on

Funds had no re stric ti ons aga inst pur su ing such trans ac ti ons and had no le gal res pon si bi li ty to the ir in ves -

tors; New sha re hol ders and com pa ny could make de als wit hout ma king them pub lic un til the an nu al re port

was re le a sed; Mi no ri ty sha re hol ders had no le gal re cour se. 

2) Al though Co a se (1975, p. 61) is ge ne ral ly cri ti cal of re gu la ti ons with con clu si ons such as: “The

main les son to be drawn from the se stu di es [of go ver nment re gu la ti on of in dus try] is clear: they all tend to

sug gest that the re gu la ti on is eit her inef fec ti ve or that when it has a no ti ce ab le im pact, on ba lan ce the ef fect 

is bad, so that con su mers ob ta in a wor se pro duct or a higher-priced pro duct or both as a re sult of re gu la ti -

on,” Gla e ser et al ar gue that Co a se is only cri ti cal of re gu la ti ons when the ju di ci al sys tem is ef fec t i ve. 



some go ver nment agen cy must en for ce the ru les (see Bu cha nan, 1975; Bren nan,
Bu cha nan, 1985). 

Des pi te the very big prob lem of fraud in Czech stock mar kets, po li ti cal eco -
no my po ints out that a go ver nment may lack the abi li ty to eli mi na te a prob lem.
Wil li am son (1983, p. 537) cri ti ci zes what he ca lls le gal cen tra lism wri ting, “The -
re is a gro wing awa re ness that the (com pa ra ti ve) li mi ta ti ons of the courts are more
se ve re than the le gal cen tra lism tra di ti on ad mits.” The law, whet her en for ced by
courts or re gu la tors, is of ten high ly im per fect, so one can not as su me that ad di ti -
o nal ru les will eli mi na te any gi ven prob lem.3) In the real wo rld dra wing up con -
tract that will eli mi na te op por tu nism is of ten im pos sib le or at le ast at ex tre me ly
cost ly, so or ga ni zing one’s eco no mic ac ti vi ty around the law is of ten not an op ti -
on. Re cent work by Ben son (1990), Ber nste in (1992), Clay (1997), El lic kson
(1991), Joh nsen (1986), Le e son (fort hco ming), and Strin gham (2003) do cu -
ments how mar kets fun cti on much dif fe rent ly from how the law would ac tu al ly
pres cri be. Go ver nment rule en for cers of ten lack the in cen ti ve or the abi li ty to
sol ve prob le ms such as fraud, so mar ket par ti ci pants are left on their own. 

Ne ver the less, the le gal cen tra list ap pro ach is qu i te po pu lar in the rea lm of pub -
lic po li cy whe re the hope has been that stric ter ru les will make stock mar kets more
at trac ti ve. Most com men ta tors on the Czech Re pub lic be li e ved that the agen cy
prob le ms were due to in suf fi ci ent laws and that the prob le ms could be sol ved by
ad di ti o nal go ver nmen tal ru les. Yet wis hing so met hing so does not make it so, and
in the Czech Re pub lic es pe ci al ly the ad di ti o nal re gu la ti ons have not de li ve red.
Des pi te ad ding an in de pen dent Se cu ri ti es Ex chan ge Com mis si on and nu me rous
ad di ti o nal re gu la ti ons sin ce 1998, the Czech go ver nment has hard ly cre a ted con fi -
den ce in the Czech stock mar ket, in ste ad they cre a ted nu me rous re gu la ti ons that
bur den the mar ket and do lit tle to re du ce the exis ting prob le ms. We be li e ve that the 
ex pe ri en ce of the Czech stock mar kets shows the fa i lings of le gal cen tra lism from
a po si ti ve and nor ma ti ve per spec ti ve. By stu dy ing the prob le ms of le gal cen tra lism
in this con text we can le arn which po li ci es are less or more li ke ly to be suc ces sful in 
the fu tu re. Our pa per is or ga ni zed as fol lows: Sec ti on 2 dis cus ses why the le gal
cen tra list ap pro ach is un li ke ly to pro du ce good cor po ra te go ver nan ce, Sec ti on 3
pro vi des exam ples of the fa i lings of the le gal cen tra list ap pro ach in the Czech ex -
pe ri en ce, and Section 4 concludes. 

2 .   I s  g o o d  c o r  p o  r a  t e  g o  ve r  n a n  c e  l i  k e  l y  t o  c o m e  f r o m  t h e  s t a  t e ?  

Whe ne ver ex chan ge mo ves be y ond sim ple face to face trans ac ti ons the po ten -
ti al for post con trac tu al op por tu nism exists. The stock mar ket is a pri me exam ple,
whe re ma na gers pro mi se to pay pro fits in the fu tu re but they may have no in ten ti on
of de li ve ring. As Shle i fer and Vish ny (1997, p. 740-741) ex pla in:

„The ma na ger ne eds the financiers’ funds, sin ce he eit her does not have enough ca pi tal to in -
vest or he wants to cash out the hol dings. But how can the fi nan ci er be sure that, once they sink the ir
funds, they get anyt hing but a wor thless pi e ce of pa per back from the ma na ger?“ 

If ma na gers are unab le com mit to fol low through on the ir bar ga in, in ves tors
will wit hhold funds and the ca pi tal mar ket will dry up. The di lem ma is fi gu ring
how to stop ma na gers from mis han dling the sha re hol ders ca pi tal. The most
com mon ly in vo ked so lu ti on is the le gal cen tra list view: simp ly have the law sti -
pu la te that ma na gers ma xi mi ze the va lue to the sha re hol ders. Un der this le ga -
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3) Ro bert El lic kson (1987) des cri bes le gal cen tra lists as pe op le who be li e ve that “the le gal sys -

tem—the ru les and might of Le vi at han—is the we lls pring of so ci al or der.”
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lis tic ap pro ach, in the case of non-compliance sha re hol ders, pro se cu tors, or re -
gu la tors simp ly would file suit and the courts or re gu la tors would rec ti fy the
prob lem. Whet her the law is en for ced by courts or re gu la tors, the go ver nment
en for ce ment ap pa ra tus pla ys a cru ci al role (see Gla e ser et al., 2001; Ol son,
1996). 

