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A contingency model of board characteristics
and foreign institutional investor ownership: the
moderating role of firm size and market
valuation
Smitha Nair1*, V Gopikumar1, P.K Viswanathan1, Sruthy Gopakumar1 and Mathew Thomas Gil2

Abstract: We investigate the governance sensitivity of foreign institutional inves-
tors’ (FII) ownership in a large emerging market setting of India, characterized by
highly concentrated insider ownership. More specifically, we focus on the moder-
ating role of firm size and price to book value (PB) in determining the relationship
between FII ownership and board characteristics, such as board size, outside
director ratio, CEO duality, and board meeting attendance. Our methodology
emphasizes the importance of contextual analysis in studies relating to institutional
investors’ preferences. We find that FIIs prefer bigger boards and greater board
independence in larger and growth firms (higher PB). Further, FIIs prefer firms that
have separate CEO and Chairman of the board positions in growth firms.

Subjects: Economics; Finance; Business; Management and Accounting

Keywords: foreign institutional investors; corporate governance; board characteristics;
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1. Introduction
Foreign capital is an important source of finance for emerging market firms due to the limited
availability of domestic sources. However, access to foreign capital is uneven across firms. Firm-
level corporate governance is one factor that explains differential access to foreign capital (Leuz
et al., 2010). Foreign investors tend to avoid firms with weak corporate governance mechanisms
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due to a lack of trust. The lack of trust among foreign investors induced by poor firm information
environments is particularly relevant in markets with high levels of insider ownership concentra-
tion that can potentially exacerbate the risk of expropriation by the controlling shareholders.

Our focus in this paper is to examine the role of corporate governance mechanisms of firms in
determining foreign institutional investor (FII) preferences in an emerging market setting, character-
ized by highly concentrated insider ownership. More specifically, we investigate the incremental effect
of board characteristics as a determinant of foreign institutional ownership and their interactions
with firm characteristics, such as market capitalization and market-to-book value ratio.

To establish the empirical relationship between FII ownership and board characteristics, we
explore the data on Indian listed firms for the period from April 2004 to March 2019. The period of
study includes an evolving regulatory framework on corporate governance (Dixit, 2015). In
the year 1999, India adopted a major governance reform, Clause 49 that requires public compa-
nies to have, among other things, several internal control systems, including a minimum number
of independent directors. Black and Khanna (2007) note that the Indian stock markets reacted
positively to the introduction of Clause 49, in contrast to the negative reaction of the US markets to
the adoption of the Sarbanes-Oxley Act in 2002. They argue that similar reforms can have different
effects in countries with different institutional environments.

The Indian market, characterized by highly concentrated ownership, provides the controlling
shareholders a disproportionate control over the firms’ cash flows that have the potential to create
agency issues when inside—owners act opportunistically and accrue private benefits at the
expense of other shareholders. The inside—owners (also known as promoters), on average, own
close to 50% of the shares of Indian listed companies. In contrast, ownership in developed
economies is quite diffuse. In firms with diffuse ownership, the agency problem is primarily
between the owners and the managers (Jensen & Meckling, 1976). Whereas, in firms with con-
centrated ownership, particularly those in which the controlling shareholders participate in the
management of the firm, the nature of the agency problem shifts to one between minority and
controlling shareholders (also known as secondary agency issues). The social connections between
the influential inside owners and directors further complicate the problem.

A sizable literature investigates the determinants of institutional investor ownership. They focus on
examining institutional demand for stock characteristics, momentum investing or past returns, and
corporate governance mechanisms of firms (Bennett et al., 2003; Bushee et al., 2013; Gompers &
Metrick, 2001; Sias, 2007). The studies that focus on stock characteristics show that firm size, market
liquidity, and share price positively affects institutional ownership. Prior literature on momentum
investing behavior of institutional investors is largely inconclusive (Sias, 2007). However, little is
known about the corporate governance preferences of institutional investors, particularly foreign
institutions investing in firms operating in relatively weak information environments such as emer-
ging markets. Bushee et al. (2013) investigate the association between total institutional ownership
and firms’ corporate governance mechanisms and documents weak evidence on the same.

Due to the large portfolios often held by institutional investors, and the associated high mon-
itoring costs, institutional investors have strong incentives to discipline and monitor the managers.
One approach to influence the governance mechanisms is by taking an active role in the govern-
ance of their portfolio firms by waging public or private campaigns (Bushee et al., 2013). Gillan and
Starks (2000) note that this kind of activism has evolved to be an important part of financial
markets. However, the implications of such activism by investors is often uncertain and costly. An
alternate approach employed by institutional investors is to invest in firms that acquire preferred
governance characteristics and disclosures practices and avoid the rest.

