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Abstract

Payment of profit shares means that the company's equity is decreased by the value of dividends paid.
The article focuses on the issue of how foreign parent of Czech construction companies approach this.
Whether they reinvest the profit and are interested in the development of the Czech subsidiary or
whether and to what extent they draw on profits. The four largest construction companies were
selected, of which one owned by Czech owners was selected for comparison, the other three
companies are 100% owned by foreign capital. Within the EU, the Czech Republic is the country from
which most funds go abroad in the form of dividends in relation to the size of GDP. How the
construction industry contributes to this outflow and how the three largest foreign construction
companies on the Czech market contribute to this, the article answers these questions.
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Introduction

Let us first recall the basic postulates: The purpose of business is to make a profit. Profit is also a
measure of success. However, the condition for success is sustainable cash flow. Profit as the difference
between income and expenses is the resulting item in the Income Statement. Different concepts of
profit (Earnings Before Taxes, Earnings After Taxes, Earnings Before Interest and Taxes value before tax,
after tax, value before interest, etc.) is the base for calculating the company's profitability. However,
how companies subsequently treat net profit already depends on the owners' decision. The payment
of dividends is legally limited only by the Act on Business Corporations No. 90/2012 Coll., where § 40
states that a corporation may not pay a profit if it would lead to bankruptcy (i.e. it has more creditors
and is unable to pay liabilities for more than 30 days after the due date). The owners of the company
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(partners, shareholders) decide at the annual general meeting how to deal with profit from the
previous accounting period: if they do not have to cover the loss incurred in the past, they can invest it
in various funds from profit, increase their share capital, transfer retained earnings to the account or,
for example, to pay it out in the form of a profit share dividends to its shareholders. Deciding how to
manage profits should be an important part of a company's long-term strategy.

Dividends reduce stockholders' equity and cash flow, which has an immediate impact on the
company's liquidity.

The Czech Republic has consistently the third highest deficit in the income balance in relation to GDP
in the entire EU for a long time (after Luxembourg and Ireland, specific economies that we can boldly
call European tax havens). According to the government's analysis, which was based on data from the
AMECO (annual macro-economic database of the European Directorate General for Economic and
Financial Affairs), the outflow of capital gains adjusted from reinvestment has been increasing
systematically since about 2000. This is also evidenced by gross national income, which has been on
average 8 % lower than gross domestic product in the last ten years. [1]

According to the Czech Statistical Office, for example, in 2019 the profits of foreign owners reached
almost CZK 401 billion, which represents 7.1% of GDP. Foreign owners distributed CZK 319 billion in
dividends and CZK 82 billion was reinvested. This development also reflects the high profitability of
foreign direct investment in the Czech Republic. [2] In Figure 1 we can see the long-term trend of the
outflow of profits abroad.
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Figure 1: Outflow of profits from the Czech Republic abroad in billion CZK (source: The Czech Statistical Office,
compilation of authors)

According to the Czech National Bank, the largest volumes of finance flowed into the Netherlands
(CzK 58 billion, the Netherlands being the leader throughout the period analyzed), Luxembourg (CZK
57 billion) and Germany (CZK 44 billion) in 2019. The largest share by sector has Financial and insurance
activities and Manufacturing. [3]

The trigger for this situation was the unprecedented opening of the Czech economy in the early
1990s as part of the Czech Republic's economic transformation from a centrally planned economy to a
market economy. The Czechia wanted to attract foreign investors and opened its arms with generous
investment incentives. These were provided by many countries, but the Czech Republic came up with
an exceptional tax relief for investors for a period of ten years, direct subsidies for job creation,
discounts on land purchases and the like. According to the European Statistical Office Eurostat, the
Czech Republic has the lowest long-term unemployment rate in the entire EU. For example, in 2020,
unemployment in the EU was above 7.5%, in the Czech Republic it was below 3%.
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The inflow of foreign investment from the 1990s is still reflected in the ownership structure of Czech
companies: Registered capital (CZK billion) Czech owner 54.4%, foreign owner 38.5% (of which 13% are
offshore companies), 7.1 % untraceable owner. [4]

According to the employees of the companies in the hands of foreign capital, there is an opinion
that foreign parent companies treat their Czech ,,daughters” too autocratically, do not give space to the
initiative of Czech employees, even though they know the local conditions and working environment
better, approval processes are lengthy. They underestimate Czech employees, which is subsequently
reflected in lower wages, even for the same work.