Al though the the o re ti cal so lu ti on of go ver nment con tract en for ce ment is
neat and tidy, real wo rld bu si ness re la ti on ships are of ten more com pli ca ted
than the tex tbo ok mo del. Hart and Mo o re ex pla in (1988, p. 755):

„When dra wing up a con tract, it is of ten im prac ti cab le for the par ti es to spe ci fy all the re le vant
con tin gen ci es. In par ti cu lar, they may be unab le to des cri be the sta tes of the wo rld in enough de tail
that an out si der (the courts) could la ter ve ri fy which sta te had oc cur red, and so the con tract will be in -
com ple te.“

Be cau se con tracts that des cri be all sta tes of the wo rld are simp ly not an op ti -
on, the law can not fun cti on as me cha nis ti cal ly as many le gal cen tra lists might
hope.4)  Exact ly how the law can en su re that ma na gers act in the in te rest of the ir
prin cip les is un cle ar. Con si der the sim plest pres crip ti ve law that gi ves ma na -
gers “the le gal duty to ma xi mi ze pro fits,” which Gre en fi eld and Kos tant (2003, p. 
1005) ar gue is “es sen ti al.” Al though it might be de si rab le if such a law could be
en for ced, un cer ta in ty of eco no mic ac ti vi ty ma kes such a rule all but unu sab le.
For exam ple, when a com pa ny fa ils to make pro fits an ex ter nal ob ser ver might
not know if the poor per for man ce is due to ma na ge ri al de lin qu en cy, un fo re se en
bu si ness con di ti ons, or a con sci ous de ci si on to fo re go pro fits in fa vor of more
in ves tments.5) The le ga lis tic ap pro ach that man da tes that ma na gers ma xi mi ze
pro fits would re qu i re the courts or re gu la tors to re vi ew ear nings, jud ge cor po ra -
te per for man ce, and de ci de whet her a ma na ger is do ing a good job.

Gi ving go ver nment of fi ci als the dis cre ti on of de ci ding whet her ma na gers are
ac ting in the in te rest of the ir prin cip les, in tro du ces many po ten ti al prob le ms. Wit -
hout kno wing the spe ci fics of each in dus try and the spe ci fic plan of each com pa ny,
even a well-intentioned go ver nment will have lit tle gu i dan ce in de ci ding each case
for many of the re a sons gi ven in the so cia list cal cu la ti on de ba te by Mi ses (1990)
and Ha y ek (1948). Stig litz right ly po ints out that if jud ges and re gu la tors are so well 
sui ted to gu i de the cour se of in dus try, we might as well not have pri va ti za ti on
(1999, p. 12): 

„It will be said, per haps the an swer lies with bet ter re gu la ti ons and well-designed in cen ti ve con -
tracts for the con trol ling fund ma na gers. But let us now step back and take stock. If a go ver nment
had such in cre dib le mo ni to ring and en for ce ment po wers to over co me such di sin cen ti ves, why not
app ly tho se po wers di rect ly in cor po ra ti zed state-owned en ter pri ses and then pri va ti ze la ter in a bet -
ter thought-out way?“

Whet her or not one be li e ves that the prob le ms of cen tral plan ning can be
over co me, one must re cog ni ze that ha ving courts or re gu la tors jud ge win ners

4) One exam ple of this line of thin king is Ja mes Bu cha nan (1975) who wri tes, “Idea lly or con cep tu al ly,

en for ce ment might be me cha ni cal ly prog ra mmed in ad van ce of law vio la ti on. The par ti ci pants ag ree on a

struc tu re of in di vi du al rights or cla ims that is to be en for ced, and vio la ti on re qu i res only the fin dings of fact

and the au to ma tic ad mi nis tra ti on of san cti ons.” Bu cha nan does add many qu a li fi ers to the abo ve view, but

he ne ver rea lly ex pla ins why the law en for ce ment agen cy will ser ve the pub lic in te rest as he would like.