To examine the consequences of board characteristics on the investment preferences of foreign
investors, we employ a contingency approach as advocated by Ferreira et al. (2017) and Zona et al.
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(2013). Contingency theory emphasizes the importance of contextual factors in determining the
effectiveness of a given structure (Birkinshaw et al., 2002). We hypothesize that the effect of board
characteristics on FII ownership can vary depending on the firm size and book value multiple
(market-to-book ratio).

Prior literature documents that the prevailing information environment and legal frameworks
guide the investment allocation of foreign investors across firms in emerging markets.
Aggarwal et al. (2005) examine the influence of country and firm-level governance policies
on the investment allocation decisions of US mutual funds. After controlling for the country
characteristics, they document the positive influence of transparency on the investment deci-
sions of US mutual funds in emerging markets. In the same vein, Chan et al. (2005) show that,
foreign investment inversely relates to expropriation risk. Ferreira et al. (2017) documents that
domestic institutions have an information advantage relative to foreign institutions, particularly
in less efficient stock markets characterized by more significant information asymmetry pro-
blems. Further, Leuz et al. (2010) argue that information asymmetry problems magnify the
challenges encountered by foreign investors while evaluating the governance structure of
firms.

Our empirical analysis reveals that board size and FII ownership have a negative association,
suggesting that FIIs prefer firms that have smaller boards. However, firm size positively moderates
the relationship between board size and FII ownership, indicating that FIIs prefer bigger boards in
larger firms. Similarly, FIIs prefer larger boards in growth firms (firms with higher PB ratios) that are
more likely to have higher non-financial disclosures and unclear growth fundamentals. We also
find that foreign investors prefer higher outside director ratios in larger firms and growth firms, as
indicated by the significant positive interaction between firm size and PB ratio with outsider ratio.
Finally, we show that FIIs prefer CEO non-duality in firms with higher PB ratios, as shown by the
significant negative interaction of PB ratio and the indicator variable for CEO duality.

Our study makes two important contributions. First, it shows how the relationship between
board characteristics and foreign institutional ownership changes according to firm characteristics
(firm size) and market-based signals (market-to-book value). Our approach helps in understanding
the role of contingencies in the relationship between FII ownership and board characteristics.
Second, by studying a unique emerging market (India) setting, characterized by secondary agency
problems between controlling and minority shareholders in a relatively weak information environ-
ment, we expect to extend prior research to a hitherto unexplored setting. To the best of our
knowledge, the data we use is thus far unexplored in the context of FII ownership sensitivity to
corporate governance mechanisms.

2. Related literature
According to Shleifer and Vishny (1997), corporate governance is a straightforward agency pro-
blem and refers to the various constraints that either manager put on himself or investors put on
managers to reduce agency problems. They note that the study of corporate governance is
practically important due to a great deal of disagreement on the appropriateness of the existing
mechanisms, even in the advanced economies.

Several studies have documented the role of institutional investors in monitoring and disciplining
management. Bushee et al. (2013) investigates the relationship between institutional investors’
ownership preferences and corporate governance mechanisms of firms and show that large
investors with a preference for growth firms are more likely to be sensitive to firm-level govern-
ance mechanisms. They note that good governance mechanisms help in decreasing the monitor-
ing costs of investors. Leuz et al. (2010) investigate whether governance concerns would result in
fewer foreign holdings and documents that foreign investors hold fewer shares in firms that have
ownership structures that are more conducive to expropriation risk by insiders. Additionally, they
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show that the effect of firm-level governance on foreign investment even more pronounced in
countries with weak disclosure regulation and investor protection laws.

Previous studies such as Bushee et al. (2013) have used board characteristics such as board size,
outsider ratio, CEO-duality as proxies for measuring corporate governance. Yermack (1996) exam-
ines the relationship between board size and market valuation and documents an inverse associa-
tion for a sample of 452 large US industrial corporations. He shows that the greatest loss in firm
value occurs when boards grow from small to medium size. Additionally, he argues that companies
with small boards have better operating and profitability ratios. Jensen (1993) notes that small
boards help in improving firm performance and suggests that boards with more than eight
members are less likely to be effective. Eisenberg et al. (1998) examine the relationship between
board size and profitability for a sample of small Finnish firms and document a negative correla-
tion. Their result corroborates the findings of Yermack (1996) for a sample of firms substantially
smaller. Mak and Kusnadi (2005) examine the impact of corporate governance mechanisms on
firm value using a sample of 460 firms listed on the Singapore Stock Exchange and Kuala Lumpur
Stock Exchange and shows that there exists a negative relationship between board size and firm
value.

