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Abstract 

This paper analyzes the drivers behind foreign institutional investments (FIIs) in the Saudi stock market and their 

impact on market stability from 2015 till 2019 using quarterly data. The results of OLS panel regression and 

ARCH/GARCH model support the feedback trading hypothesis and reveal a herding and momentum behavior of 

foreign institutions. Foreign institutions are attracted to invest in large Saudi firms with high liquidity. Interest 

rates, GDP growth and oil prices all have a negative and significant impact on FIIs. In contrast, inflation 

indicates economic growth and has a positive impact on FIIs. FIIs tend to stabilize market returns and predict 

future values. 

Keywords: Foreign Institutional Investments (FIIs), feedback trading hypothesis, herding behavior, market 

stability, emerging markets 

1. Introduction 

In recent decades, ownership structure of companies had deviated from the concentrated ownership model into a 

more dispersed and global structure. Foreign institutional investments (FIIs) in leading global financial markets 

account for a sizable portion. On June 15, 2015, the Capital Market Authority (CMA) allowed foreign 

institutions to invest in the Saudi stock market as part of their initiative to move away from being an oil-based 

economy and liberalize the market. The initial goal of CMA is to promote market stability and improve market 

efficiency through long-term investments by foreign institution. For many reasons, understanding the drivers of 

FIIs is important in an emerging market such as the Saudi one. First, the ownership stake of foreign institutions 

as of 2020 accelerated to 12.23% compared to their low ownership share of 0.73% as of 2018 

(www.Tadawul.com.sa). Second, FIIs are expected to stabilize the market and improve corporate governance 

control (Panda & Leepsa, 2018; Lin & Lu, 2019). Therefore, we intend to explain in this paper the forces behind 

FIIs, what attracts them to invest, and their role in market stability.  

This paper contributes to the existing body of literature by analyzing the drivers of FIIs in several ways. First, the 

FIIs in the Saudi market are accelerating. At the end of 2020, the ownership of foreign institutions, as presented 

by Qualified Foreign Institution’s ownership, reached 12.23% of total ownership of the market 

(www.Tadawul.com.sa). This increase took place regardless of the developing Saudi regularity system. Therefore, 

it’s important to understand the drivers of FIIs in such a context, which differ from those of developing markets. 

Second, the main reason for opening the market to foreign investors is to liberalize it and improve its efficiency 

by utilizing the expertise and knowledge of foreign institutions. Hence, this paper will help regulators to assess 

whether their relaxation of regulations achieved the desired goals.  

The aim of this paper is to explain the drivers of FIIs in the Saudi stock market. Firm-level characteristics, 

financial indicators, specific industries, or macroeconomic conditions might be the factors that attract foreign 

institutions to invest. Also, this paper aims to define the pattern of FIIs and their role in market stability.  

The results of employing quarterly data, starting from mid-2015 till the end of 2019, provide support for the 

feedback trading hypothesis and reveal a herding and momentum behavior of foreign institutions. Foreign 

institutions tend to herd their own investments, investments of other foreign institutions, and market returns. 

Foreign institutions are attracted to invest in large-sized Saudi firms with high liquidity. Their lack of knowledge 

about local firms forces them to seek out large-sized, well-known firms with high liquidity. Except for inflation, 
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which has a positive impact on FIIs, the impact of macroeconomic variables on FIIs is significantly negative. 

Low inflation levels during the study period attract foreign institutions to invest because they may indicate 

economic growth. FIIs tend to stabilize market returns and predict future values.  

The rest of the paper is organized as follows. Section 2 reviews the related literature. Section 3 discusses FIIs in 

the Saudi stock market. Section 4 presents the data and definitions of variables under study. Section 5 describes 

the methodology applied. Section 6 summarizes the results of the analysis. Section 7 concludes the study and 

presents its limitations and possibilities for future research.  

2. Review of Literature  

2.1 Theoretical Models  

Previous FII findings can be explained by three prominent hypotheses. The price pressure hypothesis states that 

investors try to gain from price drops (rises) associated with large sales (purchases), which put pressure on stock 

prices (Harris & Gurel, 1986; Shleifer, 1986). The feedback trading hypothesis presumes that feedback trading 

deviates stock prices from their fundamentals and affects the market stability (Davidson & Dutia, 1989; Delong 

et al., 1990). The information revelation hypothesis, on the other hand, assumes that the superior information 

institutional investors possess allow them to time the market better (Lee et al., 1991).  

The study of Weng and Tsai (2018) provides support to the information revelation hypothesis. The results reveal 

that price volatility on the Taiwan Futures Exchange can’t be fully explained by mispricing variations. These 

findings show that price formation in the Taiwan Futures Exchange is influenced by private information held by 

foreign institutional investors. Similarly, the study of Vo (2017) reveals that FIIs affect positively and 

significantly Vietnamese stock prices informativeness. Their findings support the role of institutional investors in 

improving price informativeness through better information and active monitoring of the firms in which they 

invest. The study of Zhang et al. (2017) shows that foreign institutions, through their price informativeness and 

aggressive trading, can prevent controlling shareholders of Chinese companies from tunneling cash flows. 

