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ABSTRACT

Since 1991, Indian economy has emerged as a prommarket for the global
investors. Fll, in particular, has constituted ajongortion of the total foreign capital
flows in India.During the last decade i.e. from 2000 onwards gtiheis been a great spurt
in the flows of FIl which has impacted and has igopacted by various factors of the
Indian economy like Stock Prices of the Indian talpmarket, Credit Rating of the
Country, Return and Risk factor, Price-Earnings idRatndustrial Growth, FERS,
Infrastructure Facility, Exchange Rate, Inflatioat® and so on. Though there has been
good research work undertaken in this area, mgjofithe researches have concentrated
on the relationship study between Indian stock miaghad FllI flows. In the light of the
above scenario, a herculean effort has been maithe ipresent research to study various

perspectives and dimensions related to FlI.

The research design of the present study is battrigive as well as empirical in
nature. The main objectives of the present reseiaabde; i) To study the magnitude
and trends of FIl flows in India since 2000 andirtiferecasting; ii) To find out the
factors affecting Fll flows in India; iii) To exame the relationship between Fll and other
economic factors like Stock Market, FERs, ER arftation; and iv) To study the impact
of FII flows on the volatility of the stock market India. In the present study, secondary
data from various sources like Newswire, Capitalel iweb sites of SEBI, RBI, BSE,
NSE, GOI and CSO have been collected and used.th®rpurpose of graphical
presentation and statistical analysis, variougssiedl tools like Histogram, Frequency
Curve, Simple Percentage Analysis, t test and Gdioa Analysis with the help of
Microsoft excel have been used. And for the advarstatistical testing and analysis,
various econometric tools like Granger CausalityARY Variance Decomposition,
Impulse Response Function, ARCH, GARCH and ARIMAéhaeen used with the help

of eviews.

According to the findings of this study, Flis hawecome a reckoned force in the
Indian capital market during the last ten yearsilhumber has grown up substantially
during the last decade. The cash inflows through R&ve become surprisingly large.
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The number of countries from where they have besling have been found growing

very fast. It has been further found that Flls hbeen investing more dominantly in the
Indian equity market as compared to the debt maiKe¢ir share in the total FPI has
increased during the last decade. Moreover, tiaresin the companies enlisted on NSE
has been showing good degree of consistency. Thvenage of their share in the total
value under the custody of various entities likedficial Institutions, Mutual Fund, NRIs,

OCBs, Brokers, Corporate, FDI, Banks, Foreign Vent@apital Investment, Insurance
Companies, Local Pension Fund and others has gan€heir share in the total market
turnover and the total market capitalization of B8t NSE along with percentage in the
Indian GDP has also been found on the rise. Owtieehand, Fll has been found to have
positive correlation with Sensex and FERs and enathher hand, their relationship has
been found to be negative with ER and Inflation. tba basis of the study, it has been
concluded that FIl flows enjoy bidirectional cautyalith Sensex and ER. The study has
also established unidirectional causality from Hbws to Inflation. However, no

causality has been revealed between FllI flows &fs-

According to the variance decomposition analysishdas been observed that
lagged value as an exogenous variable define$ nseth more than other variables. For
Sensex, the conclusion is that Sensex along witiidws influences itself more than any
other variables like ER, FERs and inflation in #fert run. For ER, the conclusion is that
ER lagged values along with Fll and FERs valuegaure impact on its value than the
Sensex and inflation. For FERs, the conclusion hiat tFERs explain itself more
predominantly in the short span of time of twelventins as compared to other variables.
And in case of Inflation, its own lagged value a@omith FIl explains the variance in the
inflation values. Further, from the results obtaifie®m impulse response function, it can
be concluded that as compared to ER and FERSs, Sansenflation have reacted more
promptly due to a standard deviation shock in Elwk. On the basis of monthly data
analysis done with the help of GARCH and ARCH,asltbeen observed that Fll flows
have increased volatility in the Indian stock maiikethe pre crisis as well as in the post
crisis period. Moreover, according to the analysised on daily data, it is also concluded
that FIl flows have increased volatility in the lad stock market for the whole period

under study. As per the observations of forecastthggh has been performed with the
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help of ARIMA model, it has been estimated thatsFiill make huge foreign
investments in the future period in the Indian exog. Thus in nutshell, it is concluded
that FIl has become an important force in the Indiapital market which needs to be
handled cautiously and intelligently.
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Appendix — |
FIRST SCHEDULE
FORMS

[FORM A]

Application Form for Grant of Certificate of Registration as Foreign Institutional
Investor(FII)

[See regulation 3(2)]
1. Details of the Applicant:

1.1 Name of the applicant:

1.2 Address of the Applicant:

Address

Postal Code Country
Telephone No. Fax No
Web-site

1.3 Date of incorporation/establishment:

1.4 Place and Country of Incorporation:

Place Country

15 Legal form of the applicant and the law, under which it is incorporated,
established or registered, if any:




1.6 Brief description of the principal activities:

1.7 Date of commencement of such activities:

1.8 Brief description of the group, if any, to which the applicant belongs:

1.9 Information pertaining to Compliance Officer:

Name

Job Title

Telephone no Fax No

E-mail id

2. Category of the applicant

2.1 If the applicant is a fund:

[1 Pension Fund [J University fund

[J Mutual Fund [1 Endowment

[] Investment Trust [1 Foundation

[1 Bank Charitable Trust

(1 Charitable society Insurance/Reinsurance Company
[ Foreign Central Bank [ Foreign Governmental Agency
"1 Sovereign Wealth Fund International / Multilateral

Organization / agency

[1 Broad Based Fund (only if it does not satisfy any other category)



(Please state the corpus of the fund, Generic type and Number of investors in the fund along
with their respective proportionate holdings in a separate annexure in the following format)

Sr.No. | Generic Type of Investors No. of Investors Percentage of Holding

Total Corpus of the Fund

2.2 If the applicant is not a fund:
[J Asset Management Company O Institutional Portfolio Manager
U Investment Manager/Advisor U Trustee of a Trust

3. Classification of the applicant:
(1 70:30 (Equity: Debt) [J 100% Debt

4. Details of Regulatory authority by which the applicant is regulated

4.1 Contact details:

Name

Country Web-site

4.2 Registration Number/Code:

4.3 Please mention briefly the activities which the applicant is permitted to undertake
under the registration/license granted by the above regulatory authority:

5. Details of Proposed Investments to be made in Indian Securities markets:
5.1. Nature of Investments to be made by the applicant:

[1 On behalf of Self 1 On behalf of client(s)/fund(s) [} Both



5.2 In case of investments being made on behalf of clients/funds, details of the same:

Name Category Country

Disciplinary History

Whether there has been any instance of violation or non-adherence to the securities laws,
code of ethics/conduct, code of business rules, for which the applicant, or its parent / holding
company or affiliate may have been subjected to economic or criminal liability or suspended
from carrying out its operations or the registration, has been revoked, temporarily or
permanently.

LYes [l No

If yes, please furnish details in annexure
Details of the domestic custodian and designated bank appointed

7.1 Details of the domestic custodian

Name

SEBI Reg. No.

7.2 Details of designated bank:

Name of the Bank
and Branch

Address

Details of prior association with the Indian securities market.

8.1 Whether the applicant was anytime registered as FIl or Sub account with Securities
and Exchange Board of India.

[1Yes [1 No

If yes, then please provide details:

Name of the Registered as SEBI Period of registration

entity Registration No. From To




8.2 Whether any of your associate/s or group company/s, having office in India, have
ever been registered with Securities and Exchange Board of India

[l Yes [1 No

If yes, then please provide details:

Name of the Registered as SEBI Period of registration
entity Registration No. From To

(Please attach separate sheet, in the same format, if the space provided here is not
sufficient)

9. Declaration and Undertaking

We declare that:

a. No winding up orders have been passed against the applicant.

b. no order suspending or debarring the applicant from permanently carrying on
activities in the financial sector has been passed by any regulatory authority;

c. no order withdrawing or refusing to grant any license/approval to the applicant which
has a bearing on the securities market has been passed by any authority in the
preceding five years;

d. any penalty imposed (including monetary penalty) by any regulatory authority has
been undergone or paid.

e. the information supplied in the application, including the attachment sheets, is
complete and true.

Undertaking:
We undertake to:

1. notify the Securities and Exchange Board of India and the Reserve Bank of India of any
change in the information provided in the application promptly.

2. comply with the provisions of the Act, and regulations issued there under and all other
relevant laws including guidelines issued by the Reserve Bank of India and the
Government of India.

3. abide by operational instructions/ directives as may be issued by Securities and Exchange
Board of India and by the Reserve Bank of India from time to time under provisions of
the Act or any other law for the time being in force.



4. be held responsible and liable for all acts of commission and omission of all its sub-
accounts and other deeds and things done by such sub accounts under these regulations,
irrespective of whether discretion is exercised by us in respect of the sub-account.

For and on behalf of applicant

Signature of
Authorized Signatory

Name

Designation

Date dd/mm/lyyyy

Notes:

1. Securities and Exchange Board of India (SEBI) and Reserve Bank of India (RBI) reserve the
right to call for any further information from the applicant regarding this application.

2. Applications along with necessary documents should be submitted at:

Securities and Exchange Board of India,

Division of Foreign Institutional Investors & Custodians,
Plot No. C4-A, “G” Block,

Bandra Kurla Complex,

Mumbai-400051.

3. Documents & Instruments to be enclosed with the application:

(i) Certified copy of the relevant clause of Articles of the Memorandum and Articles of
Association or the agreement authorizing the applicant to invest on behalf of its clients.

(if) Audited financial statements/ annual report for the previous financial year, (period covered
shall not be less than twelve months)

(i) Draft of US $ 5,000 in favor of ‘Securities and Exchange Board of India’ payable in New
York.
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Appendix — 11
Form AA
Application Form for Grant of Certificate of Registration as Sub-account
[See regulation 12(1)]
1. Details of the applicant:

1.1 Name and Address of the applicant:

Name

Address

Postal Code Country
Telephone no Fax No

1.2 Date of incorporation/establishment:

1.3 Place and Country of Incorporation/ establishment:

Place Country

1.4 Legal form of the applicant

2. Category of the applicant

2.1 Please select the most appropriate category of the applicant:

"1 Broad Based Fund 1 Broad Based Portfolio
"1 Proprietary fund of the FlII [1 University Fund

"1 Foreign Corporate [1 Endowment

"1 Foundation [1 Charitable Trust

[ Charitable Society [J Sovereign Wealth Fund

[1 Foreign Individual (Please furnish requisite information in 2.4)
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2.2. In case of broad based fund / broad based Portfolio, please specify the
constitution:

(1 Mutual Fund

(] Insurance

[ Others (only if it does not satisfy any other category)

[1 Pension Fund

Investment Trust

(Please state the corpus of the fund, Generic type and Number of investors in the
fund along with their respective proportionate holdings in a separate annexure in
the following format)

Sr. | Generic Type of Investors | No. of Investors Percentage of Holding
No.
Total Corpus of the Fund

2.3 In case of Foreign Corporate, please specify the name of the Exchange/s where
the applicant is listed:

2.4 In case of Foreign Individual applicant, please specify the nationality and
passport no. of the applicant:

Nationality

| Passport No. |

2.5 Classification of the applicant: [ 70:30 (Equity: Debt)

7 100% Debt

2.6 If the applicant is applying as a Proprietary fund of the FIl, whether such funds

would be invested through Multi-Managed Structure?

[1Yes

3. Details of the taxation authority

No

3.1 Name and Address of the tax Authority where the applicant is subject to taxation:

3.2 Unique Taxation-1d/Number (if any):
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4. Details of domestic custodian and designated bank appointed in India

4.1 Details of the domestic custodian:

Name

SEBI Registration Number

4.2 Details of designated bank:

Name of the Bank & Branch

Address

5. Declaration to be furnished by the Foreign Institutional Investor

A. We declare that:

no winding up orders have been passed against the applicant.

no order suspending or debarring the applicant from permanently carrying on
activities in the financial sector has been passed by any regulatory authority;

no order withdrawing or refusing to grant any license/approval to the applicant which
has a bearing on the securities market has been passed by any authority in the
preceding five years;

any penalty imposed (including monetary penalty) by any regulatory authority has
been undergone or paid.

B. In case the sub-account applicant is a Foreign Corporate:

a)
b)

c)

its securities are listed on a stock exchange outside India;
it has a asset base of not less than two billion US dollars;
it has an average net profit of not less than fifty million US dollars during the three

financial years preceding the date of the application, OR

In case the sub-account applicant is a Foreign Individual:

a)
b)

c)

has a net worth of not less than fifty million US dollars;
holds the passport of a foreign country for a period of at least five years preceding the
date of application;

holds a certificate of good standing from a bank;
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d) isa client of the foreign institutional investor or any other entity which belongs to the
same group as the foreign institutional investor, for a period of at least three years

preceding the date of the application;

6. Undertaking

A. Undertakings to be submitted by FII

0] In case the sub-account applicant is a broad based fund:
"We undertake that the proprietary funds of (name of FII) -
shall not be invested through (name of the sub account
applicant)."”
OR

(i) In case the sub-account applicant is a proprietary fund of the Foreign Institutional

Investor:

"We undertake that only the proprietary funds of (name of
FII) shall be invested through (name of the sub account applicant)."”

(Please Strike off which is not applicable)
B. Further declaration and undertaking:
1. We further declare that:

a. the Foreign Institutional Investor through whom an application for registration of
sub-account is made, is authorized to invest on behalf of the sub-account;

b. the income of the applicant is from known and legitimate sources;

c. the applicant is not a non-resident Indian.

d. the foreign institutional investor through whom the application for registration of
sub-account is made shall be responsible and liable for all acts of commission and
omission of this sub-account and other deeds and things done by such sub accounts
under these regulations, irrespective of whether discretion is exercised or not by the
foreign institutional investor in respect of the sub-account.

e. the above obligation of the foreign institutional investor shall, however, not be
deemed to detract from any responsibility or liability which the sub account shall
incur under the Regulations made by the Board or under any law for the time being in
force in India.



2. We hereby agree and declare that the information provided and the undertakings given above
are complete and true.

3. We further undertake that we will immediately notify the Securities and Exchange Board of
India and the Reserve Bank of India of any change in the information provided.

Authorized Signatory of the Authorized Signatory of the Foreign
Sub Account Applicant Institutional Investor

Name: Name:
Date: Date:
Note:

1. Securities and Exchange Board of India (SEBI) and Reserve Bank of India (RBI) reserve the
right to call for any further information from the applicant regarding his application.

2. Applications along with necessary documents should be submitted at

Securities and Exchange Board of India,

Division of Foreign Institutional Investors & Custodians,

Plot No. C4-A, “G” Block,

Bandra Kurla Complex, Mumbai - 400051 , India
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Appendix — 111
FORM B - Certificate of Registration under Regulation 7 of SEBI (Foreign
Institutional Investors) Regulations, 1995
FORM B
(Regulation 7)

SECURITIES AND EXCHANGE BOARD OF INDIA (FOREIGN INSTITUTIONAL
INVESTORS) REGULATIONS, 1995

CERTIFICATE OF REGISTRATION

I. In exercise of the powers conferred by sub-section (1A) of section 12 of the Securities and
Exchange Board of India Act, 1992, read with the regulations made there under the Board hereby
grants a certificate of registration to as a Foreign Institutional Investor, subject to the conditions
specified in the Act and in the regulations made there under.

I1. Registration Number for the Foreign Institutional Investor is IN ............cccccoeienne

I11. Unless renewed, the certificate of registration is valid from....... 1 PP

Date:

By Order

for and on behalf of

Securities and Exchange Board of India

Authorised Signatory

Place: Bombay

xii



Appendix — IV

Data Used for Empirical Testing and Studying the Relationship between

the FII, Sensex, FERs, ER and Inflation

Net Equity Net Debt Net Exchange Foreign _

Investment | Investment | Investment Exchange | Inflation
Month | by Fiis by Flls by Flis | Sensex | Rat/USS | g e %)

(Rs.crore) | (Rs.crore) | (Rs.crore) (Rs) (Rs.crore)
Jan-00 151.2 45.3 196.5 5205.29 43.55779 1522.83 3.55
Feb-00 2784.50 299.7 3084.20 5446.98 43.62491 1565.70 3.54
Mar-00 1064.50 134.4 1198.90 5001.28 43.60571 1659.13 5.58
Apr-00 2690.60 -103.9 2586.70 4657.55 43.65983 1654.54 6.53
May-00 484.1 -231.2 252.9 4433.61 43.94377 1660.38 6.3
Jun-00 -959.3 24.2 -935.1 4748.77 4453533 1641.12 6.56
Jul-00 -1417.80 15.9 -1401.90 4279.86 4478813 1630.02 6.54
Aug-00 1346.20 -87.3 1258.90 4477.31 45.74032 1631.34 6.09
Sep-00 142.4 76 2184 4090.38 45.928 1632.60 6.47
Oct-00 -271.8 53.2 -218.6 3711.02 46.38918 1633.27 7.49
Nov-00 932.1 -27.1 905 3997.99 46.81613 1828.59 7.62
Dec-00 -576.8 -58.2 -635 3972.12 46.78855 1873.58 8.49
Jan-01 4045.00 228 4273.00 4326.72 46.58516 1908.35 8.7
Feb-01 1818.90 44.3 1863.20 4247.04 46.54501 1939.38 8.33
Mar-01 1973.10 -207.2 1765.90 3604.38 46.64484 1972.04 6.42
Apr-01 1769.80 209 1978.80 3519.16 46.795 1992.76 541
May-01 -112.3 -16.2 -128.5 3631.91 46.93658 2020.15 5.6
Jun-01 715.3 464.4 1179.70 3456.78 47.03333 2044.09 5.3
Jul-01 722.4 -244.7 477.7 3329.28 47.16948 2062.36 5.23
Aug-01 437.4 64.8 502.2 3244.95 47.16266 2138.65 5.41
Sep-01 -415.6 -117.7 -533.3 2811.60 47.63267 2147.81 452
Oct-01 715.7 168.7 884.4 2989.35 48.10145 2170.92 291
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Net Equity Net Debt Net Exchange Foreign _

Investment | Investment | Investment Exchange | Inflation
Month | by Fiis by Flls by Flls | Sensex | Rate/lUSS | oo e %)

(Rs.crore) | (Rs.crore) | (Rs.crore) (Rs) (Rs.crore)
Nov-01 50.5 -46.7 38 3287.56 48.06407 2250.30 2.59
Dec-01 250.2 -22.3 227.9 3262.33 48.00174 2318.07 2.08
Jan-02 423.3 276.1 699.4 3311.03 48.3541 2403.71 151
Feb-02 1966.30 370.5 2336.80 3562.31 48.72775 2478.40 1.39
Mar-02 3914 -62.4 329 3469.35 48.81968 2640.36 1.76
Apr-02 11.7 -124.6 -112.9 3338.16 48.99543 2735.93 15
May-02 -56 102.2 46.2 3125.73 49.09094 2783.89 1.56
Jun-02 -381.1 -484.9 -866 3244.70 49.053 2868.30 243
Jul-02 348.5 -110.1 2384 2987.65 48.8571 2950.40 2.79
Aug-02 204.3 -30.2 1741 3181.23 48.68677 3014.41 3.34
Sep-02 468.6 -146.2 322.4 2991.36 48.54593 3077.88 3.53
Oct-02 -776.4 -98.7 -875.1 2949.32 48.44694 3154.34 3.08
Nov-02 601.8 135.9 731.7 3228.82 48.35207 3261.97 3.39
Dec-02 427.2 220.7 647.9 3377.28 48.23245 3415.41 3.34
Jan-03 888 97.3 985.3 3250.38 48.02916 3549.45 4.22
Feb-03 378.7 495 428.2 3283.66 47.82693 3506.00 5.35
Mar-03 411.7 551.1 962.8 3048.72 47.74868 3614.70 5.99
Apr-03 430.3 562.2 992.5 2959.79 47.48087 3708.71 6.65
May-03 1220.80 1,839.70 3060.50 3180.75 47.20997 3871.00 6.51
Jun-03 2581.70 880.1 3461.80 3607.13 46.7953 3867.24 5.34
Jul-03 2346.50 -185.6 2160.90 3792.61 46.31481 3947.35 4.71
Aug-03 2091.30 136.2 2227.50 4244.73 46.01974 4003.00 3.95
Sep-03 3851.30 324.2 4175.50 4453.24 45.912 4233.70 4.9
Oct-03 6797.50 -74.7 6722.80 4906.87 45.45887 4251.17 5.13
Nov-03 3300.50 293.6 3594.10 5044.82 45.5935 4474.54 5.42
Dec-03 6161.10 220.8 6381.90 5838.96 45.62032 4704.72 5.74

Xiv




Net Equity Net Debt Net Exchange Foreign _

Investment | Investment | Investment Exchange | Inflation
Month | by Fiis by Flls by Flls | Sensex | Rate/lUSS | oo e %)

(Rs.crore) | (Rs.crore) | (Rs.crore) (Rs) (Rs.crore)
Jan-04 3176.80 692.6 3869.40 5695.67 45.51081 4820.25 6.5
Feb-04 2397.50 276 2673.50 5667.51 45.3181 4959.28 6.14
Mar-04 5604.40 839.9 6444.30 5590.60 45.12042 4901.29 4.78
Apr-04 7638.20 -918.7 6719.50 5655.09 43.9081 5257.41 451
May-04 -3246.90 -299.5 -3546.40 4759.62 45.14758 5438.86 4.86
Jun-04 516.4 -790 -273.6 4795.46 45.51683 5495.08 5.12
Jul-04 913.6 -200.4 713.2 5170.32 46.06726 5498.97 6.14
Aug-04 2892.30 -371.4 2520.90 5192.08 46.36935 5475.31 7.46
Sep-04 2385.60 189.7 2575.30 5583.61 46.13633 5519.76 6.19
Oct-04 3263.30 -1,235.30 2028.00 5672.27 45.81723 5514.75 6.1
Nov-04 6740.80 1,444.50 8185.30 6234.29 45.1278 5738.12 6.46
Dec-04 6683.80 3,455.90 10139.70 6602.69 44.01174 5716.78 5.47
Jan-05 457.1 -773.7 -316.6 6555.94 43.71284 5656.26 4.87
Feb-05 8376.30 833.1 9209.40 6713.86 43.69611 5930.64 4.33
Mar-05 7502.20 424.4 7926.60 6492.82 43.71032 6191.16 4.64
Apr-05 -654.1 -821.4 -1475.50 6154.44 43.7617 6191.36 5.33
May-05 -1140.10 -245.7 -1385.80 6715.11 43.5279 6066.67 4.59
Jun-05 5328.60 -70.4 5258.20 7193.85 43.63617 6020.48 4.68
Jul-05 7934.10 -173.9 7760.20 7635.42 43.56532 6112.19 4.84
Aug-05 5051.20 -430 4621.20 7805.43 43.63339 6345.27 3.48
Sep-05 4646.80 -188.4 4458.40 8634.48 43.9415 6293.15 4.38
Oct-05 -3693.90 -933.5 -4627.40 7892.32 44.77548 6476.65 4.67
Nov-05 4038.70 -2,164.50 1874.20 8788.81 45.69972 6561.19 3.94
Dec-05 9335.00 -974.4 8360.60 9397.93 45.7022 6183.83 4.38
Jan-06 3677.60 -921.6 2756.00 9919.89 44.41861 6186.27 4.36
Feb-06 7587.80 -151.6 7436.20 10370.24 44.33497 6328.26 4.45
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Net Equity Net Debt Net Exchange Foreign _

Investment | Investment | Investment Exchange | Inflation
Month | by Fiis by Flls by Flls | Sensex | Rate/lUSS | oo e %)

(Rs.crore) | (Rs.crore) | (Rs.crore) (Rs) (Rs.crore)
Mar-06 6688.80 -258.4 6430.40 11279.96 | 44.45056 6763.87 4.24
Apr-06 521.9 248.5 770.4 12042.56 44.92938 7225.63 4.97
May-06 | -7354.20 706.8 -6647.40 10398.61 | 45.32908 7608.42 6.05
Jun-06 479.5 395.6 875.1 10609.25 46.056 7507.00 6.8
Jul-06 1145.20 152.2 1297.40 10743.88 46.44198 7654.45 6.54
Aug-06 4643.10 804.5 5447.60 11699.05 | 46.57638 7738.69 7.11
Sep-06 5424.70 708.7 6133.40 12454.42 46.21011 7597.47 6.96
Oct-06 8013.10 656.5 8669.60 12961.90 45.52255 7536.03 6.93
Nov-06 9380.10 806.4 10186.50 13696.31 | 44.88303 7816.90 6.73
Dec-06 -3667.40 901.4 -2766.00 13786.91 | 44.60359 7839.82 6.96
Jan-07 492.1 -2,174.00 -1681.90 14090.92 44.29191 7957.75 6.64
Feb-07 7239.60 955.5 8195.10 12938.09 44.1248 8621.10 6.63
Mar-07 -1082.00 1,442.60 360.6 13072.10 44.00258 8682.22 6.72
Apr-07 6679.20 1,042.30 7721.50 13872.37 42.26979 8440.01 6.22
May-07 3959.70 1,360.10 5319.80 14544.46 | 40.86676 8474.63 5.52
Jun-07 1643.10 -541.4 1101.70 14650.51 40.81072 8694.49 4.46
Jul-07 23872.40 -1,263.00 22609.40 15550.99 40.44829 9184.19 4.42
Aug-07 | -7770.50 608.4 -7162.10 15318.60 | 40.78638 9373.62 4.04
Sep-07 16132.60 2,655.80 18788.40 17291.10 40.38143 9846.04 3.39
Oct-07 20590.90 2,499.50 23090.40 19837.99 39.54984 10407.70 3.19
Nov-07 | -5849.90 -469.3 -6319.20 19363.19 | 39.45997 | 10850.56 3.73
Dec-07 5579.10 3,312.00 8891.10 20286.99 39.47839 10850.20 4.01
Jan-08 -13035.70 1,953.80 -11081.90 17648.71 39.36519 11550.72 4.54
Feb-08 1733.30 2,496.80 4230.10 17578.72 | 39.70811 | 12025.31 5.68
Mar-08 -130.4 -879.7 -1010.10 15644.44 40.3224 12379.65 7.71
Apr-08 1,074.80 -1,701.70 -626.9 17287.31 40.02107 12710.72 7.86
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Net Equity Net Debt Net Exchange Foreign _

Investment | Investment | Investment Exchange | Inflation
Month | by Fiis by Flls by Flls | Sensex | Rate/lUSS | oo e %)

(Rs.crore) | (Rs.crore) | (Rs.crore) (Rs) (Rs.crore)
May-08 -5011.50 -162.9 -5174.40 16415.57 42.01153 13399.43 8.2
Jun-08 -10095.80 -998.7 -11094.50 13461.60 42.82064 13404.17 10.89
Jul-08 -1836.80 3,618.90 1782.10 14355.75 | 42.85845 | 13009.47 11.15
Aug-08 -1211.70 1,257.80 46.1 14564.53 43.01061 12931.57 11.12
Sep-08 -8278.10 3,204.20 -5073.90 12860.43 45.61134 13440.61 10.78
Oct-08 -15347.30 -1,858.10 -17205.40 9788.06 50.11125 12454.44 10.66
Nov-08 | -2598.30 4,215.00 1616.70 9092.72 50.10541 | 12344.60 8.65
Dec-08 1750.10 626.5 2376.60 9647.31 49.66894 12401.61 6.68
Jan-09 -4245.30 802.3 -3443.00 9424.24 49.71918 12186.92 5.87
Feb-09 -2436.60 -687.8 -3124.40 8891.61 49.66042 | 12645.89 3.61
Mar-09 530.3 -6,420.30 -5890.00 9708.50 52.09306 12838.65 1.65
Apr-09 6508.20 2,490.30 8998.50 11403.25 | 50.61805 | 12640.48 121
May-09 20117.20 -2,711.40 17405.80 14625.25 48.98694 12404.41 1.45
Jun-09 3830.00 1,068.30 4898.30 14493.84 48.26572 12692.35 0.39
Jul-09 11066.30 2,115.40 13181.70 15670.31 | 48.84813 | 13082.20 0.31
Aug-09 4902.70 -379.4 4523.30 15666.64 | 48.61461 | 13552.09 0.54
Sep-09 18344.30 2,228.40 20572.70 17126.84 48.81542 13512.58 14
Oct-09 9077.00 6,895.60 15972.60 15896.28 | 47.06132 | 13355.02 1.79
Nov-09 5497.00 684.4 6181.40 16926.22 46.74186 13393.03 4.73
Dec-09 10233.10 -1,522.40 8710.70 17464.81 46.82223 13232.35 7.15
Jan-10 -500.3 8,912.90 8412.60 16357.96 46.177 13027.93 8.68
Feb-10 1216.90 3,146.10 4363.00 16429.55 46.47286 12868.48 9.65
Mar-10 19928.00 9,509.50 29437.50 17527.77 45.50036 12596.65 10.36
Apr-10 9361.30 3,031.80 12393.10 17558.71 44.56716 12426.91 10.88
May-10 -9436.70 2,450.60 -6986.10 16944.63 45.90534 12706.10 10.48
Jun-10 10508.40 740.7 11249.10 17700.90 46.69057 12848.07 10.25
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Net Equity Net Debt Net Exchange Foreign _

Investment | Investment | Investment Exchange | Inflation
Month | “byFlls | byFlls by Flls | Sensex | Rate/USS | pocores %)

(Rs.crore) | (Rs.crore) | (Rs.crore) (Rs) (Rs.crore)
Jul-10 16617.40 8,106.60 24724.00 17868.29 | 46.96888 | 13203.11 9.98
Aug-10 11687.20 2,999.10 14686.30 17971.12 46.69603 13330.33 8.87
Sep-10 24978.50 7,689.50 32668.00 20069.12 | 46.33208 | 13155.74 8.98
Oct-10 28562.90 -4,260.30 24302.60 20032.34 | 44.67013 | 13270.98 9.08
Nov-10 18293.10 2,917.60 21210.70 19521.25 45.41518 13461.60 8.2
Dec-10 2049.60 1,164.20 3213.80 20509.09 | 45.86617 | 13323.54 9.45
Jan-11 -4813.20 10,176.70 5363.50 18327.76 46.07773 13749.36 9.47
Feb-11 -4585.50 1,315.70 -3269.80 17823.40 45.89364 13625.94 9.54
Mar-11 6897.80 -14.9 6882.90 19445.22 45.71021 13610.13 9.68
Apr-11 7213.30 -17.2 7196.10 19135.96 4499721 13913.65 9.74
May-11 -6614.40 2,338.40 -4276.00 18503.28 45.29826 14027.58 9.56
Jun-11 4572.20 3111 4883.30 18845.87 45.54862 14118.78 9.51
Jul-11 8030.10 2,622.80 10652.90 18197.20 | 44.93912 | 14091.02 9.36
Aug-11 | -10833.60 2,931.10 -7902.50 16676.75 45.66626 14817.62 9.78
Sep-11 -158.3 -1,707.40 -1865.70 16453.76 48.04852 15240.81 10
Oct-11 1677.40 1,401.40 3078.80 17705.01 49.94935 15453.19 9.87
Nov-11 -4197.90 934.7 -3263.20 16123.46 51.11289 16062.30 9.46
Dec-11 97.9 21,774.60 21872.50 15454.92 53.47384 15804.00 7.74
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Appendix -V

Data used for Empirical Testing for Studying the Impact of FIl on the
Volatility of Indian Stock Market (BSE Sensex)

Month Net Investment by Flls BSE Sensex
(Rs.crore)
Jan-00 196.5 5205.29
Feb-00 3084.20 5446.98
Mar-00 1198.90 5001.28
Apr-00 2586.70 4657.55
May-00 252.9 4433.61
Jun-00 -935.1 4748.77
Jul-00 -1401.90 4279.86
Aug-00 1258.90 4477.31
Sep-00 218.4 4090.38
Oct-00 -218.6 3711.02
Nov-00 905 3997.99
Dec-00 -635 3972.12
Jan-01 4273.00 4326.72
Feb-01 1863.20 4247.04
Mar-01 1765.90 3604.38
Apr-01 1978.80 3519.16
May-01 -128.5 3631.91
Jun-01 1179.70 3456.78
Jul-01 477.7 3329.28
Aug-01 502.2 3244.95
Sep-01 -533.3 2811.60
Oct-01 884.4 2989.35
Nov-01 3.8 3287.56
Dec-01 227.9 3262.33
Jan-02 699.4 3311.03
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Net Investment by Flls

Month (Rs.crore) BSE Sensex
Feb-02 2336.80 3562.31
Mar-02 329 3469.35
Apr-02 -112.9 3338.16
May-02 46.2 3125.73
Jun-02 -866 3244.70
Jul-02 238.4 2987.65
Aug-02 174.1 3181.23
Sep-02 322.4 2991.36
Oct-02 -875.1 2949.32
Nov-02 737.7 3228.82
Dec-02 647.9 3377.28
Jan-03 985.3 3250.38
Feb-03 428.2 3283.66
Mar-03 962.8 3048.72
Apr-03 992.5 2959.79
May-03 3060.50 3180.75
Jun-03 3461.80 3607.13
Jul-03 2160.90 3792.61
Aug-03 2227.50 4244.73
Sep-03 4175.50 4453.24
Oct-03 6722.80 4906.87
Nov-03 3594.10 5044.82
Dec-03 6381.90 5838.96
Jan-04 3869.40 5695.67
Feb-04 2673.50 5667.51
Mar-04 6444.30 5590.60
Apr-04 6719.50 5655.09
May-04 -3546.40 4759.62
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Net Investment by Flls

Month (Rs.crore) BSE Sensex
Jun-04 -273.6 4795.46
Jul-04 713.2 5170.32
Aug-04 2520.90 5192.08
Sep-04 2575.30 5583.61
Oct-04 2028.00 5672.27
Nov-04 8185.30 6234.29
Dec-04 10139.70 6602.69
Jan-05 -316.6 6555.94
Feb-05 9209.40 6713.86
Mar-05 7926.60 6492.82
Apr-05 -1475.50 6154.44
May-05 -1385.80 6715.11
Jun-05 5258.20 7193.85
Jul-05 7760.20 7635.42
Aug-05 4621.20 7805.43
Sep-05 4458.40 8634.48
Oct-05 -4627.40 7892.32
Nov-05 1874.20 8788.81
Dec-05 8360.60 9397.93
Jan-06 2756.00 9919.89
Feb-06 7436.20 10370.24
Mar-06 6430.40 11279.96
Apr-06 770.4 12042.56
May-06 -6647.40 10398.61
Jun-06 875.1 10609.25
Jul-06 1297.40 10743.88
Aug-06 5447.60 11699.05
Sep-06 6133.40 12454.42
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Net Investment by Flls

Month (Rs.crore) BSE Sensex
Oct-06 8669.60 12961.90
Nov-06 10186.50 13696.31
Dec-06 -2766.00 13786.91
Jan-07 -1681.90 14090.92
Feb-07 8195.10 12938.09
Mar-07 360.6 13072.10
Apr-07 7721.50 13872.37
May-07 5319.80 14544.46
Jun-07 1101.70 14650.51
Jul-07 22609.40 15550.99
Aug-07 -7162.10 15318.60
Sep-07 18788.40 17291.10
Oct-07 23090.40 19837.99
Nov-07 -6319.20 19363.19
Dec-07 8891.10 20286.99
Jan-08 -11081.90 17648.71
Feb-08 4230.10 17578.72
Mar-08 -1,010.10 15644.44
Apr-08 -626.9 17287.31
May-08 -5174.40 16415.57
Jun-08 -11094.50 13461.60
Jul-08 1782.10 14355.75
Aug-08 46.1 14564.53
Sep-08 -5073.90 12860.43
Oct-08 -17205.40 9788.06
Nov-08 1616.70 9092.72
Dec-08 2376.60 9647.31
Jan-09 -3443.00 9424.24
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Net Investment by Flls

Month (Rs.crore) BSE Sensex
Feb-09 -3124.40 8891.61
Mar-09 -5890.00 9708.50
Apr-09 8998.50 11403.25
May-09 17405.80 14625.25
Jun-09 4898.30 14493.84
Jul-09 13181.70 15670.31
Aug-09 4523.30 15666.64
Sep-09 20572.70 17126.84
Oct-09 15972.60 15896.28
Nov-09 6181.40 16926.22
Dec-09 8710.70 17464.81
Jan-10 8412.60 16357.96
Feb-10 4363.00 16429.55
Mar-10 29437.50 17527.77
Apr-10 12393.10 17558.71
May-10 -6986.10 16944.63
Jun-10 11249.10 17700.90
Jul-10 24724.00 17868.29
Aug-10 14686.30 17971.12
Sep-10 32668.00 20069.12
Oct-10 24302.60 20032.34
Nov-10 21210.70 19521.25
Dec-10 3213.80 20509.09
Jan-11 5363.50 18327.76
Feb-11 -3269.80 17823.40
Mar-11 6882.90 19445.22
Apr-11 7196.10 19135.96
May-11 -4276.00 18503.28
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Net Investment by Flls

Month (Rs.crore) BSE Sensex
Jun-11 4883.30 18845.87
Jul-11 10652.90 18197.20
Aug-11 -7902.50 16676.75
Sep-11 -1865.70 16453.76
Oct-11 3078.80 17705.01
Nov-11 -3263.20 16123.46
Dec-11 21872.50 15454.92
Jan-12 26328.9 17193.55
Feb-12 35227.9 17752.68
Mar-12 1792.5 17404.20
Apr-12 -4896.6 17318.81
May-12 3222 16218.53
Jun-12 1180.5 17429.98
Jul-12 13664.4 17236.18
Aug-12 11069.1 17429.56
Sep-12 19884 18762.74
Oct-12 19215.9 18505.38
Nov-12 9869.3 19339.90
Dec-12 26792.2 19426.71
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ABSTRACT
This study mainly focuses on forecasting net investment by foreign institutional investor in Indian Debt and Securities markets. Past studies have concluded that
FIl investment depends upon recent past investment trend and follows herd behavior in context of Indian markets. Autoregressive and Moving Average Processes
have been proven suitable for modeling time series exhibiting such characteristics. ARIMA specification parameters are identified by analysis of ACF and PACF of
the time series. Net monthly Fil data used to train the model is from jan-2000 till dec-10, while Fil flow forecast is done for the year 2011 to check the accuracy of
the model specific parameters obtained earlier. Comparison of actual and forecasted results showed that forecast are lying within 95% confidence limits which
proves efficiency of these models. Long term forecast depicted continuous downtrend which is the indicator of FIl’s negative sentiments and calls for policy

changes to boost their confidence.

KEYWORDS
ARIMA, FlI, ACF, PACF, Ljung-Box Test.

INTRODUCTION
tock markets in the India and other developing countries are becoming attractive place of investment for Foreign Institutional Investors (Fll). Investment
%by Fil to the markets has its pros and cons. It helps in increasing the valuations of the domestic firms and brings foreign currency to the country although
sudden withdrawal of huge funds from the market adversely affects the environment of the domestic country. Foreign Institutional Investment (Fil)
generally done by individuals and institutional investors from foreign nations to diversify their international portfolios. In an economy like India Fll investment
was not an attractive option until pace of liberalization and globalization increased. In the last decade of 19" century Fil investment has drastically increased and

has made Indian markets highly volatile. Fig(1) clearly depicts the changes in Fll investment.

FIGURE (1) FIl INVESTMENT OVER THE YEARS
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ABSTRACT

JoF 2

Liberalization and consistent growth of developing nations like China and India have attracted Foreign Institutional
Investors to invest in capital markets of these countries. Due to weak currency of these nations a small investment can
multiply immensely and bring a lot of volatility in the market. Hence, studying the factor which can cause FII
movements will be of great help in predicting the same. This study analyzes four key macroeconomic variables of

Inflation, Sensex, Exchange Rate and Foreign Exchange Reserves for their impact on net FII investment in India. First
part of study analyzes monthly time series of these variables from 2000 till 2011 for stationarity and unit root using

ADF and KPSS test. Second part studies the causal relationship of these variables with FII using prominent Granger

Causality Test.

KEYWORDS- Stationarity Test, Financial Institutional Investors, Causality, Indian Economic Indicators

INTRODUCTION

This Foreign Institutional Investors are continuously
looking for investment opportunities in developing
countries like India, China and Brazil to name a few.
Some of reasons behind this spur of FII include global
integration of capital markets, advancement in
technology, more opportunities due to consistent and
stable growth of developing economies, quest for
diversification of portfolio. FII introduces external
liquidity to the markets of country in which they are
investing and are beneficial for various firms looking for
capital. In India since liberalization of 1990 the
investment of FII have grown from US$4 million in
1992-93 to over US$32 billion in 2010-11. FII flows
turned negative in during 2008-09 and there was a net
~outflow of US$ 12 billion.

Several studies have been conducted in the past
analyzing causal relationship between FII flows and
benchmark index. Chakrabarti (2001) studied the
relationship between FII inflows and returns of BSE
National Index using Granger Causality test.[1] Study
concluded that FII flows were affected by index but not
caused its movements. Similarly Kohli (2003) found
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that FII flows were effecting on money supply in the
economy and leading to liquidity and volatility in the
market[2] Bakaert and Harvey (2000) found that flow
of FII have positive impact on the growth of the
economy [3]. Since, economy is effected by flows so,
quite possibility other macro economic factors like
Inflation , Foreign Exchange Reserves, Exchange Rates
might also be effected or may affect FII flows in the
nation. This study does comprehensive analysis of time
series properties of these variables and studies causal
relationship with FII flow into the country for a period
of 10 years from 2000 till 2011. Results unfold some
interesting and new statistics which were undiscovered
insimilar studies done earlier.

This research firstly studies the time series properties of
the variables under consideration using Augmented
Dicky Fuller (ADF) test and KPSS test for stationarity.
Make required a change to the series so as to make is
suitable for applying the Granger Causality Test. The
results and recommendations of this study would be
useful to policymakers in exercising control over maco
economic variables by controlling other.
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Abstract :

Foreign investment plays an important role in the economic development of a country. In the wake of

economic liberalisation policy initiated in 1991, the Government of India has taken several measures fo

encourage foreign investment, both direct and portfolio, in almost all sectors of the economy.

The flows if these FII in India has been the results of many factors operating at the domestic and g/o/)ul
level, Some of the main domestic factors are economic reading of the Indian economy, risk in Indian share
market, home biasness, credit rating, price-earnings ratio, infrastructure facility, country risk and other

economic factors like (industrial growth, inflation, foreign exchange reserves etc.), politically and

economically stable environment., potential for growth opportunities, supportive policies of the host

government towards Flls , orientation towards privatization, more congenial taxation policies, a supportive

and enabling investment environment—such as good governance practices, an effective legal system, hetter
Administrative machinery , a suitable regulatory regime and a positive investment climate. And some of the
major global factors are performance of other countries, global liquidity, interest rates in global market, tax

heaven countries, the drivers in the global market , global crisis, herding mentality in Flls, and so on.

Keywords: Flls, Determinants, Indian stock market.

1. Introduction: flows from foreign institutional investors (FII)
The flow of foreign capital was restricted by many have emerged as a major source of capital for
countries including India till the early 1990s and emerging market economies (EMEs) such as
there was huge dependence upon external financial China, India, South Africa and Brazil.

aid and official development assistance. Besides, this the substantial increase in foreign
Gradually, . the ecenomies of most of the portfolic flows since early 1990s can also be
developing countries were opened by way of attributed to the greater integration among global
dismantling the so called capital controls in order financial ~markets, more advancement in
to attract foreign capital, accompanied by information technology and growing interest in
domestic capital to speed up the domestic growth, EMEs among FIIs such as hedge fund and private
productivity and output. Since then, portfolio equity funds in order to achieve the objective of
AKIMSS JOURNAL ' Vol. II: Issue: II - January, 2014 28
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Since 1991 when India under the so called regime of LPG (liberalisation, privatisation and globalisation) opened its economy, i
there have been continuous flows of Foreign Intuitional Investment. These flows have been experiencing different trends
during the last few decades due to many domestic and global factors. The foreign investment which was just Rs 9933 in
2000-01 got increased to Rs 93725 in 2011-12. The numbers of FIIs registered with SEBI has also witnessed a sharp and
steep increase confirming the ever growing interest of FIIs in India economy. Total FlIs registered was 527 in 2000-01
increased to 1765 in 2011-12. Moreover FlIIs from various countries (USA, Singapore, Luxemburg, Australia, Mauritius and
son-) have shown great interest in the Indian stock market. Out of the total foreign portfolio investment as compared to
ADRs/GDRs, offshore and other funds, Flis ‘hav.e been contributing the maximum in the kitty of FPI.

Introduction -

Since 1991 till date Indian economy has gone through
many developments. It has seen many contemporary
changes in terms of changing trends in economic growth,
inflation, high fiscal deficits, capital investment flows (FDI &
FlIIs),current account and capital accounts convertibility,
foreign exchanges reserves and so on. In 1991 India faced
major problems like low income level, low capital formation
and quite low foreign exchange reserves and thereby it faced
the challenge of no remarkable economic development and a
big problem in making payments for imports. Under such
situation there were two alternatives available; one was
borrowings which were inherently limited and the second
alternative was allowing foreign investors with abundant
recourses to invest in the country. India decided to follow the
second by liberalising its economy through its globalisation
policies, and implemented the same during 1990s. India not
only opened up its economy, it introduced many economic
reforms with more thrust towards globalisation, privatisation
and liberalisation. Since past 1990s , FIIs have been flowing
in Indian economy with leaps and bonds except few years.

Review of Literature

A number of empirical researches have been undertaken
upon foreign institutional investment. For this research,
various empirical research papers which have addressed the
various issues related to foreign capital flows.and FlIs have
been studied. Kohli (2003) in her paper "Capital Flows and
Domestic Financial Sector in India” analysed that whole world
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including India had witnessed a significant changes in
composition and direction of capital flows during the last |
decade (1990-2001). Mohan (2008) in his BIS (Bank of |
International Settlement) paper titled “Capital Flows to India” |
attempted to analysed foreign capital flows since post 1990s. |
The study observed that before the beginning of major

reforms in post 1990s, the flow of foreign capital was very i
restricted to India and it was only the result of major financial
reforms in 1990 which gave major impetus to foreign capital
flows. Mohan (2008) in his BIS (Bank of International
Settlement) paper titled “Capital Flows to India” attempted to
analysed foreign capital flows since post 1990s. The study
observed that before the beginning of major reforms in post
1990s, the flow of foreign capital was very restricted to India
and it was only the result of major financial reforms in 1990 |
which gave major impetus to foreign capital flows. Bansal |
And Pasricha (2009), in the study on “Investment Trends of

FIIs in India: An Analytical View” examined the investment |
trends by FIIs during the years from 1992 to 2009. The study
observed that before 1990 the major funds in India |
constituted the money inflows from NRI and other

commercial borrowings. However after 1990s, the whole :
picture got changed. Sumanjeet (2009) in his study titled |
“Foreign Capital Flows into India and Composition,

Regulations , Issues and Policy Options” studied the
contribution of various investing bodies (FDI, FPI, FVC, ECB,

NRIs,etc) and the composition of foreign capital and the rules

governing them. The period of the study was 1990-91 to
2007-08. The study observed that foreign capital had come to
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Abstract

Firstly this research paper aims at discussing how the economic scenario post 1990s forced
the Indian economy to open up with the three triggers of Liberalisation, Privatisation and
Globalisation. This further discusses the opening of economy for the foreign investors
under the given scenario. It narrates the positives and negatives of Flls in India in terms of
their impact on the Indian economy. Secondly it also studies the movement of Indian stock
market i.e. BSE Index vs. Flls investment. Thirdly and more importantly this paper has
also made a herculean efforts for studying the impact of Flls investment on the volatility of
Indian stock market on the basis of daily as well as monthly data ( from 2000 to 2012). For
daily data 3000 observations have been used and for monthly data 156 observations have
been used. GARCH and ARCH techniques have been applied for the same. The time period
from 2000 to 2012 has been divided into two phases i.e. pre crisis period from 2000 to
2008 and post crisis period from 2009 to 2012. It has been found in the study that FIIs
flows have had an impact on the volatility of the Indian stock market in the pre crisis as
well as post crisis period.

Keywords: Flls, Volatility, BSE, Sensex.
JEL Classification: F 21.
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CHAPTER -1
INTRODUCTION

11 INTRODUCTION

Since 1991, Indian economy has emerged as a peotmarket for the global
investors. The FlI, in particular, has constitu@dnajor portion of the total foreign
capital flows in India over the last few decadeati, 1999). These capital flows have had
both positive as well as negative repercussionghferindian economy. On the positive
side, these capital flows have speeded up the gso0€ economic development by
augmenting the domestic investment, contributed atd®& increased market
capitalization, enhanced the level of competition the Indian capital market and
widened the scope for financial intermediation led indian economy. But at the same
time, these capital flows have also posed sevarahts to the economic and financial
system of the Indian economy in terms of inflatighd&rends, appreciation in ER,
overheating of the Indian economy and unmanageatikility in the Indian capital
market due to the uncertain nature of these FWdleharacterised by the possibility of

their sudden withdrawal.

