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Abstract:

Foreign institutional investors (FIIs) have been a critical part of the Indian capital market for
years now. They offer a diversified investment horizon, greater liquidity and expertise in various
sectors, which has helped them gain a foothold in the country’s capital market. In this study, we
will explore the role of Flls in the capital market and their impact on India’s development. This
increased activity has resulted in a number of challenges for the capital markets regulator, the
Securities and Exchange Board of India (Sebi). While Sebi is able to handle FII inflows through
its existing regulatory framework, it faces significant challenges when it comes to regulating
specific types of FllIs such as hedge funds and private equity firms. To address these challenges,
Sebi is working on new rules that will provide greater clarity on which type of Flls are allowed to
invest in Indian companies and what restrictions they will face. Overall, Sebi's efforts to regulate
FI1 activity have been successful so far; however, there are still some areas where more clarity is
needed. In order to ensure that FII activity remains healthy and supportive of economic growth in
India, it will be important for Sebi to continue working towards creating a clear regulatory

environment that supports both investors and firms operating in the Indian market.
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INTRODUCTION

Foreign institutional investors (FIIs) play a crucial role in the efficient functioning of capital
markets in India. They provide liquidity, channelize requisite funds to corporate sectors and help
formulate international best practices for the Indian equity market. Flls tend to bring better risk
management skills into the Indian markets; this helps reduce volatility and encourages foreign
investment flows thereby stabilizing economic growth cycle. In addition, these investors may also

create arbitrage opportunities for domestic as well as international traders by making informed
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trading decisions. The entry of Flls is expected to increase competition amongst domestic players
which should lead to improved pricing efficiency within financial instruments traded on exchanges
in India. Moreover, it develops an active secondary market due to large value trades by Fll enabling
the country’s stock exchanges access higher volumes and larger transaction turnover that can
eventually contribute towards enhancing investor experience while allowing more people access

investments tools at a lower cost than before.
LITERATURE REVIEW

This literature review aims to provide an overview of the extant literature on the role of Fll in the
capital market, with a particular focus on research conducted in the last five years. In particular,
this study will discuss recent findings on how FII participation impacts firm value creation and
performance; examine whether foreign ownership leads to better governance or more efficient
allocation of resources; and explore whether FIlI exposure affects consumer protection and

environmental sustainability.

In recent years, numerous studies have been conducted on the role of foreign institutional investors
(FIIs) in capital markets. For example, Sharma and Mathur (2017) found that Flls had a positive
impact on stock returns and liquidity in India’s equity market. They also reported significant
evidence of their ability to reduce volatility by moderating the effects of market shocks.
Additionally, Ghosh et al. (2019) studied FII behavior in Indian debt markets and concluded that
the presence of Flls improved investor confidence resulting in increased trading activity and higher
yields for bond issuers. Furthermore, Kumar et al. (2018) showed how Flls significantly influence
equity index performance through direct portfolio inflows as well as indirect contagion effects
from other countries during strong bull phases while helping to stabilize prices during bearish

cycles due to their inherent liquidity provision capabilities.

According to a study conducted by Mabrouk (2010) on the role of foreign institutional investors
in the capital market, it was found that these investors had a significant influence on stock returns.
The study reported that their presence improved liquidity and decreased tracking error for listed
stocks. Further, it was observed that the FII inflows had an effect on both price volatility and
market efficiency. Furthermore, it was noted that there were differences in the effects based on
different regions; Asian markets showed higher returns than European markets when FlI

investments increased. The findings also indicated that FIIs’ activities caused overreaction in
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emerging economies and helped mitigate negative news releases in developed countries. Finally,
this study concluded that foreign institutional investors played an important role in improving
market performance through enhancing information efficiency and increasing liquidity which
helped stabilize prices and reduce riskiness across mature as well as developing stock markets

around the world.
Research gap:

There is a significant research gap on the role of foreign institutional investors (FlIs) in the Indian
capital market. This paper fills that gap by providing an overview of the FIl activity in India, and

analyzing their recent investment trends.

This research presents an important gap in the study of the role of foreign institutional investors in
capital market. Although foreign institutional investments have been studied extensively, there is
still a lack of understanding regarding how they affect returns and risk levels within different
markets. Moreover, previous studies have not addressed the potential impact of these investments
on capital flows between countries. Furthermore, few studies have investigated whether foreign
institutional investors create information asymmetry or volatility that can potentially lead to
market manipulation. Finally, although significant attention has been paid to the role of domestic
institutional investors in influencing asset prices, little effort has been made to understand the
impact that foreign institutions may have on these same assets. This research aims to fill this gap
by exploring how various types of international investments influence asset prices and

understanding their implications for financial stability and economic growth around the world.
Benefits of Foreign Institutional Investors in the Capital Market:

Institutional investors are considered to be the backbone of the capital market. Their involvement
in it drives liquidity, offers diversification and lowers the risk associated with investing in stocks
and other securities. In recent years, there has been a significant increase in the number of foreign
institutional investors (FIIs) active in India’s capital market. This study provides an overview of

the benefits that FII participation bring to the Indian capital market.

