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German firms are the second most 
important foreign direct investors in the 
Czech Republic, after the Netherlands. 
Moreover, the Czech economy ranks 
among top ten destinations of German 
foreign direct investment (FDI) outside 
of the Euro-zone, ahead of large coun-
tries like Japan, India and Russia, and 
finds itself as the most attractive desti-
nation in Central and Eastern Europe. 
Hence, the cross-border FDI has a 
non-negligible impact on labor markets 
and economic developments in both 
countries. It’s no wonder that the effects 
surrounding FDIs stimulate ongoing 
policy debates. Such debates highlight 
the hypothetical pros and cons of FDI 
for source and target countries, and con-
sequently, the appropriate policies to 
stimulate an influx of FDI into the tar-
get country or limit the outflow of FDI 
from the source country. Such debates 
are important because they shape the 
adoption of national policies. Despite 
all that, empirical evidence supporting 
policy formation is still rare. Our study 
provides new and valuable insight.

Vertical FDI
One has to distinguish between vertical 
and horizontal FDI. The major motiva-

tion of vertical investors is to exploit 
differences in relative factor endow-
ments, and hence relative factor costs 
across countries. Therefore, vertical 
investors locate different stages of the 
production chain at home and abroad. 
Since vertical investment involves pro-
duction chains, this kind of investment 
is likely to decrease with increasing 
transport costs and other barriers of 
trade for inputs. In the “vertical model” 
of FDI, the investor and the affiliate 
specialize in widely different activities 
requiring different productive factors. 
A typical example is when the investor 
relocates low-skilled labor intensive 
production, such as assembling, from 

the home base to a country with lower 
labor costs. Many examples2 of this 
type of FDI can be seen in the Czech 
Republic, and there are also numerous 
cost cutting projects of smaller Ger-
man firms. 

Horizontal FDI
Horizontal investors engage in the 
same activities in different countries. 
Their main motivation is to reduce 
transportation costs or to access a 
market that, for whatever reason, is 
less profitable to supply from abroad. 
Hence, this kind of FDI increases 
with trade barriers. Another reason for 
horizontal FDI is to tap into foreign 
know-how. Horizontal investment is 
more likely to appear between loca-
tions with similar factor endowments. 
From this follows the rival “horizon-
tal model”, according to which the 
mother duplicates a similar portfolio of 
activities in daughter firms and creates 
similar types of jobs in home and host 
countries. The acquisition of Transgas 
by RWE Gas, the local T-Mobile sub-
sidiary of Deutsche Telekom and the 
establishment of a DHL regional hub 
by Deutsche Post in Prague are prime 
examples3. 
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1 This Policy Brief is based on a research done thanks to EU COST project no. OC09017 within COST Action ISO701 „Comparative Analysis of Enterprise Data: 
Industry Dynamics, Firm Performance and Worker Outcomes“, co-funded by the Czech ministry of Schooling, Youth, and Sports (Ministerstvo školství, mládeže 
a tělovýchovy České republiky). A detailed description of background analysis and results can be found in an article published in CERGE-EI Working Paper 
no 467.
2 For example large local production facilities of Knauf, Osram, OTIS, Miele, Ravensburger.
3 Also the investment of Volkswagen in Škoda Auto generally fits this profile.
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What is known
In the effort to inform policy, most of 
the existing studies rely on indirect 
classification criteria of FDI type. This 
leaves us in the dark with regards to the 
difference between the foreign investor, 
henceforth the “mother” company, 
and its local affiliate, henceforth the 
“daughter”, in terms of the portfolio 
of activities conducted in the source 
and target countries, respectively. More 
detailed evidence directly comparing 
technological, educational, skill and 
other qualities of mothers and their 
daughters remains extremely scarce.

Overall, there is evidence that the ver-
tical type of FDI accounts for a much 
larger share of German investment in 
Central and Eastern Europe, includ-
ing the Czech Republic, than in other 
major destinations, especially more 
developed countries. But firm level 
empirical evidence is still scant, limited 
to a handful of papers which employ 
hardly comparable methodologies. 
Most importantly, results with regard 
to the relative incidence of the vertical 
and horizontal FDI differ by a large 
margin, even if based on the same data. 
Hence, the existing literature remains 
ambiguous.

