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Abstract This study assesses the determinants of location choices of foreign 

multinational firms at the level of German federal states. Based on a monopolistic competition 

model, firms decide for a certain location if the expected profits are higher than the profits 

associated with all other available locations. A conditional and a nested logit model resemble 

the structure of the location choice process of individual investors well. By using plant-level 

data between 1997 and 2005, the results confirm that firms react positively to local demand, 

infrastructure and existing firm networks, while business taxes and unit labour costs exhibit 

the expected negative impact. In the individual country estimations, it is shown that these 

effects vary in their relevance for the most important countries of origin.    
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1. Introduction 

 

The push and pull factors of investment flows have been investigated by economists 

interested in the role and behaviour of the international firm as well as by regional 

economists. Whereas the first line of research recently stresses firm-specific characteristics in 

the decision about the entry mode into a foreign market (Helpman et al. 2004), the second line 

of research takes a different angle and looks at regional and urban determinants in the location 

decisions of firms (e.g. Crozet et al. 2004, Cieslik 2005 and Hilber and Voicu 2007).  

In Germany, media and academic research have been heavily concerned with firms 

shifting their production facilities to low cost countries while staying comparably silent about 

the determinants and effects of FDI inflows. Although recent papers find significant positive 

effects of inward FDI on the local economy (Bitzer and Görg 2008), there exists to the best of 

my knowledge no study investigating the regional determinants of the location choices of 

foreign multinationals in Germany.  

This paper exploits the firm-level Micro database Direct Investment (MiDi) of the 

Deutsche Bundesbank which is a full sample survey of foreign firms’ affiliates in Germany.1 

The merge of FDI data at the level of individual plants with information on German federal 

states extracted from Eurostat and the Federal Statistical Office adds up to a very rich 

database that allows assessing the influence of various theoretically derived regional drivers 

of inward FDI.  

A conditional logit set-up resembles well a firm’s location decision in a particular 

market. It allows estimating the relative probability of choosing a certain location in 

dependence of its own characteristics and of the characteristics of all available alternative 

locations. To account for the possibility that some regions are closer substitutes than others, a 

nesting structure is adopted in addition to the standard Independence of Irrelevant 

Alternatives (IIA) assumption.   

This study adds to the existing literature in two aspects: First, the combination of FDI 

data at the plant-level with regional data at the level of German federal states allows for the 

first time for a thorough assessment of the determinants of location choice of Multinational 

Enterprises (MNEs) within Germany. Second, by explicitly modelling the fixed costs of firm 

entry, standard new economic geography agglomeration variables are formally included into 

the empirical set-up.  

                                                 
1 Investments below a certain threshold do not need to be reported. Since 2002, this threshold corresponds to a 
balance sheet total up to and including three million €. 
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The paper proceeds as follows: Section 2 lays out the theoretical model, the estimation 

of the conditional logit (Section 3.1) and the nested logit (Section 3.2) model is based on. 

Section 4 describes the dataset and provides some descriptive statistics. Section 5 discusses 

the results of the empirical examination. Section 6 concludes.  

 

 

2. The model 

 

Multinational firms face a set of location choices when deciding to undertake an investment 

abroad. The choice of a particular location depends on the potential profits associated with 

that location exceeding the potential profits associated with all other available locations. This 

study follows Redding and Venables (2004), Amiti and Javorcik (2005) and Mayer et al. 

(2007) in adopting a Dixit-Stiglitz-type monopolistic competition model and extends it by the 

specification of fixed costs and internal market access. The total profits of a single 

representative firm located in region i but selling in all potential markets j can be described as 

 

[ ]∑ −−−=Π
j
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with  representing the taxes a firm has to bury in region i. Firms enter a market only if they 

are able to cover the sunk fixed costs of establishing an additional unit.