Foreign institutional investors’ money is oftefereed to as ‘Hot Money’ because
the FIlI flows are considered more volatile thaneotmarket forces working in the capital
market. However, there is one more school of thoudio considers FlIs as fair weather
friends because they continue to invest in a cquritithe time they enjoy good returns;
and pull their money back from the market, the mainteey smell small sign of trouble
(Report of Working Group on Foreign Investment, 2010). The same experience was felt
in India during 2007. Flls showed great interestha Indian economy during the year
2007-08 putting in an investment worth Rs. 661 Wethe highest ever investment since
their beginning in India in 1992. These unprecee@ritows of Fll led BSE Sensex and
NSE Nifty to go beyond the level of 20000 and 6@@ints respectively during that year
itself. But, due to the global financial crisis lgsprime crisis which originated in USA),
their investment took a total turnabout change theg pulled back more than Rs. 50000

crore from the Indian stock market during 2008 iegdo the biggest ever market crash



(Sumanjeet, 2010). Thus, FIlI flows have been impacting various ecoiediactors of the
Indian economy directly and indirectly. Some of ttmajor factors which have been
affected by FIl flows include Risk-Return patterngplatility in the Stock Market,
Inflationary Trends, Economic Growth, FERs, ER andn.

Thus, there are many perspectives attached witfidwls in the Indian economy.
From the problem of scarcity in the early 1990sht® problem of plenty now, the large
Fll flows in our economy have assumed great impadan recent times. However, at
the same time, managing such enormous flows hasnt®@ challenge in itself. Such
foreign capital flows have thrown up new policy bages before the country as they
have influenced all the major macro level econofaitors like Inflation, FERSs, ER,

Market Capitalization, Market turnover etc.

Moreover, as India has already been undergoingtbeess of liberalization of
the capital account, it is going to have an impdrtaffect on the flows of foreign
investments and particularly on flows of Fll, besauhis would have an untold impact
on the stability of Indian stock market in the shmeriod and the Indian financial market
in the long period. This issue has become extrermaportant for the contemporary
policy makers since managing such large FllI flo$nidia in recent times has come to
haunt both the RBI and the capital market regulégB&BI). Given the above scenario, it
is important to study further the FII magnitude,eith investment trends, their
determinants and their impact upon various maarel fiactors of the Indian economy as
it would help various stakeholders (Government, RBapital Market Regulator-SEBI,
domestic and individual investors, middlemen dtcfjne tune their policies and decision
making process with regard to Fll. More precisgdgaking, the aim of this study is to
throw more light on the analysis of FlI flows india. It is hoped that the insight offered
by this study would help the policy makers to camndt suitable foreign investment
policies in such a way that, on the one hand, th&iah economy would enjoy
substantially large flows of Fll, but at the sanmeg, there would not be any unnecessary
enhanced degree of volatility in the Indian capitarket. This would help in cementing,

consolidating and stabilising the economic scenaifrithe Indian economy in general and



confidence of the investors in particular. This Vdofwrther help India in showcasing its

self as a desired and potential destination faipr investment by FlIs.
1.2  EVOLUTION OF INDIAN FINANCIAL SYSTEM

There have been continuous developments in thrinithancial system since
independence and the present system is the outobrtteese developments. Broadly
speaking, the evolution of the Indian Financialt8gscan be classified into three phases
from the point of view of its exposure. The briedtails of these phases have been

outlined as below:

i) Phase | : Pre 1980
1)) Phase II: 1980 -1990
i) Phase IlI: Post Nineties

i) Phase | : Pre 1980

From 1947 till 1980, Indian economy was not anmopeonomy. There were
many noticeable characteristics which featured lindian economy. Some of the

prominent features were as follows:

. Interest rates were controlled and not market drive

. Lot of controls existed upon the industry throuigersing policy.
. Public sector dominated the industry scenario.

. There was very limited competition.

The consequent impact of these controls was Healtrtdian resources, be it the
human resources or the natural recourses remautezhty underutilized; there was also
emergence of a non-economic and an ineffectiveamdconomic system. This led to low
productivity and more dependence on foreign aigpite of high saving rates in the
country. Because of the closed economic systermasgiz growth rate of India hovered
around 4 % for more than 35 yeditdohan, 2008). And on the contrary, many other
comparatively less developed countries achievedbaity rate of over 5 % per annum.

Moreover, countries like Japan and other East Astaamtries were also able to catch up



with the industrialized countries of the west byopiing market-oriented patterns of

industrialization.
ii) Phase II: 1980 -1990

Prior to the onset of financial sectors reform4®91, the capital market structure
in India remained subject to several controls apdgoe procedures were adopted from
1980 to 1990. During these years, the main objeafvcontrol over capital issues was to
channelize the limited capital resources availdbienvestment in the country into the
desired areas. Apart from this main objective, tehpgssues control was also put to

several others uses, some of these were as fo{feiwl, 2013):

. Regulation of bonus issues.

. Regulation of terms and conditions of foreign calpgarticipation in the Indian
companies and regulations of the terms and comditad dilution or repatriation
of foreign equity.

. Regulation of capital re-organization plans of camps including mergers and
amalgamations.

. Regulation of capital structure of companies ad a®lthe terms and conditions
of additional issues.

. Regulation of the volume and timing of the privesgsue of capital.

Moreover, during this period, the trading andlsgtent system was outdated and
was not much in tune with the international praagicAt that time, the capital fund
raising from the market was under the regulatiothefCapital Issues Control Act, 1947
which in turn was under the administration of then@oller of Capital issues, the

Ministry of Finance, Government of India.
iii) Phase IlI: Post Nineties

In the initial phase of 1990s, the whole worldefddhe trauma of Gulf war; and
as a result, the oil prices all over the world obsd unprecedented increase. This
increase in oil prices was further accentuatedtbgpsdecrease in the foreign capital in
the form of reduced capital remittances which teegbe settled in gulf countries used to

4



remit to their country including India. And a resdibreign exchange crisis was seeded in
the worsening condition of India’s balance of papmaccount(Cerra and Saxena,
2002). The story did not stop here, the birth of one nfeex that the Indian government
might default in its external financial commitmeidd to the outflows of foreign capital
from the Indian economy. Thus, the real reasonrkthis crisis was burgeoning fiscal
deficit and non existence of an effective finang@htegy which allowed many lacunas
to exist and ultimately got aggravated. Under soehditions, the first task before the
Government of India was to control fiscal defiditete by ‘the balance of payment’
scenario; and second task was to keep the momehigimfor the economic reforms
initiated post 1980s.

Under such pressing economic conditions, Govermroénndia initiated many
reforms in the post 1990s era for the above statgdctives. Under this process of
reforms initiation, domestic investment was liberadl, infrastructure sector was opened
for private players, a large number of barrierse liknport tariffs and controls were
reduced to bring in more competition, interestsatere de regularized, foreign capital
was encouraged as the polices motivated the ehtfl® along with provoking them to
enhance their investment in the Indian capital m@rkpublic sector units were
disinvested and a large number of tax reforms wase introduced in the Indian

economy.

Thus, along with all these reforms, the major shmas undertaken to encourage
FDI and FIl in India. Subsequently, in almost dietsectors of the Indian economy,
foreign direct investment with 100 % participatisras allowed. More importantly in
1992, FlIs were also allowed to make investmenhénindia stock market. Though in the
initial stage, the limit was fixed up to 24 % onlhis limit was kept applicable on the
paid up share capital of the concerned public &chitcompany. However, it was made
mandatory for the company to have approval fromsimareholders for allowing Flis to
make investment in the concerned company. Theséslivere further increased many
folds subject to certain conditions. Moreover, fhetection of property rights, physical
as well as intellectual; and other basic rightstioared to be a recognized aspect of the

operating environment for foreign investment in ifndLater on, India became the



member of the Multilateral Investment Guarantee feye(MIGA) which protected
investors by way of insurance for their non-bussnesks including expropriation.
Further, India entered into investment agreemenbitateral basis with many countries
as a result of which the foreign investments frdrase respective countries remained

protected.

Gradually, many positive steps were announcedtakeh by the Government of
India which helped in making Indian capital marketre efficient and lucrative. These
developments enabled the companies to raise finlogethe domestic as well as from
the foreign market. One of the major steps amotiyste was that the office of the
Controller of Capital Issues (CCI) was abolished anlieu of that, autonomous body
called ‘Securities and Exchange Board of India’ veatablished. Through these steps,
government helped the Indian companies to raise tequired funds through various
foreign markets like Euro issues. The establishnoérBEBI also helped in creating a
more congenial environment for Flls as variousaiie measures were announced by it
from time to time. Moreover, to make trading moransparent and efficient and for
minimizing transaction costs, open outcry tradiggtem was also replaced with screen
based online trading system. This practice integrddian stock market further with the

global stock markets as the flow of informationdr®e more speedy and transparent.

Thus, one of the best responses of India’s lipe@bn policy has been from Flis
in terms of their huge portfolio investment, pastarly, in the equity capital of the Indian
companies. And moreover, GDRs and ADRs issues &lgoebeen permitted to be issued
by the Indian companies with high credit ratihg short, it is safely concluded that the
private capital flows have become a very imporfzant of the Indian capital market and

these flows have dominated FPI scenario in thealmdiconomyKohli, 2003).
1.3 EVOLUTION OF POLICY FRAME WORK FOR FII IN INDI A

Till 1980s, the overall objective of the Indianoaomic policies has focussed on
being more self reliant and self sufficient for thebstitution of imports. Till that time,
Indian government has been trying to meet its nefedscapital account deficit

particularly through official development assisan@DC) and debt flows. Foreign



capital flows and other private flows have not beeanch resorted to. However post
1990s era, when Indian government introduced margel scale economic reforms, its
primary aim got focussed on the foreign capitalvBoincluding both FDI and FIl. The

overall perspective about the financial reformstgpeing to external sector was also
discussed in the ‘High Level Committee Report’ fethto give valuable suggestions on
the balance of payment situation under the Chaistmgnof C. Rangarajan. This
committee gave many land marking recommendationemeS of the major

recommendations of this committee were as follows:

. It suggested that there should be a gradual shbift debt-oriented flows to non—
debt oriented flows.

. It suggested that there should be strict regulatiimn the External Commercial
Borrowings (ECBS).

. It also suggested that the volatile portion wittiie NRIs investment in the Indian
economy should be discouraged.

. It suggested that gradually capital flows in thelidm economy be further
liberalised for getting more FERS.

. It also advocated that the government’s role asdaleman should be reduced as
much as possible.

Consequently, after the government introduced mafgrms in post 1990s era,
the capital account component of balance of paymest made more convertible which
was earlier totally non-convertible. After Septemb&392, Flls as well as Overseas
Corporate Bodies were allowed to make investmenttime primary market of the Indian
economy. However, a separate press note (date@fdiérSber, 1992) on Fll was issued
in the form of GOI's guidelines which not only madecompulsory for Flis to get
registered with SEBI but it also clarified each anckry aspect relating to Fll in the
Indian economylndian Securities Market Review, 2011).

As per the SEBI guidelines and RBI rules, thaahpermission was granted for 5
years for FlIs to trade in the Indian stock marketl thereafter, they were required
mandatorily to get it renewed. As per the rules eegllations contained under FERA



Act, 1973, FlIs could involve themselves in sellilglying and making capital gains on
the securities held by them. However, they couddidrin the securities of only those
companies which were registered on the recognitetk £xchanges. They were also
allowed to operate through their domestic ageetsauthorised bank and one authorised
custodian which would maintain all the records tietato their trading activities in the

Indian stock market.

The guidelines issued by SEBI in 1992 also meetioas to who is eligible to be
registered as FllIs, their financial condition, pdmsstory (track record) etc. These
guidelines were exclusively explained in SEBI Ratjohs Act 1995. One of the major
objective of these guidelines was to maintain gperabalance and link between the
guidelines issued by Government of India and tigelletor (SEBI) in such a manner that
Flls were not only guided by SEBI, they also folltke same. By this mechanism, the
government has been able to prescribe the limit$foin various Indian industries. As
per the FEMA Act, 1999 which started applying fr@000 onwards, the purpose of these
guidelines was to control FlIs’ transactions ald®reby protecting the Indian economy

from over or under heating.

From 1992 till date, almost all the securities dndneen opened where Flis could
make investment or where they could trade. Thitudes the securities of the Indian
primary market as well as secondary market likeitggshares, preference shares,
warrants, debentures and different types of mufuatl schemes started by various
Indian companies and mutual fund houses which lgateéhemselves registered on the
recognised stock exchanges. A brief review of tlegompolicy changes and initiatives

for Fll has been provided in the following table:

Table 1.1 : Policy Changes for Fll in India

Year Policy Changes

For the first time in the history of the Indian cgkamarket, the
Flls were allowed to make investment in almosttyglles of
securities of the Indian primary as well as secondzarket.
September 1992 However, there were some conditions to be obseevgda
single foreign institutional investor could invagh to 5 %
and all FlIs taken together could invest up to 24oPdhe
company’s total capital issued.

8



Year

Policy Changes

November 1996

Operational flexibility was offered to Flils by alling fully
debt oriented FII.

April 1997

30 % was the new limit up to which Flls could intve
However such limit was subject to some special igrons
and resolutions. And the aim was to encourage ratren

India.

S

April 1998

Dated government securities were opened for FIlis]
investment was allowed through the normal routevels as
through fully debt oriented fund route.

But there was an overall approved limit up to U$ Hillion.
In 2004, this limit was enhanced to US$ 1.75 hillio

June 1998

Total investment limit in portfolio securities wascreased
from 5 % to 10 % for FlIs, Persons of Indian Orition
Resident Indians/Overseas Commercial Borrowers.

June 1998

Forward contracts were permitted in equity markés were
allowed to invest in equity based derivatives st tiedging
instruments could also be made available.

February 2000

Foreign organisations and individuals with high medrth
were allowed to make investment as sub-accounts.

Domestic overseas bodies with interest in portf
investment were permitted to get registered inrtame of
Flls so that they could manage the sub-accountsiu

The aim of this reform was to bring in more openadil
flexibility, and also to ensure that Flls could kaaccess t
the domestic asset management capability.

Dlio

March 2001

Under the provision of special procedure, FII limias
increased to 49 %.

September 2001

Under the provision of special procedure, Fll linvds raisec
to sectoral cap.

December 2003

A single approval system was introduced for F
registration instead of dual system of approvamfr8EBI
and RBI which was existing earlier.

The objective of this initiative was to make thesteyn

simpler and less time consuming.




Year

Policy Changes

November 2004

The limit for outstanding corporate debt had bermsgribed
up to US $ 0.5 billion. The main objective of tlmve was
to reduce the flows of short-term debt.

April 2006

US $ 1.5 billion was the new corporate debt lifMbreover,
for FIl to be made in government securities, thmitliwas
increased to US $ 2 billion. There was a speciattioe of
the same in the Union Budget of 2006-07.

November 2006

Flls could make investment up to 23 % of their talpn the
securities of a special class of institutions €lgaring House
corporations, Depository Houses and Stock Exchanfas
was done in the light of compulsory regulations
demutualisation and stock exchanges’ corporatisatio

for

January and

Further, the limit for FIl in government securitiesas
increased to US $ 3.2 billion.

<

as

October 2007

In the light of analysis of the ECBs’ scenario, fbéowing

decisions were taken:
June 2008 1. The cumulative debt investment limit was increafseth

US $ 3.2 billion to US $ 5 billion.
2. The cumulative corporate investment limit was iased
from to US $ 1.5 billion to US $ 3 billion.

The cumulative debt investment limit in corporatesy
October 2008 increased from to US $ 3 billion to US $ 6 billion.

The FII limit restriction in the ratio of 70:30 iequity and
October 2008 debt respectively was removed.

The restrictions applying on Overseas Derivativeusées
October 2008 were removed.

Flls' lending of shares in the foreign market W
March 2009 disapproved. And a new platform of E-bids was idtrced

for Flls.
August 2009 Interest rate futures were opened for FlIs also.

Domestic government securities and foreign sovar

securities (having AAA rating) were permitted to Umeed ag
April 2010 collateral securities (in addition to cash) to lepaskited with

the Indian stock exchange for transacting the lmssinn the

eig

cash domain.
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Year

Policy Changes

November 2010

Fll limits both in corporate bonds as well as invgmment
bonds were increased by US $ 5 billion. In caseooporate
bond, it was increased to US $ 10 billion; and &sec of
government bond, it was increased to US $ 20 hillio

March 2011

FIl limit in the corporate bonds of those companidsich
deal in infrastructure was increased substantfedi;m US $ 5
billion to US $ 25 billion.

August 2011

Guidelines had been issued for Qualified Foreigrestors
also. These guidelines were applicable for thosés @Ho
followed KYC norms.

Direct route was opened for Qualified Foreign Inges
investment in equity and debt scripts of variougualbfunds.

September 2012

The allocation procedure for FlI's debt limits wasanged td
the open bidding process wherein bifurcation irmterof
lock-in-period and manner of allocation for longrnte
infrastructure limits was increased up to US $ #iibh.

January 2012

The re-investment mechanism had been discontinoiedlif
new allocations applying to debt limits for Flisssaccounts
And the limits would come to the pool once the stueent
was sold/redeemed. These limits would again beatiéal in
the subsequent bidding processes.

January 2012

Qualified Foreign Investors (QFI) meeting ‘Know Yo
Customers’ norms were also permitted to make invest
into the securities of those companies which haeénl
registered with the recognised stock exchange(s)dia. But
the applicable condition was that all these shages to be
held by them in DEMAT account. And such account i
also be opened with a recognised depository ppainti
which in turn should be registered with SEBI.

he

us

March 2012

A dossier on the use of very advanced automatetsvaied
was recommended by SEBI in order to avoid varigpsg of
risks caused by brokers.

September 2012

SEBI simplified the ‘Know Your Client’ (KYC
requirements for foreign investors thereby makingimpler

for Flls to make investment through the portfobaite.

11



Year Policy Changes

For that Flls/sub-accounts which could not be a@bleolding
debt investment limit during 2012 were allowed i@reise

January 2013 re-investment provision and facility up to maximam50 %
of the debt holding during the year 2013.
April 2013 Again all Flls and sub-accounts were allowed to enad-

investment facility provision to the maximum linaf 50 %
of the holding of debt by them by the end of tharye

Source: Indian Stock Market Review-2011, NSE.

1.4  SOURCES OF FOREIGN CAPITAL FLOWS IN INDIA

There has been a large range of sources in thmlgbapital market from where
funds have been flowing to various developing coastincluding India. Some of the
major sources amongst the same include FDI, FVCProrate Equity, investment by
NRIs, ECBs, ODA, FCCBs, FDI and FPI. A brief sumynaf foreign capital flows has

been shown in the Figure 1.1.

After various capital market reforms initiated endthe slogan of LPG
(Liberalisation, Privatisation and Globalisation)the post 1990s period, one of the main
policy change was the fact that the Indian corgaratere permitted to raise funds from
the global financial market. Earlier, debt was th&n source which was permitted to be
raised from the global market. In the early part®®0s, the corpus of Indian FERs came
down drastically and the country’s rating was dovadgd by various international credit
rating agencies. This led to a big crisis in mamitay the required amount of FERs
(Cerra and Saxena, 2002). Under such circumstances, it became very diffitoitthe
Indian government to meet the import bill requiretseof the Indian companies. Thus,
one of the most amicable solutions under such fighnhcial conditions was the decision
to allow Indian corporates to raise funds from élg@ity and bond market of the foreign

countries.

Subsequently, the Indian companies have tappesgformarket and raised the
money from international markets through variousrunmments like American Depository
Receipts, Global Depositary Receipts, Foreign QuyeConvertible Bonds (FCCBs) and
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other methods of External Commercial Borrowings BSL Along with this, Flis from

many foreign countries have also showed greatastan the Indian capital market and

have invested heavily in the securities of thedndiompanies.

Foreign Direct (PE) / Foreign
Investment (FDI) Venture Capital
Investor(FVCl)

Figure 1.1 : Foreign Investments in India

Foreign
Investmentsin
India

listed / unlisted
entities but not
through the route
of stock

investmentsin

listed companies

through stock
exchanges

Non-Resident

Depository
Receipt (ADR) &
Global Depository
Receipt (GDR)

Indians (NRIs) /
Persons of Indian
Origin(PIOs)

Private Equity Foreign

Institutional
Investors (FIl)

Qualified Foreign
Investor (QFI)

Source: Indian Stock Market Review-2011 published ¥y NSE.

Though there are many channels of foreign cafidgais in developing countries

like India, some of the important ones are disadissefollow:

14.1
1.4.2
143
144
145
1.4.6

14.1

ODA (Official Development Assistance)
ECBs (External Commercial Borrowings)
FCCB (Foreign Currency Convertible Bond)
Foreign Venture Capital Investor (FVCI)
FDI (Foreign Direct Investment)

FPI (Foreign Portfolio Investment)

Official Development Assistance (ODA)

These are the official flows for financing variotypes of projects. The reason for

the existence of ODA is to promote the welfare alidround development of the

developing countries. Such financing is done witime concessional rate of interest

usually fixed at 10 %. These flows also carry aamant of grant up to 25 % of the total
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flows. It has been the convention that ODA flows &nanced by the various donor
agencies of government at different levels to eitheltilateral agencies/institutions or
the under developed or the developing countriesThere may be some bilateral ODAs

also. - (Organisation for Economic Cooperation and Development)

The government and the government agencies oti¢heloped countries have
been providing economic assistance to the lesdajgs@ and the developing countries of
the world. Through UN General Assembly resolutiond970, the developed countries
of the world have pledged to commit at least 0. 06f%ross National Product as ODA
for the underdeveloped and the developing coun(Kegin, 2010). The target has been
reaffirmed in the subsequent conferences on ODA TN Millennium Project which
has specific development goals known as ‘Millenniidevelopment Goal’ to be
achieved by 2015 has again urged all developedtaesrio contribute at least 0.7 % of
their GNP towards achieving MDG by 20@&evin, 2010).

Though the developed countries have generallgdaib achieve this target, they
have been an important source of official developnassistance. Unfortunately, over the
years, ODA has lost its dominance in capital flds@sause of certain underlying reasons,
like failure on the part of developed countriesthieve the targets, misappropriation of
aid receipts, prevalence of corruption at all levéh the recipient countries and
availability of other sources of foreign capitat@ss the world.

1.4.2 External Commercial Borrowings (ECBS)

External Commercial Borrowings typically mean tbans from commercial banks
in the form of commercial loans. These loans méag &y of the forms like bank loan or
buyers’ credit or also other securities which magiude fixed interest rate bonds and
floating interest rate notes. Such loans are ugumadlde available in the country by non-
resident lenders. These loans are usually issued &uration of 3 years. The spectrum
and scope for ECBs also get extended to includeBC@@reign currency convertible
bonds). There are two routes through which ECBs lsanraised: Automatic Route
Method and Approval Route Methd@khan, 2011).
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Automatic Route Method: The ECBs under automatic route don’t require the
approval from RBI or Government. Usually, the momaiged and to be used in
the real sector like infrastructure and the indaksector fall under the category
of automatic route method.

In addition to banks, NBFCs and the housing figamompanies, only
those corporates are allowed to borrow money throtlgs route which are
registered under the Companies Act 1956. Additignaarious international
banks and agencies like Asian Development Bank terational Finance
Corporation , Import Export Houses are also legedigognised body to operate
through this route. External Commercial Borrowings to US $ 500 million
having maturity period between 3 to 5 years perdwang company per financial
year has been permitted under this (&umanjeet, 2009).

Approval Route Method : The eligible borrowers under this route are alov:

€)) Financial institutions which deal specifically infiastructure and export
financing e.g. Power Finance Corporation (PFC).

(b) Financial institutions which are active pagants in the steel and textile
restructuring processes approved by Governmemtcid |

(c) NBFCs which apply for ECBs with minimum 5 years imgvenjoyed the
status of Multilateral Financial Institutions.

(d) FCCBs and Corporates in service sectors ligteld, Hospitals and NGOs

engaged in micro finance.

During 1970s, Official Development Assistance frdoilateral sources of

multilateral agencies like World Bank, IFC, and ADBs the main source of capital for

the developing countries. Initially, ODA sourcesravgery limited to meet the ever rising

demand of the developing countries, so they staéadnching for alternative sources of

capital. Subsequently, ECBs emerged as an alteenatiurce of international capital. It

has been experienced over the last couple of ykatsindian companies have been

raising ECBs for financing their various types afojpcts including infrastructure

projects. In August 1996, it was the Reliance Petrm which became the first Indian
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corporate to raise funds through the channel of EOR aggregate value of the issue
was US $125 million(Pathak, 2008), and it was considered to be one of the most
important event because Reliance was the only inclienpany at that time which raised
such a huge amount from the international markeouiih this route. As ECBs
supplement to the domestically available sourcesundls, it helps the companies in
enhancing their existing production capacity aslaeslmaking fresh investment. Over
the years, Indian corporates have followed andepred this means of funds because the
cost of ECBs has been found to be comparativelyitoglobal markets. As the norms of
raising funds through the channel of ECBs are cgotend, hence in case of any default,
the repercussions are also stern and wider ascieases the risk premium for the
borrowers. FCCB being very important component GBEhas been discussed separately
in the subsequent pages.

1.4.3 Foreign Currency Convertible Bond (FCCB)

FCCB simply connotes a bond which is expressedfareign currency
denomination. In this case, the principle as wellrderest amount due on FCCB is also
expressed and paid in foreign currency. Indian comgs also issue such bonds. These
are subscribed and applied to by a person whoresident outside India. Such bonds
offer a fixed coupon rate and they can be converitm equity shares at a pre decided
price. There are two options for the conversionF&CBs i.e. full conversion or
conversion in parts. These bonds are listed irfahegn stock exchanges and are traded
therein. Till the time, the conversion option of EBs is not used, the issuing company
has to make payment of interest in US dollar. Sappbe conversion option of FCCBs is
not used till the time of maturity, then even regéion of FCCBs has to be made in US
$. One important thing to note is that the interagt due on FCCBs is quite low but the
exchange risk is quite high as the interest dysisble in foreign currency. Therefore,
the companies having low debt-equity ratio and gpotkntial for earning more foreign
exchange reserves prefer such option. It has blesgreed that the rate of coupon interest
on FCCBs is lower than the domestic rate and iblvas quite cheaper for the corporates
to raise the funds from such a source. The issupeged of FCCBs is 5 years. However,
no time period restriction has been existing witgard to conversion of FCCBs into

shares.
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The scheme of FCCBs has three types of contratlieghanism:

i) Automatic Clearance: Bonds up to the value of US0$million are cleared
automatically.

ii) RBI: Bonds having value between US $ 50 millionU& $ 100 million are
cleared by RBI.

iii) Ministry of Finance: Bonds with value above US ®1fillion are cleared by

Ministry of Finance.

Between 2001 and 2002, there were two public s&id-CCBs, one by BSES
and another by Gujrat Ambuja Cement. SubsequentB0D4, US $ 1.6 billion FCCBs
were issued by Indian companies. This had beenlpedsr the two reasons namely:
low interest rate and surge of Indian equity maReathak, 2008). With the stock market
becoming buoyant, FCCBs have also emerged as rmeferygd route to raise foreign

currency than pure ECBs.
1.4.4 Foreign Venture Capital Investor (FVCI)

It is an investor which is established and incoaped outside India. Such investor
proposes to make investments in venture capitad(8)ror venture capital undertakings
operating in India and are compulsorily registeasdper the SEBI (FVCI) Regulations
Act, 1996 and Foreign Venture Capital Investor BEEegulations Act, 2000.

Venture capital means an investment opportunityemture which has very high
degree of return as well as high degree of risle flilancing from venture capital is done
generally in the form of equity stake rather tharadoan by an outside party which may
be a bank or a financial institution. In 2000, as fhe recommendations of the committee
under the chairmanship of Sh. K.B. ChandrasekhaB| Svas made the nodal regulator
for this. Subsequently, SEBI (FVCI) regulations A2000 was enacted which freed the
industry from bureaucratic hurdles and providedasf@rm for the entry of foreign funds
in India. Total VCs and FVCls registered with SEBdod at 205 and 164 respectively in
the year 2011-12. There was total US $ 10.78 billmovestment by VCs and FVCIs in
the venture capital undertaking as on 31 March 20Idw, almost all the sectors have

been opened for financing by FVCls except very &@as like financing of gold trading,
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non-banking services and activities not allowed e the Industrial Policy of
Government from time to timéarekh, 2012).

1.4.5 Foreign Direct Investment (FDI)

Under this form of foreign capital flow, eithdrerre is direct participation by the
foreign players in the ownership of the Indian camp or setting up of its branches,
subsidiaries or expanding its foreign branch bussm@ acquiring an Indian company or
merging with the same with long term interests & gursued. The United Nations
Conference on Trade and Development (UNCTAD) hdisee FDI as “When a foreign
player makes permanent investment in the enterpusgide the boundaries of its own
country with the long lasting interests to be pedsut reflects a true example of FDI".
Broadly speaking FDI takes place through two routamely: Government Approval

Route and Automatic Route.
. Government Approval Route

Under the philosophy of government approval roatespecialised board called
‘Foreign Investment Promotion Board’ (FIPB) opemngti under the control of
Government of India has been established. The pigattive of the board is to consider
the FDI proposals which do not fall within the piew of automatic route as per certain
guidelines issued from time to time. For the follogy sectors, FDI is neither allowed
through government route nor through automatice@eDI policy 2013).

)] Business of Chit Fund

i) Lottery Business

iii) Nidhi Company

iv) Atomic Energy

V) Gambling

Vi) Agricultural and Plantation activities. However, ease of agriculture, there are
certain areas which are not covered under the gowemt approval route like
Animal Husbandry, Horticulture, Development of s&edPisciculture,

Floriculture, and vegetable cultivations, mushroocodtivations and agro and
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allied sectors. In case of plantation activitiesg plantations are also excluded
from the scope of this approval.

vii) Real Estate and Housing Business.There are cedsas like townships
development, commercial premises and residentiddlibgs, bridges and roads
which are excluded from the scope of this routetbuhe extent as specified in
the FIPB guidelines.

viii)  Trading involving Transferable Development Rights.

iX) Cigars, Cigarillos, Cheroots and Cigarettes, Tobamc substitutes for tobacco

products.

All these sectors fall in the negative list. Badliy, FDI investment promotes a
long-term relationship between the foreign entity ghe domestic company through
active participation in managing the affairs of t@mpany on a mutual consent basis.
Foreign individual, corporate, company, or orgatmisamay bring in FDI in various
forms. For example, it may be joint a venture orgee or acquisition or starting of new
subsidiary with 100 % stake in it or even expandhmgbusiness of existing branches or

establishment of new branches glKevin, 2010).
. Automatic Route:

It is the FDI route under which no prior permissminGovernment is needed to
make investment. As per theDI Policy 2013, some of these sectors are as follows,

subject to the conditions provided in the samecyoli

i) Agriculture and Animal Husbandry

i) Mining and Exploration of Metal and Non-Metal
i) Coal and Lignite

iv) Petroleum and Natural Gas

V) Broadcasting Carriage Services

Vi) Cable Networks

vii)  Airports

viii)  Air Transport Services

iX) Construction and Development : Township, HousiBgilt in infrastructure
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X) Industrial Parks

Xi) Trading (Cash and Wholesale)
Xii) Banking —Private Sector

xiii)  Insurance

xiv)  NBFCs

However, a special approval of Government is regglin the following sectors:

i) Sectors that involve Industrial Licensing.

i) If the proposed foreign direct investor is alreadying existing tie up in the same
field.

i) If an NRI makes a proposal to acquire stake inndean company.

1.4.6 Foreign Portfolio Investment (FPI)
Foreign Portfolio investment consists of the folingvforms of investment:

i) Global Depository Receipts

i) American Depository Receipts
i) Country Funds

iv) Offshore Funds

V) Flls

The investment horizon of FDI is usually broadeart FPI. This is so because
FDI flows are encouraged by long term interestantmlling the destination of the firm
whereas FPI flows are predominantly tempted byniong returns which may take the
form of dividend or capital gain to be earned owestment in the host country. Within
FPI, GDRs, ADRs and FII are the major sourcesrarice(Kohli, 2003). The discussion

on the active components of FPI is undertakenerfalowing pages:
i) Global Depository Receipts (GDRS)

GDRs are the negotiable financial securities wanie a local stock exchange but
they represent securities (usually equity shasss)ed by a foreign public listed company
(Kevin, 2010). GDRs allow investors in one country to hold theusiies of companies
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of other countries. In the functioning of GDRs, ttwo key functionaries are the
depository and the custodian. Depository is a banknancial institution in the foreign
country such as Europe where GDRs are proposed tsshed, appointed or designated
as depository by the issuing company. The sharesth@r securities set apart for the
foreign market are issued to the depository. Cuatods a bank appointed by the

depository to keep custody of the securities issaede depository.

The shares issued to the depository are bundlgaped into convenient lots by
the depository. A depository receipt is issuedh®ydepository to represent ownership in
such group of shares of the issuing company. TEd3Rs are issued to the investors in
that country; these are negotiable and are traddde stock exchanges of the country.
These are freely transferable outside the domestiatry (e.g. India) and dividend due
on them is pain in rupee form as GDRs can be ctewento shares at any time. Before
the conversion of GDRs into shares, there are tiogoights available to GDRs holders.
But the moment GDRs are converted into shareshtih@ers of GDRs get the voting

rights.

Many of the Indian companies have had their GD$&ue on London Stock
Exchange and Luxemburg stock exchange. GDRs ofralgin corporates are mainly
issued to the institutional investors and majomtyy them are based in USA, UK,
Singapore, and France. It is worth to note that G@Ro0 provide some special benefits

to the issuing compani€kevin, 2010). Some of these benefits are:

. There is no dilution of control as the GDRs befoomversion have no voting
rights.
. There is no foreign exchange risk as dividends @hdr benefits are paid in the

domestic currency.

. Foreign Exchange resources become available tigshag companies.
i) American Depository Receipt (ADRS)

ADRs represent ownership in the stock of a nondaSed company. Each and
every ADR may represent a fraction of a securityisTmeans, it may represent a single
share or multiple shares al@¢evin, 2010). ADRs are issued by a US depository bank in
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exchange for the shares of a foreign company degabsiith the depository based in the
domestic country. The largest depository bank irAUSthe Bank of New York. There
are various types of ADR issues which a foreign gany may choose and finalise for
listing and trading its shares in USA based stoahange (s).

In case of ADRs, there are both sponsored and omssped programmes
followed. The sponsored programmes are of diffelevel such as Level 1, Level 2 and
Level 3. In a sponsored Programme Level 1, theidareompany is required to have a
single designated depository to act as its trarsfent. The ADRs which are issued as
per Level 1 can be traded only on the OTC exchamgédet. The company which adopts
Level 1 programmes for its ADRs issue has minirepbrting requirements.

Figure 1.2 : Process of Issuing ADRs and GDRs

Board Approval

Tendering of Shares by the shareholder

Conversion to ADRs or GDRs

Sales of ADRs or GDRSs to the overseas Investors

Repatriation of proceeds to India within one month of
the closure of the issue

Distribution of proceeds to shareholders

Source: Bharti V. Pathak, Indian Financial SystemPearson Education 2ed Edition.
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The company or companies issuing ADRs under ldv@irogrammes are not
required to issue periodic reports like quartertyamnual reports. They are also not
required to follow the standards explained as USe@dly Accepted Accounting
Principles (GAAP) for their reporting purpose ahey may use their own currency in

their reports.

ADRs issued under Level 2 programmes are eligibletheir listing on the
national stock exchange(s) of USA such as NYSE, RAQ and AMEX. Such issue
comes under the American SEC (Securities and Exgh@ommission) regulations. The
foreign companies are required to comply with tBE€Seporting regulations. They have
to file annual reports prepared according to theABAtandards. They are also required

to fulfil the listing requirements of the stock &eanges where these ADRs are listed.

A foreign company which adopts Level 3 programmeas not only list the ADRs
for trading in the US national stock exchangesdaut also use them to raise fresh capital
from the USA capital market. Other reporting regments applicable under SEC are the
same as are applicable for companies following L2yarogrammes. In an unsponsored
ADR programme, there is no formal agreement betwhenforeign company and any
custodian bank in the USA. ADRs are issued by aposditory as per the demand for
such ADRs. These ADRs can be traded only on the @iBtket. As these are mostly
private in nature, no regulatory reporting requiests are imposed on the foreign
company. The process of issuing GDRs and ADRs &es butlined in figure 1.2.

15 REGULATORY FRAMEWORK FOR FlIs IN INDIA

A foreign institutional investor is an institutiomhich has been incorporated and
established outside India and whose objective &ato return by investing into different

types of securities of various companies operatirtge Indian capital market.

“FIl is a proposed investment into the stocksrafidn companies on behalf of the
small and big foreign investors with a common gofagetting returns, bearing various
types of risks and enjoying the capital gains also. ---- (European Union)
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“Foreign institutional investors, in simple wordsjean specialised financial
institutions which include mutual funds, assets aggment companies, foreign pension
funds, charitable/university/endowment funds ankeptportfolio managers on whose
behalf they make investment in the foreign capitatket.”

---- (Securities and Exchange Board of India)

The FlIs are basically the members of the investradvisory community that act
on the behalf of the owners of foreign funds fagiwen fee. In other words, they are the
portfolio managers which trade on behalf of the eksrof the funds. They may take form
of any of the mentioned structure like insuranceganies, portfolio managers, mutual
funds, high net worth individuals, pension fundscorporations IGVIR, 2011). Under
section 30 of SEBI Act, 1992, sufficient powers @deen conferred upon SEBI for the
regulation of the working of FliIs in India. As p#rese guidelines of the given act, the
provisions have clearly stated as to who get dbgifor registration as Flls, its
registration process , eligibility conditions ofls;l fees applicable, investment areas,

investment restrictions etc.

Along with this, general responsibilities and ghlions, the process and
procedure for action against FlIs (in case theyatofollow the rules and regulations e.g.

default in case of fee payment) has also been oreediin the same Act.
1.5.1 Entities to be Qualified as Foreign Institutional Investor

The following entities are eligible for registi@ti as foreign institutional investor
in the Indian capital market:

) As Foreign Institutional Investor

Bank

Insurance Company/ Reinsurance Company

Mutual Fund

Investment Trusts

Pension Fund

. University Fund
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Charitable Trusts/ Charitable Societies
Foreign Central Bank or Multilateral Organization
Foundations (with big social cause)

Endowments (with big broader social cause)

Further, the following entities which propose t@ke investment (with broad

based fund acting as their principalle also qualified for their registration as foreig

institutions investor :

Assets Management Company (AMC)
Institutional Portfolio Bodies
Investment Advisor and Manager

Trustees

‘Broad Based Fund’, in simple words, means a fwheth has been incorporated

and/or established outside India. The main featafesich fund are that there must be at

least 20 investors but not even single investoukhbold more than 10 % units of the

fund with two exemptions:

If such a fund has a foreign institutional investorinvestors, then it will not be
mandatory to have 20 investors with itself.

If such a fund has a foreign institutional investdrich is the owner of more than
10 % of units of the funds, it is automatically ilep that the foreign institutional

investor is itself a broad based fund.
As Sub-Accounts:

Sub-accounts simply means the institutional fufm®ign corporate managers, or

portfolios which have been established or incorgatautside India and these are the

principal on whose behalf Flls make investmentim indian financial market.

Following foreign bodies are eligible to investabgh sub-account route.

Pension Funds

Investment Trusts
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ii)

Institutions or portfolios or funds incorporateddagstablished outside India.
Foreign Companies: Foreign individual with a netrtlvoof at least US $ 50
million with a valid passport for 5 years, with acgl standing from a bank of a
foreign country, holds a certificate of good crélitypfrom a bank, and is also the
client of the foreign institutional investor fomainimum period of three years.
Foreign companies which have got their securitiegistered in the global
market, having asset base of not less than USIihband also having been able
to maintain an average net profit of at least US)$nillion during the last three
financial years preceding immediately from the dstapplication.

Partnership Firms
Domestic Entity:

A domestic asset management company or domesttlolpmrmanager is also

eligible for its registration as foreign institutial investor for managing the funds of sub

accounts. Foreign institutional investor can geistered with SEBI either as a regular

foreign institutional investor or 100% debt funddign institutional investor. These are:

Regular FlIs: These funds are required to make @0%heir investment in the

equity or equity related instruments and the rest30 % in debt or debt related
instruments.

Flls with 100% Debt-fund: These funds are permittedhake investment in debt

securities or debt related instruments only.

1.5.2 Registration of FllIs

1.5.2.1Flls’ Registration

Flls have to get registered with SEBI compulsotigfore they start buying,

selling or otherwise start trading in the Indiacwgéies market. After Flis get registered

with SEBI, they get registration certificate. Thegistration process of Flls has been

shown in Figure 1.3. The whole process of registnais discussed in the follows

paragraphs:
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i) Application for Registration

As shared earlier, registration certificate froEB$is compulsory before starting
trading operation in Indian stock market. Flls aeguired to submit application for
registration with SEBI as per the "Form A" whichshaeen prescribed in SEBI
Regulations Act, 1995. The following documents #re other important documents

which should also be attached while submitting fétm

a) Memorandum of Association (MOA), Article of Assation (AOA) and Article

of Incorporation (AOI).
b) Financial statements and annual reports for thedae year which has been

audited and authenticated by a competent authority.

Figure 1.3 : Registration Process for Flls

Properly Filled Form ‘A’ along with
required documents

J
v

Is applicant
Bank or its
subsidiary

Yes

RBI Processing for Registration

Is the No

Comments* Applicant
Eligible

Yes | Communication of

Issuance of Registration Certificate rejection citing
reasons along with

application fee refund

Source: www.sebi.gov.in
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i) Furnishing of Information, Explanation and Personal Representation

The FlIs are also required to furnish informatmmnclarifications, as the SEBI
may consider necessary from time to time. If in aage, SEBI insists for personal
appearance of Flls before board for some clariboat Flls themselves or their
authorized representative will have to appear leefloe SEBI board. Board after scrutiny
of the application and after its satisfaction witle documents and clarification given
with application, will issue a registration certdie to foreign institutional investor. The
validity of the registration certificate is for 2grs. After the lapse of 3 years, certificate
registration has to be renewed. Three months béferexpiry of certificate registration,
Flls will apply for renewal of registration on aespal application form along with the
requisite documents. This registration will remadrforce till Flls continue to satisfy all
conditions imposed on them at the time of regigtratlf applicant happens to be a bank
or its subsidiary, then SEBI board will seek thenoeents and feedback from RBI also.

i) Conditions for Registration

The FII applicant has to comply with the followisgnditions for its registration
as foreign institutional investor in India as pkee tprovisions of SEBI Regulations Act,
1995:

. FIl applicant needs to have professional competegopd track record, and
general reputation of fairness, financial soundnesgerience and integrity.

. In the home country, the FlI applicant should dsoregulated by an appropriate
regulatory authority.

. The domestic regulator should permit the FIl amplicto make investment

outside the country where it has been incorporated.

. The FII applicant must get the approval as perpttowisions of the FEMA Act,
also.
. The FIl applicant needs to have a valid contra¢h e local custodian which

would carry on custodial services with respect Hotrading securities on its
behalf.
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. The applicant needs to be a fit and proper perstnregard to SEBI Regulations
2004.

. The FII applicant needs to appoint a designated baracilitate its transactions
in the Indian security market. Designated bank isranch of any commercial
bank operating in India that has been authorizeRBlY

. A bank account denominated in foreign currency; andpecial non-resident
rupee account will be required to be opened wiipecified bank branch by the

Fll applicant.
iv) Payment of Fees

The institutions wishing to get registered as Rid®d to deposit US $ 5000 with
SEBI. And in case of the Institution wishing to @st as sub-account the fee payable is
US $ 1000. The registration is valid for 5 yearse Tnstitutions registered as FlIs or Flls
as sub-accounts need to redeposit US $5000 and1080%hree months before the
expiry of the registration with SEBI every time wheenewal is due. The renewal
application should be submitted with SEBI at le&8stmonths before the lapse of
registration; and Flls are required to deposit ttrgewal fees within 15 days from the
date of intimation by SEBI. Thus, the institutioseeking the status of Flls in India are
required to pay registration fees at the beginr@ng at the time of each renewal. The
registration fees is payable by the applicant thhodemand draft which should be drawn
in favour of “Securities and Exchange Board of &idor through any other accepted
mode(s) as specified by SEBI. However, the boasltha power to get exempted from
fees, an applicant like World Bank or any othertiinson incorporated outside India

which has been provided with certain privilegedlis central government.
V) Grant of Certificate

When the registration fee as applicable is depddity Flls with SEBI as per the
mentioned regulations, the board, if satisfied webard to all particulars furnished by
Flls, will grant registration certificate. Genegallseven days are taken by SEBI in

granting registration to foreign institutional irster. But, in case, incomplete information
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is provided by foreign institutional investor amalnt, the seven days period is calculated

from the day when the complete information as detedrby SEBI reaches its office.
Vi) Certificate Validity

The FIl registration and the subsequent renewdhefsame would be valid for
five years from its registration date or the ddteeoewal, as the case may be. In case, the
registration certificate or renewal expires in faee of non-submission of fees or any
other reasons as per the SEBI regulations, theectoned foreign institutional investor
will automatically be stopped from carrying on atmading activities and will be
conditioned to SEBI's guidelines about the tradawgivities, or the concerned records

that happen to be under the control of the conckforeign institutional investor.
vii)  Application for the Renewal of Certificate

It is also important to note that the FlIs’ regasion is valid for a period of five
years. If foreign institutional investor wishes tthlhe same be renewed, again it has to
make a renewal request with SEBI for registratibleast three months before the expiry
of the initial registration. The renewal applicatiwill go through the same procedure as
the original certificate of registration undergodshe board is satisfied with respects to
all the requirements, it will issue a renewal regison certificate subject to the payment

of applicable fees.
viii)  Circumstances for Renewal Certificate to FlIs

The renewal certificate is granted to Flls witte tfollowing conditions to be

observed:
. It would follow all the provisions of the applic&btegulations.
. In case, the foreign institutional investor has msitted any information and

particulars earlier and they have been found nusheg it will immediately
inform the board.

. If the information provided by the foreign instital investor has some
change(s) which may have an impact on the granteoéwal certificate, the

foreign institutional investor will inform to theolard about this change.
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iX)

Foreign Institutional Investor, before startingdirg in India, will appoint a
domestic custodian and will also have a contratit wito possess the securities to
be traded into its custody.

Foreign institutional Investor, before startingdiry in India, will also have a
contract with a designated bank which will undegtadk operate an account
denominated in foreign currency or it may also b&pacial non-resident rupee
account.

Foreign institutional investor, before it startgding on the behalf of sub-account,
needs to get the registration certificate to acbehalf of sub-account from SEBI

without any delay.
Circumstances when Certificate is not Granted

If SEBI is not satisfied with the information sdtby FIlI applicant, SEBI may

reject the application. However, it needs to giveeasonable opportunity to the FlI

applicant for being heard. The final rejection deam is intimated to the concerned

foreign institutional investor in writing, along thi the objections due to which

permission has not been granted.

1.5.2.2Registration of Flls as Sub-Account

A sub-account simply means a fund or a portfolimolh has been incorporated

outside the country of its investment like IndidaeTsub-account cannot make investment

in India directly. Flls make investment on the Héb&the sub-accounts. The main path

of investment by Flls on behalf of these sub actous mainly through P Notes

(Participatory Notes). This sub account fund to gjagible to be used as an investment

channel needs to be a ‘broad based fund’. The hvaadd fund simply means the fund

which has more than 20 shareholders and not esergke customer should possess more

than 10 % of the share of the total fund. Howeweffpreign individual or a foreign

corporate is also eligible to get registered ashbaagcount, though; it is not required to be

broad based. But neither NRIs nor OCBs can get ¢$bbmas registered as sub-account as

per the SEBI regulations.
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i) Application for Flls Registration as Sub-Accounts

Foreign institutional investor needs to applyttoe registration of each and every
sub-account separately on whose behalf it wouldshviForm AA needs to be deposited
by foreign institutional investor for each of itsbsaccount. However, there is no other
document to be submitted along with this form irs tbase. Both the parties namely
foreign institutional investor as well as sub-aattoshould sign the application form. The
fee for sub-account registration is US $ 1000 whiekds to be deposited at the time of
submission of application form. Though, there isspecific period described for sub-
account registration’s validity but validity goeartd in hand with the concerned foreign
institutional investor’s registration. The sub-agcbtransfer is allowed by SEBI from
one foreign institutional investor to another fgreiinstitutional investor. For this
purpose, the transferred foreign institutional stee has to give a No Objection
Certificate (NOC) and the transferee foreign imgiinal investor has to submit an
undertaking that it has the authority to investbamalf of the sub-account. Generally,
three days are taken by SEBI in affecting this gearHowever, in case of incomplete
information submitted by FIlI applicant, three daysuld be counted from the day of
submission of complete information by the concerioedign institutional investor.

i) Conditions for FlIs’ Registration as Sub-Account

For the purpose of registration of foreign indtdnal investor as sub - account,
the board shall consider all relevant matters wladgh important for such certification.
More specifically, the following are the conditiongich must be ensured by the board

before issuing a certificate to foreign institutdimvestor as sub-account:

. The foreign institutional investor applicant ne¢d$e a fund or an institution or
portfolio which has been incorporated and estabtishutside India and which
proposes to invest in India.

. The foreign institutional investor applicant ip@prietary fund or a broad based
fund be it a corporate and individual who are fitlgoroper person as per SEBI
regulation 2004. The condition applicable to tlsighat no NRI or OCB can get
themselves registered as sub-account or foreigiutignal investor.
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. The foreign institutional investor which proposeset registered as sub-account
needs to hold registration certificate as foremgtitutional investor.

. The foreign institutional investor which proposesyet registered as sub-account
needs to have authority to invest on behalf of sctBunt.

. The foreign institutional investor applicant througvhom the application for
registration of sub-account is moved needs to depne undertaking that the sub
account fulfils all the criteria as per the prowiss of SEBI Act 1995.

. The sub-account has paid the registration fees cicordance with second
schedule.

