IUJ Journal of Management Received March 2024
Vol 12, No.1, June 2024 Accepted March2024
Published June 2024
EOI: eoi.citefactor.org/12.11224/1U0J.12.01.07

Big Houses Investments: Evidence from Domestic Institutional Investors

Investments in India
Dr . S.A.Atif Salar
Associate Professor, Al-Barkaat Institute of Management Studies, Aligarh

Email:syedatifsalar@gmail.com

Abstract: The paper focuses on the dynamic interaction between Domestic Institutional
Investor’s money moves and security yields and Domestic Investors inflows and outflows and
Volatility. In the analysis daily data has been analyzed and there exist a negative relation
between purchases and returns. After thorough research between Domestic Institutional flows
and returns from the market data shows that Domestic flows (sales) are significantly affected
by the yield (return) in the market, however, vice-versa case in not applicable. These flows
suggests presence of opposite behavior in the market. The analysis has been done using VAR
framework and it was found that returns and flows both are influenced by its own lags and
return with lags having influence on Domestic fund flows.

Index Terms-Stock Market, Domestic Institutional Investors, Volatility, Domestic fund flows,

Nifty Return, Relationship, Vector Auto Regression.

1. INTRODUCTION

India is an emerging market with lots of hopes in its equity market. This market has investors
from two major classes of investors one of which is Foreign Institutional Investors and the
other is Domestic Institutional Investors. Normally, a positive relationship has been found
between flows and yield in the market. The hypothesis suggests that whenever there are
changes in return these changes lead to further shift in the fund flows or investments by big
Institutions.

The positive relationship between the fund flows (Mutual funds) and security returns does not
mean that the former causes the latter or vice-versa. Ila (2013) found out that foreign

Institutional investors normally pushes the market in an upward direction. It was also found
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that a large exit by Foreign Investors in the aftermath of a domestic crisis bring prices closer to
their Fundamental value at which the prices should have to be.

The study is different from other studies in the manner that other studies has focused more on
trading behavior of Foreign Institutional Investors and Indian stock market.

But this study specifically focuses on the role Domestic Institutional investors play in the
development of Indian stock market. Domestic Institutional investors include (Mutual funds,

Insurance companies, Banks, Development Financial Institutions and New Pension Scheme).

2. Literature Review

There have been some studies which focus on role of Foreign Direct Investment on the
movement of Stock Market (Areabic,)

Gordon and Gupta (2003) through their monthly data analyses various factors which affect
the Portfolio investment. From the study, there has been evidence that Portfolio flows are
determined by both external and domestic factors. Among external factors, LIBOR and
emerging market returns are important whereas at domestic level interest rate plays a very
crucial role along with Stock returns.

In quantitative terms, both external and domestic factors are found to be equally important. It
has been also found that volatility of portfolio flows into India was small in comparison to
other emerging markets. While the data also indicates that Foreign Institutional Investors flows
into India have become more volatile. Since, 1998 this applies to other emerging markets as
well. Another, interesting fact which comes out from the study was that there has been seasonal
impact also on the Investment pattern of Foreign Institutional Investors. They used to invest
more in first four months of the year and this could be due to end year bonuses in Unites States.
In India, the reason behind that is because of improved sentiments, since reforms are typically
announced in the run-up to the end February budget.

The Econometric analysis shows that there are mainly three factors which effect FII flows into
the Indian Equity market which includes Domestic, regional and global variables. An increase
in external interest rates adversely affects the FII flows into the Indian Stock Market.

3. Research Gap

The topics on Indian Stock market, its Volatility and impact of various fund flows on the market
have been an important part of Behavioral Finance and there have been lots of studies on it.
However, Impact of Domestic Institutional Investors on Stock market volatility has not been
analyzed so far with especial focus on bidirectional causality relationship. There have been lots

of studies which focus on the impact of Foreign Institutional Investors on Indian stock market
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but none of the study has focused on the role Domestic funds play in Indian stock market. The
study is not only going to analyze the bidirectional causality between Domestic Institutional
Investors and stock market but it is also going to be analyzed that how DIIs impact the
Volatility of Nifty. When we are using the term Indian stock market it means the analyses is
going to be made on Nifty.

4. Objectives

1) To understand the role of DIIs in Indian stock market

2) To identify the relationship between Domestic Institutional Investors inflows and Nifty
return.

