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Abstract

Using a complete manually collected set of 3,435 Russian firms with German
capital in 2003-2020, we examine the effect of currency risk on the dynamics of
German investors’ entry and exit into the Russian market via foreign direct invest-
ment. We document that German investors were relatively tolerant towards cur-
rency risk before 2014, and became highly sensitive post 2014. We conclude that,
along with geopolitical factors, the free floating exchange rate regime adopted by
the Central Bank of Russia in 2014 affected the incentives of German investors. We

discuss various mechanisms to explain these findings.
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1 Introduction

In 2014, the Central Bank of Russia switched to a free floating exchange rate (ER)
regime.! As a result of this change, as well as simultaneously unfolding geopoliti-
cal factors, the Russian ruble depreciated considerably (see fig. 1) and foreign direct
investment (FDI) stock in Russia decreased.” A non-negligible number of foreign in-
vestors decided to withdraw their capital from Russia. Despite close economic and
political ties with Germany, its investors” behaviour showed a similar pattern (see fig.
3). Until Q1,2022, , Germany remained one of the key economic partners of Russia and
accounted for a considerable share of trade and FDI in Russia.

The main objective of this paper is to examine the effect of currency risk on the
behaviour of German investors in the Russian market. Our research question is how
the currency risk affected the probability of FDI entry and exit by German investors
in Russia. We use micro-level data from several sources, such as SPARK and FIRA, to
identify the dynamics of German investors’ entry and exit in Russia. Our contribution
is threefold. First, we create a unique micro-level database of all German investors in
Russia for the period of 2003-2020. Thus, we are able to work with a complete set of
data. Second, we present a number of stylized facts, in regards to German investors’
FDI entry and exit in the Russian market. For instance, we show that the FDI entry rate
was higher than the FDI exit rate until 2014, leading to an increase in the number of
tirms with German investors in Russia. After 2014, the pattern reversed and we saw
a declining number of firms with German investors. We formally confirm, that the
structural break is observed in 2014 using Chow test (see fig. 7). Finally, we estimate
the currency risk effect on the probability of FDI entry and exit in Russia, using a
random effects probit model. Currency risk is proxied by the real exchange rate (RER)
level and volatility. We use yearly level observations to look at the long-term effects

and monthly level observations to examine the short-term effects. Overall, we find

IThe Central Bank of Russia adopted free floating ER according to IMF 2009 system classification
(independently floating in 1998 system classification). Prior to 2014, it adopted floating ER regime
(2009 system, managed floating in 1998 system), and the ruble’s nominal ER was relatively stable
(https:/ /www.cbr.ru/eng/dkp/about_inflation/history/).

2We define FDI as a foreign ownership share more than 10% in the capital of a domestic firm.
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that there is a clear difference in the behaviour of German investors in regards to the
RER level and volatility prior and after 2014.

We document and discuss a number of interesting findings. First, the relative
wealth effect dominates prior to 2014 and the ruble’s real depreciation increases the
probability of FDI entry. This is complemented by the tolerance effect as the RER
volatility is tolerated by German investors with their expectation of higher growth in
profits. Given the relatively stable behaviour of the ruble RER, this led to an increase
in German investors’ presence in Russia. However, the effect of the ruble’s real de-
preciation changed after 2014 - it started to discourage new FDI entry. We propose
an intermediate trade effect as a mechanism that explains this result. Given that Ger-
man investors may need to import intermediate goods for production, or final goods
for sale, the ruble’s real depreciation leads to an increase in import costs. Thus, it be-
comes less profitable to be in the market and new FDI entries are discouraged. This
effect is complemented with the negative effect of currency risk measured by the RER
volatility (the uncertainty effect).

Second, the probability of FDI exit increases in the ruble’s real depreciation after
2014 and decreases prior to 2014. We introduce two effects to explain these patterns,
namely the FDI repatriation value effect and profit repatriation value effect. Both val-
ues represent a decreasing function in the ruble’s real depreciation. Therefore, it cre-
ated a trade-off for German investors, whether to accept a lower value of repatriated
profits or lower value of the withdrawn capital from the market. Prior to 2014, the
FDI repatriation value effect dominated as German investors were inclined to believe
in strong long-term economic growth prospects in Russia. However, after 2014, the
profit repatriation value effect started to play a stronger role and the incentive to with-
draw capital from the market increased.

Finally, at the industry level analysis, we document that non-manufacturing firms
were more sensitive to currency risk than manufacturing firms prior to 2014. However,
after 2014, the manufacturing firms became more sensitive than non-manufacturing

firms. We suggest that the nature of operation of these firms led to different degrees



of sensitivity in the two sub-periods. Manufacturing firms are characterised by higher
sunk cost of FDI entry and expected profits than non-manufacturing firms which re-
quire more frequent operations with the currency for their functioning than manufac-
turing firms.

The paper is structured as follows. In section 2 we offer literature review, our con-
jectures discussion and research methodology. Section 3 presents data and stylized
facts. Empirical analysis and discussion of the effect of the RER level and volatility
on the probability of German investors” entry and exit in Russia is given in section 4.

Section 5 concludes.
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