Our survey
Our unique study fills the gap by 
doing an empirical examination of the 
incidence of vertical versus horizontal 
FDI in a more direct way than has 
been done so far. We organized a large 
ReLoc survey4 which collected rich data 
on the activities of German daughters 
in the Czech Republic, their mothers 
in Germany and on control groups of 
other firms in the respective countries. 
To the best of our knowledge, this is 
the most extensive endeavor to date 
investigating the characteristics of Ger-

man-Czech cross-border investment. 
Our survey allows direct qualitative 
comparison of mother and daughter 
companies using methodology harmo-
nized on both sides of the border. 

Besides data on the size, age and prin-
cipal activity of the firms, the sur-
vey provides unique evidence on the 
underlying factor requirements. Firms 
were asked to identify whether R&D 
belongs to major business functions 
conducted by the company. Next, the 
firms evaluated the technological level 
of their equipment in comparison to 
other firms in the same industry — 
ranging from absolutely obsolete to 
state-of-the-art. They were further 
asked to divide their labor force into 
the three broad categories of low, 
medium and highly educated work-
ers depending on the qualifications 
required by their jobs. And even better, 
the firms evaluated the skill require-
ments of the tasks actually performed, 
which gives us proportions of routine 
manual, non-routine manual, routine 
non-manual, interactive and analytical 
tasks. Finally, the firms identified their 
position in the value chain.

Technology and skills clusters
We identified four principal clusters.5 

The main dividing line runs, on one 
hand, between principally manufactur-

ing and service firms, and on the other 
hand, between firms that score high/
low in the variables of technological, 
educational and skill intensity:

(1) High-tech manufacturers; conduct 
R&D activity, maintain more highly 
educated labor, require a higher share 
of employees performing interac-
tive and analytical tasks and furnish 
themselves with technologically more 
advanced equipment, as compared to 
other manufacturing firms. 

(2) Low-tech manufacturers; do not 
engage in R&D, have a less educated 
workforce, specialize in manual work, 
especially the most rudimentary rou-
tine tasks, and use more technologi-
cally outdated equipment than firms in 
any of the other groups.

(3) High-tech service providers; 
advanced service firms, which use by 
far the most educated labor, have the 
most advanced tasks portfolio and 
cutting-edge equipment; in these char-
acteristics they even outclass high-tech 
manufacturers.

(4) Low-tech service providers; are 
the opposite of the previous category, 
so that the “low-tech” label fits them 
rather well. 

Our key findings
Table 1 reports the clustering results 
by ownership and location of the firms, 
which is at the heart of our interest. Not 
surprisingly, the mother companies are 
by far the most advanced. About half of 
them belong to the high-tech manufac-
turing cluster, while more than a fourth 
of them are concentrated in the high-
tech services cluster and only about 
one in five is classified as low-tech. Of 
course, the technological superiority of 

4 Our empirical analysis is based on original micro (firm) level data on the German mothers, their daughters in the Czech Republic and control groups of other 
firms not belonging to either of these categories. The survey was conducted from September 2010 to May 2011. The sampling frame was a census of the total 
population of mothers and daughters and a sample stratified by industry and number of employees of the control groups. And, the response rates were 14.9 % for 
the Czech daughters, 12.9 % for the Czech control group, 18.5 % for the German mothers and 19.1 % for the German control group. The data were collected by the 
“Research on Locational and Organizational Change” (ReLoc) survey. The survey in both countries was realized thanks to collaboration of research teams from 
CERGE-EI in the Czech Republic and the Institute for Employment Research (IAB) in Germany in the framework of the EU COST project no. OC09017 within 
COST Action ISO701 „Comparative Analysis of Enterprise Data: Industry Dynamics, Firm Performance and Worker Outcomes“, co-funded by the Czech ministry 
of Schooling, Youth, and Sports (Ministerstvo školství, mládeže a tělovýchovy České republiky).
5 To identify distinct groups of firms with regards to the underlying factor requirements, we partitioned the sample with the help of hierarchical cluster analysis.
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mothers is an important reason why 
they venture into investing abroad. It is 
more interesting however to compare 
this pattern to the cluster distribution 
of daughters. And it is here that the 
distinction between the manufacturing 
and service sectors comes out strong.

