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The debate around Germany'’s future viability as a business
location has gained intensity with the energy crisis and is
fuelling concerns of growing deindustrialisation. An analysis of
SMEs’ foreign investment conducted on the basis of the
representative KW SME Panel 2023 revealed that companies
still have little desire to relocate business activities abroad.
During the 2019-2022 period, only just 1.7% of all small and
medium-sized enterprises invested abroad. At around 65,000
companies, that was only around half as many as before the
CQOVID-19 crisis. Most importantly, only 3.8% of all SMEs plan
to invest abroad in the coming years as well — and primarily to
expand into new sales markets. This likely also involves
seizing opportunities for growth presented by the green
transformation, which is leading to growing demand for climate
technologies and greenhouse gas-neutral products around the
world. Thus, companies that intend to further expand their
offerings of green products in the future are three times more
likely to plan foreign investments than others. However,
significantly fewer businesses see lower taxes, less regulation,
lower labour costs or a better supply of skilled labour as a
decisive reason to invest abroad. Electricity and gas prices
also play a comparatively minor role in the decision to invest
outside the national border. Europe continues to be the main
investment destination, although there has been a significant
shift from western and northern Europe towards eastern
Europe. Outside Europe, the US has become more attractive
while only a very small portion of businesses see China as a
worthwhile investment destination. Even if a sharp rise in
SMEs’ foreign investment and an increasing relocation of
small and medium-sized businesses should hardly be
expected, Germany’s competitiveness as a business location
has come under increasing pressure and must urgently be
addressed.

Energy crisis is fuelling fears of a deindustrialisation of
Germany

Ever since energy prices rose as a result of Russia’s war of
aggression on Ukraine, a new debate has erupted around
Germany’s future viability as a business location. However,
the KfW Internationalisation Report 2023 has revealed that
SMEs are far from regarding energy costs as the main risk to
their future international competitiveness. What they are most
concerned about is bureaucracy, taxes and levies as well as
environmental and climate regulations. Manufacturers in
particular are experiencing labour shortages as a growing
problem." Moreover, countries such as the US have created
incentives for investments from abroad with state subsidy
programmes such as the Inflation Reduction Act. This is
fuelling concerns over an exodus of German businesses and

Note: This paper contains the opinion of the authors and does not necessarily represent the position of KfW.

growing deindustrialisation of the country, which is being
associated with a loss of prosperity and growth.?

However, an analysis of foreign investment by SMEs as part
of the representative KfW SME Panel 2023 does not suggest
that locations are increasingly being moved abroad. During
the 2019-2022 period, significantly fewer small and medium-
sized enterprises invested abroad than before the COVID-19
pandemic. Most importantly, however, only 3.8% of all SMEs
plan to invest abroad in the coming years as well — and
primarily to open up new sales markets. Past studies have
shown that foreign investment usually goes hand-in-hand with
domestic investment instead of replacing it. This applies in
particular to foreign investment aimed at tapping into new
markets and expanding the distribution network.?

SMEs’ appetite for foreign investment declined during the
pandemic

In the 2019-2022 period, only around 1.7% of all SMEs
invested abroad, which represents around 65,000 of the 3.81
million SMEs in Germany (Figure 1). That means the already
low share of small and medium-sized enterprises with cross-
border investments fell again during the COVID-19 crisis.
During the 2012-2015 period, that share was still around
3.5%. In other words, the number of businesses that
undertook foreign investments was twice as high, at nearly
130,000.# Foreign investment comprises, among other things,
the establishment, expansion or modernisation of an own
production or distribution facility outside the country or a
participation of at least 10% in foreign enterprises. It does not
include the acquisition of purely financial assets such as
bonds or shares. Foreign investment therefore should be
interpreted as an expression of long-term, strategically
oriented corporate decisions and not so much as the result of
investment decisions with a short-term horizon.

The volume of SMEs’ foreign investment during the 2019—
2022 period can be estimated at EUR 10 to 15 billion and is
thus on a similar scale as it was in 2012-2015 — despite a
lower number of investors. This means the average
investment budget has grown considerably since the period
before the COVID-19 crisis.® Compared with the total foreign
direct investment made by all German businesses, which
amounted to around EUR 196 billion in 2022 alone®, SMEs’
foreign investment volume remains low. It also continues to
play a minor role compared with SMEs’ overall investment
volume — around EUR 754 billion in the 2019-2022 period.
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Figure 1: Share of SMEs with foreign investment in the
2019-2022 period

By sector and size class, in per cent.
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Note: Foreign investment includes, for example, the establishment, expansion or
modernisation of a company’s own production or distribution facility outside the
country. It also includes acquiring an interest of at least 10% in an enterprise
abroad. Employees in full-time equivalents. Extrapolated on the basis of the
number of enterprises.