it
2 According to 

Helpman et al. (2004), fixed costs are higher for foreign than for domestic firms, because the 

former face an informational disadvantage when entering the new market. The fixed costs  
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depend on the inverse of the costs of entry into a foreign market  and on the costs of 

duplicating overhead production . Variables in  are region- and origin country specific, 

whereas the number of firms, , may also vary among industries (the index of the origin 

country is omitted for the sake of simplicity). Both variables reduce the informational 

iZ

ikN

ikN

iZ

                                                 
2 In contrast to the proximity-concentration literature, firms have to cover fixed costs only when setting up an 
additional affiliate abroad; exporting the output to any other market il ≠  is only subject to variable transport 
costs. 
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disadvantage of foreign firms and facilitate thereby the entry into a specific market i.3 A high 

elasticity of substitution )1( >σσ  and thus, intense competition will, however, reduce the 

positive externalities among firms in a certain location. The marginal costs  depend 

on the prices of the production factors.  
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is the effective demand level for the products sold by an affiliate on all potential markets 

depending positively on the expenditure shares  and  and negatively on the mill price 

. It is assumed that a multinational firm can either sell its output in the chosen region i or in 

all other regions l, but not abroad. In either case, goods face iceberg-type trade costs 
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before reaching their final destination. With the underlying demand curve, a firm will charge 

the prices 
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in the home market i and in all other markets l respectively, the mark-up over the marginal 

costs depending negatively on the elasticity of substitution. A few mathematical 

transformations lead to the estimable equation 
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which motivates the following log-linear empirical specification where variables are allowed 

to vary over time 

 

 

                                                 
3 A high number of firms in an industry also reflects low plant-level economies of scale.  
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Equation 6 subsumes the demand and the price indices in an internal and an external 

market access variable (  and ) and includes region dummies to account for 

unobserved heterogeneity among location alternatives such as the competition intensity 

itMA ltMA

σ . 

 

 

3. Empirical specification   

 

3.1 The conditional logit model 

While the actual profit associated with each location cannot be observed, information about 

the location choice and regional characteristics is at hand. The derived observable and 

unobservable variables influence the profit of each alternative location and therefore the 

probability to invest in region i. The conditional logit model resembles well a firm’s location 

decision in a particular market by estimating the relative probability of choosing a certain 

location in dependence of the characteristics of all alternative locations (see e.g. Train (2003) 

for a detailed description). 
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The iid error terms follow an extreme value distribution which ensures the somewhat 

restrictive IIA property. Equation (7) reveals that the ratio of probabilities of investing in two 

locations is independent of the characteristics of the other alternatives. Hence, all alternatives 

exhibit the same degree of substitutability. This assumption is likely to be violated with our 

data since e.g. motives for undertaking a direct investment in different German regions could 

differ. If that was the case, the standard conditional logit model would, due to its IIA property, 

underestimate the probability of investing in some states and overestimate the probability of 

investing in other states.  
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3.2 The nested logit model 

The nested logit model relaxes the IIA assumption by partitioning the set of alternatives into 

subsets. Within the specified nests, the unobserved factors iε  are allowed to be correlated 

while independence continues to hold across nests. A plausible nesting structure in this study 

seems to be that investors choose between East and West Germany in the upper level and 

between regions within the two subsets in the lower level decision.4 The probability of 

choosing region i then depends on the product of two probabilities: The probability of 

choosing region i conditional on having decided for nest n times the marginal probability of 

choosing nest n. This can be formally expressed as 
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where is called the inclusive value and gives the expected profit an 

average investor receives from choosing a location i within nest n. Its estimated parameter 

⎥
⎦
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nλ  

reflects the degree of independence between the unobserved portions of the profit functions. 

For 1=nλ , the alternatives are completely independent and the nested logit model collapses 

into the conditional logit model described above. For 0=nλ , alternatives within nests are 

perfect substitutes and only the nest choice matters for the location decision. McFadden 

(1978) shows that the nested logit specification is only consistent with random utility 

maximization if mλ  is significantly estimated to lie in the range of [0;1] m∀ . 

A potential problem arises with respect to the availability of data. By construction, the 

sample is restricted to multinational firms and excludes domestic firms and exporters. Hence, 

it is not possible to model a discrete choice process with a first step decision on the entry 

mode and a second step decision on the chosen location as proposed by Mayer et al. (2007). 

As Basile et al. (2007) point out, however, this shortcoming does not affect the explanatory 

variable coefficients since the error terms of the two nests (entry mode and location choice) 

are uncorrelated. If the profitability of one entry mode changes, the profitability of each 

location choice changes proportionately without affecting the odds ratios.  