4.1Hypotheses of the Study

Ho1: Purchase does not granger cause Nifty return

Hoz: Nifty return does not granger cause Purchase

Hos: Sales does not granger cause Nifty return

Hoa: Nifty return does not granger cause Sales

Hos: Net Flows does not granger cause Nifty return

Hos: Nifty return does not granger cause Net Flows

5. Econometric Analysis

In the first step, Unit Root Test of DIIs (Purchase, Sales and Net Investment) was assessed
followed by the Unit Root Test Analysis of return of Nifty. The analysis of DIIs purchase,
Sales and Net Investments and return series of Nifty consists of finding the order of Integration.
Finding order of Integration means checking whether the data is stationary at the level or not.
This is the basic necessary condition before applying Vector Auto Regression and Granger
Causality test. In order to check the stationarity of DIIs (Purchase, Sales and Net Investments),
and Nifty return data, ADF and PP test was employed.

The ADF test was applied to first at Purchase of DIIs with “Trend and Intercept” model of unit
root and then to sales, net Investments and Nifty return. The numbers of lags are automatically
selected. The output is presented in Table 1.

The result is (10.32 > 3.96, 10.32 >3.41, 10.32 >3.12). Thus, according to ADF test, the
conclusion is that DIIs (Purchase) is stationary at level and it is having order 0 i.e DIIs Purchase
1(0).

The result in Table 2 shows that trend is significant because prob. value is less than 5% (000.).
Also, the absolute t statistic is more than critical values (9.54 > 3.96, 9.54 > 3.96, 9.54 > 3.12).
Thus, according to ADF test, the conclusion is that DIIs (Sales) is stationary at level and it is

having order 0 i.e DIIs Sales I (0).
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The result in Table 3 shows that trend is not significant as the probability value is more than
5% (95%). Therefore, it means that the model would be estimated again with “Only intercept”

model.

The result that trend is significant because prob. value is less than 5% (000.).

6. GRANGER CAUSALITY BETWEEN DIIS PURCHASE AND NIFTY RETURN

The contemporaneous relationship between DIIs Purchase and Nifty return will be analyzed in
this section C.

Domestic Institutional Investors and market return have a positive or negative correlation does
not necessary mean that the former causes the latter and vice versa since there could be other
explanations also for this phenomenon. In order to gain more insights into the relationships
between Domestic Institutional Investors (Purchases) and Nifty return, the study employs VAR

based test.

DIIs Purchase (DIIP) and Nifty Return (NRt)

NRt = co+ ¢iNRei+_ cpNRip+ diDIIPy; +...+d,DIIP, +Ei. ... (1.1)

DIIP t— aO+a1DIIPt-1+. . .+apDIIPt-p+. cee .bl NRt-1+ .o .+prRt-p+ Ht .......... ( 1 .2)

Where NR; is stock index return, DIIP; is Domestic Institutional Investors (purchase), € (andp
are error terms.

The hypothesis of equation 1.1 is as follows

Hoi: Purchase does not granger cause Nifty return

Hai. Purchase granger cause Nifty return

Mathematical hypothesis for the same are as follows;

The hypothesis of equation 1.2 is as follows

Ho»: Nifty return does not granger cause Purchase
Ha: Nifty return does granger cause Purchase
Mathematical hypothesis for the same are as follows;
Ho: bi=b=...=b,=0
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Ha: bi#bo#....#£by#0

In both the cases rejection of Null hypothesis denotes the presence of Granger causality. Now,
to start the causality approach Vector Auto regression (VAR) is set up. We estimate VAR (1,
1),(1,2), (1,3), (1,4), but all prove to be futile as per the detection of Lag length criteria. Thus,
the final model was selected at VAR (1,5). The benefit of VAR is that they account for inter-
temporal dynamics between variables, without imposing a priori restrictions of a particular

model.

The output for VAR is presented in Annexure I (VAR 1). The results in annexure I whose
columns designates the dependent, or “caused,” variables and whose rows define the
independent, or “causing” variables shows that Domestic Institutional Investors (Purchases)
does not show much significant impact on the Nifty returns as t- statistics is not significant
with value 1.82. Even, the R? is low, which implies that DIIs purchases capacity to explain the

market return is low.

On the other hand, nifty returns have a negative and strong impact on purchases made by
Domestic Institutional Investors (DIIs). It means when market is low Domestic Institutional

Investors used to purchase a lot as t value is -3.44.