Source: KW SME Panel 2023

Only larger SMEs with an annual turnover in excess of

EUR 50 million carry out foreign investments more often. More
than one in ten of them made cross-border investments during
the 2019-2022 period. This is mostly due to the enormous
human and financial resources required by such investments.
It is generally not worthwhile for companies that generate only
limited production and sales quantities to distribute them
across multiple locations. As a result, large enterprises remain
the key drivers of cross-border investment activity. As is the
case for SMEs, firms that invest abroad are most likely to be
manufacturers.

Europe remains the most important target region of
SMEs’ foreign investment

Around two thirds of all small and medium-sized enterprises
that invested abroad in the 2019-2022 period invested in
Europe (Figure 2). Thus, Europe remains the most important
target region for cross-border investment by German SMEs.
However, shifts have occurred within Europe compared with
the 2012-2015 period.” Eastern Europe continued to gain in
importance as an investment destination for SMEs. Around
one in three SMEs that invested abroad did so in Eastern
Europe. That was 11 percentage points more than in the four-
year period of 2012-2015. Poland, in particular, with its
growing transport infrastructure, abundant supply of highly
qualified skilled workers and dense network of suppliers has
evolved to become an attractive production location directly
bordering on Germany. But Poland still has some catching up
to do in making renewable energy available, which plays a
role for a growing number of businesses that measure their
carbon footprint. Still, this can also create good investment
opportunities for foreign companies that manufacture heat
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pumps, wind turbines or electric vans there, for example.®
Western and northern Europe, on the other hand, has become
less attractive as an investment destination. Only one in three
SMEs with cross-border investments has been active here,
while in the past it used to be around half. Not least, this can
likely be traced to Brexit, which was completed in early 2020.
Planning and legal uncertainties have led to a retreat of many
European businesses from the United Kingdom and to a
slump in foreign direct investment in the country that used to
be the preferred investment destination in the EU.® Southern
Europe remains the destination for around one in five foreign
investors.

Figure 2: Target regions of SMEs’ foreign investment

Share of all SMEs with foreign investment that invested in the respective target
region in the 2019-2022 period, in per cent.
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Source: KW SME Panel 2023

China is becoming less attractive as an investment
destination

Also worth noting is China’s lower importance as an invest-
ment destination for SMEs. Just barely 3% of all SMEs that
invest abroad have established or modernised production or
distribution locations in the country or acquired a participation
in Chinese companies. During the 2012—2015 period, it was
still around 15%. The COVID-19 crisis has made the country
less attractive. Its economic development has fallen behind
expectations, while geopolitical tensions have further
escalated. The supply chain disruptions of past years have
prompted many companies to reassess their value chains and
reduce their economic dependence on China by diversifying
their supply chains. Furthermore, state subsidies for domestic
enterprises and strict regulation of market access for foreign
investors in China create unequal competitive conditions that
make it difficult for smaller German SMEs in particular to gain
a foothold there.®

The US is becoming increasingly important for foreign
investment by SMEs

The US, on the other hand, has gained in attractiveness. More
than 14% of all SMEs that invested in the 2019-2022 period
did so in the US. That was an increase of 8 percentage points
on 2012—-2015. This trend is likely to continue in the future. In
addition to offering high sales potential, the US primarily has



lower energy costs than many European countries.!" At the
same time, the US has set targeted incentives for investment
by foreign companies in the US with its Inflation Reduction
Act. For example, in order to qualify for state support for the
manufacture of electric cars, a portion of the battery minerals
must be extracted, processed or recycled in the US or a free
trade partner country. The final assembly of electric cars must
also take place in the US or one of the countries with which
the US has a free trade agreement. The failure of the TTIP
negotiations means that European Union countries are not
among them'2

Some 15% of the 65,000 SMEs invested in Russia in the past
four years, a proportion that primarily reflects the situation

prior to the outbreak of the war in Ukraine and is likely to have
decreased substantially since then, not least as a result of the
state sanctions by the EU and retaliatory measures by Russia.

A mass exodus of SMEs should not be expected in the
future

Even if individual countries are becoming more attractive for
foreign investors, there are no signs that foreign investment by
SMEs will rise sharply in the coming years as a result of
increasing production relocations of small and medium-sized
enterprises. Rather, the representative findings of the KfW
SME Panel 2023 suggest that their propensity to invest
abroad in the future is likely to remain on a similar level as it
was before the COVID-19 pandemic. Thus, not more than
3.8% of all 3.81 million SMEs in Germany plan to invest
abroad in the next three to five years (Figure 3).