After the SEBI board has received undertaking thedregistration fees, it would
grant registration certificate to the concerned- aadzount. Once a sub-account has been
granted registration as per the provisions of SE&11995, it would be deemed to have
got registered as foreign institutional investothaEBI. However it would be applicable
only for the pre decided purpose (s) and beneétsdgavailable to Fllsas per the section
115 AD of Income Tax, Act 1961.

1.5.3 Investment Opportunities and Limits

SEBI has issued specific guidelines with regardh® investment by foreign
institutional investor and sub-account into theidmdcapital market. These guidelines are
contained under the chapter third of SEBI (foreigstitutional investor) Regulations,
1995. As per the SEBI guidelines, Flls and sub-aot® can make investment in the

following types of securities of the Indian capiadrket:

i) Various types of scripts and securities existingindian capital market (both
primary and secondary) like shares, warrants aberdares of companies which
are either listed or are to be listed with the getped Indian stock exchanges.

i) Commercial papers.

i) Units of mutual funds floated under various typésahemes.

iv) Securities receipts.

V) Debt instruments and Government Securities.

Vi) Derivatives tradable on Indian stock exchanges.
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1.5.3.1 Investment Limits for Flls

The applicable limits are specified for the inwesht by FlIs into equity, debt
related instruments, government securities andvalgres. There are two types of
ceilings on FII: statutory and administrative. Guntty the ceiling for overall investment
is 24 % of the company’s paid up capital. The ngilof 24 % can be raised subject to
certain conditions. Public sector banks and insteasector are capped under the Act at

20 % and 26 % respectively.
€)) Limits on Equity Investments

In SEBI (Fll) Regulations Act, 1995 and thereaftéhere has been no
specification with regard to ‘lock in period’ fohe¢ investment in equity shares by Flis,
but, following are some limits regarding the inwvaseht by FlIs in equity shares as
specified by the regulations:

i) Each and every foreign institutional investornwesting singly, or if investing on
behalf of sub-account, can invest only up to 10 %he Company’s paid up
capital.

i) While a sub-account, if covered under the categbiyeing the foreign corporate
or individual category, can invest only up to 5 %tlee company’s paid up
capital.

iii) The maximum permissible investment limit into tieues of an Indian company
by all the Flls taken together is 24 % of the compspaid up capital.

iv) The maximum limit of 24 % investment by all thed=thken jointly can be raised
up to 30 %, or 40 % or 49 % or up to FDI limits cified for that sector,
however, the company needs to have approval fosdhee from its shareholders
as well as from RBI.

V) In case of public sector banks, the ownership #nst20 %.

Vi) Equity shares obtained only from primary and seaondnarket will be included

in calculating the limits applicable on foreigntitigtional investor.
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Table1.2:S

ectoral Caps on FDI and FlI

Type

Limits

Ban on FDI and FlI

Lottery Business, Betting , Gambling, Chit Fu
and Nidhi Company

nd

Print Media

Up to 26% Investment by FlIs/PIOs/NRIs

Airport Transport

49 % by FDI and FIl together

Asset Construction Companies

74% of paid-up capital when FDI and FII tak
together

en

Banking —Private sector

74 % overall (49 % by Automatic route and up
25 % by Government route)

to

In Commodity Exchange

49% investment when FDI and Fll taken toget
and Up to 23 % by FlIs as per Portfolio Investm
policy and up to 26 % under the FDI policy.

her
ent

Credit Information Companies
(CICs)

49% investment when FDI & Foreign Institutior
Investor taken together

al

Companies dealing in infrastructu
of Securities Markets, e.g. Cleari
Corporations, Stock Exchanges 3
Depositories as per the SE
Regulations.

"99% investment when FDI & Foreign Institutiorn
vestor taken together; and in case of Fll, up3g
o of company’s paid up capital and in case

—

B

DI, up to 26 % of the company’s paid up capital.

al

of

Power Exchanges incorporated
per the Central Electricit
Regulatory Commission, 2010

as
y49% - FDI and FIl taken together

Source:

Consolidated FDI Policy (2013), Departmentof Industrial Policy and Promotion,

Ministry of Commerce and Industry, Government of India

However, the acquisition of company shares throdigbct investment approval
rout and investment through ADRs, GDRs and FCCHBIshat be included in this.
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vii)  Monitoring of Investment Position by RBI

RBI has been empowered to keep a check on Flterms of them complying
with their investment limits in the Indian stock ket even on daily basis. In practice,
RBI fixes 2 % limit less than the actual limit ajgpble for that company. For instance, if
the actual limit for a particular company is 30 #en RBI will fix 28 % as the cut—off
limit. And in case the FlIs’ buying limit reachdsetcut off limit i.e. 28 %, it instructs all
the designated bank branches to stop buying additghares of the company. RBI at the
same time also informs the public through its mcdtions.

(b) Limits on Debt Investments and Government Secluties.

The policy of Government of India governs the ifllthe debt or debt related
securities. As per the policy, normally Flis (regred as regular foreign institutional
investors) have to compulsorily divide their invaesht between equity and debt
instruments in the proportion of 70: 30. But, ifjisite possible that a foreign institutional
investor is declared 100 % debt- oriented foreiggtiiutional investor. In that situation, it
will put all its funds into the debt or debt oriedtinstruments only. For the sake of Fll in
debts, they are further classified into two categgor

1. Government Debt

2. Corporate Debt

Table 1.3 : FlI Limits in Government Debt and Corporate Debt

100% Debt Route 70:30 Route Flls and Regular
Type of Investment
Flis Flls
Government Debt o] 20 06
Treasury Bills
Corporate Debt 1.0 0.5

Source: sebi.gov.in
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(c) Derivative Position Limits

To cover the risk in cash markets, SEBI and RB/ehallowed FllIs to do trading
in derivative markets also. However, foreign ingtdnal investor or sub-accounts can

trade in derivative as per the rules specified BBISand RBI only.

i) Investment Limits in Stock based Derivative Contrats by Flls and Sub

Accounts

The position limits of the foreign institutionalvestor and sub-account in case of
a derivative contract applying to a particular &tg¢stock future or stock option) are as

follows:

. For those stocks on which market-wise positiontlig@WPL) of Rs. 500 crore or
more applies, the combined limit for future andi@ptcontract would be 20% of
MWPL or Rs. 300 crore, whichever happens to be toM®reover, within this
limit, future position can go to a maximum of 10%MWPL or Rs. 150 crore,

whichever happens to be lower.

. For those stocks on which market-wise positiontliMWPL) of less than Rs.
500 crore applies, the combined limit for futurel aption contract would be 20%
of MWPL. Moreover within this limit, stock futureogition can go to a maximum
of 20% of MWPL or Rs. 50 crore whichever happenkddower.

In addition to that, the gross position applying al derivative contracts of a
foreign institutional investor's sub account (appty on a specified stock) must not

exceed the following’s higher up:

. Up to 1% of the market capitalization of free flgathen counted as number of
shares)
Or
. 5% of the derivative contracts’ open interest agyon a particular specified

stock (when counted as number of contracts).
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The above mentioned limits would be applicableatinthe derivative contracts

entered into about a specified stock tradableeatrttlian stock exchange.

i)

Flls Position Limits in Index Derivative Contracts

Every foreign institutional investor will have thalowing position:

Position limit of a foreign institutional investan case of all index option
contracts (applying on a specified index) will be. B00 crore or 15 % of the
market’s total open interest in index options, exer happens to be higher (per
stock exchange). Moreover, this will be applicafoleall open positions taken in
option contracts on a specified index.

Position limit of a foreign institutional investan case of all future contracts
(applying on a specified index) will be Rs. 500reror 15 % of the market’s total
open interest in index future, whichever happensb& higher (per stock
exchange). Moreover, this will be applicable fdragden positions taken in future

contracts on a specified index.

Additionally, Flls can also make themselves expaseequity index derivatives

with following conditions to be met:

ii)

All short positions taken in index derivatives @weort calls or short futures) must
not exceed the holding of stocks by FllIs in terrhgsonotional value.

All long positions taken in index derivatives (lbéoing calls or long futures) must
not exceed the holding of cash, government seesyitil-Bills and similar
instruments by FllIs in terms of its notional value.

There needs to be full disclosure about the pecsgmersons who together own

15% or more of all derivative contracts’ open istron a specified index.
Position Limits for Interest Rate Derivative Contracts by Flls

At Foreign Institutional Investor Level: The limit for the gross open position’s
notional value of a foreign institutional investior the interest rate derivative
contracts (tradable on stock exchange) will beoieirs:

. US $ 100 million
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. Moreover, the Flls can also get exposure in ther@st rate derivative
contracts (tradable on stock exchange) equivalenthéir cash market

exposure’s book value to be traded in Governmesurges.

At Sub-account level: For a Sub-account, the position limits in intereste
derivative contracts (being traded in near monttharge) will be higher of the

following:

. 15 % of open interest being into the interest @d¢eivative contracts
(being traded in stock exchange)

or

" Rs. 100 crore.

1.5.3.2 Other Important Clauses Related to Flls ath Sub-Accounts

There are some other important clauses relatétlscand sub-accounts which are

discussed below:

ii)

It is compulsory for FlIs for taking and givintpe deliveries of securities of
business transactions, that is, they are not peunito get involved in short
selling of securities. This condition is not apple in derivative trades carried

on by them on a recognized stock exchange.
Cary forward of transactions is not allowedtbe stock exchange.

All kinds of business transactions in seca#iwill be undertaken only through
the SEBI certified share brokers. However, Fllis reely the securities without the
interference of certified broker in the case oflimgk offer by the company as per
the guidelines of the SEBI (Buy-back of Securitié&gulations Act, 1998.

Similarly, this condition is not applicable wherdsFare selling the securities on
the basis of ‘a letter of offer’ from an acquirex ger the guidelines of the SEBI
(Substantial Acquisition of Shares and TakeovergguRations Act, 1997.

Moreover, in case of government securities, comralepapers and treasury bills,
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Vi)

vii)

viii)

Flls will purchase and sell the securities accaydim the procedure specified by

RBI for such type of securities.

Normally, all the securities (tradable on the Imd&iock exchanges) are registered
in the name of foreign institutional investor ortire name of sub-account in case
of foreign institutional investor investing on béhaf sub-account. However, in
that case foreign institutional investor has taldise the name of sub-account on
whose behalf foreign institutional investor propode make investment in the

Indian capital market.

All the transactions will be settled through themdgerialisation account by the
last working day of the financial year, in casesefgn institutional investor or

sub-account are having investment worth Rs 10 @ormore.

Any change in the name of foreign institutionalestor or sub-account should be
immediately informed to SEBI along with the reasdmssuch a change in the
name. An undertaking should also be submitted dagl@ahat only name has been
changed and no other change has taken place wéind¢o control or beneficiary
or ownership. Moreover, the application should roanpanied with the
certificate of approval from home regulator menimgnits new name. Original

registration certificate should also be submitmdnecessary amendments.

The foreign institutional investor/sub-account ¢ssue, hold or deal in off-shore
derivative instruments like Equity Linked NotesNBtes against the specified
securities which are either listed or will be lgsten the Indian stock exchanges
(in favour of those companies/corporations whiah @mder the regulation of the
specific regulating body of the country, with sgieccondition of “Know Your

Client” requirement).

Foreign institutional investor can change its daimesustodian. However, the
request for the same by foreign institutional ineesnust be supported by a ‘No
Objection Certificate’ from the domestic custodtarbe submitted with SEBI for

the above stated objective.
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1.5.4 Obligations and Responsibilities of Flls
1.5.4.1 Opening Foreign Currency Account or Non-Rédent Rupee Account

For sale and purchase of the securities (officiakcepted and allowed in the
Indian capital market and money market), there rbesa ‘Foreign Currency Account or
Non-Resident Rupee Account’ to be opened by each emery foreign institutional
investor proposing to make investment in Indiaalio needs to have one branch of an
authorized exchange dealer. All trading of seasitinust be done through this account
only. All cash inflows and cash outflows of shaesl debentures traded need to be
deposited in this account. All the purchases oimpieed securities need to be made
through this account. Foreign institutional invesi® permitted to send sale proceeds
abroad only after the payment of applicable taxdbat time. It is also important to note
that the transfer of funds from ‘Foreign CurrencgcAunt’ to ‘Non-Resident Rupee
Account’ and vice-versa is permitted. However, dpplicable condition for the same is

that the funds should belong to the same foreigtitutional investor.

Earlier in the beginning, Flls were allowed to gedtheir foreign exchange
exposure position only for their investments intdabtruments. But from 1998 onwards,
forward cover of FlIs’ investment equity has alseb allowed with some conditions to
be fulfilled by Flls. So now FlIs can obtain a faml exchange cover from authorized

dealers as per the specific guidelines framedigréspect.
1.5.4.2 Appointment of Domestic Custodian

Each and every foreign institutional investos ha get the services of domestic
custodian. This domestic custodian would keep tistody of all types of securities
traded by foreign institutional investor in the igad capital markets. The prime
responsibility of custodian is to monitor the intraents of foreign institutional investor
in Indian financial markets and report the transastto SEBI on daily basis. From time
to time, the domestic custodian is required to g®whe desired information to SEBI
within the stipulated time period. Foreign instibuial investor has to ensure that the local
custodian has been accomplishing its duties aaugigdi With the prior approval of

SEBI, foreign institutional investor may also apganore than one local custodian. As
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domestic custodian plays a significant role in thectioning of foreign institutional
investor, SEBI would ensure that the domestic alato looks after the interests of
foreign institutional investor(s). For this purpps@mestic custodian will be required to
undertake the following actions on its part :

. Keeping a vigilant eye on the foreign institutiomalestor investment in India.
. Feedback on the daily trading by foreign institnibinvestor(s) to SEBI
. Up keep of official records of all trading actied by foreign institutional

investor(s) for at least last five years.
. Providing all the necessary and desired informatbout foreign institutional
investor trading activities which may be called foy the board from foreign

institutional investor from time to time.
1.5.4.3 Appointing a Designated Bank

One branch of a bank is appointed by the foremngtitutional investor out of the
list approved by RBI as FIl designated bank. Int tbank branch, foreign currency
denominated special Non-Resident account is opbyddreign institutional investor for

facilitating its trading activities in the Indiamital market.
1.5.4.4 Investment Advice at the Public forum

Foreign institutional investor or its employeenigt allowed to get involved in
providing specialised counselling and advice alwet securities being traded in the
Indian stock market at the public forum. However, dase, any of its member or
employee is involved into such activities, and tlen/she has to disclose the interest

therein.
1.5.4.5 Maintaining Books of Accounts and Records

Every foreign institutional investor is requiredmaintain the following books of

accounts and records:

. Correct record about the trading activities ofritgestment.

. Bank statement for all types of its accounts;
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. Records of all cash inflows to India for investipgrpose, the capital gains
realised and the outflows of money out of the count
. All information about the trading activities frons idomestic custodian.

. Contract notes about the trading activities likechase and sale of securities.

The foreign institutional investor will providelahe information to SEBI board
about the place where these records have beenrpdegrad maintained.

1.5.4.6 Preservation of Books of Accounts and Reads

All FlIs are required to maintain their books @taunt and other records at least
for a minimum period of 5 years subject to any otawss (if any and being in force).

1.5.4.7 Appointing a Compliance Officer

Every foreign institutional investor is requirea dppoint one compliance officer
who would ensure that all the rules, regulationngtructions by SEBI, RBI and central
government are being followed. This compliance ceifi may report to SEBI board

independently also whenever he feels that there@re instances of non-compliance.
1.5.4.8 Information to the Board

Each and every foreign institutional investoraguired to provide and submit all
the desired information/documents/records to SERIrth and RBI as and when needed.
Moreover, foreign institutional investor is als@uired to disclose the information about

its sub-account(s), equity linked notes and P-Nageand when required.
1.5.5 Cancellation of Registration

As per the rules, cancellation of registrationfarign institutional investor and
sub-account is allowed by SEBI. For this purposewiten request containing
registration number is required to be submittedSt#BI. Before cancellation of the
registration, concerned foreign institutional inweshas to ensure that it itself and sub-
account does not have any cash and holding of isesur
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In case, the application for the renewal of regtgin is not deposited well on
time by foreign institutional investor, then itsitexg registration formalities come to an
end or get cancelled. Moreover, foreign instituibinvestor or sub-account is not
permitted to make investment or trade in Indiantehparket through any unmentioned
and non approved channel. In addition to thisaseg the foreign institutional investor or
sub-account do not want to renew their applicalionit has some residual assets left out,
it can apply for the disinvestment process to Bevied as per the guidelines specified
by SEBI in this regard.

1.6 ADVANTAGES AND DISADVANTAGES OF Fli

Flls have many natural advantages in the procgsdimformation. It is expected
that as there has been rapid progress in disclosuras, legal framework is providing
more supporting environment, accounting standamlagbequalised with the global
standards, shareholders rights being protected mrmlecorporate governance practices
being stressed upon, Fll is going to acceleratadra. Since India has opened its stock
market, it has enjoyed very good flows of foreignvastment in general and Fll in
particular.

1.6.1 Advantages
Some of the major advantages of having Fll areudised as below:
i) Flows of Equity Capital

It is a well-known fact that the Flls have a grpedference for equity investment
than the debt investment. This has probably beenobrthe underlying reasons that the
opening of the Indian capital market (equity markeparticular) has come up to their
expectations. And the subsequent results have thaethey have brought in huge flows
of capital in the Indian stock market. Moreoveg tendency of Flls investing into equity
market has also reduced the return-differential laasl helped in improving the capital
structure of the companies. More importantly, thieflBws have also gone a long way in
bridging the gap between saving and investmentiwtiie Indian economy could not do
due to the limited capacity of the Indian publicstove and invest. And this phenomenon
has, in turn, led to the capital formation procéBathak, 2008). The role of foreign
capital has been demonstrated by the Figure 1.4.
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Figure 1.4 : Role of Foreign Funds in Domestic Sendary and Primary Market

Foreign
Portfolio Investment

Share Prices Up

Liquidity Up

More Players and Efficiency Encourages:

a. intermediaries, brokers and
underwriters.

b. buyers, mutual funds, insurance
companies and individuals.

c. issuers: additional equity issues.

Cost of Issuing
down

More Supply,
Liquidity,
Demand

Local demand
increases.

Foreign demand
also increases Capital becomes cheaper.

due to improved i Eq(;uty Listed firms issue more stock
access. e, New listings.

Source:  Guruswamy. S, Global Financial Institutions Vijay Nicole Imprints Private Limited,
2009.

i) Management of Uncertainty and Controlling of Risk

Flls do not bring capital flows only; they alsargy in financial innovation along
with various types of hedging instruments. As Flways try to hedge their risks and
enhance their returns, these tendencies on thdilgzal to the growth of zero coupon
bonds and index futures market. Moreover, Flis ¢pdinancial experts, market analysts
and professional bodies enhance the degree of ¢iopen the capital market. It also
leads to a situation when the prevailing marketgwiof securities are aligned to the

economic fundamenta(&evin2010).
i) Improved Capital Markets

Flls also play an effective and important roleinmproving the Indian capital
market. Firstly, they have consolidated the Indiemancial market by increasing the
degree of competition. This way, the realistic neafiorces have tended to prevail in the
market; and market prices have become more repegsenof the demand and supply

forces; and thereby have consolidated financialketafurther. Secondly, by supplying
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long term capital in the Indian economy for finargcivarious types of projects, Flls have
helped in strengthening the industrialisation psscéurther. In nut shell, it has also
played an important in the development of the Inddaonomy as a whol&uruswamy,
20009).

iv) Market Stability

Flls are known to be good carrier of full infornoet about the market they are
investing in. Hence, their investment decisions @mssidered to be well guided. This
way, their trading activities help in aligning thedian stock market prices to its basic
economic fundamentals. Secondly, as Flls are alwalsedger, they tend to enter into
various types of hedging contracts like future cactt Thirdly, their reasonably good
presence in the Indian capital market also showassthiey value the strength of the Indian
economy. All these developments help in reducinigtiity and enhancing the market
stability (Kevin, 2010).

V) Improvement in Corporate Governance Practices

In Indian economy, lack of good corporate goveceapractices has been a key
feature of the financial markets. However, overybars, in order to make their presence
felt across the globe and raise funds from theidgarenarkets, many corporate houses
have been approaching foreign markets on the oné. #end on the other hand, to make
the Indian economy integrated with the world ecopoforeign investment has been
permitted and a congenial environment has beenectdar the same. Both these macro
level developments have led to the philosophy ofrenaccentuated ‘corporate
governance practices by the Indian companies. Fliessence has been ensuring that
there is proper spread of information. All thesgaedepments have helped in bringing in
better corporate governance practices along wihgtiowth of the Indian capital market
(Pathak, 2008).

Vi) Overcoming Limitations of Small Shareholding

It is worth to note that the problem arising dodhe small shareholding pattern
has also been addressed by the presence of Al imdian stock market. It has been
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observed over a long time that small shareholdershnat have adequate say in the
decision making process during the AGM and theyadse taken for granted for many

strategic issues like announcement of dividend, B&ith the presence and participation

of foreign institutional investor, not only decie® are taken with more consensuses;
nobody can have free ride upon the rights of thallsshareholders. However, at the

same time, it needs to be taken care that thealsassome hidden danger in this positive
development, because as the FlIs’ shareholding lgeygsnd 5 % in the capital structure,

it may also lead to exploitation of the small shatders. This undesirable phenomena
needs to be well taken care by SEBufuswamy, 2009).

vii)  Professional Management

As the FlIs are professionally sound financial lgsta, they participate in the
affairs of the company very constructively. For mypde, they ensure adoption of better
corporate governance practices by companies, magaigeé company’s affairs on sound
principles, compliance to various acts, adoptiomubés and regulations and so on. This
way, they help in managing the company with morefgesional approach. Flls also
ensure more role for the performance oriented psrsmd removal of underperforming
employees. In nutshell, it has been the experighaé Flls have not only increased
payout ratios but have also increased the prodtictof the company(Guruswamy,
20009).

1.6.2 Disadvantages

In spite of many advantages, there are also masgddantages of Fll flows.

Some of the major disadvantages of Fll flows aseused below:
i) Management Control

It has been found that the ultimate aim of thes FHas been to get maximum
returns on their investment in the Indian stockketalong with controlling the affairs of
their investing company. Flls through their hugeestment get to have the lasting
interest in the affairs of the company. This shokat there happens a presence of long
term relationship between the company and themselUis relationship, on the one
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hand gives opportunity to FlIs to start controllithge affairs of the company and on the
other hand, it also provides leveraged favour tis.AVloreover, one another effect of
such development is that when FlIs misuse this poweleads to uncalled and
undesirable enhanced control by Flls upon the smeh#reholders and sometimes
unnecessary decisive say in the crucial decisiohghe company. The ultimate
repercussion of these developments leads to hamgpémi the healthy existence and

growth of the compan{Guruswamy, 2009).
i) Market Destabilization

As noted, one of the typical features of the KWk is that they are “Hot Money”
due to their herding behaviour and instantaneoutidrawal practices. Under their
natural choice, Flls park their money in any of doaintry with high potential for good
returns. If the calculations done by them happebet@orrect, they continue to invest in
the same country thinking that there would be mopgortunities to earn. But the
moment, they feel or they get to know about anyatiegs of the same country, they
immediately withdraw their money and put the same idifferent country with better
future prospects leaving the earlier country tgtalhprepared for such a situation
(Shajan, 2006).

iii) Danger of Hedge Funds

One of another major source of concern is the ingdgctivities undertaken by
Flls. By hedge funds, FllIs take short position tlgio aggressive borrowings. Thus, these
funds also tend to increase the volatility of theck market $hajan, 2006).

1.7 RESEARCH METHODOLOGY
1.7.1 Need for Study

Since the opening of Indian economy in the posbpeof 1990s, there have been
large flows of Fll in India. Their number and int@ent have grown many times in the
span of last 20 years. These Fll flows have be@ctaig Indian economy in different
respects like enhancement of capital formation ggscmore FERS, contribution towards

market turnover and capitalization, volatility imetstock market and so on. Due to these
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reasons, research in the field of FIl flows in thédian Economy has received reasonably
good amount of attention for academicians, policgkers and the market regulator
(SEBI). But, it has been observed that though thexs been a good research work
undertaken on this area; the same has not beenceergrehensive. Moreover, most of
the researches have included stock return as thilidg variable for studying the
determinants of Fll flows in India. Since the inyeent in stock market is based on
market sentiments, thus FII flows are affected byost everything which has a direct
and indirect impact on the psychology of the ingestThis means there have been many
factors which have been affecting Fll flows in lmadHowever, the critical task has been
to zero in on the critical market determinants whatfect the flows of FIl in India. In
addition, majority of the research works have @&femixed results. There have been
some studies whose findings have not been inconsenaith each other though
pertaining to the same data base. For exan@medon & Gupta (2003) whose findings
supported the view that there was causation frontoRteturn in BSE were found to be
contradictory to the findings dRai and Bhanumurthy (2003) who concluded that there

was no causation from Fll to return in BSE.

Moreover, it has been observed that there is @ wothe field of research on FlI
flows in India as far as empirical investigations aoncerned. After going through the
review of literature, it is found that study andabysis on Fll flows, their magnitude, their
trends, their determinants and the impact of B8 on the volatility of the Indian stock
market need more intensive investigation. Parttys tcould fill part of the existing

knowledge gap. Hence the study undertaken is impbfor the following reasons:

i) The main reason for investment in the stock mabolgedin investor is to earn good
return. Good returns depend upon the price movenRrnte movement is
affected by volatility which is caused by many tast including FIl flows.
Therefore, Flls being major players in the Indidock market are of utmost
importance to be studied.

i) In 2008, when there was a big global economic soigprcrisis , the most
haunting question which chased everybody mind Wwagale of Flls in affecting

price movement and thereby volatility of the stocérket.
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ii)

As FllI flows are not normally long term capital astment and they act like hot
money, it is very important for the government tiedy FIl strategy; and to ensure

objective and safe investment environment in thenty.

For the protection of investors, it is important the market regulator (SEBI) to
regulate the FIl flows and frame out its strateggoadingly.

As majority of FlIs bring in huge money which maypplement the capital

formation and fill up the saving gaps. But at timet an immediate withdrawal by
Flls may also lead to big crash and in turn colaibe stock market. So it is very
important on the part of market regulator to obsehe trends of Fll flows and

take action if the need be.

1.7.2 Research Design

The present research study is both descriptiweedisas empirical research aimed

at describing and exploring the relationship betwd® FII flows and various economic
fundamental factors like BSE Sensex, ER, FERs aftation.

1.7.3 Objectives of the Study

The present research work has been undertaken tivghbelow mentioned

objectives to be achieved:

To study the magnitude and trends of FIl flows mdi& since 2000 and their
forecasting.

To find out the factors affecting Fll flows in Iradi

To examine the relationship between FIlI and otloememic factors like Stock
Market, FERs, ER and Inflation.

To study the impact of Fll flows on the volatility the stock market in India.

1.7.4 Hypothesis

In the light of the above mentioned objectives tbé study, the following

hypotheses have been framed and tested:
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i) Stock Market Return, ER, FERs and Inflation ratendbaffect the flows of Fll in
India.

i) Fll flows do not have an impact on the stock mavaatility in India.
1.7.5 Sources of Secondary Data Collection

The secondary data required for this research vinarke been collected from

various sources as mentioned below:

)] Annual Reports of Securities and Exchange Boaldai& (SEBI)

i) Handbook of Statistics on the Indian Securities RdgrSecurities and Exchange
Board of India (SEBI)

iii) Bulletins, Securities and Exchange Board of InGREI)

iv) Annual Reports, Reserve Bank of India (RBI)

V) Handbook of Statistics on the Indian Economy, Res&ank of India (RBI)

Vi) Bulletins, Reserve Bank of India (RBI)

vii)  Various Issues of Indian Security Market ReviewMR) by National Stock
Exchange (NSE)

viii)  Annual reports of BSE, NSE.

iX) Annual Reports, Ministry of Finance, Governmentrafia (GOI)

X) Publications and Reports of Central StatisticalaDrgation (CSO)

Xi) Data from Newswire and Capital line.

1.7.6 Period of the Study
The study has been conducted for the period sggitom 2000-01 to 2011-12.
1.7.7 Selection of Variables

The present study includes various economic visabamely Fll, BSE Sensex,
ER, FERs and Inflation. The logic of including thegriables into this study is based
upon the trading behaviour of Flls. Objectively &gag, the trading behaviour of the
Flls is classifiable into two types:
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i) Positive Feedback Trades or Momentum Trading

As per this approach, Flls prefer to observe @tarns being generated by the
movements of stock market index and identify whethe winners and the losers coming
out of this development. Accordingly, they takeexidion in buying the recent winners
and selling the recent losers. Thus, they prefehave a continuous eye on the
performance of major stock indices like BSE. Her88E Sensex is a very important
variable which has been included in this study nalgse the behaviour of Flls with

respect to its movements.
i) Herding Strategy

As per this approach, Flis prefer to observe tkbabiour of other Flls and
behave in the same manner as the other Flls dwsltbeen empirically observed that
many Flls while investing in India observe the pemiance of various economic
indicators. Therefore, many economic indicatore BR, FERs and Inflation are some of
the important variables which reflect the overaalih of the economy. Even during post
1990s era, it was the FERs which became the piwdtaiconomic problems of India.
Thus, all these variables amongst many others glergcial role in the decision making

process of FlIs. Hence, they have been includekdrstudy.
All other variables have been assumed to be constdhe present study.
1.7.8 Techniques of Data Presentation, Analysis drinterpretation

For the present study, various statistical toalsehbeen employed. The secondary
data collected from various sources have been gyopkssified, edited, tabulated and
analysed. For the purpose of graphical presentadimh statistical analysis, various
statistical tools like Histogram, Frequency CurSanple Percentage Analysis, t Test and
Correlation Analysis with the help of Microsoft @kchave been used. And for the
advanced statistical testing and analysis, varieasnometric tools like Granger
Causality, VAR, Variance Decomposition, Impulse [Rese Function, ARCH, GARCH
and ARIMA have been used with the help of Eviewsofprehensive description of the
statistical tools used in this study is as follows:
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i) Histogram

This is one of the popular graphical methods ekpnting a frequency distribution.
While constructing the histogram, the variables aveays taken on the x-axis and the
frequencies are taken on the Y-axis. This methalldeen used in the present research
work to present various types of frequency distidns like Flls registered with SEBI in

India.
i)  Frequency Curve

A smoothed frequency curve can also be drawn girotarious points of the
polygon. The same has been used in this researdh faopresenting various types of
time series data like county wise classificationFtiE, composition of foreign portfolio
investment in India, trends of FIl in India, shasleling patterns of Fll in companies
listed on NSE, FllI in equity and debt markBtCR, TOR and VTR for BSE and NSE,
total FIl as percentage of total market turnover, & percentage of total market

capitalization.
iii)  Simple Percentage Analysis

Mathematically, percentage is a mode of expresairfiiggure as fraction of 100.
Simple percentage analysis is one of the most itappand widely used statistical tools
in the analysis and interpretation of the timeesedata. In the present research work, this
method has been used for analysing various typetataf through a single figure and
comparison of various percentages also. The foligwiormula has been used for

calculating percentage.

Single Unit in a Whole of N Units N
N

100

Percentage =

iv) t-Test

T test is based on the t distribution and is atgr®d an appropriate test for judging
the significance of a sample mean or for judging significance of difference between

the means of two samples in case of sample(s) whpalation variance is unknown. In
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the present research study, t test has been appliegow the significance of Fll in the
total FPI, significance of Fll in the Indian equiynd debt market, significance of FlIs’
assets as compared to the total assets under saustodians, significance of Fll in total
market turnover, significance of Fll in total matkapitalization and significance of FlI
in Indian GDP.

V) Correlation Analysis

The correlation is one of another widely used, neosnmon and handy statistical
tools to indicate the strength and direction ofnadr relationship between two random
variables. A correlation is single number havinguesbetween +1 and -1 which explains
the degree of relationship between the two vargallethe present study, the correlation
has been calculated with the help of e-view soféwayr using the differenced time series
data to avoid the problem of non-stationarity. Fstance, the following data have been

used for relationship analysis:

DFII = Differenced FlI

DSensex = Differenced Sensex

DER = Differenced Exchange Rate

DFERs = Differenced Foreign Exchange Reserves

DWPI = Differenced Whole Sale Price Index (usedifidiation)
Vi) Granger Causality Test

It is important to note that correlation analysigot sufficient to have an in-depth
study of relationship between the variables. Ttetigts a more relevant concept called
the concept of causality. This test is conducted#rtow whether the behaviour of one
variable is caused by another given variable oe wersa named as unidirectional
causality or behaviour of both the variables isseauby each other , this phenomena
called the concept of ‘bi-directional causality’ thlere may exist a situation when both
the variables do not cause each other , this mtuas called a no causality situation

between them. Framed as one of the major objectivéss study, in order to know the
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causality between the given variables under coraiid®, granger causality test has been
applied for this purpose. Under the applicatiorthod econometric model, various steps

discussed below have been followed:

. Hypotheses to be Tested using Granger Causality:

The following hypotheses have been framed to beedeby applying granger

causality econometric model :

Null Hypothesis (Hp): Fll does not granger cause Sensex, FERs, ER #atdn.
Alternative Hypothesis (Ha: Fll does granger cause Sensex, FERs, ER andidmiflat
Before this test is applied, the following conditsoneed to be fulfilled:

i) All the series to be used for the analysis needetachecked for their stationarity
and in case of non-stationary series, the same teed® been converted into
stationary by differencing.

i) The lag length selection has been made as peeliénant criteria.

. Testing of Stationarity or unit root test — Augmeried Dicker Fuller (ADF)
Test

As there are five time series in the present stodynely, Fll, BSE Sensex, FERSs,
ER and Inflation, all these have been tested feir ttationarity by using the following
form of ADF regression equation:

Yi=PBrt+ Bart 8Yeat+ o "™YiziArat €

Wheree; is a white noise error term and.padditional lagged terms are with an
idea to ensure that the error terms are not coecklgy B2 6, a are the coefficients where
o is the first difference operator which is equal (1), estimated to test the null
hypothesis thaé = 0. If § is equal to O, it means that there is a unit mlich implies

non-stationarity in the time series under consitilana
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. Hypothesis for Checking the Stationarity of time sees

Null Hypothesis (H,): Fll /FERs/ER/Inflation/Sensex is a non stationtinye

series or it has unit root.

Alternative Hypothesis (H,): FII/FERs/ER/Inflation/Sensex is a stationary time

series or it has no unit root.
. Conversion of Non-stationary time series into stanary series

The time series of the given variables (Fll, BS#hsex, FERs, ER and Inflation)
if found non-stationary have been converted inti@ary time series by differencing

them.
. Testing for Selection of Proper Lag Length throughAIC

The second requirement for the granger causayi$ to find out the appropriate
lag length for each pair of variables. For thisgmse, Akaike information criterion (AIC)
has been used for choosing optimal lag order sefect

In general case, the AIC is
AIC = 2k-2I

where k is the number of parameters in the sizdistnodel, L is the maximized
value of the likelihood function for the estimataddel.

. Co-integration Analysis for choosing the Vector Ato Regression (VAR)
Model

In the present research study, Co integrationg(kenm association) amongst the
variables under study has been checked by usingdhansenn Co integration model.
Restricted VAR model has been used in the grarmesatity model as the four variables

namely Fll, FERs, ER and Inflation have been fotmbave long term association.
. Relationship Study with Granger Causality Test

Granger causality test has been applied to analysgher there is any casual

relationship between the variables under studyitAs a known fact that the granger
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casualty is a bi-variate analysis, hence, we haxeldped two equations for each and
every variable one by one:
FIl and Sensex pair of regression equations are:

Fll = Y-, ai Sensexs +>7; Bi FII 1+ Mat

Sensex = Y- AiFll 1 X7 8 Sensex+ Uy

FlIl and Foreign Exchange Reserves (FERS) pair of gression equations are:

Fil =20 ai FERy w7 BiFIl i Kot oo
FER{ =X A Fll 1 +X71; 8 FER 14 Uyt

FIl and Exchange Rate (ER) pair of regression equatns are:

Fll g = Y o ERa 270 Bi Il eae Bat oo
ERt= Y ARl o X7 S ER iUt oo

FIl and Inflation pair of regression equations are:

Fll{= ?:1 o Inflation 1 +Z?=1 Bi FIl 1+ M1t

Inflation = Y1=; Aii FIl 1 212, &i Inflation 1+ U

In the above equations Fll, Sensex, FERs, ER witatibn are the variables to be
tested.o;, Bi Ai, o are the coefficients which explain the relationdependent variable
with the lag terms of independent variable andalggerms of dependent variable itself.

tis the period and | is the number of lags.

Ui and uy; are the disturbances or white noise errors or wessdwhich are

assumed to be mutually uncorrelated.
vil)  Vector Auto regression (VAR)

This model is basically used to find the relatidpsbetween various economic
variables by taking into account the feedback byeotvariables. Estimation based on
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VAR includes endogenous (or also named dependesntyedl as exogenous (or also
named independent) variables in the equation makings an important tool for
multivariate analysis. In this model, the value afgiven variable (endogenous) is
considered as the linear function of its own laggellie or its past value and also the
function depending upon all other variables (exogsh variables considered in this
model. All the variables are considered as endageidependent) variables one by one
and its own past or lagged values and other vasabre considered as exogenous
(independent) variables. Two very useful methodexamining the properties of VAR

are Variance Decomposition and Impulse Response.
viii)  Variance Decomposition

In the present study, variance decomposition nielfas been applied to examine
the dynamics of VAR system. Under this econometradel, an effort has been made to
know as to how much movement in the value of argivariable (dependent one) is due
to its own shock or its lagged value (s); and houcmmovement is attributable to other
variables (independent one). It is stated that whenthere is a shock in the value of the
ith variable (dependent), it would not only afféleat variable directly, it would also get
travelled to other variables through the dynamsgtey of VAR.

In addition to this, it is also worth to noticeaththe order of selecting the
variables is an important issue in variance decaitipo. In the present study, Cholesky
Decomposition model has been employed for decittiegrder of the variables.

The equations for variance decomposition are lésiis:
AXi =01+ * Tie1 (002()AX ) + Y1 o 12(F) AYrtex
AY= o+ iet (021 AX 1) + Y1 o 22 (F) AY prtey

where €’'s are stochastic error term; called impulse respoar innovation or

shock in the language of VAR.
iX) Impulse Response Function (IRF)

In order to have an in-depth understanding ofoiilgaviour of one variable due to
the changes in the value of other variables ortduke changes in its own value, IRF has
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been used in the present study. In simple wordpulse Response is a graphical
statistical tool through which the change (s) btdug one variable due to the shock or
the impulse in the same variable; or due to shacthe® impulse in the other variables
over a short period of time normally one year isveh. Though, there are various
techniques which can be used to know what typehahge is desired to be made in the
system, however, normally, a positive change of staedard deviation is made in the
system. When this positive change of one standavdtion is introduced in the system,
it gets propagated or spread into the entire sysiath also changes the value of the
dependent (endogenous) variables for each and eaigd of time. When both the
econometric methods namely variance decompositiohi@pulse response function are
used together , they are collectively called ‘Inatbon Accounting’ as termed by Enders
in 1995. In the present study, Choleski Impulsep@ase model has been used for the

generation of impulse response.

X) Autoregressive Conditional Heteroscedasticity (ARCH and Generalised

Auto regressive Conditional Heteroscedasticity (GARH)

Flls are motivated not only by the domestic anobgl factors but also by the
short run expectations normally called market seetits. These market sentiments give
birth to the element of speculation and high mobil/olatility is, thus, the uncalled and
naturally present phenomena in the stock markethvenhances the degree of risk for
the investment made by the investors. As stock etavklatility as a measure of risk
plays an important role in the financial decisioaking for many stakeholders, the data
from 2000 to 2012 of net FIl along with BSE Send@ve been used to study the
phenomena of volatility in the Indian stock market.

Before ARCH and GARCH models are applied, thetelu¥olatility present in

the residual of variance has been checked alorigmitdel selection.
. Checking of Cluster Volatility in Residuals or Errors terms

This has been investigated by analysing the exgst®f cluster volatility in the
residuals or errors terms generated with the hélfEwews application on Sensex
monthly time series data from 2000 to 2012.
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. Model Selection

Lag length hadveen selected by using Normal Gaussaian Distribudodel on
the basis of various information criteria like Akailnformation Criteria AIC, Schwarz
Information Criteria or Bayesian Information Criter (SIC) and Hannan-Quinn

Information Criterion (HQ).

To specify the ARCH and GARCH model, two equatitiasve been specified.

One is mean equation and the second is varianaiequ

Mean Equation is as follows:

Sensex =Cl + C2*Fll+e ......... (1.2)

Here Sensex = sensitivity index of BSE, C1, C2 mstant, FIl = Fll, e = Residual.

Second equation (developed from mean equation) isd Variance Equation which is

as follows:
Residual derived from mean equation (1.1) is usadaking variance equation.
Hi= C3 +C4*&.1,C5H 1+ C6*FIl ............. (1.2)

H, = Variance of the residual (error term) derivezhirequation (1.1). It is also known as

current period’s variance or volatility of stock rket (BSE Sensex).
C3=Constant
C4,C5...... C6 = Constant/Coefficient

€’.10r RESID (-1)"2- Previous period’s squared residual derived fromaéiqn (1.1). It
is also known as previous period’s stock markeh$8g) information about volatility. It
is ARCH term.

H 1 =Previous days’ residual variance or volatility tdak market (Sensex). It GARH

term.

FIl = FIl (variance repressor or exogenous or irehelent variable)
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Xi) Time Series Modelling using ARIMA Model (Autoregresive Integrated

Moving Average) for forecasting

In the present research work, the forecastingllofdf the future period has been
done with the help of ARIMA modelling. Under thischnique, firstly the stationarity of
the time series of foreign institutional invest@shbeen checked with the help of ADF.
Steps involved in ARIMA estimation include checkiof stationarity of time series,

equations building, identifying the model, checkingdel adequacy and forecasting.
. Checking Stationarity of the time Series

It is one of the important conditions that ARIMAodels can be applied only on a
stationary time series. If a series is not statipnthen stationarity need to be induced

into it by differencing it and that differenced &rseriesAY, is represented by:
DY, T Y, Y et e e

In the present series, the same procedure has dukmted to make the non-

stationary time series into stationary time series.

. Equation Building : In an autoregressive model, the value of Fllethels linearly

on its own past values :

Flle=bo+ by Flleq + BoFlla oo BT+ U

where R b, b,

squares regression angisiwhite noise error term.

b, are the coefficients which can be estimated bynamyi least

In moving average model (MA), the current value Fdf depends linearly on past

‘shocks’.

Fll=CotCiFlli g + G Fllig ... + Gy Flligt Uy

where gC1 C; Cq are the parameters angis the shock or disturbance which

affect for q period.
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. ARIMA Model Section

The selection of p, d and q value is very impdriancase of ARIMA model as
the value when used as an input in the given ARIMadel can directly affect
forecasting results. The ARIMA model has been s$eteon the basis of AIC, SC and
DW test

. Checking Model Adequacy through Residuals of AC andPAC

Before the forecasting is done with the help oflldR model, it is important to
see whether residuals of the AC (auto correlataomj PAC (Partial Auto correlation)
show random movement. If residuals of AC and PAG@wshandom movement, then the

given ARIMA models best fit for the further process
1.7.9 Limitations of the Study
The present study has the below mentioned limitatio

i) The present study is based upon the secondarycdieeted from the official
sites of SEBI, RBI, BSE, and NSE along with othatatbase like newswire and
capital line. The results and conclusions are bBEged on this data. Hence, any
inconsistency in the results and conclusions drawthe basis of this data cannot
be ruled out.

i) As the data has been tabulated as per the neédsddttidy, hence some chances
of human errors cannot be ruled.

iii) The results and outcome of this research will rotépable of being generalized
for all the time as the data analysis has been rftadespecific time period.

iv) Though due care has been taken to overcome th&tioms of statistical tools
used in this research, the inherent limitationsheftools cannot be ruled out and
it also applies to this research.

V) The findings and conclusions are the results of drumnterpretations and hence

the chances of less objectivity cannot be ruledatad.
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1.8. CHAPTER SCHEME

The present study has been divided into five @raptvhich are discussed as

below:

First chapter titled ‘Introduction’ studies the inception of the concept of Fll in

India, its evolution, conceptual and regulatoryrfeavork.

Second chapter titled ‘Review of Literature’ undertakes an extensive and

exhaustive review of the empirical research studrethe present research area.

Third chapter titled ‘Trends, Magnitude and Compostion of FIl in India’
studiesFIl magnitude, their trends and the compositioralsb discusses the Fll flows in
equity and debt instruments along with their cdmttion in the market turnover, market

capitalization and Indian GDP.

Fourth chapter titled ‘Determinants of FIl and Their Relationship Study”
discuses the selection of various variables agmé@tants of FIl on the basis of different

empirical researches and the study on their dynastationship.

Fifth chapter titled “Summary of Findings, Conclusons and Suggestions”
summarises all the findings and gives final conoluslt also gives suggestions to the
policy makers, academicians and market regulatorattracting more FIlI flows by
ensuring a more congenial investment environmeaisd provides glimpse on the scope

for future research.
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CHAPTER -2
REVIEW OF LITERATURE

Since India started its major capital reforms 89Qs, there have been regular
inflows of Fll in India. These FIlI flows have afted Indian economy positively as well
as negatively. On the positive side, these capithibws have raised the level of
economic development by augmenting the domestiesimrent, contributed towards
increased market capitalisation, enhanced comyetiéiss in the capital market thereby
more thrust towards corporate governance practieesl widened financial
intermediation. But at the same time, these cafltals have also posed several threats
to the economic system of India like inflationamgrds, overheating of the Indian
economy, unprecedented increase in ER and unmdriagealatility in the capital
market due to the possibility of their sudden widwdal. A large number of empirical
studies have been undertaken with respect to Rlithis chapter, various empirical
researches which have addressed diversified iggl&sng to foreign capital flows in
general and foreign institutional flows in parti@ulhave been studied, interpreted and
analysed. The empirical studies which have beermizkien in this chapter are divided

into three categories which are discussed as below:
SECTION — |
2.1 EMPIRICAL RESEARCHES ON FIl FLOWS IN INDIA

Pati et al (1999), in his study “Flow of Foreigmvéstment in India: Myths and
Realities”, stated that the liberalisation reformisich were started in post nineties era
had been responded well by the foreign investmerhdia which was evident in the
form of good foreign capital flows. This had beenttier evidenced by the fact that
foreign intuitional investment flows had been fouqudte well at least in the initial years
of nineties. It had been found further that durt891-97, foreign capital flows worth
rupee 7.1 billion had flown into Indian economy iehthe flow of FPI category had been
US $7.5 billion in India till early part of 1997.h€ study also revealed that in order to

attract more foreign capital flows, political st#lyi would be very important, and to
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attract FPI, a good depository system, shorterlesedint period, efficient custodial

services and transparent stock market tradingaatald play an important role.

Kohli et al (2003), in her research work “CapiEbws and Domestic Financial
Sector in India”, analysed that the whole worldiiiing India had witnessed significant
changes in the composition and direction of cagitals during the last decade (1990-
2001). As per the study, it was revealed that peicapital flows had dominated overall
capital flow components. Such developments hadtedea good amount of interest
amongst the economists and academicians to underatal analyse the trends of foreign
capital flows, and had also motivated them to ereat environment where it became
desirable for the government to bring in importpalicy changes. Gradually, this issue
had gained more importance in India. This had beepported by the fact that
periodically, India had been relaxing controls aapital flows under its policy of
“financial liberalization”. So the present studyndoicted to analyse the impact of these
flows on the behaviour of economic variables irtipatar and Indian financial system in
general had revealed many surprising outcomes.stiy had stated that during these
years, portfolio flows had been more volatile tlolnect investment flows. In the end, the
study concluded that they (FII flows) had a gregpact upon stock market and domestic
money supply. The market indicators suggestedniaaket prices had also been affected

by capital flows.

Mohan et al (2008), in his research paper titl€ehpital Flows to India”,
attempted to analyse foreign capital flows in thestpnineties era. The study had
observed that before the beginning of major reformthe nineties, the flow of foreign
capital was largely restricted to India and it waainly the result of drastic financial
reforms started in the post 1990 phase. Thesemsfgave a major impetus to foreign
capital flows as observed by the study. The stusly @evealed that the capital flows went
up with leap and bonds. For example, net foreigitabflows got enhanced from US $
7.1 billion in the year 1991 to US $ 45 billiontime year 2006. And the study also found
that their nature underwent a major shift from iearbeing predominantly official and
private debt flows to non-debt flows. It was aldmserved by the study that net foreign
capital flows with US $ 97 million and net FPI US$nillion in 1990-91 went up to US
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$ 15545 million and US $ 29261 million in 2007 &2@D8 respectively. It was observed
by the study that though private flows benefited #tonomy, an excessive sudden
withdrawal over a short span of time also posedongseen danger and made the
economy more stressful by affecting the ER in aatigg manner. This also made the
economy overheated and caused frequent bubblekaie grice of the securities. All
these developments affected the current accouritdeégatively and gave birth to more

challenges in managing the money value and ER \adw®ncluded by this study.

Mohan et al (2008), in his report on “Global Finah Crisis and Key Risks:
Impact on India and Asia”, examined as to what mxtendia as one of the developing
country had been able to face the challenges gmogéte global financial meltdown. The
study observed that there had been numerous fagtock acted in favour of the country
and which saved the country from the grim clutcbeglobal melt down originated in
USA (due to the problem of subprime crisis). Onéhef major reasons amongst them, as
claimed by the study, had been that the Indian @mgnhad been a demand-driven

country and its dependence on the foreign savidgoean very limited.