Another interesting fact is that market return is positive and significant with its one lag; while
DIIs purchases are highly significantly influenced by its past two lags as t- statistics is 16.12 at
lag one. This result implies that an increase or decrease in DIIs purchases tends to spur other

fund investors to act in the same direction.

Our Hypothesis for DIIs (Purchase) and Nifty return were as follows

Hoi: Purchase does not granger cause Nifty return

Hoi: Nifty return does not granger cause Purchase

From Table 8 it can be revealed that the null hypothesis Purchase does not Granger Cause nifty
return is accepted with Nifty return as dependent variable as the probability value is more than
5% 1i.e.0.15

From table 9 it can be revealed that the null hypothesis Nifty return does not granger cause
Purchase return is rejected with DIIs purchase as dependent variable. It means that Nifty is

causing or having impact on DIIs purchase. It is revealed from the prob. Value which is 0.00.
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In the same manner the analysis has been done on sales and net investments. Annexure are
attached.
7. FINDINGS, SUGGESTIONS AND CONCLUSION
Domestic Institutional Investor’s (DIIs) purchase doesn’t have any impact on Nifty return
whereas Nifty returns (with lags) do influence the Domestic Institutional Investor’s purchases.
It means DIIs use to invest with the movement of Nifty. Their purchase or investment strategies
are followed by the direction of the market and its return.
Domestic Institutional Investors out flows (sales) are significantly affected by lagged value of
market return; however, the latter is not significantly influenced by variation in these flows. It
means that a positive relationship has been seen between Market return and DIIs (Sales).
Annexure 11
As far as, net flows of DIIs are concerned negative correlation has been seen between market
return and DIIs net flows. Market return with lags is having huge negative impact on DIIs net
outflows where DIIs fail to make any impact on market return. Annexure 111
Granger causality analysis signifies unidirectional causality between Market return and DIIs
flows. The causality moves from Return to flows. It means that market return do have huge
impact on Purchase, sales and net flows of Domestic Institutional Investors where Domestic
funds does not have any impact on Nifty return.
Domestic Institutional Investors (Purchase, sales and Net Flows) are significantly influenced
by its own lagged values it means that previous values of DIIs flows can predict the future
values of Flows. This result implies that an increase or decrease in Domestic fund flows tends
to spur other Domestic investors to act in the same direction. In other words, we can say that
Domestic Institutional Investors use to chase their past investment strategies.
Over all we can say that Domestic Institutional Investors buys more and sell less when market
1s down and on the opposite side sell more and buy less when market is high. It means overall
a negative trading behavior has been seen by Domestic Institutional Investors.
Market returns are also hugely influenced by its past lagged values. It means that previous days
return of nifty play an important role in deciding the direction of the market on next day.

7.1 Suggestions
Indian stock market is still depends largely on Foreign Institutional Investors and these
foreign institutional investors have the capability to disturb the market with their trading
activities, so policy makers should make such norms which make a bit difficult for these

types of investors to pull their money back from the Indian stock market.
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Domestic Institutional Investors holding in companies listed in Indian stock market is still not
more than 15 % which make them less effective as compared to foreign institutional
investors. Policy makers should make such policies which will increase the participation of
Domestic Institutional Investors more in Indian stock market.

Mutual funds which are an important and major component of Domestic Institutional
Investors should aware people to educate and motivate people so that they can start investing

in Indian stock market.

7.2 Conclusion

The paper focuses on institutional investments and their relationships with equity returns.

Vector Auto Regression have been used to study and data from 1st January 2009 to 31st March
2016. The analysis has been done in two steps. First, it examines the dynamic relationship
between aggregate stock returns and institutional investment flows, and second, it measured
the impact of Domestic Institutional Investors on Indian Stock Market. The analysis provides

several observations.

First, consistent with previous research it is found that institutional investors chase their past
investment strategies. Second, the independent analysis for Domestic Institutional Investors
reveals that, the DIIs fund flows (purchase, sales and net) are insignificant in determining stock
returns.

Third, it is observed that the domestic mutual funds sell more and purchase less when market
rise and purchase more and sell less when market falls down. This indicates that in an aggregate
level, Domestic Institutional Investors follow a negative feedback trading strategy.

