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Abstract

This paper studies the stock ownership in Indian firms by Foreign Institutional In-
vestors during 2013 to 2015. Several firm-level characteristics are used to measure
the extent to which information asymmetry affects the level of FII ownership in these
firms. The analysis reveals that the firm-size and the book-to-market ratio are signif-
icant variables in selecting the equity investments by this investor group. There is not
much empirical support for beta or the export ratio as determinants of firm-level
ownership. In their holdings of large-firm stocks, there is a strong evidence that FIIs

prefer to hold more shares of high exports firms.
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1. Introduction

The Governments of emerging market economies have taken measures to attract for-
eign direct investments and foreign portfolio investments to bridge the savings-in-
vestment gap and to finance the current account deficit. While the foreign investors
continue to invest across countries to diversify the risk of their investment portfolio
and to achieve higher returns, the host countries felt that foreign financial capital pro-
vide an impetus to economic growth and the domestic financial market development
[1]-[3].

The portfolio equity flows to developing countries increased multi-fold during this
century. Of all the developing countries, the major recipients of foreign portfolio equity
flows have been China, Brazil, India, Russia, and South Africa, out of which China, In-

dia, and Brazil account for almost 70% of the total portfolio equity flows to all develop-
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ing countries [4].

India is an emerging economy with a unique institutional and corporate governance
environment that differs from many other emerging economies. The Government of
India has removed controls on capital flows and has deregulation agenda to address the
institutional structure of the domestic financial market. There has been a rapid increase
in the level of stock ownership and trading volume by foreign investors in Indian equity
market. Foreign investment has also led to higher overall levels of trading, improved vi-
sibility and extensive analyst coverage of the listed companies. The characteristics of
foreign investment behavior and their choices between investment classes and the
choice within a specific investment class has thus become an important area of financial
market research. This paper examines foreign ownership in Indian stock market, to
elucidate international portfolio selection, using a rich and detailed firm level data.
Several firm-level attributes including size, risk, book-to-market ratio and exports-ratio
have been considered to provide an empirical assessment of the link between stock
ownership by foreign institutional investors and the domestic firm characteristics.

The remainder of this paper is structured as follows. Section two reviews the litera-
ture on the relationship between foreign ownership and firm attributes. Section three
introduces the data and summary measures. Section four presents the research metho-
dology and empirical results. Section five examines the size effect further to identify the

role of exports-ratio, and finally, section six concludes the paper.

2. Literature Review

The international CAPM predicts that investors hold a global portfolio, a domestic
portfolio and a bond portfolio [5]. While the theory posits that international invest-
ments improve the portfolio performance of domestic investors, the empirical evidence
is the strong preference of these investors towards domestic equities [6]-[8]. This dis-
proportional holding of stocks is evident in domestic portfolio selection as well
[9]-[11]. The domestic institutional investors consider the special advantages when se-
lecting their foreign investments [11]-[14].

The academic literature attributes these findings about international investments to
the investment barriers and information asymmetry between domestic investors and
foreign investors in the foreign market. The investment barrier hypothesis posits that
the barriers caused the local investors not to hold foreign assets until their return is suf-
ficiently high to compensate these barrier costs [15]. The “investor base” hypothesis
posits that investors only receive information from firms familiar to them [16]. Though
these do not fully explain this phenomenon, they are important in explaining portfolio
selection bias.

The models of informational differences between domestic and foreign investors
predict that foreign investors are at an informational disadvantage, and trade on new
information with a time lag [17]. Prior studies have identified many special factors that
these investors consider while selecting foreign stocks [10] [18]. The institutional and

other effects suggest that trade-offs are made by foreign investors and that there is a
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pecking order associated with cross-border portfolio investment [19]. The foreign in-
vestors prefer stocks of large firms to that of small firms to minimize the impact of in-
formation asymmetry as more relevant information is available for big firms and are
well covered by the analysts [11]-[14]. Similarly, foreign investors should favour blue-
chip stocks as book-to-market equity (B/M) is a proxy for profitability and growth [20].
Prior studies provide that foreign investors would hold more shares of low B/M firms
[13] [14]. These investors prefer the stocks of firms with a conservative financial poli-
cies in terms of leverage and liquidity as they compare the firm with the type of firms in
their local markets. They are likely to have more knowledge and information about the
firms with higher foreign sales than about the ones with low or no exports. The foreign
investors in Japan prefer large, low leveraged firms and the firms that export more [14].
The foreign investors in Swedish marker prefer large firms and those with high liquidi-
ty [11].