The share of businesses that ultimately invest abroad is likely
to remain below 3.8% because not all of them will actually put
their investment plans for the coming years in place. In early
September 2023, only around 50% of all small and medium-
sized enterprises that had planned to invest at home or
abroad in the current 2023 financial year had actually followed
through on their original plans. Around 37% of businesses
reported that they reduced or deferred the investments they
had planned for the year 2023 and around 13% even aban-
doned their planned projects altogether. Such revisions of
investment plans could also be observed in previous years
and are likely in the future as well. Besides the economic
situation, factors that play a role include the development of
the interest rate level, expectations of rising costs and the
generally high uncertainty about the future business
environment. '3
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Figure 3: Share of SMEs with foreign investments planned in
the next 3 to 5 years

By sector and size class, in per cent.
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Note: Employees in full-time equivalents. Extrapolated on the basis of the
number of enterprises.

Source: KW SME Panel 2023

There is much to suggest, however, that it will primarily be
high-turnover companies and those of the manufacturing
sector that will drive foreign investment by SMEs in the
coming years as well. The share of SMEs with annual turnover
of more than EUR 50 million that are planning to invest is
13.9% — nearly four times as high as among enterprises with
less than EUR 1 million in annual turnover. And the share of
such businesses in the manufacturing sector is 6.8%, which is
significantly higher than, for example, in the services sector or
in construction (Figure 3). Traditionally, these structural differ-
ences occur not just in foreign investment but, for example,
also in export turnover. They can hardly be seen as a sign of
advancing deindustrialisation.

Page 3



KfW Research

Figure 4: Tapping into new markets as a dominant motive for investing abroad

Share of enterprises for which the aspect listed is a key motive for investing abroad as a percentage of all enterprises that completed foreign investments in the
2019-2022 period or plan foreign investments in the next three to five years, respectively.
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Main purpose of foreign investment is to open up new
sales markets

By far the most important motive for foreign investment is to
tap into new sales markets. This was one of the key motives
for around 60% of all businesses that invested abroad during
the 2019-2022 period. Accessing new markets is also an
important motive for around two thirds of businesses that want
to invest abroad in the future. This shows that investment
activity in the SME sector is clearly driven by the desire to
grow.

The green transformation is also likely to play a role here.
More and more countries have made net zero commitments,
so that global demand for climate technologies and green-
house gas-neutral products is likely to continue growing. For
Germany as the world’s second largest exporter of environ-
mental and climate-smart goods, this creates considerable
growth opportunities'* — which business must also seize by
setting up production and distribution locations abroad.
Against this background, it is hardly surprising that companies
that intend to further expand their offerings of green products
in the future are three times more likely to plan foreign
investments than others.

Lower tax burden and less regulation

While growth motives are clearly paramount, some SMEs also
invest with the aim of reducing their tax burden. This is an
important motive for 38% of all businesses that plan to invest.
A similar proportion — 35%, to be precise — are hopeful that
shifting some of their activities abroad will result in a lower
burden from regulatory requirements. This does not allow
conclusions as to what requirements enterprises in Germany
regard as particularly onerous. Labour market regulations,
environmental and climate requirements, but also the new
German Act on Corporate Due Diligence Obligations in Supply
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Chains, for example, could play a role here. The fact that
SMEs regard taxes, levies and red tape as risks for their future
competitiveness at their German location was also highlighted
by the KfW Internationalisation Report 2023.

The administrative burden index of the Federal Statistical
Office shows a reduction in the administrative burden on
businesses. It fell from 100 index points in 2012 to 96 index
points in September 2023. However, the administrative burden
index only measures the burden posed by the submission of
requests, reports, evidence and similar — typically known as
paperwork. This creates around EUR 65 billion in annual costs
from federal regulations alone.'®

A more comprehensive measure of the cost of meeting legal
regulations is expressed by compliance costs. Besides docu-
mentation, reporting and labelling obligations, it includes, for
example, the costs involved in complying with minimum tech-
nical standards and meeting occupational or environmental
safety standards. Compliance costs have continuously
increased since 2019.6

Lower labour costs and improved availability of skilled
workers

Reducing labour costs is a key motive for around three in ten
SMEs that plan to invest abroad in the next three to five years.
This cost motive is likely to play an important role particularly
for investments in eastern Europe.'” Labour costs in Bulgaria
and Romania, but also in Poland, Lithuania, Latvia, Estonia,
the Czech Republic and Slovenia, are still well below the level
in Germany, where labour costs amounted to EUR 39.50 for
each hour worked in the year 2023.'8 Not only do many of
these countries have lower labour costs, they also provide
access to skilled workers. The share of highly skilled workers
— university graduates as well as individuals with qualifications



such as master craftsperson or technician — has grown
significantly in almost all EU countries in the past years.'® At
the same time, while the shortage of skilled labour is also a
growing problem in most EU countries, it is not nearly as
pronounced yet as in Germany.?® And for some investors, this
also matters. Around 29% regard the improved availability of
skilled workers as a major reason for their planned foreign
investment.

