Doing Business in Czech Republic

1. Introduction 



An emerging economy is not only a developing economy (Cavusgil, 2002). The country must have started economic reforms to liberalize the market and achieve a steady growth in Gross Domestic Product.   The main reforms a country can start to be considered as emerging are reforms in the economic system to be able to attract Foreign Direct Investment and must invest as well to improve the infrastructures in the country. 

The reasons for companies to go to any emerging markets will be mainly to go away from stagnant developed economies. Those new markets will enable the companies to take advantage of cheap labour forces and large population as pool of labour forces and as customer base. 

The relationship of companies from developed countries with emerging economies is quite complex. Those new markets will act as market for the company’s product, supplier as the company will source lots of their purchases from emerging economies to benefit from low costs of raw material and finally as competitors with the local companies now being able to compete in their domestic markets and in international markets. 

Since the end of the Soviet Union in 1990, mass liberalisation and privatization happened in Central and Eastern Europe (Appendix 1), creating a huge market, both in surface and in population. In Central and Eastern Europe, thanks to the massive privatization and the numerous reforms to create a favourable investment environment is now considered as an emerging market and is attracting

lots of foreign companies. 

The aim of this essay is to determine why companies are attracted by Central and Eastern European countries and what the risks are for those companies. The essay will examine first why it is attractive for companies to do business in those countries. The second part will examine more in detail the attractiveness of a Central European country, Czech Republic. Finally the last part will critically examine the risks for foreign businesses, based on Czech Republic’s business environment. 


2. Why doing business in Eastern and Central Europe?

Eastern and Central European Countries are presenting several advantages for developed countries to do business with or to set up operations in. The main current advantage is the growth rate presented by those countries that may attract developed countries that are in search of new investment opportunities. However, this growth rate is not homogenous in all the countries and it is important for companies to assess countries that will fit the best their internationalisation modes and strategies. 

The second advantage of those countries is its large population. Companies selling their products in those countries have the opportunity to have access to a large population of potential customers. Eastern European population are more and more sophisticated and in demand for western products, creating a positive demand for value added products and services.   Moreover, the population of this country is well educated and still relatively cheaper

to hire compared to developed countries. Countries willing to set up operations in Eastern and Central Europe can then benefit from a well educated, cheap and abundant work force, reducing their production costs without reducing the quality of their products, hence gaining competitive advantage over their competitors. 

On top of the advantage of its large population, the geographical territory of Eastern and Central Europe is very large (it is the eastern part of Europe, limited eastwards by Ural Mountains) and comprises lots of natural resources. After the collapse of the Soviet Union, the infrastructures have been greatly developed, nearly reaching the European Standards (CIA 2008). Businesses willing to set up operations would then have accessed to resources and will be able to take advantage of the infrastructure to transport their production. 

One of the advantages of doing business in Eastern and Central Europe is the proximity of those countries to Europe. It is very easy to use those countries as hub of production and then to ship the manufactured goods to Europe and to Russia, creating a shorter, cheaper and more controlled supply chain. Some countries are even members of European Union, which means that it is possible to have free trade of goods, due to the elimination of tariff and non tariffs barriers. Moreover, some of those countries even adopted the Euro which is reducing the translation risk due to the fluctuation of exchange rates. For lots of companies starting only their internationalisation

phase, Eastern and Central European countries are representing a great opportunity as the short distance with Europe is reducing the costs to build the supply chain. Moreover, it is easier for companies to have control over their foreign operations as they are closer physically and culturally. 

Another advantage is that those countries are seeking foreign investment as they do not have enough internal capital to fuel their growth. In general, the governments have taken different measures to ensure their attractiveness for Foreign Direct Investment. Those measures mostly comprise reduction of foreign ownership barriers, privatization, low corporate taxes and general development of country’s infrastructure and communication (Felbel, 2002).Moreover, even if the move to market liberalisation has been uneven across all countries, countries have now lots of available information on the market and on the customers to be able to build a consistent business case and to evaluate the risks and benefits to do business in those countries. 