Board of directors have the responsibility of monitoring and disciplining the management.
Further, investors expect board members, particularly outside directors, to provide timely and
value relevant information that would help in mitigating the information asymmetry problems.
However, some previous studies have expressed their skepticism about the effectiveness of
outside directors. In one of the early studies, Jensen (1993) alludes to the issue of information
problems in large corporations hindering the ability of highly talented board members in
contributing to mitigate the agency problems. Duchin et al. (2010) investigate the effectiveness
of outside directors by empirically estimating the relationship between firm performance and
the change in the percentage of independent directors for a sample of US firms over the period
2000–2005. They find that, on average, outside directors’ do not help or hurt performance.
However, the effectiveness of outside directors is conditional on the cost of information
acquisition. The effectiveness significantly improves when the information cost is low and
decreases when the cost is high.

In contrast, Bowman and Min (2012) investigate the impact of a regulatory change that requires
Korean firms to increase the outside director ratio and finds that increased board independence
helps to attract more foreign investment. However, they find that the effectiveness of outside
director system on foreign ownership is less effective for chaebols (family-controlled Korean
conglomerates). Overall, some of the recent studies suggest that one cannot expect a uniform
performance effect of board independence across all firms.

On CEO- duality, Jensen (1993) advocates that firms should separate the positions of CEO
and Chairman of the board for the board to perform its critical functions. Finkelstein and
D’aveni (1994) employ a contingency-based approach to investigate a firms’ likelihood of
using a dual CEO structure. They argue that CEO duality is not always dysfunctional as
proposed by agency theory, and non-duality is not always dysfunctional, as suggested by
organizational theory. Instead, the effectiveness of CEO duality is contingent upon the informal
CEO power and firm performance. When either CEO power or firm performance is high, CEO
duality is more likely to be dysfunctional as predicted by agency theory. On the contrary, low
CEO power and poor firm performance, necessitates the presence of strong leadership, thereby
making non-duality more dysfunctional.

Board meeting attendance is a direct proxy to measure director effort and commitment towards
the shareholders. Chou et al. (2013) investigates the relationship between firm profitability and
meeting attendance of directors for a sample of approximately 650 non-financial Taiwanese firms
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and finds that high meeting attendance by directors’ themselves can enhance firm performance.
However, attendance by their representatives has an adverse effect.

2.1. Data and variables

2.1.1. Data
To explore the objectives stated above, we employ the PROWESS database, provided by the Centre
for Monitoring Indian Economy (CMIE).1 The sample period begins from the financial year 2005 and
ends in the financial year 2019 (April 2004—March 2019). The total sample consists of 34,428
firm–year observations after removing missing values for all variables employed in the study. For
our sample firms, the financial year starts in April and ends in March.

Table A1 presents the summary statistics of percentage ownership by different investor cate-
gories such as FII, mutual funds, Indian and foreign promoters, and overall institutions. FII own-
ership as the proportion of shares held by FIIs in aggregate at the end of a financial year. Panel
A shows that mean ownership by FIIs is 2.1% higher than that of domestic mutual funds. Further,
the mean promoter ownership is close to 50%, indicating the level of ownership concentration.
Panel B presents summary statistics for firms that have positive FII ownership. More than 50% of
firm-year observations in our sample have positive FII ownership.

Table A2 presents the summary statistics for the explanatory variables used in the regression
analysis. The mean BM ratio for our sample is 1.03, and a typical firm has a market capitalization of
INR 2175.43 Million. The average board size for our sample is 9.02 numbers, and the percentage of
outside directors is 43%. In unreported analysis, we find that the mean BM ratio for firm-years with
positive FII ownership is 0.84, and the mean board size is 10.57 numbers.

Table A3 presents the fraction of firms with positive FII ownership by year. The data suggests that the
numberof firmswith FII ownership is showinga consistent increase fromthe financial year 2005 to2019.

Figure 1. Panel A shows the
relationship between board size
and FII ownership quartiles.