Daughters in manufacturing seem 
to be a reverse mirror image of their 
mothers, as they are most prevalent in 
the low-tech manufacturing cluster; 
with a slight difference between green-
field and merge & acquisition (M&A) 
FDI projects. Therefore, the techno-
logical superiority of mothers does not 
translate into the operations of their 
daughters. Manufacturing daughters 
are even more concentrated in the low-
tech segment than the Czech control 
group of firms. Our data thus docu-
ment the fact that in manufacturing, 
there is a clear vertical specialization 
between mothers and daughters, where 
the former specialize in technologically 
demanding activities, while the latter 
operate on the low-tech end, probably 
driven by the cost saving motive.

We find quite a different pattern in 
the segment of services, where the 
proportion of high-tech and low-tech 
operations comes out to be very simi-
lar in mothers and in their green-field 
daughters. M&A daughters somehow 
lag behind in this respect, but even in 
this category the high-tech cluster is 
more frequent than the low-tech one. 
This is in sharp contrast to the Czech 

control group, where the low-tech clus-
ter is significantly more populated. This 
finding suggests that the cross-border 
FDI in the service sector, particularly 
green-field projects, is predominantly 
horizontal, as the daughters engage 
in a similar portfolio of activities in 
terms of technology, education and 
skill intensity as their mothers.

Our more detailed investigations6, 
which account for size, age and two-
digit industry of the firm, confirm 
that in the service sector the factor 
requirements of daughters are simi-
lar to their mothers, which supports 
the conclusion that the dominant 
model of investment is horizontal. 
In contrast, for the manufacturing 
sector there is a profound difference 
with regard to factor requirements, 
and this is the hallmark of vertical 
investment.

Implications for industrial policies
Observed from the Czech point of 
view, our results suggest that the cross-
border FDI in manufacturing gen-
erates jobs for low-skilled workers; 
possibly reducing unemployment in 
this segment of the labor market. 
But manufacturing FDI projects fall 
short of expectations as far as their 
contribution to technological upgrad-
ing is concerned, since they reinforce 
specialization of the local economy 
in low-tech manufacturing produc-
tion. Somewhat surprisingly, however, 
cross-border FDI in the service sector 
appears much more promising for the 
upgrading process. 

From the German perspective, our 
findings indicate that at least in the 
short-term horizon the cross-border 
FDI is likely to influence the relative 
wages of skilled and unskilled workers 
and hence disrupt the local market in 
manufacturing but not in the service 
sector. At the same time, however, 
fears of hollowing out local innovation 
systems do not seem to be justified in 
manufacturing, as the technologically 
advanced activities remain concen-
trated in headquarters. But there is the 
possibility of high-skill intensive jobs 
being transferred across the border in 
the service sector. Of course, the total 
impact also depends on whether the 
jobs are relocated from Germany or 
whether the investment projects gener-
ate new opportunities not undertaken 
before in Germany. 

Table 1: Percentage distribution of firms across clusters (by firm’s location and type)

Firm type location
number 
of firms

Cluster

#1 
high-tech 

Manufacturing

#2 
low-tech 

Manufacturing

#3 
high-tech 
Services

#4 
low-tech 
Services

Greenfield daughter Czech Republic 264 11.7 44.3 26.5 17.4

M&a daughter Czech Republic 86 19.8 51.2 15.1 14.0

Control group Czech Republic 662 17.1 30.8 21.6 30.5

Mother Germany 364 49.7 6.3 28.8 15.1

Control group Germany 1,065 21.1 19.2 20.6 39.1

6 A detailed description of our analysis and results can be found in an article published in CERGE-EI Working Paper no. 467.
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Admittedly, the ultimate welfare impact 
on both economies begs to be more 
closely scrutinized, but goes beyond 
the scope of our study. In addition, it 
would have been of interest to analyze 
the impact of these patterns on pro-

ductivity growth. This would require 
integrating our ReLoc survey data with 
information from other sources, most 
notably with balance sheet data and 
employment statistics, which exist, at 
least, for a subsample of the firms. This 

is, therefore, a feasible next-step in this 
line of research. It may also be useful to 
analyze the dynamic aspects of the issues 
under consideration, something which 
may be possible were the ReLoc survey 
to be repeated in the coming years.  n