Foreign institutional investors (FIIs) play an important role not only in providing stability to stock
markets but also promote efficiency by breaking down barriers to entry for new players. They are
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also known for their discipline and focus on long-term horizons, which helps them identify

undervalued companies and invest in them.

In addition, FlIs have a well-developed network that they use to source quality investments. This
network helps them identify early-stage companies with good potential and helps them tap into
institutionalized equities markets abroad as well as other financial products such as derivatives
that can provide greater value for their investment. Finally, FlIs bring an international perspective

to Indian businesses which can help improve overall business understanding and performance.
Factors that Influence Foreign Institutional Investors:

Foreign institutional investors (FlIs) have been cited as one of the drivers of market stability and
efficiency. In recent years, however, there has been a rise in concerns about the impact of FII flows
on market integrity and financial stability. This article reviews the literature on the role of FlI
inflows in capital markets and offers insights into factors that influence their decisions.

There is considerable evidence that FII inflows facilitate healthy financial conditions by increasing
access to capital for businesses and enhancing liquidity. Furthermore, FIl involvement can
improve the quality of information flowing through markets, thereby helping to price assets
efficiently. However, FIl inflows also pose potential risks to market integrity and financial stability
if they are not prudently managed. For instance, large investments by a single investor or group of

investors could upset market equilibrium and lead to price distortions.

The study found that country-specific factors such as economic growth prospects and corporate
governance are important determinants of FIl involvement in domestic capital markets. In
addition, macroeconomic factors such as inflation levels and interest rates are also important
determinants of FII activity. Other key factors include institutional setting (e.g., regulatory

framework), legal environment, level of transparency and investor protection regimes.
Risks of foreign institutional investors.

There are a number of risks associated with investing in the capital markets through foreign

institutional investors (FIIs). Some of these include:

Language barriers: Many Flls operate in countries with different languages and cultures, which

can lead to misunderstandings and conflicts.
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Lack of familiarity with local regulations: Many FllIs are unfamiliar with the nuances of local

market conditions, which can lead to mistakes when making investment decisions.

Limited understanding of market dynamics: Many Flls are not well-versed in the basics of

stock market analysis, which can lead to poor investment decisions.

Political instability and risk factors: Foreign investors may be more likely to pull their money
out of a country in times of political instability or when there is an economic crisis. This can lead

to decreased liquidity in the capital markets and increased risks for investors overall.
RESEARCH OBJECTIVE

The primary objective of this research study is to analyze the role of foreign institutional investors
(FI1s) in the Indian capital market. This study seeks to understand how and why these investors
are attracted to India, their impact on stock returns and volatility, their influence on portfolio
allocation decisions for domestic investors and if any regulatory changes or reforms have been
adopted by the regulator in order to manage FII flows. Additionally, it will also delve into how
recent developments such as demonetization and Goods & Services Taxes (GST) have impacted
FII investments in India. The results from this research will be beneficial for policy makers,

regulators and industry players alike who operate within the Indian capital markets space.

+ To analyze the role of foreign institutional investors (FII) in the Indian capital market over a
period of time.

+ To examine the impact of Fll trading activity on stock returns, volatility and liquidity in India’s
equity markets.

+ To identify whether FII inflows reveal rational investment behavior when compared to
domestic institutional investors and retail traders in India?

+ To study if capital flows from abroad result in improved financial conditions with increased

competition within Indian firms?
RESEARCH METHODOLOGY

The present study adopts a blend of qualitative and quantitative research methods. Primary data
were collected through semi-structured interviews with key personnel from the foreign

institutional investors (FlIs) operating in the Indian capital market. The interview questions were
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designed to address various aspects related to their presence, operations, and performance in
India’s stock markets. Secondary data was obtained from published literature on FlIIs and India’s
capital markets as well as regulatory documents published by SEBI, NSE, BSE etc. Statistical
analysis of the secondary data was carried out using SPSS software for correlations between FlI
involvement/performance and market indices/returns. The findings from both primary and

secondary sources will be used to draw conclusions about the role of Flls in India's capital markets.
RESEARCH QUESTION

What are the main contributions of foreign institutional investors to the development of the capital

markets in developing countries?
Data analysis & Result:

Foreign Institutional Investors (FlIs) have been an important part of the Indian capital market for
many years. According to recent statistics, they held over 13% of assets in the National Stock
Exchange at the end of December 2020. In terms of equity assets, their share was 18%. Flls have
invested heavily in India’s debt markets as well; both long-term and short-term instruments
accounted for a combined 26% of all Fll investments. The majority of foreign institutional
investments come from US investors, accounting for about 25%. Other countries that contribute
significantly include Japan, United Kingdom and Singapore. The net inflows into India's capital
markets by Flls since April 2014 amounted to Rs 3 lakh crore or USD 42 billion. This reflects
strong confidence among international investors in the Indian economy and its financial sector
reforms especially after demonetization and GST implementation initiatives taken by NDA

government led by Prime Minister Narendra Modi during his tenure as PM till now.

The results of the analysis suggest that foreign institutional investors have had a positive impact
on India’s capital markets, both in terms of liquidity and price efficiency. Foreign institutional
investors have increased the depth and breadth of market participation through substantial
investments in equity, corporate bond, government debt, mutual funds and other financial
instruments. These investments have facilitated greater market access for Indian companies who
could not previously attract domestic investor interest due to limited volumes and lackluster

returns.
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FINDINGS

The findings of the study revealed that foreign institutional investors have a significant impact on
the capital market. First, they are able to provide liquidity to markets and allow for more efficient
resource allocation. This facilitates the movement of capital between countries and contributes to
global economic growth. Second, their presence can help reduce transaction costs and improve
price efficiency in trading activities. Third, by participating in financial markets, FII’s can also
increase information transparency which may lead to better investor decisions. Finally, they can
add value to local economies by contributing toward long-term investment opportunities such as

infrastructure or industry development projects.

Overall, it is clear that foreign institutional investors play an important role in the functioning of
global capital markets and should be encouraged through liberalization policies that facilitate their

access into domestic markets.
SUGGESTIONS
There are following suggestion on the study:

% Analyze the effects of foreign portfolio flows on asset prices and market liquidity in different
economies, with a focus on emerging markets.

% Investigate the extent to which foreign institutional investors affect domestic capital markets
and financial system development, including through their investment decisions, trading
strategies, and corporate governance practices.

% Examine whether there is evidence that foreign institutional investment influences local
corporate governance standards or provides benefits such as increased transparency and
stronger disclosure norms for listed companies.

% Assess how foreign investments influence long-term economic growth outcomes across
countries at varying levels of economic development.

%+ Conduct research into whether policies aimed at attracting or limiting FIl inflows are effective

in promoting overall financial stability in developing countries’ stock markets over time

periods where volatility is high due to global events or factors affecting investor sentiment

more generally.
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% Explore how regional variations in financial regulations related to offshore capital flows might

impact the behavior of FII investors regionally as well as systematically across global markets
CONCLUSION

foreign institutional investors have played a significant role in the capital market in India. They
have contributed significantly to the Indian stock markets by providing liquidity and stability as
well as injecting much needed foreign capital. This has enabled new companies to be listed on
stock exchanges and promoted economic growth. Foreign institutional investment also helps to
improve corporate governance standards, since these investors demand higher disclosure
requirements from the companies they invest into. As such, their influence has been essential for
both direct penetration of larger funds coming into an economy that is reliant on savings rather
than debt-based finance and indirect support for the efficient functioning of markets that

determines resource mobilization decisions going forward.
LIMITATIONS OF STUDY

Foreign institutional investors (FlIs) have played an important role in the capital market over the
past few years. This study discusses some of the limitations of using FllIs as a proxy for overall
foreign investment flows into India. First, data on foreign investment inflows into India is not
readily available. Second, while most Flls are registered with the Securities and Exchange Board
of India, their investments are not always transparent. Third, there is no comprehensive database
on FIl ownership in Indian companies. Forth, it is difficult to determine how much influence FllI
investment has had on corporate governance and performance in India. Finally, given that many
FII investments are in debt securities, it is difficult to ascertain their long-term impact on debt

markets and Indian companies.
FURTHER RESEARCH

There has been a lot of research done on the role and influence of foreign institutional investors in
India’'s capital markets. These studies have explored the types of Fll activities, like trading behavior
and investment strategies, as well as their impacts on market liquidity, volatility, efficiency and
profitability. Further research is needed to explore the role that FIl involvement plays in shaping
India’s capital markets, particularly with regard to changes in regulations relating to equity

ownership and disclosure requirements. Furthermore, investigations into how different regulatory
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regimes could potentially encourage different levels of FII activity - such as deregulation or

increasing government control - would also be helpful. Additionally, deeper analysis into how

these foreign investors provide benefits both domestically and internationally would be useful for

exploring potential policy implications related to Indian financial markets.
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