Foreign ownership in small firms is higher for high beta portfolios than for low beta
portfolios. These results are consistent with the asymmetric information hypothesis and
the investment barrier model. The theory posits that the different tax rates on invest-
ment income between domestic and foreign investors influences the foreign ownership
and hence an important factor in allocating assets and selecting the portfolios by for-
eign investors [21]. Some empirical studies shows that foreign investors hold fewer
shares of firms with high dividend yields to mitigate the impact of these tax differences
[22].

This study fits in with this literature and our results are consistent with foreign in-
vestors avoiding firms where information asymmetries provide advantages to domestic
investors. This study examines several factors that affect foreign investor holdings of
the Indian market. Foreign investors are found to favour large firms with high export
ratios, and high book-to-market equity. These results enrich the literature and are con-

sistent with the asymmetric information hypothesis and the investment barrier model.

3. Data Description

The foreign investment policy of India, until 1991, encouraged the direct investment by
foreign business firms in select industrial sectors. The Indian Government, through the
economic reforms initiated in 1992, had opened more industrial sectors for foreign di-
rect investment and also permitted the foreign portfolio investments by Foreign Insti-
tutional Investors (FIIs) and Overseas Corporate Bodies (OCBs) in Indian financial
markets after due registration with Securities and Exchanges Board of India (SEBI) and
are required to comply with the provisions of Foreign Exchange Management Act
(FEMA). The foreign investment policy has evolved over time through the system of
quantitative restriction (statutory ceilings) and sectoral caps. The foreigners were al-
lowed to hold up to 49% of outstanding equity shares in most Indian companies that
was later revised to 74%. The foreign investors are a significant shareholder group in
Indian firms and they hold major stake in certain Indian companies. The Indian policy
reforms and the trends in foreign portfolio flows have been well recorded in recent stu-
dies [4].
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In Indian firms are listed for trading in the Bombay Stock Exchange (BSE) and Na-
tional stock Exchange of India (NSE). Some of the Indian firms have their equity shares
listed for trading on foreign bourses through ADR/GDR programs. NSE holds domi-
nant position in both secondary market trading and the trading in derivatives on these
listed securities. SEBI had mandated all listed firms to report the equity shareholding
patterns on quarterly basis in the prescribed lines to the stock exchanges, effective from
March 2001. The investors are classified into promoters and non-promoters, with fur-
ther classification under each category. The promoters are classified into Indian pro-
moters and foreign promoters wherein the latter are classified into Non-resident Indi-
ans, foreign promoter corporate bodies, foreign promoter institutions, foreign pro-
moter institutions, promoter qualified foreign investors and the other foreign promot-
ers. The non-promoter investors are classified into non-promoter institutions and the
non-promoter non-institutions wherein the former are further classified into non-pro-
moter mutual funds (including UTI), non-promoter Indian institutions (including cen-
tral and state Governments, insurances companies, banks and other financial institu-
tions), non-promoter Indian venture capital funds, non-promoter foreign institu-
tional investors (FIIs), non-promoter foreign venture capital funds, non-promoter
qualified foreign institutions, and the other non-institutional non-promoters (the re-
sidual category). Only the holdings of FIIs are considered in this empirical study. The
database service providers, such as CMIE, record the shareholding information in same
lines as reported by these listed firms as at the end of each quarter. The financial year
for most Indian companies ends on March 31. In this study, the data reported by the
listed firms as end of the financial years 2013 to 2015 is used as both the audited finan-
cial statement information and the market information are required to carry this analy-
sis.

Table 1 provides summary of the FII ownership for non-financial Indian firms as at
end of the financial years 2013, 2014 and 2015. The summary of foreign ownership in-
formation is obtained in two different ways. First, the percentage ownership of foreign
institutional investors in the equity of the firm is calculated and then averaged this per-
centage across firms. This equally-weighted cross-sectional average percentage equity

ownership of foreign portfolio investors (FII) is provided in the third row of the Table.

