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Abstract

The study of Czechinvest, the leading and mostigi@ss investment and

business development agency in the Czech Repsblks to describe and
analyze the principles underlying the promotiorineestment, restructuring

and innovation in a country that has undergonenddinental transformation
of its economic, social and political operationthia last 18 years. The country
is and interesting example for countries facing ¢hellenges of growing

openness to globalized markets and the need toaeese their international

exchange patterns and institutional arrangemeriis. f€port shows how

restructuring policies were channeled through theestment promotion

agency with a flexible adjusting and “trial & ert@pproach to design policy

instruments and to changes in the real world, wiaitthg the dangers of

corruption, bureaucracy and political capture.
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. Introduction

This study of the Czechinvest promotion agency igag of a broader
research project analyzing the principles, objestiand instruments of
Czech economic restructuring. It seeks to deseriloeanalyze the principles
underlying the promotion of investment, entrepresieip, restructuring and
innovation in a country that has undergone a furestaah transformation of
its economic, social and political operations ie thst 18 years. We will
concentrate on points of general importance thabeaused for comparison
with policies in other countries —especially thasauntries facing the
challenges of growing openness to globalized msrk#éie need to
restructure their pattern of international exchanged the pressure to
reform their institutional arrangements.

Czechlnvest is the leading and the most prestigious investmdnt
business development agency in the Czech Republic. It operateshader
aegis of the Czech Ministry of Industry and Trade (MITwidis set up in
1990 as part of the sweeping political, social and economic chémafes
began with the Velvet Revolution in November 1989. Anothealysttin
the reorientation of policies was the division of Czechoslaakihich
burdened the country with additional restructuring costse Tiost
important calling for Czech and international society, howevegab in
1997 when the government assigned Czechinvest a new path-breaking
mission: to open Czech society to the globalized world bynpting
foreign direct investment (FDI). In the original designtioé transition
plan, the motor of change was intended to be internal, exesatifi the

! The author is Vladimir Benacek, from Charles Unsity, Institute of Economic Studies, and AcadermySoiences,
Prague, available for contact at the email addtessacekv@fsv.cuni.cz.
The assistance of Tomas Haelk and Vojéch Mravec is gratefully acknowledged. Thanks i® @alse to Tomas Hruda,
Jan A. Havelka and Katerina Mikovcova for theiruaidle comments and their provision of extensiverinftion on
some parts of this study. The author is solelyaasible for errors and omissions.
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voucher privatization scheme and generous loans from stateespé@atks. From the outset the idea
was to attract foreign human capital along with inflows affficial capital. The stress was laid on
greenfield projects, not foreign acquisitions. The prograoweltl for spillovers of foreign capital and

knowledge into the indigenous sectors, so thatifieg quality of production and management would
remain the drivers of growth for the whole economy. The goaent was aware that it had committed
itself to a costly venture: any FDI inflow should be paidldy high dividends.

The Czech Republic, with its adverse results from mass privatizaoor protection of property
rights, collapsing banking sector and dysfunctional legdésyswas considered a risky economy. Thus
it was obvious that foreign investors would come to the CRbublic only if the dividends were
higher than the standard 10—-12 percent annual returns earnefiDtamstabilized economies. In order
to lower the risk premium, the government was willing tferoconditions for FDI entry that would
signal a strong government commitment to support fore@gnues and mitigate the riskét was not
only a matter of substantial subsidies that should be piopal to the expected value of spillovers
internalized by the domestic sector; the program was to sigeiabralliance between the government
and foreign investors by offering them cooperation in alpigivestment-friendly environmerit.

Very soon, Czechinvest launched the most ambitious promotimh@&me among all the post-
communist countries in Europe. Its principles revealed itpitation in the Irish and Scottish
experiences, as well as the principles outlined by MIGA/FIAShef World Bank (Morisset, 2003).
Significant innovations were made to the scheme in 2000, a2@Dih it was substantially re-directed to
broader targets. After Czechinvest’'s breakthrough in 1997, pgelities in most of the region’s
transition countries (such as Hungary, Slovakia and Polaadi)td be revamped. Opening the post-
communist economies to the competition of world financial abpitd world markets became their most
important policy. Thereafter it was clear throughout the wirkt the prosperity of post-communist
economies in Europe and Asia are bound to derive from tlbeirali policies of opening-up in areas
where the government had an important coordinating role.

FIGURE 1
CZECH REPUBLIC: FDI INFLOWS AND OUTFLOWS, 1993-2006
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Source: Czech Balance of Payments, 2007

2 |t was a pleasant surprise when, after 2000, ithidathds and interests paid by FDI firms did napsss 12 percent of the

value of FDI stock. Of course, we should also dateuthe hidden net transfer payments due to th&CNdactices of
optimizing corporate tax payments. Neverthelessl 2007 the Czech “dividend burden” in the balanEépayments was
still quite low because about half of the divideads re-invested in the Czech Republic, as shoviguare 1.

This aspect of the scheme became a bone of candnt some NGOs, which saw this step as an attéonpreate a
subservient “comprador service sector” that disicrated between foreign and local investors (Drahipilp 2007;
Franc and Nezhyba, 2007).
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Of particular interest in looking at Czechlnvest is its flditjbin policy adjustments. Its policy
targets evolved quite dramatically over time, reflecting the chgnggture of the reforms. Starting as
simply a freelance investment mediator with no effective powetsdame a large institution with a
staff of 320 and the following attributes:

« Structured degrees of freedom at various levels of national alecigking;

« powers to implement interministerial coordination;

< authorization for strategic and operational servicing of bartign and local investors;
« targeting European structural and cohesion funds;

e Czechlnvest's internal management comprises three skills:

< learning from the successes and failures of policies abroad;

« domestic (local) perception of international challenges;

» reliance on domestic human resources by offering new opp@titdtthe young.

The next two sections briefly describe the characteristics ofaRBIthen address Czechinvest's
policies as they evolved over time, since each period requireeretiff responses. The study also
describes how the agency functions, comments on its mosttanpgrograms, and assesses how
successful they were at meeting certain goals.

Our aim is not to decide whether it is good or bad for arguo attract foreign investment. That
is a matter of making specific commercial calculations about eachrednteach country. Rather, we
concentrate on more practical goals —particularly, on describsgphcific institutional backdrop of
one country that experienced extraordinary advances in the guamtiyuality of exports. Though it is
tempting to ascribe causal relationships to such effects, wddskeep in mind that Czechinvest's
policies were only a small part of more dramatic changes. Mattigof were even spontaneous, and the
government had to adapt to them. This is one of the crucgdrissthere is often a need for light, but
the government should not shine all night and day. Vegnaftis enough that it does not cast a shadow.

There is a trinity of economic agents (enterprises, governraentgitizens), the trinity of their
organization (through markets, hierarchies and informal nesyoakd the trinity of objectives (wealth,
welfare and contentment). The keys to success in restructuringesetbpment also lie in bringing
these trinities into productive co-action. We can speak aboueratam or even an alliance among
them, through efforts to bring about their balanced co-existeibound in conflicts that have to be
resolved. The resulting externalities of convergence to socioetom@armony, patience and trust have
various effects, including economic growth and mutual innega¢ixchanges. Our aim is to inspire
thinking about how to work with foreign investors armvhto obtain externalities from their presence
once a country decides to do so.

Now, 10 years later, we should look back and assess whethstathd goals were met. The
criteria might be as follows:

< Did incoming FDI bring with it additional externalitiestime form of higher economic growth,
inflows of human capital and spillovers into local sectors?

* Were the Czech counterparts in the partnership able to absorbtéheaéities offered by
massive FDI inflows?

« Were the Czech servicing organizations partners of equal staniinfpreign capital or were
they simply subservient “compradors” happy in their ignoranderige for corruption?

» Did the scheme allow Czech entrepreneurs to prosper or were thegedrcout from
dominance in the Czech economy?
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The fundamental question seems to be the following: Did ¢hense operated by Czechinvest
open Czech society to a real partnership and active participatide iglobalized world economy (a
complete reversal of the communist approach to international aimpgr or was society marginalized
and the chances for sovereign development thwarted?

Some answers to the question are given below. It is obthatishe Czech economy had revived
with the entry of FDI and foreign companies became the leadeesdnomic restructuring. The
country’s economic environment changed dramatically after its barde@ctor was privatized and laws
were enforced against breaching contracts and infringing propgtys. The rise of large local
entrepreneurs was also remarkable. Rentseeking activities begasappedir significantly from the
sector exposed to international competition.

Nevertheless, to date there has been no comprebemsalysis of the costs and benefits at the
national level, one that compares the direct aditdnt benefits of FDI with similarly assessed oradil
costs (such as the costs of incentives, dividetitbas, losses from relocation and induced bankiep).
There are some partial studies that use scieptificedures and whose generally positive findingmk$
between foreign capital and national prosperityhim Czech Republic and the broader region cannot be
denied. At the same time, there are biased sttitiefrave made partisan efforts to prove eitheitipe®r
negative effects of FDI. Now is the time to embanka more fundamental analysis of what happenad in
society that reversed its development strategies fnational isolation to a fully-fledged openness t
globalization. the Czech Republic could be a legdase study in that respect.

10
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II. General characteristics of FDI

It is essential for any country that seeks to caftlor restructure its economy
to assess its capital endowments. Often, capitedt@ints curb development.
In the Czech Republic, about a quarter of the physapital inherited from 42
years of communism had to be scrapped within thetfi/o years of transition
(1990-1991) because it was allocated to productithout demand. Its
workers had to be transferred to new capacitiesiyMathem were supposed
to establish new businesses of their own, or tdvostartups that were short
of capital. Another 40 percent of all physical &sseere antiquated or had to
be reallocated to alternative uses at high cobtsy Tiad to be written off after
about seven years and replaced by new facilitidsegnipment. Additionally,
the standard wear and tear on equipment requiradahrinvestments for
recovery at 6 percent of their real face value. &heual capital costs of
restructuring alone (that is, without extending vjmes capacities) thus
accounted for about 30 percent of GDP and woulde hav be spent
continually during the first 10 years. The highwgto that was expected to
follow restructuring would have to build additioqmbduction capacities at an
accelerating rate —that is, an additional increiaseroduction of US$ 1
billion would require an investment of US$ 3 bitlio

Fortunately, the Czech economy had historically high saving, rates
which had to be retained. Hence the National Bank had to offéivpos
interest (in real terms) on deposits. As a result, houselanld businesses
saved on average 29 percent of GDP until 1999. Later, thisupeewas
able to attenuate. As mentioned, however, the -capital investment
requirements for restructuring and growth amounted to aBOuB6
percent of GDP. This would not have been possible withoutces of
finance in addition to national savings. Thus a resort hdzketmade to
government debt, an expansionary monetary policy and inflofeseagn

11
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capital. The value of annual FDI flows increased from 2.5 peoféBDP in the period 1991-1997 to an
average of 8 percent of GDP in 1998-2006.

FDI's most important externality is that it is accompanieddglitional human capital, advanced
technologies and access to world marketing networks. Withoeit presence the costs of FDI
(repatriated interests, dividends and transfer payments, whiasstimated in the Czech Republic to be
in the range 14—-22 percent) would be too high. Only therpolicies to attract FDI be justified. This
means that outgoing profits in excess of standard interestgudy on capital acquired by alternative
means (perhaps a loan at an interest rate of 8 percent) shoudhteel tas premium payments for the
externalities of FDI. Success in the acquisition of FDI carhee measured by the value of externalities
(spillovers) per outgoing profits.

This also means that the management of the public funds usextéonality/spillovers/attraction
via FDI has to be subject to prudent rules, accountabilityaaednstant assessment of returns. The
Czech solution was to entrust Czechinvest with this complex proféssionally very demanding
commercial agenda. Until 1997, however, government suppomgeoeral investment financing was
prudent: the budget was often in surplus, FDI was nanhpted and policies of easy access to credits
brought the banking sector to the verge of bankruptcy. &isme time, the quality of investment by
locals (that is, its innovation content and high returres uwnsatisfactory.

A. Structure of Foreign Direct Investment as a poli  cy objective

Using the definition of the United Nations Conference on &radd Development (UNCTAD), FDI
comprises “investments made to acquire lasting interest in entsrmperating outside of the economy
of the investor.” Relevant to this study are the instihgloarrangements (mainly the policies) that
support the quality of domestic investments in generalttadrwe will have to work with definitions of
FDI based on their targeting. We will use four categoriesateatvell known from the FDI literature.

First, greenfield investments are supposed to be most valuable. According to Rodrik (2004
“it is activities that are new to the economy that need suppottthose that are already established.”
Such FDI requires a high volume of initial capital, new teabgies and new marketing strategies. It
also brings the most valuable asset: a breakthrough on théeopeth comparative advantages. Success
in this latter regard is crucial factor to the outcome of econoesitructuring as a whole.

Second prownfield investments are in areas that were used for industrial purposes but Haal to
refurbished from scratch. It is usually assumed that tipe ©§f FDI has lower initial costs than
greenfield investment, though the Czech experience indicates\thatdrs often may not think so: there
are risks associated with cleaning up pollution, propeityation and former crony networks that impact
on public opinion. There are also additional social objectisesh( as social cohesion or returning the
unemployed to work) that induce governments to offer speciamses to such ventures, which
otherwise would not be particularly attractive to foreign itmessor conducive to economic growth. In
the end, brownfield investment costs the government moreatiracting a greenfield investor.

Third, mergers and acquisitions (M&A) are another type of FDI. Their main characteristic is that
they comprise a transfer of property rather than an investraadt,thus neither job creation nor
technology imports are guaranteed. In the early stages of pustaast transition, when privatization
was the dominant government policy, M&As as ownership teassb new strategic ownérsecame
the main vehicle of economic recovery. As modern markets are stbjeligopolistic competition,
export penetration of western markets was often tied to an Ké&Aover at a price that reflected the
threat of bankruptcy as an alternative. M&As can hardly become gshi€lbreakthrough. Recalling

4 In the Czech case practically all such new owrdrformer large state-owned enterprise (SOEs)thale found

abroad, as was discovered only later, when mostloeal entrepreneurs turned out to be rent-sedkecause they
found their power to penetrate oligopolistic maskiet be highly deficient.

12
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Rodrik's observation mentioned above, turning portfoliovestments into present comparative
advantages does not deserve particular incentives, though theyriegnabhigher rate of export
penetration and improve the terms of trade. They should lztate enough by themselves. On the
other hand, industries with clear comparatiigdvantage are not worth resuscitating through special
government schemes.

Fourth,joint ventures with local enterprises are advantageous for both sides, espétizdiyes of
outsourcing and offshoring. Foreign companies can access themadett and domestic firms can
expand abroad. The whole local market can also profit fromoseill effects. This kind of FDI
penetration is characteristic of domestic firms that have alreadypaetally restructured and that can
assume the responsibility of an equal partnership. Thisi@éfimerits coordination support on the part
of the government (though MIT or Czechinvest, for exampléjtlmannot become a policy of strategic
importance. In the Czech case, after five years of booming inwacggsing traffic (IPT) in the textile
and clothing industries, joint ventures became a marginal sofiFi@.

Returning to Czechlinvest's strategies, their priorities wer r@sked in the descending scale
outlined above according to their social gains, which were datdlgrtargeted by policies after 2000.
Czechlnvest gave fully-fledged support to less than 25 peréatitinvestments (measured by valde).
Greenfield investments as a top priority were again ranked acgdaliheir potential for externalities:
strategic FDI was supposed to be the pioneer with a marked deatmm effect, bringing funds
accompanied by new technologies and know-how. Its potentialativacting joint second-wave
investments, thus creating a chain (or even a cluster or agglamewdiose spinoffs would bring
prosperity to the whole region), were also considered.

B. Spillovers and externalities

Czechinvest's strategy sought to attract the positive exteesadifiFDI from its very inception. FDI can
be treated as a public good: acquiring it entails substantiat@icosts but part of its productive benefits
can be appropriated freely (or at a discount) by surroundaggriders as a trickle-down effect. If the
leakage of benefits is too high, investors must be compenfatéuk losses. The problem is that the
leaking spillovers can be absorbed domestically only if thebgapeen local and foreign technologies
and management is not unduly wide. In fact, the Czech Repubbgisrelative to FDI competitors
widened sharply during the 1990s; at its peak in 1998 duated to a productivity lag of more than 80
percent. Czechlnvest and (especially) MIT responded by introdapigal programs that helped Czech
firms to close this gap. We can distinguish between theafsilp spillover effects.

First are horizontal spillovers that affect the competing coregafiihese spillovers can proceed
through the competition effect (Czech companies try to matchuhiiygof the foreign company), the
demonstration effect (Czech companies imitate the behavior and tegicablprocedure8)and the
labor pooling effect (the employees or managers of a foreign amymacquire skills at the foreign
enterprise and later use them in a local company or establistuaeveftheir own).

Second are vertical spillovers, occur between a foreign company thed s local supplier
(“backward linkage”) or local customer (“forward linkage”). plypnetworks and the efficiency they
gain through economies of scale are the key drivers of globahzdthus it is also of interest to foreign
investors when their suppliers raise the quality of prodaeot$ can supply them under just-in-time

5 In the beginning, Czechinvest's FDI support a@rtrated on manufacturing industries and investsnabhove a

certain minimal limit, which fell from US$ 50 mitih (valid until 1998), to US$ 25 million, US$ 10chS$ 5
million by the end). Investment in banking, realaéss, telecommunications, sales networks, enerfggstructure
and the portfolio of government-held equity wasleigty precluded from the incentive schemes.

This is extremely important because it uncewbe unknown “cost structure” of a product or temlbgy that could
now be produced without much risk of investmentfai.

13
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conditions. The same happens when a FDI firm supplyingmetdiate products helps the local customer
to penetrate world markets.

Enterprises’ isolation from world markets and comparative ddgas under central planning
could not be broken instantaneously. The process of trariefpbusinesses often lasted up to 10 years.
Thus it is very useful to have policies that supported legrhow to compete and cooperate with foreign
corporations, how to absorb their positive spillovers, lamd to resist their negative externalities. After
1990, the task of designing and implementing such polices thve responsibility of the Ministry of
Industry. Its post-communist bureaucracy, however, wasallytincapable of such an endeavor.
Investors were actually deterred by the ministry’s approachusiness, and thus ever more of the
effective investment services were informally taken over by the ewtrepreneurial Czechinvest, which
was originally established as a mere consultancy.