Each year, observations are
sorted into quartiles based on
FII ownership percentages.
Quartile 1 represents the low-
est percentage holdings and
quartile 4 represents the high-
est. Board size is measured as
the total number of directors
during a year. Panel B shows
the relationship between num-
ber of independent directors
and FII ownership quartiles.
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Moreover, the number of firmswith FII ownership increased from1179 in the financial year 2008 to 1198
in the year 2009, suggesting that the recent financial crisis did not have a visible negative effect on
foreign demand for Indian equity ownership. Figure 1 plots the relationship between FII ownership
quartiles and two important board characteristic variables, the board size, and the number of indepen-
dent directors. For this purpose, each year, we sort firms into quartiles based on FII ownership. The plots
showthatas FIIownership increases,medianboardsizeandnumberof independentdirectors’ increases,
suggesting that FIIs have a higher preference for bigger boards and ahigher number of outside directors.
Further, our unreported analysis reveals that out of the total 17,262 firm—years that have positive FII
ownership, CEO—duality is absent in 96% of the firm-years.

3. Variables

3.1. Measuring corporate governance
Following Bushee et al. (2013), we use board characteristics that include board size, fraction of
independent directors, CEO duality, and board meeting attendance as corporate governance proxies.

3.1.1. Board size (n_dir)
Prior studies show that board size affects the efficiency of board decision making. Lipton and Lorsch
(1992) argue that larger boards are effective monitors, but are slower in making decisions. They
attribute the relative lack of effectiveness to factors, such as lack of cohesiveness among the board
members, and lack of time. The complexity of the matters, coupled with the power of the top
management, exacerbates the board effectiveness problem. Hence, they suggest that the costs of
larger boards outweigh the benefits ofmore efficientmonitoring. Jensen (1993) argues that CEOs have
greater control over boards that have more than eight members. Consistent with Lipton and Lorsch
(1992), Yermack (1996) argues that larger boards have greater coordination problems relative to
smaller ones, and evidences an inverse relationship between board size and firm value. Our proxy for
the board size is the yearly sum of the number of directors.

3.1.2. Outsider ratio (n_ind)
Independent directors are considered more effective monitors of the firm. Rosenstein and Wyatt
(1990) show that share prices react positively after outside director appointments. Helland and
Sykuta (2005) document that firms that are targets of shareholder litigation have a lower percen-
tage of outside directors, and smaller boards, suggesting that outside directors and bigger boards
do a better job of monitoring the monitor. Bhagat and Black (2002) examine the relationship
between board independence and firm performance for a sample of large US firms and finds that
firms with more independent firms do not perform better than others do. However, several recent
studies argue that independent directors are less effective when the firms’ information environ-
ment is opaque, plausibly due to the relatively higher cost of acquiring and processing information.

3.1.3. CEO duality (dual)
Being equipped with the most relevant private information about the firms’ prospects, CEO-
Chairman is the most influential person on the board. He controls the flow of information to the
board and board meetings. The dependence of the board on the CEO-Chairman dilutes the role as
an effective monitor of the management. We code the variable “dual” as 1 when the role is
combined and 0, otherwise.

3.1.4. Board meeting attendance (attd)
Attendance at the board meetings is an indicator of the director’s effort in monitoring the
management and indirectly measures his/her effectiveness. Following Bushee et al. (2013), we
use an indicator variable coded as “1” if any director misses 75 percent or more of board meetings
and 0 otherwise.
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3.2. Moderators

3.2.1. Firm Size (SIZE)
Kang (1997) show that foreigners have a higher preference for large firms, as they are better
informed about. The preference for large firms could be due to the higher market liquidity and
greater investor attention, potentially mitigating the problems due to information asymmetries.
We measure firm size as the logarithm of market capitalization, measured on the first trading day
of January. Measuring market capitalization on the first trading day of January enables us to
establish better the cause-effect relationship between firm size and FII ownership, measured at
the end of the fiscal year (31st, March).

3.2.2. Book-to-Market Value (BM)
Lakonishok et al. (1992) show that stock markets are overly optimistic about low BM firms as they
naively over-extrapolate the earnings growth of such firms. Further, the rapid growth of low BM
firms makes their current tangible fundamentals less important than their hidden fundamentals or
growth fundamentals. Hence, it is highly likely that stock markets overvalue such firms, thereby
increasing the risk of negative earnings surprises. We measure BM the log of book-to-market value,
measured on the first trading day of January, consistent with our approach of measuring the
higher frequency explanatory variables with lags.

3.3. Control variables
We employ a set of control variables, previously documented as determinants of institutional
ownership (Gompers & Metrick, 2001). We control for liquidity (TURN) by taking the logarithm of
average yearly turnover for the stock scaled by the yearly shares outstanding. Average yearly
turnover is equal to the sum of the average yearly stock turnover of the two prominent exchanges
in India, the Bombay Stock Exchange (BSE) and National Stock Exchange (NSE). Prior research
employs stock return volatility as a proxy for risk. We compute volatility (VOL) as the standard
deviation of the past twelve months returns, before the fiscal year-end. Further, to capture the
momentum (RET-1) effect, we employ the twelve-month lagged return. Lastly, share price (PRICE)
is the log of the share price on the first trading day of January.

