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Long Abstract

In two recent contributions, Ottaviano and Peri (2005, 2006) argue that a culturally diversified population, measured in terms of the primary language spoken at home, is an asset for a city in the Unites States. A diversity index, which describes the fractionalization of the local population into different linguistic groups, is robustly positively related with average wages, land rents and employment density of the local US-native population. This suggests that positive regional effects of diversity outweigh potential negative effects, such as increased communication costs or social conflicts within the city. Furthermore, since the fractionalization of the foreign workforce tends to increase native wages, their findings suggest that local cultural diversity has positive regional effects because it raises productivity, not because it is a consumption amenity that is appreciated by a tolerant native population.

It is not at all clear if these results for the US are representative for all developed countries. The United States are a classical immigration country. Their major metropolitan areas (like New York or Los Angeles) always have been ´melting pots´ for people from various cultural backgrounds, and the most favourite destinations for migrants from all over the world. Immigration laws are mainly based on economic grounds. For many European countries, including Germany, matters have been entirely different for a long time. International immigration has been considerably smaller. The laws have been stricter and were based, in the particular case of Germany, at least partly on other than economic criteria (national origin, refugee status, etc.). These historical differences are reflected in the composition of German cities in terms of nationalities or languages. Foreign workers account for a smaller share of the workforce than in the US, and the group of foreigners tends to be more homogeneous. 

Given the institutional, cultural and historical differences between Europe and the US in this respect, it is not at all clear if the positive regional effects of cultural diversity that Ottaviano and Peri have found for the US are similarly present in a continental European country like Germany. One purpose of this paper is to check if this is actually so: Do we observe similar positive effects of cultural diversity at the local level in Germany? The second and main purpose of this paper is then to extend the analysis by Ottaviano and Peri (2005, 2006) by paying closer attention to the skill composition of the foreign workforce. In their theoretical and empirical analysis Ottaviano and Peri implicitly treat all non-English speaking workers as equally skilled, i.e., they do not distinguish between skilled and unskilled foreign workers but only study if the impact of cultural diversity may be different for skilled and for unskilled US-natives. 

However, immigrants and foreign-born workers are not at all homogeneous in terms of their skill level. From the regional perspective it may well be that the effects of skilled foreign workers are different from the effects of unskilled foreigners. In particular, positive effects of diversity on productivity seem more plausible when skilled foreign workers are considered, because inter-cultural learning and knowledge spillovers – potential candidates that can explain why diversity may raise productivity – reasonably require a certain education level on the part of the foreigners in order to warrant a common basis for communication.

This paper studies the effects of diversity of foreign born workers on regional development in Germany. We use an estimating framework that is based on the spatial equilibrium concept by Roback (1982) to identify the impact of foreigners on regional productivity from wage and employment regressions. We use both, conventional fixed effects estimation on a panel of the 326 West German NUTS3-districts from 1995-2001, and instrumental variable techniques to address reverse causality between cultural diversity and regional productivity. 

It could well be that foreign born workers do not raise regional productivity and wages, but that foreign immigrants self-select into productive German regions. An OLS estimator would be ill-equipped to distinguish between the effect of diversity on wages and the opposite effect of wages on migration flows, and it is likely to overstate the importance of the former channel. Immigrants from certain nationalities may, in addition, be attracted by particular cities due to the presence of immigration networks (the Japanese in Duesseldorf etc.). A fixed effects estimator partly takes care of these concerns, since identification comes from the change in cultural diversity over time and filters out permanent regional attributes that affect migration flows. Still, to further address reverse causality, we also experiment with instrumental variables. 
The principal difficulty of this approach is to find variables that are correlated with the geographical distribution of foreign workers but not with wages or productivity. We try two different types of instruments for the location of non-natives in Germany whose validity is discussed in greater detail below: 1) the regional vote shares of the Green party in the national elections (Bundestagswahlen) which is thought of as a proxy for the tolerance of the native populations towards foreigners, and 2) deeply lagged local employment shares of classical “guest worker” industries such as mining or basic services.

Our main findings are easily summarized: Positive effects of cultural diversity on local productivity do in fact exist in West Germany, but only when considering skilled foreign workers. Both their overall share and their diversification have positive wage and employment effects, suggesting a productivity enhancing effect. Matters are somewhat different for the group of foreigners as a whole. Their overall share does not raise regional productivity in Germany, a finding which stands in contrast to the US case. However, for a given share of foreigners we are able to identify positive productivity effects of the diversity of foreigners.

On a more general level our results suggest that positive regional effects of cultural diversity do exist in Germany, but that the mechanism by which these positive effects are brought crucially hinges on the level of qualification of the foreign workers. Previous studies did not take education levels of foreigners into account and were, therefore, unable to identify these differences.

� The picture drawn by Ottaviano and Peri (2005, 2006) contrasts to some extend previous findings by Borjas (1994), Card (2001) and others, who found moderately negative effects of recent immigration on wages of the local (low-skilled) population. These differences can be reconciled, however, by noting that the linguistic diversity index also captures assimilated second-generation immigrants who maintain their mother tongue, rather than just recent immigrants who are not yet assimilated.





