


The differences between East and West Germany are probably due to the different economic
systems each experienced for nearly 50 years. A number of empirical studies (Fritsch 2004;
Fritsch & Slavtchev 2008) strongly suggest that transformation of the East German economy
into one similar to that of West Germany may well take several decades. A lower level of
regional industry concentration in East Germany is one result of the still existing differences
between the two parts of the country.'’ Our finding that new businesses’ location decisions in
East Germany are not as much localized, i.e. not as much shaped by other region-specific
location factors than natural advantages as compared to West Germany confirms this view.
The relatively high level of public subsidies for new as well as incumbent businesses
available in East Germany may also play a role here because these higher subsidies lower the
pressure to e.g. exploit the economic advantages of spillovers or enable establishments to
survive at relatively unfavorable locations.

Existing research on successful agglomerations, such as Silicon Valley, where advantages
other than natural ones appear to be at work suggests that such locations are heavily
dependent for their success on the existence of a sophisticated and well-working regional
network. This, in turn, depends on the “investor friendliness” of a country’s legal and fiscal
environment as well as its social institutions and overall business culture. The “systems of
innovation” literature has been instrumental in making the connection between social
institutions and innovation (Freeman 1987; Lundvall 1992; Nelson 1993). One of the best
examples of this linkage is a comparison between Silicon Valley in California and Route 128
in Boston, Massachusetts, both high-tech districts, but widely divergent in the way they
evolved (see, e.g., Saxenian 1994). Gilson (1999), as well as Armour and Cumming (2006),

argue that much of Silicon Valley’s greater success (compared to Route 128) is the result of

'"'In an analysis of the efficiency of regional innovation systems in Germany, Fritsch and Slavtchev (2008) find
significantly lower efficiency estimates for East German regions, which may be regarded an indication of a
lower level of other geographically bounded location factors than natural advantages.
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institutional factors. Massachusetts law contains a provision regulating post-employment
covenants not to compete, whereas California law does not. Accordingly, “any firm connected
to the personal networks through which information and employees flowed in Silicon Valley
could benefit from the best innovation produced in the entire cluster rather than the best
innovation produced by their own, proprietary research and development efforts™ (Fallick et
al. 2006).

Klepper (2009) tells a similar story with regard to institutions and their impact on the
emergence of spinoffs. According to this line of research, the spinoff process might well be
hampered by trade secret laws (Jackson 1998) or post-employment covenants not to compete
(Stuart & Sorensen 2003). Both of these legal restrictions constrain individuals in the
exploitation of regional knowledge stock, which is tantamount to inefficient resource
utilization and may affect regional innovation and growth (Audretsch 2007). Or, put in
another way, we can conclude that geographically bounded location factors like, for instance,
local knowledge spillovers basically guarantee that the apple doesn’t fall far from the tree,
i.e., new entrants choose locations in proximity to incumbents. However, depending on the

regional environment, some trees might produce more apples than others.
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