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FIIs INVESTMENT BEHAVIOUR AND INDIAN STOCK
MARKET: A CAUSALITY TEST
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The article examines the impact of Foreign Institutional Investors' (FII) equity investment behaviour
in the Indian stock market. It attempts to find out the two-way (bidirectional) causality between
foreign institutional investors (FIIs) behaviour and performance of Indian stock market for the
period of January, 1997 to June, 2007. This article seeks to examine the idea that financial
liberalization induces increased efficiency in the financial market as permission of FIIs equity
investment is an important example of financial liberalization. Return in the stock market is used as
proxy for the efficiency of the stock market in India. Granger Causality Test has been applied to test
the bidirectional causality. Apart from net investment of FIIs, the 'Purchase' and 'Sales' behaviour of
FIIs are analyzed separately. The result indicates that stock market performance is a major
determinant of both the FIIs purchase and sales behaviour. But we did not find any strong evidence
that the variations in the stock market indices are determined by FIIs investment behavior.

INTRODUCTION
Indian economy is one of those developing economies that are liberalizing and

integrating fast with the world economy. The integration of the Indian financial market
started after the economic reforms of 1991 and the FII investment started from 1992. The
logic being that FII investment would support the efficiency and transparency of stock
market.

The expansion of equity markets in many Less Developed Countries (LDCs)
including India has been truly impressive. Due to the fast pace of liberalization, the
emerging stock markets have to face the financial crisis (such as Mexico in 1994, South-
East Asia in 1997) created by foreign capital inflows and outflows (Prusty, 2004).

Following the liberalization and integration in 1991, the Indian government
announced its new economic policy. Among the significant measures of financial
liberalization and integration with the international markets, most important one, the
portfolio investment by the Foreign Institutional Investors (FIIs)一 has been allowed since
September 1992. While the restrictions on the foreign companies’
participation/investment were the main bottlenecks in the stock market, it has since been
the turning point for the Indian stock market (NSE, 2003).

Since 1992 the norms for FII investment are being liberalized periodically. The
formal position came into existence when there was a separate role and regulation for
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* FII means an entity established or incorporated outside India which proposes to make investment in India. Following
entities / funds are eligible to get registered as FII: Pension Funds, Mutual Funds, Insurance Companies, Investment
Trusts, Banks, University Funds, Endowments, Foundations, Charitable Trusts / Charitable Societies. Further,
following entities proposing to invest on behalf of broad based funds, are also eligible to be registered as FIIs: Asset
Management Companies, Institutional Portfolio Managers, and Trustees.



FIIs in 1995 called as Securities Exchange Board of India (SEBI) FIIs Regulation Act
(1995). In the beginning, FIIs were allowed to invest only in the equities. However, since
2003, they have been allowed to invest in all the securities including the government
securities. SEBI amended the SEBI FIIs regulation (1995)二 permitting them to invest in
unlisted companies through the 100% debt route and to tender the securities directly in
response to an offer made in terms of the SEBI (Substantial Acquisition of Shares and
Takeovers) Regulations, 1997 (NSE, 2003).

In what way does the described position of FIIs' investment behaviour make the
stock market more efficient? Stock market enables investors to adjust their holdings of
securities in response to changes in their assessment about risk and return. It also enables
them to sell securities for cash to meet the liquidity needs. It essentially comprises of the
stock exchanges, which provide platform for trading of securities and a host of
intermediaries who assist in trading of securities and clearing and settlement of trades.

According to Zora and Kumara (2006) most of the foreign capital that India has
attracted in recent years has been in the form of foreign institutional investment, rather
than Foreign Direct Investment (FDI). In 2005, FII to FDI ratio was 60 to 40 percent.
While the FII inflow has enabled Indian companies to raise additional capital through
new share offerings or by raising loans based on the increase in their valuation, FII
investments are by definition highly liquid, as financial institutions are in the business of
profiting from short-term variations in share and currency values.