The study further claimed that the second reaswntfe same had been an
effective Indian banking policy managed by RBI litsmely action in terms of making
changes in Cash Reserve Ratio (CRR), Statutory riRedRatio (SLR) and Capital
Adequate Ratios etc. On the foreign capital flofesht, foreign direct investment as well
as FPI had shown good trends of growth after 2@Q2articular. However, in the initial
stage, foreign direct investment had shown morsistent trends, but later on, it showed
more upward moving trends in its flows. Foreigntfmdio investment (FPI), on the other
hand, had shown more volatility in the trends effibws. In short, it was concluded by
the study that the flows of the foreign capitalc{iding both FDI and FPI) had grown
substantially after 2002. However, during 2008 isrighe country had remained

comparatively less affected due to its more preaaticonomic and banking policies.

Bansal and Pasricha (2009), in their study onéstment Trends of Fll in India:
An Analytical View”, examined the investment trerimisFlls during the years from 1992
to 2009. The study observed that before 1990, thmilows in India constituted the

money inflows from NRI and other commercial borrogs. However, after 1990s, the
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whole picture got changed as claimed by the stlithg. total FP1 which was just US $
244 million in 1992-93, increased to US $ 29,39%iam in 2007-08. The study further
revealed that the composition of foreign investmeab underwent major changes, like
in 1992-93, FlI constituted 0.41% in total FPI andhe year 2007-08, it got increased to
69%. Further the study observed that in order tmtaim a good rate of economic growth
(around 7 %), US $ 40 billion were needed by Indiampanies along with other sources
of finance like Flls, Domestic Financial Institut® DFIs and individual domestic
investors. Moreover, Government of India needeldaiee good regulatory system for all
the market players and to ensure that this regylatgstem needed to be in line with
international regulatory system and practices. dswalso observed by the study that by
the end of 2009, around 1600 Flis and 5200 subtaxtsavere registered with SEBI, but
only few and selected FlIs were active in the Indstiock market which was a major
source of concern. To the utter surprise to th@astof this study, it was revealed that
these few and selected Flis hailed mainly from USA UK. So the study stated that
Flls from other countries should have been encaddgo. It was observed by the study
that though there had been a gradual increaselifiodls, subsequently, there was a
great need felt to maintain the same and to engarticipation of FlIs in India from

across the world as well.

Sumanijeet et al (2009), in his study titled “FgreCapital Flows into India and
their Composition, Regulations, Issues and Polipyidds”, studied the contribution of
various investing bodies like FDI, FPI, FVC, ECB&Is etc. and the composition of
foreign capital flows and the rules governing thérme period of the study was from
1990 to 2008. As per the study, the total foreigrestment in India stood at US $ 59288
million in 2007-08. The study after making a thagbuanalysis of the facts and figures
concluded that foreign capital had come to plagfi@ctive role in the economic growth
of the country. This study further observed thakifgn capital investment was not a
natural blessing. Rather a proper balance was deedee maintained as claimed by the
study. Because, whenever there were excessivevsftd foreign capital, it led to many
economic problems like inflationary pressure, apiten of ER, depreciation in the
current account etc, and for some times unbalanointhe financial stability of the

capital market. The study also observed that it ldr/daecome more dangerous (as it
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would increase the degree of volatility in the &tanarket) if foreign players would
invest with short term objective. The paper highlegl the fact that the countries which
had better macroeconomic policies and defined e#gut mechanism in place were in a
better position to deal with Fll flows even where thhows were found to be for short
term. The study revealed that during the aboveogderif India had not been able to
manage Flls well, the reasons responsible for #meesincluded partial inactiveness at
many times or over activeness at other times buénsuring smart work at the right time
on the part of government. So though the governrhadtbeen taking some actions, it
needed to do more because countries which alloviefioi#s must choose between the
two options: choice of stability in current accoastFII flows would increase the kitty of
FERs at the cost of risks involved with the sameher second choice of loosing Flis
which India could not afford in the light of curteglobalised environment.

Akula et al (2011), in his research study titlesh“Overview of Fll in India”,
studied FII data for five years i.e. from 2006 @lQ. The main aim of the paper was to
study the process of Fll registration and trendgheir investment during the above
period. The study observed that India was one effHstest growing economies after
China during this period. As per the World Bank Bgpin terms of GDP growth, India
stood 18" amongst the largest economies of the world asrebgéy the study. It further
stated that FIl had increased liquidity in the &rdicapital market (including both BSE
and NSE securities). In the last, as per the stadyositive correlation was found
amongst Fll, market capitalization, BSE and NSEdesl which in turned proved that the
liquidity and the volatility of the Indian capitatiarket was highly driven by FlI flows.

Shankar (2011), in his working paper titled “Quiative Easing and FII Inflows
into India — Is there a Connection”, studied theatt of QE easing on FIl flows and
their investment patterns on the basis of dailadedm March 2010 to June 2011. The
paper observed that in 2010, when faced with tloblpm of zero interest and a weak
market, USA had to announce a fresh round of mopeteasures which came to be
known as QE-II. It was also observed that thisoactin the part of USA led to more FlI
flows into EMEs (Emerging Market Economies) inchgliindia. The study, however,

also observed that the FII flows had gone dowryfwill in India only after November,
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2010. As claimed by this study, one of the mairsoea which accounted for this result
was that the Flls had already anticipated the actibUSA government and changed
their investment strategy accordingly. Additionaltywas also disclosed by the study that
as per the granger causality test, there was foaodality running from NSE Nifty to FlI

flows.

Dhiman (2012), in his research paper titled “Intpat FIl Flows on Stock
Market”, made an analysis of Fll flows data rangiingm 1992 to 2010. The study
observed that over the years, the Flls had growmyrfadds in terms of their total amount
and registration numbers. It was found by the sthdy there were around 1484 Flis and
38 foreign brokers operating in India in 2008-08eTmajor (around 50 %) proportion of
total FIl came from P Notes (also called off shdeeivates). Though, Fll flows grown up
substantially, it has also facilitated bringing mmore the capital market reforms along
with increasing the kitty of FERs. Thus, FlIs ped a platform to Indian economy to
use non-debt form of capital flows. However, tH&ws happened to be negative during
2008 due to the global financial crisis originated USA. Even domestic Fls also
preferred to sell their securities during that tingeich withdrawals made the market
highly panicky. This situation did not last for@b time and in the very next year, Flls
invested heavily in the Indian capital market asesteed by the study. In short, the study
concluded that, one point on which everybody wagddee, was that Flls, by increasing
the breadth and depth and bringing in more qudivéaand qualitative changes, had
changed the face of Indian economy since theiyeanry in post nineties era.

Prakash and Dharamveer (2012), in their papeedtitiFlls: Fuel of India’s
Growth Engine”, studied the role of Flls in accaterg the growth rate of Indian
economy. They studied FIl flows data for four yeeaaging from 2007 to 2010. The
study stated that Flls had been playing a maja& mlthe Indian economy. It is further
observed that the government decisions had alscahgicbat impact on the FII flows.
During 2007, there was speculation that governnvegd going to ban P Notes and
consequently the FIlI flows declined sharply. Theegament, however, when postponed
its decision later on. The impact of FlIs actionitwvest less was so huge that local

Financial Institutions and mutual fund also stateeping close eyes on FlIs activities.
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Now the perception was that if Flls had a good ienapout Indian economy, the
economy in reality had strong economic fundamentalsice versa. But at the same
time, one thing which all local Fls, mutual fundsdaother inventors must understood
was that Flls which were investing through P Nateste were the hidden identities
whose main aim was to reap benefits. P Notes wasrdlte through which the
unaccounted money also flew into the Indian econddaythe government needed to be
more cautious as cautioned by the study. Moredfierstudy also revealed that a direct
correlation was found between the flows of FIl astdck market which was also
witnessed in 2007 and 2008 in the biggest eveririaie stock market. The prime facie

as claimed by the study was that Flls had beerirgay major role in the stock market.

Siddiqui and Azad (2012), undertook a researcthertitle “FII Flows and Indian
Financial Market: Relationship and Way Forward”eTdbjective of this research work
was to analyse the dynamic relationship betweennitiees of the Indian stock market
and the flows of the FIl in India. The study inohada period of ten years ranging from
2000 to 2010. It observed that over the yearsh&tl become one of the most preferred
choices as compared to other external finance esuntiich happened to be non-debt
and non-volatile in nature. In the study, the sedtexamination of the FIl flows’ impact
clearly came out with the conclusion that the idsl focused on a few selected sectors,

like auto, metal, IT and banking sector etc. faiitinvestment over the years in India.
SECTION — I

2.2 EMPIRICAL RESEARCHES ON FII DETERMINANTS AND T HEIR
RELATIONSHIP

Chakrabarti et al (2001), in his paper titled "Hlows to India: Nature and
Causes"made an empirical investigation to analyse therintationship between Fli
flows, on one hand and equity returns in Indiaha tndian context, on the other. The
study revealed that after the world fadbeé Asian crisis and info-tech bubble assumed
serious proportions internationally in the year 899, there was a sharp decline of FlI
flows by the tune of US $ 61 million. The study wainiused the monthly data from 1993

to 1999,found that there was a positive correlation betwtde stock returns and the
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flows of FIl. As per the study, the period under considerati@s wivided into two
phases. The first phase was named as pre Asida phiase and the second phase was
named as post Asian crisis phase. The aim of time seas to study the impact of the pre
and post Asian crisis on the flows of FllI.

This study found a significant difference in thature of FIl flows in the pre
Asian and post Asian crisis phase. It was foundlithéhe pre Asian period, if there was
any change in the FIl flows, it would also had empact on stock market return. This
meant that FIl acted as an independent variabletl@ndtock market return acted as the
dependent variable. On the contrary, in the posmsrisis, the changes occurred in FlI
flows were due to stock market return mainly. Timsant that the stock returns acted as

the independent variable and the FIl flows acteddépendent variable.

The study further revealed that there was no métion asymmetry and the Flls
had the full availability of all market informaticas the domestic players had. Moreover,
as the study observed, any change(s) to the sgwerating of India did not bring any
change in the attitude of Flls and they did noedé&bm investing in India. The beta (risk
factor) of S&P 500 affected FII flows negativelylpnn the pre Asian crisis period,
though in the post Asian crisis period, the efi@ther got highly marginalised or it just
got disappeared. Moreover, in the post Asian ciiafser 1998), stock market returns
became the ultimate force for FlIs to invest inigndn the study, it was concluded that
there was a significant difference in the investiragproach of Flls towards India in the

pre and post Asian crisis period.

Kohli et al (2001), in her paper "Capital Flows ahdir Macroeconomic Effects
in India", analysed the trends and the compositibfiows of foreign capital into Indian
capital market and examined the effect of foreigipital flows on the important
macroeconomic variables in the country. The pajsr examined the policy responses
of Indian Government to these capital flows. Theéhau discovered that the foreign
capital flows had a substantial impact on the eggireciation of the economy and it had
also augmented the domestic money supply. Howeeing the period of capital surge,
the undesirable results had been countered bydley f interventions and sterilization.

The research study finally observed that by briggmlight ‘the real cost of these polices

71



of intervention and sterilization’ during the patiof good FII flows, it further motivated

government to attract more FlI flows.

Kohli et al (2001), in her paper "Capital Accouniberalization: Empirical
Evidence and Policy Issues”, examined the trendstfamimpact of capital flows on key
macro economic variables and discussed the imitatfor economic policy. The
author in her paper presented a glimpse of charngamgls in the composition of capital
flows to Indian economy. She also traced the remadon these developments. The
author's observation reflected that official cdpilawvs were no longer important source
of capital flows but private capital flows, partiatly portfolio capital flows gained huge
importance over the last few years. The author elsonined the impact of these flows
on various macro level economic variables namelRs,B-ERSs, interest rates, saving and
investment scenario as well as domestic monetangiton. The study concluded that

the FIl flows had a great impact on all these \#Hes.

Chakrabarti et al (2002), in his research papearkdt Reaction to Addition of
Indian Stocks to the MSCI Index", explained thatribanarket since long times was
dominated by the international portfolio investofs per this study, these portfolio
investors invested their funds in those internaidaonds that tracked some of the best
stock market indices. In that situation, as clainbgdthe study, the international stock
market indices played an important role in inteoral portfolio investments decisions.
International Finance Corporation and Morgan Stad@apital International were some
of the prominent international stock indices whislere observed by Flis for their
decision making. Gradually, MSCI assumed the statugobal leader. And inclusion of
country stock in these international indexes gdheiacreased the market price of
included share. It also induced the trading voluwhéhat stock in the markets. These
types of effects after the inclusion of shares inttexes were called ‘index effects’. This
paper further discussed about the various formsindfces’ effects and also the
construction and methodology of MSCI country indic&his paper covered 19 Indian
stock additions, which took place during 1997 t®@20In the last, the paper concluded
that the inclusion in an international index hadrbeerceived as a positive signal by the
market so the rise in price and volume of the shareded was found to be obvious

phenomena.
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Khanna, Sushil (2002)n his paper "Has India Gained from Capital Account
Liberalization? - Private Capital and the IndianoBamy in the 1990s", analysed the
experience of Indian economy with the private apitflows post nineties era. In this
research work, an endeavor had been made by theraut analyse the effects of the
constraints imposed on the capital market of Indieonomy. As the RBI had to manage
the impact of foreign portfolio investment, the dtudiscussed the situations that led to
changes in the RBI policy which in turn had liberedl the financial sector in India. As
per the study’s observations about the macro ecananalysis, it was revealed that the
growth rate of Indian economy showed marginal dectiuring 1990s. But at the same
time, rate of saving or investment did not showdsan in the economy during that
period. Moreover, there was no empirical eviderselaimed by the study that the entry
of Flls had brought down the cost of capital. Thadg reinforced the view and
concluded that Flls were not the replacement foteriral resources to be used by the
corporate. And likewise, Fll was also not the siilbit for capital market to be tapped by

the development banks as well.

Eun & Rensick (2002)n their book on foreign capital flows observedtttiere
had been many reasons behind the surge of glotmgfoportfolio investment during the
last few years. As per the analysis of this bookye of the reasons for this development
included (a) deregulating the Indian financial nedsk (b) introducing new investment
alternative vehicles such as country funds, mutwadls and globally listed stocks which
helped the foreign players in diversifying theirrfbalio, and (c) increasing their yield
along with reducing the risks without enhancingirtltests much. The study observed
that in spite of the substantial return from theefgn market earned with the help of
portfolio diversification process, a good chunk el flows were also put into the
securities of their domestic companies due to ttevglence of the concept of ‘home
biasness’. The concept of home biasness not oolyght in more market imperfection in
the financial markets, it also led to the growthsome malpractices in the market like
legal hurdles for foreign capital inflows, discrimaiory treatment in terms of taxes for
foreign players and charging of unnecessary exeesisinsaction fees as claimed by this
study.
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Mukherjee et al (2002n his paper titled “FIl in the Indian Equity MarkeAn
Analysis of Daily Flows during January 1999-May 200 analysed the dynamic
relationship between FIl and its possible covasi@tethe Indian economy. The study was
based on the daily data from 1999 to 2002. In tegearch work, two variables were
included for study purpose. The first variable ut®d the daily market return and its
volatility in the domestic as well as global stoclarket. The next type of variables
included the macro level economic variables likernest rate, IPI (Industrial Production
Index) and ER which might had the possibility offeafing FlIs’ perception and

expectations about the Indian economy.

The study observed that (a) the inflows and owtlaw FIl from the Indian
economy were caused by the stock market returnghbuteverse did not hold good i.e.
stock market returns were not likely to be causgdrFb flows, (b) the Indian stock
market returns acted as the biggest and the stssofigetor to attract Fll flows, (c) FlI
inflows and sale acted and reacted to the tundefstock market performance but FlI
purchase did not act to the tune of the Indiankstaarket performance, (d) the Indian
stock market was not perceived and used as a dgstirfor the portfolio diversification,
(e) the basic fundamentals of the Indian econonaythe returns occurring due to the ER
variance might have attracted the foreign instiai investment, but it did not last for a
long time and (f) the daily FII flows were found be highly auto correlated. The study
further supported the fact that though the libeedion regime in the emerging countries
like India was a good step in the direction of talpiormation, but it should have been
supported by positive improvements in the Indiaaricial system. In addition to this, the
study also revealed that substantial efforts wedad to be made in order to gain and
consolidate the Flls confidence in the Indian ecopavhich would help in strengthening
the base of the domestic shareholders further.sbbeer we would do this, the easier, it
would be possible to provide a cushion againstntladpractices of sudden outflows by
FIl. Then, it would also be feasible to encash th# advantages of global market
integration through the regular participation ofskEHence, there was a need to do more

to attract more Fll in the Indian economy as obseéty this study.
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Batra et al (2003), in her paper titled "The Dymesyof Foreign Portfolio Inflows
and Equity Return in India”, tried to develop andarstanding of investment decision
making, trading strategies and the trading behawbguFlls in Indian equity market. The
daily data as well as monthly data covering a pkemange from January, 2000 to
December, 2002 had been used in the this reseandh Whe monthly data period ranged
from January, 1994 to December, 2002. This papergbeased on positive feedback
trading strategy tested the hypothesis that netyedamand by Flls had been driven by
recent returns in the equity market of the hostntyu The study further analysed the
daily and monthly data to explore the trading bétavof Flls and their impact on stock
market stability. On the basis of daily data analyshe study found that Flis were
providing positive feedback about the investors #@mel trend chasers in the Indian
economy. However, when the study analysed theatataonthly basis, it was found that
there was no evidence of positive feedback tradsagboth the results based on the daily

and the monthly data had been found to be contagias claimed by this study.

Gordon and Gupta (2003), in their paper "Portfoktows into India: Do
Domestic Fundamentals Matter", analysed the imphaearious factors on the Fll equity
portfolio flows flowing into India. The study founthat the FIl flows to India were
undersized as and when compared to emerging malkdtseemed to be relatively less
volatile. This study classified variables into twategories, viz. domestic and external.
The first group consisted of macro economic andtipal variables. If foreign investors
followed these variables to track any foreign mgrkbeen they were stated to be
following a top down approach, whereas bottom dapproach was pursued, where
foreign investors were following the second sewafiables as observed by this study.
Moreover, the study claimed that flows were decidgdboth the factors domestic as well
as external ones. The study concluded that outekekternal factors, emerging market
returns and LIBOR were the most important ones asiomany other factors. And
amongst the domestic factors, the change in cratiitg of the company was the major

reason as further concluded by this study.

Bose and Coondoo (2004), in their research papee Tmpact of FIl Regulation
of India — A Time Series Intervention Analysis ajlity Flows”, studied the effect of the
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Fll policy reforms on the Indian stock market. T®tedy observed that Flls, which began
investment in India in January 1993, gave a newction to the regime of financial
sector reforms in India. The study also made aulean attempt to assess the effect of
various policy decisions on Fll flows. The peri@kén under this study spanned from
1999 to 2004. This study paper, for this purpopeliad the multivariate GARCH model
of regression. As per the study, the results styosgpported the fact that Indian
liberalization policies attracted FII flows verygtively during these years. Even various
preventive measures and actions which were takebeftber controlling of Fll flows did
not reflect any sign of FIl slowing down in the lad capital market during that period.
Thus, the study ultimately concluded that Indiave to be a potentially hidden
economy for Flls. Therefore, almost all the flowk il were more guided by the
domestic market returns rather than only lookinghatfundamentals of the economy as

observed by this study.

Rai and Bhanumurthy (2004), in their research pdpeterminants of Fll in
India: The Role of Return, Risk, and Inflation"jett to examine which factors and
determinants affected FIlI flows in India. The resbars attempted to examine the
impact of risk, return and inflation on the flows Fll. The proposed hypothesis of the
study was that risk and inflation in a domesticrdoy (like Indian economy) and return
in a foreign market (like USA economy) would haveaalverse impact on the FllI flows,
whereas risk and inflation in foreign country (likksSA economy) and yield in domestic
country (like Indian economy) would have a positiugact on the Fll flows. To test

hypothesis, they arranged the monthly data fron#162002.

USA was selected as the major foreign destinagtormodelling FlI inflows in
India, as USA had largest proportion of FlI floves Ihdia that happened to be around
42%. As per the study, a positive correlation benv€ll flows and the return of BSE
Sensex and inflation in US (US as home country) fwaad. However, there was found
to be a negative relationship between FIl flowsIndia and inflation in India (host
country), risk on BSE Sensex and yield on S&P 5tifex. Moreover, the study also
found that there was no causation from Fll sideai@s Indian stock market returns as it

was found to be so by some of the existing studiesone by Gordon and Gupta (2003).
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The study further observed that if there had beeme stabilised Indian stock
market with special reference to volatility andtife ex ante risk had been more
controlled, it would have brought in more FllI flows the Indian economy. Otherwise,
there might be some adverse and negative impaithef non-fundamental factors on FlI
flows in such a manner that would have affectednidean economy more intrinsically as
observed by this study. The study also analysedntipact of market news on the Fll
flows. It observed that Flls were found to be mmactive to the bad news than their
reaction to good news. This meant that they sodir thecurities more promptly when
faced with bad news. They acted more intelligeatig did not buy in a hurried manner
on getting to know about some good news. Theraglwas concluded by this study that
overall, Fll flows were affected by many factorselistock market returns, inflation and
ex-ante risk, with the stock market returns affegtll flows the most as observed by

this study.

Richards et al (2005), in his paper "Big Fish ima& Ponds: The trading
Behaviour and Price Impact of Foreign InvestordAgian Emerging Equity Markets",
studied the patterns of the flows of FIl and thieefof these flows on various emerging
markets like India. There were six Asian marketduded in this paper namely Korea,
Philippines, Thailand, Jakarta, Taiwan and Kodaclstmarkets. The data used in this
study was based on the daily trading by Flis aedpigriod under consideration was from
1992 to 2002. The study revealed that the recahyiin the global markets were some
of the major forces which influenced the investmdatision making process of FlI
flows. The second observation of the paper wasthigaprice impact of foreign investors
trading was much higher than what had been recometehy some of the earlier studies

on emerging capital markets.

Shah and Patnaik (2005), in their paper titleddidis Experience with Capital
Flows", tried to discover the cause and effectti@tghip of the majorly observed
features of India's capital flows. The paper comeldican empirical analysis featuring
GDP, current account data, capital account, FDItf@plco equity flows and debt. The
authors reviewed the historical evolution of therency regime and capital controls, and

also examined the experience of FDI and portfdbw$ with Indian capital market. They
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found a strong intertwined experience of India rdgay capital flows and currency
regime. The study observed that currency peggimy fixation of ER of currency by
comparing its value with a single currency valus) capital flows had shaped the
currency regime; and the currency regime, in thad shaped capital flows as observed
by this study.

Chakravarty et al (2006), in her research papetocks Market and
Macroeconomic Behaviour in India", investigated #ssociation between the prices of
the Indian stock market and some important econaai@bles for the period ranging
from 1991 to 2005. The variables for which relasioip with stock prices was tested
included inflation rate, supply of money, indudtpeoduction index , ER and gold price.
The author had used monthly data for these vasabf@r studying the dynamic
relationship between the economic variables andptiees of the Indian stock market,
granger causality test had been used in this stigy.concluded that ER had no effect on
stock prices but good industrial performance and ioflation could affect the stock
markets positively. Moreover, as claimed by thiglgt money supply had not shown any
relationship with stock prices. The study also ¢toded that it was the FIl flows which
would make index cross 10000 marks and hence aéguiaind to be running from FlI

to stock market as observed by this study.

Kumaret al (2006), in his paper “Role of Institutionalvéstors in Indian Stock
Market”, investigated the FlIs participation andtomal funds participation in the Indian
secondary market. In this research study, the nhordhta of Indian stock market
(Sensex) and FIl flows for the period ranging frdf93 to 1997 had been used.
Moreover, the study also tried to establish thatr@hship between the investment trends
by the major institutional investors and the statkrket movements. The author outlined
the major developments in Indian stock market whigre responsible for the rising
trends in the FII flows. By applying simple regressmodel, the author concluded that
mutual fund and FlIs were potential market movers their investment flows could be
used to decide about the direction of the markedlsb concluded that the flows of Flls
were more reactive to the basic fundamentals ofitde&n economy rather than being

driven by the technical position of the market #melshort-term changes.
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Sikdar et al(2006), in his paper titled “Foreign Capital Inflewnto India:
Determinants and their Management”, studied thaticeiship between foreign capital
flows (FDI, FPI) and other economic variables dgri®97 to 2003. The study observed
that under the regime of liberalization policy, thatcomes were highly surprising. The
composition of capital inflow had undergone a majrange over these years.
Dependence on foreign aid had come down drasticafig funds in the form of Foreign
Portfolio Investment (FPI), Foreign Direct Investmhe(FDI), external commercial
borrowings and non- resident Indians deposits twadecto be recognized as the major
sources of capital flows in India as concluded Hug study. Even amongst these foreign
capital flows, there had been a silent and grathaakition from debt-oriented flows to

equity-oriented flows as observed by this study.

Chakraborty et al (2007), in her paper titled “Flbws and Indian Stock Market
Returns: A Cause and Effect Relationship Studyidistd the relationship between the
returns of the Indian stock market and the flow§kbf The study work included the data
ranging between 1997 to 2005. The objective of tesearch work was to examine the
causality between FIlI and Indian stock market (BSEijth the application of granger
causality test, the study concluded that the stoakket returns in India granger caused
Fll flows while the reverse i.e. causality from Fdl stock market return was not found.
In addition to this, the study also observed tHahkd not only increased the liquidity in
the stock market, it had also added up in the loftgource funding of the economy.
Thus, it could safely be argued as claimed byghisly, that the Flls had come to play a
significant role in developing and strengthening tfunctioning of the system of
developing countries like India. However, there veasieed felt on the part of the
government that it should adopt a very cautiouscpdb guard against the possible ill

effects of Fll flows as conclude by this study.

Babu and Prabheesh (2008), studied the relatipristiveen Fll flows and stock
market return in their research paper titled “Chusktionships between FIl and stock
returns in India”. The study included daily dataFif and stock returns from 2003 to
2007. It employed various statistical techniquks WAR, impulse response and granger

causality test to study the relationship. As per shudy, Granger causality tests revealed
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that there was found to be a bi-directional catishetween the Fll flows and Nifty. This
meant that on the one hand the changes in FIl famsed changes in Nifty value; on the
other hand, the changes in Nifty caused changdslliflows. However, the impulse
Response Function (IRF) showed that the flows bfr-the Indian economy were more
driven by the Indian stock market returns i.e. Fltded more promptly towards stock

returns in the Indian capital market than the vieesa as concluded by this study.

Prasanna et al (2008), in his research titleds:FIhvestment Preferences in
India”, which used data of 27 companies in the y2@08 attempted to analyse the
preferences of FlIs for the companies. The papecladed that there was a positive
correlation between Flis preference and the comipastsucture, corporate performance,
its share returns and price earnings ratio. Thisnnhehat the factors like company
performance, its organisational structure, thernstwn its share and the P-E ratio proved
to be important determinants for Flls in their istraent decision making. The study also
observed that the PE ratio of India (20 %) was nmocine than Brazil with 10 %, Russia
with 9 % and China with 19 % in 2005 (SEBI Handbo@&005). This positive
development helped India to attract more Fll.

Empirically, this research study observed that ifmeestment from Flis got
concentrated more in those Indian companies inhwpidlic holding was comparatively
more. Moreover, the study also observed that utidecontext of corporate governance,
the FlIs preferred to invest in those companiesraige promoters’ family holding was
not substantial. This important observation proglideplatform for further research that
market performance of the country in general andpany performance in specific were
some of the strongest determinants for attractimgenfioreign investment as concluded

by this study.

Rajput & Thaker (2008), in their study on “Excharigate, FIl and Stock Index
Relationship in India”, tried to measure the relaship amongst all these variables and
their predictive power for the period ranging fr&2800 to 2005. This research was
undertaken especially under the light of third gaten reforms initiated in India. The
study observed that in a more globalized world, ER,and Stock Index were the

important economic variables and reflected the dyithg strength and stability of
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business and economy as a whole. The study useslatmn and regression method for
analysis purpose. The study found that there wadong term positive correlation
between ER and stock index leaving barring 2002 20@5. However, Fll and stock
index were found to have a positive correlatiomlaserved by this study. But, it was also
found that it was not possible to predict the fatualue of one variable on the basis of

another variable as concluded by this study.

Ravi et al (2008), in his study titled “Determimsnof FIl Inflows: India”,
attempted to study the flows of FIl and tried tentfy the important factors affecting Fli
flows in Indian economy. The study included theadlom 1997 to 2007; and it was
based on GLS (Generalised Least Square) model.sfuy concluded that various
determinants which had affected Fll flows in Indamluded domestic macroeconomic

variables like inflation, FERs, money supply, arigl, Etc.

Ananthanarayanan, Krishnamurti and Sen (2009)iexiuthe relationship of Fli
flows with the security returns in India under th#e “Flls and Security Returns:
Evidence from Indian Stock Exchanges”. This redeawork that included data from
1999 to 2003 attempted to investigate what impaettitading of Flls would have on the
major stock indices of India. The main conclusiohshe study were as follows: I) The
unexpected flows by Flls have had more impact endflock index than the expected
flows as the unexpected flows created a situatiowotatility. 11) There was a strong
evidence of results which showed consistency with ypothesis of base-broadening.
[lI) The study could not find any substantial ewide for the contrarian strategies being
adopted by Flls. 1V) The study supported the hypsith of the price pressure. V) In the
last, the study concluded that there was no evelémdhe fact that Flls destabilized the

Indian capital market.

Gosh and Herwadkar (2009), in their research p&ifed “Foreign Portfolio
Flows and Their Impact on Financial Markets in &idattempted to study the FIl flows’
relation with other important parameters in the emg economies like India. In this
study, monthly data on various financial variabbe$ore the crisis of global meltdown
(1998 to 2008) was used. The granger causalitycanelation tests applied in this study
concluded that the net FIl flows granger causedtgd8BENSEX) as well as ER in the
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long span of time. But in the short span of time,par the impulse response function
(IRF) also used in this study, a shock to the FNvE had resulted in rise in the equity
stock prices, appreciation of ER and decreaset@énast rate. However, the effect of these
shocks was short lived. Moreover, it was also folnydthis study that there was a
positive correlation between the foreign capitaflows and equity returns in the

emerging countries like India.

Prusty et al (2009), in his research study titledonomic Growth, FIl Flows and
Financial Markets Integration in India”, undertoalstudy on the determinants of Fll in
India. The study included the data from 1996 to720the study observed that financial
market integration and real economic growth weeentajor factors which affected the
Fll inflows. The paper recommended that there shbel more thrust on the acceleration
process of economic reforms initiated in India lsat tthe Indian economy’s integration
with the world economy could be consolidated furtkéhich would help India in

achieving more real economic growth.

Ray et al (2009), in his research study titledl ‘fHbws & Indian Stock Market
Returns: A Relationship Study”, studied the relasioip between stock market and the
flows of FIlI during the period from 2006 to 200& this study, various econometric
models likethe Augmented Dickey Fuller Test, Phillips-Perré&P) Test and Granger
causality test had been used for making the relghip analysis. As per the granger
causality test, it was found that there was gracgesality from the equity returns to the
FIl; however the reverse was not found true betwibentwo variables during the same

period as concluded by this study.

Sehgal and Tripathi (2009), made a genuine attémpinalyse the investment
strategies of FlIs in their research paper titlévéstment Strategies of Flls in The
Indian Equity Market”. The data used in this stwdgre daily as well as monthly. The
period under consideration was from 2000 to 200& S$tudy exclusively investigated
the question that while investing, what investmsinategies had been used by Flis. It
tried to find answer as to whether it was traditrgtegy or herding strategy or positive
feedback strategy used by FllIs. It also tried t@sgtigate whether these trading strategies

were found suitable in the Indian economic envirent As per this study, Flls were
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found to be propelled by positive feedback tradéraggregate level when monthly data
were used. However, the same evidence was diffiouind when daily data were used
as observed by this study. Probably, this was lscatithe fact that Flls did not react to
the market information instantaneously and rathey twaited for market information to
get crystallized as claimed by this study. Theres wacommon perception that Fll had
driven the market and had also implications for gwdicy makers to control their
activities. The study results suggested that it acsally the market performance which
propelled Fll activities. The study further obsatvbat Flls exhibited intense herding
behaviour at the aggregate level. They also shoslestering effect at the individual
level which was though relatively less significafhis difference in herding behaviour
was due to the fact that individually Flls did cmes stock fundamentals in addition to
mimicking each other's behaviour. In the last, stedy concluded that it was also
remarkable to note that FlIs shared each otheeseitpectations more at aggregate level

than at the individual level.

Kaur and Dhillon (2010), in their research papded “Determinants of FIlIs’
Investment in India”, investigated about the faxt@which factors affected Fll flows in
India. The period of study was from 1995 to 2006tHBfinancial and macro-economic
variables had been taken together to study the.samée one hand, in the long run, the
returns available in the host country on stock reaflke returns on Sensex in India) had
a positive and important impact on the Fll flowsdaon the other hand, the returns
available in the home country (like returns on S&® Index in USA) had a negative but

insignificant impact on Fll flows in the long-rus avell in the short run.

In terms of risk associated with variability of¢taountry index (risk associated
with Sensex) as compared to risk associated witiPE®0 Index, it was observed by the
study that risk of host country had a more negadive significant impact on FlIlI inflows
to India. On the same line, stock market turno¥dndia and market capitalization had a
more positive but insignificant impact on FlIs is#®ment in long span of time but
positive and significant impact on FlIs investmenshort span of time as observed by
this study. The study further claimed that risk aetirn features of Indian capital market

were some of the important factors well considdrgd-lls before investing both in the
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long-run as well as in the short-run. However, saotiger variables of Indian stock
market e.g. market capitalization and stock maitketover were found important only in

the short-run as claimed by this study.

It was further observed by this study that amoagous macro level factors,
economic growth of India had a more significant anglositive impact on Fll flows into
India in the long run as well as in the short-rblowever, all other macro level factors
had influenced FIlI flows only in the long-run asiohed by this study. For example,
inflation in home country (US Producer Price IndeRPI) had significant and positive
influence while inflation in India (host countryy ahown by Wholesale Price Index —
WPI, had negative and significant impact on Fll Imdia. Thus the study finally
concluded that FII inflows were determined by mamgcro level and financial variables
like risk-return of stock market, stock market twwar, market capitalization, and some
other factors like economic growth, inflation, irdst rate, and liberalization policies.

Khan and Ikram (2010), conducted research on itlee “Testing Semi-Strong
Form of Efficient Market Hypothesis in Relation ttte Impact of FlIs’ Investments on
Indian Capital Market”. In this study, foreign irstenent analysis had been made for a
span of ten years period which ranged from 200B0tt0. For the purpose of this study,
two major stock indexes i.e. BSE and NSE that wkeerepresentatives of the Indian
stock market had been included in the study. Thpmachniques which were used to
study and analyse the direction and the degrekeotarrelation between these variables

included linear regression equations and Karl-Reesssimple correlation analysis.

The study observed that FIl did have a major impacthe Indian stock market
which in turn confirmed the fact that the stock kedrof India enjoyed only semi-strong
form of efficiency with regards to Fll flows. Thimeant that when FlIs took some action
in terms of buying or selling their investment hretindian stock market, some changes
were felt in BSE and NSE in terms of variationghair indices (Sensex and Nifty). This
reflected the existence of symmetrical market imfation where no investor was able to
generate abnormal profits because nobody was ins#ign to outperform the stock
market. The study also observed that the valueteféept was found to be quite high

with the application of regression analysis on B8i NSE. It confirmed patrtially the
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existence of other forces in affecting the valuBSE and NSE stock indices. In addition
to the macro level factors, there might be someaaniievel factors like profitability and

operations of the concerned companies which woalde haffected the stock market
prices or it might be the health of domestic ecomamgeneral as concluded by this

study.

The study further observed that while investigatihe role of FllIs, it must be
considered that FlIs were just seasonal friendee@rsunny days. The study observed that
the more impact, Fll flows have had on the indicesivements of the Indian stock
market, the more exposed we stood before them.sTudy also stated that though the
regular inflows of Fll had increased the availapibf FERs with the country like India,
but at the same time, it had happened to be oribeomain determinants affecting the
volatility of the Indian stock market. The same hsekn supported by the fact of the
existence of financial recession of 2008 which ioated in USA and got the name of
subprime crisis. Therefore, the study came to trelasion that a proper analysis on the
role, magnitude and effect of FIl flows on the budistock market be properly observed
and analysed by the Indian capital market regulatothat the Indian stock market as
well the innocent investors remained protected ftbenunwarranted risky flows of FlI.

Kumar and Gupta (2010), in their study on “FIl W to India: Economic
Indicators”, tried to study the determinants of ffbws and their relationship in India.
The study included the data of FIl from 1995-9&@0896-07. The factors included in this
study were risk and return of S&P 500 index of U$&urn and risk at Nifty, inflation,
interest and ER etc. The study observed that thadgities in the Indian stock market
experienced sharp hike every year but their netestrment also showed some
symmetrical trends. From this observation, it wafely concluded by the study that FlIs
were much interested in making short-term profittiagling in the Indian capital market.
They invested more in equity oriented funds whichoainted for around 95 percent of
their total investment. Though they enjoyed comipaely lesser share in the Indian
stock market amongst all the major institutionalestors, Flls emerged as the bigger

custodian in the capital market of India. The redeavork also concluded that risk-
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return of USA market and Indian market, ER and aitndh became the major

determinants of Fll flows in India.

Mitra et al (2010), in his research paper titld&elationship among Fll, Stock
Returns and Currency—Over Rates in India”, trieéxplore the relationship between the
change over rates of domestic currency, stock piiiteghe domestic capital and flows of
foreign investment in India. In this study, thelgalata from the period of 2000 to 2009
had been used. Granger causality test had beerogsdpfor the analysis of cause and
effect relationship in the long term. As per thgongy of the studies conducted in India,
it was found that there was granger causality fdwmestic returns of the India stock
market to the flows of foreign capital but grangausality from the flows of foreign
capital to stock market returns was not found. Hewethis study revealed that there was
a bi directional causality between the returnshef indian stock market and the foreign

investment flows.

Paliwal and Vashishtha (2011), investigated thesahrelationship between FlI
and stock market return in their research papkedtitFll and Indian Stock Market: A
Causality Investigation”. In this study, data foperiod of nineteen years which ranged
from 1992 to 2010 had been employed for the purpbsmalysis. The objective of this
study was to have better comprehension of the dymestationship between the Indian
stock market returns based on BSE Sensex and khiews$. The study that attempted to
know the direction of causality with the applicatiof granger causality test found that
both stock market returns as well the flows of Fjtanger caused each other. In other
words, both had been found to enjoy bi directiocalisality. In this study, variance
decomposition and impulse response function wemeraken in order to study the
phenomena of causality for the short run betweeasehvariables. Surprisingly, the
findings of the variance decomposition co incidéyntanatched with findings of granger
causality. The net result concluded that both theables namely FIl and stock market
returns granger caused each other in the shortapiame as well as in the long span of

time.

Kumar and Tavishi (2012), in their research pdjked “Behavioural Modelling

of FlIs in Indian Equity Market”, analysed the dyma and static relationship between
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the FIl and the Indian stock market returns. Fokingaan analysis of this relationship
study, the data on FIl and Indian stock market been used for a period of ten years
ranging from 2000 to 2010. Various econometricshnegues like VAR, granger
causality test and Impulse Response Function (lR¥g) been used for this purpose. As
per the empirical results of the study, the follogviinterpretations had been offered.
Firstly, as per the study, the flows of foreignuitibnal investment were found to be
more correlated with their past lagged values ab ag with the India stock market
lagged returns. The response of Fll to the stanslandk as well as to the returns of stock
market was found to be sharper. The relationship aso found to be highly significant
but only in the short span of time and not in ttkeg span of time. Secondly, as per the
study, bi directional causality was found betweba Ell flows and the Indian stock

market returns.
SECTION —1lI

2.3 EMPIRICAL RESEARCHES ON THE IMPACT OF FIl FLOW S ON THE
VOLATILITY OF THE INDIAN STOCK MARKET.

Stulz et al(1997), in his paper "International Portfolio Flovesxd Security
Markets", made an analytical study of the effecthaf flows of FIl on the Indian stock
market returns. The study supported the fact thatpening of the Indian economy to the
outer world and allowing foreign players to investindia, the cost of capital had gone
down drastically and the stock market had alsobean affected negatively. The study
further examined the issue of cross-country co-mwm@ in valuations and the
possibility of contagion effect in the internatidrimancial markets. The writers of this
research work also attempted to investigate whethex to the flows of foreign
invitational investment, the valuation of the comiea could get away from the basic
fundamentals; and they could also make the stockkehamore volatile. The study
concluded that there was no adequate and suffieddence of the fact that the flows of
Fll increased the degree of volatility in the Indi&tock market. Rather, the study
observed that FllI did not have much effect on tbkatlity of the returns of the Indian

stock market.
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Rao et al. (1999), in his research paper "Flls twedindian Stock Market", had
tried to analyse the importance and the signifiean€ the flows foreign portfolio
investment to India in comparison to other majante of capital flows. The study also
tried to analyse the dynamic relationship betwden ftows of FIl and their changing
trends in the Indian capital market. The periocateld for the study was from 1990 to
1999. The main aim of the study was to analysestprificance of various forms of
foreign portfolio investment along with the studyportfolio of five companies based on
USA. The examination of these five US based fumagosure revealed that there was a
high degree of resemblance between the tradingrpatof US based funds at BSE and
the investment profile of FlIs in the Indian stoglarket. It was also revealed that the
concentration of US based funds in few companiesdcalso lead to a situation where
there would be more instability in the base of thdian stock market. Therefore, it
suggested that there should be a proper, effeatideefficient regulatory mechanism in
the country to control such phenomena. The stusly abserved that the volatility of the
Indian stock market (being already highly volativegs further enhanced due to the fact
that the majority of the Flls came from only twouotries namely USA and United

Kingdom as observed by this study.

Kaur et al (2002), in her book titled "Stock Marképlatility in India”, studied
the extent of volatility of the Indian stock marlaetd its behaviour over different periods
and over different stocks. The study examined ffexkeof a firm's size and Fll on stock
returns and their volatility. The study also cortcated on the analysis of the presence of
‘day of the week effect’ in stock returns and vibitgt The study found that the volatility
was the highest during 1992 and it was followedsdcand third highest in the years
1990 and 2000 respectively. As per this study, kroapitalization companies had
exhibited higher volatility than companies withdarcapitalization. In the last, the study
concluded that volatility of the Indian stock markiecreased significantly after January

1993, when the FllIs started investing in the Indtaonomy more heavily.

Pradhan and Narasimhan (2002), in their reseétet tStock Behaviour in India
since Liberalization”, studied the behaviour ofcétdor twelve years period spanning

from 1999 to 2001. Incidentally, the period of #tady coincided with the period when a
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large number of changes were introduced in theamaiapital market and the Indian
economy was opened up for the foreign investors. Sihdy revealed that there had been
many dynamic changes in the Indian stock marketerms of high ups and downs
leading to undesirable consequences for the indalichs well as for the intuitional
investors. This study employed GARCH model to sttigy volatility phenomena. It
concluded that the volatility of the Indian stoclanket return had gone up during this
period. The study stated that this increase coaftigily be due to the flows of Fll in the
Indian economy. The study also found that therestegi asymmetric volatility in the
Indian capital market which showed that stock miarkturns were affected more by the

negative news than the positive news affected them.

Batra et al (2004), in her paper "Stock Returnatbty Patterns in India",
recognized the importance of understanding the qmena of volatility for risk
management in an economy like India ; and alsoyaedl the changing patterns of
volatility existing in the Indian capital market rihhg the period ranging from 1979 to
2003. Using a recommended methodology, the autharacterized the stock market
cycles and analysed the amplitude as well as duraif volatility for different phases
over the reference period. She used the monthly diatstock returns. The asymmetric
GARCH methodology was used for the analysis purpSke concluded that the period
around the balance of payment crisis and arountbéigenning of economic reforms was
the most volatile period in the Indian stock marlkeirther, the study concluded that Fli
entry in Indian capital market did not have anyedirimplication for the stock return

volatility.

Coondoo and Mukherjee (2004), in their studyditigolatility in India”, studied
the volatility concept with the help of standardiidéion method using daily data of FlI,
BSE and NSE from 1999 to 2002. For this study, & method had been employed that
defined and examined the dynamic phenomena of iltylatAs per the new method,
there were three different important aspects regatp volatility, namely its strength, its
duration and its persistence. As per the findinigghe study, it was concluded that over
the time, there had been a good amount of volatidtween the returns of the Indian

stock market and the flows of FIl. Moreover, it walso found that the strength and
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duration of the Indian stock market returns’ vdigticoincidently found to be the same
to that of the flows of FIl. Moreover, the studgalrevealed that the strength of volatility
of the flows of FIl happened to be having posita@relation with the stock market
returns as well as the rate of call money. Thel fimaling of the study was that the
returns of the Indian stock market and the flow&bfin India had a very high degree of
volatility both in terms of extent as well as diwat Additionally, it was found that there

was strong evidence on the interrelated volatil#yween stock returns and Fll flows.

Pal et al (2005), in his paper " Volatility in te#ock Market in India and FlIs: A
study of the Post Election Crash", discussed tfexedf Fll on the stock market of India.
The study revealed that the influence of foreigrestment on BSE Sensex became more
noticeable after the general elections in India2004. In 2004, under the changed
economic scenario, when the uncertain and the wuteg turnaround of Fll flows
generated a negative perception in the environniteletl to a high degree of instability
in the Indian capital Market. At that time, the Sex witnessed the worst single-day
downfall in its history (800 points) on $7May, 2004 because of the expectation of
Central Government at the national level. The mf8oading pressure exercised by the
Foreign institutional investors immediately aftéeation, just in three months between
April to June 2004 made the index to fall by 17geet. The study further found that Flis
had become a dominating force in the Indian capit@tket. The study also showed that
Flls had come to possess such a position thatdbelygl easily influence the Indian stock
market movement in a significant way and thereloyld affect volatility of the Indian

stock market.

Pal et al (2006), in his paper "Foreign Portfdinwestment, Stock Market and
Economic Development: A Case Study of India", whadntained data from 1983 to
2003 basically studied the impact of FPIs on Inddaonomy in general and industry in
particular. The study also analysed the impact BflsFon the development of Indian
economy as a whole. The study observed that inrotdemaintain the flow of
investments by FPIs, the emerging markets requoeshape up their policies in such a
way that ensured attractive returns for them. Tthdysobserved that the restructuring of

economic policies increased the costs associatéu fateign capital investment in a
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developing country like India. Because of this fdbe author investigated whether the
benefits brought by FPIs to domestic country wendfigent to justify the costs
associated with the promotion of FPIs. Overall, shedy evaluated the relative merits
and demerits of a stock market based on the fiaaisgstem in a developing country.
The study observed that the beneficial aspects Rif flews were importantly more
dependent upon the assumption of well functionihgtock markets. The study finally
concluded that FIl flows had brought in lot of vdlty and uncertainty in the Indian
secondary market which had forced the Indian pat@kers to take a large number of

fiscal measures to control the same.

Bansal and Pasricha (2009), studied the impacharket opening to Fll on the
Indian stock market behaviour. As per the studylidnopened its economy on "4
September 1992, permitting FlIs to make investmeribe Indian equity market along
with other investing instruments. The study usexldata of Bombay Stock Exchange for
both the period i.e. data before the announcemkitteopolicy and the data after the
announcement of the policy. As per the study, apiecal investigation was conducted
to analyse the fact that whether the opening uihn@findia economy had any impact on
the stock market returns and its volatility meaduoefore the FIl policy announcement
day; and the volatility measured after the Fll pplannouncement day. In the post
announcement period, the study found that on tleehamd, there were found no major
changes in the returns of the Indian stock maretthe other hand, it was found that
volatility had gone down after the entry of Fllimdia as claimed by this study.

Mohan and Muneesh (2009), in their study on “Mamggdghe Impossible Trinity:
Volatile Capital flows and Indian Monetary Policytried to analyse the various
contemporary monetary measures taken by Governafdntlia in the external sectors.
The period of study was from 2000 to 2008. As per study, it was revealed that
flexibility in ER, availability of sufficient FERsgeffective macroeconomic policies,
efficient management of debt and healthy developroeédomestic capital market were
collectively needed to give an appropriate respotwseéhe volatile flows of Fll in
emerging market economies. But the availability Hreleffectiveness of all these factors

depended largely upon the economic policies ofgthheernment. The study observed that
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there were no standardised models available witreigonent which could actually get
fitted into any economic model. Finally, the stumbncluded that the key concern for the
EMEs (emerging market economies) had been theiNtylathich the foreign capital had
brought in and had increased the same during thedoender study.

Aggarwal et al (2010), in his research paperditi8tock Return, Volatility and
the Global Financial Meltdown: The Behaviour of iBmd Stock Market”, attempted to
analyse the impact of global subprime crisis (o@ged in 2008 in USA) on the volatility
of the Indian capital market. In addition to tramltal methods, the modern technique
namely Autoregressive Conditional Hetroscedastigi CH) method had been used for
the above purpose. The study tried to explore tlesegmce of volatility in the Indian
capital market featured with the global financiasis resulting from the uncertain flows
of FIl. With an aim to measure the effect of glokabnomic crisis on the Indian stock
market, dummy factor like FIl data had been fed ithe Asymmetric Conditional
Hetroscedasticity (E-GARCH). As per both the triadiial as well modern methods of
analysis, it was concluded that volatility in thedian stock market had been very high
during the global economic crisis period spannirayeraggressively from 2008 to 2009.
It was further revealed that the volatility had wiosigns of subduing only during the
post financial crisis period. Finally, it concludétht the effect of the USA financial crisis
on the Indian economy in terms of enhanced vaiatiti the Indian capital market had

been far reaching.