 
                                                 
4 The division into an upper and a lower level decision does not imply a sequential decision making process. 
Even when investors have decided for a certain nest, they still have some probability to choose a region from 
another nest, although this probability decreases in the preference towards the chosen nest. 
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4. Data and variables 

 

The data on inward FDI comes from the firm-level MiDi provided by the Deutsche 

Bundesbank (for details on this database see Lipponer (2008)). The MiDi is a full sample 

survey of foreign firms’ affiliates in Germany. Investments with a volume below a certain 

threshold (currently three million €) need not be reported, and the reporting limits have 

changed over time. To avoid changes in the explanatory variables resulting from changes in 

reporting limits, all observations that are not covered by the most restrictive reporting 

requirements are dropped. At the regional level, this study distinguishes FDI projects into 16 

German federal states which correspond to the Nomenclature des unités territoriales 

statistiques (NUTS) I regions of the European Union (EU). In addition, information on the 

sector groups of the affiliates is available. The over 100 NACE Rev. 1 sectors are, for the 

purpose of this study aggregated into 37 broader industries. In order to capture the location 

choices independently, each affiliate enters the estimation sample only once – in the founding 

year. For this reason, the original worldwide country sample reported in MiDi reduces here to 

79 countries.5 Since 1996, the MiDi is a panel dataset. To ensure that only newly established 

affiliates are considered, plants already present in 1996 are excluded from the calculations. 

The time span used shortens therefore to 1997-2005.  

Figure 1 gives an overview of the distribution of foreign affiliates within Germany. 

Three regional groups can be distinguished. In 1997-2005, North Rhine-Westphalia, Bavaria, 

Baden-Wurttemberg and Hesse hosted over 70% of all foreign multinationals’ affiliates. In 

contrast, the nine lowest ranked states together did not even attract 10% of all investment 

objects. The picture looks similar for the five most important countries of origin (see Figure 

A-1 in the appendix) although it is striking that Switzerland is the only country that has by far 

more affiliates in adjacent Baden-Wurttemberg than in the top-ranked regions of North Rhine-

Westphalia and Bavaria.  

 

                                                 
5 If an affiliate has parents from several countries, it is attributed to the country of origin of the first investor.  
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Figure 1: Number of affiliates (1997-2005) 
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Note: NRW: North Rhine Westphalia; BY: Free State of Bavaria; BW: Baden-Wurttemberg; HE: Hesse; HH: 

Hamburg; NI: Lower Saxony; B: Berlin; RP: Rhineland Palatine; SH: Schleswig-Holstein; SN: Free State of 

Saxony; BR: Brandenburg; HB: Bremen; SL: Saarland; TH: Thuringia; SA: Saxony-Anhalt; MV: Mecklenburg-

Western Pomerania 

Source: Own calculations. Data from Deutsche Bundesbank (2008) 

 

When observing the number of new establishments in East and West Germany over 

time (see Figure 2), two things are remarkable: First, there has been a general decline in the 

number of new establishments since 1999. Second, the ten Western German federal states 

attracted at all points in time by far more FDI objects than the six Eastern German federal 

states, although the peak difference in 1999 has sharply declined in recent years.6 

 

 

                                                 
6 Note that Berlin is attributed to East Germany. 
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Figure 2: Evolution of the number of affiliates into East and West Germany (1997-2005)  
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Source: Own calculations. Data from Deutsche Bundesbank (2008) 

 

Information on German federal states is extracted from Eurostat and the German 

Statistical Office.7  includes only those tax rates that vary at the federal state level, which 

are in Germany the real estate and the business tax. Wages and land rents are the prices of the 

input factors. Two alternative wage measures will be included in the empirical estimations. 

On the one hand, one can better illustrate the sectoral variation of FDI by using regional 

wages, which are available from Eurostat for the main service and manufacturing sectors. On 

the other hand, and following the critique by Bellak et al. (2008), gross wages are not an 

adequate measure for labour costs, so that unit labour cost are defined instead as 

itt
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with  as the total employment and  as the gross value added in region i at time t. 

The unit labour cost measure bears the advantage of being more directly linked to the 

itemp itgva

                                                 
7 For a complete list of explanatory variables, see Table A-1 in the appendix. The correlation matrix for these 
variables is provided in Table A-2 in the appendix. 
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profitability of FDI.8 Due to missing information on the gross value added at the industry 

level, this second measure refrains from explaining any sectoral differences in inward FDI. 