While a number of reasons could be cited for the stock market boom, one cannot
overlook the FIIs activities. It is a fact that the investment by FIIs plays a key role in the
Indian stock market. Bhupendra Shah (2004), an active day-trader in equities, observed
that he has almost never lost money because, as he put it, "the goras are driving up the
market". The "goras", Shah is referring to, are, of course, the FIIs (Lohade, 2004). The
head of research at JP Morgan India also noted that FIIs mostly fueled the current rally,
while domestic funds have faced redemption pressures. Traders indicate that when
buying is concentrated on well-researched blue chips, it is a strong indicator of FIIs’
buying pattern (Lohade, 2004).

TRENDS IN FIIS INVESTMENT
Although the FIIs are increasingly investing in the Indian stock market since 1995,

but since the last five years FIIs investment has recorded a historical growth in Indian
stock markets. There seemed continuous growth trend in Foreign Institutional Investors’
(FIIs) equity purchases and sales, except for the year of 2001 and 2002. The reason may
be the stock market scam of 2001. FII purchases as well as sales were below Rs. 50000
crores till 1999 but crossed this limit in 1999-2000. For the period of 2003-04, it crossed
Rs 1,00,000 crores and continuing the trend, it crossed the limit of Rs 3,50,000 for the
period of 2005-06 (Figure 1).

二 The SEBI Board amended the SEBI (Foreign Institutional Investors) Regulations 1995. The amended
regulations are called the SEBI ((Foreign Institutional Investors) (Second Amendment) Regulations, 2003.



FIGURE 1
Annual Investment Trends in Equities by FIIs
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Note:

Figure 1 shows that on average, both the FIIs purchases (capital inflows) and sales
(capital outflows) have increased during the years, but purchases are comparatively
higher as is clear from the strength of positive net investment. There is a transition in FIIs
investment from 2003. FIIs were responsible for equity purchases of Rs. 5,994.80 crore
in January 2000 that increased to Rs. 8,472.50 and Rs. 25,589.30 crore respectively in
July 2003 and July 2005 respectively. Keeping the trend, FIIs net purchasing reached Rs.
80,216.20 crore in July 2007 (Table 1 and 2).

TABLE 1
Purchase, Sales and Net Investment (Quarterly) by FIIs in Indian Stock Market

Date
Purchase

(Rs. Crore )
Sale

(Rs. Crore )
Net Investment

(Rs. Crore)

March 2003 3361.50 2950.10 411.70

July 2003 7687.50 5410.80 2276.70

September 2003 9623.30 6460.80 3162.50

December 2003 14026.70 7865.80 6161.10

January 2004 16106.90 12888.90 3218.10

March 2004 17238.20 11633.90 5604.40
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TABLE 2
Purchase, Sales and Net Investment (Monthly) by FIIs in Indian Stock Market

Source: http://www.moneycontrol.com/india/stockmarket/foreigninstitutionalinvestors/16/50/activity/FII

The amusing fact is that not only the purchasing but also FIIs sales of equity is
increasing during the same time period. FIIs equity sales were Rs. 5,843.60 crore in
January 2000 that increased to Rs. 6,044.30 and Rs. 17,377.10 crore in July 2003 and
July 2005 respectively, and to Rs. 62,083.40 in July 2007 (Table 1 and 2). These factors
enhance the research orientations.

The investment trend predicted by the above tables and figures shows that Flls are
interested more and more in the Indian stock markets. Since 2003 the FIIs have been
showing greater preference for the Indian stock market. Over a time, they have caused a
significant increase in the market turnover and capitalization. But the interesting point is
that the FIIs sales are also increasing over time. While they are purchasing more, at the
same time their selling is also higher.