Table 1. Equally and value-weighted foreign ownership for non-financial Indian firms by year.

2013 2014 2015
Sample size 899 922 938
Foreign ownership (%)

Equally-weighted mean 8.072 8.489 8.284
Standard deviation 9.670 10.035 9.570
Median 4.300 4.665 5.020
Skewness 1.818 1.785 1.776
Value-weighted mean 17.850 18.447 18.425
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The standard deviation and the skewness measures are shown in the next two rows as
the ownership is heavily skewed. This clearly establishes that FII holdings in majority of
the firms is less than 10% as evidenced by the median measure. The distribution of FII
holdings is further explained in Table 3 that is covered in section four. The second
summary measure of FII holdings is the value-weighted mean. This measure is pro-
vided in the last column of Table 1. The adjusted closing market price is used as weigh
the FII holdings to arrive at this estimate. It could be observed that the value-weighted
measure is much larger than the equally-weighted measure of FII ownership. It is clear,
from this empirical pattern, that the FIIs held higher stakes in large-capitalization firms
than the small-capitalization firms.

4. Methodology and Empirical Results

In this section, a number of firm-specific attributes are introduced which are then used
in the empirical analysis of FII equity ownership. To enable easy comparison, the same
attributes are chosen as those identified by leading research in this field [11]-[14].
These variables are:

i) Beta: Beta coefficient of the market model, a measure of systematic risk present in
the firm’s equity shares, as estimated by CMIE has been used in this study. Stulz [15]
developed an international investment barrier model, showing that investment barriers
raise the cost of cross-border investment. Accordingly, foreign investors seek assets
with higher expected returns to cover these costs. The foreign investors, who face such
barriers, are expected to hold more shares of high beta stocks, yielding higher expected
returns.

ii) Size: This variable is the natural log of market capitalization of the firm at the
March-end of the calendar year. Size could play a role in portfolio allocations. Some
prior studies argue that investors prefer familiar securities [16]. It is more likely that
FIIs will invest in those Indian firms where they have some knowledge, or familiarity. It
is commonly assumed that more information is available on large firms relative to small
firms and hence the large firms are favored.

iii) Book-to-market ratio. This is a market valuation measure of the firm. It is
measured as the book value of equity divided by the market value of equity at March-
end of the calendar year. This ratio is a proxy for profitability and growth. The finan-
cial performance of low book-to-market firms is more consistent than high book-to-
market firms. It is expected that FIIs would prefer to hold more shares of low B/M
firms.

iv) Export ratio: This is defined as the export-to-sales ratio for the year preceding
foreign ownership measurement. The export-oriented firms are expected to be more
familiar to the FIIs than the domestic-oriented firms. It could play an important role in
the portfolio allocations of FlIs. Hence, it is expected that the FIIs would prefer to hold
more shares of high export-oriented Indian firms.

The dividend yield is not considered as these institutional investors are not taxed

differently from that of the other investors. The descriptive statistics of these firm-level
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attributes is provided in Table 2. Both FII ownership (FOWN) and the export ratio
(ER) are in percentages. It can be observed that the correlation of the beta and the
firm-size have negative correlations with other firm-level attributes during this sample
period. This can have some implications for the empirical relationships.

Given the importance of each firm-level attributes identified above, the multiple re-
gression analysis has been used to establish the relationship between the proportions of
equity shares held by FIIs in a firm to these four firm-level attributes. The multivariate
regression analysis is used every year, as there is no requirement that complete infor-
mation shall be available for each firm every year. The estimated equation is a standard

linear regression model as follows.
Yi = Bo+ BiXei + BoXo + BaXai + BuXai + &

where y; represents the FII ownership in firm £ x; represents the firm characteristic va-
riable j, and & is the error term for firm i. The White’s procedure is used to correct the
standard error of the estimated coefficients.

The correlation between foreign ownership and various firm-level attributes is pre-
sented in Table 2. It can be seen that foreign ownership is positively and significantly
correlated with firm size in all years. However, it is weakly positively correlated with the

export ratio. It exhibits a weak negative correlation with beta and Book-to-market ratio.

Table 2. Descriptive statistics of firm-level attributes.