4. Hypothesis Development

4.1. Board size, FII ownership and the moderating effects of firm size and PB ratio
Prior literature broadly divides the functions of boards into three: resource mobilization, govern-
ance, and strategic. In its resource mobilization function, boards link firms to the external world
and help in securing critical resources. The resource dependency theory argues that large and
diverse boards are more effective in getting timely access to critical resources (Goodstein et al.,
1994). In its governance function, boards have the role of controlling managerial opportunism and
ensuring that organizational decision making is consistent with stakeholder interests. Finally, in its
strategic role, boards involve in taking important decisions, particularly during periods of internal
and external turbulence.

While large and diverse boards would be useful in fulfilling the resource mobilization and
governance functions, they may not be suited in quickly responding to changes in both internal
and external business environments. Lipton and Lorsch (1992) state that as the board size
increases beyond ten members, they become dysfunctional. Further, they argue that smaller
boards allow directors to have productive discussions, and to reach a consensus from their
deliberations. Additionally, slower decision-making plagues bigger boards.

Large firms attract more investor attention and analysts’ following. Prior research recognizes
that analysts’ following can potentially improve firms’ information environment. Hence, large
investors would be less concerned about the governance of large firms relative to smaller ones.
Further, large firms would have better access to relevant resources due to a bigger scale of
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operations. These arguments suggest that investors in large firms would give a higher weight to
the strategic role of boards relative to the monitoring and resource mobilization functions.

Agile strategic decision making by boards is essential for firms operating in turbulent business
environments such as emerging markets. Uncertain environments magnify the challenges for
decision-makers, particularly in smaller firms. Hence, investors would have a higher preference
for smaller boards in smaller firms. However, as firm size increases, investors would outweigh the
benefits of comprehensive decision making over the costs associated with slower decision making
by larger boards. Based on these arguments, we conjecture that as firm size increases, FIIs would
prefer larger boards, suggesting a positive moderating effect of size on the relationship between
board size and FII ownership.

Higher PB firms or “growth” firms have unclear growth fundamentals with a significant value
attached to non-financial disclosures. Prior research documents that good governance practices
positively influences investments by institutions. Unclear growth fundamentals, coupled with the
need for risk capital, increases the criticality of the role played by boards in growth firms.
Additionally, high PB firms require the quick mobilization of state-of-the-art resources for fueling
their growth. Bigger boards that have better access to resources have the potential to contribute
partly surmounting the challenge of mobilizing value-enhancing resources. Hence, based on the
previously mentioned arguments, we conjecture that PB ratios would have a positive moderating
effect on the relationship between board size and FII ownership.

H1a: Firm size positively moderates the effect of board size on FII ownership

H1b: PB positively moderates the effect of board size on FII ownership

4.2. Outsider ratio, FII ownership and the moderating effects of firm size and PB ratio
Corporate governance literature argues that boards of directors monitor the actions of the man-
agement and helps in ameliorating the potential agency conflicts with the shareholders. Typically,
boards have a mixture of insiders and outsiders, with significant cross-sectional variation across
firms. Typically, the management that includes the CEO of the firm controls the process of
selecting the board members and its composition. The process of endogenously selecting the
board members weakens the incentives for them to monitor the management and the CEO. In
particular, directors of a firm wanting to build a reputation as expert monitors face the difficult
challenge of choosing between being a strict monitor or a person who does not want to make
a problem for the CEO. Moreover, a highly influential and performing CEO exacerbates the problem
for the directors, thereby weakening the independence of the board.

In such instances, investors depend on outside directors to provide value-relevant information
monitoring. Outside directors in their role as monitors and advisors of firms, must acquire and
process substantial firm-specific information. They face significant challenges in acquiring and
processing information, especially when the information environment is opaque.

Further, considering that the growth fundamentals of high PB stocks are unclear, the process
of procuring and processing high-quality information requires significant director skill and effort.
Investors, particularly international investors, rely on outside directors providing value-relevant
information and expertise. Based on these arguments, we hypothesize that both firm size and PB
ratios would positively moderate the relationship between outsider ratio and FII ownership.