Devi, Saravanan and Deo (2010), in their papdedtit'Fll Expected and
Unexpected Flows’ Reaction on Stock Market Voltiliattempted to study the reaction
of the FII flows (both expected and unexpected fpwn the Indian capital market
volatility. The period covered in this was from dary 1999 to April 2009. The GARCH
model was used to study and analyse the effectidfdws on the Indian economy. It
was observed by the study that the trading of #eesiby Flis tended to increase the
volatility whereas the net flow of Fll seemed tacdmse the volatility of the Sensex.
Moreover, it was observed by the study that theeetqul purchase and sale flows did not
have any impact on the volatility of the stock raturhe fact that the net unexpected FlI

flows had decreased the volatility of the stock ketiwvas a part of FllIs trading strategy
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because they did huge purchase trading immediafedy the market corrections. In the
last, the study concluded that Flls were found aket position in advance than the
domestic FIs on the basis of availability of infation that also supported the existence

of efficient capital market system.

Sumanjeet et al (2010), in his research papere€falisation of Fll in India:
Magnitude, Impact Assessment, Policy Initiatived &sues”, tried to study the FIl flows
and their impact. The paper covered a period fr@821o 2008. The study observed that
over the years, Fll had grown substantially. Dureagly 1990s, there were almost nil
Flls existing in the Indian economy and in the y2@08, they were big market foreign
players and the market shakers also. Over the y#aese had been many positive
developments in the Indian economy like strong eoun fundamentals, periodic
removal of barriers and so on, which had attratbedFlls. And subsequently, Flls had
also used India as one of their preferred investrdestinations. Presently, though Flis
had become key players in the Indian stock mardet, at the same time, they had
enhanced the volatility in the stock market and hstle the investment environment
more uncertain and daisy. The paper concludedrhae time to come, Flls were going
to be the creators of more volatility in the Indistock market. In the last, the study
concluded that large flows of FIl was a major otradle also and there was a great need

to manage the same.

Goel and Gupta (2011), in their study titled “Impaf Globalisation on Stock
Market Development in India”, tried to study thdeet of globalisation on the various
developments happening in Indian stock market. Stbdy observed that capital market
reforms which were started in post 1990s had dmutied largely in the development of
the stock markets in India. This study also fouhdttthere had been a significant
improvement in terms of more economic developmetihé economy after liberalisation.
Moreover, introduction of new system like on limading system, starting of depository
systems, beginning of financial derivatives andirsgtup of National Securities Clearing
Corporation (NSCC) had made big contribution in texelopment of the Indian stock
market. All important indicators like stock marlapitalization ratio, value traded ratio,
and turnover ratios had gone up subsequently aadas by the study. The study further
stated that on the one hand, there had been geoehse in the important ratios, on the
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other hand, the volatility had gone down. There @alas clear evidence as stated by the
study that economy was able to absorb such deveofrand showed further signs of
good potential. Moreover, the study concluded that entry of FIl in India after the
liberalisation had not affected the stock returtatitity directly. Rather volatility in the
stock prices had declined on annual basis. Buadt bertainly had a substantial and

positive impact on the size and liquidity of thecit market as observed by this study.

Goudarzi, Hojatallah and Ramanaryanan (2010heir study named “Empirical
Analysis of the Impact of FIl on the Indian StockaiMet Volatility during Financial
Crisis”, undertook the causal and co integratioalysis between flows of FIl and BSE
500 index of the Indian stock market. The periodarmconsideration was taken from
2000 to 2009. The study observed that during 20@8er the pressure of US subprime
crisis, approximately US $ 12 billion flew away finothe Indian capital market which
brought down the Indian indices almost by 60 % pasthe study, it was a great disaster
which shocked the whole world as well as Indianitefpnarket in particular. The study
further concluded that BSE 500 index and FIl flowsre not only found to be co-

integrated but there was also found a bi-directionasality between the two.

Arya and Purohit (2012), in their research pajtérdt “An Analytical Research
on FIl in India”, tried to study the impact of Hlbws on the Indian capital market’s
returns and volatility. The study included the diaten 1994 to 2010. The study observed
that in the post 1990s era, there had been a Idew¢lopments in the Indian economy.
On the one hand there had been lot of dynamisrhanstock market in terms of huge
investment from diversified entities like Flls, BfImutual fund and so on; and on the
other hand, Sensex had shown its highest ever gpedkowest ever sudden falls. The
study observed that though there had been a rdalsodacline in the stock market
return, but the stock market volatility had gownamtiosubstantially. On the one hand, a
strong correlation was found between FII flows &whsex, nifty, market capitalization
and market turnover; a low correlation was fountiveen Fll flows and stock market
return as well as stock market volatility on theest The study concluded that it could be
inferred from the same that there were many othetofs which had happened to affect
the volatility of the Indian stock market returngeoa span of time.
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Jain, Meena and Mathur (2012), in their reseatabystitled “Impact of FIl on

Stock Market with Special Reference to BSE: A Stofly.ast One Decade”, attempted
to examine the contribution of Fll in the Indiandt market with special reference to the
sensitivity index. The study investigated the patieof FIl behaviour during a decade
ranging from 2001 to 2010. It also tried to stukdg tegree of volatility affecting Sensex
because of the flows of Fll. The data used for #mslysis had been taken from the
official sites of BSE. Karl Pearson’ Coefficient odrrelation test was used to study the
correlation. The study concluded that FIl had aagmnpact on Sensex. Further, it was
also witnessed that the Sensex had gone up due targe inflows of FIl and it had gone
down when there were negative Fll flows. This shiweat FIl had caused volatility in

the stock return at least partially if not fully @lsserved by this study.

Johri, Sharma and Acharya (2012), in their redeatady titled “A Study of FlI
flows’ Patterns in Context to Indian Stock Marketdalts Impact on Stock Market
Returns”, attempted to investigate the effect ofvBl of FIl on Indian capital market. The
period selected for this study ranged from 20020®0. It concluded that Fll flows had a
great impact on the volatility of the Indian stoglarket particularly during the crisis
period of 2008 when BSE had gone down by 52.45 %.

Loomba et al (2012), undertook a research studyhertitle “Does FIl Impact
Volatility of Indian Stock Market’? The study wasdertaken using daily data from
January 2001 to December 2011.The study statedriti@n capital market had come a
long way in the last ten years and this had brotiggtindian capital market at par with
some of the developed countries of the world. Astpe study, one of the important
features of developed country had been the inecrggsiesence of Fll in terms of large
investment in those countries. This phenomenon dlad come to define the Indian
economy over the last ten years. The paper futtiert to investigate whether the Flls
which were defining Indian economy had come to d@ata it too or not. The research
concluded that Flis were the major strong forcegiry the Indian Stock Market. And
the study observed that this fact had been supbdayemany crashes of BSE Sensex
accompanied by FllIs turning the net sellers. Thiglsfinally concluded that the role of

Fll flows had been very significant in affectingetindian stock market volatility.
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Rajput and Chopra (2012), in their study titledl“Bnd Its Impact on Stock
Market: A Study on Lead-Lag and Volatility Spill ew, examined the information spill-
over and volatility spill-over relationship for liah stock market. The period of study
was from 1992 to 2011. Various statistical tooke IFECM, Variance De-composition
Analysis, Granger causality, Impulse Response Aslgnd (ARCH) or (GARCH) had
been used to study the causal relationship betwerariables under study. The study
had also attempted to estimate the volatility ie thturns of the Indian equity market.
The study observed that over the last few yeardndis liberalised its economy and
introduced many financial sector reforms, it hadréased the volatility of the Indian
stock market. In the last, it concluded that theees bidirectional volatility spill-over,

persistence and clustering existed between thahlas.

Verma et al (2012), in his study titled “Stock &et, Volatility and the Global
Financial Meltdown: The Behaviour of Indian StoclaMet”, attempted to analyse the
effect of U.S sub-prime crisis (2008) on the vdigtiof the Indian secondary market. In
order to achieve this aim, along with other trawfitil techniques, Autoregressive
Conditional Hetroscedasticity model (ARCH) had beelopted to study the volatility
impact due to US subprime crisis on the Indian lstmarket. As per the traditional as
well as modern techniques, it was concluded trawthatility in the Indian stock market
had been quite high during the financial crisisguervhich ranged roughly from 2008 to
2009. It was further observed that the returns Wwhvere lowest during the crisis period
went up later on and during the post crisis peribdy soared very high. In nut shell, the
study concluded that the impact of U.S financiabmume crisis had been quite
significant on the volatility of the Indian stockanket returns. After going through all
these empirical studies, it has been found thabwarstudies have focussed on few and
limited dimensions relating to FlIl. In the light thfis scenario, the present study has been
undertaken with a focus on many dimensions relabrigll like Fll flows (its magnitude,
trends and determinants), their relationship staayglysis of the impact of FIl flows on

the volatility of the Indian stock market returmedaheir forecasting for future period.
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CHAPTER -3

TRENDS, MAGNITUDE AND COMPOSITION OF FII IN INDIA

3.1 Flls IN INDIA

The present chapter discusses the trends, magnitude and composition of FII in
India from 2000 to 2012. The other important dimensions related to FII covered in this
chapter include prominent Flls, total Flls registered with SEBI, FII flows into the Indian
equity and debt market, assets under various custodians including Flls, role of FllIs in the
growth and liquidity of the Indian stock market, Flls contribution in market turnover and
capitalization and its contribution in the Indian gross domestic product. It has been
empirically experienced, ever since India opened its economy in 1992, Flls have been
investing in the Indian capital market in great abundance. FIl has become one of the main
channels for the foreign players to make investment in many emerging countries like
India. However, for being eligible to deal and trade in the Indian capital market, all the

FlIs have to get themselves registered with SEBI as per its provisions.

The full details on the registration record of Flls have been provided in the Table
3.1. As per this table, the FllIs registered with SEBI in India have been increasing during
the last one decade. This shows that amongst the emerging market economies (EMES)
and many other developed countries, Indian economy has become one of the preferred
choices for FllIs to make investment. As per the table, there were 527 Flls registered with
SEBI in 2000-01. Their number came down to 490 in the subsequent year i.e. 2001-02.
One of the possible reason responsible accounting for this might be the non-renewal of
existing registration by some of these Flls who were having multiple registrations with
SEBI. In 2002-03, the Flls number got increased to the total number of 502. With the
enhancing confidence of FllIs in the Indian economy, their number kept on increasing in
the subsequent years like it rose to 540 in the year 2003-04 and it further went up to 685
in the year 2004-05. This showed that there was a net increase of 26.85 % in the total FlIs
registered with SEBI in India in 2004-05 as compared to 2003-04.This increase was one
of the highest increase in Flls registered number except the increase of 28.75 % in the
year 2005-06 and 32.29 % in the year 2007-08.

97



Table 3.1:

Flls registered with SEBI

Total Flls at the

Net Additions of Flls

% Growth of Total

Year end of March during the year Flls registered
2000-01 927 21 -
2001-02 490 -37 -7.0
2002-03 502 12 2.44
2003-04 540 38 7.56
2004-05 685 145 26.85
2005-06 882 197 28.75
2006-07 997 115 13.03
2007-08 1319 322 32.29
2008-09 1635 316 23.95
2009-10 1713 78 4.77
2010-11 1722 9 0.52
2011-12 1765 43 2.49

CAGR - - 11.61

Source: SEBI Annual Reports

As observed from the table, the story did not end here with Flls touching more

heights in terms of their increasing numbers registered with SEBI. The figure of FlIs
registration with SEBI stood at 882 in 2005-06 (SEBI Annual Reports, 2012). This figure
went up to 997 in 2006-07. In 2007-08, FlIs number further went to 1319 with additional
registration of new Flls with a record number of 322. This was the highest ever number

of registration by FllIs in a single financial year so far. The Flls number further got

increased to 1635 in 2008-09. However in 2009, there was a global pessimistic

environment featured by the subprime crisis. The after-effects of this global financial

crisis were also felt in India in terms of less number of FlIs going for registration with

SEBI. In spite of the fact that in 2009, the Indian equity market enjoyed a huge gain of 80
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%, the total number of additional FlIs registered with SEBI was not substantial. This
figure stood at 78 only and the total number of Flls registration stood at 1713 in that year.
Though the total number of Flls registered with SEBI was the highest since their entry in
India in 1992, there was no much enthusiasm on the part of additional Flls going for
more registration with SEBI in India. This behaviour on the part of Flls supported the
fact that Flls were ‘nobody’s friend’ or ‘everybody’s friend’. As the major purpose of FlI
was to get the maximum possible yields, they always preferred to change their investment
destinations and were least bothered about what would have happened to that economy or
its fundamentals or its investors who had shown good interest in the capital market or
who had put their huge investment at the mercy of the stock market having been made

more volatile by the FlIs.

Figure 3.1 : Flls Registered with SEBI in India

Fll Regstered in India

Source: SEBI Annual Reports.

Further, in the year 2010-11, there was no much change found in the approach of

Flls and they continued to show atleast lukewarm interest in the Indian economy. During
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this year, their registered number with SEBI got increased to 1722 with additional
registration of 9 only. In 2011-12, this figure further got increased to 1765 with an
additional increase of 43 Flls. Thus, within a span of twelve years, the total number of
Flls have gone up from 527 in 2000 to 1765 in 2012. i.e. an increase of additional 1275
Flls registered with SEBI in India. This tremendous growth of Flis has reflected an
increase of 235 when measured in terms of net percentage. All this has also been shown
by the Figure 3.1. Thus, from this empirical data, it has been shown that how India has
emerged as one of the most preferred investment destination for Flls and how they have

chosen Indian economy as a potential economic market for their investment.

In addition to the net additions in FIIs’ registration and the percentage growth in
Flls registered data every year, it is also important to study the Cumulative Annual
Growth Rate (CAGR) of FIIs’ registration for the twelve years collectively. CAGR has
been calculated for studying the annualized growth rate which the Flls have clocked over
the last twelve years ranging from 2000 to 2012. The figure of CAGR i.e. 11.61 %
showed, though the growth rate of Flls registration has existed between the range of — 7
% to 32.29 %, the Flls number have maintained an average annual growth rate of 11.61
% during this twelve years period. In other words, it showed that there has been an
average annualized 11.61 % increase in the total number of FllIs registered with SEBI

over the last twelve years ranging from 2000 to 2012.

Hence, it is safely concluded that there has been more than 10 % annualized
growth of FllIs registered with SEBI which not only shows a reasonably good growth in
Flls registered numbers, but also reflects a positive perception in the mind set of Flls
about the potential of the Indian economy. This is the reason for the fact that they have
been registering in great numbers with SEBI for the last many years. This further cements
our belief that if Indian economy shows better economic prospects and strong economic
fundamentals in the time to come, the CAGR may further grow which will make the
Indian economy as one of the most preferred choice for Flls.

One of the other important observations attached with this development is that it
is not only important to study and analyse the trends of FlIs’ registration; it also becomes

important to analyse the countries of their origin. It has been found by the study that FlI
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has not been flowing only from the traditional countries namely USA, UK, Malaysia,

Singapore, Hong Kong and Luxemburg etc; the FII has been flowing in the Indian capital

market from many unconventional countries like Japan, German, Ireland, Netherland,

Denmark and France etc. This development is a reflection of the fact that the Flls across

various countries have been showing great interest in the Indian capital market along with

their trust on the long term growth prospects of the Indian economy. More importantly,

one of the major reasons for their preference for India is the fact that they are more than

satisfied with the congenial investment environment and yield offered by the Indian

economy.

Table 3.2 : Prominent Flls Registered with SEBI in India

Name of Flls

Companies where FlI

Value in Rs. Crore (as

invested on 31 March, 2012)

Deutsche Group 84 35579
Citigroup 184 23890
HSBS Global Investment 126 18074
Merrill Lynch Capital Market 142 15130
CLSA Asia-Pacific 42 9146
f\BA(;Iljjrrir:ﬁJnSSachs Investment 104 7307
JP Morgan 20 6835
UBS Securities Asia Ltd** 88 5847
Ef(ja.r Stearns Asset Management 86 2490
ABN Amro NV 45 1580
Lehman Brothers 14 439

Source: Capital line, **with its subsidiary Swiss Finance Corp. (Mauritius) Ltd.
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The Table 3.2 shows some of the major Flls registered with SEBI in India. This
table also contains the number of companies in which they have invested their funds
along with the total investment value. The details of some of these major FlIs operating

in India are given below:
. Deutsch Group

This is a part of Deutsch Assets Management Group. The company was
established in 1956 in Frankfurt Main. There is approximately EURO 267 billion under
the asset management of this company worldwide. This makes it one of the leading
companies amongst the top 10 investment companies in this area. In Europe also, it is one
of the main companies dealing in mutual funds. And at present, it is managing a business
of approximately EURO 173 billion alone there. In Germany too, it is managing a
business of around of EURO 147 billion (representing around 22 % of the total fund
market size) and this has brought the company at number one position in that country.
The very specialized service expertise of this company has differentiated it substantially
from many of its competitors. The span of this company’s activities has spread across the
major countries of Europe. In America, this company is managed under the entity of
DWS Scudder, where it manages a corpus of EURO 86 billion. It was in 2006 when the
first fund and DWS brand was introduced in India and Singapore under its scheme of
expansion in Asia — Pacific continent. Gradually more funds have been introduced in this
region of Asia-Pacific (Phull, 2014).

. Citigroup

This group was formed in the year 1998. With the beginning of this group, a new
model of providing financial services was started to fulfil the financial needs of the
customers. As there has been continuous growth and development of this group, one
ground reality that came to be accepted amongst the corporate sector was the fact that
even complex business structure could also have a successful survival. Citigroup has
more than 2 lakhs employees; and it has business in more than 100 countries (Phull,
2014).The global presence and successful survival of this group featured by high global
brand value and diversified culture has ensured an undisputed journey of this group so

far.
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. HSBS Global Investment

It is one of the world’s largest and most popular fund management groups. This
group has created, expanded and consolidated a very good brand image and goodwill
amongst various types of investors like big corporate houses, governments, finance
houses, insurance companies and so on for having been able to offer a very high yield on
its investment on a continuous basis. In India, it offers fund management services for
institutional as well as retail investors. Their array of products include equity income
funds and debt funds (Phull, 2014).

o Morgan Stanley and Co. International

This group has been giving its expertise in the portfolio management, credit
servicing, financial services, corporate restructuring etc. since a long time back. It has
become a pioneer in this area and has its presence in more than 27 countries. With more
than 600 offices across the globe, it manages a corpus of US $ 421 billion. The assets of
the group are managed by Morgan Stanley Investment Management. This group had
started its operation in India in 1989. The first fund introduced by the Morgan Group in
India in 1994 was India Magnum Fund (Phull, 2014). Subsequently, it launched Morgan
Stanley Growth fund which has become one of the largest funds floated by the private

company with investing interest in the equities of the companies.
o DSP Merrill Lynch Capital Market Fund

Floated by DSP Merrill Lynch Fund, this is also one of the largest capital market
funds in the world. DSP Merrill Lynch Ltd. is one of the major players which provide
financial services across many countries of the world. Merrill Lynch has 90 % share in
DSP Merrill Lynch Ltd. At the time of its inception, the name of DSP Merrill Lynch was
DSO Financial Consultant Ltd. The DSP Merrill Lynch has basically emerged out of its
original company named DS Purbhoodas and Securities which has had long experience
ranging for more than 150 years in this field. This group has become one of the largest
and the most popular companies of the world which provides its services in the capital
market operations, wealth management and other advisory operations etc. Now this group
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has presence in more than 40 countries and total wealth managed by this group touches
around US $ 1.5 trillion (Phull, 2014).

3.2 COUNTRY WISE CLASSIFICATION OF Flls

Over the years, it has been experienced that FII in Indian economy has not been
flowing from a few selected countries, rather the Flls registered with SEBI have hailed
from many diversified countries. The major countries from where these Flls have hailed
include USA, UK, Luxemburg, Mauritius, Canada, Hong Kong, Singapore, Australia,
Ireland, Netherland, South Korea, Taiwan, Denmark, Switzerland, France, Malaysia,
Sweden, Cayman Island, Channel Island, Norway, Austria, UAE, German and many

other countries.

Table 3.3 : Country wise Classification of Flls

Source Country Number of Registered Flls as on 31 March, 2012
USA 576
UK 259
Luxemburg 113
Mauritius 101
Canada 75
Hong Kong 71
Singapore 80
Australia 63
Ireland 63
Netherland 32
South Korea 23
Taiwan 21
Denmark 21
Switzerland 24
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Source Country Number of Registered Flls as on 31 March, 2012

France 26
Malaysia 20
Sweden 11
Cayman lIsland 16
Channel Island 11
Norway 10
Austria 11
UAE 15
German 17
Other European, Asian and 106
African Countries

Total 1765

Source: www.sebi.gov.in.

It has been found that the Flls from these countries have been finding India as an
attractive investment destination. The Table 3.3 shows the country wise classification of
Flls during 2011-12. As per this table, USA has emerged as one of the major investors in
India through this route of investment. Almost 32 % of the total Flls investing into India
have hailed from USA which shows the comparative potential of Indian Economy as a
whole in terms of better returns. The figure of total Flls hailed from USA stands at 576 in
2012. As per the table, it is also clear that there are sufficiently large numbers of Flls
from UK. There are 259 FlIs from UK. which constitute around 14 % of the total Flls
registered in India in the year 2012. Flls from other major countries like Luxemburg,
Mauritius, Canada, Hong Kong and Singapore have also been in good numbers as shown
by this table. The total number of Flls from Canada stands at 75, from Luxemburg it
stands at 113 and from Singapore it stands at 80. The same data has been graphically

shown by the Figure 3.2.
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Figure 3.2 : Country wise Classification of Flls
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In addition to the dimensions covered above, it has also been observed that there
has been a great thrust of Flls from many other countries too. For example, Flls from
many Asian countries like Malaysia and Hong Kong have also made good investment in
India. The main reason for this big investment from these countries has been “The Tax
Haven” benefits associated with these countries. It is also important to note, while
investing from these countries, there are many other factors which the Flls take into
consideration while choosing the root of country through which they make investment.
Some of the main factors amongst these include the overall goodwill of the country
(county rating), political environment in terms of its stability, tax benefits available and
low financial transactions costs and so on. In addition to this, there are few countries like
Singapore, Mauritius and Cyprus with which India has signed Double Taxation
Agreement (DTA). These countries with which this agreement has been signed are called
‘The Tax Haven’ countries. Due to the major tax benefits offered by these countries, huge
foreign investments have been coming to India from these potentially high investment

countries of the world. In addition to this, it has also been observed that a large number of
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other Asian countries have also been showing good interest in the Indian economy. Some
of these counties include Taiwan, UAE and South Korea. For example, from Taiwan
alone 21 Flls have got registered, from UAE 15 Flls have come and from South Korea,
23 FlIs have got registered in India. On the basis of this encouraging empirical
experience, it is hoped that in the time to come, a large number of FlIs from many other

countries will also make India as one of their major investment hub.
3.3 COMPOSITION OF FIl FLOWS

In February 1992, the Government of India announced a policy under which
Indian companies were permitted to raise funds from the international financial market
with the help of various financial instruments like American Depository Receipts, Global
Depository Receipts, Foreign Currency Convertible Bonds (FCCBs) and External
Commercial Borrowings (ECBs). Then in the later part of the year 1992, Indian capital
market was further opened for the foreign players whereby the Flls were permitted to
participate directly in the Indian capital market in terms of direct trading. In other words,
Flls were permitted to buy and sell equity shares and debentures directly from the Indian

capital market without any major legal hiccups.

Subsequently, the Flls have also been authorized to make investment in a large
variety of securities traded on the primary as well as the secondary market of India.
Presently the Foreign Portfolio Investment (FPI) includes the investment in the form of
FIl in equity and debt-oriented instruments (both corporate and government securities),
Global Depository Receipts and American Depository Receipts issued by Indian

companies abroad and floating of Off Shore Funds and other investments.

The composition of foreign portfolio investment in India has been shown in the
Table 3.4. As per this table, the Foreign Portfolio Investment (FPI) from all these sources
namely FlIl, GDRs/ADRs, and Off shore funds has been flowing in India with different
proportions. Further, the table also shows that there have been diversified trends in the
flows of FPI. Among all these sources of FPI, FIl has emerged as one of the main sources
of capital flows. The table depicts that the FII share in the total FP1 which was 66.92 % in
the year 2000-01, went up to 74.47 % in 2001-02. It is also disclosed by this table that the
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share of FII further increased to 95.97 % in 2003-04 and 93.25 % in 2004-05. This shows
that in the first two years since the beginning of the decade, the share of Flls in the FPI as
compared to other sources of finance like ADRs/GDRs and Offshore funds has been

quite good and impressive showing the dominance of FIl share in the total Foreign

Portfolio Investment (FPI).

Table 3.4 : Composition of Foreign Portfolio Investment in India (in US $ million)

Offshore % Contribution of
Year Fll GDRs/ADRs | Fund and Total FPI FIl to Total FPI

Others Flows
2000-01 | 1847 831 82 2760 66.92
2001-02 | 1505 477 39 2021 14.47
2002-03 377 600 2 979 38.51
2003-04 | 10918 459 Nil 11377 95.97
2004-05 | 8686 613 16 9315 93.25
2005-06 | 9926 2552 14 12492 79.46
2006-07 | 3226 3776 56 7003 46.05
2007-08 | 20327 6645 163 29395 69.15
2008-09 | -15017 1162 -177 -14032 -107.01
2009-10 | 29049 3328 20 32397 89.66
2010-11 | 29421 2049 -1179 30291 97.12
2011-12 | 16812 597 -239 17170 97.91

Source: Various Publications of RBI and Hand Book of Statistics on Indian Economy.

As per the table, it is further observed that there were only two years namely
2002-03 and 2006-07 when FI1I share as a percentage to total FPI came down to below 50
%. It is observed that it was in 2002-03 when FII share in total FPI came down to 38.51

% and then it was 2006-07 when the same came down to 46.05 %. Moreover,
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unfortunately, in the year 2008-09, FII flows turned to be negative. This was a major hit
as this was the first time when FPI investment in India happened to be negative since the
liberalization of Indian economy in 1990s. This negative development was the result of
the fact that Flls pulled back around US $ 5.5 billion from the Indian capital market
during this year due to certain negative economic developments happening across the

globe including US subprime crisis.

However during 2009-10, the concept of ‘Economy Reading’ seems to have
applied to India. According to this concept, Flls make good investment in an economy
with high potential growth. The same has been observed to be the case with the Indian
economy. For example, though in 2009, Indian economy showed substantial features of
stagnation with economic growth touching down to 6.5 %, industrial growth also getting
decelerated down to 2.8 % and wholesale inflation mounting up to 8.45 % (Economic
Outlook 2010-11), FPI inflows were found to be as high as US $ 32397 million during
that year only.

Figure 3.3 : Composition of Foreign Portfolio Investment in India (in US $ million)
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Source: Various Publications of RBI Hand Book of Statistics on Indian Economy.
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Thus consequently, in the year 2009, Indian economy regained the trust of Flls
and huge investments were made by them in the country. It was found that FPI,
thereafter, not only became positive but the total amount of their investments also got
substantially enlarged in the coming years. More importantly, the share of FIl in FPI also
became larger in the subsequent years. As per the Table 3.4, the FIl share in FPI which
was 89.66 % in 2009-10 went up to 97.12 % in 2010-11. Furthermore, in 2011-12 when
the GDP of the Indian economy hovered between 4.5 % to 6 %, industrial production
growth went down to 0.5 %, Indian economy managed to attract the total FPI worth US
$17171 million alone during that year. It is also worth noticeable that FIl alone in that
year constituted around 97.91 % of total FPI. All this data have been further supported
and graphically presented by the Figure 3.3.

Thus based on the above observations, it is safely concluded that there has been
an overall increase in the FIl contribution in FPI. FII contribution which was just 66.92 %
in 2000-01 got increased to 97.91 % in 2011-12. This showed an overall increase of
46.30 % in FII’s contribution in FPI over a span of twelve years. This also reflects a back
seating for GDRs/ADRs and Off shore funds raised by Indian companies from abroad.
Thus, it has been observed that there has been total dominance of FIlI over other

ingredients of FPI during the last twelve years.

In order to examine whether the contribution of FII in the total Foreign Portfolio
Investment is significant or not, the t test has been applied. The t —test has been applied
with the null hypothesis that percentage contribution of FlI to total FPI is not significant;
and with the alternative hypothesis that percentage contribution of FII to total FPI is
significant. As per the results obtained, the t (calculated) statistics value (1.924509412)
has been found more than the t critical value (1.795884814), and moreover, the tail t
value (0.0499801335) has been found less than 0.05 or 5 %. Hence, the alternative
hypothesis is accepted at 5 % level of significance which states that the percentage
contribution of FIl in the total foreign portfolio investment is significant. Thus, it is safely
concluded that within the ambit of foreign portfolio investment, the most reckoning force

that has dominated other components of FPI has been FlI.
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3.4  TRENDS OF FIl IN INDIA

In addition to the study of FP1 composition, it is also important to study the trends

of FIl in India individually. The Table 3.5 presents the net investment and cumulative net

investment by Flls in the Indian economy from 2000-01 to 2011-12.

Table 3.5 : Trends of FIl in India

Gross %
Purchase Gross Net Increase | Cumulative
Sales Net
Increase or Net
Year (@) Investment
(b) (a-b) or decrease | Investment
(Rs. (Rs.Crore) Decrease | inFIl | (Rs. Crore)
Crore) Inflow
2000-01 74051 64118 9933 | ------ - 9933
2001-02 5071 41398 8763 -1170 -11 18696
2002-03 4062 44372 2689 -6074 -69 21385
2003-04 144855 99091 45764 43075 1601 67149
2004-05 216951 171071 45880 116 0.25 113029
2005-06 436976 305509 41467 - 4413 -9.61 154496
2006-07 520506 489665 30841 -10626 -25 185337
2007-08 948018 881839 66179 35698 115 251516
2008-09 614576 660386 -45811 -20368 -30 205705
2009-10 846438 703780 142658 96847 211 348363
2010-11 99,599 846161 146438 3780 0.26 494801
2011-12 921285 827562 03725 -52713 -35 588526
CAGR - - - - 22.63

Source: Calculated on the basis of data from Handbook of Statistics on Indian Securities Market by

SEBI and RBI, SEBI Annual reports 2011-12.
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It has been empirically evidenced that right from 1992 to 2000, Indian economy
has witnessed many domestic as well as global events which have affected the flows of
FIl in India. Be it the South East Asian Crisis in 1997, the conduct of nuclear tests by
India in 1998 and subsequent economic sanctions on it by many industrialized countries
including USA, Japan and others, these events have made a remarkable impact on the
flows of FII in India. The initial ten years i.e. 1991-2000 was the period when Indian
economy tried to win the trust of Flls. And India has also been able to succeed to a great
extent in that respect. In the continuation of those efforts, from 2000 onwards which
signalled the beginning of new decade, India has witnessed huge FII flows. Further it has
also been experienced that from 2000 onwards, Flls have started showing more positive

interest and have made good investments in the Indian economy.

As per the Table 3.5, the net investment by Flls was Rs. 9933 crore in the year
2000-01. In the next year, Flls also made good investment to the tone of Rs. 8763 crore.
Though, it was comparatively less as compared to last year, but overall it was found

satisfactory.

Figure 3.4 : Trends of FIl in India
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However, the economy got a setback in the next year i.e. 2002-03 when the net
FII went down to Rs 2689 crore. This showed a decline of Rs. 6074 crore in FIl and the
decrease was record at 69%. This was a major negative hit for the policy makers. It was
also found that this decreasing trend of FIl during this period was mainly due to the
existence of various concerning factors like hardening of global oil price, weakening of
rupee value (Rs. 43.61/$ — RBI report 2004) and perceived economic slowdown of the
Indian economy. Further, the terrorist attack in USA also created a negative environment
worldwide and added fuel to the fire in terms of creating an unhealthy global investment
environment. Unfortunately, it was also felt that the majority of the reasons responsible
for the withdrawal of funds by FllIs from the Indian economy were beyond the control of

market regulator i.e. SEBI.

As per the Table 3.5, it is observed that the year 2003-04 was found to be a very
good year in terms of huge investment by Flls. Flls during that year broke all the past
records with their net investment of Rs.45764 crore as compared to Rs. 2689 crore in
2002-03. This showed that the net investments went up with additional investment of Rs.
43075 and this increase was recorded at 1601%. The major reasons which accounted for
such a wonderful capital inflows were the robust economic growth (8.5 %) by Indian
economy in that year along with improved corporate results (57.84 % growth rate in the
net profits experienced by the Indian corporate sector in the year 2003-04 which was the
second highest during the last nine years -Indian Economy Report, NSE, 2005). All this,
as analysed, led to a highly positive response from Flls during 2003-04 on the one hand;
and on the other hand, BSE touched 6250 points peak in the early part of 2004.

Keeping a continued trend, in 2004-05, strong macro economic outlook,
encouraging corporate results and buoyancy in the stock market ensured sustained
portfolio investments by the Flls to the tune of Rs. 45880 crore in that year. This was
found to be a little more as compared to the last year figure of Rs. 45764 crore. However,
in the year 2005-06, unwillingly there were many economic developments which created
an overall negative global economic environment across the countries. Some of these
developments included unexpected increase in the interest rates, rising trends in the

global oil prices and the overall bearish trends in the global stock markets. The final
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result of these developments was that the net FII flows during this year came down to Rs.
41467 crore. This decrease was found to be 9.67 % down as compared to the last year.
During 2006-07, the same negative global environment continued to prevail and global
developments like melt down in the global commodity market and the equity market
overshadowed the foreign investment environment. The result of this negative scenario
was felt by the Indian economy in terms of less investment by Flls to the tune of

Rs. 30841 crore in that year.

The above global negative scenario as observed from the table could not continue
for a long time. The year 2007-08 proved to be a turning point in the Indian stock market.
During July 2007, Sensex touched the level of 15000 points. In September 2008, it
further touched the level of 16000 point and surprisingly within the same month, it
reached 17000 points figure. On 9th October 2008, it touched the level of 18000 points.
More surprisingly, on 15th October 2008, it touched 19000 points, and finally on 29"
October 2008, it broke all the previous records and touched the highest ever level of
20000 points. This year proved to be a mile stone in the history of the Indian stock
market with Flls making net investment to the tune of Rs. 66179 crore which showed an
increase of 115 % as compared to the last year.

Unfortunately, the year 2008-09 proved to be exactly the opposite. This year was
the year of global turmoil (Sumanjeet, 2010). USA faced the problem of subprime crisis
which was felt around the world including India. In India, the Flls became and remained
net sellers throughout the year 2008 due to many underlying reasons. Some of these
reasons included the fact that the US banking polices and system got failed and the
subsequent negative bearish stock market trends overshadowed the global capital market
environment. In addition to this, in the very beginning of that year, the oil prices zoomed
up substantially and the heat of the same was felt by almost all the countries of the world
including India. This also became the probable reasons for various other ailments of the
Indian economy like unexpected increase in the trade deficit, depreciation and volatility
in the Indian rupee value, high inflationary trends, burgeoning subsidies amount,

uncontrolled fiscal deficit and thereby less economic growth.
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It was observed in the year 2008-09 that due to huge withdrawal of money by Flls
from the Indian stock market, Sensex plunged more than 55 % from the record high
points which it had touched earlier. During this year only, Flls withdrew a stunning gross
amount of Rs. 66386 crore. And the net investment to the tone of Rs. 45811 crore was
found to be in negative. This meant that Flls whose net investment had always been

positive for the last more than eight years was found to be negative.

Table 3.6 : Shareholding Patterns of FI1 in Companies listed on NSE

March- March- March- | March- | March- Sept.-

Sectors 2007 20008 2009 2010 2011 2011
(% wise) | (% wise) | (% wise) | (% wise) | (Y% wise) | (% wise)

Banks 18.41 19.15 14.27 16.02 17.62 18.17
Engineering 11.45 10.63 7.34 8.28 9.36 9.30
Finance 18.18 17.44 13.01 16.53 23.35 19.20
FMCG 11.91 14.07 12.72 14.09 16.34 17.00
Information 14.53 16.00 12.44 11.68 2.16 17.07
Technology
Infrastructure 7.15 8.86 7.31 8.90 7.87 7.50
Manufacturing 9.57 9.46 7.28 8.79 941 9.60
Media/Entertain | - 11.71 11.42 7.06 1097 | 11.63
ment
Petro Chemicals 5.83 473 4.77 6.08 6.52 6.49
Pharmaceuticals| 11.17 10.69 7.88 8.78 10.19 10.13
Services 13.09 10.70 8.39 8.05 7.41 9.50
tTig'necomm“”'Ca 11.17 9.12 6.85 8.64 8.44 8.46
Miscellaneous 8.19 9.30 8.39 8.10 13.65 13.37
Total Stake of
FIl in all the 10.78 10.62 8.40 9.58 10.32 10.45
sectors

Source: NSE-Indian Securities Market Review —2011.
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This case came as a major shock for the market regulator i.e. SEBI and the other
well wishers of the Indian economy i.e. RBI and the Central Government. But the
maximum heat of this unthinkable phenomena was felt by an average Indian individual
investor who got his/her figure burnt heavily as he/ she lost the hard earned money so
fast. Their losses ran into crores of rupees. This phenomenon was also a great lesson for
all the parties dealing in the Indian stock market. This phenomenon also made the market
regulator (SEBI) to think seriously about the fact that how much volatility would have

got enthused in the Indian stock market due to the unfair playing of Flls.

However during 2009-10, it seems that the concept of ‘Economy Reading’ has
applied to India. In spite of the Indian economy showing some features of stagnation with
an economic growth of 6.5 %, industrial growth showing deceleration to 2.8 % and
wholesale inflation touching 8.45 %, there was all together positive trends of FIl in India
and it resulted in net investment worth Rs. 142658 crore in that year (Report on
Economic Outlook 2010-11). In 2010-11 and 2011-12 also, investment worth Rs.146438

crore and Rs. 93725 crore respectively was attracted by India from Flls.

Figure 3.5 : Shareholding Patterns of FIl in Companies listed on NSE
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The same is further supported by share holding patterns of FIl in NSE registered
companies as shown in the Table 3.6. This has also been displayed by the Figure 3.5. As
per the Table 3.6, the FlIs have grabbed almost 10 % share of the total shareholding of
the companies listed on NSE in 2007, 2008, and 2011 respectively. In some sectors such
as Banking, Finance, FMCG and IT, they have held more than 10 % of the total share
capital. This shows that Flls have been quite active in the Indian economy and they have
shown great interest for investment in banking, Finance, IT, Media and Entertainment
and FMCG sector.

In order to study the annualized growth of FlIl in the Indian economy, CAGR has
been calculated and analysed. In simple words, CAGR represents the annualized growth
rate at which FII in India has grown up over the last twelve years period ranging from
2000 to 2012. The figure of calculated CAGR (22.63 %) as shown by the Table 3.5
depicts that the overall averaged growth of investment by Flls has been 22.63 % with the
annual growth ranging between -11% to 1601% . In other words, it is observed that the
FIl in the Indian stock market has increased with a CAGR of 22.63 % over the twelve
years. This shows that over the last one decade, FlIs have shown a great interest in the
Indian capital market and have invested here heavily.

3.5 FIT INTO INDIAN EQUITY MARKET AND DEBT MARKET

In India, the FlIs have been investing into the equity as well as the debt
instruments for a long time back. It was in September, 1992 when the FlIs were permitted
to make investment in the Indian capital market. However, the actual investment by Flls
started in January, 1993. Till December, 1998, Flls were permitted to make investment
only in the Indian equity market. From April, 1998, the Indian gilts market was also
opened for Flls. And in 1999, the FlIs were further permitted to make investment in the

Indian debt market.

Thus, as permitted to make investment in almost all the sectors of the Indian
capital market, Flls have been making huge investment in the Indian economy over the
last many years. It has been experienced that over the years, Indian equity and debt

market have become one of the preferred destination for the FlIs. As per the experience
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gained with the investment from Flls, it has been observed that there has been a mixed
response of FII in the Indian equity market and the debt market. None of the market has
been able to get the hundred percent investments from Flls or in other words, Flls have
not been very stable and consistent for putting their money with equal proportion into any

of these markets.

Though the major share of Flls investment happens to be in the equity market,
sometimes they prefer to play safe for their investment and invest in the Indian debt
market too. The Table 3.7 describes the proportion of Fll in the Indian equity market and
the debt market from the year 2000-01 to 20011-12.

Table 3.7 : FIl in Equity and Debt Market

Net As % of Net As % of
Investment Total Investment Total Total Net
Year in Equity | Investment in Debt Investment | Investment

(Rs. Crore) (Rs.Crore) (Rs. Crore)
2000-01 10206 102 -273 -2 9933
2001-02 8072 92 690 8 8762
2002-03 2527 93 162 7 2689
2003-04 39959 87 5805 13 45764
2004-05 44122 96 1758 4 45881
2005-06 48800 117 -7333 -17 41466
2006-07 25235 81 5604 9 30840
2007-08 53403 81 12775 9 66179
2008-09 -47706 -104 1895 -4 -45811
2009-10 110220 7 32437 23 142658
2010-11 110120 75 36317 25 146438
2011-12 43737 47 49987 53 93725

Source: NSE Indian Securities Market — A Review, 2012.
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As per the table, in the year 2000-01, Flls made net investment into the equity
market to the tune of Rs. 10206 crore, while in that very year, there was net selling of
debt to the tune of Rs. 273 crore. This shows a differentiated approach of Flls for both
these markets right from the beginning. In the next year, that is, 2001-02, the ratio of FlI
into equity and debt was found to be 92 % and 8 % with the net investment to the tune of
Rs. 8072 crore and Rs. 690 crore in the Indian equity and debt markets respectively. This
ratio of investment between the equity and debt market remained almost the same in the
next year i.e. 2002-03 also. In 2003-04, there came a major thrust and preference for the
Indian equity market by Flls and they made investment to the tune of Rs. 39959 crore in
the equity market and Rs. 5805 crore in the debt market. This trend continued to prevail
for the next two years as well with FII equity investment of Rs. 44142 crore in 2004-05
and Rs. 48800 crore in 2005-06. However, FII in debt market saw a negative response in
the same year i.e. 2005-06. And there was found to be net selling of debts to the tone of
Rs.7333 crore by Flls in that year.

The Table 3.7 further displays that the investment data in the Indian stock market
by Flls continued to show upward trends in the next three years i.e. 2007-08, 2009-10
and 2010-2011 except two years i.e. 2006-07 and 2008-09. One of the major reasons
which could be accounted for low investment in these years with some exceptions was

the occurrence of global financial crisis particularly in the year 2008-09.

Figure 3.6 : Fll in Equity and Debt Market
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One of the other major observations which has come to light on the basis of this
analysis has been that Flls always preferred and tried to play safe as per their perceived
risk about the Indian capital market. It is evident from the data that their share in the
Indian debt market which was just 8 % in the total investment in the year 2001-02 went
up to 53 % in 2011-12. And in case of the Indian equity market, their investment share
has been showing diversified trends e.g. in the year 2000-01, their share was 102 %, it
was negative i.e. 104 % in the year 2008-09 and in the year 2011-12, it was found to be
47 %. Thus, it has been empirically observed and evidenced that Flls are the real
strategists, they know how to play, how much to play, in which market to play and with
what proportion to play. It has been due to this philosophy and the planning of Flls that
they have been able to generate and enjoy good rate of returns from their investments
across globe including India. This all has been further shown and represented by the

Figure 3.6.

In order to know whether the percentage contribution of FIIs’ equity investment
to total investment is significant or not, t-test has been applied. The t-test has been
applied with the null hypothesis that the contribution of FIIs’ equity investment to total
Investment is not significant; and with the alterative hypothesis that the contribution of
FIIs’ equity investment to total Investment is significant. As per the results obtained, the t
(calculated) statistics value (0.000509412) has been found less than the t critical value
(1.795885), and moreover the tail t value (0.499801335) has been found more than 0.05
or 5 % level of significance. Hence, the null hypothesis is accepted at 5 % level of
significance which states that the contribution of FIIs’ equity investment in the total

foreign investment is not significant.
3.6 ASSETS UNDER THE CUSTODY OF VARIOUS CUSTODIANS

Over the years, it has been observed that the investment from Flls in India has not
been flowing from one source only. There are many sources which have contributed their
share in the amount of total assets under the custody of various custodians. The various
custodians under whose custody the total assets have been from include FII, Financial
Institutions, Mutual Funds, Non-Residents Indians (NRIs), Overseas Commercial
Borrowings, Brokers, Corporate, Banks, Foreign Depositors, FDI Investments, Insurance

Companies, Local Pension Funds and others.
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As per the Table 3.8, India has attracted about Rs. 61753 crore under the custody
of FII in 2001-02 which was 22.84 % of the total assets under the custody of various
custodians. By end of the year 2003-04, this figure stood at Rs. 159397 crore. This shows
that there was 158 % increase (i.e. from Rs. 61753 crore to Rs. 159397 crore) in the total
assets under the custody of Flls. The assets under the custody of financial Institutions
(FIs) have overall gone down from Rs. 110824 crore in 2001-02 to Rs. 62600 crore in
2010-11. And this decrease has continued to prevail during the next year, when the total
assets under financial institutions (FIs) happened to be Rs. 54998 crore during the period

ranging from April, 2011 to December, 2011.

In case of mutual fund, as per the observations from this table, the increase in the
amount of assets under the custody of mutual fund has been significant from Rs. 32570
crore in 2001-02 to Rs 600949 crore till Dec 2011. This reflects the growing role of
mutual fund industry in the Indian economy. But it is also worth mentioning here that still
the assets under the custody of mutual fund (Rs. 600949 crore till December 2011) were
substantially less than the assets under FII custody i.e. Rs 917930 crore which was almost

one third times more.

Table 3.8 : Total Assets under the Custody of Various Custodians

Year FIl Fls '\ﬁtt:;l NRIs OCBs Brokers | Corporate

(Rs.Crore) | (Rs.Crore) (Rs.Crore) (Rs.Crore) | (Rs.Crore) | (Rs.Crore) | (Rs.Crore)
2001-02 61753 110824 32570 185 1285 0 15311
2002-02 56139 113154 41368 263 1136 0 13498
2003-04 159397 151655 90338 563 1330 35 20156
2004-05 236257 169232 126286 1481 1466 35 22289
2005-06 453636 260697 204518 1633 1616 35 37630
2006-07 547010 291030 290378 1056 1198 0 25656
2007-08 736753 397124 469776 606 1238 5 36975
2008-09 391954 32008 378954 455 569 - 19430
2009-10 900869 47607 584628 1209 1011 0 29328
2010-11 | 1106550 62600 591937 910 1005 0 48723
ISA:e F():ni-l 917930 54988 600949 2329 758 0 41072
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2004-05 | 24531| 47780 i i i 27828 | 668585 | 35.33
2005-06 | 31872| 84048 i i i 28216 | 1169113 | 38.80
2006-07 | 24522| 100361 | - i i 3270 | 1400610 | 39.05
2007-08 |20083| 139018 | - i i 3902 | 2042212 | 36.07
2008-09 |27850| 71839 | 92604 | 16579 | 442117 | 3274 | 5319 | 1577589 | 24.84
2000-10 | 42507| 156616 | 145555 | 17604 | 780610 | 24266 | 10166 | 2862961 | 31.46
2010-11 |85863| 185031 | 146231 | 24002 | 908112 | 34970 | 11023 | 3351076 | 33.02
£prl |8s264| 122056 | 210778 | 25895 | 805750 | 24044 | 11125 | 3102799 | 2958

Source: SEBI Handbook of Statistics on Indian Securities Market, 2011.

The amount under the custody of NRIs has, by and large, been within the range of
Rs. 185 crore in 2001-02 to Rs. 2329 crore in Dec2011. The assets under the custody of
overseas commercial borrowings (OCBs) have also been less as compared to the assets
under the custody of FII. Brokers have also been quite marginal. Though, corporate,
banks, foreign venture capital investment, insurance companies, and local pensioners
have been playing an important role by being the custodian of assets, Fll share in the total

investment as compared to all these entities has been on the rise.

As it is clear from the table that the FII share in the total assets was approximately
31.25 % in 2003-04. The share of FIl got increased to 35.33 % in 2004-05. In the next
year i.e. 2005-06 too, it further reached the level of 38.8 %. The year 2006-07 saw an
increase of 39.05 % in its share. However, it was observed that in the subsequent years,
the assets under FIl showed diversified trends. For example, in 2007-08, 36.07 % assets

122



came under the custody of FIl. In 2008-09, the FII share of assets which was 24.84 % got
increased to 31.46 % in the 2009-10. The next year i.e. 2010-11 also experienced an
increase in FllIs share touching the level of 33.02 %. However, FIl could not maintain the
same trend in the subsequent years and their share came down to 29.58 % by the end of
December 2011. Overall, it has been observed that though the share of assets under the
custody of various custodians has been changing over the last decade, Flls have enjoyed

a comparatively good share in terms of assets under their custody.