5) No mat ter the pro fit le vel, an out si de ob ser ve can ne ver say a firm ma xi mi zed the pro fits as much as 

was po ssib le be cau se in hin dsight one can ob ser ve bet ter po ssib le cour ses of ac ti on, for exam ple bet ting

on the win ning lot te ry num ber. Un less a firm trans fer red all of its re sour ces in are as that re ce i ved the hig -

hest po ssib le ra tes of re turn, the f irm is not ma king as much pro fits as was po ten ti al ly po ssib le. In the mar -

ket, in ves tors make de ci si ons ba sed on the ir ex ante wil lin gness to bear risk, but how courts could de ter mi -

ne whet her a firm’s de ci si ons are “op ti mal” is un cle ar. 



and lo sers pus hes one ex ce e ding ly clo se to a plan ned eco no my. In rea li ty jud -
ges are not om nis ci ent (see Strin gham, 2001) and will face dif fi cul ti es ma king
de ci si ons about whet her a ma na ger is ac ting in the in te rest of his in ves tors.6) 

An al ter na ti ve le ga lis tic ap pro ach might cre a te pro scrip ti ve laws such as “don’t
ste al the company’s va lue from in ves tors” (see Black, 2001, p. 842) but aga in
whet her this le ga lis tic ap pro ach can eli mi na te the prob lem is un cle ar. A jud ge
might be able to ob ser ve if the ma na ger is trans fer ring funds from the
company’s ac count to his per so nal ac count, but be y ond that whe re the line of il -
le gal ac ti vi ty is drawn is en ti re ly un cle ar. A ma na ger might fly co ach or he might
pur cha se an ex pen si ve cor po ra te jet; a ma na ger might have a Spar tan of fi ce or
the most ex pen si ve fur ni tu re. Un less the go ver nment knows the ideal mode of
trans port or the ideal set of fur ni tu re, then va gue pro scrip ti ve laws are of lit tle
use. And even if the go ver nment could as cer ta in what type of of fi ce fur ni tu re is
ex ces si ve, the law would have a dif fi cult time pre ven ting the ma na gers from
was ting mo ney be cau se the law would have to co ver not just of fi ce fur ni tu re but
eve ryt hing that en ters into a ma na gers uti li ty fun cti on. For exam ple, if the law
man da ted “No ex ces si ve fur ni tu re” this would not pre vent the ma na ger from
was ting re sour ces on un ne e ded jets, la vish car pets, or ex pen si ve cor po ra te ou -
tings. Un less a law can plug all po ssib le lo op ho les it is un cle ar whet her it can eli -
mi na te the mi su se of funds. Ima gi ne try ing to keep the wa ter in a flo o ding bat -
htub by hol ding up a bunch of tiny plas tic bags. The bags might pre vent wa ter
from flo wing in any par ti cu lar area but they will not pre vent the wa ter from get -
ting around them. This is why, des pi te all the exis ting ru les and re gu la ti ons, the
law does not pre vent ma na ge ment at com pa ni es such as En ron from dri ving
the ir com pa ni es into ban krup tcy. Most exis ting laws con ta in spe ci fic ob li ga ti ons 
such as re qu i ring com pa ni es to pro du ce an nu al re ports or have sha re hol der
mee tin gs in cer ta in ways, but such laws can ne ver gu a ran tee that ma na gers are
wor king to ma xi mi ze pro fits.

Des pi te the fact that the law can not gu a ran tee that sha re hol ders will be well
ser ved, the mar ket has me cha nisms to deal with this se e ming ly in trac tab le prob -
lem. Rat her than re ly ing on courts or re gu la tors to pu nish ma na gers who do a bad
job, the mar ket au to ma ti cal ly pro vi des po si ti ve re in for ce ment for tho se who do
a good job. The mar ket for ma na ge ri al labour and the mar ket for cor po ra te con trol 
use no le gal for ce but they cre a te strong in cen ti ves to re ward tho se who do well
(see Man ne, 1969; Kle in, 1996; Eas ter bro ok, 1997). Yes, ma na gers need to be
mo ni to red, but rat her than have the mo ni to ring done by the law, the mo ni to ring
ta kes pla ce al most in vi sib ly by coun tless en trep re ne urs. 

Lud wig von Mi ses des cri bed how investor-entrepreneurs who di rect re sour -
ces into dif fe rent firms call the shots for in dus try. When in ves tors de ci de whet -
her a firm de ser ves the ir ca pi tal, they de ci de whet her an en de a vor and its ma -
na ge ment is wor thwhi le. The investor-entrepreneurs ac tu al ly own the com pa ny
but they can not make eve ry mi nu te de ci si on for a com pa ny so they must de le ga -
te res pon si bi li ti es to em plo y e es, one of the most im por tant of whom is the ma na -
ger who in the words of Mi ses (1998, p. 301) is „a ju ni or part ner of the en trep re -
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6) This know led ge prob lem would not be eli mi na ted if the law con ta i ned more spe ci f ic pres crip ti ve

me a su res. For exam ple, the law would con ta in more spe ci fics such as “cho o se the le ast cost in put com bi -

na ti ons” and “pro du ce up un til the po int whe re mar gi nal be ne fits equ al mar gi nal costs” but un less the go ver -

nment could ob ser ve the re le vant iso qu ants and cost cur ves such a law would also be of lit tle use. Bu cha -

nan (1969) gi ves us re a son to qu es ti on whet her go ver nment would be able to es ti ma te a firm’s cost cur ve

and we would be sur pri sed how many jud ges even know what “le ast cost in put com bi na ti on” even me ans.