July 2004 11096.20 10182.80 913.60

November 2004 18340.10 11599.50 6740.80

December 2004 14361.30 9316.70 5044.70

Date
Purchase

(Rs. Crore )
Sale

(Rs. Crore )
Net Investment

(Rs. Crore)
January 2005 17502 17819 -317
February 2005 24380 15151 9209
March 2005 28444 20517 7927
April 2005 16280 17880 -1475
May 2005 15619 17005 -1386
June 2005 27,693.10 21,931.00 5,762.10
July 2005 25,589.30 17,377.10 8,212.20
August 2005 26,455.10 22,042.50 4,412.60
September 2005 24,160.70 20,056.10 4,122.60
October 2005 25,817.50 29,623.10 -3,805.60
November 2005 23,739.10 19,290.50 4,448.60
December 2005 31,563.40 22,098.20 9,465.20
January 2006 34,762.80 31,542.10 3,220.70
February 2006 35,603.10 28,031.20 7,571.90
March 2006 53,578.70 47,046.40 6,532.30
April 2006 40,415.60 39,826.40 589.2
May 2006 49,338.20 57,585.50 -8,247.20
June 2006 39,845.60 38,427.40 1,418.20
September 2006 33,014.20 26,782.50 6,231.70
January 2007 47,506.77 47,412.32 94.45
May 2007 51,574.90 47,000.40 4,574.50
June 2007 54,748.50 46,808.90 7,939.60



REASONS FOR THE INTEREST OF FIIS IN THE INDIAN STOCK MARKET
Risk and return are the two main factors affecting investors' behaviour. Risk tends

them to sell the securities while expectation of return tends them to purchase the
securities. Foreign investor in the stock market has to evaluate the risks such as stock
market risk, exchange rate risk, inflation risk and some others also. FIIs are sensitive to
the market risk; similarly, they have to be careful about exchange risk also. Changes in
foreign currency exchange rates will affect all international investments.

There has been a rapid growth in the number of new FIIs in Indian stock market
that have caused FIIs investment boom. Between January 2004 (when the Sensex crossed
6000) and September 2004 (when it renewed its climb back past 6000), the number of
FIIs registered in India went up from 527 to 608. The second reason is that after the Iraq
war many new FIIs started considering India as one of the safest investment destinations.

An important reason for FII money being routed into Indian markets is the
weakening of the dollar in the currency market. As Andrew Holland, the Executive Vice-
President, DSP Merrill Lynch, stated, “More FII money is being routed into emerging
markets because of the weakening of the dollar in the currency market. Within the
emerging markets' basket, India is one of the more attractive options because of the
robust growth of the economy over the last several quarters” (Chandrasekhar and Ghosh,
2005).

The Indian economy has in the last few years maintained growth rates of above
seven per cent on average, and has been remarkably successful in attracting outsourcing
contracts from developed markets. Other periodic factors such as good monsoons and
perceptions of improved relations with neighboring countries may have had their impact
as well.

Equally important is the perception abroad of FII friendly policy of the present
government. The government regulatory policies have affected the foreign investment.
SEBI as well as Reserve Bank of India (RBI) have liberalized the norms for the foreign
portfolio investment. The willingness of the government to encourage the FII investment
can be seen by the statement of the then finance minister, “My information is that there is
lot of foreign capital waiting to come through FIIs. We will continue to attract FII capital.
We also need to attract more foreign direct investment (FDI) and we will attract more
FDI in the current year than that of last year” (Chidambaram, 2006).

Given this presence of FIIs, their role in determining share price movements must
be considerable. Indian stock markets are known to be narrow and shallow in the sense
that there are a few companies whose shares are actively traded. Thus, though there are
more than 4,700 companies listed on the stock exchange, the Bombay Stock Exchange
(BSE) Sensex incorporates just 30 companies, trading in whose shares is seen as
indicative of market activity. This shallowness would also mean that the effects of FIIs
activities would be exaggerated by the influence of their behaviors (Sunder, 2003).

The FIIs are investing in many emerging stock markets and India is one of them.
Therefore, the stock market returns in the emerging market may affect the FIIs
investment in India as well. The FIIs are coming from all over the globe but most of the
FII funds are coming from the USA. The stock market return in the developed market
may also be a factor affecting the FIIs investment decision, as well as the Indian stock



market return. The then Finance Minister, Chidambaram (2006) expressed it in these
words, "Global markets are down and this is partly reflected in the Indian markets also".

TREND IN STOCK INDICES
Sensex, a benchmark index of the Indian stock market is well known for its

volatile nature. But there has been an increasing trend in Sensex except some jolts in the
year of 2001-2002, that was due to the well-known stock market scam of 2001. It is clear
from Figure 2 that there happened a sudden, large and regular boom in Sensex, especially
from late 2003. The 30-share Sensitive Index of the Bombay Stock Exchange (BSE)
crossed 6,000, in the January 2004 and it became stronger further as it reached above
7500 in August 2005, 10000 in April 2006 and 14000 in June 2007 (Figure 2).