For studying whether the assets under the custody of Flls as compared to total
assets under all custodian are significant or not, t-test has been applied for this purpose.
The t-test has been applied with the null hypothesis that ratio of assets under Fll to the
assets under all the custodians is not significant; and with the alterative hypothesis that
ratio of assets under FII to the assets under all the custodians is significant. As per the
results obtained, the t (calculated) statistics value (-1412.12) has been found less than the
t critical value (1.795885), and moreover , the tail t value (1.41) has been found more
than 0.05 or 5 % level of significance. Hence the null hypothesis is accepted at 5 % level
of significance which states that the ratio of assets under Fll to the assets under all the
custodians is not significant.

3.7 GROWTH AND LIQUIDITY OF INDIAN STOCK MARKET AND FlIlI
ROLE

Facilitated by the policies of liberalisation, privatization and globalization of the
Indian economy, financial market in India, the capital market in particular, has grown
substantially over the past couple of years. Introduction of various financial sector
reforms accompanied by robust economic growth has helped Indian economy grow
faster. A look at the stock market developments indicates that Indian stock market has

achieved a phenomenal growth over the past few years.

One of the main yardsticks to measure the size of market is the absolute value of
the market capitalization which is equal to the value of the listed shares on a particular
date on a particular stock exchange. But the absolute value does not have much meaning

unless it is studied in the light of the total value of the economy called GDP. Hence, there
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is one realistic measure for judging the performance of the Indian stock market named
Market Capitalization Ratio (MCR) which is equal to market capitalization to country’s
Gross Domestic Product (GDP).

MCR = Market Capitalization

= - x 100
Gross Domestic Product

Normally higher the MCR better it is. High MCR shows that there is more
liquidity in the market in term of more mobilization ability of the companies from the

public and diversification of risk (Biswal, and Kamaiah, 2001).

However, MCR alone is not sufficient to study the market activities and liquidity.
Other ratios judging the market activities and liquidity being used frequently in the
literature are Turnover Ratio and Value Traded Ratio. A country might have very high
MCR but stock market may be less liquid. Liquidity of the stock market means how
quickly shares can be converted into cash. So liquidity of the market is very important

phenomena to be analysed to judge the investment environment of the economy.

Turnover Ratio means the ratio between the total value of traded equity and the
total market capitalization value. Through this ratio, trading activities of the equity
market relative to the size of the total market is measured. A market having high turnover
ratio will have low transaction cost. A 100 % TOR means that every share has undergone

one change of ownership.

Turnover Ratio (TOR) = Turnover x100

Market Capitalization

Another measure of liquidity is Value Traded Ratio (VTR). VTR can be
calculated as the value traded on stock market divided by Gross Domestic Product.

Total Value Traded N
GDP

100

Value Traded Ratio (VTR) =

VTR ratio is comparatively a broader concept than TOR as it presents trading

activity in relation to the total size of the economy rather than the total market size.
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As discussed in the previous paragraph, the market capitalization to Gross

Domestic Product ratio is one of the significant methods to evaluate the performance of

the Indian stock market. As evident from the Table 3.9, the MCR calculated on the basis

of market capitalization of BSE and NSE has improved consistently over the years. BSE
MCR which was just 26.9 % in the year 2001-02 got increased to 43.4 % during 2003-04.
This ratio further showed upward trends and it was recorded at 54.3 % in 2004-05.

In the subsequent years also i.e.2005-06 and 2007-08, this ratio continued to show

upward trends and was recorded at 84.4 % and 109.5 % in those years respectively.

However, there was some marginal downfall in the subsequent years. For example, in

2008-09, this ratio came down to 55.3 %. The reason for the same could in part be

attributed to the USA subprime crisis. In the next year, the stock market showed the signs

of recovery and the ratio got increased to 95.5 %.

Table 3.9 : Growth and Liquidity of Indian Stock Market (% wise)

MCR=BSE | MCR=NSE
Vear Mkt. Mkt. TOR- | TOR- | VTR- | VTR-
Cap./GDP x | Cap./GDPx | BSE | NSE BSE NSE
100 100

2001-02 26.9 28.0 502 | 80.6 135 22.6
2002-03 23.28 21.85 549 | 1151 | 127 25.1
2003-04 43.4 40.5 419 | 981 18.2 39.8
2004-05 54.3 50.7 305 | 719 16.0 35.2
2005-06 84.4 78.6 27.0 | 558 22.1 425
2006-07 85.5 81.2 270 | 578 22.3 45.3
2007-08 109.5 103.5 30.7 | 73.1 31.7 71.2
2008-09 55.3 51.9 356 | 95.0 19.7 49.3
2009-10 95.5 93.1 224 | 689 21.0 63.2
2010-11 89.1 87.3 16.2 | 534 14.0 45.4

MCR= (Market Capitalization/GDP x 100)
TOR (Turnover Ratio) = (Turnover/Market Capitalization x 100)
VTR (Traded Value Ratio) = (Value Traded /GDP x 100)
Source: SEBI Handbook 2011, and SEBI Annual Reports

“Quick Estimates of GDP at market prices for 2011-12 (at current prices) is considered
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And the same trend was observed in 2010-11 when the ratio was 89.1 %.
Similarly, NSE MCR also showed increasing trends for many years. For example, in
2001-02, the ratio stood at 28. %. In 2003-04, this ratio further got increased to 40.5 %.
In 2004-05, this ratio was calculated at 50.7 %. As per the table observations, this ratio
reached the level of 78.6 % in 2005-06. In the next two years, this ratio showed further
positive increase, it broke all the previous records having been calculated at 81.2 % in
2006-07 and 109.63% in 2007-08.

However, this ratio could not maintain its self and fell down to 51.9 % in 2008-09
in tune with the fall in the share prices and the resultant decline in the trading volume.
But in the very next year i.e. 2009-10, the ratio went up to 93. % and it stood at 87.3 % in
2010-11which was also a reasonably good figure. Thus, overall, MCRs of BSE and NSE
have displayed increasing trends showing that there has been a tremendous increase in
the market value of the shares traded at BSE and NSE as compared to the Indian GDP.

Thus it is concluded that market depth has increased in the post Fll era. This also
indicates that the Indian capital market has also expanded with the expansion of the
Indian economy from 2000 onwards. As discussed earlier, judging the market liquidity is
also very important. It is clear from the Table 3.9 that both the ratios (VTR and TOR)
have shown good sign of liquidity in BSE as well as in NSE. The turnover ratios have
been hovering around averaged figure of 30 % in case of BSE except in 2001-02 and
2002-03 when it was recorded at 50.2% and 54.9% respectively. The turnover ratio in
case of NSE has also been quite good i.e. 80.6 % in 2000-01, 98.1 % in 2003-04 and 68.9
% in  2009-10.

The VTR ratio have also been good hovering around an averaged ratio of 20 % in
case of BSE and 40 % in case of NSE during the last ten years. This ratio has never gone
down below 10 % in case of BSE and 20 % in case of NSE. This shows that there has
been enough circulation of money in the Indian economy. And the investors have
undertaken good trading activities at BSE and NSE as compared to the total Indian GDP.
This shows that the Indian stock market has not only become larger but has become more

liquid capital market after Flls intensified their flows into the Indian economy.
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Figure 3.7 : MCR, TOR and VTR for BSE and NSE
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MCR= (Market Capitalization/GDP x 100)

Turnover Ratio = (Turnover/Market Capitalization x 100)
Traded Value Ratio = (Value Traded /GDP x 100)

Source: SEBI Handbook 2011, and SEBI Annual Reports

3.8 FIl PROPORTION IN TOTAL MARKET TURNOVER (BES/NSE)

As discussed in the previous pages, FIl flows have not only expanded the base of
the Indian stock market but they have also made it more liquid. This has been possible
due to the fact that Flls have been playing a very aggressive role in BSE and NSE. So it
is very important to study and analyse the trends of the FII as a ratio to the total market
turnover. This would help us know and analyse the fact, as to what extent Flis are

responsible for the changes in the total market turnover of BSE and NSE.
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Table 3.10 : FIl as Percentage of Total Market Turnover
(BSE and NSE-Annual Data)

Total
Total o
Gross Turnover b Market % share of
Gross Sales = (G rossy Turnover FIl Turnover
Year Purchases in Total
ea
(Rs. Purchase (cash Market
(Rs. Crore) Crore) | +GrossSales) | segment) TUrnover
(Rs.Crore) (Rs. Crore)
2000-01 74051 64118 138169 2880990 4.79
2001-02 50071 41398 91469 895818 10.21
2002-03 47062 44372 91434 968909 9.43
2003-04 144855 99091 243946 1620932 15.04
2004-05 216951 171071 388022 1666896 23.27
2005-06 436976 305509 742485 2390103 31.06
2006-07 520506 489665 1010171 2903057 34.79
2007-08 948018 881839 1829857 5129894 35.67
2008-09 614576 660386 1274962 3852097 33.09
2009-10 846438 703780 1550218 5516833 28.09
2010-11 992599 846161 1838760 4682437 39.26
2011-12 921285 827562 1748847 3478390 50.27

Source: Calculations based on the data from SEBI Annual reports, SEBI Handbook of Statistics on

the Indian Securities Market.

As the Indian stock market has been offering ample return as compared to other

emerging countries and developed markets, this trend has always motivated Flls to make

more investment in the Indian economy over the last few years. And as a result, Flls have

been investing hugely in the market turnover of BSE and NSE. After 1992, Flls have

emerged as one of the major market participants in the Indian stock market. During the

initial years of their stay in India from 1992 to 2000, they have considered the Indian
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stock market as one of their major international destinations for the global portfolio
investment. But surprisingly during the last twelve years, they have started participating
in the Indian stock market heavily and seriously. They have also been investing hugely in
various investing funds in India. Rapidly, this development has resulted in broadening
and deepening of the Indian stock market over the last few years. The role and proportion

of Flls investment in the total market turnover has been described by the Table 3.10.

Figure 3.8 : FII as Percentage of Total Market Turnover
(BSE and NSE-Annual Data)
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Source: Calculations based on the data from SEBI Annual reports, SEBI Handbook of Statistics on

the Indian Securities Market.

As per the Table 3.10, the proportion of total FII in the total market turnover
which is an important ingredient of stock market investment has been showing increasing
trends. This table further discloses that the proportion of total FIl in the total market
turnover (BSE and NSE) has grown up which shows the interest, trust, confidence and
strengthening position of FllIs in the Indian stock market. It is also evident from this table
that the percentage of total FII in the total market turnover has grown significantly over
the past twelve years. This proportion which was just 4.79 % in 2000-01 got increased to
10.21 % in 2001-02 and then it further got increased to 15.04 % in 2003-04. The table
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also discloses that this proportion went up to 23.27 % in 2004-05. This share had been
recorded at 31.06 % in 2005-06. It can also be observed from this table that overall the
share of FII in the total market turnover in the subsequent years has been on the rise
except during the two years i.e. 2008-09 and 2009-10. As per the table, FIl share in the
total market turnover stood at 34.79 % in the year 2006-07. This share went up further
with this figure touching 35.67 % in the year 2007-08. However, as discussed earlier, the
FIl share came down to the level of 33.09 % in 2008-09 and 28.09 % in 2009-10

respectively.

In 2010-11, the FII showed good interest in the Indian capital market and their
share again rose to 39.26 % which was almost 40 % of the total market turnover. Flls did
not stop here and continuously showed more interest in the Indian capital market. Out of
this economic interest and growing confidence about the Indian stock market, they
invested huge funds in the Indian stock market in the year 2011-12. This constituted
around 50.27 % of the total market turnover in that year. Thus over the last twelve
years, their share in the total market turnover has increased from 4.79 % in 2000 to 50.27
% in 2012. This increase shows that there was 13 times increase in the Fll as a ratio to the
total market turnover of the Indian stock market. This observation speaks itself about the
successful story of the Indian stock market as well as the increasing confidence of FllIs in

the same. The same has been demonstrated by the Figure 3.8 also.

The FII proportion as a percentage of total turnover of BSE and NSE has not only
increased on yearly basis, it has also shown increasing trends on monthly basis. The
Table 3.11 shows the FII proportion to the total market turnover on the basis of monthly
data from 2000 to 2012. As per this table, the FI1 proportion which was just 13 % in April
2000 got increased to almost 44 % in March 2012. This again shows consistency in the
behaviour of Flls in terms of their investment strategy and preference for Indian capital

market as a potential investment destination.

In order to study whether the contribution of FII in the Indian total market
turnover (BSE and NSE) is significant or not, t-test has been applied. The test has been
applied with the null hypothesis that percentage share of FIlI Turnover in total market

turnover is not significant; and with the alterative hypothesis that percentage share of FlI
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turnover in total market turnover is significant. As per the results obtained, the t
(calculated) statistics value (0) has been found less than the t critical value (1.795885),
and moreover the tail t value (0.5) has been found more than 0.05 or 5 % level of
significance. Hence, at 5 % level of significance, the null hypothesis is accepted which

states that percentage share of FII turnover in total market turnover is not significant.

Table 3.11 : FIl as a Percentage of Total Market Turnover
(BSE and NSE-Monthly Data)
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Apr-00 44601 57229 101830 8355 5768 14123 13.87
May-00 57891 79037 136928 6308 6055 12363 9.03
Jun-00 86277 119373 205650 5399 6334 11733 5.71
Jul-00 80346 110056 190402 5858 7260 13118 6.89
Aug-00 92563 125347 217910 5134 3875 9009 4.13
Sep-00 114432 142480 256912 7150 6931 14081 5.48
Oct-00 76304 106854 183158 4441 4659 9100 497
Nov-00 86971 122731 209702 4791 3886 8677 4.14
Dec-00 99199 131415 230614 4452 5087 9539 4.14
Jan-01 114849 148830 263679 8601 4328 12929 4.90
Feb-01 101427 135932 237359 6586 4723 11309 4,76
Mar-01 45170 60226 105396 6978 5212 12190 11.57
Apr-01 23876 35616 59492 5080 3101 8181 13.75
May-01 31868 48329 80197 3976 3300 7276 9.07
Jun-01 25451 42783 68234 4119 2939 7058 10.34
Jul-01 17244 27228 44472 3665 3187 6852 15.41
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Aug-01 17444 29417 46861 3249 2746 5995 12.79
Sep-01 21593 35323 56916 3370 3903 7273 12.78
Oct-01 21922 35326 57248 3896 3011 6907 12.07
Nov-01 24402 42132 66534 3974 3970 7944 11.94
Dec-01 30033 54468 84501 3455 3228 6683 7.91
Jan-02 39169 68719 107888 5446 4747 10193 9.45
Feb-02 28572 49564 78136 5816 3479 9295 11.90
Mar-02 25719 44262 69981 4024 3695 7719 11.03
Apr-02 28875 53320 82195 5109 5222 10331 12.57
May-02 28138 54979 83117 4355 4309 8664 10.42
Jun-02 23320 44241 67561 3351 4217 7568 11.20
Jul-02 26724 51398 78122 3501 3262 6763 8.66
Aug-02 23780 46113 69893 2668 2494 5162 7.39
Sep-02 24410 46499 70909 3766 3443 7209 10.17
Oct-02 27641 51902 79543 2813 3688 6501 8.17
Nov-02 25981 51352 77333 4135 3398 7533 9.74
Dec-02 30582 61973 92555 4287 3640 7927 8.56
Jan-03 30898 64762 95660 5315 4329 9644 10.08
Feb-03 23461 48289 71750 3470 3042 6512 9.08
Mar-03 20265 43160 63425 4292 3329 7621 12.02
Apr-03 20823 48971 69794 5878 4885 10763 15.42
May-03 22510 54690 77200 7385 4325 11710 15.17
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Jun-03 24933 61586 86519 7835 4373 12208 14.11
Jul-03 32976 78878 111854 8550 6389 14939 13.36
Aug-03 36334 85347 121681 8847 6620 15467 12.71
Sep-03 44698 103345 148043 12270 8095 20365 13.76
Oct-03 52631 115595 168226 15212 8489 23701 14.09
Nov-03 45029 92886 137915 11124 7530 18654 13.53
Dec-03 54816 110373 165189 14916 8534 23450 14.20
Jan-04 65620 134269 199889 17652 13783 31435 15.73
Feb-04 51464 108718 160182 15962 13289 29251 18.26
Mar-04 50786 104877 155663 19224 12780 32004 20.56
Apr-04 44864 100951 145815 19692 12972 32664 22.40
May-04 45938 98920 144858 15655 19201 34856 24.06
Jun-04 36990 84898 121888 10894 11167 22061 18.10
Jul-04 39449 93836 133285 11247 10534 21781 16.34
Aug-04 38195 86856 125051 12856 10335 23191 18.55
Sep-04 39603 88508 128111 13097 10522 23619 18.44
Oct-04 34608 75698 110306 16063 14035 30098 27.29
Nov-04 35742 82035 117777 21302 13117 34419 29.22
Dec-04 50226 115593 165819 25841 15702 41543 25.05
Jan-05 43888 99732 143620 17502 17819 35321 24.59
Feb-05 49686 99989 149675 24360 15151 39511 26.40
Mar-05 59528 113055 172583 28444 20517 48961 28.37
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Apr-05 37809 82718 120527 16210 17686 33896 28.12
May-05 43359 86802 130161 15619 17005 32624 25.06
Jun-05 58479 111397 169876 25960 20702 46662 27.47
Jul-05 61899 123008 184907 25717 17956 43673 23.62
Aug-05 75933 145731 221664 28358 23737 52095 23.50
Sep-05 81291 145393 226684 26652 22193 48845 21.55
Oct-05 59102 120810 179912 27166 31793 58959 32.77
Nov-05 52694 109578 162272 23500 21625 45125 27.81
Dec-05 77365 149908 227273 33548 25187 58735 25.84
Jan-06 79316 149442 228758 35414 32658 68072 29.76
Feb-06 70070 135374 205444 35671 28234 63905 31.11
Mar-06 118765 209395 328160 53162 46732 99894 30.44
Apr-06 87487 177372 264859 45234 44464 89698 33.87
May-06 95820 201409 297229 48738 55385 104123 35.03
Jun-06 72013 151050 223063 40408 39532 79940 35.84
Jul-06 54698 118698 173396 26967 25670 52637 30.36
Aug-06 63084 130796 193880 28395 22948 51343 26.48
Sep-06 71629 144339 215968 34056 27923 61979 28.70
Oct-06 69627 138382 208009 39574 30904 70478 33.88
Nov-06 101840 189863 291703 54858 44672 99530 34.12
Dec-06 85512 170105 255617 44207 46973 91180 35.67
Jan-07 87605 175147 262752 45770 47452 93222 35.48
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Feb-07 88844 180170 269014 58257 50062 108319 40.27
Mar-07 78028 167954 245982 54043 53682 107725 43.79
Apr-07 78693 168567 247260 50633 42912 93545 37.83
May-07 98821 207585 306406 52127 46808 98935 32.29
Jun-07 95268 193648 288916 50203 49101 99304 34.37
Jul-07 125054 267227 392281 87331 64722 152053 38.76
Aug-07 106042 231241 337283 61821 68983 130804 38.78
Sep-07 123144 266050 389194 71165 52377 123542 31.74
Oct-07 199089 455589 654678 135412 112321 247733 37.84
Nov-07 170623 414420 585043 88510 94829 183339 31.34
Dec-07 163516 366385 529901 91023 82132 173155 32.68
Jan-08 185642 447138 632780 109335 120417 229752 36.31
Feb-08 121975 280176 402151 79298 75068 154366 38.39
Mar-08 110991 253012 364003 71160 72170 143330 39.38
Apr-08 115454 271227 386681 62329 62956 125285 32.40
May-08 121670 277923 399593 58966 64140 123106 30.81
Jun-08 113605 264428 378033 63153 74248 137401 36.35
Jul-08 123916 295816 419732 69646 67864 137510 32.76
Aug-08 99924 234251 334175 50139 50093 100232 29.99
Sep-08 108090 262261 370351 73515 78589 152104 41.07
Oct-08 78227 216198 294425 52286 69492 121778 41.36
Nov-08 63694 173123 236817 39488 37871 77359 32.67
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Dec-08 80866 212956 293822 40310 37933 78243 26.63
Jan-09 70509 191184 261693 35778 39220 74998 28.66
Feb-09 54330 149857 204187 27987 31111 59098 28.94
Mar-09 69789 202799 272588 40978 46868 87846 32.23
Apr-09 88943 266696 355639 49714 40716 90430 25.43
May-09 128542 382561 511103 81266 63860 145126 28.39
Jun-09 159195 482414 641609 76072 71174 147246 22.95
Jul-09 138986 42643 181629 80212 67030 147242 81.07
Aug-09 122319 364969 487288 60674 56150 116824 23.97
Sep-09 124220 365063 489283 78951 58379 137330 28.07
Oct-09 114007 362969 476976 83352 67380 150732 31.60
Nov-09 105142 324477 429619 63633 57452 121085 28.18
Dec-09 98082 292900 390982 57394 48683 106077 27.13
Jan-10 117084 338443 455527 78812 70399 149211 32.76
Feb-10 82510 245143 327653 51127 46764 97891 29.88
Mar-10 99779 286246 386025 85229 55792 141021 36.53
Apr-10 93929 276566 370495 74374 61981 136355 36.80
May-10 86680 284625 371305 71569 78555 150124 40.43
Jun-10 92493 286109 378602 68976 57727 126703 33.47
Jul-10 92957 278551 371508 80671 55947 136618 36.77
Aug-10 112882 311994 424876 75396 60710 136106 32.03
Sep-10 108885 329869 438754 92837 60169 153006 34.87
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Oct-10 118497 360472 478969 107630 83328 190958 39.87
Nov-10 106000 363993 469993 103475 82265 185740 39.52
Dec-10 81560 295685 377245 82561 79346 161907 42.92
Jan-11 69858 267332 337190 83365 78001 161366 47.86
Feb-11 68830 266504 335334 74854 78125 152979 45.62
Mar-11 70896 255712 326608 76890 70008 146898 44,98
Apr-11 69626 228348 297974 76732 69536 146268 49.09
May-11 59494 233876 293370 77046 81322 158368 53.98
Jun-11 59337 222457 281794 80624 75741 156365 55.49
Jul-11 59555 230003 289558 77218 66566 143784 49.66
Aug-11 53301 235253 288554 69590 77493 147083 50.97
Sep-11 54360 235270 289630 64868 66735 131603 45.44
Oct-11 43515 193293 236808 64411 61332 125743 53.10
Nov-11 43872 206344 250216 62296 65559 127855 51.10
Dec-11 39492 188886 228378 92020 70147 162167 71.01
Jan-12 52571 236872 289443 76548 50220 126768 43.80
Feb-12 69947 327808 397755 103634 68406 172040 43.25
Mar-12 62717 272482 335199 76298 74505 150803 44.99

Sources: Calculated on the basis of data from SEBI Hand book of Statistics on Indian Securities
Market, SEBI Annual Report, RBI Hand book on Indian Economy, BSE and NSE official

sites.
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3.9 FII PROPORTION IN TOTAL MARKET CAPITALIZATION (BES/NSE)

The concept of market turnover is not complete without the concept of market
capitalization. Ultimately, it is the market capitalization which reflects the actual value of
one’s shareholdings. Over the past few years, it has been observed that the financial
markets across the world have become highly global. As a result, after the Indian
economy was liberalized in the early 1990s, it has grown substantially in terms of size i.e.
market capitalization. As per NSE ISMR, 2011, India ranked 7th in terms of market
capitalization (with 11" position in 2009), 10th in terms of total value traded on stock
exchanges and 22nd in terms of turnover ratio, as on December, 2010.

The net result of the FII participation in the Indian stock market has been that the
Indian capital market has got substantially benefited from foreign capital inflows, the
investment by Flls in particular. These FIl flows, on the one hand, has made the Indian
market more vibrant and happening and on the other hand, they have consolidated it in
terms of better corporate governance practices and provided a bigger platform for their

investment.

As per the Table 3.12, the FII as the proportion of the total market capitalization
of BSE and NSE has grown significantly over the last twelve years. The Fll share which
was negligible in the initial years has shown upward trends over the years as depicted by
the Figure 3.9.

It has been observed from the this table that as the Indian market grew in terms of
burgeoning market capitalization, there was found to be an increasing contribution in the
same by FllIs. As per this table, the market capitalization grew from Rs. 768863 crore in
2000-01 to Rs. 3091199 crore in 2011-12. This shows that there was almost four times
increase in their share. On the same line, over the same period, the FIl proportion in total
market capitalization got increased from 1.29% in 2000-01 to 19.03% in 2011-12 which
was 19 times more. This shows that there has been substantial contribution of FlI in the
market capitalization over the last twelve years. It is hoped that the same trend will be

seen in the future if the Flls continue to have good faith in the Indian stock market.
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Table 3.12 : FII as Percentage of Total Market Capitalization
(BSE and NSE — Annual Data)
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2000-01 74051 64118 9933 9933 768863 1.29
2001-02 50071 41398 8763 18696 759248 2.46
2002-03 47062 44372 2689 21385 631921 3.38
2003-04 144855 99091 45764 67149 1318795 5.09
2004-05 216951 171071 45880 113029 1702136 6.64
2005-06 436976 305509 41467 154496 3022190 5.11
2006-07 520506 489665 30841 185337 3548808 5.22
2007-08 948018 881839 66179 251516 4672474 5.38
2008-09 614576 660386 -45811 205705 3400371 6.04
2009-10 846438 703780 142658 348363 4143062 8.40
2010-11 992599 846161 146438 494801 3310790 14.94
2011-12 921285 827562 93725 588526 3091199 19.03
Source: Calculated on the basis of data from SEBI Annual reports, Handbook of Statistics on

Indian Securities Market by SEBI and RBI
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Figure 3.9 : FII as Percentage of Total Market Capitalization
(BSE and NSE- Annual Data)
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Source: SEBI Annual reports, Handbook of Statistics on Indian Securities Market by SEBI and RBI.

The Flls proportion as a percentage of total market capitalization (BSE and NSE)
has not only increased on yearly basis, it has also shown increasing trends based on
monthly data as well. The FII proportion in the combined market capitalization of BSE
and NSE (based on monthly data) which was just 0.16 % in April 2000 got increased to
almost 5 % in March 2012 which could be easily observed from the Table 3.13. This
again shows the FlIs preference for the Indian capital market as one of their main
investment destination.

In order to test whether the FII contribution in the total market capitalization is
significant or not, t-test has been applied. The t-test has been applied with the null
hypothesis that percentage of total cumulative net FIl in total market capitalization is not
significant and with the alterative hypothesis that percentage of total cumulative net FlI
in total market capitalization is significant. As per the results obtained, the t (calculated)
statistics value (-1.8) has been found less than the t critical value (1.795885), and
moreover the tail t value (0.5) is more than 0.05 or 5 % level of significance. Hence the
null hypothesis is accepted at 5 % level of significance which states that percentage of
total cumulative net FIl in total market capitalization is not significant.
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Table 3.13 : FII as Percentage of Total Market Capitalization
(BSE and NSE-Monthly Data)
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Apr-00 2587 2587 755914 846391 1602305 0.16
May-00 253 2840 702777 790478 1493255 0.19
Jun-00 -935 1905 793230 852554 1645784 0.12
Jul-00 -1402 503 720884 746402 1467286 0.03
Aug-00 1259 1762 766642 794516 1561158 0.11
Sep-00 218 1980 692657 730350 1423007 0.14
Oct-00 -219 1761 653437 707121 1360558 0.13
Nov-00 905 2666 699230 764177 1463407 0.18
Dec-00 -635 2031 691162 760391 1451553 0.14
Jan-01 4273 6304 736631 807641 1544272 0.41
Feb-01 1863 8167 716173 789600 1505773 0.54
Mar-01 1766 9933 571553 657847 1229400 0.81
Apr-01 1979 11912 567729 653720 1221449 0.98
May-01 676 12588 595938 592437 1188375 1.06
Jun-01 1180 13768 553230 569797 1123027 1.23
Jul-01 478 14246 531576 574260 1105836 1.29
Aug-01 502 14748 523036 575242 1098278 1.34
Sep-01 -533 14215 456263 509105 965368 1.47
Oct-01 884 15099 481851 535846 1017697 1.48
Nov-01 4 15103 535724 581386 1117110 1.35
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Dec-01 228 15331 532328 | 552908 | 1085236 1.41
Jan-02 699 16030 544397 | 563683 | 1108080 1.45
Feb-02 2337 18367 506716 | 621523 | 1218239 1.51
Mar-02 329 18696 612224 | 636861 | 1249085 1.50
Apr-02 -113 18583 625587 649551 1275138 1.46
May-02 46 18629 605065 631609 1236674 151
Jun-02 -866 17763 637753 659991 1297744 1.37
Jul-02 238 18001 584042 608643 1192685 151
Aug-02 174 18175 605303 632618 1237921 1.47
Sep-02 322 18497 570273 599603 1169876 1.58
Oct-02 875 17622 563750 | 606788 | 1170538 1.51
Nov-02 738 18360 601289 645388 1246677 1.47
Dec-02 648 19008 628197 | 672862 | 1301059 1.46
Jan-03 985 19993 611472 572277 1183749 1.69
Feb-03 428 20421 619873 | 581985 | 1201858 1.70
Mar-03 963 21384 572198 537133 1109331 1.93
Apr-03 993 22377 572526 530630 1103156 2.03
May-03 3060 25437 660982 | 612030 | 1273012 2.00
Jun-03 3462 28899 734389 678550 1412939 2.05
Jul-03 2161 31060 775996 719145 1495141 2.08
Aug-03 2227 33287 905193 836651 1741844 1.91
Sep-03 4175 37462 933087 | 863481 | 1796568 2.09
Oct-03 6723 44185 1000494 926748 1927242 2.29
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Nov-03 3594 47779 1065853 | 979541 | 2045394 2.34
Dec-03 6382 54161 1273361 | 1167029 | 2440390 2.22
Jan-04 3869 58030 1206854 | 1116150 | 2323004 2.50
Feb-04 2673 60703 1196221 | 1110954 | 2307175 2.63
Mar-04 6444 67147 1201207 | 1120976 | 2322183 2.89
Apr-04 6720 73867 1255347 | 1171828 | 2427175 3.04
May-04 -3546 70321 1023129 | 950494 | 1973623 3.56
Jun-04 -274 70047 1047258 | 979700 | 2026958 3.46
Jul-04 713 70760 1135589 | 1066087 | 2201676 3.21
Aug-04 2521 73281 1216567 | 1143075 | 2359642 3.11
Sep-04 2575 75856 1309318 | 1227550 | 2536868 2.99
Oct-04 2028 77884 1337190 | 1253825 | 2591015 3.01
Nov-04 8185 86069 1539595 | 1446292 | 2985887 2.88
Dec-04 10140 96209 1685989 | 1579161 | 3265150 2.95
Jan-05 -317 95892 1661532 | 1557444 | 3218976 2.98
Feb-05 9209 105101 1730940 | 1614597 | 3345537 3.14
Mar-05 7926 113027 1698428 | 1585585 | 3284013 3.44
Apr-05 -1475 111552 1635766 | 1517908 | 3153674 3.54
May-05 -1386 110166 1783221 | 1654995 | 3438216 3.20
Jun-05 5258 115424 1850377 | 1727502 | 3577879 3.23
Jul-05 7760 123184 1987170 | 1848740 | 3835910 3.21
Aug-05 4621 127805 2123901 | 1957491 | 4081392 3.13
Sep-05 4458 132263 2254378 | 2098263 | 4352641 3.04
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Oct-05 -4627 127636 2065612 | 1927645 | 3993257 3.20
Nov-05 1874 129510 2323065 | 2166823 | 4489888 2.88
Dec-05 8361 137871 2489386 | 2322392 | 4811778 2.87
Jan-06 2756 140627 2616194 | 2434395 | 5050589 2.78
Feb-06 7436 148063 2695543 | 2512083 | 5207626 2.84
Mar-06 6430 154493 3022191 | 2813201 | 5835392 2.65
Apr-06 771 155264 3255565 | 2990200 | 6245765 2.49
May-06 6647 148617 2842050 | 2612639 | 5454689 2.72
Jun-06 875 149492 2721678 | 2524659 | 5246337 2.85
Jul-06 1297 150789 2712144 | 2514261 | 5226405 2.89
Aug-06 5447 156236 2993780 | 2777401 | 5771181 2.71
Sep-06 6133 162369 3185680 | 2994132 | 6179812 2.63
Oct-06 8670 171039 3370676 | 3138319 | 6508995 2.63
Nov-06 10186 181225 3577308 | 3373652 | 6950960 2.61
Dec-06 -2766 178459 3624357 | 3426236 | 7050593 2.53
Jan-07 -1682 176777 3779742 | 3571487 | 7351229 2.40
Feb-07 8195 184972 3489214 | 3296931 | 6786145 2.73
Mar-07 361 185333 3545041 | 3367350 | 6912391 2.68
Apr-07 7721 193054 3828337 | 3650368 | 7478705 2.58
May-07 5320 198374 4074552 | 3898078 | 7972630 2.49
Jun-07 1102 199476 4168272 | 3978381 | 8146653 2.45
Jul-07 22609 222085 4529772 | 4317571 | 8847343 2.51
Aug-07 7162 214923 4538006 | 4296994 | 8835000 2.43
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Sep-07 18788 233711 | 5202955 | 4886561 | 10089516 2.32
Oct-07 23090 256801 | 6332093 | 5722227 | 12054320 2.13
Nov-07 -6319 250482 | 6385475 | 5876742 | 12262217 2.04
Dec-07 8891 259373 | 7169985 | 6543272 | 13713257 1.89
Jan-08 -11082 248291 5796079 5295387 11091466 2.24
Feb-08 4230 252521 5888448 5419942 11308390 2.23
Mar-08 -1010 251511 | 5138015 | 4858122 | 9996137 2.52
Apr-08 -627 250884 5794293 5442780 11237073 2.23
May-08 5174 245710 | 5428879 | 5098873 | 10527752 2.33
Jun-08 -11094 234616 4375022 4103651 8478673 2.77
July-08 1782 236398 4732545 4432427 9164972 2.58
Aug-08 46 236444 4778865 4472461 9251326 2.56
Sep-08 -5074 231370 | 4165388 | 3900185 | 8065573 2.87
Oct-08 -17205 214165 2997261 2820388 5817649 3.68
Nov-08 1617 215782 2818965 2653281 5472246 3.94
Dec-08 2377 218159 3144768 2916768 6061536 3.60
Jan-09 -3443 214716 2997261 2798707 5795968 3.70
Feb-09 -3124 211592 2862873 2675622 5538495 3.82
Mar-09 -5890 205702 3086076 2896194 5982270 3.44
Apr-09 8998 214700 | 3586979 | 3375025 | 6962004 3.08
May-09 17406 232106 4865046 4564572 9429618 2.46
June-09 4898 237004 | 4749935 | 4432596 | 9182531 2.58
Jul-09 13182 250186 5139943 4816459 9956402 2.51
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Aug-09 4523 254709 5285658 | 4975800 | 10261458 2.48
Sep-09 20573 275282 5708338 | 5353880 | 11062218 2.49
Oct-09 15973 291255 5374559 | 5024830 | 10399389 2.80
Nov-09 6181 297436 5793731 | 5430088 | 11223819 2.65
Dec-09 8711 306147 6079892 | 5699637 | 11779529 2.60
Jan-10 8413 314560 5924340 | 5782965 | 11707305 2.69
Feb-10 4363 318923 5903514 | 5755305 | 11658819 2.74
Mar-10 29438 348361 6164157 | 6009173 | 12173330 2.86
Apr-10 12393 360754 6281696 | 6117858 | 12399554 2.91
May-10 -6986 353768 6089681 | 5932578 | 12022259 2.94
Jun-10 11249 365017 6392378 | 6229136 | 12621514 2.89
Jul-10 24724 389741 6509222 | 6340120 | 12849342 3.03
Aug-10 14686 404427 6560104 | 6393418 | 12953522 3.12
Sep-10 32668 437095 7123774 | 6958534 | 14082308 3.10
Oct-10 24303 461398 7222857 | 7055094 | 14277951 3.23
Nov-10 21211 482609 7065715 | 6894912 | 13960627 3.46
Dec-10 3214 485823 7294570 | 7139310 | 14433880 3.37
Jan-11 5364 491187 6593176 | 6441491 | 13034667 3.77
Feb-11 -3270 487917 6340913 | 6195967 | 12536880 3.89
Mar-11 6883 494800 6836878 | 6702616 | 13539494 3.65
Apr-11 7196 501996 6905753 | 6753614 | 13659367 3.68
May-11 -4276 497720 6729515 | 6569743 | 13299258 3.74
Jun-11 4883 502603 6728515 | 6574743 | 13303258 3.78
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Jul-11 10653 513256 | 6617273 | 6462238 | 13079511 3.92
Aug-11 -7903 505353 | 6061626 | 5921684 | 11983310 4.22
Sep-11 -1866 503487 | 5953887 | 5820334 | 11774221 4.28
Oct-11 3079 506566 | 6240155 | 6101891 | 12342046 4.10
Nov-11 -3263 503303 | 5672255 | 5547723 | 11219978 4.49
Dec-11 21873 525176 | 5348645 | 5232273 | 10580918 4.96
Jan-12 26329 551505 | 6059347 | 5937039 | 11996386 4.60
Feb-12 35228 586733 | 6356697 | 6233250 | 12589947 4.66
Mar-12 1793 588526 | 6214941 | 6096518 | 12311459 4.78

Sources: Calculated on the basis of data from SEBI Hand book of Statistics on Indian Securities
Market and SEBI Annual Report, RBI, Hand book on Indian Economy, BSE and NSE
official sites.

3.10 FII AND INDIAN GROSS DOMESTIC PRODUCT (GDP)

Gross domestic product (GDP) is an important index to measure the current state
of the economic activities of an economy. Correlating this figure with FII becomes more
important as it displays the contribution of FIl in the economic activities of a country. It
has been observed statistically that over the last twelve years ranging from 2000-01 to
2011-12, Indian economy has grown many folds and on the same line has grown FII. As
both have grown collectively and substantially in the last decade, it becomes desirable to
study them in consonance with each other. In addition to FII share in the Indian stock
market turnover and the market capitalization, their role in the Indian economy in terms
of their contribution in Indian GDP becomes all the more important because normally

higher the GDP of a country, more would be the flows of Fll or vice versa.
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In the Table 3.14, the data on the share of FIl in the Indian Gross Domestic
Product (GDP) has been displayed. As per this table, in 2000-01, the GDP of Indian
economy at market price was Rs. 2168652 crore. In 2011-12, it went up to Rs. 8855797
crore. Thus, there was four times increase in its value during the last decade. The
percentage of FIIs’ total cumulative net investment to Indian GDP has also shown
upward trends. This ratio which was 0.46 % in 2000-01 got increased to 0.80 % in 2001-
02, 0.85 % in 2002-03, and gradually it got further increased to 6.65 % in 2011-12. This
shows that FII role and contribution in the Indian economy has steadily been growing.

Table 3.14 : FII as a Percentage of India’s GDP

Net FII Total GDP % of Flls
(Gross | cumulati at Total
Flls Gross | FllsGross | o = 0 umulative | market otal
Year | Purchases Sales Net Price | Cumulative
—Gross | |nvestment Net
(Rs.Crore) | (Rs.Crore) Sales) by Flls (Rs. Investment
(Rs.Crore) | (Rs.Crore) Crore) to GDP
2000-01 74051 64118 9933 9933 2168652 0.46
2001-02 50071 41398 8763 18696 2348300 0.80
2002-03 47062 44372 2689 21385 2530600 0.85
2003-04 144855 99091 45764 67149 2837900 2.37
2004-05 216951 171071 45880 113029 3242200 3.49
2005-06 436976 305509 41467 154496 3693300 4.18
2006-07 520506 489665 30841 185337 4294700 4,32
2007-08 948018 881839 66179 251516 4987000 5.04
2008-09 614576 660386 -45811 205705 5630000 3.65
2009-10 846438 703780 142658 348363 6457300 5.39
2010-11 992599 846161 146438 494801 7674100 6.45
2011-12 921285 827562 93725 588526 8855797 6.65

Source: Calculated on the basis of data from RBI Hand Book of Statistics on Indian Economy, SEBI

Handbook and Annual Reports
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In order to study whether the contribution of FII in the Indian gross domestic
product (GDP) is significant or not, t-test has been applied. The t-test has been applied
with the null hypothesis that percentage of FIIs’ total cumulative net investment to GDP
is not significant; and with the alterative hypothesis that percentage of FIIs’ total
cumulative net investment to GDP is significant. As per the results, the t (calculated)
statistics value (0.058747) is less than the t critical value (1.795885), and moreover the
tail t value (0.477104) is more than 0.05 or 5% level of significance. Hence, the null
hypothesis is accepted which states that percentage of FIIs’ total cumulative net

investment to GDP is not significant.

Thus, in the preceding pages, a large number of dimensions relating to FIl have
been discussed. It has been observed that on the one hand, huge investments have been
made by the FllIs in the Indian capital market over the last twelve years from 2000 to
2012; on the other hand, it has also been evidenced that these huge investments have not
hailed from a single country only, rather Flls from a large number of countries have
participated in the capital formation process in India over these years. It has also been
observed that amongst the various components of FPI, FIl has become the largest
component. Equity market has come to become the preferred choice for investment by
Flls as compared to debt market. Moreover, when compared the assets under various
custodians, Flls have become the largest custodian to manage the assets under its
preview. In the last, it has also been observed that Flls have contributed substantially in
the Indian economic growth in terms of enhancing liquidity of the Indian capital market,
speeding up of the Indian stock market turnover, increasing the stock market

capitalisation and finally contributing in the gross domestic product (GDP) of India.
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CHAPTER -4

DETERMINANTS OF FOREIGN INSTITUTIONAL INVESTMENT
AND THEIR RELATIONSHIP STUDY

4.1 INTRODUCTION

Till the early 1990s, the flow of foreign capitabs restricted by many countries
including India under the policy of protectionismt that time, there was huge
dependence upon external financial aid and offidefelopment assistance. However,
gradually, when hard pressed by the economic neketlteir countries, the economies of
most of the developing countries were opened by efasmantling the so called capital
controls. One of the main objectives for openingtihese economies was also to attract
foreign capital, which, if accompanied by domesagpital would speed up the process of
domestic growth, higher productivity and enormouspat. Since then, portfolio flows
from Flls have emerged as the major source of @lapir many emerging market
economies (EMEs) like China, India, South AfricadaBrazil. Besides this, the
substantial increase in foreign portfolio flows c@nearly 1990s till date was also
attributable to many other factors like greateegmation amongst major global financial
markets, more advancement in information technobogy growing interest amongst Flls
to invest into Emerging Market Economies (EMEs)otlgh various investment
alternative such as hedge fund, private equity suett. The underlying aim for this
important move amongst Flls was to achieve the ol of diversification in their

international portfolio investment and also to regltheir risk factor.

As it is a well established fact that the econogrmwth of a country is a function
of many developments like amount of total investtnepeed of industrialization, process
of capital formation and so on. It has been emgligrcexperienced that Fll flows do not
create any financial liability. Rather, they arg@d source of non-debt capital for the
economy. Many Emerging Market Economies (EMES) urthe influence of same
philosophy have not only been competing with eattterobut also trying to attract as

much flows of foreign capital as possible. And histdirection, the flexible investment
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norms and regulations along with fiscal advantdggese been playing a positive role in
enhancing FIl flows amongst these countries. Funibee, decent returns on the
investments having been assured by these couttribese Flls have also enabled them

to make regular and sustainable investment flows.

Right from the time of introducing FIlI into thedan economy till date, there
have been regular discussions on the impact ofléWis on the economic health of the
country in general and on the economic health efltidian capital market in particular.
On the one hand, the FIlI flows have enhanced ligumf the global capital market; on
the other hand, they have brought down the cosapital substantially. In spite of all the
good points, the Flls have also been the victimcaftinuous criticism. The major
negative points which have been raised againsetkdisflows include their inherent
uncertain nature like preferring short term spetoegabenefits, hot money without
commitment for a particular country or group of otiies, herd mentality as investment
strategy, return chasing behaviour and their unchpact on the volatility of the stock

market.

In majority of the researches conducted on Flg¢ thain focus has been on
studying the impact of FIl flows upon the Indiarogt market or vice versa. And
comparatively less work has been devoted on amaytie impact of Fll flows on other
important economic variables of the Indian econdikey FERs, ER, and Inflation etc. In
the light of the given scenario, the dynamic relaship study between FlII flows and
these variables becomes a desired one. With the sdmectives in consideration, the

present research work has been under taken witbughygort of empirical data.

The present chapter has included the discussiah amalysis on the factors
affecting Fll flows in India, their relationshipusty through various statistical tools like
Correlation Analysis, Bi-Variate Analysis, studyirtge impact of FIl flows on the

volatility of Indian stock market and Fll forecasiifor the future period.
4.2 FACTORS AFFECTING FIl FLOWS IN INDIA

Over the years, Fll has been a great supportaa#pital formation process in

India. On the one hand, they have supported theepsoof domestic savings in the
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country and on the other hand, they have enhareedrmount of domestic investment
without increasing the foreign debt of the courtipwever, it is worth noticing that the
concept of Fll has come into prominence only dferliberalization of Indian economy
in post nineties era as compared to the concepbbivhich has been in the existence for
a long time back. It is also important to noticattas the nature of Fll flows has been
very dynamic over the past years, it has maddfitdit to analyse the exact behaviour of
foreign portfolio investment. This has probably teme of the underlying reasons that
comparatively less number of research studies haea undertaken on the same subject
till date. One common finding of these studies dtiba FII flows which has come to be
accepted and found a good place in the literature-ids is that a large number of
domestic and global factors have affected and Heeen affecting Fll flows in the
developing countries including Ind{gordan and Gupta, 2003). The empirical studies
on FII flows have classified these factors into tWwomad categories namely: pull
(domestic) factors and push (global) factors. Puldomestic factors are those which
attract FIl whereas push or global factors are eéhatiich compel the Flls to move
around across the countries with an object to inthesr funds and earn better returns.

There have been also many pull or domestic faetbish have been affecting Fll
flows in India. Some of the major factors among&t $ame include return in the Indian
share market, ER, economic reading of the Indiamneay, risk in the Indian share
market, home biasness on the part of FlIs, cratiihg of the country, price-earning ratio
of the companies in the domestic country, domdstieaailable infrastructure facility,
country risk and many other economic factors likaguistrial growth, inflation, FERs etc.
In addition to this, some other factors which falider the same category include
politically and economically stable environment timee country, potential for growth
opportunities, supportive policies of the host goweent towards Flls , overall
orientation philosophy towards privatization, comigé taxation policies, a supportive
and enabling investment environment such as goagrgance practices, an effective
legal system, better administrative machinery,itable regulatory regime and ultimately

a positive investment climate.
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The various push or global factors which have baféecting Fll flows in India
include performance of other countries, globalililify, interest rates in global market,
tax heaven countries, the drivers in the globalkeiamprobability of global crisis, herding
mentality of Flls and so on. It has been surprigirapserved that the Fll flows which
have been pulled by domestic factors have beendfouore sustainable as compared to
the FII flows pushed by global factors. Moreoverthe earlier case, sustainability of Fll
flows have depended more on the economic and gallistability of the host country
along with its continuous regime for economic raferin foreign investment. The

discussion on these pull and push factors has lredertaken in the following pages:
4.2.1 Domestic Factors or Pull Issues

Domestic factors are those factors which attramtentIl in the domestic country.
Some of the major domestic factors affecting Folms in India have been discussed as

below:
i) Return in Indian Share Market

This is one of the main factors which FlIs considile investing in a country.
As the main purpose of Flls is to get maximum meguon their investment, they always
keep an eye on the stock market whose price movsn{grestimated correctly) would
offer good returns for them. A strong correlatidn9@) supporting the above fact has
been found between MSCI India Index and FllI flow2006 as well as 12012 (Business
line, 4 May, 2013). Thus, as over the years, Indian stock market has b#ering a good
return as compared to other emerging markets,Hal® been investing substantially in

India to diversify their portfolio and to earn hestteturn.
i) Exchange Rate

It is also one of the most important factors whaffect Fll flows as the final
investment by FlIs has to get transacted throughrtipee value. The value of rupee is a
variable factor which depends on the demand anglgtiprces. Rupee appreciation with
respect to dollar has had a positive correlatioth wkll flows (Raju, 2010). The
correlation has been found to be 0.9 in the fir@ngear 2007 as well as in 2011. For
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example, in the financial year 2011, there wasgaldss of rupee depreciation and the
result was quite negative in terms of less FIl 8oand consequently, there was also a
loss of 24.6 % in the value of Sensex. But in 200@ee value remained more consistent;
it resulted in heavy FIl inflows into Indian capitaarket. This positive relationship has

been possible due to the fact that more Fll inflégesl to more FERSs. This in turn leads

to better balance of payment position which hassitiwe impact on the rupee value.
iii) Economic Reading of the Indian Economy

Generally, Flls read and study the actual econdoridamentals of an economy
before they invest into the same. More importanglymetimes, they also analyse the
growth potential of the economy in term of gettivgfter returns in the long term. They
give more weightage to this fact, even sometimesentizan the weightage given to the
economic fundamentals of the country. The samebe®n the experience which the
Indian economy has tasted for the last few yearss.ekample, in 2009 when the Indian
economy showed some features of stagnation likaana growth hovered around 6.5
%, industrial growth decelerated to a level of 208nd wholesale inflation was as high
as 8.45 % HKconomic Outlook Surveys, 2010-11). It was found by the study that Fli
inflows (net investment) clocked as high as Rs 5&26rore during the year 2009-10.
The same story was repeated in 2011-12, when tha'$nGDP hovered around 4.5 % to
6 % and industrial production growth came down 05%, FllIs invested heavily to the

level of Rs 93725 crore in that year in the Indé@onomy.
iv) Risk in Indian Share Market

Another factor that affects FIl flows in Indiatise risk perception of Flls about
India as a potential country in general and theamdsecurity market in particular.
Sustained momentum in domestic economic activibgitive investment climate, long
term views about India as an investment destinatm@hhigher return from Indian capital
market have helped in creating a lower risk peroapamongst the FII$RBI research
paper, Mohan, 2008). This has further facilitated more FII flows in thedian capital

market.
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It was the result of the same fact that the nétfléws in India have increased
from US $ 7 billion in 1990-91 to US $ 45.8 billian 2006-07. This investment has
touched the mark of US $108 billion in 2008-09.tRar, over the last few years, it has
also been the experience that as the FlIs areanskse financial players, they have
generally channelized their investment in such amaathat there are maximum returns
with minimum risk. Thus, higher the risk perceptitesser would be the Fll flows or the
opposite situation would prevail. The same has besdd true with Flls experience in
India.