Industrial policies have their supporters as well as theinetaadversaries. Since this study deals
with such policies, readers should be aware why it is presheredthat these policies have their place
in economic restructuring and development. The argument is pedgarBox 1.

BOX 1
MAINSTREAM FACTORS EXPLAINING EARLY SWEDISH ECONOMI C GROWTH

Although the history of industrial policies targeted at export promotion and competitiveness dates to the
mercantilism of 500 years ago, it was in the planned economies that they peaked. The more recent idea about a
strategic collaboration between the private and public sectors to dismantle the barriers to restructuring and to bring
markets and entrepreneurship to a high level of performance brought industrial policies back to prudent deliberation. In
the last 30 years new theoretical underpinnings for industrial policies have been developed, led by the discipline of
economic geography, as have new trade policies based on oligopolistic competition, increasing returns to scale,
economies external to the firms, intra-industrial specialization and product differentiation (see Krugman and Obstfeld,
2003: 120-159). The stress placed on encouraging the initial movers to gain advantage in competition and
entrepreneurial innovation led to strategic trade policies (Krugman and Smith, 1994; Streblov, 2002) and to the support
of entrepreneurship as a response to market imperfections (Leibenstein, 1995).

Rodrik (2004) locates the role of the government in overcoming information traps and coordination externalities, where
there is a conflict between innovative entrepreneurship (which has private costs) and the returns gained by outsiders or
even competitors. Promoting the proliferation of such externalities (e.g., by subsidizing the original investors) is of a great
importance for society, since the country can than develop a large cluster of industries around the boom of the initial
mover. In such circumstances, too little and too much competition discourages innovative entrepreneurship. The economy
stagnates as everyone adopts a waiting strategy while the world moves on. Thus the government can temporarily break
the ensuing deadlock by appropriate policies encouraging the entry of new leaders.

Source: Author.

C. Pros and cons of FDI

Like all other transition economies, the Czech economy had tcawera large number of obstacles to
innovative decision-making from the first moments of trendgformation. From within there were
embedded social networks as the legacy of former communist hiegrEhom without there were the
pressures of ideological interests that followed non-intéimeist libertarian policies. As a result,
official political power heavily opposed market interventiorisany kind, suspecting that left-wing
lobbies were behind them. On the other hand, there was the ihedigif-enforcing and self-sustaining
free markets. The assumption was that markets build theirirmstitutions automatically, overcoming
opposition from the “visible hands” of various pressureaugso It was the shock of the second transition
crisis (1997-1999) arising from the neglect of propedits institutions that cleared the way for new
policies of active cooperation between the private sector and tleengoent. As pointed out by Olson
(2000: 163): “To achieve rapid economic growth ... a societyragals socially-contrived markets and
(property) rights-intensive production.” This is not gibfe without re-inventing the roles of the
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government. In the Czech Republic in 1997, such a sweeping idedoacede a large part of the
economic responsibility for restructuring to foreign irtees, while the government would remain
responsible for designing general guidelines for their opgratbnditions. A political battle had to be
won in order to confer such a strategic mission on Czechinvest.

On the basis of the Czech experience, let us camtfid arguments in favor of attracting FDI and in
opposition to it. Policies never have just one cije or one criterion. According to the Tinberddondell
model, the number of instruments must at leastdualeio the number of objectives targeted. Indalstri
policies are an additional instrument for targetingre than one objective. But the situation becoeves
more complicated if the objectives are not complaang (that is, there are trade-offs between them).

Mencinger (2003: 491-508) points out that with Fldre are seldom benefits without costs, and
sometimes costs outweigh the benefits. One oftilh@epssues in discussions of FDI is employmenicivh
does not have to be positively correlated witmgsivages and output. Nor does progress on restngtu
imply greater job security. Every statistical table the estimated effects of FDI has a column esgimg
the number of new jobs. The problem is that a hég job creation is not always a gain for theargin
the post-communist period there were pockets df hitemployment in each country, often in regiomss th
prospered under central planning. For example, ICpeticies to attract of FDI to brownfield sitesthme
Kladno mining and steel region succeeded in crgatiany new jobs. Unfortunately, however, these jobs
were so specific that they were filled labor fronofslvia (200 kilometers away) and from abroad. The
investments did not lead to a fall in the regiam&mployment rates.

On the other hand, the industrial park built by rtlenicipal government in Pilsen and supported by
Czechinvest's policies yielded different resulese(the case study in the appendix). This areatiguoss the
street from the Skoda industrial estates that tesednploy nearly 40,000 workers. Efforts to conyes in
heavy machinery into jobs in electronics were mewecessful. When many employees were dismissed
because of restructuring after the mid 1990s, werkterally crossed the street to secure a newirjob
Panasonic and in other smaller firms mushroomiograt it. So even though the unemployment statidiits
not vary over time, the supported investment helpied) about a fall in the unemployment rate.

Some opponents of the plan for an industrial park —whichtwasceive US$ 15 million from

the public budget—argued that it was too costly (in this c@sechinvest played the role of a
coordinator that would fit perfectly with Rodrik's new &g of strategic trade policies). But the
industrial park now employs 11,000 workers in firms tineested US$ 480 million. The courage of
public administrators in making the first move to introgl@ new electronics brand to the region led to
the creation of an electronics agglomeration with annual groatés rover 20 percent. Both the
Matsushita investor and the local and spin-off businessegdefatelectronics had to be pushed to
discover that the Czech Republic was an optimal target for thveistiments.

Another important Czechinvest experience with régarunemployment is that not all FDI must
necessarily create new jobs. As observed by Zempha (2006), a common outcome of FDI inflaas a
negative horizontal tradeoff against incumbentss Thn even strike twice. First, as new and mdieieft
management policies were adopted, nearly all engegphad to reduce their workforce, which wasadigtu
hidden unemployment. Without redundancies therddcbe no restructuring, and its costs and benefits
were not symmetrical in time. First came the abrogsts, and only later did the benefits gradually
materialize. Thus a breakthrough in developmenidcoot be achieved without policies that backfifed.

The second blow comes when the initial comparative advantage inéadmwments is reversed.
In economies subjected to intensive restructuring, labonisdsnt and capital is scarce. Thus wages are
depressed and new development is based on investments inni@nsivie products and technologies.
Unemployment is mainly frictional (structural). As developtrexcelerates, robust investments raise the

" There is a political paradox arising from sucheaessity —the most successful and appropriateigmlicere nearly always

“rewarded” by ousting the reformers from the gorent. The opposition could then enjoy the fruitpreiious policies. It could
claim the gains for itself while new policies coblel neglected. The next government had to stériawiew round of reforms, the
costs of which were bound to be ascribed to ittsd&his explains the excessive volatility of paditin transition countries.
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capital endowments and wages rally. The comparative advantage graduetses to capital-intensive
industries. Labor has to relocate again but the new capacities aresdaing. Previous frictional
unemployment thus becomes more dangerous, chronic unemployinemtitcome is “Dutch disease,”
as explained by the Rybczynski hypothesis. The Czech economgreslifrom this in 1997-2005.
Unfortunately, some observers erroneously ascribed the prdablémvestment policies that correctly
targeted the most efficient allocation of resources. The prollewegver, lies in wage stickiness and in
the lack of complementary policies to support new job creatidor-example, by insufficiently
promoting small and medium enterprises (SMES).

The lesson to be learned is that the employment gbich is parallel to the efficiency goal, cannot
be always met by investment incentive schemes alndern industrial policies that are compatibléhwi
market mechanisms usually target the competitiwen&bcal producers. There would scarcely be ctuse
use it if externalities and the aforementionedl®irs did not arise. In a zero-sum game, a counter
argument would be valid: a foreign company thatesein the country just ruins other local entesgsiin
the same business. There is no net gain and sdogsy from both the cost of the incentives and the
dividends flowing abroad. Effective FDI entry thesnnot be treated as a zero-sum game. There must be
some value added vis-a-vis the opportunity cogfhdr output per worker, better quality, an improga
in the balance of trade, management spilloverstgraccess to world markets and so on.

A very persuasive argument used by advocates of investmenepatiche fact that all countries
in the region use them. If a given country wants to keep paeesfore, it has to establish an incentive
program as well, even if reluctantly. This argument recalls soper’s dilemma, and it became
especially powerful after Germany secured an exception from inesitmits from the European Union
(EV) for its “new” territory in the East, and when Hungayriched its privatization scheme directed at
foreign investors. It is generally false. It assumes thatadlses of relocation and its yields are the same
everywhere and the only difference is in the subsidy that cwstment costs by approximately 15-30
percent. In fact, the differences in the cost structure of akmmneurial ventures in different cultures
and under different institutional arrangements are enormoasldition, there are positive spillovers.

Hence a grand debate has begun in transition countries sinceAt8FeDI incentives worthless
because they target companies that would settle in the countrayghysvit not better to concentrate on
fine-tuning the institutional setup? On the other hamel supporters of investment incentives argue that
industrial policies are effective because they target companies thatthed final phase of deciding on
relocations in several countries, and that are unable to estiraatestll cost and benefits with certainty.
Thus the subsidy is the only firm data their managers havaenat The leading supporter of the former
approach is Véaclav Klaus, former Finance Minister, Prime Mingter currently President. He claims
that no company would ever admit that an incentive subsid@y & marginal importance, once the
government reveals the will to pay it. In fact, in the ped®®0-1996 Mr. Klaus did not give any
preferential treatment to FDI, and the country’s investmentopaence lagged far behind that of
Hungary (a country of similar endowments that underwentlaingiconomic restructuring), which
offered special FDI incentives from the outset. In the peri@@412000, Hungary's average export
growth rates were 17 percent, double that of the Czech ratesslioaly in 2000 that the Czech
Republic overtook Hungary, once the new foreign companies laupchddction.

Martin Jahn, the former chief executive officer@fechinvest, claims that Czech incentives were
important, although they were not dominant. A qitatite study revealed that foreign companies
considered the following factors: cost and skéieel of labor, geographical location and, lastrmttleast,
investment incentives that acted as a catalyst¥@ee, 2002). We can presume that for whole ol 489s
the institutional infrastructure in all transitimountries was highly opaque and thus difficult tonpare
guantitatively. The incentive schemes were oft¢erjireted as a government pledge to relieve trestos
of institutional impediments and bureaucracy. Samethis relieved them of the most pressing unagstai
of their investment. Some cynics therefore intarfite FDI incentives as a bribe that governmenysipa
order to compensate for institutional obstacléavestments they are unable (or unwilling) to efiate.
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Opinions against investment incentives often mention thg@gsowhich had preferential access
to the Czech economy thanks to incentives profited from thralrhazard of opportunistic rent-seeking.
Thus subsidies are biased towards footloose FDI with lavk €osts. In particular this affects simple
assembly-line projects that enter with an incentive, manufadteieproducts for a couple of years, and
then easily leave when they obtain another incentive elsewheres Fidri interpreted as a means of
adverse selection rewarding poor projécts.

As this short summary shows, opinions on whether t@ctt-DI vary greatly. Theoretical
economists (in contrast to local business people and pol#)capprove investment incentives and
subsidies for projects with high externalities whose retamature in the long run. Their stress is on
support foractivities (not industries as such) that promote entrepreneurshigstipabne to strategic
collaboration, the creation of agglomerations, clusters andtraditional activities based on R&D,
technological centers, SME development and university cooperdtioantives therefore promote
externalities, which would otherwise be in shorter suppheyTare market-compatible or even market-
enhancing. By promoting market winners, they underpin coniparativantages and lower transaction
costs. Market decision-making is therefore more transparenhamdallocation mechanism acts faster.

This was the orientation of Czechlnvest policies after 200@ortdmately the voices advancing
the matters of public goods, externalities, spillovers, legrbly doing and protection of innovators in
promoting the country’s competitiveness have been overshadowetie pragmatic issues, such as
access to public finance for alternative (and less competitive hahtitaimants.

8 J. M. Keynes had joked that financial investméretse a particular attraction for people of basksracter. Perhaps

the Czech strategy of waiting also had a silveingnthe opportunists anarrivistes had already exhausted their
chances in other countries of the region.
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lll. Czechlnvest in changing times

We can start with a summary of Czechinvest's gémbiaacteristics. It is a
public agency that supervises a large part of tidesdtrial policies in the
Czech Republic. It is active in FDI attraction agwterprise development,
and provides the following services to investors:

Help with information on investment opportunities;
investment incentives and subsidies;

interface between investors and the Czech pubtigrastration;
supply chain clustering, zone development and mugfEvelopment;
SME development;

access to EU funds; and

R&D and quality promotion.

Czechinvest received international acclaim for its pathbreaking
strategies and swift adjustment to changing conditions. Aoapttd the
OECD (2006: 63), in its recommendations on policy refoimghe
countries of Southeast Europe:

“The success of Czechlnvest is due to several factors:

It acts as a one-stop-shop ...;

each client is assigned a Project Manager, who concentrates on
the individual investor;

» there is a clear-cut, standardized and formalized approach ... codagpto different phases

of the investment project;

« it handles contacts fully with authorities at the nationallaodl level;
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e it has a proactive strategy to lobby for important changtitusiness environment;

« aftercare services ... and a forum are provided, so that foreigstdors can communicate with
the state administration and with Czech companies;

» there is an extensive domestic and international network agsffi and regional partners.”

Since the idea emerged of creating an investment promotion raeskio 1990, and since
Czechinvest was set up in 1992, the priorities of investprembotion have changed dramatically. The
initial information service for FDI in manufacturing sooacame specialized in promoting activities
surrounding investments in automobiles, electronics and fmedisstruments. After 1997 the agenda
extended first to the promotion of industrial zones/paaksraft industries, biotechnologies and medical
instruments. After 2002 it shifted even more towards kéghnologies, technological centers, software,
information and communications technology (ICT), human sciemediscenters, customer support and
financial infrastructure. Under pressure from neoliberal ogiposiit was plain that incentives should
not be considered a replacement for a sound business envirdmyrggiling it with bureaucracy and
corruption.

FIGURE 2
SIMPLIFIED ORGANIZATIONAL STRUCTURE OF CZECHINVEST, 2006
Minister & Deputy: Steering !
Vice-prime Ministry of Industry and ! Committee :
Minister Trade i (advisory) :
CEO Czechinvest Strategic
frTmee and Chief Operating ~ f~"7""""""" ’ planning division
Officer
[

[ T T 1
Structural Competitiveness Investment and Regional
funds div. div. R&D div. coop. div.

[ I I ]

I I ]
Programs Investment Properties
il i management projects department
! Foreign ' I
: offices :
""""""""""" "|  Entrepreneurship .
& business R&D 13 re_glonal
environment support offices

Source: Czechinvest.org, 2006.

The organizational chart does not contain the division of nateservices (ICT, accounting,
human resources, internal audit). Neither does it list all tmpats (such as in the management of
competitiveness or investment projects). The hierarchical suladia@h of units is not a characteristic
feature of Czechinvest's management style. The interface with tlo@aldbiodies of governance and the
domestic private sector is through a steering committee thaasieis advisory institution. It has eight
members representing the public sector and eight from the goeator. Its 2005 structure was as
follows: MIT (chair), Czechinvest (two members), Ministry Regional Development (two), Foreign
Ministry (one), Ministry of Finance (one), Ministry ofabor (two); Chamber of Commerce (one),
Confederation of Industry (one), Union of Cooperativese(prissociation of SMEs (one), State
Guarantee and Development Bank (one), Association of Entrepre(me¥y and Association for
Foreign Investments (two). The latter institution, ABlof particular importance because it represents
an interface with the domestic investment servicing sector asdagiain with foreign investors.
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In the period 1998-2007 (August) Czechinvest provided diileahcial support to 776 projects
investing US$ 20 billion (34 percent of all FDI to the Czé&dpublic in that period), which created
153,000 new jobs (10 percent of jobs in Czech manufacturiiig)cost of the public finance channeled
via Czechlnvest was US$ 5 billion (including pending tax tsgakhe incentives amount of amounted
on average to 31 percent of the total amount of foreign ineestimto the core capital assets. In smaller
projects the contribution was usually 50 percent. Large prajectsl end up with an incentive of about
15 percent. All of these were subject to EU ceilings on psbiiport.

The priority categories for CzechInvest's selection of cliensufgport are as follows:

* Type of investment/production (top-down ranking) —to R&Rrvice sector with high value
added, manufacturing, other services, assembly operations.

< Value of the project.
« Number of new jobs created, ranked by the degree of skills.
* Region, ranked by unemployment rates.

« Development potential—importance of comparative advantages, pbfentdemand growth,
level of demonstration effect.

« Technological level (ranked by the degree of the R&D requirements).

» Linkage capacity and the potential for spillovers (backward liakscal firms; forward links
to import substitution).

The weights of the above categories have changed over time. Thy g@fale investment
project has risen in importance, while the significance of sizécaation has waned.

The categories of incentives granted by Czechlinvest to foreigmdiggnous investors cover the
following areas:

< Job creation (by zones of unemployment).

» Land purchase from municipalities (often associated with thesstétindustrial zones).
 Infrastructure of all kinds.

« Employee re-qualification.

« Tax breaks up to the limit given by pre-defined ceilinggatal public support. The tax break
was therefore residual, not an automatic claim on all profits.

A. Predicaments of the early period, 1989-1996

The main difficulty of the Czech economy in the early stagehefttansition was to stabilize an
economy that had been derailed from its historical patternsrbgnaad planning. The search for its new
orientation in the world was an unprecedented challenge. Opepig fnee trade after 40 years of
autarchy became one of the first priorities, and the discuabiout opening to foreign investment was a
substantial part of that. Unfortunately, from the outsetdiscussion turned to revamping the existing
state-owned enterprises that were organized as monopolies.domabow disregarded that an efficient
market economy should be built from the scratch as greenfieltbreen—in SMEs by local
entrepreneurs and in large corporations by foreign capital. Hamaization was in the forefront
(Benacek, 2001a). There was an obsession with privatizatiomgohChands —hands with very little
capital and little experience selling on world markets. It wae\ed that salvation would come from

® The value of incentives is only loosely associatétth these categories. They were generally detexchidirectly by

law without the requirement of personal negotiai¢see next paragraph).
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free markets guiding entrepreneurs to optimal solutions. $alésreign investors would follow by
themselves once that solution had matured as optimally wealém&nb.