For such a le ga lis tic ap pro ach to fun cti on the law en for cers would have to have wis dom about the eco no my

that it just does not have (see Strin gham, 2001).
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ne ur, as it were, no mat ter what the con trac tu al and fi nan ci al terms of his
em plo y ment are.“ The in ves tors must de ci de if the ma na ger is the right per son
for the job, and, like all em plo y ers, the in ves tors must mo ni tor the ir em plo y e es.
The re is a lar ge li te ra tu re on how em plo y ers must use in cen ti ves, not laws, to
mo ti va te the ir em plo y e es (see Sap pin gton, 1991). When in ves tors hire so me o -
ne to run a bu si ness they are fa ced with the una vo i dab le cho i ce of de ci ding the
best per son, and even though mil li ons of pe op le meet the le gal re qu i re ments,
not eve ry o ne will do a good job. Most po ten ti al ma na gers would pro bab ly be un -
suc ces sful at run ning a par ti cu lar bu si ness, not be cau se of wi ll ful in tent to de -
fraud but be cau se they lack qu a li fi ca ti ons or bu si ness know led ge. In the end,
the le gal sys tem gi ves lit tle prac ti cal di rec ti on what so e ver.7)

The ow ners must de ci de whom to hire, not ba sed on in for ma ti on pro vi ded by
go ver nment, but ba sed on per so nal jud gment. Ow ners who are bet ter at se lec ting
good ma na gers will be have hig her re turns than tho se who pick po or ly,8) and whet -
her we like it or not the go ver nment has lit tle abi li ty to res cue pe op le from bad de ci -
si ons. Des pi te the re la ti ve lack of gu i dan ce gi ven by the law the mar ket au to ma ti -
cal ly cre a tes in cen ti ves for pe op le to do a good job. Mi ses wri tes (1998, p. 306):

 „In profit-seeking bu si ness the dis cre ti on of ma na gers and sub-managers is re stric ted by con si -
de ra ti on of pro fit and loss. The pro fit mo ti ve is the only di rec ti ve ne eded to make them sub ser vi ent to 
the wis hes of the con su mers. The re is no need to re strict the ir dis cre ti on by mi nu te in struc ti ons and
de tai ls. If they are ef fi ci ent, such med dling with de tai ls would be su per flu ous, if not per ni ci ous in ty -
ing the ir hands. If they are inef fi ci ent, it would not ren der the ir ac ti vi ti es more suc ces sful. It would
only pro vi de them with a lame ex cu se that the fa i lu re was cau sed by inap prop ri a te ru les.“

For mal law and strict bu re auc ra tic ru les in a cor po ra ti on, by them sel ves, are
unab le to en su re that ma na gers act in the in te rest of prin ci pal sha re hol ders. Prin -
cip le agent prob le ms are real but mar ket in sti tu ti ons have evol ved to de tect and
cor rect er rors that re sult from the se prob le ms (see Pa dil la, 2002).9) The pro fit
sys tem, the mar ket for cor po ra te con trol, and the mar ket for ma na ge ri al labour
ma kes sure that in the long run, good ma na gers will keep the ir jobs and the bad
ma na gers will be put out of bu si ness. Go ver nment re gu la ti on, on the ot her

7) Just be cau se an in ves tment is le gal does not mean the in ves tment is f i nancial ly sound. For exam -

ple, in 1992 the Ame ri can Stock Ex chan ge cre a ted the Emer ging Com pa ny Mar ket pla ce de sig ned for

“small, high growth com pa ni es,” and even though in ves tors had the same le gal pro tec ti ons as for all ot her

US stocks, so many com pa ni es fa i led that Amex had to end the prog ram be cau se in ves tors lost trust in the

com pa ni es lis ted the re in (see Cof fee, 1999, p. 22).

8) Li ke wi se the ma na gers who do a good job are re war ded through the mar ket for ma na ge ri al la bour.

The is sue is whet her so me o ne can con vey that they can be trus ted to do a good job in the fu tu re (see Dia -

mond, 1989).  

9)  In or der for the ori gi nal ow ner to ma xi mi ze the va lue of what he of fers, he must pro vi de as su ran ces

for po ten ti al in ves tors. This in clu des a num ber of me a su res such as se lec ting the best po ssib le ar ran ge -

ments for the se con da ry mar ket (see Chem ma nur, Ful ghi e ri, 2002). To the ex tent that tra ding ru les can eli -

mi na te prob le ms, in ves tors will be wil ling to pay a pre mi um for a co ve red stock so it is in the in cen ti ve of all

par ti es to se lect them. His to ri cal ly the in sti tu ti on that fil led this role for the se con da ry mar ket was pri va te

stock ex chan ges, which can cre a te lis ting re qu i re ments, dis clo su re re qu i re ments, and tra ding gu i de li nes.

(see Ban ner, 1998; Ma ho ney, 1997; Strin gham, 2002) A sys tem of pri va te re gu la ti on has cer ta in ad van ta -

ges over go ver nment re gu la ti on be cau se un der a sys tem of free en ter pri se stock ex chan ges must com pe te

to at tract ca pi tal and will have an in cen ti ve to of fer at trac ti ve tra ding en vi ron ments; this con trasts with

mem bers of the bu re auc ra cy who do not al wa ys have the best bu si ness sen se or in cen ti ves that are alig ned

with the in ves tment com mu ni ty. McLin don (1996, p. 70) ad dres ses the si tu a ti on tran si t i on eco no mi es face

„Gi ven the li mi ted ad mi nis tra ti ve ta lent of go ver nment…it is ad vi sab le to stress self-regulation by pri va te

sec tor groups. Fi nan ci al sys tems have lan gu is hed for de ca des un der go ver nment do mi na ti on, and the in -

ves ting pub lic will be wary if go ver nment do mi na ti on con ti nu es in a ne wly emer ging ca pi tal mar ket. In a li be -

ra li zed fi nan ci al sys tem, fi nan ce must be de po li ti ci zed as much as po ssib le.“



hand, does lit tle to stop bad bu si ness and it of ten im po ses a bur den on ma na gers
and in ves tors ali ke (see Stig ler, 1975).