V) Home Biasness

Globally, it has been witnessed that a major parbf the equity capital of the
corporate houses is held by the domestic playEnss phenomenon is called ‘home
biasness’. There are many reasons behind thissoply of home biasness. Amongst
many, some major reasons for home biasness inddiffterent taxation policies by
different governments, existence of informationmasyetry in various countries and so
on. Information asymmetry means that informatioesioot float freely in terms of time
and its availability; and consequently all the istegs including Flls happen to be at the
disadvantage. Under such situation, their investrdenisions are guided more by other
factors than the equity return. However in caseirgbrmation symmetry (when
information is freely available to domestic invastoand foreign investors), FIIs’
investment decisions are more guided by the egattyns. It has been observed that the
home biasness of foreign investors against Indigext getting reduced by the early part
of 2000, one decade after India opened its dooFfoflows (Working Group Report on
Foreign Investment, 2010). Subsequently, untouched by the phenomena of home
biasness, Flls have been investing in large questih Indian companies, as the returns

offered by the Indian economy have surpassed éx@iectations.
Vi) Credit Rating

In the present time featured by more awakeningulioe quality of system
prevailing in a country and its (country’s) approadowards social responsibility, Flls

have started giving more importance to the crealing given by various international
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credit rating agencies. As credit is the sign @&ddr worthiness, the countries with high
credit rating happen to attract more FlIs or viegsa. In the financial year of 2011-12,
when majority of developed countries were strugglioc maintain their credit ratings,
two international credit rating agencies namely [BRNnd Moody upgraded the
sovereign rating of IndiaEconomic Survey, The Ministry of India, 2011-12). And as a
result, there have been huge flows of Fll in thedryin India. For the same year, as the
Moody’s rating has gone up from Bal to Baa3 in aafslong term government bonds
and has gone up from NP to P-3 in case of shart g@vernment loan; it has resulted in

large FllI flows in India touching the level of R¥376 crore till December 2011.
vii) Price- Earning Ratio

In addition to the factors mentioned above, Flso analyse the price-earning
ratio while investing their funds into a particuleountry. Normally higher the price
earning ratio of a country, better are the chammtegrowth of that country. It will also
offer better returns which is the main objectivertis. As per the observations, in 2005,
the overall price-earning ratio of Indian compamess 23.1 % as compared to 10 %
price earning ratio of Brazil. And the net FIl flewn India touched the figure of Rs
41663 crore in that ye@Prasanna, 2005).

viii)  Infrastructure Facility

Further, it has also been the experience thatuatopwith better infrastructure
facilities in financial market like legal and cooitng mechanism, size of the market,
degree of liquidity in the market, trading costsl anformation availability can attract
more foreign portfolio investment than the courstrithout having these facilities
(Prakash, 2012).

iX) Country Risk

This is one of the important factors which maydisve an impact on Fll flows
in a country like India. Country risk means theatity of all types of risks existing in a
country like political instability, bad economicratitions etc. However, on the contrary,
it has been evidenced that when the Flls foresdedden growth potential in an

economy, they do not hesitate in investing morhat country Chakrabarti,2001).
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X) Macroeconomic Issues

In addition to all the above mentioned factorseréh are many other
macroeconomic factors which also affect the Fligestiment strategy in countries
including India. Some of the major variables amoni®se are macro level policy
developments like Capital Account Liberalisationdustrial Growth Rate, Inflationary
Trends in the Indian Economy, FERs and s¢Kiranna, 2002).

4.2.2 International Factors or Push Issues

In addition to the above mentioned “domestic fector Pull Issue”, there have
also been many other global factors (called Pusheks) which have been affecting the

Fll flows in India. These factors are discussetbdews:
i) Performance of Other Countries

Globally speaking, the flows of Fll to a greatemtdepend upon the economic
performance of various trading groups (group ofntoes) whose member a country
(here India) happens to be. For example, thereawsiong correlation found between the
Fll flows into India and the performance of BRICuotries. Underperformance of
Russian and Brazilian capital markets could pdrdyheld responsible for the changing
flows of foreign institutional investment in IndiRuring April 2010 to September 2010,
on the one hand, Brazil GDP growth rate was 1.2rfb @n the other hand, Russian
equity market continued to underperform. Under thigen international economic
scenario, Indian economy experienced a large flo\Wd1 touching the level of Rs 32668
crore in that year alone. This was also one of ii@n reasons for the boosted

performance of Indian capital market in Septemi@402
i) Global Liquidity

As per the experience of Indian economy with & of the world, this has been
another factor which has had good impact on Fivdlon India. It has been experienced
that due to the rise in global liquidity brought iy the quantitative easing by central
banks in Europe and the US, the emerging markelsdimg India has seen lot of money

flowing into it. Indian capital market received WS20 billion from January 2012 to
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November 2012 which has been the second highdstmmifsince 1993The Wall Street
Journal dated 5, 2012).

iii) Interest Rate in Global Market

It has been empirically stated that FIl flows ebtlinstruments depend upon the
interest rate prevailing in the world market. Foample, in order to ensure more
borrowings from its economy by foreign players, lbbaf Japan maintained a low rate of
interest policy. Moreover, in India, the interester on 10-year central government bonds
was 7.15 % during October 2005, while the sameohieterest was 4.39 % and 1.57 %
in case of USA and Japan respectivé@ypert Group Report on Fll flows, GOI , 2005).

As a result, a large number of Flls borrowed fufrdsn Japan and invested in many
countries with high growth potential like India. the same manner, when the central
bank of America lowered its interest rate, it atesulted into dollar carry trade and
thereby huge Flis inflows got transferred from U®AIndia This shows that to a great

extent, the Fll flows depend on the interest ratesailing in the world market.
iv) Tax Heaven Countries

As per the data with SEBI, the FlI flows from tlaex heaven countries have been
taking place in India, particularly in the form pérticipatory notes. As per the Indian
regulator, a huge portion of the total investmedntsFlls happen to be in the form of
participatory notes (P-Notes). P notes are issyeHlls to the entities registered outside
India. Some of these countries called ‘Tax Heavewmntries’ include Singapore,
Switzerland, Luxemburg, Mauritius and Honk Kongorar Mauritius alone with whom
India has a special double taxation avoidance meatyt, assets worth US $ 56 billion
were managed by its Flls during April 2012. Thissviallowed by US $ 25 billion assets
under FlIs hailing from Singapore. And US $ 17ibill assets under the custody of FlIs
were received from LuxemburfFinancial Express, 28 May, 2012). It is also worth
noting here that in February 2012, when Generai-Ambidance Rules (GAAR) was
made part of the Indian Union Budget announcenemsharp decline in Fll flows was
witnessed in India. This trend got reversed onlthwihe postponement of GAAR. This

shows the importance of tax heaven countries mgef Fll flows emanating from there.
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V) The Drivers in Global Market

Sometimes, it has also been observed that Flisnare influenced by the better
timings of economic growth in their domestic coiggrrather the domestic fundamentals
of the host countries. The reason for the abovpgsigon accounts for the fact that Flis
after earning good returns also prefer to diverdlfgir investment and explore other
economies with hidden growth potential. For exampie2010, the good flows from
USA also coincide with the fact that during thaiaydJSA economy experienced a
positive growth of 2.33 % from the negative growft3 % in the previous year. Again,
in 2012, When USA experienced an increase of 0.4h%s growth rate and Japan
experienced an increase of 2.5 % in its growthstree trend of Fll flows was witnessed
in these countries. However during the same yadalials economic growth went down,
but still India managed to attract Fll flows wottts $ 19 billion in that yeafBusiness
line, 4th May, 2013).

Vi) Global Crisis

Global crisis is one of the underlying factors e¥hhas been affecting FlI flows in
India. For example, in 1997, the crisis of EastafisiCurrency affected most of the
countries namely Malaysia, South Korea, Indonelailand and Philippines. Its effects
were also felt in India. On the same line, the suhg crisis which originated in USA in
2008 has also negative hit on the FIl flows in éndDuring that year alone, Sensex
crumbled smashingly. It lost 56 % of its value fr@@873 high points as on 8th January,
2008 to 9093 points as on 28th November, 2008.t& twutflow of Rs. 55000 crore was
made by FlIs from the Indian stock market in thediryalongJoseh, 2009).

As per the discussion in the preceding pagesdtheen observed that there have
been many factors and determinants which have taffeand have been affecting FlI
flows in India. In actual practice, it is difficuio determine and zero in on which
particular domestic and global factors exactly etffidne flow of foreign capital in any
economy including India. In the light of this back&gnd, genuine efforts have been made

through this research work for studying and analysinese factors along with their
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relationship study. The description of the majartdas included in this study is given

below:
4.2.3 Determinants used for Relationship Study
i) Flls

Flls are the specialized financial intermediari@hich manage the savings
collectively on behalf of their investors. They attee investing bodies which are
registered outside the countries where they ingadtplan to invest. They have specific
objectives to be achieved in terms of risk, retuamsl maturity claims. Some of the
entities which are eligible to get registered ds Kiclude banks, trustees, pension funds,
mutual funds, assets management companies, normorapanies, power of attorney,
investment trusts, endowments funds, universitgéurcharitable funds, university trusts
or charitable societies. All the above entitieschieeget registered with SEBI before they

start trading operations in the Indian capital ne&¢& ddaiah, 2009).
i) BSE Index (Sensex)

Sensex is one of the most famous indices amoiidbeandices of the companies
registered with BSE. The BSE Sensitivity index qligy shares was launched in 1986. It
comprises shares of 30 companies which represerdsalall the sectors of the Indian
economy. The major criterion for selection of scmpthe Sensex is its large market
capitalization. The base year of this index is 1998&nd the base used for this index is
100. This index is based on the scientific methbtte® float market capitalization. The
coverage of print media as well as electronic medlithe country and the world covers
this index exclusively. The basic purpose for whilets index is used and analysed is to
calculate the yield from the 30 major companiessatuting the index. Normally, it has
been experienced that when the Sensex value godbearp are more FlI flows with an
expectation to earn more returns and to take adgastof the bullish trends of the Indian
stock market or the opposite prevails in the markebther words, there happens to be a
positive correlation between the FIl flows and Bensex value. Though it needs to be

further explored with more depth and breadth.
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iii) Wholesale Price Index (Inflation)

The term inflation simply means a general contusumcrease in the prices paid
by the consumer or decline in the purchasing powfethe currency. The simple
interpretation of this term is that when inflationthe host county (here India) goes up,
the purchasing power of its currency goes down.irlation is one of the important
variables which affect the real cash flows of theestors because before investing they
convert their foreign currency into the currencytloé host country (here India). In this
study, the time series data for wholesale pricexn®PI) has been used as a measure of

inflation in the Indian economy.
iv) Foreign Exchange Reserves (FERS)

One of the major indicators of a country’s welingeand its good health is the
amount of FERs, it enjoys to have. This is the amai foreign currency along with
gold and SDRs, held by a country in its foreigrtykiNormally higher the amount of
FERs showing more resilient economy more happebs the flows of FlIs or vice versa

provided other factors remain constant.
V) Exchange Rate (ER)

In simple words, the ER is the number of domesticency units which can be
purchased in exchange of one unit of foreign cuyefor example, how many units of
the Indian currency can be bought with one USAatal the exchange rate of Indian
currency for the dollar. As FlIs invest their monagross countries of the world, they
convert their domestic currency into the currentyhe host country (the country where
they are going to invest). Hence, ER plays a vempartant role in the investment
decision making process of Flls. Moreover, as the prefer to play short, the changing
value of the foreign currencies become one of tbhetraritical inputs in deciding which

country to enter, to continue or to exit.

161



4.3 RELATIONSHIP STUDY BETWEEN FII AND OTHER ECONOMIC
VARIABLES

4.3.1 Correlation Coefficient

The correlation is one of the most commonly anddlyastatistical tools which
indicates the strength as well as the directiora dihear relationship between the two
variables. A correlation is a single numerical ealbat lies between 1 and — 1. If itis 1, it
shows that there is perfect positive correlatiotween the two variables. It further
confirms that in case, there is an increase in\ar@&ble, there will also be an exact
increase in another variable. If the value of datren happens to be -1, it shows that
there is perfect negative correlation between e tariables, i.e. in case there is an
increase in one variable, there will be an exadreise in another variab(&upta,
2007).

In the present research study, correlation caiefit has been calculated to
understand the relationship between net Fll flowd @arious other economic variables
like BSE Sensex, FERs, ER and Inflation. The déifeed time series based on monthly
data from 2000 to 2012 for all these variables urstady have been used for this
analysis. By differencing all the time series hdeen made stationary. The result of
correlation matrix is presented in the Table 4.1.

Table 4.1 : Correlation Co-efficient Matrix betweenNet FIl Flows and

Other Variables
DFII DSensex DER DFER DWPI
DFII 1 NA NA NA NA
DSensex 0.40012 1 NA NA NA
DER -0.04122 -0.30686 1 NA NA
DFERs 0.252467 0.908225 -0.03958 1
DWPI -0.00041 0.422219 -0.13036 0.430064 1

Notes: D refers to ‘differenced variable’ to addres ‘stationary’ issue in the time series data.

DFII: Differenced Foreign Institutional Investment, DSensex: Differenced Sensex, DER: Differenced
Exchange Rate, DFERs: Differenced Foreign ExchangReserves, DWPI: Differenced Wholesale

Price Index (Inflation)
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As per this table, it is found that net FIl flovamd the BSE Sensex share a
positive correlation. The degree of correlationwssn the two variables is 0.40. This
means that a positive change in one variable lsvi@d by a positive change in another
variable or a negative change in one variablellei@d by a negative change in another
variable. In other words, it is observed that tetronship between the two variables
moves in the same direction. So it is safely camhetlthat when Sensex goes up, it
happens to attract more Fll flows; and when Semges down, it motivates the FlIs to
withdraw money from the Indian economy. But thismmovement or relationship does
not confirm that the behaviour of one variable aiging changes in the behaviour of

another variable.

Further, the table displays that the degree ofetation between FlI flows and
FERs is found to be 0.25. This shows that theadsis a positive co-movement between
FIl inflows and FERs. It reflects that if FIl flowget increased through government
supportive policies for FllI, this would, on the dm&nd, add up to the FERSs Kkitty, and on
the other hand, it would help India in managingciisrent account deficit (CAD). And if
the FIl flows in the Indian economy are not goddwould bring down the corpus of
FERs making it difficult for India to manage itsreent account deficit. Thus, in order to

manage its balance of payment position more effelgti India needs to attract more FlI.

This table also shows that the degree of corogldietween FIl and ER has been
found to be negative (-0.041). This means, wherltves of FIl in India go up, it brings
down the value of dollar. The underlying reason tlis negative relationship is that
when Flls make investment, they buy Indian curreaogl sell dollar in the market
bringing down the value of dollar. Likewise a negatcorrelation (-0.0041) has been
found between FlI flows and Inflation. This showattwhen there are inflationary trends
in the Indian stock market, Flls prefer to avoidrieest in India because during inflation
the purchasing power of rupee goes down which milkesostly affair for Flls to invest

in India or vice versa is held good.

Apart from the above calculations, a negativeti@taghip (-0.30) has been found
between the BSE Sensex and the ER, indicatingntilagsive flows from Flls into India

exert downward pressure on US dollar and upwardgspre on the Indian rupee.
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However, the relationship between BSE and FERsbkas found to be positive (0.90)
indicating that upward trends in BSE attract molle thereby increasing the Indian kitty
of FERs or vice versa. This also supports the uyidgrtheory that when more and more
foreign capital money flows in, it adds to the amtoof FERs and the same is reflected in
the growth of the Indian stock market as the cguminjoys it as one of its strong

economic fundamentals.

Similarly a positive relationship (0.42) has befund between BSE and
Inflation. This indicates that higher the valueBSE, more will be the money flows into
the system and thereby it will lead to inflationémgnds in the economy. As per the table,
a negative correlation (-0.039) has been obseretsden FERs and ER. This shows that
whenever FERs go up, the ER goes down or vice v8isdlarly there is found to be a
negative correlation (-0.13) between Inflation & which indicates that weaker the
value of rupee, higher will be the inflation. Thederlying principle is that more money
is required to buy the shares of same worth agtinehasing power of the rupee goes

down. Hence it is concluded that when ER value gioe#, inflation goes up.

However, the relationship between Inflation andREEhas been found to be
positive (0.43). This shows that there is positoee-movement between the two i.e.
increase in foreign exchange is followed by inceessinflation. Though an effort has
been made in the preceding paragraphs for theiae$hip study through correlation
technique, it does not tell us the causality betwie variables. So in order to have a
more in-depth study of the dynamic relationshipwaein the variables under study,
modern statistical tools like Granger Causalityt,t&&ariance Decomposition test and
Impulse Response Function technique have beeneapplithis research work.

4.3.2 Bi-Variate Analysis (Granger Causality Test)

Granger Causality test is one of the importantistoaf analyzing causality
amongst the variables. Firstly, in the year 1968 test was introduced. It was in 1972,
when it was made more popular by one of the fanstassticians named Simsin. The
basic objective of this test is to know the directiof causality from one variable to

another or vice versa or all the variables havinglitectional causality or having no
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causality at all. As per the meaning of grangersality test, a given time series x is said
to be granger caused by another time series y,igadvthat the time series y is
predictable more accurately with help of the pasiues of x time series rather than
otherwise, with the condition that all the otherigbles remain constant.

Hypothesis to be tested using Granger CausalityFor this study, the following
hypotheses have been framed and have been invedtigad interpreted with the

application of various econometric models:

Table 4.2 : Hypothesis Formation

S.No Null Hypothesis (H) Alternative Hypothesis (H,)
L FIl does not granger cause SenseX Fll does granger cause Sensex
Sensex does not granger cause FI| Sensex does granger cause FlI
5 Fll does not granger cause FER Fll does granger cause FER
FER does not granger cause FlI FER does granger cause FlI
3 FIl does not granger cause ER FIl does granger cause ER
ER does not granger cause FlI ER does granger cause Fli
4 Fll does not granger cause Inflation Fll does granger cause Inflation
Inflation does not granger cause Fl| Inflation does granger cause Fli

Before this test is applied, the following conalits have been fulfilled:

. All the time series to be used for analysis havenbehecked for their stationarity
and in case of non-stationary series; the saméd®s converted into stationary.

. The lag length selection has been made as peelinant criteria.
4.3.3 Test of Stationarity or Unit Root Test -ADF

Broadly speaking, when the mean value and theanegi value of a given time
series does not change or they remain constanteoperiod of time; and the co variance
value of that time series also depends only upenad or the distance between the two
time periods and not on the basis of actual timevlith the co variance value is

calculated, the time series is said to be statjor{@ujrati 2003). There are many
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methods to determine whether a time series isos@ty or non- stationary. Amongst
them, one of the most popular methods named Augddbicker Fuller (ADF) has been
applied in the present study to decide the statignaf the time series. ADF is one of the
main and famous methods for stationarity analysis.a modified version of the original
version of Dicker Fuller test. As per ADF test, argmetric correction is made in the
original version of Dicker Fuller test for the poge of higher order correlation. One of
the main assumptions for this is that the timeesefollows an autoregressive process
(AR-p). Under this version of ADF, higher—order ation is controlled by adding

lagged difference terms of the dependent variabtle right hand side of the regression.

As there are five time series in the present snaiyely Fll, BSE Sensex, FERS,
ER and Inflation, all these have been tested feir tstationarity by using the following

form of ADF regression equation :
Y= Brt Part 8Y et 0 Y i=1Awat €

Wheree; is a white noise error term and.\¥neans additional lagged terms with

an idea to ensure that the error terms are notleded.

B1, B2, 0, a are the coefficients whegis the first difference operator which is
equal to (p-1), estimated to test the null hypathtstd = 0.

If 5 is equal to O, it means that there is no unit m@oich implies stationarity in

the series under consideration.
Hypothesis for Checking the Stationarity of Time Sges:

Null Hypothesis (H,): Fll /FERs/ER/Inflation/Sensex is non-stationaryndi

series or it has unit root.

Alternative Hypothesis (H.: Fll /FERs/ER/Inflation/Sensex is stationary time

series or it has no unit root.

The values of ADF statistics for Fll, Sensex, FERR and Inflation are shown in
the Table 4.3. In this table, the various varialflel$, Sensex, FERs and ER) have been
taken vertically and the t statistics, level ofrsfigance and probability values have been
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taken horizontally. Moreover, t statistics valuesd been taken at intercept, at trend and

intercept ; and without intercept.

Table 4.3 : ADF Test Statistics for Various Variabés

t-statistics,
Level of At Trend At Status of
Variables |  gjgnificance At intercept and None/Without | Time
Intercept Series
and Probability P Intercept
t-statistics -3.988072 -9.043003 -3.171959
1% -3.477144 -4.023506 -2.581466
Fll Stationary
5% -2.881978 -3.441552 -1.943107
Probability 0.0020 0.0000 0.0017
t-statistics -0.842398 -2.308930 0.402762
1% -3.476472 -4.023506 -2.581233 N
on-
Sensex Stationar
5% -2.881685 -3.441552 -1.943074 y
Probability 0.8036 0.4261 0.7984
t-statistics 0.844295 -2.038005 0.801215
1% -3.476472 -4.023506 -2.581233 N
FERs on-
5 % -2.881685 -3.441552 -1.043074| Stationary
Probability 0.9945 0.5753 1.00000
t-statistics -1.754538 -1.678548 0.680221
1% -3.476805 -4.023975 -2.581349 N
ER on-
5 % -2.881830 -3.441777 -1.043090| Stataionary
Probability 0.4018 0.7558 0.8616
t-statistics -4.682509 -5.377640 -3.144669
1% -3.477487 -4.024935 -2.582734
Inflation Stationary
5% -2.882127 -3.442238 -1.943285
Probability 0.0002 0.0001 0.0320
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From this table, it is observed that t-statisfios FIl at intercept, at trend and
intercept, and at none are -3.988072, -9.043003-a1id1915 respectively. As all the
values (ignoring signs) are more than the testcafitvalues at 1 % and 5% level of
significance, this proves that the net FIl timaesers a stationary time series.

The t-statistics for Sensex at intercept, at trand intercept, and at none are -
0.842398, - 2.308930 and 0.402762 respectivelythdlvalues (ignoring signs) are less
than the test critical values at 1 %, and 5% lefesignificance. This proves that the

Sensex time series is a non-stationary time series.

The t-statistics for FERs at intercept, at tremdl antercept, and at none are
0.844295, -2.038005 and 0.801215 respectively. IAtha values (ignoring signs) are
less than the test critical values at 1 % and 5%l lef significance. This proves that the

FERs time series is a nhon-stationary time series.

The t-statistics for ER at intercept, at trend ankrcept, and at none are -
1.754538, -1.678548 and 0.680221 respectively. IAtha values (ignoring signs) are
less than the test critical values at 1 % and 5%l lef significance. This proves that the

Exchange Rate time series is a non-stationary senes.

The t-statistics for inflation at intercept, aénid and intercept, and at none are -
4.682509, -5.377640 and -3.144669 respectivelyalAshe values (ignoring signs) are
more than the test critical values at 1 % and 5%llef significance. This proves that the

Inflation times series is stationary series.

As the time series of Sensex, FERs and ER have foeed to be non-stationary,

the same have been converted into stationary tamessby the process of differencing.

. Conversion of Non Stationary Series into Stationaryith differencing: The
time series of Sensex, FERs and ER have been d¢edvieto stationary time
series by the process of differencing them. After process of differencing, the
newly generated the results of Augmented DickeleF{ADF) have been shown

in the following Table 4.4.
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Table 4.4 : ADF Results after differencing the Norstationary Time Series

t'iteat;“;t'ocfs ' At At Trend At
Variable | .. - . and None/Without | Remarks
Significance and| intercept Intercent Intercent
Probability P P
t-statistics -11.40076 -11.3611Y -11.37313
1% -3.476805 -4.023975 -2.581349
Sensex Stationary
5% -2.881830 -3.441777 -1.943090
Probability 0.0000 0.0000 0.0000
t-statistics -9.871072 -9.916923 -4.183870
1% -3.476805 -4.023975 -2.581584
FERs Stationary
5% -2.881830 -3.441777 -1.943123
Probability 0.0000 0.0000 0.0000
t-statistics -7.874217 -7.896633 -7.850723
1% -3.476805 -4.023975 -2.581349
ER Stationary
5% -2.881830 -3.441777 -1.943090
Probability 0.0000 0.0000 0.0000

As per the Table 4.4, the t-statistics for Seregantercept, at trend and intercept,
and at none are -11.40076, -11.36117 and -11.3#8%Bectively. All the values
(ignoring signs) are more than the test criticdliga at 1 % and 5% level of significance.

This proves that the Sensex time series has beatationary time series.

The t-statistics for FERs at intercept, at tremd @ntercept, and at none are -
9.871072, -9.916923 and - 4.183870 respectivelyalAthe values (ignoring signs) are
more than the test critical values at 1 % and 5%l lef significance. This proves that the
FERs time series has become a stationary timesserie

The t-statistics for ER at intercept, at trend antkrcept, and at none are -
7.874217, -7.896633 and -7.850723 respectivelyalhshe values (ignoring signs) are
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more than the test critical values at 1 % and 5%llef significance. This proves that the

ER time series has become a stationary time series.

The summary on the nature of all the time seiésgnd Inflation with original
values and Sensex, FERs, and ER after conversimugh differencing) has been
provided in the Table 4.5.

Table 4.5 : Summary on Checking the Stationarity o&ll Variables and Their

Conversion from Non-stationary into Stationary Time Series

Variable | Status at Original Value Converted Status for Further Usage
Fll Stationary Series Stationary Series
DSensex Non-Stationary Series Stationary Series
DER Non-Stationary Series Stationary Series
DFERs Non-Stationary Series Stationary Series
INF Stationary Series Stationary Series

DSensex = Differenced Sensex, DFER = Differencedrémn exchange reserves, DER=Differenced

Exchange rate.

As per the Table 4.5, all the variables have bamwverted into stationary time
series character which has made it usable foruftbdr analysis. Thus all the data with

stationary character have been used for furthdysisa
4.3.4 Testing for Selection of Proper Lag Length

One of the important conditions for the applicatad Granger Causality test is to
select the appropriate lag length for each paivarfables. For this objective, Akaike
information criterion (AIC) has been used for chagsoptimal lag order selection.
Initially in 1974, it was Hirotsugu Akaike who proged the AIC criteria for the selection
of lag length. Basically, AIC is used to find theoginess of fit of any econometric
model. It tells how much information would be leghen a particular model or set of

models would be applied to explain the reality ase of granger causality test. It tries to
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maintain a balance between variance and degremsfidss in the model fitting process.
In simple words, it tries to fit a model betweere ttwo extremes of complexity and
simplicity. So it is observed that AIC discouradles over fitting and the value assigned
by AIC is meant only to rank the models and find the best one from different
available models. It is important to note that vh&ie of AIC is nowhere else used in the

estimation and hypothesis testing.
In general case, Akaike Information Criteria meaiS = 2k-2L

Where k means the number of parameters in thiststat model and L means the

maximized value of the likelihood function for tAstimated model.

Table 4.6 : Results of AIC (Akaike Information Criteria)

Lag AIC Value
1 54.59
2 54.25
3 54.27
4 54.22
5 54.08
6 54.15

As per the Table 4.6, as the value of AIC is leddag 5; hence lag length 5 has

been chosen and used as an input for applying graragisality test.
4.3.5 Co integration Analysis for VAR Model Sele@bn

In simple words, co integration checks the longnteassociation between the
variables. In this research study, Johansenn Gagration Model has been applied to
check whether the four variables under considanadie co integrated or not. In case,
they are found to be co integrated, the restriafddR (Vector Auto Regression) or

VECM (vector error correction model) is the bestdibe applied in the granger causality
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model or in case the variables are not co intedraterestricted VAR is the best fit to be

applied for granger causality model.

Table 4.7 : Results of Johansenn Co integration Mad

Hypothesized . . o
. ) Trace Statistics 0.05 Critical Value Probability
No. of Co integration

None * 69.99553 69.81889 0.0484
At most 1 41.28164 47.85613 0.1799
At most 2 18.81768 29.79707 0.5061
At most 3 4.879701 15.49471 0.8215
At most 4 0.099153 3.841466 0.7528

Trace test indicates 1 co integrating equation ($}t the 0.05 level

* denotes rejection of the hypothesis at the 0.08vel

As per the Table 4.7, as p value (0.0484) is tkas 0.05 or 5 % as per Trace
Statistics, the null hypothesis that there is nantegration is rejected. Rather this test
indicates that there is a long term associationrsiothe four variables with one co
integration equation. As the variables are co wategl, Vector Error Correction Model
(VECM) has been used. It is worth to note that whector Error Correction Model
(VECM) is used, it makes the time series statioarpmatically.

4.3.6 Relationship Study through Granger Causalityl est

As all the variables have been well chosen andia@gx, all the times series of
the shortlisted variables have been made statioradtgr choosing the lag length and
selection of VAR model, granger causality test basn applied to analyse whether there
is any casual relationship between the variableteustudy in the long run. As it is a
known fact that the granger casualty is a bi-varmalysis, hence, we have developed
two equations for each and every variable undetystme by one:
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FIl and Sensex pair of regression equations are:

Fll ¢ =Y, aiSensex; +2 Bi FI -1+ Yt

Sensex = YL AFIl w1 212 8i Sensexis Uy

FlIl and Foreign Exchange Reserves (FERS) pair of gression equations are:

Fll t= 2 ai FER w20 Bi Pl cae Mt oo,
FER: = Z?:l A FI g +Z?=1 0i FER .1+ Uyt

FIl and Exchange Rate (ER) pair of regression equatns are:

FIl = 251 0 ERey 200 BiFIl tne Hat e

ER: = ?:1 AiFI g +Z?=1 6i ER 1+ Ut

Fll and Inflation (INF) pair of regression equations are :

Fll = ?:1 o; Inflation 1 +Z?=1 Bi FIl 1+ M1t

Inflation = Y7, Aii Fll 1 +X72; & Inflation .14+ Uy

In the above equations, Fll, Sensex, FERs, ER wiitatibn are the variables to be tested.

ai, Bi, A, o; are the coefficients which explain the relationdependent variable with the

lag terms of independent variable and the lag texhtependent variable itself.
t is the period and | is the number of lags.

uir and y; are the disturbances/ white noise errors/residwhlieh are assumed to be

mutually uncorrelated.

The results obtained from the application of gencpusality test about all the
time series are summarized in the Table 4.8. TH#eT4.8 shows the result of granger
causality test of five time series namely Fll, BSénsex, FERs, ER and Inflation. This

table indicates that p value for the null hypotedabkat FIl does not granger cause Sensex
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is 0.0236. This value is less than 0.05, so thémydothesis is rejected concluding that

FIl does granger cause Sensex.

This means that one of the reasons for increase@ease in Sensex is attributed
to FlI flows. The value of p for the null hypotheshat Sensex does not granger cause Fli
is 0.0041 which is also less than 0.05 thereby @otg the alternative hypothesis that
Sensex also affects the Fll flows. The conclusmriliese variables is that Fll as well as
Sensex do affect each other in the long run. Heheee is a bidirectional causality

between these two variables in the long term.

Table 4.8 : Results of Granger Causality Test

Acceptance
or
: Probability | Rejection | Direction of Nature of
Null Hypothesis (H,) Value Status for | Casualty Causality
Null
Hypothesis
FIl does not granger 0.0236 Rejected FIl — DSensex
cause DSensex e
Bidirectional
DSensex does not 00041 |Rejected | DSensex— Fll
granger cause FlI
FIl does not granger 0.2034 Accepted | Fll # DFER
cause DFERs ]
No Causality
DFERs does not grangery 5754 Accepted | DFER# FII
cause FlI
FIl does not granger 0.0457 Rejected FIl - DER
cause DER e
Bidirectional
DER does not granger | g og1g Rejected | DER— FlI
cause FlI
FIl does not granger 0.0496 Accepted | Fll — INF
cause Inflation .
] Unidirectional
Inflation does not 0.8095 | Rejected | INF # FIl
granger cause FlI
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This table also reveals that in case of the nertriull hypotheses between FlI
and FER, the p values (0.2034, 0.2726) are mora tha5, hence both the null
hypotheses are accepted stating that neither Bfiggr cause FERs nor FERs affect FlI.
Thus there is no causality between the two vargable

The table further states that in the next two hypotheses between Fll and ER,
the p values (0.0457,0.0018) are less than 0.0B¢cehdoth the null hypotheses are
rejected with the conclusion that Fll as well as &fect each other. Hence there is a
bidirectional causality between the two variabldence it is safely concluded that both
the variables namely FIl and ER affect each othéhe long run.

As per the table, the value of p (0.0496) for tind hypothesis that FIl does not
granger cause Inflation is less than 0.05 makesouseject the null hypothesis and
concludes that FIl does affect Inflation. Howeule p value for the next null hypothesis
that Inflation does not granger cause Fll is 0.8@85% being more than 0.05 makes us to
accept the null hypothesis with the conclusion théation does not affect Fll. Thus, it is
observed that there is a unidirectional causaktyvieen the two variables.

4.3.7 Vector Auto Regression (VAR)

This econometric model called Vector Auto Regms$VAR) was introduced in
1980 by a famous economist named Sims. This madbbsically used to analyse the
relationships between various variables by takintg account the feedback from other
variables. Estimation based on VAR includes endogsr(or also named dependent) as
well as exogenous (or also named independent)blasian the equation making. It is an
important tool for multivariate analysis. In thisodel, the value of a given variable
(endogenous) is considered as the linear functioilscown lagged values or its past
values and also the function depending upon allkerottariables (or also named
exogenous) considered in this model. In this modklthe variables are considered as
endogenous (dependent) variables one by one amiispast or lagged values along
with all other variables are considered as exogerfowlependent) variables. Two very
useful methods of examining the properties of VARdel are Variance Decomposition

and Impulse Response.
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4.3.7.1 Variance Decomposition

Variance decomposition is an important economet@thod which examines the
dynamics of VAR system. Under this model, an eff@$ been made to know, as to how
much movement in the value of a given variable édejent) is due to its own shock or
its lagged value (s) and how much movement is batt@ble to other independent
variables. It is stated that whenever there is aclshn the value of the ith variable
(dependent one), it would not only affect that able directly, it would also get travelled

to other variables through the dynamic system oRVA

In simple words, variance decomposition separtditeshock experienced by the
endogenous (dependent) variable (s) into two peaisely one shock caused by its own
past values or lagged values and another shocleddisother exogenous (independent)
variables. This model also gives information abiét relative significance of each and
every random innovation which affects the variahMakie in the model. In addition to
this, it is also worth to notice that the ordersefecting the variables is an important issue
in variance decomposition. In the present studypl€ky Decomposition model has

been employed for deciding the order of the vaegsbl
The equations for variance decomposition are davist
AXi =0+ Yiea (022())AX ) + Yie1 @ 12(F) AY e

AY =0+ X Tic (a21()AX ) +Tie1 @ 22 (F) AYrtey

Wheree’s are stochastic error term; called impulse respar innovation or shock in the

language of VAR.

The results for the variance decomposition of dnsex, ER, FERs and Inflation for the

averaged twelve periods (months) are summariséallagss:
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Table 4.9 : Variance Decomposition of Fli

Period Fll Sensex ER FER Inflation
1 100.0000 0.000000 0.00000 0.0000Q0 0.00000
2 97.09222 1.226265 0.73169 0.928437 0.02138
3 95.39607 1.523544 2.12891 0.912266 0.03920
4 94.58743 2.301792 1.93086 1.013168 0.16674
5 84.19638 8.927437  4.60297 0.893513 1.37969
6 81.42468 8.546016 7.92509 0.821285 1.28291
7 78.27371 8.318027 7.53627 3.7023Q7 2.16967
8 77.04504 8.979421 7.49013 3.896117 2.58923
9 77.09397 9.066737 7.41137 3.863916 2.56400
10 75.52003 8.96473% 7.60547 4.414319 3.49543
11 74.23753 8.71982% 1.57722 4.409412 5.05601
12 74.06168 8.622508 7.44328 4.347597 5.52493

Source: Researcher calculations using Fll, BSE, ERFEER and Inflation data from SEBI and RBI

database

The Table 4.9 shows the results of variance deosiipn of Fll. In the
multivariate modelling as shown by this table, BHelagged value accounts for 100 %
variance in its current value in the first perigdhd the impact of other values like
Sensex, ER, FERs and Inflation has been found eb®in the first period. This shows
that in the initial period, the FlIs’ past valuepatt on its current value is very high as
compared to the impact of other variables.

This situation exists almost for the next fouripgs. Out of all the exogenous
variables, Sensex explains 2 %, ER explains 1.9F#Rs accounts for 1.01% and

Inflation accounts for only 0.16 % change in théueeof FIl in the 4' period. Gradually
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the impact of other variables on FlIs’ value hasdlecome noticeable but it is not very
high. Sensex accounts for almost 9% variance ivahee of Fll in the 1% period. While
other variables namely ER, FER and Inflation ac¢don7 %, 4 % and 5 % variance in
the value of Fll respectively. Thus it is concludkdt the lagged Fll values as exogenous

variable explain or account for more variance ia #l current value than any other

variables like Sensex, ER, FERs and Inflation.

Table 4.10 : Variance Decomposition of Sensex

Period Fll Sensex ER FER Inflation
1 30.85035 69.14965 0.00000 0.0000Q0 0.000000
2 35.56018 60.79945% 3.39310 0.010934 0.236305
3 43.23157 53.1790¢4 3.08470 0.101830 0.402785
4 45.34814 50.57194 3.41762 0.090334 0.571938
5 42.76865 52.40361 2.81515 0.429135 1.583454
6 43.50401 48.99956 3.46705 1.169388 2.859981
7 44.33490 46.19081 3.79994 2.484619 3.189704
8 43.60760 44.7692% 4.13720 3.711647 3.77429Y
9 43.00787 43.18114 4.20452 5.068017 4.538445
10 42.18066 42.4635¢ 3.99505 6.655960 4.704735
11 41.69714 41.92708 3.90931 7.732834 4.733608
12 41.42783 41.0487( 3.80808 8.957738 4.757648

Source: Researcher calculations using Fll, BSE, ERFER and Inflation data from SEBI and RBI

database

The Table 4.10 shows the results of variance dposition of Sensex. In the
multivariate modelling as shown by this table, Bensex lagged value accounts for 69 %

variance in its current value in the first peridehd the impact of other variables namely,
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Flls, ER, FERs and Inflation has been found to ®&@ 0 %, 0% and 0% respectively.
This shows that in the initial period, the Sensagtalue impact on its current value is

quite high as compared to other variables excdpt/kich explain 30 %.

Gradually the impact of other variables on Sensxye has become noticeable
but it is not very high. Out of all these indepemdeariables, Sensex itself explains
almost 41 % of variance in the . period. While other variables namely Fll, ER, FERs
and Inflation account for 41 %, 3.8%, 8.95 % antb%.% variance in the current value
of Sensex respectively. This leads to the conclusi@at the lagged values of Sensex
along with FIl values account for more variancethe Sensex current value than any

other variables like ER, FERs and Inflation in #f®rt run. It also indicates that FIl as

well as lagged Sensex value have same impact aruthent value of the ER.

Table 4.11 : Variance Decomposition of ER

Period Fll Sensex ER FER Inflation
1 14.35517 3.855894 81.78893 0.000000 0.000000
2 22.23866 4.200043 66.54313 6.96868b 0.049488
3 21.64927 4.128760 67.16124 6.273282 0.787448
4 22.68779 4.543197 65.04539 6.07077|7 1.652847
5 24.16835 7.984372 58.22057Y 7.138743 2.487963
6 25.83836 9.360680 54.67002 7.297198 2.833747
7 28.73521 8.855889 51.2484% 8.1949209 2.965524
8 30.60089 8.572712 48.20140 9.41173)7 3.213266
9 31.02612 8.688285 45.99340 10.622683 3.669560
10 31.63069 8.639171 43.7607% 11.8575)/ 4.1118R0
11 32.23964 8.729438 41.8325% 12.9131P 4.2851)7
12 32.70669 8.564804 40.45231 13.88320 4.392993

Source: Researcher calculations using Fll, BSE, ERFER and Inflation data from SEBI and RBI

database
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The Table 4.11 shows the results of variance dposition of ER. In the
multivariate modelling as shown by this table, thR lagged value explains 81 %
variance in its current value during the first pdri And the impact of other variables
namely, Fll, Sensex, FERs, Inflation and ER haslfeend to be gradually going up. In
the 4" period, the FIl explains 22 %, Sensex explaing 4% ER explains 65 %, FERs
explain 6 % and Inflation accounts for 1.65 % Wémia in the value of ER. In the™8
period, the FIl explains 30 %, Sensex explains 86ER explains 48 %, FERs explains
9.41 % and Inflation accounts for 3.21 % variatiothe value of ER.

Thus, the impact of FIl on ER has gone up fron?d.éh the first period to 32 %
in the 12" period. The impact of Sensex on ER has gone up 8&% in the first period
to 8 % in the 1% period. The impact of FERs on ER has gone up fdo% in the first
period to 13 % in the Pperiod. The impact of Inflation on ER has gonefram 0 % in
the first period to 4 % in the T2eriod. So the conclusion is that ER lagged vailesg
with FIl and FERs values have more impact on itsev#ghan the Sensex and Inflation.

Table 4.12 : Variance Decomposition of FERs

Period Fll Sensex ER FERs Inflation
1 1.368760 2.426990 1.407714 94.79654 0.0000Q0
2 1.653934 1.374434 1.243915 95.71384 0.013876
3 1.583631 1.106710 1.821120 95.29889 0.189652
4 1.581059 0.820545 5.092666 92.3756(7 0.130058
5 1.183608 1.295735 6.999312 90.17646 0.344887
6 0.963661 3.329225 8.410296 86.3184p 0.978399
7 0.979533 4.688606 9.436911 83.66796 1.226989
8 0.837788 6.220438 10.42593 81.1656(1 1.350243
9 0.745529 7.880762 11.17328 78.74094 1.459484
10 0.706585 8.731001 12.14741 76.79931 1.615694
11 0.701147 9.209933 13.10521 75.28198 1.701735
12 0.814999 9.887021 13.53554 74.01765H 1.744795

Source: Researcher calculations using Fll, BSE, ERFER and Inflation data from SEBI and RBI

database.
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The Table 4.12 shows the results of variance dposition of FERs. In the

multivariate modelling as shown by this table, #€Rs lagged value explains 94 %

variance in its current value of the first periéddd the impact of other values, namely,

Fll, Sensex, ER and Inflation has been found tedyg low in the short run. The impact

of FIl on FERs has gone down from 1 % in first pdrio 0 % in the 12 period.

The impact of Sensex on FERs has gone up fromn2fifst period to 9 % in the

12" period. The impact of ER on FERs has gone up ftd¥ in first period to 13 % in

the 12" period. The impact of Inflation on FERs has gopdraom 0 % in first period to 1

% in the 12 period. It is concluded that it has been the FERieh explain itself more

predominantly in the short run of 12 periods as jgared to other variables.

Table 4.13 : Variance Decomposition of Inflation

Period Fll Sensex ER FER Inflation
1 1.024214 0.023946 0.026690 0.842289 98.08286
2 0.536655 0.284972 0.095102 0.687816 98.39545
3 0.335674 0.641185 0.119013 1.16213) 97.74199
4 0.603035 1.898832 0.134550 0.803864 96.55972
5 2.264157 2.217959 0.171793 0.986488 94.35960
6 5.410560 2.187892 0.191440 2.3715938 89.83851
7 11.01716 1.916773 0.235205 3.674276 83.15658
8 16.88494 1.627896 0.528230 4.906400 76.05254
9 22.99181 1.606473 0.991843 5.923418 68.48645
10 29.53478 1.874604 1.661693 6.22937} 60.69955
11 34.99529 2.444746 2.351614 5.897589 54.31076
12 39.45649 3.037246 3.147714 5.358018 49.00053

Source: Researcher calculations using Fll, BSE, ERFERs and Inflation data from SEBI and RBI

database.
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The Table 4.13 shows the results of variance deosition of Inflation. In the
multivariate modelling as shown by the table, lnfla lagged value explains 98 %
variance in its current value during the first pdrivhile other variables explain Inflation
very negligibly like Fll with 1%, Sensex with 0 %R with 0 % and FER with 0 % only.
However, gradually the impact of Fll on Inflatiomalue has gone up substantially with
Flls explaining Inflation 39 % in 2 period, while the impact of other variables like
Sensex, ER, FERs has remained 3%, 3% and 5% inl2ke period respectively.
Therefore, it is safely concluded that in the shertn period, inflation itself and FlI

account for more variation in inflation values thary other variables.
4.3.7.2 Impulse Response Function (IRF)

In simple words, Impulse Response is a statisicahometric tool through which
the change (s) brought in one variable due theksbhothe impulse in the same variable;
or shock or the impulse in the other variables aveshort period of time normally one
year is shown. The mentioned technique is als@dathpulse response function (IRF).
This shock or impulse happens to be in the erramtef a given equation which
gradually gets propagated in the entire systemrauyeall the variables. In other words,
it can be said that we try to find out or trace the behaviour or response of the
dependent (endogenous) variable due to the unitgehaf error term in a given equation
of exogenous variable. Though there are variousnigoes which can be used to know
what type of change is desired to be made in te&esy, however, normally, a positive
change of one standard deviation is made in thiesysVhen this positive change of one
standard deviation is introduced in the systergeis propagated or spread into the entire
system and also changes the value of the depef(el®ibgenous) variable for each and
every period of time. When both the methods namalgiance decomposition and
impulse response function are used together, theycallectively called ‘Innovation

Accounting’ as termed by Enders in 1995.

With an objective of analysing the impact of armd (shock or impulse) in the
given flows of Fll on the value of other economariables over a short period of time,
normally, one year, a fundamental five variablesR/fmodel containing the time series
data of Fll flows, BSE Sensex, FERs, ER and Irdlatias been employed.
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The applied VAR model has used the monthly avedaga from 2000 to 2011. In
the present study, Choleski impulse response nmuaebeen used for the generation of
impulse response. The impulse response functi¢illef Sensex, ER, FERs and Inflation

with each other has been discussed in detail lovihg pages.

The Figure 4.1 shows the impulse response functiBif) between FII and
Sensex. On the horizontal side, the time perioddesn displayed and on the vertical
side, the variations in the value of a given vddahave been displayed. As per this
figure, the response of Fll to one standard demiathock to Sensex is positive over a
period of one year except iff'6ag (month). This response dies down after twédes
(months). This shows that changes in Sensex valas dffect (granger cause) Fll flows.
Whereas the response of Sensex to one standardtidavshock to Fll is also very
positive and sharp. This response does not die daxen after 12 months. This shows

that Sensex is very prone to change due to changtdg flows of Flls in the Indian

economy.
Figure 4.1 : Impulse Response between Fll and Sense
Response to Cholesky One S.D. Innovations
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Source: Researcher calculations using Fll and Senseélata from SEBI and BSE database
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It also implies that Flls and Sensex are corrdlatgh each other. However, there
IS one more important observation that Sensex i€ meensitive to change due to change
in Fll flows than vice versa. Thus there is bidirecal causality between FIl and Sensex
in the short run. Though there has been bidireaticrausality between these two
variables, Sensex has been more prone to change dbhange in Fll or due to change in
its own value than FIl. This figure also shows ttieg response of Fll to its own values

has died down within a period of 12 months.

The response of Sensex to its own values has reohgaositive over the same period.
This leads to the conclusion that Sensex has beea sensitive to its own lagged values

than the FII has been to its own values over aodesf 12 months.

Figure 4.2 : Impulse Response between Fll and ER
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The Figure 4.2 shows the impulse response fun¢t®R) between FIl and ER.
The response of Fll to one standard deviation sho&R is positive over a period of one
year except in B lag but not very quick. This response does notddien after twelve
lags (months). This shows that changes in ER valk® affect (granger cause) FlI flows.
Whereas, as per this figure, the response of Edhéostandard deviation shock to Fll is
not positive. This shows that FIl flow is sensitiiee the changes in the value of ER.
However, ER remains unaffected due to changesadrflthws of Flls in the short run.

Thus there is unidirectional causality between &id ER in the short period.

Moreover, this figure also shows that the respafsEll to its own values has
died down within a period of 12 months. Howeveg thsponse of ER to its own values
has remained positive over the same period. Thdsl¢éo the conclusion that ER has been
more sensitive to its own lagged values than then&$ been to its own values over a

period of 12 months.