The dominant factor in the offshoring of the Czech Republibénearly 1990s was cheap labor.
The average monthly wage in 1992 sank to US$ 142 (it isappwoaching US$ 1,100). In the textile
industry it was mere US$ 100, while productivity per vesrkn modernized firms under the IPT
arrangement was about 70 percent of the rate Italy or Germany (Bearatékejstrik, 1995). This is
why the country was initially attractive for simple projesteh as assembly lines in brownfield sites or
booming IPT outsourcing. Unfortunately, both of them evlighly footloose and the level of per-
worker cash-flow that stayed in the country was extremely low.

The idea of creating an organization that could attract foreigesiaks could arise when the
strategy of economic transformation based on private propasyset ug’ In 1990, three investment
promotion organizations were founded. Their structure copitdof the Czechoslovak Federation, with
one federal agency and two national ones. Nonetheless, before rij@sieaiions could start attracting
strategic investors with a long-term vision, the separatfo@zechoslovakia was decided in the 1992
elections. In November 1992, even before the “velvet divorce”, thectC Republic and Slovakia
separated their investment organizations, which in 1993 became @zsthand Sario, respectively.
The separation gave more powers to the state while the earlietaspous form of transformation from
the economic grassroots was subjected to new policies appligt lgovernment. Apart from for the
Washington Consensus policies there were new social and iatipstities.

Czechinvest was created as an agency under the control of the Wafistidustry and Trade.

The relationship between Czechlnvest and the ministry has beeal ¢ou€izech restructuring thus far
because this alignment has given high-level political suppanidiustrial reforms. Czechlnvest began as
a small organization with unclear legal powers, a meager budgéharidreign experts. Its goal was to
attract strategic foreign investors and thus to stimulate #exlfCeconomy by means of additional
investments and inflows of managerial skills. In the perl®82-1997 Czechinvest had no major
programs to offer investors. Its main strategy was akimddketing: promoting the advantages of the
Czech economy and inviting investors to sett up their bussiseéa the country.

According to J. A. Havelka, the organization’s fding CEO, the vital element that allowed
Czechinvest to gain more influence was that itd¢ogk funds from the EU’s ACE/Phare Program. Hugd
the Czechlnvest's expansion, for example by setimgffices in important business centers overdeds.
funding accounted for up to 80 percent of Czechdtsdudget. Though it may seem marginal, suciméiimg
also allowed the organization to hire two foreigivisors, one from Scotland and another from Irelatiht
is, from two countries with highly developed pragsafor trade and investment promotion. For thisorall
Czechinvest activities at the beginning were digtbwards the British Isles.

Development projects associated with acquisitioouhh privatization (that is, M&As) were exempt
from the Czechlnvest agenda. There were two redsorthis. First, these types of investments ditl no
guarantee that any of Czechinvest's objectives avdnd met. Neither job creation nor technological
development were guaranteed by the M&As. Secorihclihg an investor that was interested in such
projects required complex information about theeptiél investing company and the company to be. sold
Czechinvest had neither the capital nor enough@epk to undertake this kind of projétt.

Czechlnvest's design stressed its entrepreneurial orientatiom thie very beginning (since
enthusiasm for and trust in personal initiative were widespaddthat time). The idea was to run

10 It is very interesting to compare this with thesteym of property rights in Singapore or, receritlyChina, where

entrepreneurship and profit-claiming are not in féoinwith public administration, public ownershignd public
innovations.

The need for an FDI promotion agency in the C4&Rehublic was apparent from the early days of trenom. Of all
the transition countries, the Czech economy atitht¢he greatest among foreign investors. Accordingiowel
(1995), to the end of 1993 there were bids fordakes of US$ 11.7 billion. Real commitments amodrttea mere
USS$ 2 billion, while Hungary received US$ 6 billion

11
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Czechinvest as an organization that differed from the prevatimgaypes of public institutions, which
meant having an effective structure, businesslike management, defingd powers, benchmarks for
accountability to assess success and failure, a high level of prokdty among employees and an aim
of targeting activities rather than “preferred” sectors. Anothat was to be as independent as possible,
ideally to become a separate state agency with its own statusthedaw and its own budget, though
autonomy would not exempt it from accountability to theistiyp. This separation was never approved,
but the level of independence (albeit informal) was very higlnaassthe level of political support from
cabinet ministers. Independence from political pressure is cie&l an agency wants to react flexibly
to its changing tasks and restructure its mechanisms accgrdingl

In Czechlnvest's early years, training in economics in the cpuwauld not offer the human
capital that the organization was looking for. Hence the stedtihivere judged more on their personal
performance rather than on their possession of diplomas. limeck staff were further educated in an
in-service training program that focused on marketing rattaer ¢in economics.

During Czechinvest's whole existence there were always those whedattgat it should not be a
public organization but that it should work as a privatetyen®r that it should be replaced bycarte
blanche for all private businesses ready to act as investment prom&tguerience shows that there
were reasons why this would not be a good arrangement. Czedisiryesl was always to attract
companies that were in their final phase of deciding in whichtepuo settle. Why should foreign
companies pay for support when they did not have to do sther countries? The second reason was
that a private investment intermediary would face a conflict wrést whenever some government
priority impinged on its profit from intermediation. Fexample, how should the agencies be paid for
promoting investors that created large numbers of jobsldtetied in regions with high unemployment,
that targeted projects with certain levels of spillovers and dstraiion effects? Such schemes could be
designed, but some state institution would always have eeses it. In the end it would have to be
Czechinvest again that could mastermind these schemes, which dtapglgned later when incentives
and criteria were firmly outlined. Then private agencies could etenfor contracts with foreign
investors when Czechlnvest could outsource such operationatiestivi

In the mid 1990s Czechlinvest did not have any general scherapporsforeign investors, but
there was a minor project called the Hosting Program. Thigoniasite representatives of multinational
corporations (MNCSs) to the country in order to offer treepresentation on the economic situation and
investment procedures, and to recommend potential projecterto This program was meant initially
for overseas companies, particularly from the United Statesapah Jwhich were thought to be less
informed than European investors.

The 1990s was a period of building credibility and of dtedtion. FDI considerations hinged on
a belief about whether the Central and Eastern European couGEEES§) would or would not become
solid parts of the European (or even the world) economic .oktitest investors had doubts about it. For
example, Howell (1995: 106) asserted that “there are only linites$ibilities to improve return on
capital employed in eastern Europe. The restructuring of compiakies an enormous time and pay-
back will never reach the ratios we obtain through UK and W&siments.” Clearly, it required much
effort to persuade investors with similar advisors thabfiosite was true in the Czech Republic.

Contrary to judgments that markets provide all informagiod private businesses are always able
to recognize optimal solutions, imperfect information aboaal markets and enterprises was the main
obstacle to be overcome. It was difficult to assess the perfoarardomestic firms since they had no
business history. Ever changing national laws were idiosyo@atl opaque, and the uncertainties of
investors exposed them to high risks. Lending and ingesiiguired the features of speculation, when
redistributional motives took primacy over productive god@ilsus the existence of state agency with
similarly imperfect information but with a commitment togajguarantees (which a private company or a
bank could scarcely do at the time) was an important step farward
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Foreign companies were thus offered a contactuitisti so that they could first test the country
through simpler projects. Most of the time it wa possible to offer incentives. The pilot triabgram
was launched in 1997. Czechinvest's most succegsfjdct, because of its demonstration effect, thas
Matsushita/Panasonic initiative that was set ud986. This Japanese project was supposed to target
Poland, thus replacing production in Cardiff, WaRst an offer from Czechlnvest persuaded the toves
to enter the Czech Republic. Interestingly, andvitbstanding the policy of no incentives, the beadn
point came when Czechlnvest found a way to seare dariff relief for Matsushita’s imports of maggr
and when the Czechs promised to expedite the catistn of the highway to Germany.

B. Speeding up, 1997-1999

The 1997-1999 period was highly successful for the develdprh@rdustrial policies and Czechinvest,
even though the economy was affected by a slump caused by witgstistate banking on the verge
of bankruptcy, unsettled contract enforcement laws that spuroeshdény firms to rent-seeking, and the
need to abandon specialization in labor-intensive products. Wesea demand for new last-resort
policies and reliance on foreign capital became a priority. Thaecti@nvest could launch its long-
prepared strategies, including investment incenfi¥ester, these activities were accorded international
recognition, placing Czechinvest among the world’s leading ima# agencies in the world. In this
period, incentives were widely supported by politicians aagthblic™

The Czech economy finally earned credibility among foreign investod the country was bound
for an investment boom. Investors realized, once they couldlehaimiple projects in the Czech
Republic, that there was state support for much more saattésti ventures. Their perceived risk of
investing declined sharply. Moreover, the Czech Republic’s conigmaedvantage from the start of the
decade, which was in cheap labor, began to wane and was gradualtedepy specialization in more
stable capital-intensive technologies supported by more educated Falpeign investors soon became
the main customers of local banks, and in 1999 they accountedofe than 50 percent of national
investments and exports. They switched strategies and incluoledel local outsourcing in their plans,
which stimulated backward spillovers. Czechinvest respondedpsltbies to support the building of
new networks in local industrial and technological pafk¥he formation of clusters eased quality
upgrading in their product mix and facilitated the introdarctof new technologies.

Czech FDI promotion schemes were significantly influenced byrigte experience. According
to Tomas Hruda (CEO of Czechinvest in 2005-2006), Czechisvesiployees were often sent on
internships to all three Irish agencies that were considerecghetpategic entities in the art of building
competitiveness. But this cooperation declined when the Czechs bedden¢o follow their own
strategies and when the results made Czechlnvest a competitdatal Ir

Up to 1999, FDI was not characterized by any sépadferred industries” at which FDI would be
targeted (Benacek, 2001b). Though large amounte dieected at services, real estate and energy, FDI
was clustered to a large extent around the autdenioliustry. This pattern was in line with the alvadion

12 These strategies are described further below étice3.1 on the Investment Incentives Act.

B It is not without irony that a country whose riretaexpressed the greatest loyalty to the Washin@tonsensus, and
which spent seven years resisting any preferemngiatment for its “external orientation”, suddeblgcame a champion
of industrial policies. According to Rodrik (20029) “industrial policies have run rampant during thst two decades
—and nowhere more so than in those economies dhatdteadfastly adopted the agenda of orthodoxmefo

The effort to put the Czech Republic on the mappftential investors in large, high-tech ventypseaked in 1999,
when the Philips project in electronics was undepgration. Philips decided to relocate its proiucbf VDUs
from Western Europe and invest €R 200 million ia €zech Republic by receiving an implicit subsidyC@K 1.5
billion (€ 43 million) to create 3,250 new jobs.v8a years later this project collapsed when thenerotompany in
the Netherlands declared bankruptcy and the emmoymecreased to 900. According to the contradt,dfidhe
incentives had to be returned. However, this ligbibbse to € 28 million because of the appreciatid the koruna
while the company fell into insolvency. Thus fae legal battle has not ended. Nevertheless, timtwe was one of
the rare cases (of the total of 800) when the Ciezdntive scheme fell short of expectations.
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of Imbs and Wacziarg (2003) that a growing undeettgned economy expands by intensive trading and its
pattern of specialization becomes more diversifiedhe enterprises where foreign capital was iegks
there was a bias in switching from labor- to caitiensive industries and labor-saving technolsgieeir
capital and labor efficiencies have been signitigaabove the domestic average (Benacek, 2001b).

Another salient feature of the FDI enterprises was that they vegy export-intensive and, on the
input side, they had a higher proportion of material infotening mainly from imports) and thus a
relatively lower proportion of domestic wages in final otitfaee Figure 2). The proportion of gross
profits (often hidden by transfer pricing) on value added tivas unusually high, much higher than in
the EU-15. Most of the FDI commitments were directed at ineigswith intensive intra-industrial trade,
whose share of exports soon rose to West European stantaegisalso showed high investments per
unit of output that were at least double of that in locatdirlf combined with the higher human capital
in foreign firms, attracted by their significantly higher ags wages, it was clear by 1998 that future
Czech growth would continue to be driven by firms withefgn owners. At the same time, before 2000,
few FDI commitments were geared to high-tech industries and fgpleeimvestments. In the case of
investments in high-tech industries, foreign enterprises ehaendency to concentrate on assembly
operations from imported high-tech materials and not on R&& and human capital. This was a clear
message for improvements in Czechlnvest policy-making at thefumillennium®®

FIGURE 3
SHARE OF GROSS WAGES ON VALUE ADDED IN CZECH MANUFA CTURING
IN DOMESTIC AND FOREIGN FIRMS
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Source: Author, based on official numbers.

It was a recognized principle of Czechlnvest mamege that the contact with private enterprises was
exercised directly and kept free of rent-seekieg @so Rodrik, 2004). Since the private businesses not
coordinated in their joint action, Czechinvest adréhat they form the Association for Foreign Itvests
(AFI). Membership of AFI is offered to Czech andeign firms provided that three existing members
volunteer to sign an affidavit guaranteeing thaialily and the member pays membership fees. The
membership is composed mainly of enterprises withllexperience that support the entry of foraigestors
into the Czech economy (many of them are consi#tsnd and HR companies) and offer a wide range of

15 There were other indications in the field stuthies pointed to the need for new Czechinvest pslidihe economy could improve
significantly if local firms were more flexible iimitating the management patterns and technolagiiems with FDI. The
widening gap between local and foreign firms haoetoeversed. Local firms should also affect amplkess encouraging feature:
the tendency in large FDI enterprises to use foegket power in controlling domestic sales and etaktry.
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professional services to foreign investors entetivey Czech market. Czechinvest and AFI established
common project “Partnership to Support FDI.” ARrianaged by a steering committee that has nine exemb

AFl has organized four thematic field studies, on investmecgntives, industrial property,
employment and human resource development, and public/privateenships, whose aim is to lobby
for a more efficient investment climate in the Czech Republidfdtsoschemes with suggestions, case
studies of good practices and specific solutions geared toowimpgrthe quality of legislation and
administrative procedures. Foreign investors thus have atutiost that can represent their collective
experiences and political interests, one that is free of partienfeenched interests.

The problem with AFI is that its members have privileged adee&seign investors. Some non-
members and non-governmental organizations (NGOs) protesit ttratates unequal standing in the
competition to service foreign investors. AFl members have esemed the nickname of “comprador
servicing sector” (Franc and Neshyba, /2007). Perhaps the meiplsrshld be less restrictive, though
it would downgrade the present elite structure of the assatiatid thus make it less flexible in its
decision-making.

C. Innovation strategies, 2000-2003

The period 2000-2003 marked a new horizon for CzechinvestigmliThe Czech economy was
stabilized after the second post-privatization shock (19973188thg which time the gap between the
deeply restructured export-oriented enterprises and the local éngaged in the production of non-
traded commodities widened sharply. A dual task arose: toosufysther the strong players through

export promotion, and to promote the penetration of sgit® from internationally opened foreign

enterprises into the indigenous sectors. The main vehicle was festructuring and privatization of the

financial (banking) sector. Restructuring the failing capitalkeiafstock exchange) was another spin-off
associated with privatization that generally failed. While stockamnges in Britain or the United States
provide market capitalization of over 100 percent of GDP, treerfiost important stock exchanges in
Eastern Europe (Warsaw, Prague, Budapest, Ljubliana and Bratiglaavide much less then 25

percent, even though some of them were established as all-emimalofg

Though Czechinvest was not selected as an executive agent for thesg@ngwchanges, its
supportive role was no less important. The cooperation betasdss, capital markets and enterprises is
crucial in modern economies because these depend on transacti@redhltrisky contracts over long
periods of time. Such contracts are not self-enforcing. Goveeniginthe financial sector before 1997
revealed that its main incentive was opportunism and predatienspillovers of which into the
enterprise sector were the weakest link in Czech development. Asomeehtearlier, explicit and
implicit transfers from the public to private sector coudéhah US$ 74 billion (valued at PPP and
cumulated for 1991-2004). The access of privileged insidepsesenting a tiny part of businesses, to
such riches (compared to the GDP of US$ 148 billion in91%%as definitely a poor incentive for
prosperity in the productive sector. Defaults of such an osdarcely have a parallel in developed
market economies during peacetime. Note the paradox that almdstahealue of assets privatized
under the non-traditional schemes (such as the voucher schemepuvder-balanced by debts, the
residuals of which are pending even today to be bailed outebpublic financé® In 1999 it was clear

% For example, as Czech commercial banks becamendiire intermediaries in privatization schemes, 3rcget of

their loan portfolios in 1998 consisted of clagsificredits (21 percent of GDP). In some other aiesithe peak
came in 1999, when the share of bad loans in totals was 40 percent in Slovakia and 37 perceftamania,
while it was only 3 percent in Hungary and Estaamia 15 percent in Poland (World Bank, 2000). Thiobaof the
Czech banking sector was the main component ofgthe@rnment’s subsidy program. The Ministry of Fioan
estimated its costs att CZK 578 billion (about USB-22 billion at the commercial exchange rate). idles
subsidies and bailouts paid by the other statétutisihs (such as the National Property Fund, tzedd National
Bank and so on) are excluded from these estimétésplicit subsidies”. We can estimate that alttdger the value
of bad debts, defaults and contract breaching {(neluding unpaid deliveries among enterprisegyega social and
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that the time called for new policies that could open nichesisdeth productive opportunities in the
private sector. The entrepreneurial spirit that came with FDI,velmidh could spread to the whole
economy, was the target of such policies.

After helping to establish several greenfield projects witwetdechnical level in the late 1990s,
Czechlnvest's policies had to be restructured again. The aim vedsaot FDI with more progressive
technologies and higher spillover effects, so that the coantrid catching up. An important impulse
for Czechinvest came in 2000 when the European Commissiorhariutopean Council decided on
the Lisbon Strategy. The plan was to transform the Europearomgointo “the most competitive and
dynamic knowledge-based economy in the world.” Now, seven lagars we can doubt whether this
type of a “planning by decree” was a viable idea. especially when ttap&an Commission is an
institution with a weak command of instruments that are loaatathtional levels.