Market accesses in the chosen location i and in all other regions l is represented by the GDP 

in market i and the sum of the GDPs in all other potential markets, respectively. An 

infrastructure index is constructed out of the relative length of railroads, highways, roads and 

rivers and the number of airway passengers to approximate internal transport costs. External 

transport costs are captured by a remoteness measure, calculated as the total great circle 

distance of region i’s capital from the capitals of all other regions. A border dummy serves as 

a proxy for the regional-level part of fixed costs, the number of plants with the same country 

of origin within an industry approximates the plant-level part of fixed costs.9 

 

 

5. Results 

 

The results from the conditional logit estimation are displayed in Table 1. All continuous 

variables are taken in logs, which permits an interpretation of the estimated coefficients as the 

approximate elasticities of the probability of an average investor choosing region i (Train 

2003).10 Column 1 contains the results for the basic equation without land prices due to the 

fact that these were not available for the entire sample. Business taxes have the expected 

negative sign, while the real estate tax somehow surprisingly shows a significant positive 

impact. High unit labour costs decrease the probability for a state being chosen as an FDI 

location, while the market potential, internally and to an even bigger extent externally helps 

attracting foreign investors. A good local infrastructure allows for a better attainability of 

potential consumers in the periphery. Against the theoretical predictions, remoteness is in the 

conditional logit regression not a disadvantage. In the preferred nested logit regression 

(compare Table 3), however, this variable turns out to have no significant influence on the 

location choice, possibly due to the fact that big multinationals perceive Germany in reality 

not as an isolated market, but rather as a platform to serve other European countries (see 

Ekholm et al. 2007 for evidence on this issue). Results remain in general stable with the 

                                                 
8 In the absence of a regional price deflator, the unit labour costs are measured in nominal terms. Profitability 
therefore depends also on a firm’s ability to pass on increasing labour costs to the consumer. 
9 To avoid an endogeneity bias in the empirical estimations, the count of plants is lagged by one period. This 
number is then increased by one unit in order to avoid loosing many observations by taking the log of zero.   
10 In fact, the presented coefficients are slight overestimates of the elasticities of location choice probabilities. It 

can be shown that )1( i
i

i

i

i P
P
x

x
P

−=
∂
∂

γ . Hence, the higher the number of alternatives, the closer is the estimated 

coefficient to the actual elasticity. 
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inclusion of a dummy variable for the Eastern German federal states in Column 2. The 

negative impact of unit labour costs decreases, suggesting that this variable partly captured in 

the specification of Column 1 the generally lower attractiveness of East Germany. Land prices 

have a positive effect on the location choice (Column 3) which may indicate (together with 

the positive coefficient of real estate taxes) an overall better land quality in locations where 

prices are also high.  

 

Table 1: Basic regressions (Conditional logit) 
Dependent variable: Choice 
 (1) (2) (3) (4) (5) (6) 

-1.53*** -1.79*** -1.30*** -1.11** 0.65 0.50 bus
ittln  

(0.44) (0.45) (0.50) (0.50) (0.60) (1.39) 
1.80*** 2.02*** 1.48*** 1.35*** 0.38 0.53 est

ittln  
(0.21) (0.22) (0.30) (0.30) (0.35) (0.93) 

-2.30*** -1.80*** -1.39*** -1.43***  0.05 
itulcln  

(0.34) (0.39) (0.45) (0.45)  (1.56) 
  0.15*** 0.12** 0.15** 0.02 

itrln  
  (0.06) (0.06) (0.07) (0.10) 

1.01*** 1.00*** 0.92*** 0.83*** 0.39*** 5.35** 
itMAln  

(0.06) (0.06) (0.07) (0.07) (0.12) (2.29) 
0.85*** 0.82*** 0.62*** 0.55*** -0.08 -0.22 

iitφln  
(0.14) (0.13) (0.16) (0.16) (0.19) (1.28) 

4.80*** 5.04*** 4.19*** 4.04*** 3.59*** 3.45 ∑
l

ltMAln  
(0.60) (0.61) (0.70) (0.70) (0.94) (14.06) 

0.57*** 0.61*** 0.35** 0.38** 0.17  ∑
l

ilφln  
(0.14) (0.14) (0.17) (0.17) (0.22)  