Correlation matrix

Variables Mean S.D.
FOWN BETA SIZE ER BM
Panel A: 2013
FOWN 8.072 9.700 1.000
BETA 1.077 0.347 ~0.090 1.000
SIZE 8.656 2.068 0.492 —0.222 1.000
ER 20.552 29.435 0.084 —0.048 -0.021 1.000
BM 2.045 3.821 -0.126 0.226 -0.421 —0.005 1.000
Panel B: 2014
FOWN 8.489 10.035 1.000
BETA 1.158 0.429 -0.129 1.000
SIZE 8.861 2.084 0.483 -0.257 1.000
ER 19.807 27.289 0.045 -0.077 —0.001 1.000
BM 1.805 3.464 -0.119 0.233 —0.436 -0.010 1.000
Panel C: 2015
FOWN 8.284 9.570 1.000
BETA 1.178 0.477 -0.141 1.000
SIZE 9.305 2.079 0.497 -0.206 1.000
ER 19.030 26.730 0.031 -0.107 0.020 1.000
BM 1.248 2.636 -0.097 0.187 -0.414 —0.038 1.000
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The cross sectional regression results for years 2013 to 2015 are presented in Table 3
along with the results of pooled regression results for these three years together. As
mentioned, the dependent variable is the proportion of FII ownership in Indian firms
while the independent variable are the firm’s characteristics. The coefficients for firm
size measure are positive and significant in all regressions, thereby confirming that firm
size is a key determinant of stock selection. The firm size is associated with its visibility
and recognition in emerging markets such as India. The large firms are the focus of
analyst reports and are well recognized by FIIs for their better governance and lower
degrees of information asymmetry. This finding is consistent with prior studies up-
holding the view that foreign investors hold shares in familiar firms to overcome in-
formation asymmetry [11]-[14].

The coefficients of book-to-market measure in the multiple regression equations are
also positive and are significant at 1% level. This indicates that FIIs tend to invest more
in firms with high book value relative to market. This observation is in conformity with
the hypothesis that emerging market share prices tend to depart from the true value
[12].

The coefficients of exports-ratio in the regression equations are positive, although the
statistical significance decreasing over the years. It is positive and statistically significant
at 1% level in year 2013. This is a weak evidence that FIIs tend to hold more shares in
firms with higher export-to-sales ratios. This evidence is in contrast to the findings of
the past studies that argued that FIIs invest more in firms with high export-to-sales ra-
tio as they are familiar to them [11]-[13]. The results for beta are also mixed. Although
it is positive in year 2013 only, none of the coefficients are significant. Hence, there is

no significant evidence that FIIs hold more shares of firms with high-beta.

Table 3. Regression estimates of foreign ownership on explanatory variables.

KD
+%%, Scientific Research Publishing

Variables 2013 2014 2015 Pooled
Intercept —-15.323 —-14.590 —14.454 -14.199
(—8.633)%* (—8.012)*** (—8.633)¥** (—14.22)%%*
Firm size 2.527 2.548 2.496 2.482
(16.80)*** (16.336)*** 17.399+%* 28.883***
B/M 0.251 0.335 0.502 0.345
(3.086)*** (3.597)** (4.448)*%* (6.455)*%*
Beta 0.324 -0.378 —-1.065 —-0.607
(0.388) (-0.538) (-1.828)* (-1.547)
Exports-ratio 0.032 0.017 0.007 0.019***
(3.354)+** (1.589) (0.711) (3.347)
Adjusted R? 0.257 0.242 0.261 0.251
F-statistic 78.528 74.699 83.691 231.539
Figures in brackets are t-values. ¥, **, **Denotes significance at the 10%, 5% and 1%, respectively.
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The results of the pooled regressions are presented in last column of Table 3. It could
be observed that coefficients of firm size, book-to-market ratio and the exports-ratio
are positive and significant at 1% level. The coefficient of beta is negative and not sig-
nificant. While the results for firm size and book-to-market are in the lines of
cross-sectional results, the result for exports-ratio and beta are not. Given that the coef-

ficient of exports-ratio turned significant at 1% level, it has to be examined further.