FIGURE 4
FDI ANNUAL INFLOWS TO THE CZECH ECONOMY
(US$ millions)
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Source: Czech National Bank, Balance of Payments, 2007.

The Lisbon Strategy, however, represented a guideline for Czeshlrivhe goals of Lisbon
became compatible with the new national objectives:

e Supporting the knowledge-based economy;
< enhancing the space for more efficient R&D;
« speeding up the design of a new economic development strategy;

« pushing the structural reforms for competitiveness; and

healthcare benefits, taxes, etc.) was about 5Cepeaf GDP in 1999. If valued at PPP, such exphaitl implicit

transfers from the public to private sector coddah US$ 74 billion (valued at PPP and cumulated981-2004).
The access of privileged insiders, representingyagart of businesses, to such riches (GDP in 1888 US$ 148
billion) was definitely the wrong incentive for mmperity in the productive sector. Defaults on sachkcale have
barely a parallel in developed market economietdyseacetime. Note that nearly the full value sfads privatized
under the non-traditional schemes (such as thehasuscheme) was counterbalanced by debts thattedey are
partially pending to be bailed out by public financ
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« investing in people.

The most palpable improvement was the adoption of the Invesimeentives Act. Moreover,
several new programs were launched in this period. Because ahthiSzechinvest's neutral political
stance as an intermediary between public and private interestsolttiealpscene supported new
industrial policies and many high-quality foreign projestse attracted during 1999-2002 (see Figure
4). The growth that accelerated in 2004 had its roots in thesttional changes.

1. The Investment Incentives Act

The most important policy of this period from Czechinvesfiswpoint was the adoption of the
Investment Incentives Act. There were two reasons for thist, Elzech society had been subject for too
long to informal networks and its corporate culture sufférech a lack of formal processes. Hence the
need to create a universal framework based on explicit rules tHdtlm®binding on both parties—all
FDI agents as well as their domestic partners—so that every cpmwoaitd face the same conditions.
Universally valid rules also eliminated attempts at discretjoffaase-by-case”) negotiations at the level
of the central and regional governments. Their transparency reliegestate from interventions and
offered space for private agencies to become involved, while therrgoent retained its strategic
political oversight in the role of principal. Czechinvest waisstempowered as its coordination and
deliberation agent. Second, as more foreign companies were motiyadateguards in the enforcement
of property rights to establish a business in the Czech Repilte government was no longer able to
deal with every single incentive alone in an appropriate way.

By cutting ministries’ embeddedness with the operational &d2inda of accession and vesting
these activities in an agency with demonstrated competence accountidigleiT and the government
alone, the scope for corruption was minimized while strategiafd aill be very flexible and the
channel for information between private and public sector actwatlgned. According to Rodrik
(2004), these conditions are crucial for sound central deaisaking.

According to J. A. Havelka, the idea of offering investmeneitives had been maturing in the
Czechinvest steering committee since 1994. In 1991-1996 the Gummhblic suffered because
neighboring countries used such policies and Czechlnvest &st projects because it could not offer a
matching proposal. At that time the government backed the pafiopn-intervention on FDI, though
there were policies supporting national investoesd the voucher scheme excluded foreign investors
from direct privatization. Czechinvest proposed that the gowsmhrntaunch an outward-oriented
incentive program, but without success.

In 1997, after the government crisis, outgoing Prime N&ni&laus finally agreed to launch an
incentive policy and ordered Czechlnvest to prepare a pilot schezmertheless, the government was
unwilling to allocate it substantial funds because suppartldoal businesses remained its higher
priority. The 1997-2000 period was just a trial periodgghwhen Czechlnvest was already entitled to
select and sign contracts for incentives. On the basis of thatierce, Czechinvest’s task was to design
a multifaceted scheme that would balance foreign and national istare$twould also become self-
sustainable. The interests of all parties involved —invessetgrs, potential suppliers and the approval
and intermediation institutions— were supposed to find libguim among themselves while
Czechlnvest acted as a coordinator and intermediary of last résertricky thing in designing such a
legal scheme was to make it neither too generous nor too nadesliscouraging. The other balance

17 The policy of the “Czech way” of privatizatimame to fore as the second wave of the vouchermszhes close to
completion (1995-97). The giant iron and machinestates of Skoda Pilsen, Tatra trucks, Poldi siedl CKD
industries—whose only assets were in their skilddmbr and which evidently could not survive withdaging part of
worldwide marketing networks—were offered to woblelgrand national entrepreneurs who did nothindbng them
to bankruptcy. The objection that foreign investticsnot offer a “sufficient price”, abusing themonopolistic power, is
not valid because it was evident that the real etgokice of such behemoths was most probably negdfhat is, a
subsidy should have been offered in order to “salith companies. The question therefore was hasaltorate the
rules of “marketing” such unavoidable subsidizasohemes. The “incentive schemes” became an opgihaion.
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concerned the bureaucracy. The losses from not reaching the “opiimsalitive by additional

negotiating were offset by dismantling bureaucracies of “complians&s” that otherwise burdened
both parties. Additionally, greater transparency brought eafiées that a private investor was unlikely
to generate, such as investments in infrastructure, upgraating $kills or better communication with
regional governments. It was evident that this prerequisitddmoot be satisfied for small projects.
Hence there was set a limit on the value of investment: origitk8i$ 50 million, lowered in 1998 to

US$ 25 million and in 2000 to US$ 10 million. SincedBGhe threshold has been US$ 5 million in
order to eliminate discrimination against SMEs, which otheawiould be unable to access incentives.

The trial period was launched because Czechinvest believed that thasAitt be based on the
national experience and not just copied from abroad. Althonghéw laws and their enforcement
mechanisms were accompanied by much heated political discussioActtheas approved in the
Parliament almost unanimously. This means there was a statingal consensus about new policies—
a “detail” that was crucial to the Irish economic miracle. The Investrimcentives Act came into force
in May 2000, setting a clear structure for procedures, claimdiaitities on all parties negotiating the
entry of FDI.

The Investment Incentives Act supported companies that investegrioject US$10 million or
more with the following types of incentives:

» Corporate tax breaks with strictly stipulated conditionsdundtion;

» subsidies subject to the number of jobs created and thetypgedgraphic areas;
« subsidy for re-training and educating employees;

« advantageous prices for the purchase of fnd.

The limit of US$ 10 million was questionable. Cutr@resident Klaus (2002) objected that though
the Act was formally fair for all applicants (fogei and domestic), the limit discriminated againsech
investors, whose access to capital was allegedhg fimited. Martin Jahn, former Czechlnvest CEO and
later the Deputy Prime Minister responsible foresinent promotion and economic reform, defended the
law by stating that in 2002 Czech companies toak ipa8 percent of the investments with incentjves
which was quite high considering that some forgigrjects amounted to hundreds of millions of dsllar
(Jahn, 2002). Altogether, 18 percent of all firrasaiving incentives were Czech. This shows thatze
firms were significantly less oriented to expansaoid innovation than foreign firms.

Having an unambiguous general law giving the sapmodunities to all has advantages and
disadvantages. The first disadvantage is a prolokfixed rules, where one “size” does not fit all.
There will always be a project that would pass oiflythere is a little more flexibility in
negotiations. Thus the law should be structuredaltow for sufficient flexibility, especially if
countries in the neighborhood have no such comgfakFor example, granting corporate tax breaks
(or a full tax holiday) when Czech law sets a cap €zech negotiators (while a Hungarian
competitor has no such limit), the negotiationsdmee a game in which the Czech side is playing
with its cards visible while the other players keékpm hidden.

According to T. Hruda, the greatest advantage of such a uniggssain based on clear rules was
its transparency. Suddenly the transaction costs of negotidéthrsharply on both sides. There was no
need to bluff and little scope for corruption. A companegriested in investing in the Czech Republic
received clear information about what support it could obiaira certain region and on which
conditions. There was also a certainty that no other compan wbtain significantly better conditions
and out-compete the first mover merely by opting for a lcsudasidy. The prestige a country acquires
from functioning laws, a disciplined public sector and allewel of corruption is an important incentive
to invest and has a significant spillover effect backing entreprship.

18 Until EU accession, the acquisition of land anal estate by foreign entities not registered inGzech Republic was
strictly regulated.
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From the adoption of the Act in 2000 to Septemb@®72 only two projects were granted
government exceptions (with practically negligibtijustments) because of their complicated linksther
parts of the economy. These were the TPCA (a ya@nture of Toyota, Peugeot and Citroen) and Hyundai
projects. Some experts presume that the Investineathtives Act was the main factor in attracting
investments into high technology after 2000. Thestrywas a watershed when the Czech Republic, which
until 1991 had resembled Argentina or Mexico, statb compete on world markets for high-tech goods
and information and communication technologiesegent study by the Accenture think tank (Accenture,
2007: 26) says that the Czech Republic, despitaritdl size, is the fourth most attractive Europeaumtry
as a destination for R&D investment. Note also ulasv of Nobel laureate Edward Prescott, who is a
leading specialist on economic capital. In an iésv during a study tour in Prague (HospodarskeitNov
July 7, 2007: 21) he said that the Czech Repubdis poised to become a key financial hub in Central
Europe because of its leadership in e-banking lamdbility to penetrate world money markets vittual

Another highlight of the Investment Incentives Act (a reabiation in Central and Eastern
Europe) was the compatibility of its standards with thdsthe EU. The Act was discussed with the
European Commission in its early stages and anticipated ftureriteria for the provision of public
aid. Hence the toughest conditions were applied from the \ayirst2000, and no change was needed
for accession to the EU in 2004. All investors had a guardmi¢¢heir incentives conditions concluded
before 2004 would not have to be revised downwards, an assutat some other accession countries
could not guarantee.

2. Shift in the structure of investments

With the implementation of the new act, new investors were attdctthe country and the quantitative
trend that began in 1998 persisted. Now, however, it wioellthore relevant to talk about the quality of
projects rather than their quantity. There was a marked shifCZechinvest's treatment of

manufacturing. The shift was from investing in standard t&olgies for mainstream manufacturing or
labor-intensive industries and towards capital-, property- tentinology-intensive production. Thus
there was a shift to investing in production associated séthices requiring R&D inputs, university

education or alignment with technological parks (see Figure 5).

The most relevant information is that Czechlnvestw strategies avoided the liability of traditibna
industrial policies that were biased towards “haiwking winners” (which often amounted to picking
losers) or marked by a desire to target “prefeiretlistries,” with the risk of hurting the strong by
supporting the weak. The new policies were basedupporting the buildup of endowments that gave
modern technologies a natural comparative advantdges the concentration was on activities andegtsj
to support the processes underpinning the highrtetbler than on supporting concrete industries.

The Czech economy became so attractive to investors that Czechlmvebitéelf in a position
of choosing among proposed projects and thus preferentigllyosting (above the standard services
emanating from the Act) only projects with a high potentiakspillovers. There was a to introduce other
schemes that were not associated directly with any concrete invessoasresult of these initiatives,
Government Resolution 573 went into effect in July 2002ddressed the requirements to facilitate
investment in software design, information technologiespvation and production development,
customer support centers, shared service centers and research aldnoynsenters. The pilot project
for this new strategy was an IBM venture in Brno. Althosgiall Czech software firms were successful
before 2000, they were not internationally recognized and wertarggts for international takeovers.
With the success of IBM, foreign investors’ attention to CA€dhincreased markediy.

19 Together with the Honeywell research centesdftware, information and communication technolsgiand the DHL

network coordination hub, the IBM Global ServicesldBM Integrated Delivery Center became flagstopsiew
Czechlnvest strategies after 2004, when supportf@stors in the automotive sector was downgrabhetbed, further
investments in medium high-tech or intermediatédietogies in the manufacturing sector were not idened a
sustainable strategy, once Czech production ofraalides reached a potential capacity of 2 milli@nsc IBM now
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FIGURE 5

THE STRUCTURE OF MANUFACTURING INVESTMENTS CLASSIFI ED BY THEIR RELATIONSHIP
TO SERVICES SUPPORTING ICT, R&D AND TECHNOLOGIES

1999 2006
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Strategic Service 17%

Source: Cszechlnvest.org

3. The supplier development program

It is important to analyze the impact of FDI on the Czech econ@Gmg of the most important factors in
this area is cooperation between foreign companies and Czech suppliech suppliers have often
complained that investors do not bring a net benefit to thatpobecause they simply replace existing
local businesses. Naturally the problem was to analyze who wkesedpand by whom. Was it an
incoming firm with high potential ruining a firm witlow potential or the other way round? The former
type of competition should be encouraged. Czechinvest also conthet®dorld Bank and asked for
expertise on supporting local firms, especially if they calddelop into strong outsourcing suppliers
and thereby complement the business leaders. Another problefowat improve communication
between local companies and MNCs. The bottleneck of Czech supptiensppliers for a small market,
was their inability to supply MNCs with a sufficient vole of components. Because of the lagging
scale economies, initial offers were often judged as non-compétitprice.

Incoming foreign companies retained their original input Bupghain even though the
intermediate products had to circumnavigate the world. For eeamphasonic originally bought only 5
percent of its inputs on the Czech market. The problem waasliedsinformation channels and a strong
foothold at least in the local market. To bring about pragrie Supplier Development Program was
launched in 1999 with the support of the EU Phare Prograhtofinanced by the Czech government. It
was based on several policy instruments.

First, the Supplier Development Program concentrated on heigitene quality of local
producers. It was important to make them a part of a globagdglasig. If domestic firms could not

employs a staff of 2,000 engineers in the CzechuRlapfor outsourcing information technologies. Yheork for more
than 500 corporate clients all over the world. Tbesultation business requires communication ilad@@uages.
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become global champions, then policies of affiliation withorsgr foreign partners could be an
alternative. Surprisingly, as was discovered later, MNCs asaled to become “local’” and to have
reliable local partners. The first step was that Czechlnvestdaw\or the evaluation methodology of
the European Foundation for Quality Excellence. Once the bencimmaskis set, the gaps between
Czech suppliers and foreign competitors were revealed, whichdtegdlimitation to level the quality.

In the pilot scheme launched in 2000, the idea was to matclzdéh@lectrical and electronics
firms (selected from 200 candidates) with 11 MNCs operatinthé Czech Republic and willing to
optimize their supply chain. After two years more than a Halfi@ participating Czech companies had
become suppliers of MNCs and the share of local input ingbi®rshad risen by 21 percent, according
to KPMG estimates (see also OECD, 2006: 65).

The program also enabled local firms to remain in contact wiingial customers among MNCs
even after the scheme ended. The idea was to motivate both parstneopérate and potentially bear
the costs of innovation. This was the goal of the secoridypmfl the Supplier Development Program. It
aimed to ease communications between MNCs and local suppliersamg rof a large internet database
of suppliers’ offers, which MNCs could easily search fooinfation about establishing a joint venture.
Without the benefits of the economies of scale generated by therngeent’s coordination and
financing, individual firms would be unlikely to enterord venture in which they bear the costs while
the benefits are uncertain. As this program developed, the databasdivided into three sections
according to different users: the General Supplier Database, thenélive Supplier Database and the
Aerospace Supplier Database. In 2006, two more separate databageepaned, one in the field of IT
and the other in the area of electronics.

The third instrument used in this program is Financiarimediation for Business Expansion.
The problem is not the lack of finance but the credibilitythef business plan. The risk of default is
mitigated when Czechinvest can provide an affidavit to a lendémk or when even the MNC as a
partner can guarantee the contract for supplies.

To assess the performance of the Supplier Development PrograsanMeok at the data on
signed partnership contracts. In the period 2001-2006, goships worth US$ 250 million in new
contracts were signed. Table 1 shows the spread over particutasss&tte annual gain in contracts for
US$ 50 million might look too low compared to a US$ Billlon average annual increase in the export
sales of Czech FDI firms. But in fact it brought a large benefmpared to the very low public cost of
running this free service.

TABLE 1
INVESTMENTS OF SECTORS SUPPORTED BY THE SUPPLIER DEVELOPMENT PROGRAM 2001-2006
Sector Volume of contracts in US$ millions
Plastics 80.8
AC components 58.4
Engineering 56.1
Electronics 255
Car Industry 215

Source: Supplier Development Database, 2007.
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4. Industrial Zone Development Support Program

The EU cohesion funds demonstrated that there was a closeedinlkedn attracting FDI and the
development of transport, energy, education and communicafrastiucture. The costs can be reduced
and the externalities increased if the infrastructure is conceniratedustrial zones. At the beginning,
the number and the quality of industrial zones built orirthi@tive of local councils fell short of foreign
investors’ requirements. Coordination was needed, which Czexdtlomdertook to mediate in 1998.
The objective of this program was not only to attract moré Bl also to create more jobs in
economically less developed regions by combining foreign ameéstic investors in a place that would
be ready for the immediate entry of investors.

The program required government finance that was originally @ieeduilding the local
infrastructure and buying land. It could be argued that grivatestors could do the same or even better,
especially when the investors are certain and the site could béoshidm. But industrial zones as a
promotion program must be built without knowing whdl wome to them as investors. The risks in
underdeveloped regions are too high for private investdrs/ést enough to prepare a high-quality site.
If the investment is made with the help of local governmentscaordinated at the national level, the
risks are spread over a range of projects and the state and militiésimre motivated to reduce the
bureaucracy for the entry of investment.

In 2002 the program was upgraded in order to give benefisciedly to projects in which an
investor had already been found through the Investment Inesntigt. The idea was to re-direct the
intentions of investors from locating on a virgin greedfit taking over an already prepared site and
purchase it at a discount. Another upgrade of this policy coedd¢he reconstruction of brownfield sites
through the Industrial Zone Regeneration program. In 2@@&;chinvest started to stress the
participation of domestic private firms in the industrial e@rojects. Its policy was to coordinate the
partnerships between public and private investors and to dwveost gap.

Altogether 92 industrial zones covering 2,131 hectares wereodagpduring 1998—-2005 at a
cost of US$ 225 million. These projects attracted 357 ensespthat invested nearly US$ 6 billion and
created 72,000 jobs. Not all zones or parks were built witcRlnvest support. Many were established
by private developers because the initial economic success of gingjacts lowered the risks of such
ventures and incentives from the central government became unnecessary.

