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A STUDY ON FACTORS DETERMINING FOREIGN INSTITUTIONAL INVESTMENTS IN INDIA

DR. A. SUDHAKAR
DEAN
FACULTY OF COMMERCE
DR. B. R. AMBEDKAR OPEN UNIVERSITY
HYDERABAD

A. UMA
RESEARCH SCHOLAR
RAYALASEEMA UNIVERSITY
KURNOOL

ABSTRACT
Developing country like India will be able to develop with adequate flow of foreign capital. Foreign Institutional Investors help to supplement the domestic savings
and meet the capital requirements. Fil flows are fluctuating in nature and India is among the best performers in the stock market. India becoming an attractive
destination for foreign investors can be attributed to many factors. This paper is an effort to identify the factors determining the growth of Flls in India by taking
monthly data for a period of fifteen years. Granger causality test was applied to find the cause and effect of Fll investments with the macroeconomic variables and
it was found that CPI and money supply causes an effect in FIl and Flls are influencing a change in the exchange rate and IIP.

KEYWORDS
Flls, 1IP, inflation, MIBOR, money supply.

INTRODUCTION
n India, the major change in the capital flows, particularly in portfolio flows, took place due to the reforms in trade and industrial policy. Flls are entities that
Zjare incorporated outside India but invest in India. Flls are allowed to invest mostly in secondary markets and dated Government Securities. Allowing Flls
reduced the dependence on external commercial borrowing. Private foreign capital accounted for 70.29% of the total net capital account in 2001-02 against
21% in 1985-86. There has been a consistent upsurge in Flls since 2002-03. The inflow of Fll investments has helped the stock market to rise enormously. The
policies of liberalisation and reforms have led to a favourable macro-economic environment. As per the reports, net Fll investments contributed to nearly 28% of
the country’s foreign exchange reserves.
The evolution of various policy reforms on Flls undertaken by the Indian Government made the presence of FllIs felt in the stock market of India. Flls are generally
interested in investing in capital market and this provides liquidity to capital markets and raises expectations of higher trading volume. Increase in the flow of
capital would increase the stock prices. the cost of capital for a company would decrease with the higher flow of investments in the primary markets by Flls. This
would also help a corporation to have higher price earnings ratio.Fll inflows are an alternative for the domestic savings and provides for the growth and perfor-
mance of the economy.