However, Domestic funds purchases and net flows positively influence the market volatility
suggesting that increase in institutional inflows increase the market volatility. But, it has also
been found that Domestic investor’s outflow doesn’t make any impact on volatility of Indian
stock market.

It 1s found that the domestic funds net flows have a positive impact on market volatility.
While this study provides evidence that institutional investors adopt different trading strategies
and their net investment flows are significantly associated with the market movements. Thus,
the findings should be considered with some caution thereby the distinct applications in
practice as there is a possibility that including all type of domestic institutional investments

individually may provide more robust findings. Further, considering the fund investors at
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individual level and a comparison of institutional investors and individual investors in
influencing the stock market and vice-versa may provide a better understanding of the dynamic

relationship between market volatility and investor behavior.
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Table 1

ADF Test Output for DIIs (Purchase)

Method: Trend and Intercept

t-Statistic Prob.
Augmented Dickey-Fuller test statistic -10.32736 | 0.0000
Test critical values: | 1% level -3.963175
5% level -3.412320
10% level -3.128096
@TREND 0.000
Source: Scholar research generated by using Eviews 9.
Table 2
ADF Test for output of DIIs (sales)
Method: Trend and Intercept
t-Statistic | Prob.*
Augmented Dickey-Fuller test statistic -9.547242 | 0.0000
Test critical values: | 1% level -3.963175
5% level -3.412320
10% level -3.128096

@TREND

0.000
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Table 3

ADF Test for output of DIIs (Net Investment)

Method: Trend and Intercept

t-Statistic | Prob.*
Augmented Dickey-Fuller test statistic -11.52584 | 0.0000
Test critical values: | 1% level -3.963169
5% level -3.412317
10% level -3.128094
@TREND 0.9566
Granger Causality Results:
Table 7
VAR Granger Causality for Nifty Return
Excluded Chi-sq df Prob.
PURCHASE 8.023638 5 0.1549
All 8.023638 5 0.1549
Table 8
VAR Granger Causality for Purchase
Excluded Chi-sq df Prob.
NIFTYRETURN 27.99645 5 0.0000
All 27.99645 5 0.0000

Annexure I

Vector Autoregression Estimates

Standard errors in ( ) & t-statistics in [ ]
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NIFTYRETURN

PURCHASE

NIFTYRETURN(-1) | 0.063291 | -6644.835
(0.02370) | (1927.03)
[2.67019] | [-3.44823]
NIFTYRETURN(-2) | -0.017703 | -4892.519
(0.02383) | (1937.74)
[-0.74273] | [-2.52486]
NIFTYRETURN(-3)  -0.008862 | -3936.224
(0.02383) | (1937.49)
[-0.37187] | [-2.03161]
NIFTYRETURN(-4)  0.009679 | -1066.890
(0.02385) | (1939.33)
[0.40577] | [-0.55013]
NIFTYRETURN(-5) | -0.036262 3801.280
(0.02361) | (1919.26)
[-1.53603] | [ 1.98060]
PURCHASE(-1) 5.67E-07 0.382658
(2.9E-07) | (0.02374)
[ 1.84345] | [ 16.1206]
PURCHASE(-2) 3.71E-07 0.154571
(3.1E-07) | (0.02551)
[-1.18289] | [ 6.05877]
PURCHASE(-3) 4.13E-07 0.088030
(3.2E-07) | (0.02564)
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[ 1.30818] [ 3.43283]

PURCHASE(-4) -2.64E-07 0.003233
(3.1E-07) (0.02549)

[-0.84158] [ 0.12685]

PURCHASE(-5) -3.87E-07 0.146029
(2.9E-07) (0.02362)

[-1.33064] [ 6.18294]

C 0.000289 304.4494
(0.00041) (33.4840)

[ 0.70096] [ 9.09222]

R-squared 0.009398 0.411744
Adj. R-squared 0.003833 0.408439
Sum sq. resids 0.052810 3.49E+08
S.E. equation 0.005447 442.8264
F-statistic 1.688775 124.5892
Log likelihood 6800.165 -13448.68
Akaike AIC -7.581424 15.03036
Schwarz SC -7.547702 15.06408
Mean dependent 0.000236 1331.387
S.D. dependent 0.005457 575.7496
Determinant resid covariance (dofadj.)| 5.729120
Determinant resid covariance 5.658962
Log likelihood -6634.755
Akaike information criterion 7.433562
Schwarz criterion 7.501006
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Annexure 2