5. The AfterCare program

Many FDI projects after 1999 were reinvestmentprofits from the previous presence of these foreign
companies in the country. Repatriation of all apdutlays with an accelerated depreciation scheme,
including an implicit interest return hedged byisk premium of at least 15 percent, is standardemuiore.
This is in addition to standard profits from rurmithe business. It means that FDI must be treateaha
expensive credit to the host country, which wiltden its balance of trade in the long run. Fortbéson it

is a good strategy to motivate settled investoisetp their business in the country. That meansotizd
long-term yields should be kept high enough toammtpete all alternative investments discountedhieir
risks. Thus it would pay to support even settladifm investors in making their ventures highlyfitable.

The working contact between the government andirthestors should not cease after the business is
settled. Then there are new chances of implemeatidgional national interests in the company’sqies,

or increasing the spillover of externalities froonign companies into the national economy.

In 2001, all these reasons prompted the establishment offttwCAre department as a separate
body in the CzechInvest organization. In 2003, the departnesntelocated and became a section of the
Investment Support Division. Its aim was to look aftarjgxts that had already been established in the
country, support them in solving their conflicts with aniistration and foster their expansion. The latter
was to be done by providing companies with consulting @esyisupporting their contacts with schools
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and universities, encouraging their cooperation with localipirstitutions, and proposing draft laws to
improve the country’s business environment.

The Human Resources Management Unit was set up within the AfeeZogram. One of its
goals is to provide companies with skilled labor by statinfy local educational programs and
cooperation between companies and schools. It should also hefpamces obtain work permits for
foreign workers outside of the EU. An aim of crucial impade is to support the company’s demand for
more workers with high skills so that all local resourcedudigused.

A study by Stejskal and Charbursky (2005) helps us a#isessffectiveness of AfterCare. The
survey covers 31 foreign companies that invested in the CzechblRepund the results are not
particularly encouraging: only 61 percent of the companies ipteed knew that the AfterCare
program existed and only a half of them made contact withptbigram. At the end, only 7 of the 31
companies wished to be visited by an AfterCare representativaigihiie number of enterprises
involved in the survey was somewhat low, it can be assumedidhall Czechlnvest programs hit the
bull's eye. There is an important rule in policymaking: thereuld be a built-in a sunset clause for cases
when something does not pay off for some time, notwitkditgrthe excellence of intentions.

6. The TPCA acquisition

Attracting the TPCA (Toyota Peugeot Citroen Autoit&)bventure, one of the world’s most innovative
and aggressive companies in the car industry, iege project for Czechlnvest. Its importance iiethe
coordination between private and public stakehsldieat would otherwise entail prohibitive transawti
costs for the entrant. It means moving thousandgdters from their present jobs. In addition, si2006

an even more ambitious Hyundai project has beearwuahstruction and, close to it, KIA has justdired

a similar complex in Slovakia. The region of therfd&/isegrad countries (the Czech Republic, Slovakia
Hungary and Poland) is forming a car agglomerdtiat will soon produce 3 million private cars atyea
and around which there are concentrated hundregsisfirooming suppliers of components and services
supporting the production and the use of cars. @reblem for government coordination is that such a
concentration of one particular industry is a fkthe whole economy once the demand for carg ks/ta
shock or if the producers decide to move eastwarsiarch of cheaper labor.

The government’s industrial policies can vary aagdeal. They can promote the education and re-
skilling of the unemployed so that factories areé feoced out of the country because of vacancies an
rising wages. They can liberalize the immigratidnamerkers from abroad, such as from Ukraine. labor
market pooling is a positive aspect of migration,ase the expected knowledge spillovers. Coordinati
should take care that the clusters benefit frongtieater contestability rather than being adverat@cted
by it”° In the end, therefore, agglomeration will giveerts the most efficient workers in this part of the
world and their increasing wages will remain highbympetitive. Another task of coordination concerns
supply chains. Agglomeration continues to expanitsiftransaction costs are declining such thatlloca
outsourcing is profitable. The most efficient agerkeeping transaction costs low is the government

Another aspect of industrial policies is the move away fromneodity production, especially if
natural resources are not local comparative advantages. Insteadcehttating on car assembly,
policies should target its spillovers into support servides R&D, software, information and
communication channels, schools and providers of specializedneentipAn aim is that, in the long-
run, no global player in the car industry should ignorepeoation with this Central European
agglomeration. Moving away from it could be also risky:duwers in the broader region would not be
able to find a cluster with greater externalities for their relocat

20 Fears that the competition of four new car prodsi@e the region will squeeze Skoda (the largespeaducer in the
country, with production of nearly 700,000 cars amngorkforce of 27,000) out of the market or makeproduction
unprofitable do not seem justified. Skoda’s profitsre increased proportionally with the rise in petition (from €
180 million in 2004 to € 600 million in 2006), aitd production plans have expanded.
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In 2002, therefore, Czechinvest established a special taskfordertd td the TPCA agenda. At
the time it was obvious that the construction of a new autdencluster in Central Europe could be
close, provided the policies do not give a cold shouldeutiord winners. The TPCA project could
follow the opportunities offered by the Investment Incentides. The only government exceptions
concerned the intermediation and guarantees for the buy-outdofrtan more than 100 private owners
to offer more advantages for TPCA. Additionally, there weraioipal pledges on infrastructure and an
employee program. These commitments were balanced by matching gearzaim TPCA about their
presence in the Czech RepulfficHruda, the leader of this project in 2002, says that TR@#A then
the biggest project facilitated by incentives in the Czech Repuldtie. TPCA team had to cooperate
with other departments, especially the Supplier Developmentramog@nd the Industrial Zone
Development Support Program.

In March 2007, the TPCA endeavor celebrated its fifth anniveisatiie Czech Republic. It
produces 300,000 vehicles a year, signs US$ 1 billion itraxta with its suppliers (Czech suppliers are
in first place), and has a turnover of US$ 2.5 billion a.y&he dual entry of this prestigious producer
(TPCA-Kolin was a twin investment with a venture by Trnal@/&kia) gave a clear signal to other
investors in the cars and components sector that settleddand?@lovakia and Romania. The € 850
million arrival by TPCA was followed by a € 1300 investinfsam Hyundai.

7. Rules applied at the end of the 1990s
for ranking Czechlnvest priorities

1) The level of technological sophistication, which is reflettgtiigh wages.

2) Type of production, ranked from the top down:
* R&D applied to one’s own production or sold to interoiadl clients,
« exported services (e.g. consultancies, call centers or forwardirg), h
« manufacturing based on high technologies,
e assembly operations.

3) Value of the investment project and the guarantees ohigsdoration.

4) The number of new jobs created, subject to sophistication.

5) Regional aspects ranked by unemployment rates.

6) The potential for development:
» deepening comparative advantage, minimizing the gap behind waddrks in productivity,
« high potential for export demand growth,

* high demonstration effects of investments relative to bothedtic learning and prestige
building internationally.

7) Linkage capacity: backward to indigenous firms (e.g. thdlimation of domestic supply chain).
D. Integrated policy coordination, 2004—2006

The 2004-2006 period of Czechinvest's “mission” brought nelallenges to the country’s
transformation —the restructuring towards differentiated ligit value products with a high content of

2L Thus similar matching conditions had to be grantedr to Hyundai —those, but no more. Hence boted

acquisitions were settled in a cool and businesstianner, and in conditions less costly to theonatibudget than
Slovakia had to concede to KIA for its investment.
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associated services. The continuous improvement in the comgreitivy of the Czech economy would
be promoted by widening the scope of coordination in poldyny. Czechlnvest could not act
autonomously without including SME development in its a@geMhere was also the need to coordinate
with projects financed by EU development funds and with etgpmpm the sectors of science, R&D and
education. The latter implied a closer cooperation with the kfynig Education.

The original task of promoting the acquisition dbDIFwas also modified: strategic long-term
decision-making should take primacy over operatibeip to investors. The exclusive authority torsitb
applications for investment incentives to Czechétwveas extended to the power to deal with developme
funds from both the EU and the state budget; thaslenCzechinvest a unigue agency in its field. The
concentration of policies in its portfolio was thmsich grater than how the matter was organizegctiarid,
where similar agendas were spread over four (thatlgkely interconnected) agencies: Forfas, the
Industrial Development Agency (IDA), Enterpriseldred and Science Foundation Ireland (SFI).

Indeed, Czechinvest's new strategy of cross-industrial pobioydination transcended all kinds
of administrative support that was traditionally in the araf various ministries without any
coordinating agenc¥. The challenges of globalization, however, require that polidiesild be as
flexible as are the external factors. The new organization of Caedtlhecame an experiment, whose
principles diverged from traditional Czech mechanisms of goveenatts project management
techniques were more akin to the management of huge businessationso(such as Samsung, for
example), with diversified activities crossing national bord€=zsechinvest became an experimental
pilot scheme of public governance for the twenty-first centlinat uniqueness could not come out of
thin air, nor could it come for free: it became a risky tdstooal high politics. The evolution of
Czechinvest's staff and budget (for its internal administnatiod information services alone, separate
from incentives provided by the Ministry of Finance) can be freem Table 2.

TABLE 2
INTERNAL BUDGET OF CZECHINVEST
(in millions of Czech koruna and Staff)

1993 1995 1997 1999 2000 2002 2004 2007

Total staff 14 24 32 35 44 54 320 140%
State funds overheads 52 14,9 28,2 52,2 83,8 166,1 260% n/a
EU funds overheads 2,1 22,3 22,9 21,5 50,9 0 0 n/a
Incentives granted 0 0 1.3 3,1 14,9 17,4 16 47°

Source: Supplier Development Database, 2007.

a

Estimates

P In 2006

1. The merger of agencies: an alliance for cooperat  ion

As mentioned, at the beginning of 2004 Czechlnvest significantiened and deepened its scope for
action. As a result of the decision by the Ministry of stdyiand Trade, Czechinvest integrated with the
Agency for Industrial Development (Czechindustry) and the AgdocyBusiness Development. The
new entity was called Czechinvest — Investment and Business Denglbf\gency. The reason for

22 The problem of national policy coordination mustdolved at the government level. However, as thmiers of the

government are generally politicians who come amdcgordination is not permanent. Thus governmefién solve
this defect by a professional and overarching ‘i@rtoordinating body”. For example, a model ingidn of this
type has long been established in Britain. It is frime Minister's Delivery Unit, which works cldgewith

ministries, monitors the reforms of public servieesl coordinates their policies.
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merging these three different agencies was simple: the ministipgly needed to find some

government organization capable of dealing with intermediatian Haropean funds, and of

implementing them in a coordinated wayWith the staff enlarged to 320 and wide outsourcing
capacities, it became a powerful instrument of both operationateatdgic planning. Its executive and
analytical capacities placed Czechinvest at the top of the public athaiioin.

The choice of Czechlnvest’'s involvement was on the one handakfidrere was no government
organization in the country that had more experience of suchicatoth. From a pragmatic social
viewpoint, however, it was quite a hazardous choice. In othedsythere was no consensus on the
sustainability of this merger from both Czechinvest’s irdeand external points of view. Re-training
people from one successful specialization to another, and comlpeople from different managerial
environments is risky. It opens the door to internal ¢otsfl Czechinvest’s staff had to mature rapidly
because there was a strong need for new capacities to cope with negnapittated seven-years
program of European funds. Czechinvest was not originatijegied to manage such an extensive
bureaucratic agenda, and its human capital was in helping wititgpentrepreneurial tasks.

On the other hand, it is no novelty to go against tradiby creating an institution to coordinate
specific ministerial agendas and control their implement&fidthe main problem is the viability of
political consensus across all parties and a disciplining detenréime hands of the Prime Minister. A
change in government (not to mention a swing in Parliamesnt elftctions) should not pose a challenge
to a revision of such a strategy. After all, one thing remalngous: the transformation of Czechlnvest
into a development agency brought a significant number of akg tresponsibilities and risks.

The first natural step immediately after this merger was tosdesfrategies to stimulate and
strengthen the absorption capacity of local companies in thedieiechnologies that required skills
improvement and identification of new opportunities in glaimarkets. This agenda emanates logically
from the previous stages of development in the country: réngsitions from labor to capital and
technology-intensive production, and from national to foralgvers of development. At this stage the
circle should be closed and modern technologies should &sleériocal enterprises.

The development programs that draw massively onfleilds should therefore aim at SMEs to a
large extent. There were three departments manéggnignportant steps concerning their implementatio
The first was the Direct Support Department thahitooed the Business Development Agency, together
with CzechIndusty’s traditional agendas, and dealh grants and reimbursable aid. The Financial
Schemes Department analyzed additional suppoSKtiEs and mediated reimbursable aid and loans for
them. The management of Czechinvest was awardirthatial aid alone could be treated as a supportiv
injection but would not be sufficient if local cméncing (public and private) did not lead the path
change. The Consulting Department offered importerdwledge and skills to raising the number of
entrepreneurs interested in acquiring the servimegjualified and professionally certified external
consultants. The “Financial Guide for Small and MedSized Enterprises” and the guidelines entitled
“Which Way to the Money” were some of many instioies released for potential customers.

This support was helpful in furthering the enforcementhef knowledge economy, but at the
same time it reveals limits that cannot be overcome by centralicatioth of the public administration.
The set of strategic games undertaken had thousands of playehad/iio be ready to settle thousands

2 The system of management of European Funds fof-2®is guided by the National Implementation Plahich is

split into programs. A country can choose any numdfehem and establish its own form of coordinatidlost

small EU members opted for a small number of progrél—4). The Czechs, however, opted for 24, ugdatided

by the agendas of ministries and regions. The proldf coordinating the spending of € 43 billion lmmdreds of
projects coordinated by 24 programs in hands ofc@dhpeting politicians is indeed a management chgde
Czechlnvest became the coordinator on one suchigmodEnterprise and Innovation.”

See our comment on the British Delivery Unit. Siciiging it from the point of view of managemengethy, such an
organization in the type of a taskforce is not ueiqit is a standard in the army where there isutlieof the Chief of
Staff in parallel with the hierarchies of Supremen@nand. Similar taskforce units are establishediwithe

management of multinational corporations.

24
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of exchanges among themselves, with Czechinvest was in the mithélee had to be instruments to
settle arising disputes. These instruments require collectivenattioughout society —that is, the co-
acting of businesses, public administrators and social inéaat the civil society level. The problem of
social interaction is that such prerequisites of social consansiuseldom at hand immediately. It takes
some time for all to adjust to the mechanisms.

2. FDI support

The design of programs and policies was the competef the Deputy for Strategic Development. Ske ha
to consult and coordinate decisions with the malitly higher institution of government, the Minjstof
Industry and Trade and the Deputy Prime Minister tfie Economy, to whom Czechlnvest was
accountable. Later, the Department of Strateginrittg and Development was created for this purgdose.
contrast to the 1990s, when the strategy focusedtiwacting FDI (based on low labor costs and an
attractive geographic position in Europe, plusitivestment incentives), in the new decade the stazs
more pro-active as regards endowments for growtlat—ith) anticipating and promoting the long-term
determinants of growth. Thus Czechlnvest focusethciors that enhance the motives for productiod, a
on services characterized by modern technologi&b, Rnd high wages reflecting high productivity.

At the same time there was the need to support local starttips 8ME sector. Sooner or later,
strategic dependence on foreign capital will have to shift toweacds$ catching up. The SME programs
were financed (like many other restructuring programs) froen Earopean Phare funds and were
promoted in cooperation with the Ministry of Industry andde. In this case, technical assistance was
provided by German consultants.

An independent market analysis of risks and obstacles totinees showed that the imperfect
functioning of the real estate market was the critical barrieaptial progress on investments. Bargaining
with owners of land and buildings, who took advantagedstors/time constraints, was an obstacle of
concern that discouraged foreign investors, who considereatittaral shock. Hence the Industrial
Property Development Strategy was launched to remove this barrier

The Strategy for Brownfield Regeneration was another scheme ti@ntmated on the economic
and environmental recovery of such sites. The quality of théromment, seriously damaged by
communist neglect of this aspect of the economy, was a sigtifiaator in the project analysis of
foreign investors. They knew that future EU regulation conddke them liable for such damages. They
were also sensitive to their reputations as environmentadlyefty producers. The costs of investigating
and cleaning up pollution were so uncertain that investorenpeef a more expensive greenfield site.
Brownfields might thus remain abandoned, which was soc@lgostly.

EU standards were therefore incorporated into the InvestmentilreseAct that was embodied
in Czech law, even though they reduced the level of state aid ferrfut small companies under the
previous arrangements. Furthermore, Czechlnvest merged the GargpattSor Technology Centers
with the Business Support for Service Centers, which easedlication with the tertiary sector.
Investments in regions with an unemployment rate above ldemgereceived a high priority because
they accelerated restructuring after the new laws on contract enforcebaeruptcy and the
privatization of banks in 1997-2004 raised the unemploymaetin some regions to more than 20
percent. Investors received financial aid to create new jobs, asasveétr training and re-skilling
employees. All investors promising to create at least 10 nbsvgad investing at least US$ 400,000
were eligible to take part in special programs.

To better address the problems of investors in regiongeaia interest, 13 regional Czechinvest
offices were established. These were ready for on-the-spot tiogswiith both foreign and local
stakeholders. Their customers mainly came with questions #imprograms Industry and Enterprise,
Human Development, and the Joint Regional Program.
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3. The OPIE and the EU funds

The creation of a Division for the Coordination of Developti&nograms brought Czechinvest on track
to be a development agency whose responsibilities transcendealditiertal ministerial organization. It
helped coordinate the industrial development programs implemédmytegrivate investors and co-
financed by national and EU programs. It became a standarderahtih Czechinvest acted as a
mediator between MIT, the Ministry of Education, the Minidor Regional Development, the Czech
Energy Agency, CzechTrade, the Czech-Moravian Guarantee and Developn&narigl some other
ministries.