LITERATURE REVIEW

Reetika Garg and Pami Dua (2014), studied the macroeconomic determinants of portfolio flows to India and found that the FIl investments are attracted by the
lower exchange rate volatility and a better opportunity for risk diversification. Apart from this FlIs are also influenced by the performance of domestic companies,
higher interest rate and the growth of the host country. The study was conducted on BSE and the ADR/GDR flows were also considered. Results suggest that India
may be able to attract FPI flows by maintaining strong domestic growth, lower exchange rate volatility and making domestic financial market performance, less
vulnerable to global shocks and this can be achieved by increasing the investor base in financial markets. Sonia Chawla and Priyanka Sharma (2014) presented a
review of studies on Flls. Though various studies have shown that FDI investment is high in service sector, movement of FDI and FPI in India is affected by many
macroeconomic variables like Balance of trade, money supply which may be M1 or Mz or Ms, inflation represented in India by CPI or WPI, economic indicators like
GDP or IIP, foreign exchange rate, etc., this study has conducted a review of studies so as to establish a relation between macroeconomic variables and the flow
of FlIs in India Sunil Kumar (2014) analysed the trends of Foreign Institutional Investments during and beyond economic crises and found that there is a variance
of Flls which is influenced by foreign exchange reserves and market capitalisation. The impact of market capitalisation on FIl was found significant in the long run.
Vanita Tripathi and Shilpa Maggo (2014), investigated the determinants of foreign institutional investment in the Indian debt market using multivariate regression
analysis and factor analysis to identify the major determinants of Flls in the debt market. It was found that IIP and exchange rates were the major determinants
of Fll flows to debt market in India. Krishnan Dandapani and Edward R.Lawrence (2013) studied the effect of FIl on the stock market in India and found that FIl has
a direct significant effect on the returns of the Indian stock. They also studied the factors influencing the Fll investment in India. Vinod K.Bhatnagar, (2011) analysed
the trends of monthly inflows of Flls investment in India during 2004-2010, and found that, Flls investment behaviour is determined by the stock market returns
and risk in economic factors of India. Higher Sensex indices and high PE ratios are the country level factors attracting Flls in India and there is a growth trend in
Flls investment in India Mishra.P.K (2010) attempted to investigate the dynamics of relationship between FlIs investment flows and the economic growth in India
over the period 1993-2009. It was found that the growth of real GDP may promote Flls investment in India. The statistical results and interpretation can be
delimited by the fact that FlIs flow can also influence the economic growth of the country. Ashish Garg and Bodla.B.S (2009) examined the determinants of Flls in
Indian stock market and found that the Indian equity market return is the prime mover of the net Fil inflows into India. Nidhi Dhamija (2008) made and exploratory
analysis of the investment of FlIs patterns across firms to examine the role of various factors relating to individual firm level characteristics and macro level
conditions influencing FIl investments. It was found that the regulatory environment of the host country plays a major role impacting the Flls. Tripati Rao and
Rudra Sen Sarma (2007) studied the dynamic relationship between monetary policy, stock market and Fll inflows and found that a good monetary policy stabilising
the foreign exchange market to attract capital flows, together with stock market returns determine Fll inflows. Indrani Chakraborty (2006), examined the capital
inflows during post liberalisation period in India by analysing the quarterly data from 1993 to 2003. The econometric results indicated that an error correction
mechanism was operating between net inflows of capital and the real exchange rate in India. A co integration relationship existed between net inflows of capital,
real exchange rate and interest rate differential and the intervention of RBI in the forex market helped to prevent the volatility of the real exchange rate in spite
of the volatility in the capital inflows. Pushpa Trivedi & Abilash Nair (2006) studied the determinants of Flls investments inflows to India, their results indicate that
the returns and volatility in the Indian Markets emerge as the principal determinants of Flls inflow. Ram Mohan T.T (2005) had taken stock of FlIs in terms of
volatility and found that the real problem caused by the variation in Flls inflows was not due to stock market volatility but the difficulty posed in management of
money supply and exchange rate. Kulwant Rai and N.R.Bhanu Murthy (2004) studied the role of risk, return, and inflation as determinants of FlIs. They found that
stabilising the stock market volatility and minimising the expected risk in future would help attract more Flls which will have a positive impact on the real economy.
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NEED FOR THE STUDY

Studying the impact of major factors influencing Fil flows will be more effective in helping the decision-makers, policy makers and investors. It will help to under-
stand the market forces and to analyse a wider spectrum which is beyond the mere demand and supply levels. This will also help to understand the macro economic
factors that directly or indirectly affect the appreciation / depreciation of the market and in turn could impact the investment decisions. Macro factors like inflation,
monthly returns in the stock market, volatility in the stock market. Few factors affect the volatility called as the casual factors. They are macro-economic impacts,
global markets, role of institutional investors and industry performance.

OBJECTIVES OF THE STUDY
»  Tostudy the growth of foreign institutional investments in India.
»  Toidentify the factors influencing the Fll investments in India.

METHODOLOGY

The required data for the study has been collected from secondary sources from the official websites of BSE, SEBI and RBI. Since the data is time series, tests for
checking the stationarity was conducted. To find out the lag lengths at which the data could be analysed, Auto Regressive Distributed Lags method was followed
and the cause and effect of the determinants of FIl was found out using Granger causality test.

PERIOD OF THE STUDY

The study was conducted for a period of 15 years from 2001-2016 and monthly data was used for the study. To find the impact of global financial crisis, the period
is split up into two as April 2001 to August 2008 and November 2008 to March 2016. The month of September and October 2008 were taken as the crisis period
and not considered for the study and this was decided after fitting a trend to identify the crisis period.

