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Abstract

In this study spanning the last decade, the volatile relationship between the USD-INR exchange
rate and cross-border investment returns is examined. The primary objective is to understand
how the fluctuations in the exchange rate have given birth to profitability and risks that
characterize cross-border investments. Using financial data, this research delves deep into the

interactions between the USD-INR exchange rate and investment returns.

The investigation considers a broad array of factors, including economic indicators and
geopolitical events, to provide an understanding of the forces that determine exchange rates. By
considering these variables, the research aims to understand how currency movements manifest
in investment portfolios. This approach seeks to offer not only a retrospective analysis of
cross-border investments but also help in forecasting the future for investors, policymakers, and

financial analysts navigating this volatile landscape.

The ultimate goal of this research is to help stakeholders make better investment decisions in the
face of a highly volatile and unpredictable financial market. This study thus aspires to contribute

to the refinement of investment strategies, especially for Indian and American investors.



Research

Research Question: How has the evolution of the US-INR exchange rate determined the returns

of cross-border investments over the past 10 years?

Investment decisions are hard to make. Deciding whether to invest in foreign assets is even
harder. Unlike domestic investments, cross-border ones entail an added layer of complication

because of the dynamic exchange rates between the domestic and foreign currencies.

An American investor that invested in an Indian VC fund in 2012 optimistically may have not

been able to forecast how the appreciation of his own currency would be his downfall.
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Let’s assume that $100 was invested by an American investor in the Indian venture capital

market in 2012. This amount translated to INR 5305.

Let us further assume that the annual CAGR on VC investments in India is 25%.

The below table shows the growth of this initial investment in a period of 10 years.



2012 2013 2014 2015 2016 2017 | 2018 | 2019 | 2020 2021

2022

Investment
35,305 | 36,631 | 8,289 |X10,361(12,952|%16,190 (320,237 (325,296|331,620|%39,525
grew to

349,407

Over these 10 years, the INR investment grew to almost 10 times its initial amount which is

gratifying for any investor. However, the role of the exchange rate is yet to be taken into account.

In January 2022 the USD-INR exchange rate was 74.4. The return of 349,407 was therefore

equivalent to $664.04 which is the amount that will be repatriated to the American investor.

The investor put $100 into the Indian VC fund in 2012 and 10 years later, his investment yielded
an amount of $664.04. His return in USD was therefore 20.84% as compared to the actual return

of 25% made by the VC fund per annum.

The fall of the value of INR against the US Dollar is attributable to the dilution of this
investment. American investors are therefore adversely affected by the USD-INR exchange rate

and may avoid investing in the Indian economy.

While this American investor faces an adverse sunk cost, Indian investors are making more and
more money. Here is the case if an Indian investor were to put X100 into an American VC fund

in 2012.




Amount Amount Assumed Investment Amount Investor’s
Invested () | Invested ($) in | return in US value in 2022 | repatriated to return rate (in
in 2012 2012 market Indian investor in INR)

2022
2100 $1.89 25% $17.56 %1,306.18 29.30%

The movement of the USD-INR exchange rate is thus favorable to the Indian investor who

makes 29.30% on his investment as compared to the 20.84% made by the American investor. On

average, the Indian investor is making 4% more than the expected return of 25% while the

American investor is making approximately 4% less.

Let us assume that the actual return rate in the US market is 20%. In order for the American

investor to be incentivised to invest in the Indian VC fund, the return rate must be substantially

greater even after accounting for the 4% loss. If the fund can promise the investor a return of, for

instance, 30%, the efficacy of the investment greatly increases.

This preaches the importance of considering foreign exchange rates when making cross-border

investments. A substantial return such as that made by the American investor in 2022 may be

weakened by unfavorable value of one’s home currency against the foreign currency. On the

contrary, the everchanging foreign exchange rates may be greatly beneficial to some investors

whose home currency is weaker than the foreign currency.

By virtue of investing in US stocks, your investment encompasses not only the inherent value of

the stocks themselves but also the dynamic interplay between the value of the dollar and the




rupee. This relationship reveals that any fluctuations in the strength of the dollar relative to the
rupee have a direct impact on the growth and potential returns of your investment. When the
dollar gains strength against the rupee, it brings forth favorable consequences for your
investment portfolio. As the value of the dollar rises, the purchasing power of each dollar you've
invested increases in comparison to the rupee. This, in turn, amplifies the value of your
investments denominated in dollars and potentially leads to higher returns. However, it is
important to note that currency fluctuations are a double-edged sword. While a stronger dollar
can enhance the value of your investments, a weaker dollar in comparison to the rupee can have

the opposite effect.

Therefore, as an investor, it is essential to monitor and consider the currency dynamics between
the foreign currency and your home currency. Understanding the intricate relationship between
these currencies empowers you to make informed decisions that maximize the growth potential

of your investment.
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