The Division for the Coordination of Development Programepared the implementation of the
Operational Program Industry and Enterprise (OPIE). OP4E @ne of the first programs launched
under the umbrella of the European Structural Funds. ks ahd procedures had to be designed and
made public long before the bidding process for EU funddest. The negotiations on establishing
competitive administrative structures for the EU funds wae oh the most complicated tasks
Czechlnvest had to undertake. The intertwined international amestic levels of support, as well as
the large number of applicants from home and abroad, placedadtidiemands on human resources—
an agenda that would otherwise require a taskforce of severalriafis

In order to set up a transparent and viable national systetmef@tructural Funds, which evolved
into a behemoth of bureaucracy, Czechinvest had to outsource nmmaimisadtive and consultancy
tasks. They could not be managed without the managerial techwifjlaege private corporations. The
OPIE project was monitored via the ISOP Information SystlEsigned for a direct link with Structural
Funds Monitoring System. So the administration of appli;ahe progress of investors and the control
of payments ran on an online automated system. The system viiaarered by 25 percent from
national public budgets and its total for 2004—2006 wa3 €8illion (see Table 3). Additional private
resources are not included in these statistics.

TABLE 3
FUNDING ALLOCATED TO THE OPIE FOR THE 2004-2006 PRO GRAMMING PERIOD
(In millions of Euros)

OPIE priority EU (ERDF) 75% National budget (MIT) 25% Total

1. Business Environment Development 130 426 070 43 475 356 173 901 426
2. Development of Enterprise Competitiveness 119 991 986 39 997 328 159 989 314
3. Technical assistance 10 434 086 3478028 13912 114
Total 2 260 852 142 86 950 712 347 802 854

Source: MIT, annual implementation report for 2005.

To simplify the support procedures from the Joint Regid@érational Program (JROP), the
Division for the Coordination of Development Programs agredtth the Ministry for Regional
Development on the establishment of Czechinvest regional offety dor the purposes of this
program. These agencies were thus in close contact with investdrsnunicipalities. They could
receive better information about the obstacles to development ahdhtevthe financial health and
credibility of projects on the spot. Having an intermediagyween investors and municipalities that
applied coordinated criteria to foreign entrants was a factor dfasdilized their position because
municipalities were not able to comply with them.
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4. Investors in People (IIP) and company competitiv.  eness

A special part of Czechinvest policies consisted of programs aifrtbé competitiveness of businesses.
[IP is an internationally recognized human resource managemenaprtitat connects different aspects
of policies with a simple purpose: to raise the level of humesource (HR) management in
organizations and improve efficiency. Czechinvest started to ingplieitnis standard to revise the
competitiveness development and policies of qualification upggasti the labor market. Within the EU
Phare framework, a pilot program entitled “HPevelopment Standard — Investing in People” was
launched in 2004. Applicants with the certified performance Rirhlhnagement throughout the whole
program received an accreditation, which empowered them to act agsudit

The Profession Program was launched in 2005 as a follow-ap tarlier IIP. It was under the
administration of Czechinvest's biggest department, the ComBamypetitiveness Division (CCD). It
targeted special educational programs for business employees afidanasd by the European Social
Fund. Czechlinvest set the principles of the agency’s policiagpffnading skills and knowledge as “an
investment in the acquisition of knowledge and skills tloisbs one’s own capacities. It is a private
investment that can be commercialized.” Hence it was expected thateficlzeies should participate
in its costs, at least symbolically.

It also became apparent that from the early stages of investrflemtsinforeign investors had
underestimated the educational level and skills of Czech labon. démiand for skilled workers was
thus low, and their employees had to take menial jobs thahatidnotivate them to improve their
qualifications. Nonetheless, it is of interest to all partieworkers, employers and society— to build
competitive endowments of human capital and to use them mizstmffy. New investments should be
therefore targeted according to the following priorities:

« To attract foreign investors who will open demamdjébs requiring a high level of knowledge,

< to support the schemes for institutions that create and sfe&dowledge and skills required
by modern technologies. The supply side should advance owewrittening demand side.
Cooperation with the Ministry of Education, the Academy @éfces and technological parks
was part of the program.

The CCD was also responsible for the Consultancy Programadt mainly devoted to the
employees of SMEs that were ready to improve their businegegies or to people establishing their
own businesses. A network of new consultants was requiredcobperation with the Regional
Consultancy and Information Centers (RCIC) and the Busiméssnation Centers (BIC), a series of
outsourced outreach programs was prepared to accelerate the trhzongudtants. The programs were
offered at incentive fees. The CCD’s Domestic Marketing DepartrfighD) basically managed
information distribution and communication with potent@lstomers. It established a toll-free
information telephone line and ran an updated website as a ct@ditool. It also organized seminars
such as Financial Forums for SMEs or International Clusterfé€ences. In order to motivate new
applicants, the DMD published brochures such as “How toeVdrBusiness Plan”, a quarterly magazine
called “Industry and Enterprise” and a periodical entitles “EU Bufod You.” Support from and
cooperation with NGOs (that is, with parallel private initie$) entailed leveraged efficiency.

The problem of many local businesses was their ddiéow-how in modern technologies that had
to be imported or licensed. Unfortunately, thetettg pursued by foreign firms was to attract thetbe
skilled workers by offering them wages that weretd310 percent higher than what local firms could
provide. The latter than had to bear three burdettmeir efforts to catch up: their own lack of exignce,

% Foreign investors initially (during 90’s) demandmeéinly simple labor for their assembly lines. Theerénd for skilled labor kept
accelerating. At present the enterprises complagutathe shortage of qualified labor and the neeidhport workers from Poland,
Slovakia, Ukraine or Moldova. The initial problemsrieversed now: the FDI incentives are tempteduppart the employment of
unskilled laborers for who the demand got on a diida.
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the excessively high costs of having a skilledf stafd footloose experts. They would make only \a&oyv
progress if the government could not help them bsims of a human resource support program.

The Competitiveness Development Program was launched by Ciptove human resources
and upgrade the skills of managers and entrepreneurs. It badotimts:

The Competitiveness Program, calibrated to help pemies in heir further development,
benchmarking and self-analysis through a 50 pepmeritibution to commercial consultancy fees.

The National Registry of Consultants Program to facilitaie $klection of consultancy
partners. The aim was to upgrade quality and facilitate acces teethices of private
consultants. Since many of them had no business histeiy,strvices were non-transparent
and risky. The certified consultant registry was organizechtlystrial domains, regions and
specializations.

The Czech Benchmarking Index was another tool to show the ctirgstatus of a company

in comparison to others in the market. This index gave eigegpa means of strengthening
the competitiveness of their processes by catching up with leaflbis scheme gave

institutionalized support to learning by doing and imitatione of the most efficient ways of
gaining competitiveness.

Summary of the Czechlnvest management stylein 2 000-2006

Czechinvest had to behave like a private consyltaithout being paid for its services by clients.

The inspiration came from MNC management standards, not thdastarof the government
bureaucracies where steps on the hierarchy and age dictate the laeusbrairsmtion and its
constraints on personal initiative.

Independence from the MIT in strategic decisionimgkvas only informal. Although the MIT had
instruments to veto Czechlinvest's own decisioreen to enforce its own objectives, in reality the
MIT-Czechlinvest alliance was consensus-seekingcaedhlnvest was able to uphold its views.

Independence in the operational aspects of policy implementatiomemabkigh and delegated
to divisions and teams.

The recruited staff were very young, the average age being 28.6 Stadies abroad were
considered an advantage and study visits were encouraged.

Employee salaries were subject to standard norms for the goxetreettor. The average pre-
tax salary of the junior executives was less than triple the Canemiage wage (which was
equivalent to US$ 850 in 2006) —that is, about US$ 1,96@ remuneration therefore could
not compete with the salaries offered by multinationals inugrag

Employment in Czechinvest was considered of high prestige eamthbnters considered it a
guarantee of executive competence.

The importance of ethics and behavior free of giwn were assigned paramount importance.
Neutrality in politics and non-alignment with any kindiabbyism.

Explicit rules and codes of conduct strictly eliminating cptian were the guiding principles
of professional performance.

Personal contact with investors, mobility to the investmegibns and fieldwork were part of
working routines.

Each project had its bottom line and workers were accountaltle teetds of divisions.
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6.

Czech experiences of restructuring policies faci litating the
transition to a more dynamic economic environment

Gains from access to FDI and to foreign managerial skills aaesgt just when the domestic
economy gets through the first shock of opening-up, abowat 7 years from the start of
transition. When the catching-up is more advanced (for exampé, B8 to 18 years of
transition) local entrepreneurs, managers and capital can gradkallguer the role of leaders
of growth and innovation. Thus government policies shouoltinuously adjust to a changing
situation, which Czechlnvest did.

The crucial conflict in managing industrial policies is thagytishould be embedded within
private agents as cooperating actors, but the diminishingstainde between bureaucrats and
business people opens up policies to corruption. Strict pgienaumust be taken on the part of
the public administration to avoid the negative impacts of sucpartnership” of crony
capitalism on the economic environment.

The investment and development promotion agency must walcampetitive environment.

Although its privileges are institutionally embedded, thelneutd be open windows of

opportunity to private investment/development agencies. Timtise Czech case, Inzenyrsko-
Investicni. Ltd. could compete with Czechinvest by offeringntital services so that the
flexibility of public services could be checked by potentialqe alternatives.

Governments can be efficient in policymaking only if they hawv&ruments and motives
allowing them to distinguish “good” policies from “bad” onetence bureaucrats must be able
to break the barriers of information asymmetry and withstamedsure from the political
opposition when some policies fail. The costs and benefithinfy “something” should be
always be compared with the opportunity cost of submittreny industrial policymaking.

Policymaking is an evolutionary process wherein the governfoeits agent) should behave
like an entrepreneur: it must take risks, analyze their outcormbseaadjust its means of
implementation. There should also be one rather unusual eravisuccessful bureaucrat
should be proportionally rewarded, while a failing bureauchatulsl bear the costs. The
Singapore country study by the United Nations Economic Ossiom for Latin America and

the Caribbean (ECLAC) stresses this condition. Here the patsl®leen business and
government service is not symmetrical: while the principal Ibéeproperty, the bureaucrat
(agent) can be only fired. Thus his or her rewards shoutahlyepartial.

E. Czechlnvest's long-term strategies. Projectionf  or 2007-2013

The Czechinvest Strategy Projection (CSP) was based mainlg @ztth Republic’'s 2005 Economic
Growth Strategy (EGS), which again was built on the moreerg¢rguidelines set forth in the
Sustainable Development Strategy that combined social, economienaimdnmental goals. Both of
these were commissioned by the Czech government and preparedhendespices of the Council for
Research and Development headed by the Prime Minister. All treesrdiiically combined strategies
were the first official Czech documents concerned with this &fqdanning, which were inspired by the
recommendations of the Organization for Economic CooperatiorDawdlopment (OECD) and the
EU’s Lisbon strategy. The EGS had three main objectives:

To set the economic priorities for development in 2007-2B4Bserve as directives for the
coordination of long-term national policies with assistanomfEU funds.

To create optimal conditions for the autonomous economic @etivif the clients of the state
sector: citizens, entrepreneurs and corporations. Thus theseatbreefined as principals
while the state is considered their agent.
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* To establish institutions that guide economic agents towedfitiency. This concerns in
particular the efficiency of public methods in areas of direerveintion.

The Czechlnvest strategy for 2007-2013 is based on two S&v@lyses devised to distinguish
desirable ends and means from their constraints, as well asappmyaches and the parameters of
Czechinvest policies and the entrepreneurial environment in the Gagmiblic?® The Czechlnvest
strategy is therefore not detached from the EGS but concentraliedamcing aims with existing means,
and on ways of meeting goals on the operational side. Czechtmwgdttherefore deploy its policies on
a more narrow field —that of exports, competitiveness andvatitm (see Box 2).

BOX 2
LINKS BETWEEN ECONOMIC GROWTH STRATEGY AND CZECHINV EST STRATEGY PROJECTION

Areas directly or indirectly affecting the competitiveness of national businesses relative to competition from abroad
were classified by five areas:

« Institutional environment affecting business performance.
» Sources of financing.

» Infrastructure.

* Human resource development —training and employment.

* Research, development and innovation.

Source: Author.

As mentioned, not all of the priorities outlined in EGSncwed directly with Czechinvest's
lesser objectives. The structure in the graph below (see Figuso®/s the ranking of priorities as
envisaged by EGS. We will see that although the subsetiottdpalt with in the Czechinvest strategy
is more narrow, it concerned the implementation of core paranoétetsrnational openness.

In the Institutional Business Area (first column) Czechlnvest essentially looking for Effective
and Efficient Public Administration (field 1.2) in coopeoatiwith the MIT and the Ministry of Finance.
It dealt with the quality of public services, the efficiencyitefclerks up to such details as electronic
communication among and with the public sector. The policiesCompetitive Environment
Improvement (field 1.4) were targeted at the lower bureaucracythaedtoansaction costs of businesses.
Support for entrepreneurship and SMEs was addressed irffénéiieness of Use of Supportive Tools
Conforming to Market Principles (field 1.5). Czechinvest ainbiedusing European funds to keep
incoming FDI compatible with the development of national lesses.

Policies in the column of Financing and Infrastructure wereGmechinvest’s direct priority,
though they were a part of an interface with investment policdsessing the mobility of labor and the
exchange of goods and services (fields 2.2 and 3.2). Theimusttant shift from Czechinvest's past
orientation, reflecting the shift from investment promotin development promotion, was in the
columns of Human Resources Development and R&D. In the for@mechinvest was to provide
greater support to education by linking it to businessestlamcEuropean Funds. The R&D agenda
required an efficient linkage with foreign investment —eitheredally through inflows of ICT
technologies or indirectly through their spillovers. Foaraple, one of the highest priorities was high-

% In order to distinguish between EGS and CSP wellshsee that the EGS is a more general top-dowjegtion:
setting the priorities of growth while not presentifailures, threats and constraints in generatr&fore we should
conceive the SWOT analyses as an opposite dowoptatidit with an objective to check how the outlinargets
are consistent with the existing down-to-earthagitin in the economy.
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speed internet communication for businesses, public admiidsteatd schools. In this area Czechinvest
became a crucial implementation agent of the EGS.

FIGURE 6

RANKING OF PRIORITIES (OBJECTIVES AND THEIR MEANS) IN THE EGS DOCUMENT

characterized by growing standard of living and hig

1. Institutional
Business
Environment

1.1 Favourable
legislation
environment and
improved
enforceability of law

1.2 Put in operation
effective and efficient
public administration

1.3 Competitive tax
system

1.4 Improving
competitive
environment and
removing barriers

1.5 Make effective use
of supportive tools
conforming to market
principles

Czech Republic

knowledge and technological centre of Europe

2. Sources of
financing

2.1 Secure sufficient
resources from the EU

2.2 Maximize the influx
of investments and
effectively privatize
publicly owned assets

2.3 Create an
environment
conductive to effective
public-private sector
partnership (PPP)

2.4 Promoting
commercial sources of
financing

2.5 Prudent
management of public
funds

3. Infrastructure

3.1 Increasing mobility
of persons, goods and
information

3.2 Accelerating
implementation of
investment plans of the
public and private sectors

3.3 Accelerating economic
growth of regions

3.4 Protecting nature,
environment and
cultural heritage

3.5 Maintaining
competitive production
and operating
expenses; optimising
the sectoral structure
of comparative pricing
advantages

4. HR Development
Training and
Employment

4.1 Increasing
flexibility of the
education system

4.2 Increasing the
level of education of
older generation

4.3 Providing sufficient
labour force

4.4 Increasing
flexibility of the labour
market

4.5 Providing
employment policy
motivating to work

4.6 Improving strategic
management of human
resources
development

h employment

5. Research,
Development and
Innovation

5.1 Strengthening
research and
development as a
source of innovation

5.2 Establishing
functional cooperation
between the public and
private sectors in
research, development
and innovations

5.3 Securing human
resources for
research, development
and innovation

5.4 Improving
efficiency of public
administration in
research, development
and innovation

Source: Source: Economic Growth Strategy (11/2005

Czechinvest's policies shifted quite suddenly into the aredenofviedge, know-how, skills,
education, human resources and R&D. For example, it was teemepn raising human resource
quality in businesses by advisory services and throughoaofrisupports: boosting skills level in
companies by matching the supply of school leavers with coegiatémand; mitigating unemployment
in depressed areas by re-skilling and new investments; and/irgmitnve barriers to the growth of
strategic business services and technology centers. Czechinvediengferé to cooperate with the
Ministry of Education in the raising of standards in ensities, promotion of managerial education of
students and portability of know-how and skills among @ectThe mobility of qualified foreign
employees, studies abroad and managerial spillovers were anothertharstrategy.

The support of competitiveness of firms and their poterftalreal growth (contrasted to
“growth” based on price hikes or rent-seeking) is directly relédethe potential of innovations. As
marked by Czechinvest's official title “Agency for Investment &ubiness Development”, policies
directed at education, innovations and R&D must become the msiruments of its activities.

2" Economic Growth Strategy of the Czech Republi@£(. 74, chapter on Increasing Availability ofoBdband

Internet Connection.

44



CEPAL - Serie Comercio internacional kD1 Is the Czech economy a success story? Heeofdzechinvest...

According to EGS, the progress in the Czech economy cannotthtmwutvprimarily overarching the gap
in the efficiency of R&D, which would then justify the secand move in increasing its public co-
financing?® EGS estimates that an annual increase in public expenditure&DmYR20 percent to 25
percent until 2010, while a similar growth should come ftbenmatching private resources. The public
per private R&D funding should therefore remaining at theeshzz.

The policies of Czechinvest could not then avoid interferirth wieasures for higher efficiency
in the state administration (field 5.4). There should bdempnted a new program targeting the feed-
back between public administration and the needs of private cosspdrd sum up, the development
strategy of Czechlnvest is to be involved in the followirepar

* Increase in R&D expenditures as a follow-up of raised R&D efiicy;
 intellectual property rights protection, which enhances itsieffcy;
« coordination of financial sources dedicated to R&D from bla¢hEU and the national funds;

* public dialogue among governments, enterprises and citizenstabouéys for implementing
innovations enhancing the growth and general welfare of citizens;

» greater cooperation between public and private sector becausesitatt¢h that leads the path
to sustained development.