FIGURE 2
Trend of Sensex Closing Prices
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On comparing Figures 1 and 2, it becomes clear that the trend in share prices
(Sensex), in general, is correlated with the trend of FIIs investment for the same time
periods. Most of the studies related to stock market have concluded that the movements
in the Sensex during the last years have clearly been driven by the behavior of FIIs.

REVIEW OF LITERATURE
Since last two decades, various studies have been conducted for searching the

factors affecting the foreign portfolio investment in the emerging stock markets as well as
the impact of foreign investment on the performance of stock market. The available
literature on factors determining FIIs investment into the stock market, a number of
studies have found market returns to be an important determinant, although the studies
vary in terms of the time period, the number and the kind of variables included and the
statistical techniques used for the analysis.

Kumar (2001) examined the effect of FII investments on the Indian stock market
return. He used Granger Causality (GC) test to see the causal relation between FII net



investment and Sensex, applying monthly data from 1993 to 1997. He found that the
causal relationship between the FII investment and Sensex is significant. In other words,
the stock market performance has caused FIIs investment, but FIIs investment decision is
not causing the stock market performance. This means that the stock market return is not
increasing because of FII investment behaviour.

Batra (2001) tested the purchase and sales behaviour of FIIs separately in the
Indian stock market for the period of 1994-99 specifying the risk and return variables
(such as exchange rate, inflation, stock market return and volatility). Using co-integration
test and regression analysis, he concluded that variability of stock market return is an
important variable influencing the FIIs risk and return evaluation and consequently the
FIIs decision to invest in Indian stock market as well as emerging stock markets.

Mukherjee et al. (2002) analyzed daily flows of FIIs investment (net investment,
purchasing and sales) on Indian equity market for the period of 1999-2002. They used
BSE Sensex for the market return illustration. Applying tests such as causality and
multiple regressions, they found that FII purchase decision is not caused by Indian stock
market return significantly. But according to Granger Causality (GC) test they found that
BSE return is an important determinant of FII investment. Although daily FII flows are
highly auto correlated with stock indices, their results show that FIIs investment is not a
significant determinant of the stock market return.

Hergis (2002) examined the relationship between different forms of foreign
investment liberalization and risk in emerging markets and found that the results are not
similar for every emerging market. Whereas for Latin America foreign investment has
minimized the risk or volatility, in the Asian markets it does not cause increase in
volatility.

In his article Condoo (2003) examined the volatility of FII in India along with
other factors such as stock index and call money rate. According to him, daily flow of FII
is volatile with the stock market return and is positively related with the stock market
returns and call money rates.

Rai and Bhanumurthy (2004) examined the role of return, risk and inflation rate
as determinants of FII in India using monthly data. They conclude that FIIs inflow
depends on the stock market return, risk and inflation rate. In other words, these variables
are major determinants of foreign institutional investment in India. They used the
GARCH model to analyse the effect of good and bad news on the stock market return and
opine that information arrivals has a significant factor affecting the volatility of the stock
market. They opine that stabilizing stock market volatility and minimizing the ex-ante
risk would help more FII investment.

Sharma (2005) analysed the important determinants of FII's investment in Indian
stock market and used econometric analysis. Impact cost, non-promoters shareholding
and market return were treated as the independent variables. The study found that impact
cost is an important determinant but stock market return is not a significant determinant
of the FIIs investment decision.

Pal (2005) examined the FIIs behaviour tracing the figure of crash after national
elections of 2004 and found that due to political uncertainty, the FIIs were selling the
securities and caused the Sensex downside. According to him, FIIs are playing major role
in the stock market boom.



Biswas (2005) has shown that the FIIs influence the share prices movement as
well as technological advancement in Indian stock market but their role in the
development of Indian stock market is still questionable.