5. Firm Size, Export Ratio, and Foreign Ownership

To separate the effect of firm size and the effect of export ratio on the foreign owner-
ship, portfolios are formed on firm size and then export ratio over the 2013 to 2015 pe-
riod. For each year, firms are first divided into five size quintiles, each of which is then
divided into five quintiles based on exports-ratio. The results are presented in Table 4.
The cells in the table provide time-series mean (median) of the yearly means (medians).
The bold values in the last row represent the mean difference between the largest and
the smallest exports-ratio samples in each size quintile with the t-statistic.

Ignoring exports-ratio, foreign ownership increases monotonically from 3.491% for
the smallest size quintile to 16.399% for the largest size quintile. Ignoring firm size, the
foreign ownership decreases from 8.932% for the smallest export ratio quintile to
6.690% for the third largest exports-ratio quintile, and then increases to 9.148% for the
largest exports-ratio quintile. This observation is in contrast with the past studies that

Table 4. Mean and median foreign ownership (%) by portfolios formed on the basis of size quin-
tiles and the exports-ratio quintiles.

Firm-size quintiles

Exports-ratio 1 2 3 4 5 All (5)-(1)

Smallest (1) 3.325 4.872 6.007 10.900 16.668 8.932 13.342™
(3.379)  (5.325)  (5.638)  (11.249)  (16.690)  6.585 [11.734]

2 3.799 3.425 6.212 9.506 15.938 8204  12.121"
(3.564)  (3.767)  (6.294)  (9.836)  (16.263)  4.985 [10.336]

3 2.515 3.802 4.688 9.049 15.987 6.69 13.559™

(2.376) (3.257) (4.634) (9.086) (16.236) 3.57 [12.266]

4 3.387 4211 6.248 11.532 12.798 7.326 9.406™
(2.908)  (4.294)  (6.360)  (11.561)  (12.578) 3.89 [7.246]
Largest (5) 4.418 3.351 5.232 12.962 20.639 9.148 16.218™

(4265)  (3.002) (5442  (12.846) (21.604)  4.69 [11.988]
All 3.491 3.930 5.679 10.791 16399  8.061  12.890™
(0.515)  (1.240)  (3.140)  (9.055)  (16.000)  4.535  [23.192]

[5]-[1] 1.038  —1.517 —0.766 2172  3.960**  0.982

[t-statistic] [1.182] [-1.427] [-0.805] [1.539] 2.587 1.506

Figures in brackets are t-values. ¥, **, **Denotes significance at the 10%, 5% and 1%, respectively.
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have reported a monotonic increase in this regard [3] [13]. In each exports-ratio quin-
tile, the foreign ownership gradually increases from the smallest to the largest size quin-
tile, although the change is not monotonic. In the size quintile 1, 4 and 5, the foreign
ownership also gradually increases from the smallest to the largest export ratio quintile,
but the change is not monotonic. An exactly opposite behaviour is observed in size
quintiles 2 and 3, with the change not being monotonic.

The shaded cells of the last column represent the mean difference between the largest
and the smallest firm sizes in each exports-ratio quintile. Foreign ownership in largest
firms is significantly higher than that in small firms in all exports-ratio quintiles. For
comparison, the mean difference between the highest and lowest exports-ratios in each
size quintile is reported in the shaded cells of the last row.

The foreign ownership in the highest exports-ratio firms is significantly higher than in
lowest exports-ratio firms in the largest quintile only, and the difference is insignificant
for the remaining size quintiles. The mean difference between the largest and smallest
sizes is then tested, ignoring exports-ratio, and the mean difference between the highest
and lowest exports-ratios is tested, ignoring firm size. The mean differences are 12.890%
and 0.982%, respectively. While the first figure differ significantly from zero at the 5%
level, the other is not. Therefore, only the firm size influences foreign ownership, but not

the exports-ratio. This result is not consistent with that of the prior studies [13] [14].

6. Conclusion

Foreign investment is vital to the development of emerging market economies. This
study attempts to identify some firm-level determinants of FII ownership of Indian eq-
uity shares. The findings indicate that FIIs prefer to invest in equity shares of large
firms and the valued stocks (high book-to-market value), due to information asymme-
try. A further examination of weak evidence about firms with high export ratios re-
vealed that FIIs prefer large firms with high export ratio relative to large firms with low
export ratio. Finally, FIIs tend to hold shares of stocks with high beta. However, the

evidence for this claim is mixed and weak.
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