As became evident from reaching the present stage of developmmemtyithstanding the fact
that the Czech Republic is a small country crucially dependentitermational exchanges, its future
depends on mastering the internal parameters of development: dbemeents of national human
resources, R&D and healthy institutional environment pramgoéintrepreneurial spirits, competition,
social cohesion and efficiency. In another words, a necessaryioonftit a successful international
cooperation is a strong local-market position. The gains &dnighly competitive tradable sector cannot
be wasted in the black hole of inefficiencies of non-tradable sestorh as public administration,
healthcare, education or R&D. The success abroad starts at the st¢emss.

Figure 7 shows how Czechinvest envisaged its future oriemtafigolicies. The core is the
national development in innovations and technologies, whiollghbe supported by investment and
business development policies. The weight of the latter shiogldéase substantially in time and
integrate under its agendas the investment policies

FIGURE 7

SHIFT IN THE POLICY SUPPORT PARADIGM TOWARDS BUSINE SS DEVELOPMENT
2006 2013

— —
Business development ”~ ~
Investment ——
activitios ” ~ Investment / \
activities Busjnesg development
support p
PP I \ support ‘

\ / /
\_/ \ 1/
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Innovations and technology development Innovations and technology development

Source: Czechinvest strategy.

2 EU’s average R&D expenditure as a percentage d? @Dess then 2 percent. The EU Lisbon Agenda igoal

increase the amount of investments to at least@&peof GDP by 2010. Czech R&D expenditure ofdeécent is
evidently insufficient for such a task.

Czech present economic characteristics can beidescas reaching the level of GDP per capital oftlRgal,
gradually catching-up with Spain and keeping ughlite development in South Korea.
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Conclusions

The expansion of services provided by Czechinvesesits inception in
1991 that in more recent years transcended thestmof ministries, the
ability to change strategies for complying with iy requirements and
the success in attracting FDI in both the quaraitgd quality were widely
conditioned by the fact that Czechinvest managealvtad discords at the
level of high politics. At the same time the depeaetof Czech political
scene from a monopoly of one totalitarian partyteystem of multi-party
coalitions was not without problems of stabilitprfexample, the three most
powerful parties (i.e. the conservative ODS, So@aimocrats SD and
Communists) are not able to form coalitions andgieernment depends on
the alliance with another two small footloose gart{Christian Democrats
and Greens) that brings the balance of power drifie edge.

So the politics of Czechinvest was to stay outside of psliti an
attitude that worked until 2007. Nevertheless, its professiposition was
highly political: Czechinvest ruled over a crucial field of nadib
industrial policies. With the access to foreign capital and thduads it
became an agent of paramount political concern. Its main dangenwas i
becoming a political instrument. The defense of their independamte
professional competence was therefore in strict political neyteaid in
an appeal for political consensus in its goals. This was acishragl
thanks to the following:

Firstly, after the almost FDI-shy mid 90's two of the Czech
strongest political parties (ODS of the right and SD efl#ft) agreed that
the country needs FDI and that the FDI needs an institutsugort
across all politics. Secondly, from the beginni@gechinvest showed
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highly satisfying results, so no one with the competene@ppbinting a new CEO in order to reverse its
strategies did so, even though political lobbies were ofteimgddr a change. Thanks to the consensus
in high politics Czechlinvest could exercise universal innovatiategies and ensure for it the required
level of independence. The fact that its CEOs were not replacedccaétigr change of the minister of
MIT (as it was a rule in neighboring countries), was a crutiainent for the development of the
agency. It is worth mentioning that this relatively higheleaf independence, the stress on professional
competence and the political neutrality of Czechlnvest went aldthgtie agency through the whole
period of its existence up to 2007.

Aftermath of the most controversial polls of Jur@0@ that resulted in enormous problems in
constituting a stable ruling coalition, led alsatsplit with the past politically neutral approdchndustrial
policies. With the reconstituted coalition of Ma@(Z, the new Cabinet and the new libertarian nanist
industry and trade, the politics towards Czechlhealled for a change. The CEO of Czechlinvest {Mr.
Hruda) was called off and, in response of a prptaste than a half of the staff of 320 resigneanfibe
agency. Since the early days of Czechlnvest inmeptintii 2006 the political power and the
entrepreneurship of FDI promotion were subject toasensus. The sudden clash between the economic
logic of policy-making as a service and the pdittitogic about public administration as a contreéro
privileges, brought the past equilibrium betweeanghblic-private alliance to a watershed.

The future of both the agency and its industrial policies aveuncertain. The official argument
of the Ministry was that Czechinvest broke several laws inatsteykar, that the efficiency of industrial
policies were questionable and that there were alternatives tdytbeok running Czechinvest. The
guestion is whether the loss of a centrally operated and enteepigdly-driven institution of public
administration could be substituted by piece-meal initiativesiing from the private sector. The
paradox is that Czechlnvest was not an impediment to privdiatiirés of investors above US$ 10
million. It was just a service enhancing the power or markethis segment of the econorffySome
marginal enterprises of the medium-size could be hurt withsiygtem. That would be a serious flaw if
SMEs would be direct substitutes to the large corporate sé@tots do not support this hypothesis.
Nevertheless, SMEs could have been compensated by governmerdspatid institutional relieves
operated by MIT, Ministry of Finance or European Funds.gdrormance of a sub-prime racing horses
will hardly improve if one restricts the care allowed to beegito the champions. It is true, for many the
care given to champions seems to be unfair. But it is theetsmanforgotten that the public demand is
for winning champions and not for the wannabes.

The particular reasons for the intervention are as importaneassaronsequences. The loss of
the concentration of human resources in Czechlnvest, whose @xiperise was built for long period,
is definitely a loss. That loss occurred in an unfortunatmemd. when the Czech Republic entered into
the period of EU restructuring offensive with its 2007-dr®ss-industrial programs of policies for
competitiveness and cohesion, and when the Czech Republic shkeldver the EU presidency in
2009. The importance of policies coordinating the public hadtivate sectors, and the intermediation
between national and international levels of decision-making feogpiired an unprecedented
importance. It is obvious that the importance of an agencytakizechlnvest has not yet declined. The
opposite seems to be true: this globalized world is partlgidapendent on champions. We do not need
performing champions among private businesses only, thengldsthe the need for performing
champions among public administrators, too. The criteridh isothe outstanding performance, not the
production of some medal.

If we would try to explain the roots of present amfortable situation and to learn from it for the
future, we can come with the following hypothes@$ie expansion of coordinated strategies of

%0 The logic of investment incentives is to suppoostrprobable winners because investment (in cdrtsasd bottom

line or losing market share) is a proxy variablgoagated with expansion and successful busineggduof foreign
investment implies a support of world-competitivesimess. Investment incentives are therefore a @rmdustrial
policies that are most closely compatible with nearfiorces. They are a sort of a leverage for supypthe winners
already pre-picked by markets.
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development into fields, which were traditionatye tdomains of certain ministries and political iearti.e.

the amalgamation of strategies of Czechlnvest 2168 driven by the entry of the economy into thu c
of advanced countries) is always a social expetiriiet is open to backfire. It has a chance focess
only if there is a wide political consensus or/#rte country is on a verge of a shattering crisis

The reality in 2007 was just the other way rourzkdd politics were in a crisis and the economyatas
its best. Every revolutionary idea of reorganizimg existing social order with the aim at gainimgeaonomic
efficiency is always socially and politically vengky. It opens the door to uncertainty and to dbese of
changes. The idea of integrating Czechinvest with 40 far independent agencies of Czechindustry,
CzechTrade and SME Development, plus with somedagesf European Funds and policies of education and
R&D, was a path-breaking social innovation. Theeefeven though it looked technically logical amdhed
by the evolution of economic environment, it becagainful political issue. Too many political stiures
would have to be modified and some of them woufuhitiely lose on influence. Notwithstanding the carhe
that the society would gain as a whole, some sgoialps would be open to the risks of reallocatind the
ensuing costs of transition — so they would suppertatus quo.

As an alternative, there could have been implemented the standard-besorsolution of a
crawling evolution: that of incremental changes within the igssystem. There was a counter-
proposal of establishing an association, in which three agemoiglsl keep their legal independence,
but their cooperation would be much closer, so that theydvoat overlap and would not pass hot
potatoes to each oth&rThis project was supposed to merge certain departments ofetheiesy which
could be run jointly by creating a small headquarter for caoatitig the alliance. The three CEOs of the
agencies would take turns in the leadership of the associaitating every year. The project suddenly
stalled when in the last phase of the conversion the CzechTraldremt their support and the
Government opted for a more radical solution.

J. A. Havelka (the founding CEO of Czechlinvest) agrees thahdire problem, which escalated
into the calling off T. Hruda, was the absolute merger thatroadun 2004. With more responsibilities
in the agenda of Czechlnvest, more money were involved. Theamtisihg was the financial means
coming to Czechinvest from the European Funds for the cadialin of national “Enterprise and
Innovation” project. That became a politically risky positiar Czechinvest that kept a neutral
relationship to politics. The major mistake was that amalgamamdhinvest was not subordinated
directly to the Prime Minister or at least to his first dgpu

An alternative to big plans are the small plans. Keeping Czechlmtelow profile as an
investment servicing agency would imply little risks in em&rintervention. The antagonism between
socially optimal first best and the second best of local #taksl a case of prisoner's dilemma. It is
notoriously biased to socially suboptimal choices. So, Czeeblrand the Czech society received its
dues. The only good in it is that the others can learn later their flaws.

Throughout the existence of Czechinvest, the agency strived fairiagthe position that would
not be exposed to political shake-ups. Its goal was to get@uy from the MIT or, optimally, to get its
position upgraded to an agency accountable to the deputy PMningcso a vehicle of inter-ministerial
coordination. Such efforts increased in importance when the sé@meechinvest policies had to target
areas beyond manufacturing, industries and trade — such as EharfEinnovation, collaboration with
universities and the harmonization of domestic policies with EU objectives. Therefore the
cooperation under the umbrella of MIT had no better optidriiddeal closely with the policies of the
Ministry of Education, Ministry of Regional Developmentinistry of Transportation and the Academy
of Sciences. Obviously, it was of little help to the powamgs of the MIT to let its strategic agency
moved up in the hierarchy of influence. Thus strippindfitree power was more accommodating.

31 Every country is challenged by this kind of satehoice. For example, Ireland has not amalgatitstéour institutions of

economic promotion: Forfas, IDA, Enterprise Ireleentti SFI. In addition, there remained three autanmmadvisory
councils: NCC, EGFSN and ACSTI. The problem is hokeep the decision-making both effective andipally stable by
the degree of interlinking key stakeholders of stdal policies. The Irish solution seems to beemobust to shocks.
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The shakeup of the 2007 illustrates how modern industalidigs are easily hurt by political
weaknesses, even in cases of wavering that could be only temporeaes long time to build a
functioning institution of restructuring policies thatpsuvises both the strategies and the operational
agenda. It is known from the experience of failing planned ecesoamd of successful countries in the
Far East that industrial (i.e. restructuring) policies canditner designed not executed by bureaucrats
alone. Industrial policies have to be embedded within the apesabf markets and, therefore, in an
environment of coordination between the public and the prieatis. Otherwise the information and
the coordination failures among businesses cannot be elimimatediated government interventicf.

It is not easy to come at this moment with an assessmergechivest policies because there
were many of them, acting often in mutual interdependence anchétteits tides and ebbs changing
over the time quite rapidly. At least, this confirms thespnce of two important principles of industrial
policies from the list of Rodrik, 2004, that we enlistdvelin the appendix 4.3: the existence of built-in
sunset clauses and the capacity to renew (reinvent) its owniastiltitdeed, Czechlnvest reacted very
flexibly to the rapidly evolving landscape of the Czech econoiittyowt defecting taad hoc policies.
Czechinvest has shown a clear drive to move away form the tredit@zech informal policy-making
and the reliance on the network of clients —most probably thakest links in the Czech social
governance. In that respect it became the leading Czech instififpartlic administration. In addition,
it was one of its rare institutions that had to fightifsiposition in an open international competition.

The rapidly changing landscape of Czechlnvest’s policies doedfaptmuch information for the
analysis of its individual cases. Analytical data should havéroty and permanence. In evaluating the
performance of Czechlnvest we can start by stating that the ageacyeattUS$13412 million of FDI
during 1993-2005. At the same time the Czech Republic attrac®$d4@859 million in the same
period, which means that more than a quarter of FDI inflawshe country were dealt with by
Czechinvest. Private businesses had therefore sufficient spaceifgr @cttheir own if the services
provided would not be satisfactory. Czechlnvest’s bureaucracgangliance costs were actually very
low, thanks to its transparent rules. At the same time wevkhat incentive policies of Czechinvest
were designed in a way that allowed for spillovers of pasiixternalities to all investors, even to those
who did not take part in official schemes. Czechinvest thus astad instrument of leverage of policies
throughout the economy.

Table 3 compares the FDI in the Czech Republic with other successisforming countries in
Central Europe. The progress in each of them would be vdeyadif if the countries would not have
liberal investment policies and if their promotion agenciesldvoat be present.

TABLE 4
FDI INFLOWS TO CENTRAL EUROPE, AMOUNT OF FDI INVEST ED IN THE COUNTRY
(In millions of dollars)

Anﬁi?:\/%orgge 2002 2003 2004 2005 Total Fig'dfj‘lgi:;"'
Czech Republic 2131 8 483 2101 4974 10 991 47 859 4679
Poland 3699 4131 4589 12 873 7724 66 307 1721
Slovakia 422 4094 756 1261 1908 12 239 2248
Hungary 3244 2994 2137 4654 6 699 48 924 4913

Source: ec.europa.eu/eurostat.

32 The literature on this topic includes Evans P.bEdded Economy: States and Industrial Transformaginceton,
Princeton Univ. Press, 1995; Hausmann R., RodrikEbonomic Development as Self-Discovery, J. ofédepment
Ecs, 72, 2003; Lall S.: Reinventing Industrial d&&gy: The Role of Government Policy in Buildingdiistrial
Competitiveness, G-24, Discussion Paper no. 28426r Rodrik D.: Coordination Failures and GoveeminPolicy:
A Model with Applications to East Asia and East&urope. J. of International Ecs, 40, 1996: 1-22.
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In 2005 Hungary and the Czech Republic reachedetleds of FDI stocks that Portugal and Spain
accumulated in 2002 since their openness to thighiotate 70's*® As was already discussed above, the
guantity of FDI is not the same as the quality Bi.An the latter we should assess the whole psoés
attracting FDI and the spillovers FDI brought te ttountry. An objective economic evaluation of FDI
attraction to the country as a whole is not edsg.duite complicated to assess the social sgitef FDI.

It is even more complicated to quantify the oppaitjucosts of FDI —i.e. the potential developmeinthe
economy if domestic firms would not be challenggddreign competitors and if many of them would not
have to fight for survival. Last but not least, Fidlnot coming to the economy for free. FDI is an
investment akin to venture capital: it may helptatd the national economy but its success is aukbly

the necessary profit sharing. Therefore dividemdbiaterests from FDI and (rather less known) migtat]
transfer prices, are the costs of having it indbentry. The Czech FDI stock of US$ 53 billion i00B
generated US$ 32 billion in aggregated officialdnds, i.e. 61 percent. Fortunately more tharfanese
reinvested dividends, so that the net outflow regméed mere 26 percent of the principal invested.
However, the repatriated dividends have a shaigilygrtrend and the Czech Republic should be pegpar
for annual disbursements of US$ 5 billion —i.e. enitran all expected FDI annual inflows.

Until 2001 there were not many studies that would come tlvithconclusion that FDI into the
economies of Central and Eastern Europe led to a significareedefiproductivity spillovers into the
domestic sector by means of technological transfers. Gorg amh&wvay, 2002, quoted that none out of
five studies of FDI in Europe prior to 2001 brought dasive evidence about positive spillovers and
actually four of them discovered the existence of negative spiioat the enterprise level. Mencinger ,
2003, was even more negative and suggests that the optimistrF@b@xternalities is a fiction because
the negative trade-offs prevail. The first ones who came wiitipe news were studies by Campos and
Kinoshita, 2002 and 2003, who discovered a positive rdmksbetween FDI and industrial growth of
the indigenous sector in eastern Europe. Surprisingly, #feelfCRepublic was a country showing the
largest spillovers. Later Javorcik, 2004, found FDI proditgtspillovers in their backward supply
chains but little horizontal spillovers. More recently, a gthgl Ayyagari and Kosova, 2006, found a
significant presence of horizontal and vertical spillovers of iRBCzech industrial data for 1994-2000.
Unfortunately it was the services only that were the clear ben&iafrthe FDI.

Notwithstanding the little evidence about spillovers (botsitive and negative), there are
prevailing conclusions in the studies of FDI in the CEBEG# the advances in productivities occur
inside of the incoming foreign enterprises. It is also theifgn firms that benefit most from the
externalities of clusters. The business studies also revealdhmgstic managers improved significantly
by learning from the managerial techniques of foreign firnner@ are therefore other and less disputed
externalities that FDI brought with itself: those of thepiovements in the local institutional
environment and in the culture of entrepreneurship in general.

The final assessment of FDI promotion costs can be reducked tollowing considerations:
« Is the trade balance posing a threat in its sustainabilityocdBBPltrelated exports and imports?

< Is the balance of payments in disequilibrium because of therét@ted deficit in financial
inflows and outflows?

« Is the economy with an intensive absorption of FDI havigh br low rates of growth?
« Are the real wages rising?
« Is the foreign influence on domestic economy, social welfare dhdesgustainable?

» Do the citizens feel well in a country intensively opened tgtbkalized world?

3 That means US$ 4360 for Portugal and US$ 5296 f@in in 2002 (statistics of UNCTAD, 2004).
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The list of Czechlnvest's achievements should not miss tlwnial:

The adoption of the Investment Incentives Act in a form dflglines for a transparent
strategic decision-making of all investors.

Political neutrality that was upheld for 14 years, which waiegexceptional both in the
Czech Republic and among the transition countries.

Sticking to the principle that agencies of public administnatimst be in close contacts with
the private sector and at the same time avoid being capturedanggésen and corruption.

Effective management that was able to rely on techniques practicediviaye corporate
sector.

Targeting its policies at the support of activities prongpthompetitiveness in technologies
and not at attempfsr picking the winning sectors.