H2a: Firm size positively moderates the effect of outsider ratio on FII ownership

H2b: PB positively moderates the effect of outsider ratio on FII ownership
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4.3. CEO-Duality, FII ownership and the moderating effects of firm size and PB ratio
CEO duality refers to a board structure in which the Chief Executive Officer is the Chairman of the
Board (Yang & Zhao, 2014). Prior literature examining the efficacy of CEO duality has produced
mixed evidence. Studies favoring CEO duality argues that CEOs are privy to high-quality firm-
specific information acquired through running the daily operations. The main argument against
dual leadership is that CEOs, as agents of the shareholders, will choose a set of activities that are
sub-optimal to maximizing firm value (Jensen & Meckling, 1995). Nevertheless, our objective is not
to resolve the conflict on CEO duality. Instead, our focus is to examine the role of firm size and PB
in determining the relationship between FII ownership and CEO duality.

Considering that high PB firms encounter frequent exogenous shocks from the market partici-
pants, the information benefits of dual CEOs can potentially enhance the market power of firms.
Additionally, the external environment of high PB or growth firms demands fast and frequent
decision-making. Dual leadership allows firms to respond quickly to new information generated
both within and outside the firms. However, from the perspective of investors, assessing the
fundamental value of growth stocks only based on financial disclosures is likely to be less accurate
relative to value stocks. For high PB firms, the current disclosed fundamentals would be less
relevant than other non-financial measures. The need to assess the value of growth firms using
qualitative non-financial disclosures necessitates the presence of an extra chain of command that
separates the leadership. Hence, based on this argument, we hypothesize that, as PB increases,
FIIs would prefer the CEO and Chairman to be two different individuals in their investee firms.

Consistent with the argument that FIIs would outweigh the benefits of comprehensive
decision making over fast and frequent decision making in large firms, we hypothesize that firm
size would negative moderate the relationship between CEO-duality and FII ownership.

H3a: Firm size negatively moderates the effect of CEO—Duality on FII ownership

H3b: PB negatively moderates the effect of CEO—Duality on FII ownership

4.4. Board meeting attendance, FII ownership and the moderating effects of firm size and
PB ratio
The directors provide valuable information and strategic inputs to both the management and the
investors. Hence, understanding the working behavior of directors is an important input to the
investment decision process. The directors mainly collect information on the firm’s activities by
attending the board meetings. Since high PB firms are more sensitive to exogenous shocks, we
conjecture that FIIs would expect the directors of such firms to put in more effort relative to the
low PB firms. Hence, we hypothesize that PB negatively moderates the relationship between FII
ownership and poor attendance. Similarly, we expect a negative moderating effect of firm size on
the relationship between FII ownership and poor attendance.

H4a: Firm size negatively moderates the effect of poor attendance on FII ownership

H4b: PB negatively moderates the effect of poor attendance on FII ownership

5. Empirical results
The following generic quarterly regression equation represents the overall framework that we
estimate on twelve models for the period April 2004 to March 2018:

FIIi;t ¼ αþ β1BOARDCHARATERISTICSi;t þ CONTROLSi;t þ BOARDCHARACTERISTICS �MODERATORSi;t
þ 2i;t
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In Model 1 we examine the relation between FII ownership (and a set of control variables similar
to Gompers and Metrick (2001) that are known to affect institutional ownership such as stock
turnover, volatility, past returns (12 months), share price, price to book value, and size. In Model 2,
in addition to the control variables, we include the four board characteristics (board size, outside
director ratio, and indicator variables for CEO duality and greater than 75% absence for board
meeting). Model 2 is the base model for all subsequent estimations.

Further, using Models 3 to 6, we separately estimate the moderating effect of firm size with each of
the board characteristics. For this, we append the basemodel with the respective interaction terms. In
Model 7, we append the base model with the full set of interactions of firm size with the four board
characteristics. LikeModels 3 to 7, we estimate themoderating effect of BM inModels 8 to 12. In all the
panel regressions, we employ the fixed effects estimation methodology with time effects.

Table A4 presents the results of the panel regressions. Model 1 reports a statistically significant
relationship between level FII ownership and our control variables. Consistent with previous literature,
firm size, share price, and share turnover are positively associated with FII level ownership. The results
indicate that an increase in volatility has a significant negative effect on FII ownership. Model 2
includes firm and board characteristics. The coefficient of board size and outsider ratio is positive
and significant. The positive association between FII ownership and board size suggests that FIIs
prefer larger boards, plausibly due to theirmonitoring effectiveness. Similarly, foreign institutions show
a significant preference for a higher fraction of independent directors. This result contradicts several
recent studies that argue that busy independent directors and independent directors who are more
socially connected to the CEO, and sympathetic to the management tend to be less effective in their
role (Chidambaran et al., 2012; Cohen et al., 2012; Liu et al., 2017).