The article focuses on the Czech construction industry and answers the question of how the largest
Czech construction companies under the control of foreign parent contribute to the outflow of profits
abroad, or whether they keep profits for the further development of their Czech companies. Analyzes
are processed on a time series of 5 years (2014 - 2018). The authors relied on data from the financial
statements and annual reports of these companies, which are mandatory publish on the website of
the Czech Ministry of Justice https://or.justice.cz/ias/ui/rejstrik

Results

The four largest construction companies operating on the Czech market were selected. They are
METROSTAYV, SKANSKA, STRABAG and EUROVIA CS. They are the largest in terms of both turnover and
number of employees. [5] Only METROSTAV is exclusively in the hands of Czech owners, the others are
100 percent owned by foreign capital. It will be interesting to compare the approach to the profit of
Czech owners in comparison with foreign owners. For the sake of completeness, let us add that there
are a huge number of small and medium-sized enterprises on the Czech construction market (in 2019:
180,479 entities, which employed 177,000 employees, which simply means that the vast majority of
them are self-employed entities without employees). [6] To this end, we must mention that without
foreign workers, the Czech construction industry would have big problems. The largest number of them
come outside the EU, specifically from Ukraine. [7]

From the point of view of taxation, companies in the Czech Republic pay to the state budget an
income tax 19% and subsequent profit shares, which they pay abroad, are no taxed. EU Member States
are bound by Council Directive 2011/96 /EU on the common system of taxation applicable in the case
of parent companies and subsidiaries, which requires not to tax the dividend of parent companies from
subsidiaries. Unlike the situation where the owner of the company is a person, the share of the profit
must be taxed by another so-called withholding tax (i.e. taxed a second time) at a rate of 15%. This
unfair double taxation of company owners who are persons compared to parent who are legal entities
has been discussed in the Czech Republic for years, but so far there is no willingness of the government
to change this situation.

But let's go back to the issue of the ownership structure of large construction companies and how
these companies handle profits.
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Analysis of METROSTAV

The ownership structure consists only of Czech and some Slovak persons.

In the years 2014 - 2018, earnings before taxes ranged from CZK 450 to 550 million - see Figure 2.
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Figure 2: Earnings before taxes of METROSTAV (CZK million), (source: Annual report of METROSTAV 2014-
2018, data processed by the authors)

METROSTAV's strategy in paying out profit shares in the years 2014 to 2018 was always the same.
The management distributed approximately CZK 170 million annually. Since 2007, METROSTAV has
been paying the same amount of profit share every year, namely CZK 21.50 per share. Figure 3 shows
the volume of profit share outflow in CZK million (green) and the part of profit that was transferred to
the retained earnings account (blue).
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Figure 3: Payment of profit share and transfer to retained earnings account of METROSTAV (CZK million),
(source: Annual report of METROSTAV 2014-2018, data processed by the authors)

In contrast to other large construction companies, which are controlled from abroad, METROSTAV
approaches the payment of dividends with caution and keeps most of the profits in the company, which
documents the growth of the retained earnings account - Figure 4.
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Figure 4: Growth in retained earnings account of METROSTAV (in millions of CZK), (source: Annual report of

METROSTAV 2014-2018, data processed by the authors)

Analysis of SKANSKA

67% of the company belongs to Swedish shareholders and the remaining 33% to foreign ones. At the
same time, Swedish shareholders have 76.8% and foreign 23.2% of voting rights.

As we can see in Figure 5, SKANSKA suffered a loss of CZK 348 million in 2018.
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Figure 5: Earnings before taxes of SKANSKA (CZK million), (source: Annual report of SKANSKA 2014-2018, data
processed by the authors)

In 2014, 2015 and 2016, SKANSKA transferred the profit to the retained earnings account of previous
years. In 2015 and 2016, however, dividends totaling CZK 1.5 billion were paid from the same account.
This resulted in a reduction of the amount in the retained earnings account by more than CZK 900
million. In 2017, SKANSKA paid out almost the entire profit (CZK 180 million). The loss (CZK -336.87
million) incurred in 2018 was transferred to the retained earnings account - see Figure 6 (in CZK million)
- outflow of profit share (green) and part of the profit transferred to retained earnings account or from
account drawn (blue).
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Figure 6: Outflow of profit share and movement on account SKANSKA's retained earnings (CZK million),
(source: Annual report of SKANSKA 2014-2018, data processed by the authors)

The retained earnings account of SKANSKA decreased from 7 billion to 2.66 billion CZK over five years
- see Figure 7. This is due to large dividend drawdowns in 2015 and 2016. In 2016, the company's
dividends represent almost 39% of the total dividends in construction sector outflow abroad).

8000 7035
7000
6000 4734
5000 4288 4003
4000 o O— — 3186
2 668
3000 \
2000
1000
0
2013 2014 2015 2016 2017 2018

Figure 7: Decrease in the account of retained earnings SKANSKA (in CZK millions). (in millions of CZK),
(source: Annual report of SKANSKA 2014-2018, data processed by the authors)

Analysis of STRABAG

The company is more than three quarters owned by Austrian entities, one quarter by Russian
owners.