GROWTH OF Flls
CHART 1: NUMBER OF REGISTERED Flls
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The above chart clearly depicts the increase in the number of Flls registered with SEBI for the purpose of trading in India. The number registered touched a peak
of 1765 in the year 2012-13 but has slowly declined to 1444 in the year 2015-16.
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CHART: 2 Flls INFLOWS INTO INDIA IN EQUITY

Fll Investments in Equity 2001-2016
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The above chart shows the growth in Fll investments from the year 2001-02 to the year 2015-16.

»  From Rs. 8072 crores in 2001-02, there was a gradual increase up to 2007-08 and the investments have touched Rs. 53404 crores.

»  Due to the global financial crisis in the year 2008-09, there was a sudden fall in the net Fll investments where the outflows were more than the inflows [Rs.
47706].

»  The year 2009-10 has seen a sharp rise in the inflows and it has touched Rs. 110121 and it can be identified with the confidence in the Indian Stock market
by the Flis.

»  Fllinvestments touched its peak of Rs. 140033 crores in the year 2012-13.

» By theyear 2015-16, there is a decline in the flows and is at Rs. 21143 crores.

DETERMINANTS OF FOREIGN INSTITUTIONAL INVESTMENT FLOWS

There is no consensus about the factors which is determined as influencing the flow of FlIs. This is because, the factors favouring or being unfavourable for
attracting FlIs differ from country to country including the micro and macro-economic factors prevailing in that country. Broadly, the following are considered as
the major factors influencing Fll investments after reviewing previous studies in this aspect.

1.  INFLATION

Inflation has an inverse relation with the foreign investment inflow, as the investor will always keep into consideration, the purchasing power of the funds invested
and the inflation increase. When there is an increase in inflation rate, it leads to the decline in the purchasing power of the investor. Therefore, the investor would
prefer to withdraw his funds invested. Similarly, if the inflation in foreign country increases, the purchasing power of funds invested in foreign country would
decline. This would make the investor to withdraw and invest in the county where inflation is lesser.

2. INDEX OF INDUSTRIAL PRODUCTION (IIP)

IIP is also as important reflex on the growth of an economy. IIP reflects the growth of different sectors of an economy like manufacturing, mining, quarrying,
power, etc. IIP in India indicates the short- term changes in the production volume of certain industrial products which are blanketed together for a particular
period in relation with the base period taken for calculation. Since Flls are motivated by the growth of the companies / sectors in which they are investing, IIP as
a factor determining Fll flows into India is justified.

3. INTEREST RATES IN INDIA AND OTHER COUNTRIES [MIBOR]

When the interest rates in India are high, it increases the cost of capital for a company and in turn will affect the profitability of the company. Decreasing corporate
profitability, in turn, will reduce the market value of a company’s equity share. This will be less attractive for domestic as well as foreign investors. In such a
situation, FlIs will shift their focus from equity markets to debt markets because they will get higher returns in the debt market. Therefore, rising interest rates in
an economy will affect FIl investment flows in equity and equity related instruments.

4. FOREIGN EXCHANGE RATE

Foreign Exchange Rate prevailing between the currency of host country and the currency the investor’s domestic currency fluctuates based on the demand and
supply of currencies against each other. The exchange rate affects the effective or expected rate of return on investments. When the value of home currency is
stronger, the Fll investments will definitely increase. This is because; the percentage of returns of Flls will increase with the strong value of currency and its
appreciation. In other words, if the currency value of the host country is weaker or depreciates then this will give a better appreciation in the value of Fll invest-
ments.

5. MONEY SUPPLY

In an economy, the amount of money in circulation at a given point of time is called as money supply. It includes cash, coins, balance in savings account, short
term investments etc., held by individuals and business houses. The increase in money supply will help to reduce the interest rates and when the money supply
reduces, there will be a decline in the growth of an economy. Msis a broader concept which includes the savings and time deposits held by banks.

6. IMPACT COST

Impact cost is otherwise called as the transaction cost which would be incurred by a buyer or seller of the stock at the time of executing the contract and it is a
good measure for checking the liquidity of a market.