Vector Auto regression Estimates

Standard errors in () & t-statistics in [ ]

NIFTYRETURN ~ SALES
NIFTYRETURN(-1)|  0.053392 10028.30
(0.02356) | (1918.90)

[2.26609] | [5.22605]

NIFTYRETURN(-2) | -0.022897 | 6864.844
(0.02374) | (1933.78)

[-0.96432] | [ 3.54996]

NIFTYRETURN(-3) | -0.018747 | 4359.929
(0.02380) | (1938.30)

[-0.78769] | [ 2.24936]

NIFTYRETURN(-4) | 0.003602 1594.402
(0.02375) | (1934.16)

[0.15168] | [0.82434]

NIFTYRETURN(-5) | -0.031819 | 3447.983
(0.02365) | (1926.38)

[-1.34525] | [ 1.78988]

SALES(-1) 4.24E-07 0.281726
(3.0E-07) | (0.02412)

[1.43181] | [11.6811]
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SALES(-2) -2.69E-07 0.158296
(3.1E-07) (0.02499)

[-0.87499] [ 6.33377]

SALES(-3) 6.90E-08 0.124254
(3.1E-07) (0.02516)

[ 0.22328] [ 4.93806]

SALES(-4) -1.44E-07 0.079349
(3.1E-07) (0.02504)

[-0.46888] [ 3.16844]

SALES(-5) -4.83E-07 0.119241
(3.0E-07) (0.02408)

[-1.63430] [ 4.95228]

C 0.000785 320.2995
(0.00046) (37.1133)

[ 1.72221] [ 8.63032]

R-squared 0.008462 0.358786
Adj. R-squared 0.002892 0.355184
Sum sq. resids 0.052860 3.51E+08
S.E. equation 0.005449 443.8219
F-statistic 1.519087 99.59843
Log likelihood 6799.319 -13452.71
Akaike AIC -7.580479 15.03485
Schwarz SC -7.546757 15.06857
Mean dependent 0.000236 1361.712
S.D. dependent 0.005457 552.7016
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Determinant resid covariance (dofadj.)| 5.811610
Determinant resid covariance 5.740441
Log likelihood -6647.556
Akaike information criterion 7.447857
Schwarz criterion 7.515301
Annexure 111
Vector Auto regression Estimates
Standard errors in ( ) & t-statistics in [ ]
NIFTYRETURN NET
NIFTYRETURN(-1) 0.059646 -17665.45
(0.02410) (1756.14)
[ 2.47465] [-10.0593]
NIFTYRETURN(-2) -0.015644 -12528.33
(0.02476) (1804.18)
[-0.63175] [-6.94404]
NIFTYRETURN(-3) -0.005903 -8966.590
(0.02497) (1819.69)
[-0.23636] [-4.92755]
NIFTYRETURN(-4) 0.012421 -2314.139
(0.02492) (1815.98)
[ 0.49837] [-1.27432]
NIFTYRETURN(-5) -0.027908 364.5371
(0.02425) (1766.76)
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[-1.15092] [ 0.20633]

NET(-1) 2.15E-07 0.285752
(3.3E-07) (0.02435)

[ 0.64242] [ 11.7331]

NET(-2) -3.15E-08 0.160201
(3.5E-07) (0.02532)

[-0.09055] [ 6.32640]

NET(-3) 3.70E-07 0.127432
(3.5E-07) (0.02536)

[ 1.06239] [ 5.02586]

NET(-4) -1.97E-07 0.075534
(3.5E-07) (0.02521)

[-0.57045] [ 2.99622]

NET(-5) -3.66E-09 0.099668
(3.3E-07) (0.02379)

[-0.01121] [ 4.18938]

C 0.000242 -0.152930

(0.00013) (9.44121)

[ 1.86681] [-0.01620]

R-squared 0.006308 0.469730
Adj. R-squared 0.000725 0.466751
Sum sq. resids 0.052975 2.81E+08
S.E. equation 0.005455 397.4803
F-statistic 1.129897 157.6779
Log likelihood 6797.375 -13255.20
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Akaike AIC -7.578309 14.81429
Schwarz SC -7.544587 14.84801
Mean dependent 0.000236 -30.32566
S.D. dependent 0.005457 544.3153
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