We can see how profit gained over time in the Figure 8 (in millions CZK). In 2015, the company
recorded a loss of almost one hundred million CZK.
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Figure 8: Earnings before taxes of STRABAG (CZK million), (source: Annual report of STRABAG 2014-2018,

data processed by the authors)

Despite the reported loss in 2015, the management decided to pay out profit shares in the amount
of CZK 300 million in 2016 (see Figure 9 - outflow profit share (green) and drawing from retained
earnings account (blue). Likewise, in 2017, profit shares of CZK 500 million were outflow, of which CZK
200 million was paid out of the retained earnings account.
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Figure 9: Outflow of profit share and withdrawal from retained earnings account STRABAG (CZK million),
(source: Annual report of STRABAG 2014-2018, data processed by the authors)

The amount in the retained earnings account decreased until 2016. In 2017, the retained earnings
account increased significantly, but the growth was not due to the transfer of profit, but the Austrian
management decided to transfer a share premium of CZK 704 million to this account (see Figure 10, in

CZK million).
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Figure 10: Movement on account retained earnings of STRABAG (in millions of CZK), (source: Annual report
of STRABAG 2014-2018, data processed by the authors)

Analysis of EUROVIA CS

The company EUROVIA CS belongs to the French concern VINCI. The ownership structure of VINCI
GROUP is quite diverse. North American companies have the largest share (22.9%), French companies
control 17.1%, other European companies have 15.7% and companies from the United Kingdom also
have a significant influence (11.7%). The solid part of the shares belongs to the group's employees
(8.8%).

The earnings before taxes reached a significant increase in 2016, and the company was also very
successful in the following years, see Figure 11 (millions of CZK).
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Figure 11: Earnings before taxes of EUROVIA CS (CZK million), (source: Annual report of EUROVIA CS 2014-
2018, data processed by the authors)

In 2014, net income of CZK 216 million outflowed to France - see Figure 12, the profit share outflow
(green) and part of the profit transferred to the retained earnings account (blue). The remaining 5.7
million crowns were transferred to the social fund account. In 2015, the company chose to deposit
almost the net income to the retained earnings account and did not pay any dividends. As in the
previous year, it deposited around 6 million crowns in the social fund. In the following years 2016 and
2017, the management decided in both cases to pay dividends 291.1 million crowns, while the
remaining amount was deposited to the retained earnings account and to the account of the social
fund.
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Figure 12: Outflow of profit share and increment retained earnings account of EUROVIA CS (CZK million),
(source: Annual report of EUROVIA CS 2014-2018, data processed by the authors)

Careful drawing of dividends and the growth of the retained earnings account testify to the
responsible behavior of EUROVIA CS (see Figure 13) and may also be related to the fact that the
company has been operating on the Czech market for a relatively short time compared to its
competitors.
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Figure 13: Gradual account growth of the retained earnings of EUROVIA CS (in millions of CZK), (source:
Annual report of EUROVIA CS 2014-2018, data processed by the authors)
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Conclusion and discussion details

The caution in paying dividends was similar for the domestic company METROSTAV and the French
company EUROVIA CS. Both companies preferred a more responsible strategy and preferred to keep
most of the profits in their company. SKANSKA and STRABAG chose a less responsible strategy in the
given period and, despite the declining volume of equity, continued to pay out high profit shares. Not
only did they not reinvest their profits, but high dividends were largely paid out of retained earnings
account. In this sense, SKANSKA is the leader, which paid dividends of CZK 1.5 billion in 2015 and 2016,
while in previous years (2014 and 2015) reported a profit of approximately CZK 720 million (in 2016,
the company's dividends paid amounted to almost 39% of the total outflow profit shares in the
construction sector to abroad). STRABAG behaved similarly, profit shares were at the expense of
retained earnings account and far exceeded reported profits. Finally, let us add that more important
than the values themselves is the trend of the curve.

Every year, around 300 to 400 billion crowns outflow abroad from the Czech Republic through
dividends. [8] The construction sector accounts for only about one percent of this total (Figure 14 - red
line). Here we can confirm that the construction industry has a minimal share in making a profit abroad.
The three largest construction companies in the hands of foreign owners (SKANSKA, STRABAG,
EUROVIA CS) annually earn on average between 13% and 60% (in 2016 it was 60% mainly thanks to
SKANSKA - CZK 1 billion) the amount of dividends outflow from the Czech Republic in the construction
sector (see Figure 14 - blue line).
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Figure 14: Outflow shares of profit from the Czech Republic in the construction sector (in millions of CZK),
(source: Annual report of EUROVIA CS, SKANSKA, STRABAG 2014-2018, data processed by the authors, [8]

The steady outflow of revenues is the result of the opening of the Czech market and predatory entry
of foreign capital in the late 1990s, which intensified later in 2004, when the Czech Republic joined the
European Union (see Figure 1). There is no doubt that the inflow of foreign companies in the Czech
Republic brought new investments, know-how and technology in its time. On the other hand, today,
after about 25 years, foreign parent companies receive profit from their Czech daughters in the third
largest volume of EU countries (in relation to GDP), which the Czech economy lacks for further
development. Profits that are not reinvested but transferred from companies to foreign owners cause
the companies to lose weight (reduce equity), with an immediate impact on its cash flow. [9] [10]
However, as the results confirmed, the construction industry is negligible due to the outflow of total
finances from the Czech Repubilic.
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