7. GOVERNMENT POLICIES

Investment flows of Flls also largely depend upon the Government Policies of a country in which the investment is to be done. For Instance, when the Indian
Government announced capital gains tax and minimum alternate tax for FIl’s that sent a very negative signal and FII’s started pulling out their investments leading
to volatility in the stock market. Since the Government policies cannot be measured numerically, it is not considered in this study.
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TABLE 1: STATIONARITY TEST- AUGMENTED DICKEY FULLER TEST RESULTS FOR SELECTED VARIABLES

Variable Form t-statistic Probability
FIl RATIO Original Form -9.215674 0.0000
. Original Form -2.896766 0.0477
MIBOR [Mumbai Inter Bank Offered rate] First Differenced 5174174 0.0001
FOREX Original Form -0.146044 0.9414
First Differenced -10.95268 0.0000
CONSUMER PRICE INDEX[CPI] Original Form -1.683589 | 0.4379
First Differenced -13.21869 | 0.0000
INDEX OF INDUSTRIAL PRODUCTION [IIP] | Original Form -2.341777 | 0.1601
First Differenced -18.56862 0.0000
MONEY SUPPLY [ Ms] Original Form -0.937551 0.9483
First Differenced -1.961706 | 0.6414
Second Differenced | -12.07298 0.0000
IMPACT COST Original Form -5.535268 0.0000

The above table presents the results of Unit Root Test conducted on the Fll ratio and other variables like MIBOR, FOREX, CPI, IIP, Money Supply[Ms] and Impact
Cost (cost of transaction). Unit Root Test has been conducted by using Augmented Dickey Fuller (ADF) Test. The null hypothesis of the test is that the variable is
not stationary. If the variables are not stationary at their original form or level form, then the test has to be conducted in the first differenced level or the second
differenced level till the variable becomes stationary.

Results

Fll ratio is stationary at the original form[P<0.01]

MIBOR is stationary at the first differenced form.

FOREX is stationary at the first differenced form.

CPl is stationary at the first differenced form.

IIP is stationary at the first differenced form.

Money Supply[Ms] is stationary at the second differenced form
Impact cost is stationary at level form.

VVVYVYVYY

As the variables considered for the study are becoming stationary at different orders, Auto Regressive Distributed Lag Model [ARDL] has to be applied. This model
is used to examine if there exists any relationship between the variables in the long run.

\4

VVYVYVYY

TABLE 2: RESULTS OF ARDL MODEL

Variable Coefficient | Std. Error | t-Statistic | Prob.*
FIl RATIO(-1) 0.166511 0.071326 | 2.334498 | 0.0208
FIl RATIO(-2) 0.046201 0.071843 | 0.643082 | 0.5211
FIl RATIO(-3) 0.10563 0.07386 1.430137 | 0.1546
FIl RATIO(-4) 0.133086 0.067794 | 1.963103 | 0.0514
MIBOR 0.000271 0.008681 | 0.031193 | 0.9752
FOREX -4.08718 0.66233 -6.17091 | 0
FOREX(-1) 3.991583 0.649841 | 6.142395 | O

CPI UNIFORM BASE 0.083632 0.044424 | 1.882609 | 0.0616
IIP UNIFORM BASE 0.333544 0.157824 | 2.113389 | 0.0361
IIP UNIFORM BASE(-1) | -0.36616 0.160444 | -2.2822 0.0238
LNM3 -0.0625 0.069726 | -0.89629 | 0.3714
IMPACT COST -0.14351 0.18847 -0.76142 0.4475
IMPACT COST(-1) -0.21907 0.185652 | -1.18001 | 0.2397
IMPACT COST(-2) -0.35209 0.184025 | -1.9133 0.0575
IMPACT COST(-3) 0.346688 0.186383 | 1.860083 | 0.0647
CRISS DUMMY 0.109333 0.063467 | 1.722675 | 0.0869

C 1.453795 0.722144 | 2.013164 | 0.0458
R-squared 0.437510
Adjusted R-squared 0.381261
S.E. of regression 0.158966
Log likelihood 83.29834
F-statistic 7.778093
Prob(F-statistic) 0.000000

Examining the causal relationship between Fll ratio and various other variables by applying Granger Causality Test

TABLE 3: ESTIMATION OF DIRECTION IN DIFFERENT LAG LENGTHS BETWEEN FIl RATIO AND EXCHANGE RATE

Null Hypothesis LagLength | N F-statistic | Prob.