It is obvious that most of the above studies have predicted the results showing
significant causality between FIIs investment behaviour and stock market return in India.
The studies are concerned with particular time period and events. Most of them have used
monthly and daily data series for the observation of Indian stock market, and have used
BSE Sensex as a proxy for stock market return indicator. However, they have taken
shorter period for the analysis and a major problem with these studies is that they have
not used the NSE indices as proxy for market return.

This study uses different tools of analysis than the earlier ones. Monthly and
weekly data series have been used for a long period, 1997-2007. Monthly data series are
used due to unavailability of weekly data. Prior studies are based on monthly or daily
database and it seems more likely that FII responses are neither so swift as to take daily
changes into account or so delayed as to take cognizance of monthly movements.
Therefore, it was felt that by using weekly database, it would approximate close to the
lagged response.

OBJECTIVE
The objective of this research study is to examine the bidirectional causality

between FIIs investment behaviour and Indian stock market performance. In other words,
it examines whether FIIs investment behaviour is determining Indian stock market
efficiency or, the stock market efficiency is determining FIIs investment behaviour, or
both are complement of each other.

METHODOLOGY
To examine the causality between dependent and independent variables, the

model of Granger Causality (GC) Test (Gujarati, 2004) has been applied in the analysis.
The correlation between the FIIs investment behaviour and level of stock price indices
are found positive and high (not for all cases). But the correlation does not tell the cause
and effect relation between the variables. This is why the Granger Causality (GC) Test is
applied.

First and compulsory condition for GC Test is that the time series data should be
stationary. For the solution of this problem, an advance Unit Root Test method well
known as Adjusted Dickey–Fuller (ADF) Test has been used to test the stationarity of the
time series data. The second important condition is the length of lag selection. For the
selection of lag length, Akaike Information Criteria (AIC) has been adopted in the study.

Most of the time series data are typically trended, because they are increasing
over time (stock prices, GDP, unemployment in many countries, prices, money supply)
and this nature of series creates the problem of stationarity. When a series is trended then
it is considered to be non-stationary.

The Akaike Information Criterion (AIC) is a measure of the goodness of fit of an
estimated statistical model. It was developed by Hirotsugu Akaike in 1971 and proposed
in Akaike (1974). The AIC is an operational way of trading off the complexity of an
estimated model against how well the model fits the data. It is also a criterion for
deciding the lag length of an auto regressive model.



The FIIs investment behaviour is of three types, i.e. purchasing of the securities
by FIIs that may called a 'Purchase Behaviour', selling of the securities by the FIIs that
may be called 'Sales Behaviour' and net investment by the FIIs that is 'Purchases - Sales'.
Each types of behaviour have its own impact on the stock market. However the
determinant forces behind these are not the same, therefore, purchase, sales and net
investment behaviour have been analyzed separately.

Sensex and NIFTY has been used as the proxy of the stock market
return/efficiency in India because BSE and NSE are the most active exchanges where
98% securities are traded and most of the FIIs are investing in the securities of the
companies whose shares are included in Sensex and Nifty. A number of FIIs which
ventured into the Indian equity market have as their initial targets the Sensex constituent
companies. Therefore, Sensex is enough to reflect the trends of the stock market strength
as well as the effect of the FIIs investment behaviour.

The time period to test the hypothesis is from January 1997 to June 2007. The
monthly data series have been used from January 1997 to June 2001. After this period,
weekly data has been used seeking new results because prior studies done in this area are
based on monthly or daily database. It seems more likely that FII responses are neither so
swift as to take daily changes into account or so delayed as to take cognizance of monthly
movements. So it was felt that by using weekly database, it would approximate close to
the lagged response.

The data is collected from the following websites, www.finance.yahoo.com,
www.rbi.org.in, www.equitymaster.com, www.sebi.gov.in, www.bseindia.com and
www.nseindia.com. The whole analysis is divided into two parts on the basis of time
period. The first part of analysis is with the monthly data series and second part of
analysis is with the weekly time series.