3 .  W h y l e  g a l  c e n  t r a  l i s m  h a s  n o t  s e r  ve d  C z e c h  m a r  k e t s

Le gal cen tra lists en vi si on the law as a deus ex ma chi na that co mes down and
sol ves all prob le ms. In rea li ty the law ne ver works as me cha nis ti cal ly as its sup por -
ters en vi si on and the ex pe ri en ce of the Czech stock mar ket is a per fect exam ple. Af -
ter pri va ti za ti on, the Czechs be li e ved that good cor po ra te go ver nan ce could be at ta -
i ned by tel ling ma na gers of go ver nment en ter pri ses that they have to ma xi mi ze the
va lue of the ir com pa ny for the ir ne wfound sha re hol ders. When it be ca me evi dent
that the se go ver nment ap po in te es were do ing ot her wi se, the Czech go ver nment be -
li e ved that the so lu ti on was to enact ad di ti o nal ru les. In prac ti ce, it tur ned out that the 
le gal and re gu la to ry ru les did lit tle to help the sha re hol ders, and they en ded pla cing
many re stric ti ons on com pe ti ti on. The laws have been tre men dous ly cost ly yet as
we would pre dict they have done lit tle to res to re con fi den ce in the Czech stock mar -
ket. Let us con si der some of the fa i lings of the le ga lis tic ap pro ach in the Czech Re -
pub lic. One of the most ba sic prob le ms with le gal cen tra lism is that the le gal sys tems 
do not ope ra te ac cor ding to the tex tbo ok mo del of the law and in the Czech Re pub lic
this clearly is the case. Le gal cen tra lists usu al ly as su me that if so me o ne is bre a king
a law or con tract, one simp ly goes to court and the is sue is re sol ved, yet courts, es -
pe ci al ly tho se in for mer com mu nist coun tri es, are of ten ill equ ip ped to en for ce even
the sim plest of con tracts. Ze mpli ne ro va (2000) ex pla ins the si tu a ti on: 

„The Czech le gal en vi ron ment is still in its in fan cy: it is over-regulated and of ten bu re auc ra tic.
Laws are of ten dif fi cult to in ter pret and bur de ned with in con sis ten ci es and lo op ho les…In ad di ti on,
the sta te ju di ci a ry in fra struc tu re is over bur de ned to the po int of pa ra ly sis, lac king both the hu man
and fi nan ci al ca pi tal ne ces sa ry to en for ce eit her sta tu tes or con tracts.“

In one in ter view, an Ame ri can who wor ked in Pra gue du ring the 1990s told
us, “I per so nal ly am owed $20,000 for a 1994 trans ac ti on that is still backed up
in Czech courts for a case that is open and shut in Czech law.” Des cri bing the le -
gal sys tem he said, “It’s ab surd” (see Per so nal In ter view, San Jose, May 7,
2005) As of 2003, Czech re gi o nal courts had 67,000 un set tled ca ses, with over
a third of them be ing more than five ye ars old (see Bouc, 2004, p. 8). Czech jud -
ges lack ex pe ri en ce with ca pi tal mar kets and are ill pre pa red to deal with com -
pli ca ted fi nan ci al con tracts, so eco no mists such as Gla e ser et al (2001) sug -
gest that re gu la tors step into fill that void. Jud ges in for mer com mu nist
eco no mi es have lit tle ex pe ri en ce with ca pi tal mar kets so they un der stan dab ly
are not com ple te ly know led ge ab le, but will re gu la tors co ming out of the same
con text fare any bet ter? In our re se arch the evi den ce se ems to in di ca te that
Czech re gu la tors are just as in com pe tent (see Strin gham, Bo ett ke, 2005). Tho -
se who ad vo ca te the re gu la ti ons do not seem to re cog ni ze the po ten ti al for go ver -
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nment fa i lu re due to know led ge prob le ms or Pub lic Cho i ce con cerns.10) The list of
qu es ti o nab le re gu la ti ons is long but let us hig hlight a few exam ples. 

Throug hout its short his to ry the Czech ca pi tal mar ket has been ac com pa ni ed
by nu me rous re gu la ti ons,11) the amount in cre a sing af ter the cre a ti on of the Czech
Se cu ri ti es Ex chan ge Com mis si on in Ja nu a ry 1998.  Led by eco no mists such as To -
mas Je zek, who la ter be ca me the head of the SEC and who ac cor ding to one for -
mer fund ma na ger “had no know led ge of ca pi tal mar kets,” (see Per so nal In ter view, 
Pra gue, Ap ril 24, 2005) the Czechs thought that gi ving the role of over sight to
a new re gu la tor would eli mi na te many of the exis ting agen cy prob le ms. Un for tu na -
te ly the prob le ms that pe op le as so ci a ted with inef fec ti ve en for ce ment by the
courts and the Mi nis try of Fi nan ce did not go away af ter the cre a ti on of the SEC.
One of the cri ti cisms of the Mi nis try of Fi nan ce was that many of the ir em plo y e es
were un know led ge ab le about se cu ri ti es mar kets, but when they cre a ted the new
SEC they en ded up hi ring many of tho se same who were just as un know led ge ab le
as when they wor ked for the Mi nis try of Fi nan ce (see Cal bre ath, 1996). Sa y ing that 
re gu la tors will pre vent fraud is one thing, but im ple men ting it through the po li ti cal
pro cess in prac ti ce is anot her. 