0.68*** 0.68*** 0.68*** 0.47*** 0.57*** 0.46*** c
iktNln  

(0.02) (0.02) (0.02) (0.03) (0.04) (0.03) 
   0.18***  0.18*** f

iktNln  
   (0.02)  (0.02) 

0.22*** 0.19*** 0.20*** 0.30*** 0.18*** 0.32*** c
iZ  

(0.04) (0.04) (0.04) (0.04) (0.06) (0.04) 
    0.30***  

iktwln  
    (0.06)  
    0.25***  d

iktNln  
    (0.09)  

East-West dummy no yes yes yes yes no 
Federal state 
dummies 

no no no no no yes 

Observations 102256 102256 92383 92383 43372 92383 
Pseudo-  2R 0.23 0.23 0.24 0.25 0.22 0.25 
Note: Robust standard errors in parentheses with significance at the *** p<0.01, ** p<0.05, * p<0.1 level 

 

In Column 4, in addition to the number of affiliates in the same sector and with the 

same country of origin ( ), the total number of affiliates in the same sector aggregated over 

all foreign countries of origin ( ) is included. As expected, the positive influence of the 

aggregate cluster variable is smaller than the impact of the country-specific cluster variable, 

which confirms that firms particularly benefit from national networks, where no language or 

c
iktN

f
iktN
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cultural barrier impedes interchanges. Interestingly, the coefficient of  has decreased. This 

result corresponds well to the theoretical prediction of intense competition lowering the 

positive network externalities.  

c
iktN

The inclusion of sectoral wages and the number of total units within one sector (  ) 

in Column 5 reduces the sample size by one half, so that the results are not directly 

comparable to the other specifications. Note, however, that the coefficient on the market 

potential drops, while wages increase the probability that region i is chosen by (1-

0.0625)*0.30*100%=28%. In the absence of data that would allow calculating unit labour 

costs at the sector level, wages may also reflect purchasing power.  

d
iktN

The inclusion of federal state dummies in Column 6 leads to substantial changes in the 

estimated coefficients. While the coefficients’ sign and magnitudes of the agglomeration 

variables and the border dummy remain stable, taxes, factor prices, the external market 

potential and the infrastructure variable become insignificant. By contrast, the coefficient on 

the local market potential expands dramatically. This result is not entirely surprising and in 

line with the findings of Crozet et al. (2004) for inward FDI into French departments. As in 

their study, differences in market potential may be more important over time than across 

federal states. For the other explanatory variables, in contrast, the time-invariant cross-

sectional component explains location choices better than the time-series variation, an effect, 

which is in the specification of Column 6 already absorbed by the fixed effects.  

 

Table 2: Individual country regressions (Conditional logit) 
Dependent variable: Choice 
 (1) (2) (3) (4) (5) 
 NL USA CH GB F 

-3.34*** 0.17 -5.40*** -2.51 -2.34* bus
ittln  

(1.26) (1.32) (1.46) (1.63) (1.37) 
2.72*** 1.77*** 3.17*** 2.71*** 1.82*** est

ittln  
(0.62) (0.64) (0.69) (0.81) (0.65) 

-4.20*** 0.99 -2.66** -3.12** -1.23 
itulcln  

(1.14) (1.17) (1.25) (1.37) (1.43) 
0.84*** 1.44*** 0.46** 1.39*** 0.44** 

itMAln  
(0.13) (0.20) (0.21) (0.23) (0.20) 

1.35*** 0.78* 1.64*** 1.27*** 1.48*** 
iitφln  

(0.41) (0.41) (0.45) (0.46) (0.50) 
5.36*** 10.87*** 0.57 7.67*** 2.69 ∑

l
ltMAln  

(1.57) (2.00) (2.06) (2.26) (2.19) 
0.82** 1.72*** 0.86* 0.69 1.42*** ∑

l
ilφln  

(0.42) (0.45) (0.47) (0.50) (0.46) 
0.63*** 0.71*** 0.65*** 0.70*** 0.74*** c

iktNln  
(0.05) (0.07) (0.08) (0.08) (0.08) 

0.49***  0.16  0.13 c
iZ  

(0.18)  (0.16)  (0.15) 
East-West dummy yes yes yes yes yes 
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Observations 23136 14416 10960 10256 9440 
Pseudo-  2R 0.24 0.27 0.24 0.26 0.18 
Note: Robust standard errors in parentheses with significance at the *** p<0.01, ** p<0.05, * p<0.1 level 