Description of Variables Included in the Analysis
Following the above classification of the whole analysis the testable variables are:

FPM, FSM, FNM, BSEM, FPW, FSW, FNW, BSEW. ‘M’ stands for monthly and ‘W’
stands for weekly basis.
FPM (FIIs Purchase Behaviour Monthly). This indicates monthly purchasing of
equities in the Indian stock markets by FIIs in Rs. crore.
FSM (FIIs Sales Behaviour Monthly). This indicates monthly sales of equities in the
Indian stock market by FIIs in Rs. crore.
FNM (FIIs Net Investment Monthly). This indicates net monthly investment in
securities in the Indian stock markets by FIIs in Rs. crore. Net investment here means the
difference between purchases and sales.
BSEM (BSE Market Return). This is an index of monthly BSE stock market return
calculated from the BSE Sensex the share price index having thirty blue chip shares
companies. It is calculated as

Rt = ln(Ct / Ct-1)
where,
Rt = Stock Market Return
ln = Natural Log
C = Closing Price



FPW (FIIs Purchase Behaviour Weekly). This indicates weekly purchasing of equities
in the Indian stock markets by FIIs in Rs. crore.
FSW (FIIs Sales Behaviour Weekly). This indicates weekly sales of equities in the
Indian stock market by FIIs in Rs. crore.
FNW (FIIs Net Investment Weekly). This indicates net weekly investment in securities
in the Indian stock markets by FIIs in Rs. crore.
BSEW(BSE Market Return). This is an index of weekly BSE stock market return
calculated from the BSE Sensex the share price index having thirty blue chip shares
companies. It is calculated as

Rt = ln(Ct / Ct-1)
where,
Rt = Stock Market Return
ln = Natural Log
C = Closing Price

HYPOTHESIS
Ho1: When FIIs investment variables (FPM, FSM, FNM, FPW, FSW, FNW) are

dependent variables, the hypothesis is that stock market return indicated by (BSEM,
BSEW SP50M, SP50W) does not Granger cause FIIs investment.

Hnull : b1 = 0
Halt : b1 is not 0

Ho2: When stock market efficiency variables (BSEM, BSEW) are dependent variables,
hypothesis is that FIIs investment does not Granger cause stock market efficiency.

Hnull : b1 = 0
Halt : b1 is not 0

RESULTS
Table 3 and 4 show the simple mean, maximum and minimum values of the variables.
This becomes clear from the maximum and minimum values that there is too much
progress in all the values during the time period.

TABLE 3
Summary Statistics of Monthly Variables

Variable Mean Maximum Minimum
FPM 13559.709 43056 3693
FSM 9121.38182 27991 1829
FNM 805.4562 16730 -8049
BSEM 3527.46782 4662.84 2866.55
Note: Number of observations = 55

TABLE 4
Summary Statistics of Weekly Variables

Variable Mean Maximum Minimum
FPW 3456.31 17641 50.76
FSW 2679.82 13540 21.16
FNW 777.98968 11078 -2953
BSEW 4277.49014 6853.73 2600.12



Note: Number of observations = 285

Tables 5 and 6 are predicting the correlation coefficient between the variables.
There is positive and high correlation between the FIIs investment behaviour and share
prices in the weekly series. In monthly series also there is positive correlation.

TABLE 5
Correlation Matrix of Monthly Variables

Variable BSEM
FPM 0.4877
FSM 0.467
FNM 0.263
BSEM 1.00

TABLE 6
Correlation Matrix of Weekly Variables

BSEW
FPW 0.629
FSW 0.635
FNW 0.355
BSEW 1.00

Table 7 shows the result of unit root test. To test the stationarity problem,
Augmented Dickey-Fuller Test has been implemented. All the time series, except FNW,
were non-stationary for their original level. Then the first difference (Xt-Xt-1) of each
series is tested and found that their first differences are stationary at 1% significance level.
P-values are the actual significance level and it is clear from the unit root test table that,
for first difference of all other variables, the probability values of the series are very low.