Doing business in Eastern and Central Europe is presenting only a very low risk.   Since the end of the Soviet Union, the political system is very stable in most of the countries and the politics are mainly concerned about getting FDI for their countries.   Overall, the legal framework to do business in those countries is very comprehensive. Moreover, companies can be ensured to have a good copyright protection and can transmit their knowledge to their subsidiaries

or their partners with a reasonable insurance to be protected against piracy. 

Eastern and Central European countries used to be the perfect match for Western companies. They are rich in factors of production (labour forces and raw material) when the Western countries have the capital and the technology to exploit properly those resources. This tendency is less and less true now due to the quick development of those countries who, thanks to first to FDI were able to develop competitive advantage and distinctive capabilities, like for example in the automobile industry.   According to Cavusgil (2002), the best countries to do business and to invest are mainly Poland, Hungary and Czech Republic: those countries have the most comprehensive framework to welcome foreign investment, they have a good economical growth and the population adopted very easily western products and habits. Moreover, they were one of the first to welcome foreign investments and managed to take advantage of those investments. 


3. Why doing business in Czech Republic?

Czech Republic is a former communist country with a very strong industrial tradition. During the Soviet Union, the country was mainly specialised in manufacturing. 

The country was part of Czechoslovakia until 1993. It had to undergo two major changes: the separation with Slovakia and the change from communist regime. The country suffered from a crisis at the end of the 90’s but managed to recover. It is nowadays considered as one of the most advanced post communist

countries and is among the only post communist countries with a positive balance of payments and a small and managed external debt (Casusgil et al 2002). Czech Republic had a growth of 6,1% in 2005 and a further 6,1% in 2006 (MOCI, 2006). The country has a low inflation (4% in 2007 (Anonymous, 2007)) and relatively low unemployment with only 6,6% of the population unemployed. (CIA, 2008). One of the examples of the good growth is the automobile sector (Lewis, 2002). The country has an important domestic demand and a strong growth supported by lots of trade with European Union, especially with Germany (CIA, 2008). 

But despite this very good growth, the country is still considered as a transitional economy. However, Czech Republic is still attractive for business for a wide range of reasons. 

Czech Republic accessed European Union on the 1st of May 2004. The country has then no more barriers to trade and the FDI is more secured. Its geographical position and its membership in EU is making the country very attractive, as companies can set up production hubs in the country and then export their cheaper production to Europe, taking advantage of its proximity and of the good infrastructure even if it is still under European standards. Moreover, it can be used by companies as a test market to enter the Eastern European market further, if they are successful in Czech Republic. 

The country has a well educated population, with 92% of the population having access to higher education (MOCI, 2006). Moreover

the population is heavily supporting the growth of its country as they mainly want their country to come back to the previous well developed and industrialized country. The companies can then benefit from well educated work force whose salaries are still very far under the European average. Moreover, the Czech population is increasingly sophisticated, requiring more and more good quality goods. It is now a very attractive market for luxury and services as they are now very westernised in their tastes. The main cities developed as well with FDI, and attracting lots of expatriates due to the good quality of life and the business opportunities. 

The government has developed efficient Foreign Direct Investment policies (FDI): Czech Republic received more than $ 77, 46 billion of FDI in 2006 (appendix 3) (NATO, 2006) and ranked 7th as preferred countries for FDI. Those policies comprise different elements:

o monetary policies to avoid strong inflation
o liberalisation and privatization of state owned companies
o tax policies with very low corporate taxes and exemption of taxes in special industries
o protection of   foreign companies from expatriation
o facilities to create business for Czech and foreign entrepreneurs
o possibility to repatriate profit for MNE
o creation of Czechinvest   agency to stimulate FDI (MOCI 2006): all sectors (except defence, salt production and alcohol distillation) are opened to FDI
o currency policy to avoid fluctuations of the crown and control of wages (Deffilipi,

1999). The Czech crown is very stable since those policies have been put in place (MOCI, 2006), reducing the translation risks to do business with a foreign country in a foreign currency. 