Models 3–6 reports the moderating role of firm size on the relationship between FII ownership
and each of the board characteristics. In particular, model 3 shows that firm size positively
moderates the impact of board size on FII ownership, suggesting that for bigger firms, as board
size increases, FII ownership increases. Model 4 shows that firm size positively moderates the
relationship between foreign ownership and the fraction of independent directors, suggesting that
in bigger firms, FIIs would give a higher value for board independence. The results of Model 5
indicates that firm size positively moderates the relationship between CEO-duality and FII owner-
ship. More specifically, the finding suggests that foreign investors prefer to have the same person
as CEO and Chairman of the board for bigger firms. The result of model 5 contradicts our
hypothesis that as firm size increases, FIIs would prefer leadership separation to duality.

In model 7, we run panel regressions by including the main effects of all four variables
representing board characteristics, interactions between firm size and board characteristic vari-
ables, and control variables. We find that the coefficient signs of the interactions of board size and
board independence with the firm size are positively significant, suggesting that as firm size
increases, FIIs prefer bigger boards. This result is inconsistent with the finding of Yermack (1996)
that there is a significant negative relation between board size and firm performance. The inter-
actions of CEO-duality and poor attendance with firm size are not significant in Model 7.

Models 8–12 run panel regressions in the same vein as models 2–7, using price-to-book value
(PB) as the moderating variable. Similar to the interaction of board size and firm size (model 2),
model 8 shows that PB positively moderates the relationship between FII ownership and board
size. The positive moderating effect of PB on the ownership—board size association, suggests that
as the PB ratio increases, FIIs have a higher preference for firms with relatively larger boards. High
PB firms, often referred to as ‘growth firms” in literature, have many value relevant non-financial
sources of disclosure other than financial statements. The potential information asymmetries
caused by non-financial disclosures of high PB firms magnifies the investment challenges faced
by foreign investors. Hence, the preference by FIIs for larger boards could plausibly be due to its
better monitoring roles and better quality information diffusion.
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In model 8, we update model 2 with the interaction of PB with board size. The coefficient of the
interaction term suggests that PB positively moderates the relationship between board size and FII
ownership. The result is significant at the 1% level. Model 9 is an update of model 2 with the
interaction of PB and outside director ratio. The significant negative coefficient suggests that as PB
increases, FIIs prefer lesser board independence. In model 12, we include all the interactions
between PB and board characteristics. In this model, the interactions of board size, outsider ratio,
and CEO—duality with PB are significant at the 5% level.

The positive coefficient of the interaction of PB and outsider ratio supports our argument that
FIIs put a higher value on the advisory role played by outside directors in growth firms. This could
be due to the high and difficult to assess market valuations of growth firms. Consistent with our
finding, Fich (2005) documents that those firms desiring to exploit their growth fundamentals seek
the expert advice of well performing outside directors. Alternatively, acceptance of outside direc-
torships signals the markets that growth fundamentals and the prospects of the appointing firms’
are positive. Moreover, unaffiliated monitoring by outside directors could potentially mitigate the
expropriation risk feared by outside owners, particularly foreign investors.

The Hausman test for choosing between fixed effects and random effectsmodel suggests using the
later. Hence, in all our models, we estimate the fixed effects model by controlling for time effects.

6. Conclusion
Our study examines the ownership preferences of foreign investors in an emerging market setting,
characterized by weak information environments, and high insider ownership concentration.
Following the argument of Forbes and Milliken (1999) that board effectiveness depends on the
context, we employ a contingency-based approach in this study. More specifically, we investigate
the contextual relationship between FII ownership and board characteristics by separately using
firm size and price to book value as the context defining variables. Our study provides evidence on
the role of corporate governance mechanisms in an emerging market where investor protection is
relatively weak and where foreign investment is particularly important.

Consistent with Yermack (1998) that firms with smaller boards create more value relative to bigger
boards, we find that there is a negative association between FII ownership and board size. However,
our results also indicate that firm size positivelymoderates the relationship between board size and FII
ownership, suggesting that FIIs prefer bigger boards in larger firms. One plausible explanation for this
preference could be that bigger boards with divergent views would improve board vigilance andwould
limit the chances of expropriation by managers and controlling shareholders, suggesting that FIIs
outweigh the benefits of monitoring over the associated coordination problems.