As an attempt at evaluating the policies of Czechinvest accordiagteda outlined by Rodrik
/2004/ we cannot but accept that all of the Rodrik’s principtadd be found in the form or in the
contents of Czechlnvest policy design and implementation. Aiso six examples of programs
mentioned by Rodrik (p. 26-29) have their respective represerstan the Czech policies, even though
not all of them were coordinated solely by Czechinvest.

The experience of former CEOs of Czechinvest (J. A. Havelka andHrlida) and
recommendations for other countries that consider establishirdpveloping an agency similar to
Czechlnvest can be summed up as follows.

There is a crucial importance of the political consensus at thenahtievel that must
safeguard the agency throughout the whole time of its exist®me the agency becomes a
target of political fights, its efficient performance can naylembe upheld.

Paramount ethical demands laid down upon the staff. The CEGchfan agency must be an
experienced and widely respected person without any taints/lrehrofessional carrier and
with high negotiating skills. Since persons with such itigalare extremely rare, it could be a
foreign expert of acclaimed prestige and with experience in woikiagimilar agency. Then

his/her leadership becomes a matter of national prestige thwtdsputed.

Human resources recruiting young employees. In case the manatygiaiwerges from the
traditional routines of public service, the hiring of veougg staff (the average age was 28.6
years), even to the managerial positions, is not a liabilityph asset.

Personal contact with investors and with field-work, compldetenwith personal
accountability and safeguards against corruption.

Targeting of the demonstration effects that act as a leverage. Thegt dam limited on

domestic externalities of efficiency only. There are also foreigerealities building the
image of the country abroad. Like in any marketing, the pri€esmmodities rise when the
demand finds them more appealing and when the trust in trgrtérm qualities prevalils.
Such externalities embrace all what the country does.

Short-term gains must have lower priority than externaliied spillovers of long-term
efficiency. Without them the FDI promotion misses its nraigsion.

The style of entrepreneurial management. The management of natienalesgof strategic
decision-making should be commensurate to the fact that whigdagewent and restructuring
institutions are a body of the public sector, their sgirt efficiency must be that of the
private sector. Adopting the managerial techniques of the coepsetor are its salient
feature. It is the transparency and the general access to incentitedidfinguish the
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performance-oriented policies from the redistributional reekimg policies. The risks of
cronyism and corruption is present in all politics andqgbesi.

« Development agencies should become national leaders in buildimpthkets of bureaucratic
competence.

BOX 3
CONCLUSIONS CONCERNING THE RESTRUCTURING POLICIES CHANNELED THROUGH
INVESTMENT PROMOTION IN THE CZECH REPUBLIC

Czech policies of stabilization, restructuring and development were heterogeneous and they were flexibly adjusting
to the changing reality in the world.

Approach by “trial & error” in designing the policy instruments could not be avoided. However, their usage was
subject to political checks & balances, risk assessment and the screening of effects. The underperformance of some
policy was a reason for its re-design or for closing down.

The main dangers of policies associated with incentives were: corruption, bureaucracy and political rivalry. The
system of management was able to control them and minimize their occurrence.

The main drivers of progress in the FDI efficiency were seen in the promotion of entrepreneurship of incoming FDI
(strongly supported policies) and the spillovers to indigenous SMEs (supported mainly by MIT, often in cooperation with
Czechlnvest, Czechindustry and financial institutions).

The alliance on the side of public policies was formed by the cooperation between the following main bodies:
Czechinvest — in the leadership in policy-making (especially in investment strategies);

Ministry of Industry and Trade — in providing political support to Czechlnvest and in its own programs supporting the
SME, international trade (via CzechTrade) and innovation promotion;

Ministry of Finance — in providing the national funding (though lacking a strong strategic vision); Ministry of
Education — in coordinating the national strategy of education, R&D development and a part of innovation policies
(though being rather financially weak);

Ministry of Justice — in adjusting the procedures for property rights enforcement (though lagging by approximately 5
years behind requirements);

Ministry of Regional Development — in coordinating the EU structural funds with national regional policies.

Source: Author.

Improved economic policies, coordination between the institsitroentioned above and impacts
of incoming FDI on the whole economy brought the econondevtr above 6 percent for 2005-2007
and the prediction expects that high growth will be sustaneiblonger period. Notwithstanding the
success of policies, politics at both the central, regional amdcipal levels are generally recognized as
the weakest links in the national development. Some estimates tblairthe impact of present weak
politics on the growth is a decrease by 2 percent, relativeetgritwth potential. That implies at the
same time that the natural growth generated by the private sectdiuist enough to withstand ups and
downs in local politics.

Compared to the catastrophic situation in the country in ,19@1Czech economy in 2007 has
changed fundamentally and is able to compete on the world mésketsnstantly rising market share
not only in its traditional domain (mechanical machinery) i in many new brands of high
technologies.
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Annex 1 - Case studies

1. Skoda-Matsushita in Pilsen: on how to convert
heavy machinery into electronics

Skoda Pilsen was one of the biggest centers of steel and machohesiyries since the times of Austrian
empire. It was famous for its long-range guns, turbineslacmimotives. Since 1970’s it was also a
center of nuclear program. After the fall of communism thiseb@dth monopoly was nearly closed
down. The problem of Skoda had two intertwined roots.

The privatization to an indigenous owner brought neither aldjpit the necessary technology and
product modernization, nor the know-how needed for the méokes change from the east to the west.
The company headed directly to bankruptcy. In 1999 an agreementeacwed between Skoda and
creditor banks and the situation was stabilized. In 2000&kadding (covering many subsidiaries) was
set up and the ownership changed again when Appian Group3rb2dight 100 percent of equity.

The product portfolio was extremely wide, practically with@pecialization throughout the
supply chain. It consisted of many machinery products andodlsavn construction works, transport
and catering. Many of these were free riding from the profitatdaches (transport technology, energy
and nuclear machinery). The company was focused by 80 percerg dorttestic market, which was
hardly developing. The new focus on core business and chantfe ofientation from domestic to
world markets brought a positive change in the company ecomesuilts.

At the beginning of 1990 Skoda employed 40 000 errkNow it is less than 4000 but the turnover
and profits have been multiplied. Skoda becameoblgm of the whole region. In case of its complete
bankruptcy the unemployment and poverty would be aithe highest in the country. It was evidentein
1991 that the workers would have to re-trainedthadndustrial specialization would have to be nierted.
This would not happen without the help of the goment. The initiative started from the municipal
government that converted the military airfield1@0 hectares into an industrial zone owned injtiayl the
government. (Later the land was sold to investodsall costs returned with a profit.) The firstadeas to
attract the car industry, as the closest subsfitutbeavy machinery. Therefore the location ofitigkistrial
area was across the street from Skoda’s estatesndirstrial park thus could integrate with Skodd seach
also the campus of the local university. The sgilte from the park would be therefore multiplied.

The negotiations with Mercedes-Benz failed and the second choiceorfekblectronics,
notwithstanding that at that time it was considered an industhout comparative advantages in this
country. It was the correct choice —industrial policies shaaitdet industries that would break the
barriers. Now electronics is acclaimed as a perspective boomirgirinduthe region.

The Matsushita/Panasonic was in 1996 the pringipadstor in the whole region (and the first
Japanese firm in the country) and it was alsoiteedcquisition in the industrial area. This pobj@as the
first of this type in the Czech Republic where neipal government would be involved so intensively i
such an extensive entrepreneurial venture. At #iginbing, Panasonic employed 700 workers. At the
present time it is more than 5000. In the entidrigtrial zone operate now almost 50 companies,hndrie
employing 11 000 employees. The former assemblpiadias changed into a production supported by
high-tech services. The characteristics of thestrél area are indicated in Table 4.

The presence of Matsushita attracted an influx of investorstlitaarea. The city reacted by
establishing an R&D park. At present the area operates two la&d® development centers (a
subsidiary of Matsushita/Panasonic and Mercedes), businessaiocuand service company with
worldwide activity (Solectron). The cooperation with the localiversity, which specializes in
electronics and machinery, is a part of the cluster. As the tegxt Bilsen City has decided to build
another R&D part (6th River) where the university will beaatper. The investment of Matsushita/
Panasonic in Pilsen can be evaluated as a model of successfultk®Crech Republic.
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TABLE 1.1
ECONOMIC CHARACTERISTICS OF THE PILSEN INDUSTRIAL A REA

Newly created jobs 11000

(in 1998-2006)
Number of jobs in the walking neighbourhood 16000
(including Skoda and university)
Investment by the municipal government US$22 million
Subsidies of the central government US$3 million
(via Cszechlnvest)
Private co-financing US$1,3 million
Attracted foreign capital USS370 million
Attracted domestic capital US$110 million
Cost of one new job from public expenditure USS$2200
Cost of incentives per private capital inflows 9,4%

Source: Author, based on official numbers

The Pilsen industrial area project is a result of successhrattton of regional and municipal
governments, Czechlnvest state agency with private businessestaltidishment led to a creation of
local cluster where the establishment of a large business (MiggirEmasonic) led to spinoffs of R&D
development and the establishment of indigenous and foreigapst, many of which were SMEs.

2. The Czech aircraft industry: the fall and the re  surrection
of aero industries

If the communist high technology in the Czech Republic had astgeved an international prestige in

some technology it was in the aircraft industry. The top @mypmmong them was Aero — one of the
world’s largest suppliers of light military jets since 086 The rent-seeking of insiders brought it to
bankruptcy and the ill-conceived industrial policies opened iihoral hazard. The sale to Boeing, as a
strategic investor, shunted its state-of-the-art machinetheffvorld markets. Finally, an indigenous

Czecho-Slovak private equity investor, a start-up in the basjnbrought it back there with a clean
bottom line.

AERO Vodochody, PLC, (hereinafter “Aero”), an agrase producer established in 1919 was in the
second half of the 20th century the world’'s biggesiducer of military subsonic aircrafts. Its afts of
own construction supplied over 60 percent of theldi® sales of training jets. Its light combat j&t29
Delfin and L-39 Albatros were used all over theNRTO countries during the last 46 years. The numbe
of aircrafts produced exceeded 6500 units. Theaiigpa 1990 was over 100 units of high-tech jdts.
addition, the Czech Republic produced top sportaurdbatic aircrafts and gliders and it had sudakss
production of small passenger turbo-propelled aitser From the technical point of view, there wasdly
any reason why they should not be competitive abrhaing transition. Nevertheless, all of them were
nearly completely liquidated. Their case is a pribaft in oligopolistic market structure institutarand
political factors are more important than technialyr economic proficiency.

From the very moment of transition in 1990 Aero lostH&stern markets and it was obliged to
change fundamentally its production activities. The over-staffias at least treble of what an efficient
producer would tolerate, there was a minimal outsourcing atmodd low cooperation with strategic
partners. The government fully controlled the management thritsigepresentatives in the board of
directors and kept the company out of privatization. Sowmd clear that Aero can not survive without
an intervention of the government. Instead of applying aesfiatrade policy to bring the company in
alignment with some consortium of fringe competitors omrldvonarkets, the company was kept in
autarchy by subsidizing its production to inventories. phechase of 72 new jets by the Ministry of

60



CEPAL - Serie Comercio internacional kD1 Is the Czech economy a success story? Heeofdzechinvest...

Defense for US$ 1,6 billion, a sort of hidden subsidgriter to attract Boeing, did not solve the causes
of problems, even though Boeing has finally arrived.

By presuming that on world markets it is the quality aigh hechnology only that sells (as the
doctrine of innovation policies claims) and, in defiance toicps of oligopolistic alignment, it
continued in developing the L-159 state-of-the-art combatwbere the possibility of international
cooperation (e.g. with Brazil, etc.) was completely ignored.il&ily the extensive chain of Czech
suppliers did not restructure in time, relying on the tiawolil industrial policy of “helping the future
innovative winners”. The whole chain was on verge of collap4897.

In 1998 the new cabinet decided to sell 34 percent of equigeng. The trade was between the
Czech and the US government without announcing any compefitienprice was US$ 16 million, plus
offsets* of US$ 42 million and a promise of an ambitious busiméss to bring Aero again among the
top of world players. The Boeing was given another incentiveeaccess to L-159 technologies in the
category where Boeing was not so far ahead, plus the mentioneddfe” rescue contract from the
Czech Ministry of Defense and a government guarantee for US$mdllon on the concluded
commercial loan. Altogether the state aid reached US$ 2,8 billioa.involvement of Boeing was a
technological break-through. The new avionic systems for LJif&dl the former low cost DIY-
repairable aircraft into the category of top market were Aero hagredous experience and no
customers. Hardly anyone from a developing country would plarehasing such a jet that required
wide technological support and an approval from Pentagon.

In an attempt to utilize its extensive production capacity, Adgoided to move into a new
cooperation. There was a clash of interests with Boeing, whidhrtew cooperation programs for a part
of its own business and offset commitments. As a compegprifisre was agreed the licensed production
of Sikorsky S76C helicopter in 2000. The financial manageroéihis new project was, however,
lagging behind expectations.

For the duration of the partnership between Aero and Boeing abthe conditions, which had
been enshrined in the jointly compiled plan for the perid@B32008, were met. Boeing did not support
the marketing of L-159 through its networks and no newtraots were established. There was a
paradox: Aero could flood the world markets with the bestifeits category, able to match supersonics
with its combat properties and electronics, but no governmastencouraged to purchase them. Such
sales are not possible without inter-governmental negotiattare was again on a verge of bankruptcy.
In 2004 Boeing sold its shares back to the Czech governmeditcients. A partial change to the better
came when the contract with Sikorsky was re-negotiated after @seiaparture. Subsidies for keeping
the employees in had to continue, though.

In 2006 it was decided about privatization and, in defiancegdnterests of some insiders, about
a competitive bidding. The latter (where the EU competitioiciesl stroke the difference) turned to be
the crucial moment of the whole travesty of Aero. The onlgiioih became the price, not the “beauty
contest” with promised business plans. Surprisingly, tharakinner was the local private equity group
Penta with an offer of US$ 116 million. Its new managemestgthed a new immediate restructuring
plan where Aero will discontinue on its dominant reliance etb®, but will develop cooperation in
components with firms delivering the final products (I&i&orsky or Airbus). As it happened so many
times before in similar circumstanc8sthe government lacked the entrepreneurial “hunch” in

3 Offsets are incentives of the sellers of armaménmtshe purchasing party (the government), whicferofarious
intermediation services, such as reciprocity cotgrand other aids in kind. The governments can #rgue that the
purchase of armaments (generally considered bycpabluseless) offers other advantages to the rgodtite problem of
offsets is in the control of what concretely watualty agreed and how it counts. For example,wiré sales from the
purchasing country can be declared a part of feetafontract ex post. Also the litigation of tleatract for offsets is usually
difficult to enforce. In case of Boeing, offset &i& that Czechs were not able to accept becaagenitre not advantageous
for the local enterprises (e.g. they require furtbeal subsidies) were considered a fulfilled catmant by Boeing.

The main Czech losses in the process of restingtuvere Poldi (producing specialized steel alliyshigh-tech
industries), Tatra/LIAZ (producing 30 000 top heanty military trucks a year) and Skoda Pilsen (gpe
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recognizing in which industries an indigenous firm can competglobalized markets as a “super-tier
producer” (i.e. a producer of its own final product), wheit be just an excellent outsourced supplier
of tier-one and where the company should be rather closed down.

The potential of the firm revealed its power nearly instaptige the strategy had clear objectives
for survival. In six months the balance sheets of Aero tufoedhe first time to profits. The output
increased by twenty percent even though the staff was cut berm@dyees. New contracts were
signed, promising the volume of sales to double in the timee years. The demand for local
outsourcing (based on the technological cluster spun-off fih@nautomobile boom) and for high skilled
employees will rise. Most probably these will not be thdlsskir replacing the super-technologies of
Boeing, but the position indigenous producers in the setientigh-tech will definitely strengthen. The
plans are to recover also the production of sport and passaviggon industry. For example, Czech
Aircraft Works of Kunovice has been recovering from the pastedsn and it expects to sell 140 light
sport aircraft in 2007. A similar recovery has occurred at Morawiation producing acrobatic aircraft.
Present total employment in aircraft and space industries @ &0 thus recover to previous levels.
Industrial policies in this specific segment of technologied anarketing have definitely its place;
however, they should be also restructured and targeted at esttiere they are efficient.

Conclusions for the government policies from this case study
* The objectives of national self-reliance in thé $ubply chain of products are counter productive.

« State corporate governance (even tough at a level of “marginal ¢prgrdhngerous —not so
much for its entrepreneurial incompetence but for the incentivesi@l hazard it opens.

» Selling to a foreign strategic partner of the first class fe.®oeing) can backfire whenever
there arises a conflict of interest within the hierarchy of theidant firm. The risk of a
hostile takeover is lower when the partner has less dominamer @nd more incentives for a
strategy or cooperation.

< Privatization of an enterprise cushioned by an access to statrtssgipemes tends to end up
in an auction of future subsidies, not an action of futewaluation of assets (equity) owned.

» The contestability of the tender is a crucial criterion. It fhbave just one criterion: the price
free of any future subsidies.

« Contracts accompanied by offset clauses become highly opaque famdt dif enforce them.
They should be excluded a priory from any government neguttati

e Search for the location of a firm within the netwanf international supply chains in an
entrepreneurial art that cannot be done by the.dtatpolicies, however, can successfully target
the mitigation of risks from restructuring. Theyhcupport the information flows, encourage the
setting up of social infrastructure required fostnecturing and build the trust among potential
partners where overcoming of uncertainties neestilile external guarantees.

production equipment). All of them could survive tlie policies used would be more pro-competitivey-p
restructuring and tied at the end to an optimaltjwssin the international supply chain. Skoda-Agtmn be taken for
a comparison. Its privatization to VW brought ittexhnological peaks and its present employme@7&00, plus
the employments is associated spinoffs of 8300@. arh of transition from a former vertical or hanizal monopoly
to independent firms competing on world marketssrasfinding the optimal size and location in gwgply chains.
This cannot be decided by the government. Howetepolicies can speed up and make the searchlafatéon
more efficient. It is aging the problem of inforrieat and coordination failures the industrial paiican mitigate.
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