Re gu la tors are of ten just as in the dark about a company’s fu tu re be ha vi our as
the ty pi cal in ves tor, and un less re gu la tors can ea si ly iden ti fy wron gdo ers, they will
of ten at tempt to de vi se pro xi es that are qu i te ar bit ra ry. For exam ple, be cau se
a cer ta in per cen ta ge of funds were not ac ting in the fi du ci a ry in te rests of the ir in -
ves tors, the Czech go ver nment de ci ded to re strict the num ber of in ves tment
funds. To mas Je zek told us in our in ter view that he was in cre du lous about the num -
ber of bro kers and in ves tment funds in the ear ly days and he ar gu ed that that one of 
the most im por tant tasks of the SEC was to re du ce this num ber to a more rea lis tic
fi gu re (see Per so nal In ter view, Pra gue, July 22, 2002). Through va ri ous sche -
mes they ra i sed the fi xed costs of re gu la ti ons which en ded up put ting many small
firms out of bu si ness but why re du cing the num ber of com pa ni es will re du ce the
amount of fraud is un cle ar. Tech ni cal ly it is cor rect that if they put many firms out of
bu si ness, they would put some frau du lent firms out of bu si ness, but in the pro cess
they en ded up se ve re ly re stric ting the amount of com pe ti ti on. Stigler’s (1964) cap -
tu re the o ry of re gu la ti on is ali ve and well. 

In ad di ti on to ma king firms jump through many re gu la to ry ho ops, the go ver -
nment cre a ted re stric ti ons on who could work at bro ke ra ge firms which fur ther re -

10) From a po li ti cal eco no my per spec ti ve, the ana ly sis of re gu la ti on is in com ple te un less it ac counts

for the prob le ms of know led ge (see Ha y ek, 1948; So well, 1980; Kir zner, 1985), and the prob lem of in te rests 

(see Stig ler, 1975; Bu cha nan, Tol li son, Tul lock, 1980).  Whi le dis tin gu is hing bet we en the prob le ms is im -

por tant, the se prob le ms are of ten in ter twi ned (see Bo ett ke, 1993, 2001). Ja mes Bu cha nan (1969, p. 96-97) 

ar gu es that the know led ge prob lem is im por tant, but he be li e ves that the in cen ti ve prob lem is more im por -

tant: „Even if the so cia list sta te should so me how dis co ver an orac le that would al low all cal cu la ti ons to be

made per fect ly, even if all pre fe ren ce fun cti ons are re ve a led, and even if all pro duc ti on fun cti ons are known

with cer ta in ty, ef fi ci en cy in al lo ca ti on will emer ge only if the ef fec t i ve decision-makers are con ver ted into

eco no mic eu nuchs. Only if such men can be mo ti va ted to be ha ve, to make de ci si ons in ac cor dan ce with

cost cri te ria that are dif fe rent from the ir own can this decision-structure be co me wor kab le. This amounts to

sa y ing that even if the prob le ms of cal cu la ti on are to tal ly dis re gar ded, the so cia list sys tem will ge ne ra te ef -

fi ci en cy in re sults only if men can be tra i ned to make cho i ces that do not em bo dy the op por tu ni ty costs that

they, in di vi du ally and per so nal ly, con front.“ La vo ie (1985, p. 102) re ver ses the ar gu ment sa y ing that even if 

the plan ners could be con ver ted into a eu nuch, the prob le ms of cal cu la ti on could not be over co me. We con -

tend that mo dern po li ti cal eco no my must chal len ge the as sum pti ons about both be ne vo len ce and om nis ci -

en ce.

11) Pa li wo da (1995, p. 76) wri tes, „Out ward ly, the [Czech] go ver nment pro jects an ima ge that is ag -

gres si ve ly pro-market eco no my, but in ter nal ly the ad mi nis tra ti on is lac king and ap pe ars to have lit tle en thu -

si asm for the se sta ted po li ci es. Pro mi ses are fre qu ent ly made, but few have the po wer to ful fill them.“



du ced the amount of com pe ti ti on. To Petr La dzov of the SEC, it was unac cep tab le
that bo ards of in ves tment funds, „had pe op le with only ba sic or ele men ta ry scho ol
edu ca ti on who were ma king de ci si ons about the as sets of the ir sha re hol ders“ (qu -
o ted in Fri ed rich, 1998, p. A12). Ac cor ding to anot her SEC mem ber, with the new
re gu la ti ons many un san cti o ned „ma na gers don’t have enough of fi ci al ex pe ri en ce
or edu ca ti on to qu a li fy“ (qu o ted in Fri ed rich, 1998, p. A12).12) Ot her re gu la ti ons re -
stric ted whe re Czechs could in vest and how funds could be of fe red; any fo re ign
fund sold was re qu i red to have over half of its re sour ces in OECD coun tri es and to
meet a num ber of re gis tra ti on and ope ra ting re qu i re ments, all of which re du ced
cho i ces for in ves tors (see Vy kou kal, 2001, p. 22). 