TABLE 7
Result of Unit Root Test

Variable No. of Observations tau-value P- value
BSEM d1 53 -3.38 0.0159
FPW d1 281 -12.32 0.00007
FSM d1 52 -5.188 0.0003
FSW d1 281 -11.69 0.00007
FNW 282 -4.486 0.0003
BSEW d1 281 -7.932 0.00007
FPM d1 53 -5.6769 0.00000
FNM d1 53 -6.3219 0.00000

Note: d1 = First Differential

Results of Granger Causality Test
Following the above methodology, the GC Test has been applied for the

stationary data series which results are given in the following tables. General finding is
that the null hypothesis is rejected in the case when the dependent variables are FII’s
investment behaviours and which means that FII’s investment are caused by the variation



in the level of indices of Indian stock market. Stock market performance has been an
important factor in attracting more foreign investment inflows throughout the years. The
results are shown in the table stepwise and some descriptive analysis is also given.

TABLE 8
FIIs Investment as Dependent Variable

GC Test Result, when BSE Sensex is Determinant of FIIs Investment Behaviour

No. of Lags No. of Observations F-val. Significance Level
DpV – FPM IdpV – BSEM

1 55 3.54 10%
2 54 3.28 5%
3 53 2.51 5%

DpV – FSM IdpV – BSEM
1 55 0.199 NS
2 54 1.68 NS
3 53 1.03 NS

DpV – FNM IdpV – BSEM
1 55 8.14 1%
2 54 3.68 5%
3 53 3.67 1%
4 52 2.65 5%

DpV – FPW IdpV – BSEW
1 285 10.03 1%
2 284 5.40 1%
3 283 3.41 5%
4 282 2.62 5%

DpV. – FSW IdpV – BSEW
1 285 8.12 1%
2 284 5.14 1%
3 283 2.83 5%

DpV – FNW IdpV – BSEW
1 285 2.46 NS
2 284 2.41 10%
3 283 1.77 NS

Note: DpV = Dependent Variable; IdpV= Independent Variable; F-value = Value of Calculated F-
statistics

TABLE 9
GC Test Result, when FIIs Investment is Determinant of Stock Market

Return
No. of Lags No. of

Observations
F-value Significance Level

DpV – BSEM IdpV – FPM
1 55 0.39 NS
2 54 5.43 1%
3 53 3.40 5%

DpV – BSEM IdpV – FSM
1 55 10.97 1%
2 54 5.45 1%
3 53 3.64 5%

DpV – BSEM IdpV – FNM
1 55 10.97 1%



2 54 5.45 1%
3 53 3.64 5%

DpV – BSEW IdpV – FPW
1 285 1.34 NS
2 284 0.93 NS
3 283 0.97 NS

DpV. – BSEW IdpV. – FSW
1 285 4.78 5%
2 284 2.64 10%
3 283 5.47 1%

DpV – BSEW IdpV. – FNW
1 285 1.63 NS
2 284 0.74 NS
3 283 2.14 10%

Note: DpV = Dependent Variables, IdpV = Independent Variables, F-value = Value of Calculated
F-statistics

We consider the first hypothesis that stock market return does not Granger cause
FIIs investment behaviour. The result of the analysis of monthly data (Table 8) reflects
that the purchase behaviour of the FIIs (FPM) is determined by one day before market
return, as the significance level is at 5% after one lag. Table 8 also shows that the sales
behaviour of FIIs (FSM) is not caused significantly by the market performance (BSEM).
The result is somewhat different for NET investment. The results shown in the same table
for the NET investment behaviour of the FIIs is that it is strongly caused by both the
market performance.

The analysis of the results of the weekly data (Table 8) reflects that FIIs sales
(FSW) as well as purchase behaviour (FPW) are significantly caused by the variation in
the stock market performance (BSEW), the significance level being 1%.

As far as net investment behaviour is concerned, the result is somewhat different.
It was much significant with BSE Sensex. But from 2001 onwards, with the weekly data
series, the result is mostly insignificant. This result suggests that net investment as a
variable may be of limited economic significance being the net of purchase and sales.
The relevance of using it as a variable in analysis is therefore called into question if
factors that affect purchase and sales are different and vary in their intensity.

FIIs Investment as Independent Variable
Now considering the second hypothesis (FIIs investment does not Granger cause

stock market efficiency), it was found (according to the Table 9) that the result is
different for monthly and weekly analysis. As far as the monthly analysis is concern,
stock market performance (market return) is significantly determined by the FIIs
investment behaviour as FPM, FSM and FNM are significant at the significance level of
1%. FPM is significant for second lag denoting that the previous (one day before)
position of the FIIs purchase is dominant.

