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Prof. Ashok Banerjee 

Ashok Banerjee, Ph.D., is Professor, Finance and Control, 

Indian Institute of Management Calcutta (IIM-C). He is also the 

faculty in-charge of the Financial Research and Trading Lab at 

IIM-C. His primary research interests are in areas of Financial 

Time Series, News Analytics and Mergers & Acquisitions. 

The debate on whether trading by foreign institutional investor (FII) increases the risk of a stock 

market is still continuing. FIIs in India typically include asset management companies, pension 

funds, mutual funds, investment trusts, and incorporated institutional portfolio managers. There 

are restrictions on FII holdings in individual companies. Foreign portfolio flows are important in 

infusing liquidity in the market and such liquidity is particularly needed at this time when the 

government has lined up sale of shares of several state-owned companies. Some experts are of 

the opinion that foreign funds leave the shore when the market becomes too volatile. Some 

others opine that foreign fund flows in the stock market incr
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two ways: (i) by way of improving the confidence of overseas institutional investors and (ii) by 

way of increasing foreign exchange reserve.  

FII Flows and Stock Market Return 

The study uses data of monthly FII equity flows since January 1999 till October 2012. The 

correlation between net FII flows in the equity market and NIFTY returns is about 0.22 over the 

entire sample period. If one calculates such correlation on annual basis, it goes up to 0.42. 

However, if one looks at the movement of correlation over different sub-sample periods, one 

finds an interesting trend (Table 1). The table shows that FII flows and domestic stock market 

returns are related. However, it is quite debatable whether FII flows influence stock market 

returns or the other way. 

Table 1: Correlation between FII Net purchase and NIFTY returns 

Period Correlation 

1999-2003 0.14 

2004-2008 0.22 

2009-2012 0.36 

 

FII Flows and Stock Market Volatility 

Stock market volatility is defined as square of monthly returns. The correlation between 

volatility of stock market (using NIFTY) and FII net flows is negative (-0.02) for the entire 

sample period using monthly data. The low coefficient of correlation also indicates that FII net 

flows have no impact on the stock market volatility. However, the relationship is quite episodic 

(Table 2). The table shows that the correlation between equity market volatility and FII net flows 

has turned negative in the last seven years. This may imply that higher FII flows would reduce 

market volatility. This is quite contrary to the relationship in the first seven years (1999-2005) of 

our sample. One may also argue that such a small change in market volatility does not explain 

the changing relationship between FII flows and market volatility. Hence, a further and deeper 

probe is necessary to establish any relationship between these two variables. We have also 

looked at whether FIIs are liquidating their investments when market volatility is high. We have 

found that the correlation between market volatility and FII flows do not change much when we 

consider FII purchases and sales separately. 

Table 2: Correlation between stock market volatility and FII Net Flows 

Period 

Average 

Risk Correlation 

1999-2005 6.73% 0.17 

2006-2012 6.87% -0.55 

 

In order to examine whether stock market volatility is dependent on FII participation in the 

equity market, an OLS regression is run using NIFTY volatility as a dependent variable and past 

volatility and FII participation rate (measured by natural log of FII aggregate participation in 

time period t over similar participation in time period t-1). Results are shown in Table 3. The  
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Even in terms of the composition of the balance sheet (as reveled by these major heads as a 

percentage of aggregate assets / liabilities), the numbers for 2008-09 seem to be in sync with the 

trend (Table 2). Indian banking maintained its deposit-based character and there were no blips in 

loans and advances and investments.  

 

Table 2: Composition Assets / Liabilities of Indian Banking 

(As % of aggregate assets and liabilities) 

Year 

(End-

March) 

Liabilities 

Capital Reserves and 

Surplus 

Deposits Borrowings Other Liabilities 

and Provisions 

Total 

Liabilities  

2010-11    0.8 6.3 78.2 9.4 5.3 100.0 

2009-10    0.8 6.3 78.9 8.7 5.3 100.0 

2008-09    0.8 6.2 77.6 9.0 6.4 100.0 
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Dr. Golaka C. Nath 

 
Dr. Golaka C Nath is a Senior Vice President at the Clearing 

Corporation of India Ltd. (CCIL). He has over 21 years of experience 

in the banking and financial sector, having previously worked with the 

National Stock Exchange of India Ltd. and Vijaya Bank. In the past, he 

has worked on a World Bank Project on “Developing Bond Market in 

South Asia”. He has also provided secretarial service to the High 

Powered Committee on “Corporate Bonds and Securitization” 

appointed by the Ministry of Finance, Government of India. 

 
 
Importance of Rating Agencies: 

 

The role of the Credit Rating Agencies (CRA) is very important in any financial system. These 

agencies are an integral part of the financial market system and both issuers and investors pose their 

faith in the rating agency to provide guidance with respect to the relative riskiness of a financial 

instrument. The cost of the instrument increases with fall in credit rating.  The IOSCO Report on the 

Activities of Credit Rating Agencies notes that CRAs assess the credit risk borrowers and issuers by 

analyzing relevant information available regarding the issuer or borrower, its market, and its 

economic circumstances. The information processed by the CRA is generally available to the public 

but may be costly and time-consuming to collect and analyze with limited skill set. At times, it may 

be required for some CRAs to obtain non-public information from borrowers and issuers as part of 

the rating process and use the said information while deciding on the final rating of the instrument or 

the borrower or the issuer. This rating information represents an opinion of the CRA with regard to 



12 a₹tha – a newsletter of finance lab 
 

Indian Institute of Management Calcutta 
 

 

 

interdependencies, disregard of conflicts of interests (many rating agencies have subsidiary 

companies offering value added consulting services to companies), inadequate disclosure practices 

with regard to models and model assumptions 
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More Clarity on the Roles of rating Agencies: 

 

No debt market can develop without the assistance and active role of Credit rating Agencies. In India, 

CRAs are registered and regulated by Securities & Exchange Board of India (SEBI). However, it is 

necessary to improve corporate governance in CRAs. Function responsible for assigning initial credit 

rating and function responsible for subsequent monitoring should be mandatorily separate. In order to 

have better transparency, it is necessary to have all credit ratings once obtained must be compulsorily 

published by the enterprise who is the issuer and have purchased the service.   
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