Thus far, the evidence on the effectiveness of board independence is mostly inconclusive. Duchin
et al. (2010) argue that the effectiveness of outside directors is conditional on the cost of information
acquisition. Our results indicate that FII ownership has a negative relationship with board indepen-
dence, consistent with the argument of Jensen (1993). However, the significant coefficient for the
interaction of firm size and outsider ratio suggests that FIIs prefer greater board independence in
larger firms. Given that the cost of information gathering would be relatively low in larger firms due to
broader analyst following, our result is consistent with the findings of Duchin et al. (2010).

Finkelstein and D’aveni (1994) argue that the effectiveness of the same person holding the
position of CEO and Chairman of the board is contingent upon CEO power and firm performance.
Our results show that, for firms with higher market-to-book ratios, FII prefers separating the role of
CEO and Chairman. The fact that firms with high PB ratios are more likely to be young, growth firms
with more non-financial disclosures relative to their matured peers, can potentially lead to
opportunistic behavior by CEOs. Fama and Jensen (1983) argues that granting CEOs an influential
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role on the board increases the likelihood of deviant behaviors. Consistently, our result suggests
that as market-to-book ratio increases, FIIs prefer CEO non-duality.

The study suggests that for large and high growth firms operating in emerging markets similar
to India, increasing the board size and outsider ratio would help in attracting foreign capital.
Future research that focuses on determining the optimal board size and outsider ratio would
complement our study. Finally, our results imply that high growth firms, aiming to attract foreign
capital, should separate the role of CEO and Chairman.
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Appendix

Table A1. Descriptive Statistics of Institutional and Promoter Ownerships

Mean Median Maximum Minimum
Panel A: Percentage Ownership (# obs = 34,428)

% Institutions 7.60 1.26 88.90 0.00

% FII 3.80 0.00 79.65 0.00

% MF 1.70 0.00 37.43 0.00

% Indian Promoter 44.92 48.89 100.00 0.00

% Foreign Promoter 5.71 0.00 96.75 0.00

Panel B: Percentage Ownership conditional on FII > 0 (# obs = 17,262)

% Institutions 13.95 10.02 88.90 0.00

% FII 7.58 3.77 79.65 0.00

% MF 3.16 0.50 37.43 0.00

% Indian Promoter 43.82 47.57 99.33 0.00

% Foreign Promoter 8.03 0.00 96.57 0.00

Panel C: Percentage Ownership conditional on MF > 0 (# obs = 19,533)

% Institutions 11.91 6.95 88.90 0.00

% FII 5.91 0.91 79.65 0.00

% MF 3.00 0.48 37.43 0.00

% Indian Promoter 44.96 48.86 99.67 0.00

% Foreign Promoter 7.95 0.00 96.57 0.00

Panel A of this table shows descriptive statistics of ownership by important investor categories during the period FY
2005 to FY2019. In India, the fiscal year begins in April and ends in March. The investor categories are (1) Foreign
Institutional Investors (FII) (2) Domestic Mutual Funds (MF) (3) Indian Promoters or domestic inside owners (4) Foreign
Promoters or foreign inside owners. Panel B shows the ownership statistics for firms that have FII ownership greater
than zero. Panel B shows the ownership statistics of firms that have MF ownership greater than zero

Table A2. Summary Statistics the Independent Variables

Mean Median Std.Dev Min Max
SIZE (INR
Millions)

2175.43 1064.40 2768.83 2.04 13,256.88

VOL (%) 0.02 0.02 0.02 0.00 0.09

RET (%) 9.65 6.69 0.59 −1.79 192.55

RET (−1) (%) 14.85 11.67 0.61 −1.81 195.24

PRICE(INR) 88.31 53.25 91.22 0.05 372.18

PB 1.73 1.28 1.41 0.00 6.29

TURN (INR
Millions)

0.00 0.00 0.00 0.00 0.00

BOARDSIZE
(Nos)

9.32 9.00 3.03 2.06 16.93

INDEP (Nos) 0.43 0.44 0.15 0.00 1.00

This table presents summary statistics for the explanatory variables used in the study. In India, the fiscal year is from
April until March. SIZE is the share price times the shares outstanding, measured each year on the first trading day of
January. VOL is the volatility computed as the standard deviation of monthly returns over the 12 months before the
fiscal year-end. RET and RET (−1) are the contemporaneous and twelve-month lagged returns, respectively. PB is the
market-to-book value, measured on the first trading day of January. TURN is the average yearly turnover for the stock
scaled by the yearly average shares outstanding. PRICE is the share price on the first trading day of January.
BOARDSIZE represents the total number of directors on the board, and INDEP represents the ratio of the number
of outside directors to the board size.
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