From weekly data analysis (Table 9) we find different results that raise an
important discussion. It shows that market return is not being determined by FIIs
investment behaviour. In other words, FIIs investment has no significant bearing on stock
market performance. But FIIs sales behaviour is significant that shows that past selling
activities are the determinants of the stock market return, specially the BSE return.



The results can be divided into two phases, before stock market scam 2001 and
post stock market scam 2001, coinciding with the period of second-generation economic
reforms. One can easily infer that sales and purchase decisions of FIIs depend on the
stock market. FIIs make purchases with the boom in the stock market and they sell with
the fall or crash in the indices.

It is concluded that FIIs are not selling their shares because of downtrend in the
indices. The reason may be other factors such as more return in the home market (from
where the FIIs are coming) and other emerging markets, and high interest rate in the their
home market. Also during this period the opinion was strongly promoted that FII inflows
will make the Indian stock market more efficient. The Indian companies were desirous
for investment by foreign investors.

After second generation reforms were introduced in the stock market, and after
2001 market crash, some more protections were given to the FIIs and SEBI FIIs Act,
1995 was amended time to time providing more liberalization. All these reforms made
the Indian stock market more attractive. The weekly analysis reflects the fact that stock
market performance is a major determinant of the FIIs investment.

The Indian market is also afraid of FII outflows as reflected in the behaviour of
stock indices with the sales behaviour of the FIIs, while the stock market is much less
worried with the inflows. So purchase behaviour of FIIs is less significantly affecting the
indices.The finding suggests that the sensitiveness of the Sensex has been increased by
foreign investment. This is also understandable from the physical position, which shows
that the share holding pattern of the FIIs is different in the companies included in the
indices. Increasing net investment is a signal that more foreign capital is operating in the
stock market. It is more relevant for investors to decide for long run investment.

CONCLUSIONS
This study sought to analyze whether FIIs investment is determined by or

determines the stock market performance in India using the Granger Causality Test on
monthly and weekly data for the period of 1997-2007. The important result of this
analysis is that the foreign investment is determined by stock market returns. But foreign
investment trend is not a major factor for stock market boom in India. The FIIs are no
doubt increasingly dominant in the stock market. The domestic investors and domestic
companies remain not so dominant. There is therefore the fear of sudden outflows of the
foreign capital and this may even trigger a third stock market scam as most regulatory
changes are being made only as a follow up of an adverse event.

The selling activities of FIIs are strongly significant for the volatility in the stock
market. It can be concluded that the FIIs are not going to keep on investing in the Indian
stock market for a long term. This means there is lack of stability in the investment
decision of FIIs in the Indian stock market. They are looking towards short term profits.
We should be aware of this type investment as it could trigger of the financial crisis.

The liberalization and modernization of the stock market is now becoming a
major factor. The share of investment of home investors is increasing over time in the
Indian stock market. But the sensitiveness of the stock market return towards the
informational impact is a sign that the events happening all over the world are affecting
the stock market return. The results show the instability of the stock market. First it is
needed to control the volatility of the stock market. The BSE in India is volatile, which



may be a particular characteritics of a particular stock market, but it is not good for the
stability in the efficiency of the stock market. The Government of India is trying its best
to attract the FIIs to invest in the Indian stock market securities; similarly one should be
careful of the future risk of the foreign capital outflows.

Most of the funds are invested only in the Bombay Stock Exchange by the FIIs
and the regional stock exchanges are merely mirroring the trend of the larger markets.
There is a need for a consolidated trading platform so that all markets reflect true prices.

The emerging economies of Asia and some of the economies of Latin America
adopted the financial globalization very fast and they were guide for the other developing
countries. But all these countries had to pass through the financial crisis due to greater
dependence on the multinational companies and short-term investment. India is also
following the emerging economies although it has cautiously not allowed hedge funds to
operate. It should be cautioned that too much foreign portfolio investment damages the
power of the domestic companies, especially when foreign investor begins to hold large
stakes as non-promoting shareholders. In this context, the market regulator has an
important role in an integrated financial market.
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