Energy costs are not among the main drivers

Reducing electricity costs is a major motive for only one in four
businesses, and lowering gas costs even for only one in six
enterprises with cross-border investment plans. To be sure,
reducing energy costs — especially electricity costs — plays a
more important role for companies that want to invest abroad
in the coming years than for those that invested abroad during
the 2019-2022 period. But it is not among the main drivers of
foreign investments by SMEs. This is likely due to the fact that
SMEs broadly regard energy costs as manageable and most
of them do not perceive them as a serious disadvantage in
international competition.?’

Other studies have also come to the conclusion that energy
costs are not among the key drivers of location decisions,
although they are important for individual energy-intensive
industrial segments such as the metal or basic chemicals
industry.?? With a view to gas prices, analyses have shown
that the consequences of the price increases are concentrated
on few products with high gas intensity. Most of these are
inputs that generate disproportionately low value and, in many
cases, are easy to import. Looking ahead, Germany could
lose production locations here but this is unlikely to result in a
substantial loss of value creation, employment and income. 23

Access to expertise — and raw materials

For around 20% of all SMEs with cross-border investment
plans, access to expertise is also an important motive. This
applies to services businesses, which can expand their
knowledge and skills by taking over or acquiring an interest in
a foreign business, but also for manufacturing SMEs as a way
to access new production technologies. On the other hand,
access to raw materials — a major motive for around 15% of
investment planners — is relevant primarily for manufacturing
enterprises. However, shifting capacity abroad plays a very
minor role compared with other measures aimed at securing
the supply of raw materials. Thus, up until September 2022,
only 1% of all small and medium-sized enterprises that source
raw materials and inputs had shifted at least part of their pro-
duction abroad. A much greater number of SMEs increased
their stockpiles (30%) or sought new suppliers in other supply
regions (24%) in order to reduce their supply risk.?*

Exchange rate risks do not exist in the euro area and therefore
have little relevance for SMEs that mainly invest in Europe.
The same applies to trade barriers in the destination country,
which play a role primarily outside the EU internal market and
are likely to have more significance for large enterprises,
which invest more often in the US, China and other non-
European countries than SMEs.

Focus on Economics

Box 1: Foreign investment by large enterprises

Large enterprises are the main drivers of foreign investment.
Germany has roughly 2,300 enterprises that generate annual
turnover in excess of EUR 500 million. These were also
surveyed about their foreign investments as part of the KfW
Climate Barometer 2023.2° Some 43% of them invested
abroad in the 2019-2022 period. This demonstrates that
here as well, the share of investors declined in the COVID-19
crisis compared with previous surveys.?® Around 42% of all
large enterprises plan to invest abroad in the next three to
five years. This shows that a sharp increase in investment
appetite is unlikely in this segment as well. The findings point
to a very similar set of motives as in the SME sector. Tap-
ping into new sales markets is a key driver for three in four
enterprises. Reducing labour costs is the main driver for
around one in every three businesses, while not even one in
seven companies see saving electricity or gas costs as a
priority. Unlike for SMEs, trade barriers in the destination
country and exchange rate risks are a major reason for
around one in four enterprises wishing to invest abroad.

Foreign investment as a driver of growth

The debate around Germany'’s attractiveness as a business
location and possible deindustrialisation often takes a critical
view of the foreign investments of German firms and interprets
them as an outflow of capital that reduces growth and pros-
perity in Germany.?” There is much to challenge such a view.
A very important motive for businesses — both SMEs and large
enterprises — to invest abroad is to tap into new sales mar-
kets.?® Establishing new distribution locations or joint ventures
with foreign enterprises enables German companies to better
unlock growth potentials abroad. Where the priority is to
reduce labour or energy costs, shifting some of the production
enables them to make use of comparative advantages.
Moving labour- or energy-intensive processes to countries
with lower wages, electricity or gas prices strengthens the
productivity and competitiveness of German enterprises and
can therefore also contribute to securing employment in
Germany.?® In most cases, foreign investments do not replace
investments at home but supplement them. This was stated by
92% of large enterprises that invested abroad.3? Investment
decisions are rarely made on the basis of single locational
factors — such as electricity or gas prices — but always take
into consideration the business environment as a whole.

Nevertheless, the concerns over Germany'’s future viability as
a business location must be taken seriously. As the KfW
Internationalisation Report has shown, risks are definitely
looming for Germany’s future competitiveness. Businesses
are particularly worried about bureaucracy but also about
taxes and levies as well as environmental and climate regu-
lations. The findings of the PISA study recently underscored
yet again the fact that there is an urgent need for action
around the topic of building capacities and skilled labour. And
energy costs need to be taken into consideration as well —
even though they are not the main risk. Germany’s compara-
tive advantages — highly trained workers, a solid and, most of
all, reliable regulatory framework, intense research activity and
efficient production technologies3'— are by no means guaran-
teed for the future. Preserving them will require good ideas
and effective strategies and, most of all, political will and
implementation strength.
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