Figure 4.3 : Impulse Response between Fll and FERs

Response to Cholesky One S.D. Innovations
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Source: Researcher calculations using Fll and FERdata from SEBI and RBI database.
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The Figure 4.3 shows the impulse response fun¢ti®RiR) between Fll and FERSs.
As per the figure, the response of Fll to one stashdleviation shock to ER is almost
negative in the short run. This shows that the gharnn FERs value do not affect FlI
flows much in the short run. In other words, we say that Flls are insensitive to the
changes in the value of FERs. Whereas the respinSERS to one standard deviation
shock to FllI is positive from™period onwards and it does not die down even affer
periods. However in the initial period of three rties this response remains negative.
This shows that initially FERs’ value remains ueated but after then any change in FlI
flows does affect FERs positively. This show thBRS are more sensitive to the changes
in the value of FlIs than the vice versa. Thusrehs a unidirectional causality between
the two variables in the short run. Moreover, figsire also shows that the response of
FIl to its own values has died down within a peracdd.2 months. However, the response
of FERs to its own values has remained positive tive same period. This leads to the
conclusion that FERs have been more sensitivestown lagged values than the Fll has

been to its own values over a period of 12 months.

Figure 4.4 : Impulse Response between Fll and Infteon
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The Figure 4.4 shows the impulse response funciBif) between FII and
Inflation. As per this figure, the response of Edl one standard deviation shock to
Inflation is negative in the first six months andspiive thereafter. This shows that any
change in Inflation value does not affect Fll flowwgially but when there is a continuous
change in the Inflation value, FIl flows start gajt affected. On the other hand, the
response of Inflation to one standard deviationckho FIl is negative for the initial
period of 4 months but after that, the responsénfidition towards Fll flows not only
becomes positive but it also becomes highly sh@ihgss shows that Inflation is very
sensitive to the changes in the FIl flows in thershun. Moreover, this figure also shows
that the response of FllI to its own values has dedn within a period of 12 months.
However, the response of Inflation to its own valhas remained positive over the same
period. This leads to the conclusion that Inflativess been more sensitive to its own

lagged values than the FIl has been to its ownesativer a period of 12 months.
4.4  IMPACT OF Fll ON STOCK MARKET VOLATILITY
4.4.1 Background

Empirically, it is a well known fact that Flls amotivated not only by the
domestic and global factors but they are also tdtesubstantially by the short run
expectations of the market normally termed as ‘Markentiments’. These market
sentiments give birth to the element of speculatad high mobility in the Fll flows.
Volatility is thus the uncalled and naturally presphenomena in the stock market which
enhances the degree of risk for the investment rbgdide investors. Volatility makes
the investors risk averse due to the enhanced eagdrancertainty. Investors, in return,

expect a high degree of return in consideratiothisfenhanced uncertainty.

Volatility, thus, is not only a domestic phenomeather it can go up or down
depending upon the market sentiments prevailingiwithe country or across the global
countries integrated well with the developed measfmsommunications. This is what that
has been experienced in 2007. In that year, althesivhole world faced the heat of the
stock market crisis which had got originated in \8.&alled subprime crisis). As per the

records, this financial market crisis started atbumd 2007 and it depreciated further in
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the early parts of 2008. The stock market felt iieximum heat of the volatility when
the Sensex came down bluntly from its closing pealke of 21000 in January 2008 to
less than 10000 by December,2(88nanjeet, 2010). It was during this year only that
Flls made net withdrawals worth US $13 billion frélhe Indian stock market which was
the highest ever withdrawals by Flls. However, jites of all these developments, Flis
continued to have faith in the potential of thei&mdeconomy. Gradually, the Indian
stock market got recovered from this global shaotR009. Thereafter, Flls made good
investment in the Indian capital market. Thus, 2688 been the year which has divided
the decade of Indian stock market into two majaagals namely phase one for the years
before 2008 (called pre crisis phase) and phasddwthe years after 2008 (called post
crisis phase). The following table shows the anmuavements of Sensex along with net
flows of FIl from 2000 to 2012.

Table 4.14 : Sensex Movements and Net FlI flows (20 to 2012)

Year Sensex Net Fll (Rs.Crore)
2000 3972 6510
2001 3262 12494
2002 3377 3677
2003 5839 35153
2004 6603 42049
2005 9398 41663
2006 13787 40589
2007 20287 80914
2008 9647 -41215
2009 17465 87987
2010 20509 179674
2011 15454 39352
2012 19426 163350

Source: bseindia.com and sebi.gov.in
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As per the Table 4.14, there has been good inesgtfltows by Fllis in the Indian
economy from the year 2000 to 2012. This table alsmws that the FlI flows have been
found positive for all the years except 2008 feaduby the phenomena of subprime
crisis. During the year 2008, as depicted by theetathe Fll flows have been found
negative. This year has divided the whole decade two phases namely pre crisis
period and post crisis period. The same has beanrsgeographically in the Figure No
4.5. Thus volatility (as disclosed by the phenomehdlivision of FIl flows into two
phases) in the Indian stock market has becomeuwsiahgthenomenon. No individual, no
bank, no financial institutions, no government and-lls can escape this while investing
into the stock market. Therefore, volatility hasrgasingly become dependent upon the
market sentiments which are governed by the deraaddsupply forces operating in the
stock market. Thus a major chunk of the volatiptyenomena has been accounted for by

the Flls operating in the Indian economy.

Figure 4.5 : Categorization of Sensex Movements iPhases (From 2000 to 2012)

200000
Post crisis phase

150000 //\
100000 \
Pre ciris phase /\ /

Y

Sensex Value

F O H P FO NP RS>
VTS & & FFE SIS
O S S S S S S S D7 D
-50000
Year
-100000

Source: bseindia.com and sebi.gov.in

189



As per the literature available, there have lbtfarent sets of studies which have
made different interpretations about the relatigm&fetween Fll flows and the volatility
in the Indian stock market. On the one hand, mangias have supported the fact that
Flls activities enhance the volatility of the Indiatock market; on the other hand, there
have been many studies which have negated thidusioie. Moreover, there have also
been some studies which claim that Flls activititesre reduced the stock market
volatility. Studies like Rao (1999), Pradhan andadimhan (2002), Coondo and
Mukhrejee (2004), Rai and Bhanumurthy (2004) ant (P@05) have found that the
arrival of Flls has enhanced volatility of the ladistock market. However, studies by
Stulz (1997), Batra (2004) found that Fll flows bavad no impact on the stock market
volatility. Contrary to all this, research study Bansal and Pasricha (2009) found that
FII flows have reduced the volatility in the Indiatock market.

In the light of the given scenario, the study toick market volatility has become
all the most important for the policy makers, acam#ans, financial market participants,
investors and the capital market regulators foroues reasons. Some of the major reasons
amongst the same are as follows: firstly, the swfdyarket volatility is important for the
market agents, market investors and market brakeiis reflects an element of inherent
risk in their investment which determines the netwn their potential investment.
Secondly, a high volatile market is always a conder the policy makers of the nation
as it hinders the growth prospects and always e€seah environment of uncertainty.
Thirdly, highly volatile market creates a fear e tmind set of the potential investors and
it may act as a hindrance in their actual investmeaurthly, as pricing of derivatives
and option trading are based on the volatility ¢oonls of the market, it becomes a very
important phenomena for the market speculatorsthft,aseturn forecasting in an
environment of volatile market is always a challeggob, thereby, it creates huge job
opportunities for the researchers.

In simple words, it is concluded that the studytlté stock market volatility is
very important and significant phenomena. The stlyhese important aspects related
to the Indian financial market in general and theidn stock market in particular can be

of great help for the policy makers and market l&gu while framing the economic
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policies and designing the rules for the stock raarkhus, the stock market volatility as
a measure of risk plays an important role in tmaricial decision making process for
many stakeholders. The monthly data (from 2000 G®22 of net Fll flows and BSE
Sensex have been used to study the phenomenaatifiyoin the Indian stock market.
Before ARCH and GARCH models are applied, the eluatolatility present in the
residuals of variance (BSE Sensex) has been chedkedfollowing figure of cluster
volatility has been generated on the basis of niprthta of BSE Sensex from 2000 to

2012 covering 150 observations.

Figure 4.6 : Cluster Volatility in the Residuals ofVariance (Monthly Data)
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As per the Figure 4.6, it has been observed Heaetis a prolonged period of low
volatility during the first 100 observations (mostthappening during the period
preceding 2008 and thereafter, there exists a pgeld period of high volatility from
100" observation (month) to 150th observation (monthpgening subsequent to the
period of 2008.

In other words, periods of high cluster volatilaye preceded by periods of low
cluster volatility or periods of low cluster volaty are followed by periods of high
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cluster volatility. This suggests that residualseoror terms have been conditionally
heteroscedastic i.e. having the elements of viblatiln the present research, this

phenomenon has been further investigated by agpAHRCH and GARCH models.
4.4.2 Model Selection with Normal Gaussian Distribation

The model selection on the basis of relevant médron is a very important part
of the time series analysis as the selection afyddngth can directly affect the outcome
of the tests. In the present study, three majoeriai (AIC, BIC, and HQ) have been used
for the selection of lag length to be used in AR&td GARCH models.

4.4.2.1 Akaike Information Criteria (AIC)

The basic purpose of this method is to find oué ‘oodness of Fit’ of a given
econometric model. It basically tells us about #meount of information lost when a
given model is used to explain the reality. It ésgies and brings in the trade off
between the biasness and the variance in the cotistr of a given model. In simple
words, this method tries to balance the degreeairacy and the degree of complexity

of the model.

4.4.2.2 Schwarz Information Criteria (SIC) or Bayeian Information Criterion
(BIC)

This criterion was originally developed by onetbé famous econometricians
named Gideon. E.Schwarz. He gave the concept oéday argument for the adoption
of this model. In statistical literature, Schwamformation criterion or Bayesian
information criterion is one of another famous emnitn for the selection of model
amongst the available finite sets of models. Thi®mon is also closely associated with
Akaike information criteria and is based upon tlmmaept of ‘Likelihood Function’.
When we fit a given model, it is quite possiblettive may increase the probability by
adding more parameters into the same, but it may te the phenomena of over fitting
the model. This problem of over fitting is resolvey this model. This model introduces
one penalty term for the number of parameters dutced into the model. As per the
experience, the penalty term has been found lamgease of BIC than in case of AIC.
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4.4.2.3 Hannan-Quinn Information Criterion (HQ)

Hannan-Quinn information criterion is one anotlmportant criteria for the
selection of a given model. This criterion can lmedi as an alternative to Akaike

information criterion (AIC) or Bayesian informatianiterion (BIC). It is explained as:
HQC = n log (RSS/n) +2klog log n.

Where k is the number of parameters, n is the murmobobservations, and RSS is

the residual sum of squares that results from tinegression or other statistical model.

Table 4.15 : Lag Order Selection Criteria

Observations | GARCH(L,1) | GARCH(1,2) | GARCH(2,1) | GARCH2,2)
ﬁ,';éﬁf‘é':; 19.92 19.93 19.95 19.98
f:itcér;(:hwarz 20.06 20.06 20.09 20.13
Sﬁhiacﬁﬂf‘er‘na 19.99 19.98 20.00 20.04

As per the Table 4.15, the values of AIC, SIC & models are minimum at
GARCH (1,1). Hence, this model has been selecteth®opurpose of analysis. GARCH
(1,1) means one ARCH term and one GRACH term. AR€th shows the effect of
recent news on the volatility of the underlyingcdtanarket value and the GARCH term
shows the effect of previous volatility on the \dity of the stock market.

To specify the ARCH and GARCH models, two equaitiave been specified.
One is mean equation and the second is variancatiequwhich are explained as

follows:
Mean Equation is as follows:
Sensex =C1 + C2*Fll+e . (1.1

Here Sensex = sensitivity index of BSE, C1,C2 =stamt, FIl = Foreign Institutional

Investment, e = Residual.
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Second equation is the Variance Equation which issafollows:
Residual derived from mean equation (1.1) is usadaking variance equation.
H; = C3 +C4*&,1,C5H 1+ C6*FII

H1 = Variance of the residual (error term) derivemhirequation (1.1). It is also known as

current period’s variance or volatility of Stock rket (BSE Sensex)
C3=Constant

C4, C5 C6 = Constant/Coefficient

e’.10r RESID(-1)"2- Previous period’s squared residual derived fromaéiqn (1.1).

It is also known as previous period’s stock mafkeinsex) information about volatility.
It is ARCH term.

H .1 =Previous days’ residual variance or volatility tdck market (Sensex). It is GARH

term.
FIl = FII (variance repressor or exogenous or irgelent variable)
4.4.3 Results for ARCH and GARCH Models

The results obtained from the application of ARChtl &GRACH models for
investigating the impact of Fll flows on the statlarket volatility has been presented in

the following table.

Table 4.16 : Results of ARCH and GARCH Models (Mortily Data)

Pre Crisis Period (2000 to 2007) Post Crisis Pexd (2008 to 2012)

Variable

Coefficient

Standard
error

Probability

Variable

Coefficient

Standard
error

Probability

ARCH(1)

1.5082

0.9590

0.1158

ARCH(1)

0.7368

0.5092

0.1479

GARCH(1)

-0.9573

0.0055

0.0000

GARCH(1)

-0.5970

0.2034

0.0033

Fll

-449.17

194.299

? 0.0008

Flls

-84.4138

45.225¢

0.0020
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As per the Table 4.16, as the p values of ARCHgdfrh are not less than 0.05 or
5 % both in the pre crisis period as well as in st crisis period, it is stated that the
coefficient of ARCH (1) term is not significant diog these two periods (phases). Hence,
it is safely concluded that the recent past infarom(ARCH effect) has not made much
impact on the volatility of the Indian stock markédthis also shows that market is
absorbing the available information well. On thatcary, the p values of the GARCH(1)
term are less than 0.05 or 5 % in the pre crisizv@$ as in the post crisis period, this
shows that the coefficient of the GARCH (1) termsignificant in both the periods.
Further, this leads to the conclusion that the iprey volatility has a significant impact
on the current volatility of the Indian share mdrk&s per the discussion above, it is
safely concluded that the GARCH term impact hasnbeech more than ARCH term
impact implying that the past volatility has beeroren significant than the past
information in terms of affecting the future volayi. This also confirms the fact that the
given volatility in the stock market is also attribble to the market sentiments (reflected
by the previous volatility) rather than the padbrmation (as past information having
been absorbed rapidly by the market).

In addition to all the above findings, it is alslear from the Table 4.16 that the
impact of Fll on the stock market volatility hasebesignificant in both the periods
namely pre crisis as well as post crisis periodrédeer, this shows that, the value of Fli
coefficient is more negative (-84.41) than its ealwd49.17) in the pre crisis period.
Hence, it shows that the impact of Fll flows on #heck market volatility has been more
in the post crisis period than its impact in the prisis period. Thus, it is observed that in
the post crisis period, Flls have been playinggaéi and more aggressive role in making
the Indian stock market more volatile. In other dgrit explains that in the post crisis
period, the changes in FllI inflows or outflows hdeen making the Indian stock market
very volatile or Indian stock market has been \@&mwsitive to the changes in FllI flows.
As per the empirical records, the history has algaported the above findings as in most
of the market crashes, the Flls have been the nsajek givers. For example, in 2008,
due to the sudden withdrawals of their investmgnEls from the Indian stock market,
BSE Sensex fell down from its peak value of 21000anuary, 2008 to less than 10000
points during December, 2008akthivel,2012).
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In addition to the analysis based on the montlalya dthe impact of Fll flows on
the volatility of the Indian stock market has alts®en investigated by using the daily data
from 2000 to 2012. For this purpose, 3000 obsewmatbdf daily closing values of Sensex

and daily net investment by FlIs have been usethimempirical analysis.

Figure 4.7 : Cluster Volatility in the Residuals ofVariance (Daily Data)
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It is observed from the Figure 4.7 that therelteen a high degree of volatility in
the daily values of Sensex ranging from the 2D6Bservations to 3080observations.
This time period also follows the post global ariphase of 2008.

The results for the impact of Fll flows on the atility of the Indian stock market

based on the daily time series data of BSE Senagg bheen shown in the following

table.
Table 4.17 : Results of ARCH and GARCH Models (Dayl Data)
Variable Coefficient Standard Error Probability
ARCH(1) 1.281818 0.243976 0.00047
GARCH(1) -0.955594 0.016204 0.00024
Flls -3515.713 790.3707 0.00036
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As per the Table 4.17, the p value is less th@®3 @r 5 % in case of all the
variables namely ARCH, GARCH and FIl. This showt thihthe variables are significant
and contribute in affecting the volatility of thedian stock market. Thus, based upon the
monthly as well as daily analysis of data for tineeg period under study, it is safely

concluded that FIl has affected the volatility loé indian stock market.
4.5 FORECASTING OF Fli

Globally, it has been experienced that stock nmarkelndia and other developing
countries have been becoming an attractive placenf@stment by FllIs. Investment by
Flls to these markets have their own pros and cOmsthe one hand, it has helped in
increasing the valuation of the domestic firms autled up in the kitty of foreign
currency of the country, on the other hand, thelsadvithdrawal of huge funds by these
Flls have also affected adversely the economicrenment of the domestic country.
However, nowadays, under the uncalled pressurelatfalintegration and economic
compulsions, every country including India needsdgamount of FIl for its economic
development. Hence, in the subsequent pages, aléanceffort has been made for the
forecasting of FIlI for the future period. This wduhelp us in better planning for the
management of FIl flows. It is worth to note that forecasting purpose, all other

variables have been assumed to be constant.
4.5.1 Checking Stationarity

The stationarity condition of Fll time series Hasen checked by applying the
Augmented Dicker Fuller unit root test. The resuatghis test have been shown in the
Table 4.18.

Table 4.18 : Augmented Dicker Fuller Unit Root Tesfor FlI

Without Differencing (at level) With Differencing
Level of Significance t-Statistics Probability t-Satistics | Probability
1.581463 0.9987 -7.480630 0.0020
At 1 % -3.886751 -3.886751
At5 % -3.052169 -3.052169
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This Table 4.18 shows, when taken at the origienal, as the t-statistics value
(1.581463) is less than the critical values at &8d 5 % level of significance ignoring
the signs and the p value (.9987) is more than, @@5time series of FIl happen to have
unit root or it is a non-stationary time seriest Bfter the differencing of the time series,
ignoring the signs, the t—statistics value (7.48) hecome more than the critical values at
1% and 5 % level of significance ignoring the signsl p value (0.0020) has become less
than 0.05, so the FIl time series has become statjoafter differencing. The same
differenced FlI time series has been used fooitsdasting.

4.5.2 Time Series Modelling using ARIMA Model

It was the popular statistician named ‘Box andkiesi who first introduced
ARIMA model in 1976. ARIMA process is a combinatiohan ‘Auto Regressive’ and a
‘Moving Average’ Process. A time series can follaw ARIMA process only when it is
stationary. A time series is a stationary time eserivhen a mean reversion around a
constant long run mean is shown by the series.

Moreover, it needs to have a finite variance aldee concept of stationary is a
very important concept because if a time serie®isstationary, and then all the results,
outcomes and interpretations of the regressioryaisalvould be invalid. The major steps
involved in the estimation and construction of all MR model include identification of a
model, estimation of the parameters, checking ttexjaacy of the model and then the
actual forecasting.

In an autoregressive model (AR), the value ofdéjpends linearly on its own past
values:

Fll=bo+biFlla+boFlo+ By Fllep+ U

where Q,blybz
squares regression angisiwhite noise error term..

by are the coefficients which can be estimated bynamyi least

In moving average model (MA), the current valud-tfdepends linearly on past
“shocks”

Fll=cotciFlles + GFlla.......... + Gy Flligt Uy

where ¢ci, C Cq are the parameters angis the shock or disturbance which

affect for q period.
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As ARIMA model can only be applied on a stationainye series and if a given
time series is not stationary, then stationaritgdseto be induced into it by differencing it

and that differenced time seria¥, is represented by:
DY, SN, =Y e

45.3 ARIMA Model Selection

The selection of p, d and g value is very impdrtavent in case of ARIMA
modelling as the value when used as an input ingihen ARIMA model can directly
affect the forecasting results. In the present aiete the ARIMA model has been
selected on the basis of AIC, SC and DW test.

Table 4.19 : ARIMA Model Selection

) _ Durbin-
arivn (PO Cmaton | ntormation | Watson | MCPET | odel
Squared| Criterion (AIC) | Criterion (SC) (DW) lterations

P:é’:%zz’ 0.8088 |  24.3778 24.8977 2.6443 0 1
Pzé:'g:l' 05926 |  22.6206 23.1206 1.5980 0 2
Pzé-ztizl’ 05869 |  22.5640 23.2306 1.9369 | 10 3
P:é-:[;:l’ 0.4835 |  24.2249 24.7067 1.9491 | 25 4
P:é'z?):l’ 0.2860 24.6132 24.9343 2.6821 0 5
p:g,:gzo, 0.0581 |  24.4355 24.8849 17611 | 19 6
p:é,:%:o, 0.0359 |  24.5102 24.9919 2.2492 0 7
P:g’zlgzz’ 0.0000 26.0586 26.2192 2.7073 0 8
Pzg-z?):l’ 0.0000 |  23.6434 23.7983 28613 | 0 9
P:(lg-:%zo’ 0.0163|  23.3011 23.6110 1.8747 0 10
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As per the Table 4.19, out of the various ARIMA ¢p q) models, second model
with p=2, d=1, g=0 fits best as it has the minimuatue as per AIC, SIC and DW tests
and it has #' best Adjusted R squared value. Therefore, ARIMAL(ZD) model has been
used for forecasting the values of FIl for futuk&here p denotes the number of
autoregressive terms (AR), d the number of timesstries has to get differenced before

it becomes stationary and g the number of moviregaye (MA).
4.5.4 Checking Model Adequacy through Residuals &C and PAC

Before the forecasting of the FII with the helpA®RIMA model, it is important to
see whether the residuals of AC (Auto Correlatiangl PAC (Partial Auto Correlation)
show random movements. Because, if residuals of &@ PAC show random

movements, then the given ARIMA model gets bettdifor further processing.

Table 4.20 : Residuals of AC and PAC

Time Lag AC PAC
1 (0.5058) (0.5058)
2 (0.2383) (0.6641)
3 0.4625 (0.1779)
4 (0.2172) (0.1421)
5 (0.0117) 0.1453
6 0.0652 0.0481
7 (0.0104) 0.1438
8 (0.0577) (0.0680)
9 0.0400 (0.0579)
10 (0.0060) (0.1805)
11 0.0181 0.0115
12 (0.0508) (0.06609)
13 0.0394 0.0802
14 (0.0077) (0.0463)
15 0.0222 0.0196
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As per this table, it has been observed that tiseme particular movements of the
values of AC and PAC. This means that the residofaikis selected ARIMA model are
white noise. In other word, it can be said thatrttevements found in the autocorrelation

and partial auto correlation have been found random

Moreover, the patterns of AC and PAC values haenlshowing mixed trends.
For example, in the second period, the value ofgs€s down. In the third period, the
AC value has been found to gone up. In the founth tae fifth period, the values show
decreasing trends. In the next period (sixth pgritdhas gone up. However in the
subsequent periods i.e. seventh period, it agawsldecreasing trend. In the eight and
ninth period, it shows upward trends. In the subsat periods (from tenth period till
fifteenth period), the AC values show random tremdhout any specific directions

being followed by these values.

In the same manner, the PAC values have also sfemming random trends from
the first period till the fifteenth period. Thesendom trends of AC and PAC residuals
have also been displayed by the Figure 4.8 and 4.9.

Figure 4.8 : Correlogram of AC Residuals
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Source: Researcher calculations using Fll databafeom SEBI.
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Figure 4.9 : Correlogram of PAC Residuals
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Source: Researcher calculations using Fll databafeom SEBI.

4.5.5 FII Forecasting

For the forecasting of FllI for future, Fll timergs data from 2000 to 2012 have

been used. The results obtained for the same lemrefdresented in the following table.

Table 4.21 : Fll Forecasting for Future (Rs. crore)

Year Net FIl (Actual) Forecasted FlI
2000 6510 4467
2001 12494 1678
2002 3677 24860
2003 35153 8341
2004 42049 42073
2005 41663 34925
2006 40589 80988
2007 80914 52355
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Year Net FII (Actual) Forecasted FlI
2008 -41215 79545
2009 87987 -24294
2010 179674 122787
2011 39352 34041
2012 163350 204845
2013 - 256774
2014 - 90476
2015 - 253188
2016 - 344146
2017 - 148586
2018 358426
2019 441201
2020 213298
2021 480156
2022 547152

Source: www.sebi.gov.in

As per the Table 4.21, Fll in India has been shgwipward trends (actual Fll)
over the last twelve years. The FIl in India a<dssed in the previous pages has been
affected by many domestics and global factors tiveryears. In the light of the same, a
genuine effort has been made to estimate Fll ferfdkure period in India. In the process
of Fll forecasting, all other variables have bessumed to be constant. As per the Table
4.21, the Fll in India has been estimated at R6728 crore in the year 2013, Rs. 90476
crore in the year 2014, Rs. 253188 crore in the 2045, Rs 344146 crore in the year
2016 and Rs. 148586 crore in the year 2017. Fyrtbe2018, Fll has been estimated at
Rs. 358426 crore. For the year 2019, 2020, 2021282@, the FII forecasting has been
made at Rs. 441201 crore, Rs.213298 crore, Rs 480ddie and Rs. 547152 crore
respectively. The same has been displayed and gepdgdwy the Figure 4.10.
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Figure 4.10 : Forecasting of Fll in India (Rs. Croe)

600000

500000 —Year /
=[]|| Actual

400000 -

——Linear (FIl Forecasted)
300000

200000

Forecasted FlI

100000

0

-100000

-200000

As per the observations about the empirical datapite of the low economic
growth and other economic fundamentals not being s&ong, Flls have invested Rs.
113136 crore alone in the Indian stock market i@ ylear 2013(www.SEBI.gov.in).
Moreover, by the end of April 2014, Flis have mao&l investment to the tone of Rs.
103548 crore(Daily Business June 11, 2014).This observation shows that Flls have
shown a high degree of faith and confidence inltigéan economy with an expectation
of a stable and reforms-oriented government atcd@re. In case, Indian economy
performs better on the economic front, creates eoiad investment environment and
promotes better corporate governance practicesutd fetch good amount of Fll in the

country in the times to come.
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CHAPTER -5
SUMMARY OF FINDINGS, CONCLUSIONS AND SUGGESTIONS

5.1 INTRODUCTION

Since 1991, Indian economy has emerged as a peotmarket for the global
investors. In particular, FIl has constituted a engjortion of the total foreign capital
flows in India.During the last decade i.e. from 2000 onwards gtihas been a great spurt
in the flows of FIl. Thus out of various contempgraconomic phenomena, the one
which has assumed great importance in the econseeitario of the Indian economy has
been the flows from FllIs. Though there has beerdgesearch work undertaken in this
area, majority of the researches have concenti@atetthe study of relationship between
the Indian stock market and FIl flows. In the lighftthe above scenario, a herculean
effort has been made in the present research tty starious aspects and dimensions

related to FIl. The main objectives of the presgatly include:

i) To study the magnitude and trends of Fll flowsndi&a since 2000 and their
forecasting.

i) To find out the factors affecting Fll flows in Iradi

i) To examine the relationship between Fll and otikkenemic factors like Stock
Market, FERs, ER and Inflation.

iv) To study the impact of Fll flows on the volatility the stock market in India.

The present research study has been both degerigt well as empirical in
nature which has explored the dynamic relationsi@pveen the Fll flows and various
economic factors like — BSE Sensex, ER, FERs afiidtion. In the present study,
secondary data from various secondary sources\idveswire, Capital Line, SEBI, RBI,
BSE, NSE, GOl and CSO have been collected and ugadous statistical and
econometric tools which have been used in the ptessearch for the presentation,
tabulation and analysis of the data include Histogr Frequency Curve, Simple
Percentage Analysis, t — test, Correlation Analyssanger Causality test, VAR,
Variance Decomposition, Impulse Response FuncthiRCH, GARCH and ARIMA
models.
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5.2 MAJOR FINDINGS ON NATURE, MAGNITUDE AND INVEST MENT
TRENDS OF FIl FLOWS

Following are the major findings of the presenesesh work:

i) There has been a great increase in the numberl®frégistered with SEBI in
India. There were only 527 Flls registered with $#B2000-01 and this figure
got increased to 1765 in 2011-12. Thus, there kasa B35 % increase in the total
number of FliIs registered with SEBI during the ldstade.

i) A small number of Flls have been found to be vetwa for the trading activities
in India. Some of the most prominent Flls operaimghe Indian capital market
include Deutsch Group, Citigroup, HSBS Global Inuesnt, Morgan Stanley &
Co. International, and DSP Merrill Lynch Capital et fund.

i) Though, FlIs registered with SEBI in India have mdwiling from different
countries, there have been very few countries whaeye emerged as the major
source of foreign investment by Flls. Out of thesantries, USA has emerged as
one of the major investors through this route ofestment in India. USA has
been found to be at the top accounting for 35 %heftotal investment. Other
countries from where FlIs have been hailing as doby the study include UK,
Canada, Luxemburg, Singapore, UAE, Mauritius, Cgpin addition to this, a
large number of Asia’s emerging countries have hksen showing good interest
in the Indian economy. Some of these counties delTaiwan, Malaysia,
Kuwait, Saudi Arabia, Japan and South Korea etc.

iv) In the Indian economy, Foreign Portfolio Investméas come in many forms
over the last few years. Among all these forms®f, FIl has emerged as one of
the major source of capital inflows. It has beeanib that FIl whose share was
66.92 % of the total FPI in 2000-01 has gone u@®1% in 2011-12. Thus,
there has been a 46.30 % increase in Fll sharetal EPI. This shows the
growing importance of FIl as a dominating componehtFPI over the last

decade.
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v)

Vi)

vii)

viii)

Indian economy has observed many diversified trexdsll flows over the last
twelve years. As per the findings, there were FeNvé worth Rs. 9933 crore only
in the year 2000-01. In 2005-06, the total investiniy Flls was Rs. 41467 crore.
But in 2008-09, there was negative investment of £5811 crore by FlIs.
However, in 2011-12, the total investment by Fllaswecorded at whopping
amount of Rs. 93725 crore. This shows that overdas decade, FllIs interest for

the Indian economy has gone up substantially.

Flls’ investment in the Indian companies listed WwNSE has by and large
concentrated in Banking, Finance and FMCG sectbng. other sectors which
have been in the second row of their preferencdudiec Pharmaceutical,

Media/Entertainment and Manufacturing etc.

During the last decade, Flls have been investinpénindian equity and the debt
instruments with different proportions of funds. B900-01, Flls made net
investment into the equity market to the tune oftR206 crore while in that year
there was net selling of debt to the tune of R8 &re. And within a twelve

year period, their share in the equity and the debtket got increased to Rs.
42737 crore and Rs 49987 crore in 2011-12. Thisvstibat along with the equity
market, Flls have also recognised the importandadiin debt market.

Over the last decade, the assets under the custdtlis have also gone up many
folds. India attracted about Rs 61753 crore investnunder the custody of Fllis
in 2001-02 which was around 22.84 % of the totalets under the custody of
various custodians. And after a gap of one decadéni 2010-11, it was found to
be at Rs.1106550 crore which constituted around23% of the total assets under

the custody of various custodians.

Indian stock market has grown by leaps and bamdisrins of size and depth after
the entry of Flls as measured through Marker Chpgilion Ratio, Market
Turnover Ratio and Value Traded ratio. MCR (Mar€epitalization to country’s
GDP) is an important measure to judge the markas. #i has been found that
BSE MCR ratio which was only 26.9 % in 2001-02 gasincreased to the level
of 89.1 % in 2010-11. Similarly, as per the findsngf the study, NSE MCR ratio
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5.3

also increased substantially from 28.0 % in 2002e087.263% in 2010-11. The
VTR has gone up from 13.5 % in 2001-02 to 14.0 92040-11 in case of BSE
and from 22.6 % in 2001-02 to 45.4 % in 2010-1tase of NSE. Thus, on the
basis of the above analysis, it has been obsehatdhere has been a substantial
increase in the market size, market depth and rmdidgaidity of the Indian

economy during the last decade.

FII proportion in the market turnover as well bhe tnarket capitalization of BSE
and NSE has grown up. The FIlI proportion in theltotarket turnover at BSE
which was 4.79% in 2000-01 increased to 50.27 %20th1-12. Similarly, FII

proportion in the total market capitalization atBN®hich was 1.29 % in 2000-01
went up to 19.03 % in 2011-12. The ratio of Flilat@wumulative investment to
Indian GDP also showed upward trends. This raticcivivas just 0.0045 % in

2000-01 got increased to 0.066 % in 2011-12. Orb#ws of this analysis, it has
been observed that FlIs’ role and contributionhe tndian economy has been

steadily growing over the last twelve years.
FINDINGS ON FACTORS AFFECTING FIl FLOWS IN IND 1A

A large number of domestic and global factors haeen affecting Fll flows in

India. As per the findings of the study, the vasi@lomestic or pull factors which have

been affecting FlIs flows in India include Risk aRdturn in Indian Share Market, ER,

Economic Reading of the Indian Economy, Home BiasneCredit Rating, Price-

Earnings Ratio, Infrastructure Facility, CountryskRiand other economic factors like

Industrial Growth, Inflation, FERs etc. Furtheretharious global or push factors which

have been affecting FII flows in India include Peniance of Other Countries, Global

Liquidity, Interest Rates in Global Market, Tax hea Countries, the Drivers in the
Global Market and Global Crisis.

5.4

FINDINGS ON RELATIONSHIP STUDY BETWEEN FII AND OTHER
ECONOMIC VARIABLES

On the one hand, there is a positive correlatiamvéen Sensex, FERs and FlI
flows and on the other hand, there is a negativeeladion between ER, Inflation

and FIl flows.
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ii)

In order to have an in-depth study of dynamic treteship between the

selected variables, econometric techniques liken@a Causality, Variance

Decomposition and Impulse Response techniqueshieerme applied in the present
study. Augmented Dickey-Fuller test has been agpbecheck the stationarity of

the time series. The lag length of five has bedactsd on the basis of Akaike
Information criteria. Johansenn Co integration niddes been applied to know
whether the time series are co-integrated or ndbenlong run. As per this test,
the variables have been found to be co integratet therefore Vector Error

Correction Model has been applied for granger ddaygast. As per the findings

of the study, it has been observed that there kas la bidirectional causality
between FIl flows and Sensex. This means that btfeeaeasons for the increase
or the decrease in Sensex is attributable to BWsl or vice versa. But on the
contrary, no causality has been found betweenléd and FERs. Further, it has
been found by the study that FIl as well as ERcaféach other in the long run.
Hence, there has been found a bidirectional caydadtween the two variables.
As far as FIl and Inflation are concerned, it hasrbfound that Fll does affect
inflation but inflation does not affect FIl flowslence, a unidirectional causality

has been found between the two variables.

Variance Decomposition method which examines dynamf VAR system has
been applied in the present study. This methoda@xplthe proportion of the
movements in the dependent variables (endogenaiabies) which are due to
their own shocks or due to the shocks of otherabdes (exogenous variables). In
case of variance decomposition of Fll, it has bfemd that the impact of Fli
past values on its current value has been very &sgbompared to the impact of
other variables during the given period under studys leads to the conclusion
that FIl lagged values as exogenous variable defiamselves much more than

other variables.

In case of Variance Decomposition of Sensex, & Ibeen found that the
Sensex lagged value explains 69 % of variancesiautrent value during the first
period. And the impact of other values like Fll, BHHERs and Inflation has been
found to be 30 %, 0 %, 0% and 0% respectively dutie first period. Out of all
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the variables, Sensex explains almost 41 % of neeidn its value in the 12

period. While other variables namely Fll, ER, FE&sl inflation account for 41
%, 3.8%, 8.95 % and 4.75 % of changes in the vafugensex during the same
period. This describes the fact that that Sensexgalvith Flis causes itself more
than any other variables like ER, FERs and Inffaiio the short run. It indicates
that FIl has same impact on Sensex value as Setssdixhas during the given

period under study.

In case of Variance Decomposition of ER, it hasrb®und that the ER
lagged value explains 81 % variance in its curraitie during the first period.
And gradually the impact of other variables likd, Bensex, FERs and Inflation
on ER has been found to be going up. As per thergasons of this study, the
impact of Fll on ER has been found to have gon&amp 14 % in the first period
to 32 % in the 12 period. The impact of Sensex on ER has gone up 8d% in
the first period to 8 % in the T2eriod. The impact of FERs on ER has gone up
from 0 % in the first period to 13 % in the" @eriod. The impact of Inflation on
ER has gone up from 0 % in the first period to #dhe 12" period. On the basis
of the above findings, it is concluded that ER kdjyalues along with FIl and

FERs have more impact on its value than the Sesrseéxnflation.

In case of Variance Decomposition of FERs, the $H&yged value
explains 94 % variance in its current value of fin& period. And the impact of
other values likes Fll, Sensex, ER and Inflatios baen found to be gradually
going up but very low in the short run. The impatEll on FERs has gone down
from 1 % in the first period to 0 % in the " period. The impact of Sensex on
FERs has gone up from 2% in the first period to 9n%he 13" period. The
impact of ER on FERSs has gone up from 1 % in tre fieriod to 13 % in the 12
period. The impact of Inflation on FERs has gondrom 0 % in the first period
to 1 % in the 19 period. It is concluded that it is the FERs whétplain itself

more as compared to other variables during thengdegiod under study.

In case of Variance Decomposition of Inflationg ihflation lagged value

explains 98 % variance in its current value durihg first period while other
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variables explain inflation very negligibly. Howeygradually the impact of Fll
on inflation has gone up substantially with Flis@anting for 39% variance in
Inflation value in the 1% period. While the impact of other variables namely
Sensex, ER, FERs have remained at 3%, 3 % and &spedtively in the 12
period. Hence, it is concluded that in the shont period, inflation itself and FlI

account for more variation in Inflation values tray other variables.

In case of Impulse Response between FIl and Settsexesponse of Fll to one
standard deviation shock to Sensex has been foositlye over a period of one
year except in B lag. This response goes down after twelve lagdogs). This
shows that changes in Sensex value also affechdgracause) Fll flows.
Whereas the response of Sensex to one standaratidevshock to FII has also
been found positive and sharp. This response doegordown even after 12
periods. This show that Sensex is very prone toghalue to changes in the Fli
flows in the Indian economy. It also implies thdt &1d Sensex are correlated
with each other with the conclusion that Sensdwusd to be sensitive to change
due to changes in Fll flows and same has been fowed for the vice versa
position. Moreover, there has been found a bidoeet causality between FlI

and Sensex.

In case of Impulse Response between Fll andtE&kresponse of Fll to
one standard deviation shock to ER has been fooasiliye over a period of one
year except in the™lag. This response does not go down after twedgs |
(periods). This shows that changes in ER value aftect (granger cause) FlI
flows. However, the response of ER to one standavihtion shock to Fll has not
been found positive. This show that Fll flows isigtve to the changes in the
value of ER. However, ER remains unaffected dughtmges in the flows of Flis
in the short run. Moreover, there has been foundnalirectional causality
between FIl and ER.

In case of Impulse Response between Fll and FlBRsesponse of Fll to
one standard deviation shock to FERs has been foagdtive in the short run.

This shows that the changes in FERS’ value do ffectaFll flows. In other

211



5.5

words, we can say that Flls are insensitive toctienges in the value of FERSs.
Whereas the response of FERs to one standard idevetiock to FIl has been
found positive from *§ period onwards and it does not go down even dffer

periods. However, in the initial period, this respe remains negative. This
shows that initially FERs value remains unaffedbed after then any change in
Fll flows does affect FERs. This shows that théuerfice of Fll is more on FERs
than the influence of FERs on FillI.

In case of Impulse Response between Fll and iofiathe response of Fli
to one standard deviation shock to Inflation hasnbeegative during the first 6
periods and positive thereafter. This shows thahgke in Inflation value does not
affect Fll flows in the initial period, but whenete is a continuous change in the
Inflation value, FlI flows start getting affecte@n the other hand, the response of
Inflation to one standard deviation shock to Flhégative for the initial period of
4 months but after that, the response of Inflatiowards FIl flows not only
becomes positive but sharp also. This shows tlition has been very sensitive

to the changes in the FII flows in the short run.

FINDINGS ON IMPACT OF FIl FLOWS ON THE VOLATIL ITY OF THE
INDIAN STOCK MARKET

In the present research, monthly as well ag/dane series data of net FIl and
BSE Sensex from 2000 to 2012 have been used ty shed phenomena of
volatility in the Indian stock market. Econometnoodels like ARCH and
GARCH have been applied to investigate the impadtlbflows on the stock
market volatility. The results obtained by applyihgse methods conclude that in
case of analysis based on monthly time series taacoefficient of ARCH (1)
term has not been found significant in the preisneriod and in the post-crisis
period. The above results confirm the fact thatréeent past information has not
created much impact on the subsequent volatilithefindian stock market. This
also shows that the market has absorbed this irfioom very well. Conversely,
the coefficient of the GARCH (1) term has been fbgignificant in the pre crisis

as well as post crisis period. This shows thatptteious volatility has a positive
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and significant impact on the current volatility thfe Indian share market. The
GARCH term impact has been found more significdrgnt the ARCH term
impact which implies that the past volatility haseh found more significant than
the past information in terms of affecting the fatwolatility. This also shows
that the volatility in the stock market is alsoriétitable towards market
sentiments (based on previous volatility) ratheanthhe past information (past
information having been absorbed rapidly by theke@r Moreover, the impact
of FIl flows on the volatility of the Indian stockarket has been found significant
in both the periods. In the post-crisis period,sFlimpact has been found more
negative than its impact in the pre crisis periodtie volatility of the Indian
stock market. This shows that in the post crisisepe Flls have been playing a
bigger and more aggressive role. This also shoatsiththe post-crisis period, the
changes in Fll flows have made Indian stock markete volatile. It is further
concluded that the Indian stock market has beendiamore sensitive to the

changes in FllI flows during the post-crisis peribdn the pre crisis period.

i) In case of findings based on daily time sewesa, it has been observed that all
the variables (ARCH, GARCH and Fll) have been fousignificant and
contributed in affecting the volatility of the Iradi stock market for the whole
period under study. Thus, on the basis of the afindengs, it is safely concluded
that FIl has affected the volatility of the Indistock market.

5.6 FINDINGS ON FORECASTING OF FIl FOR FUTURE

As per the forecasting undertaken with the helABIMA model, FIl in India
has been estimated to have upward trends in theefuime. FIl flows have been
forecasted at Rs. 253188 crore in 2015 and Rs.54&ibre in 2022.

5.7  CONCLUSIONS

Since the liberalisation in early 1990s, the @ié&lls has grown manifolds in the
Indian economy. They have become a reckoned forteel Indian capital market during
the last decade. Their numbers have grown up suiatg. The amount of their flows

has become surprisingly large. The number of camtvhere they have been hailing
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from has been found to be growing very fast. It hasn further found that Flls have
been investing more dominantly in the Indian equitarket as compared to their
investment in the Indian debt market. Their shar¢he total FPI has been on the rise
during the last decade. Moreover, their share énchmpanies enlisted on NSE has been
showing good consistency. The percentage of tharesin the total value under the
custody of various entities namely Financial Insgittns, Mutual funds, NRIs, OCBs,
Brokers, Corporate Houses, FDI, Banks, Foreign WenCapital Investment, Insurance
Companies, Local Pension Fund and others has gan€heir share in the total market
turnover and the total market capitalization of B&tl NSE along with their percentage
in the Indian GDP has also been showing upwarddgreifthe domestic factors, like
Return in the Indian Share Market, ER, Economicdiepof the Indian Economy, Risk
in the Indian Share Market, Home Biasness, Crediting, Price-Earnings Ratio,
Infrastructure Facility, Country Risk and other eamic factors like Industrial Growth,
Inflation, FERs etc. have been found to be affgctill flows in India. Along with this,
other global factors which have been found to Becéhg FII flows in India include
Performance of Other Countries, Global Liquidityterest Rates in Global Market, Tax
Heaven Countries, the Drivers in the Global Mark&lpbal Crisis etc. Fll has been
found to have positive correlation with Sensex &fitRs while their relationship has
been found to be negative with ER and inflation.t# basis of the findings, on the one
hand, there has been found a bidirectional caydaditwveen Sensex, ER and FIl flows.
And on the other hand, the study has establisheddirectional causality from FllI flows

to inflation. However, no causality has been fobetiveen FIl flows and FERSs.

As per the variance decomposition analysis, @oiscluded that lagged value for
the given variables like Fll, Sensex, FERs, ER hnflhtion as an exogenous variable
defines itself much more than any other variables. Sensex, the conclusion is that
Sensex along with FlIs causes itself more than @thegr variables like ER, FERs and
Inflation in the short run. For ER, the conclusierthat ER lagged value along with FlI
and FERs value has more impact on its (ER) valae the Sensex and Inflation. For
FERs, the conclusion is that FERs explain itselfartban any other variables during the
given period of the study. And in case of Inflatia@is own lagged value along with FlI

explains the variance in the current inflation esuhan any other variables. Further, as
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per the results obtained from the Impulse Respdnsetion, it is concluded that as
compared to ER and FERs, Sensex and inflation meseted more promptly to a
standard deviation shock in Fll flows. On the badisnonthly data analysis done with
the help of GARCH and ARCH, it is concluded thatfldws have increased volatility in
the Indian stock market in the pre crisis as welpast crisis period. Moreover, as per the
analysis based on daily time series data, it i<looled that FIl flows have increased
volatility in the Indian stock market for the whofgeriod under study. As per the
forecasting undertaken with the application of ARINhodel, it is predicted that FllIs

will make good investment in the Indian economthia future time.
5.8 SUGGESTIONS

In the light of the findings of this study, thelléaving suggestions are offered
which may act as useful inputs for the policy maker attracting and sustaining
enhanced flows of FIlI along with a check on theatibty of the Indian stock market. It
may also further help them in framing a congemakstment policy with a potential to
create supportive investment environment for F3l@ame of the important suggestions are

listed below:

i) As observed, the main purpose of Flls is to eaenntiaximum return in the short
span of time and flee away. That is why they ateeddaGood Weather Friends’
and their money is called ‘Hot Money'. They may sawolatility in the Indian
stock market due to their unforeseen entry and @kiat was exactly what has
happened in the subprime crisis of 2008. So theegowent should be very
careful while framing policy on ‘Capital Account @eertibility’. In particular,
government should be very cautious dealing withs¢hpolicy matters which
directly deal with Fll. Thus, given the uncerta@ture of Flls, it is suggested that
along with encouraging FIlI flows, the governmenbwd also motivate the
domestic investors like Banks, Domestic Financradtitutions, Mutual Funds,
Insurance Companies and individuals to invest nmothe Indian capital market
and broaden its base.
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ii)

It is observed that Fll flows coming to India hayeen found to be more from few
selected countries like US, UK and Mauritius efccértain cases, it has been so
due to the application of ‘Double Taxation Avoidandreaty’ with those
countries. Thus, it is suggested that the coun&rsebshould be broadened and
more FlIs from across the world should be motivagenhvest in India. Moreover,
out of the large number of FlIs, only few Flls haveen found active in the
Indian capital market. So the government should alscourage more and more
Flls across various countries to get registerech WvBEBI and make good

investment in India.

As compared to other developed countries, Indiamneay still suffers from

many drawbacks and lacunas. Government should iakéesufficient steps to
make the Indian capital market more efficient, poten better corporate
governance practices, minimise insider trading fz@s, ensure more economic
growth, enhance liquidity and depth of the marked aeduce the trading costs.
The government should also ensure that there isdisadvantage due to
information asymmetry to any of the investors iries in the Indian capital

market.

It is further observed that a large portion of fidws coming to India happen to
be in the form of ‘P-Notes’. P Notes are the instemts issued by Flls to those
Foreign Funds/Corporate bodies which cannot inuedndia directly. But the
main disadvantage of P-Notes is that the identitythe investors investing
through P- Notes is not disclosed and large unatedumoney gets entered into
the Indian capital market. Government should mdf@ts to make it mandatory
to disclose the identity of the foreign entity istiag through P- Notes so that no
illegal money enters into the India capital markitis would help in reducing

volatility of the Indian stock market.

There would be less volatility in the Indian capmnaarket if FIl happens to be
balanced between the equity and the debt instrienétgnce, the government
should provide greater flexibility Flls and furthiercrease the higher limits for

investment in debts by Flis. It would go a long wareating and consolidating
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a balanced investment environment in the econond/ taere would be less

volatility in the Indian capital market.

Vi) The regulatory authority (SEBI) in India shouldaleok at the ‘Restrictive Trade
Practice’ of price rigging by Flls. Once a concratel in built mechanism is in
place, it would help in maintaining a more competitand objective investment

environment in the country.
59 SCOPE FOR FUTURE RESEARCH

As per the findings of various empirical studigdhas been found that, in India,
there has been a comparatively less work undertakerlls from various perspectives.
Majority of the empirical studies have touched @aeable or the other; and not much
comprehensive and parallel work has been undertakerarious dimensions relating to
FIl. Though the present study has attempted toydlidfrom various perspectives along
with many variables taken together, there are stdiny dimensions on which future
research can be undertaken. Some of the main diomsnéor future research are as

follows:

i) The present study has included only four variabksely Sensex, FERs, ER and
Inflation for its analysis. There are many otheriatales like Economic Growth,
Industrial Growth, Money Supply and Index of otlt@reign Countries etc. on

which future research can be undertaken.

i) There are many other institutions in India like Bsnlnsurance Companies,
Domestic Financial and Investment Institutions, dtFunds with which a

comparative study of Flls can also be made.

i) The future study can also be made on the ‘Flisestmnent Strategies’ and their

preference for specific sectors and companiesdialn

iv) Substantially, the present study has included tta éfom India. Thus, further
comparative study can also be made on Flis flowkdia viz. other countries

like China, Korea, Thailand, Taiwan etc.
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