The list of bad re gu la ti ons is long, but per haps the most as to nis hing re gu la ti on:
to deal with the prob lem of low li qu i di ty, the go ver nment pas sed me a su res that en -
su red that the se stocks were tra ded even less. In de ve lo ped mar kets such as the
US, pub lic com pa ni es that do not meet New York Stock Ex chan ge lis ting re qu i re -
ments can be tra ded over-the-counter and lis ted in the Pink She ets, and just as
many mar ket ma kers and bro kers are wil ling to tra de the se stocks in the US, a si mi -
lar mar ket had emer ged in Pra gue. Low li qu i di ty stocks in the Czech Re pub lic were 
ty pi cal ly tra ded through the RM-System13) rat her than on the Pra gue Stock Ex chan -
ge, but Czech of fi ci als re a so ned that be cau se tra ding in the se stocks was less than 
re gu la tors would have li ked, it was bet ter to pre vent pe op le from tra ding the se
stocks at all. Equ i ti es that for mer ly had va lue be ca me wor thless when the Czech
of fi ci als eli mi na ted the ir mar kets (see Bouc, 2001) and in the two year pe riod af ter
the cre a ti on of the SEC, the tra ding vo lu me on the RM-System went down by 90
per cent (see Strin gham, Bo ett ke, 2005). If the Czech regulators’ goal was to dec -
re a se in te rest in the stock mar ket they must be ra ted as do ing an ex cel lent job,14)

but they have not eli mi na ted fraud and they have not made the Pra gue Stock Ex -
chan ge the pla ce to in vest.15) 

4 .  C o n  c l u  s i  o n

Law-centered ap pro a ches have un re a lis tic ex pec ta ti ons about prob le ms the 
go ver nment can sol ve and they have led to many mis gu i ded po li cy con clu si ons.
Mi ses (1998) and Ha y ek (1948) right ly cri ti ci zed the mar ket so cia lists for thin -
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12) One might ar gue that if re gu la tors need to be edu ca ted about fi nan ci al mar kets so do ma na gers but

we would di sag ree. The pro fit and loss me cha nism au to ma ti cal ly se lects the ap prop ri a te edu ca ti on le vel of

mar ket par ti ci pants but with re gu la tors the in cen ti ves are com ple te ly dif fe rent. If a ma na ger is not edu ca ted 

enough to sa tis fy the de mands of his cus to mers he will end up lo sing mo ney, but if a re gu la tor is not edu ca -

ted enough to un der stand the mar ket he is re gu la ting then his sub jects will end up lo sing mo ney.

13) Some say that the RM-System was only able to de ve lop be cau se the Czech Re pub lic did not start

with such re stric ti ve re gu la ti ons. In 1995, one di rec tor of the RM-System said: „If we had cal led for toug her

re gu la ti ons two ye ars ago, we would ne ver have got ten a li cen se to de ve lop our bu si nes ses. I hope we will

re mem ber this.“ (qu o ted in Law son, 1995, p. 5) 

14) One for mer fund ma na ger said that was the ir in tent: „They wor ked a lot to put the RM-System out of

bu si ness be cau se it did not fit with the re gu la to ry vi si on of the SEC. It was too un re gu la ted“ (see Per so nal

in ter view, Pra gue, Ap ril 24, 2005). 

15) Le se na ro va (2001, p. 5) gi ves this re port of the Pra gue Stock Ex chan ge ne ar ly three ye ars af ter the

cre a ti on of the SEC: „Only 11 of the PSE’s 43 mem bers re ma in on the SPAD, a tra ding sys tem using mar ket

ma kers, which of fers more sha re li qu i di ty. In spring 2000 the re were 18. The num ber of PSE mem bers has

also seen bet ter days; it used to have 55 mem bers last year. A small mar ket and low vo lu mes which ge ne ra -

te in cre a sing ly fe wer fees for bro ke ra ges have ta ken the ir toll among the min now pla y ers, and the ir ranks

have drop ped as well from 440 in 1998 to 108 cur rent ly. Ho we ver, 40 out of the 108 are un der ad mi nis tra ti ve

pro ce e dings of the Se cu ri ti es and Ex chan ge Com mis si on (KCP) for vio la ting dis clo su re duty and ot her

prob le ms.“
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king that go ver nment ma na gers could be told to “play mar ket,” and many of the
same cri ti cisms app ly here: ma na gers need to be mo ti va ted by mar ket in cen ti -
ves rat her than bu re auc ra tic ru les that man da te pro fit ma xi mi za ti on. One of the
main prob le ms with Czech pri va ti za ti on was the pro cess con ta i ned a lar ge de -
gree of go ver nment in flu en ce. Rat her than sel ling off the as sets of go ver nment
run en ter pri ses and gi ving ow ner ship to so me o ne who could hire the ir own ma -
na gers, the Czech sche me of ten kept go ver nment ma na gers in pla ce and then
and then told them to work for the be ne fit of the ir ne wfound sha re hol ders. Des -
pi te what the new laws said, the se ma na gers, who had been ap po in ted un der
com mu nism, did not ne ces sa ri ly have the pro fits of “the ir in ves tors” as the ir
num ber one prio ri ty.16) Yet the legal centralist approach unrealistically believed
that this prin ci pal agent problems could by solved by simply passing more laws. 