The main growing sectors of the Czech economy are: automobile, electronics, technology and chemical industry (Czechinvest, 2008). The main benefit to operate in Czech Republic for those companies is mainly the cheap and skilled work force added to the geographical position of the country.   The main investment opportunities promoted by the government at the moment are in the sector of automobile (appendix 4), aerospace, chemicals, medical devices, IT, Research and Development…For example, the French automaker, Renault, moved to Czech Republic since 1994 to sell cars and moved now to produce parts of its products in Czech Republic along with Toyota and PSA. 

On the other hand, some companies from Czech Republic are even competitive enough to go out of the market, like for example, the automobile company Skoda. This is the perfect example how this country managed to take good advantage of foreign FDI and access to European Union.   

4. Issues facing companies entering those markets   

Eastern and Central European countries are very attractive but it is still very important for companies to assess the risks for their business when entering those markets. Those risks will be assessed using the example of risk of doing business in Czech Republic. 

One of the issues arising is a Human Resources issue. Problems can

arise with local managers and employees as they were used to Government central planning. They are mainly used to hierarchical management and they do not have the habit to work with objectives.   They have a general problem of identifying opportunities, taking initiatives and thinking creatively. Moreover, there is no real incentive for higher education as the wage structure is not promoting superior education (Feldmann, 2004) and labour mobility is very low due to inefficiency in the housing service. Employees are sent to assignments everywhere in the country but are not able to find housing in those cities. Companies interested to do business in Czech Republic must take this factor into account and prepare a big part of their initial budget to train their Czech employees. They will probably need as well to send expatriates to train them and those expatriates need to have already previous experiences in transition economies.   

Another issue is the general lack of business skills in those countries. Companies have been noticing that even if employees had a very good higher education, they still lack important skills in marketing, finance and innovation. Moreover, the idea of training and management by objectives is not common yet.   It is primordial for the companies to train those employees to have those skills if they want their foreign subsidiaries to be competitive and to transfer the western way to do business. This focus on training must be even greater for companies requiring a high level of services,

as for the moment it is not really an important focus in Czech businesses. 

Another very frequent issue in Czech Republic and in other Eastern and Central European country is corruption (appendix 2)(Ondracka, 2007). This is mainly characterized by lack of transparency and efficiency in accounting, huge inefficiency in public sector, loss of funds, theft, inefficient spending and still need for local political connections and middle men to do business in the country. Companies can suffer as well from the very important black market and the sometimes inefficient mechanism of price regulation that may seriously undermine their profit in the country. The main way to solve this issue would be to get managers with good political connections and a good experience of the Czech way of doing business to create the necessary relationships with the important stakeholders. 

One common issue among all the ex communist countries is environmental issue. Czech Republic and the other countries are suffering from an important water and air pollution (Cavusgil et al, 2002). It is very important for Western companies to keep on dedicating resources to improve the environment, as they are doing in their home countries, especially as it is a growing concern for their customers.   

Finally, the last issue is that even if some Eastern and Central European countries are well developed, the situation is not homogenous. Some countries like Poland and Hungary (CIA, 2008) have still a very important external debt and the politics

to attract FDI are not yet effective in all countries. Moreover, some countries of Eastern Europe have so little internal capital that they are mainly dependant on FDI to grow and may be very vulnerable to economic recession.   Some of those countries have still important gaps in their property and contract laws (Cavusgil et al, 2002) and very inefficient banking systems.   

Companies should be very cautious in entering those markets to select only the countries where the risk for their business is low and the rewards are bigger than the risks undertaken. A way to do it is maybe to hire a consulting company with experience in Eastern and Central Europe, in order to be aware of the risks and to take corrective actions. 



5. Conclusion

Through this essay, we saw that countries in Eastern and Central Europe present very attractive factors mainly due to their location, their cheap production factors and the opening of their economies to attract Foreign Direct Investment. Moreover, being very close to European Union, they are able to attract companies in need of cheaper outsourcing. 

Czech Republic is having those advantages but has developed a competitive position to attract foreign investors due to its membership of European Union and the numerous reforms created by its governments. 

However, doing business in Czech Republic and in all Eastern and Central European countries is never free of risks and companies must assess those risks before going to do business there. If the risks are too

important for the company, it is wiser not to go to the country. If the benefits are still superior to the risks, the company must assess them, adapt its business to those risks and take preventive measures such as insurance to limit those risks. 
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