
International Journal of Research Publication and Reviews Vol (6 )  Issue ( 7) (2025) Page 2664-2666 

 

International Journal of Research Publication and Reviews 

Journal homepage: www.ijrpr.com  ISSN 2582-7421 

 

Impact of Exchange Rate Fluctuations on Foreign Investment 

 Kalash Raj Shrivastava, Kunal Dubey, Dr. Deepak Sharma 

MBA Finance Management School of Business 

 

Abstract 

This study investigates how exchange rate fluctuations influence foreign investment, particularly foreign direct investment (FDI) and portfolio investments. 

By analyzing historical data and key economic factors across developed and emerging economies, the report highlights that while currency depreciation can 

create opportunities through lower asset pricing, it also introduces risk through volatility and inflation. Policy responses, including central bank intervention 

and economic reforms, play a vital role in stabilizing investor sentiment. The findings provide valuable insights for investors, policymakers, and economists 

navigating global capital flows in a volatile currency environment. 

1. Introduction 

Exchange rates play a critical role in shaping international investment decisions. Their fluctuations—caused by monetary policies, geopolitical tensions, 

inflation, and trade imbalances—impact investment returns and risk evaluations. Emerging economies are particularly affected, as their currencies tend to 

experience higher volatility. A depreciating currency can attract investment by making assets cheaper for foreign investors. However, persistent depreciation 

may deter investment by increasing uncertainty and reducing potential returns. Conversely, a stable or appreciating currency environment enhances investor 

confidence, facilitating long-term investment flows. This study aims to examine the complex relationship between exchange rate movements and foreign 

investment by exploring both theoretical frameworks and empirical evidence from global markets. 

2. Literature Review 

Exchange rate volatility and its impact on foreign investment have been widely studied across global economies. Scholars have presented varied conclusions 

based on empirical data, geographical context, and investment type (FDI vs. portfolio investment). 

Cushman (1985) emphasized that exchange rate uncertainty deters FDI by increasing unpredictability in future returns, especially in capital-intensive 

industries. Froot and Stein (1991) introduced the ―fire-sale FDI‖ hypothesis, suggesting that currency depreciation makes host-country assets cheaper,  

encouraging foreign acquisitions. However, they cautioned about associated risks like inflation and capital flight. 

Jayachandran (2013) found that India's real imports and exports were significantly influenced by exchange rate fluctuations, with volatility negatively 

affecting export performance. Similarly, Mirchandani (2013) identified strong correlations between exchange rate movements and interest rates in India. 

Alfaro et al. (2004) highlighted the role of financial development in cushioning exchange rate risks. Countries with mature capital markets and transparent 

policies are better positioned to attract foreign investment even during volatile currency periods. 

In summary, literature indicates that while depreciation can attract short-term investment, long-term stability is crucial for sustained capital inflows. The 

influence of policy frameworks, institutional strength, and investor psychology must also be factored in. 

3. Research Methodology 

Design: Descriptive and analytical using secondary data sources. 

 

Data Sources: 

- Reserve Bank of India (RBI) 

- International Monetary Fund (IMF) 

- World Bank 

- Peer-reviewed economic journals 
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Time Frame: 2000 to 2023 

 

Analysis Tools: 

- Correlation and regression analysis 

- Granger causality test 

- Time-series econometric models 

- SPSS and EViews software 

 

Variables Considered: 

- Exchange rate volatility (standard deviation) 

- FDI inflows (USD billions) 

- Government policy interventions (qualitative and quantitative indicators) 

4. Results and Data Analysis 

4.1 Exchange Rate Trends (2000–2023) 

Emerging economies exhibited greater exchange rate volatility compared to developed ones. India and China experienced significant fluctuations due to 

trade imbalances, oil price shocks, and policy shifts. The UK and Germany maintained relative currency stability. 

 

4.2 Exchange Rate and FDI Inflows 

Correlation analysis showed: 

- Negative correlation between volatility and FDI inflow in India and China 

- Moderate to negligible effect in developed nations 

- Stronger FDI in countries with inflation control and currency management 

 

4.3 Sector-Specific Impact 

- Export-Oriented Sectors: Benefited from depreciation due to increased competitiveness 

- Import-Dependent Sectors: Suffered from rising input costs 

- Financial Sector: High volatility discouraged long-term investment 

 

4.4 Hypothesis Testing Results 

- H1: Supported — Volatility reduced FDI inflows 

- H2: Partially supported — Depreciation attracted short-term investment 

- H3: Supported — Stability and policy effectiveness enhanced confidence 

5. Discussion 

The analysis confirms that exchange rate volatility significantly influences foreign investment, particularly in emerging economies. Investors are generally 

cautious when currency values are unpredictable, fearing loss of returns during repatriation. While depreciation offers a short-term price advantage, it 

simultaneously signals economic instability. 

In contrast, developed economies with robust monetary systems experience smoother capital flows. Government policies—like interest rate stabilization, 

forex reserve management, and fiscal control—play a vital role in mitigating investor concerns. 

Sectoral differences show that export-heavy sectors may thrive during depreciation, but inflation and rising costs often counterbalance gains. 

6. SWOT and PESTLE Summary 

SWOT Analysis 

Strengths: Lower asset costs, export boost, increased market entry 

Weaknesses: Volatility deters long-term FDI 

Opportunities: Policy reforms, hedging tools 

Threats: Global shocks, inflation 

 

PESTLE Analysis 

Political: Exchange rate interventions 

Economic: Trade deficits, inflation 
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Social: Investor behavior 

Technological: Fintech in currency risk 

Legal: Capital control frameworks 

Environmental: Commodity price sensitivity 

7. Conclusion 

Exchange rate fluctuation is a double-edged sword. While depreciation may attract investors, excessive volatility deters long-term investment. This study 

confirms that currency stability is vital for sustainable capital inflow. 

Emerging economies must prioritize policy consistency, reserve management, and risk mitigation tools to build resilient investor ecosystems. 

8. Limitations 

- Reliance on secondary data may omit real-time fluctuations 

- Focus on select economies limits generalization 

- Behavioral aspects like sentiment are difficult to quantify 

- Model limitations in establishing causation 

9. Recommendations 

For Policymakers: 

- Ensure currency stability via policy tools 

- Maintain adequate forex reserves 

- Improve transparency in economic decisions 

 

For Investors: 

- Use hedging instruments 

- Diversify currency exposures 

- Monitor geopolitical risks 

 

For Financial Institutions: 

- Educate investors 

- Offer risk management services 

- Support international investment channels 
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