FOREX does not Granger Cause FIl RATIO 1 180 0.02542 0.8735
FII RATIO does not Granger Cause FOREX 8.13272 0.0049
FOREX does not Granger Cause Fll RATIO ) 179 0.63132 0.5331
FIl RATIO does not Granger Cause FOREX 2.75196 0.0666
FOREX does not Granger Cause Fll RATIO 178 0.19539 0.8994
FIl RATIO does not Granger Cause FOREX | 3 1.93930 0.1251

The results of ARDL model reveal that one month lagged Fll ratio has significant positive on the current month values of the same variables. Whereas, the
second, third and the fourth months lagged Fll ratio though has a positive influence, it is not significant statistically.
MIBOR does not have significant impact on the Fll ratio.
Current month FOREX has significant negative impact while the one month lagged FOREX has significant positive impact.
CPI has a moderate impact on the Fll inflows, but its impact is significant at 10 % level of significance.
Current month IIP has significant positive impact while one month lagged IIP has significant negative impact.
Money supply does not have any significant impact on Fil flows.

Impact cost also does not have any significant impact on the flow of Flls.
‘R’ squared value denotes that the change in Fll flows can be attributed to the above determinants and it can be predicted at 43.75%.
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Result

Lag-1 [5% Level Of Significance]

At 5% level of significance, there is uni-directional causality between the Fll ratio and foreign exchange rate, where the Fll ratio is the cause for the exchange rate
depreciation or appreciation but the exchange rate does not cause the increase or decrease in the flows of FIl.

Lag-2 and Lag-3 [5% Level Of Significance]

At 5%, Level Of Significance in the second and the third lag i.e. in the second and the third month, there is no causation between the Fll ratio and the exchange
rate. Both the variables do not cause any effect on each other mutually.

TABLE 4: ESTIMATION OF DIRECTION IN DIFFERENT LAG LENGTHS BETWEEN FIl RATIO AND CONSUMER PRICE INDEX

Null Hypothesis Lag Length | N F-statistic | Prob.

CPI uniform base does not Granger Cause Fll RATIO 1 180 10.2255 0.0016
FIl RATIO does not Granger Cause CPI uniform base 0.34800 0.5560
CPI uniform base does not Granger Cause Fll RATIO ) 179 4.60629 0.0112
FIl RATIO does not Granger Cause CPI uniform base 0.41456 0.6613
CPI uniform base does not Granger Cause FIl RATIO 178 2.11544 0.1001
FIl RATIO does not Granger Cause CPI uniform base | 3 1.74574 0.1595

Result

Lag-1 [5% Level Of Significance]

There is uni-directional causation between CPI and Fll ratio. The Consumer Price Index is causing the increase or decrease in the flow of FllIs into India, whereas,
the Fll ratio do not cause any impact on the CPI in India at 5%.

Lag-2 [5% Level Of Significance]

In the second lag too, there is uni-directional causation between CPI and the Fll ratio where, CPI is causing the change in the Fll investments in India whereas, Fll
investments do not cause any change in the Consumer Price Index in India.

Lag-3 [5% Level Of Significance]

At 5%, in the third month, it is found that there is no causation between Fll ratio and CPI. That is, both the variables are not causing any change in the other variable
mutually.

It can be concluded that the uni- directional causation exists only in the first two months at 5% Level of Significance LOS, where, CPI attracts the FIl investments.

TABLE 5: ESTIMATION OF DIRECTION IN DIFFERENT LAG LENGTHS BETWEEN FIl RATIO AND INDEX OF INDUSTRIAL PRODUCTION:

Null Hypothesis Lag Length | N F-statistic | Prob.