A more sen sib le ap pro ach would have fo cu sed on har nes sing mar ket in cen ti -
ves rat her than pas sing ad di ti o nal laws. Wes tern mar ket in sti tu ti ons have been
evol ving for cen tu ri es, so rat her than try ing to rec re a te eve ry fi nan ci al in sti tu ti on
de novo the Czechs might have been well ad vi sed to sell more as sets in com ple te
chunks and rely on pri va te in sti tu ti ons from ot her coun tri es. For exam ple, one way
to pri va ti ze was the met hod Czechs used with most firms: cre a te sha res with dis -
per sed ow ner ship and then hope eve ryt hing works out. Anot her met hod is to simp -
ly sell the firms in lar ge chunks and get go ver nment ma na ge ment out of the way as
soon as po ssib le.17) This is what the Czechs did when they sold the auto ma nu -
fac tu re Sko da to Vol kswa gen in 1991 and many con si der this to be a suc cess.18)

Gi ven that Vol kswa gen and many ot her Wes tern com pa ni es do not have prob le -
ms of bad cor po ra te go ver nan ce, by qu ick ly sel ling the firms to them it enab les
to Czechs to get around the prob lem of cre a ting good cor po ra te go ver nan ce
from scratch. The Czechs could have done this not just for a car com pa ny but for
in ves tment com pa ni es, stock ex chan ges, and banks. Schwarz (1999, p. 3) wri -
tes „Full pri va ti za ti on will bring, along with the long awa i ted fo re ign ca pi tal and
in ves tments – the sour ces of our eco no mic growth – a po si ti ve se con da ry ef fect
for the dy ing ca pi tal mar ket, which is now fig hting the chil dish ill ness of the
Czech Se cu ri ty Ex chan ge Com mis si on.“ By enabling established companies to
enter the picture and appoint their own managements, the assumed need for
carefully crafted and enforced Czech laws goes away. 

The Czech go ver nment has re li ed he a vi ly on the le ga lis tic ap pro ach to deal
with prob le ms, and em pi ri cal ly it has not de li ve red. It must be re cog ni zed that go -
ver nment courts and re gu la tors are im per fect agents who have a dif fi cult time we -
ig hing the ir be ne fits and costs of the ir ac ti ons and they lack dis cip li na ry me cha -
nisms found in the mar ket pla ce. Ul ti ma te ly re gu la tors, just like courts, are anot her
branch of go ver nment, and if the prob le ms that pla gue ju di ci al en for ce ment in the

16) Schwarz (1998, p. 1) ar gu es that when go ver nment re ma ins so in vol ved, pe op le of ten mis ta ken ly

at tri bu te the go ver nment prob le ms to mar kets. He wri tes „Par ti al pri va ti za ti on (still exis ting jo int stock com -

pa ni es with a lar ge amount of sta te sha res, or un der tough re gu la ti ons, which is al most the same thing) dis -

cre di ted the pro cess of trans for ma ti on.“

17) This is just one po ssib le way of pri va ti zing, but one that in vol ves less of the po ten ti al prin ci pal

agent prob le ms stem ming from dis per sed ow ner ship of qu a si sta te ma na ged firms.

18) Sko da was ac tu al ly sold in pha ses with the go ver nment re ta i ning a thir ty per cent ow ner ship sta ke

for a few ye ars, but „More im por tant ly….[the go ver nment] gu a ran te ed Vol kswa gen that it would not in ter fe -

re in the ma na ge ment of the com pa ny“ (see Sul li van et al. 2004, p. 19). If firms have the abi li ty to rep la ce

exis ting ma na ge ment the firms will be worth more and can sell for more than if go ver nment sta ys he a vi ly in -

vol ved as it of ten did. Schwarz (2001) wri tes „Ty pi cal in dus tri al po li ci es du ring a tran si t i on pe riod are

non-systematic, half-way, un fi nis hed and mu tu al ly in com pa tib le. Eve ry de lay in pri va ti za ti on pro ces ses

dec re a ses the pri ce of sta te ow ned as sets.“



Czech Re pub lic are also pre sent with the re gu la to ry aut ho ri ty, then shif ting the
bur den of mo ni to ring and en for ce ment from jud ges to re gu la tors is not an ef fi ci ent
so lu ti on. By thin king the prob lem of cor po ra te go ver nan ce is es sen ti al ly a le gal
prob lem, the Czechs have been fo cu sing re sour ces in all of the wrong pla ces. Next
time they should think about re ly ing on the be ne fits of mar kets rat her than trying to
rely on regulation. 
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Abs tract: 

Af ter Czech vou cher pri va ti zati  on many com pa nies sim ply ig no red the in te rests of their

sha re hol ders. The go ver n ment has sin ce in cre a sed the amount of re gu lati on, but they

have fai led to es ta blish sig ni f i  cant in ves tor con f i  den ce. This ar t icle of fers some

ex pla nati ons of why their le gal cent ric ap pro ach re ma ins un l i ke ly to crea te good

cor po ra te go ver nan ce. Man da ting that com pa nies ma xi mi ze sha re hol der va lue is

easier said than done be cau se it requi res go ver n ment to as sess whe ther com pa nies are 

ma k ing op t i  mal  bu s i  ness  de c i  s i  ons.  In for  mer com mu nist  coun t r ies espe c i  a l  ly,

go ver n ment of f i ci als are i l l  su i ted to make such ju dg ments be cau se they lack the

knowled ge of how bu si nesses should be pro per ly run. In cre a sed bu reau cra tic over sight 

in the Czech Re pub lic has sim ply bur de ned mar kets wi thout any no ti ce a ble po si t i  ve

re sults. This ar t icle dis cus ses how good cor po ra te go ver nan ce can only be a by pro duct

of mar kets whe re ma nagers com pe te for in ves tors ra ther than so me thing that can be

crea ted by law. 

Key words:  Czech stock mar ket tran si t i  on, re gu lati on, cor po ra te go ver nan ce, le gal

centralism
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