 

In Table 2, the basic conditional logit model is re-estimated for each of the most 

important countries of origin separately. Before turning to the interpretation of these 

regressions, please note that in Table 3, the likelihood-ratio test and the inclusive value 

parameters support the nesting structure for the whole sample and for two of the country 

regressions.11 Interestingly, the coefficients for the whole sample in Table 3, Column 1 are 

equal in sign, but smaller in magnitude than their counterparts in Column 1 of Table 1. This 

finding suggests that inside East and West Germany the push and pull forces of the 

explanatory variables are weak compared to the situation where the federal states are chosen 

independent of the nests.  

At the individual country level, it is remarkable that labour costs are essential for all 

but French and US investors, while the latter are, in contrast, even more attracted by a high 

internal and external market potential. The local infrastructure demonstrates importance for 

all except Dutch investors, for whom in turn, a common border matters when deciding where 

inside Germany to locate an affiliate. Although Figure A-1 indicates that affiliates of Swiss 

multinationals are predominantly located in Baden-Wurttemberg and Bavaria, the border 

dummy does not exhibit a significant influence (compare Table 2, Column 3). By contrast, the 

remoteness of a German region significantly attracts Swiss investors. Table A-2 reveals a 

positive correlation between these two variables, indicating that there is a possibility that the 

remoteness term picks up part of the border effect. Finally, it is noteworthy that the 

agglomeration variable remains very stable and significant in all individual country 

regressions. Thus, over all specifications in Tables 1-3, the coefficient of the national cluster 

variable fluctuates only between 0.46 and 0.74, a small range, which suggests that attracting a 

critical number of affiliates from one country pays off to a reliable extent.   

 

Table 3: Basic and country regressions (Nested logit) 
Dependent variable: Choice 
 (1) (2) (3) (4) (5) (6) 
 All NL USA CH GB F 

-1.19*** -1.02 0.08 -3.22** -1.71* -2.09 bus
ittln  

(0.31) (1.01) (1.39) (1.56) (1.03) (1.74) 
0.91*** 0.88 1.62* 1.64* 1.24* 1.29 est

ittln  
(0.18) (0.59) (0.98) (0.89) (0.65) (1.23) 

                                                 
11 The regressions in Column 1, 2 (Netherlands) and 5 (Great Britain) show inclusive parameters that lie within 
the range of [0;1] and the LR-test rejects the null of equivalency of the conditional and the nested logit 
estimation. For this reason, the respective nested logit regressions are referred to when interpreting the results. 
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-2.13*** -2.99*** 0.71 -2.62*** -3.32*** -0.90 
itulcln  

(0.25) (0.84) (1.53) (0.82) (0.83) (1.22) 
0.61*** 0.49*** 1.39*** 0.23 0.80*** 0.30 

itMAln  
(0.06) (0.13) (0.53) (0.18) (0.22) (0.27) 

0.44*** 0.52 0.73 1.04** 0.70* 1.03 
iitφln  

(0.11) (0.34) (0.49) (0.44) (0.36) (0.69) 
1.54*** 1.40 10.04** -1.37 2.58 1.41 ∑

l
ltMAln  

(0.52) (1.43) (5.04) (1.60) (1.83) (3.09) 
-0.01 0.00 1.54 0.35 -0.06 0.86 ∑

l
ilφln  

(0.11) (0.35) (0.95) (0.36) (0.35) (0.86) 
0.55*** 0.51*** 0.72*** 0.48*** 0.56*** 0.63*** c

iktNln  
(0.03) (0.06) (0.14) (0.14) (0.09) (0.24) 

0.17*** 0.23*  0.25*  0.07 c
iZ  

(0.03) (0.14)  (0.13)  (0.14) 
IV parameters       
East 0.46*** 0.49*** 0.92** 0.46* 0.39*** 0.61 
 (0.05) (0.12) (0.40) (0.24) (0.14) (0.48) 
West 0.81*** 0.81*** 1.02*** 0.79*** 0.79*** 0.85*** 
 (0.03) (0.07) (0.20) (0.15) (0.09) (0.28) 
LR-test (IV=1) 55.18*** 6.884** 1.185 3.314 5.926* 0.944 
Observations 102256 23136 14416 10960 10256 9440 
Investments 6391 1446 901 685 641 590 
Note: Standard errors in parentheses with significance at the *** p<0.01, ** p<0.05, * p<0.1 level 