IIP uniform base does not Granger Cause FIl RATIO 1 180 0.77998 0.3783
FIl RATIO does not Granger Cause IIP uniform base 0.00309 0.9558
IIP uniform base does not Granger Cause FIl RATIO ) 179 1.48759 0.2288
FIl RATIO does not Granger Cause IIP uniform base 2.87865 0.0589
IIP uniform base does not Granger Cause FIl RATIO 178 0.56582 0.6383
FIl RATIO does not Granger Cause IIP uniform base | 3 4.10727 0.0076

Result

Lag-1 [5% Level Of Significance]

There is no causation between Fll ratio and Index of Industrial Production in the first lag as the ‘p’ value is more than 0.05 at 5%.

Lag-2 [5% Level Of Significance]

At 5%, there is no causation between Fll ratio and IIP in the second month.

Lag-3 [5% Level Of Significance]

FIl investments are Granger causing the IIP in the third month, but there is no effect caused by IIP on the FlI flows at 5%.

It is found that Fll investments cause the change in the Index of Industrial Production in the second and the third months of their investments in India.

TABLE 6: ESTIMATION OF DIRECTION IN DIFFERENT LAG LENGTHS BETWEEN FIl RATIO AND MONEY SUPPLY [M;]

Null Hypothesis Lag Length | N F-statistic | Prob.

M3 does not Granger Cause Fll RATIO 1 180 5.03930 0.0260
FIl RATIO does not Granger Cause M3 0.03991 0.8419
M3 does not Granger Cause Fll RATIO ) 179 2.92745 0.0562
FIl RATIO does not Granger Cause M3 0.22159 0.8015
M3 does not Granger Cause Fll RATIO 178 1.57470 0.1973
FIl RATIO does not Granger Cause M3 | 3 0.38277 0.7656

Result

Lag-1 [5% Level Of Significance]

In the first lag, Money supply is causing an effect on the Fll investments as there is uni directional causality between the two variables. On the other hand, Fll
investments are not causing any impact on the money supply in India in the first month at 5%.

Lag-2 [5% Level Of Significance]

Both the variables are not causing any effect on each other in the second month at 5%.

Lag-3 [5% Level Of Significance]

In the third lag, there is absolutely no causation between the two variables. Neither Fll investments nor the money supply are influenced by each other at 5.

Itis found that a good money supply position is causing an impact on the flow of Flls in the first lag at 5% Level of Significance.

TABLE 7: ESTIMATION OF DIRECTION IN DIFFERENT LAG LENGTHS BETWEEN FIl RATIO AND IMPACT COST

Null Hypothesis LagLength | N F-statistic | Prob.

IMPACT COST does not Granger Cause FIl RATIO 1 180 0.71358 0.3994
FIl RATIO does not Granger Cause IMPACT COST 3.24232 0.0735
IMPACT COST does not Granger Cause FIl RATIO 2 179 0.75238 0.4728
FIl RATIO does not Granger Cause IMPACT COST 2.14253 0.1204
IMPACT COST does not Granger Cause FIl RATIO 178 2.21624 0.0880
FII RATIO does not Granger Cause IMPACT COST | 3 2.22314 0.0873

Result
Lag-1, 2 and 3 [5% Level of Significance]
In all the three lags, at 5%, there is no causation between the Fll ratio and the impact cost in both the directions.
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It is found that the impact cost is not having any effect on the flow of foreign investments and vice versa in the first month. This scenario changes slowly and by
the third month, both the variables are affected by each other.

CONCLUSION

The Fll inflows into a country depend upon various factors and there are certain factors which are very much influential. In this study, it was found that there was
unidirectional causation from FIl investments towards the exchange rate and IIP in India. Also it was found that there was a unidirectional causation from money
supply and CPI towards the Fll inflows and there was no causation between impact cost and MIBOR towards the FIl investments.

LIMITATION OF THE STUDY

The factors influencing the Fll investments are very wide, but only the macro economic variables are considered for the study.

SCOPE FOR FURTHER STUDY

A study can be conducted considering micro economic variables also like the price earnings ratio, returns and volatility of the companies constituting the index.
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