 

 

6. Conclusions 

 

This study examines and identifies the main determinants of inward FDI into German federal 

states during the time span 1997-2005. The empirical approach builds upon a theoretically 

derived profit function of a representative firm located in a certain region. The newly 

introduced theory-consistent specification of fixed costs shows a significant influence in the 

conditional and the nested logit estimations. Although the coefficient estimates of both 

models are close, the nested logit structure is preferred for the whole sample and for two of 

the individual country regressions, for which the inclusive values point out that East German 

federal states are closer substitutes to each other than to West German federal states and vice 

versa.  

The findings are of high interest not only for the scientific community but also for 

policy makers. The insight that local demand, infrastructure, labour costs and taxes 

significantly influence foreign investors in their location choices represents indispensable 

information for regional policy makers when reflecting about ways to enhance the location 

attractiveness in general or to investors from certain countries. This latter strategy might be 

particularly solid, since a critical mass of affiliates from one country is a reliable pull factor 

for other investors from the same country.  
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 Although insightful, this study is limited by the somewhat restrictive assumption that 

investors are homogenous. Due to lacking information about the characteristics of foreign 

multinational firms, however, a possible heterogeneous behaviour of firms investing abroad 

cannot be accounted for. This task is left for future research.  
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Appendix 

 

Figure A-1: Number of affiliates by country of origin (1997-2005) 
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Note: In order to retain the confidential nature of the data, country of origin-federal state combinations with less 

than three observations have been made anonymous and defined to count at least three observations. 

Source: Own calculations. Data from Deutsche Bundesbank (2008) 

 

 

Table A-1: List of variables 
Variable Definition Source 
   

bus
it  Log of business tax in percent Federal Statistical Office 
est
it  Log of real estate tax in percent Federal Statistical Office 

iulc  Log of unit labour costs measured as the ratio of labour 
compensation per labour input and labour productivity 

Federal Statistical Office 

ikw  Log of gross wages within a NACE Rev. 1 sector Eurostat 

ikr  Log of prices of building land per qm² Federal Statistical Office 

iMA  Log of GDP in federal state i at current market prices  Federal Statistical Office 

∑
l

lMA  Log of total GDP in federal states l at current market prices Federal Statistical Office 

∑
l

ilφ  Log of total great circle distance between federal state i and federal 
states l as measured by the harvesine formula 
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iiφ  Infrastructure index calculated from the length of motorways, other 
streets, rivers and railway 

Federal Statistical Office 

c
iZ  Dummy = 1 if region i and country j share a common border   

f
ikN  Log of number of MNE affiliates in the same industry  MiDi  
c
ikN  Log of number of MNE affiliates in the same industry and with the 

same country of origin 
MiDi 

d
ikN  Log of number of local units in the same industry Eurostat 

 

 

Table A-2: Correlation matrix of the explanatory variables (all in logs) 
 bus

it  est
it  iulc  ikr  iMA  iiφ  ∑

l
lMA

 

∑
l

ilφ  
c
ikN  d

ikN  ikw  

bus
it  1           
est
it  0.6017 1          

iulc  -0.1891 -0.0553 1         

ikr  0.5224 0.5003 -0.3624 1        

iMA  0.1947 -0.125 -0.2745 0.4736 1       

iiφ  0.5635 -0.1757 -0.1854 0.2918 0.5242 1      

∑
l

lMA

 
-0.1932 0.1361 0.0208 -0.2679 -0.7293 -0.3612 1     

∑
l

ilφ  0.0945 -0.2474 -0.1538 0.3738 0.3712 0.3081 -0.3573 1    

c
ikN  0.2496 0.0026 -0.2469 0.3783 0.5724 0.4045 -0.473 0.2461 1   
d
ikN  0.0201 -0.0742 -0.1198 0.1782 0.4084 0.2141 -0.0976 0.148 0.361 1  

ikw  0.2074 -0.055 -0.1698 0.4 0.7052 0.4251 -0.4813 0.2842 0.6011 0.7623 1 
c
iZ  0.0788 -0.0993 0.0946 0.0187 0.1371 0.1905 -0.142 0.1472 0.2077 0.0637 0.1044 
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