Funaoka and Nishimura (2019) find that institutional investors in the Chinese market have an informational 

advantage over individual investors. The better information they have regarding market conditions, the quality of 

firms, and the ranking of underwriters, the more they invest in IPOs and the higher the returns generated from 

these IPOs. The research of Jiang et al. (2018) shows that foreign institutional investors reduce stock return 

co-movement by producing firm-specific information. This negative impact is more common among FIIs from 

countries with strong investor protection than among FIIs from countries with weak investor protection. Besides 

that, foreign institutions and domestic institutions with high ownership stakes tend to reduce stock return 

co-movement more effectively than institutions with low ownership stakes due to their superior ability in 

managing the fixed costs associated with firm-specific information production. In contradiction, the study of 

Agudelo et al. (2019) found that foreign institutional investors don’t have informational advantage over local 

institutions in the Columbian stock market. Therefore, local institutions are more effective investors than foreign 

institutions. Similarly, the study of Ferreira et al. (2017) states that local institutional investors outperform 

foreign ones when investments are made in markets with low efficiency, low protection for investors and high 

market volatility.  

In support of the price pressure hypothesis, the study of Ferreira et al. (2017) discloses that both foreign and 

institutional investors can significantly predict the returns of one quarter ahead. This ability results from a price 

pressure effect rather than an informed trading effect.  

FIIs can either stabilize the market through their long-run investments or destabilize it through their hot money. 

The stabilizing effect occurs through widening the investor base in the market, which reduces volatility by 

risk-sharing (Mitton, 2006; Wang, 2007; Sharif, 2019). This is in line with the base-broadening hypothesis 

proposed by Merton (1987). Foreign investors can reduce transaction and information costs by providing higher 

information quality, better reporting standards, and more developed corporate governance regulations (Vo, 2015; 

Panda & Leepsa, 2018; Lin & Lu, 2019). Further, foreign investors can reduce the financial risk of local 

companies by substituting debt financing, which supports the leverage effect theory. The study of Sharif (2019) 

reveals that the valuation of Saudi listed companies improved after opening the market to FIIs. The findings 

support rational FIIs and their support for local companies by providing them with a low-cost source of capital. 

Lin and Lu (2019) show that both independent institutional ownership and domestic institutional ownership 

stabilize the Chinese stock market by reducing the volatility and idiosyncratic risk in stock returns. Foreign 

investors, on the other hand, can have a destabilizing effect due to their short-term or speculative investment 

strategies (Brzeszczynski & Bohl, 2006; Kim & Jo, 2019). Also, the herding behavior of foreign investors can 

destabilize the market. Foreign investors may follow the trading patterns of local investors. This happens due to 
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limited information available to the former compared to the availability of information to the later. The study of 

Kim and Jo (2019) reveals that the market volatility of the two largest Korean stocks is affected significantly and 

positively by FIIs. 

Other studies back up the feedback trading hypothesis (Hiremath & Kattuman, 2017). In their research, Hiremath 

and Kattuman (2017) find a co-movement between FIIs and NIFTY returns, which suggests that returns of the 

market and previous FIIs can predict FII flows. The predicting effect of the market persists for two days, whereas 

the predicting effect of previous FIIs continues for five days for positive lagged flows. These findings support 

the extrapolation of information by foreign institutions from local markets as a result of their lack of knowledge 

regarding the local market in which they invest. The study of Choudhary et al. (2019) reveals that foreign 

institutions herd the previous returns of the Indian stock market, but this herding behavior is short-term. 

Furthermore, the herding behavior of foreign institutions persists when the market is booming and diminishes 

when it’s declining, which leads to short-term volatility in the market. Similarly, the study of Fang et al. (2016) 

supports the herding behavior of FIIs. Foreign institutions follow their own behavior or the behavior of other 

foreign institutions in the Taiwan market, and their herding tends to be focused on highly traded securities and 

securities with high market capitalization. Besides that, FIIs herding is persistent during both bullish and bearish 

markets. In their research, Chattopadhyay et al. (2018) find that foreign institutions tend to follow a herding 

behavior in the Indian stock market, and that this herding tends to persist. In their study, Fang et al. (2017) reveal 

that foreign institutions herd the trades of other foreign institutions rather than herding their own trades in the 

Taiwan market. This herding is most common in large-cap securities and is driven by investigative herding rather 

than cascades. The study of Ferreira et al. (2017) shows that foreign institutions and domestic institutions, 

defined as local dealers, tend to follow similar types of institutions in their herding behavior, whereas those 

foreign institutions and domestic institutions follow each other negatively and significantly, and this negative 

relationship is more prevalent in the view of foreign institutions toward domestic institutions. 

The investment behavior of foreign institutions in the Saudi stock market is expected to support the feedback 

trading hypothesis. Foreign institutions are less informed about the Saudi listed companies; therefore, they tend 

to herd their own investments and market returns. 

2.2 Firm, Industry, and Macroeconomic Characteristics and FIIs  

Several researchers define firm-specific variables and industry attributes that attract FIIs (Zou et al., 2016; Lin et 

al., 2018; Deb, 2018). The study of Zou et al. (2016) reveals that foreign institutions tend to invest in large 

Chinese firms that have better accounting performance, higher stock prices, lower systematic risk, and a longer 

history. The findings also reveal that qualified foreign institutions prefer to invest in “blue-chip” companies that 

originate in industries such as finance, transportation, and technology. The study of Korkeamäki et al. (2019) 

shows that the investment trend of qualified foreign institutions in the Chinese market changes before and after 

2008. Before 2008, qualified foreign institutions tend to avoid investing in stocks with high volatility and penny 

stocks; however, they were attracted to invest in cross-listed stocks and stocks with high momentum returns. 

While after 2008, qualified foreign institutions lean toward following the behavior of local institutional investors. 

They also become more informed about the local market and its specific risk factors. In the study of Wang and Li 

(2018), the main driver of FIIs in emerging markets is the development of governance environment in the host 

country. In developed markets, what drives foreign institutions to invest is stock market openness and its 

development. Liu et al. (2018) reveal that foreign investors in emerging markets are attracted to invest in 

companies with low leverage, high profitability, and a high market-to-book ratio. Besides that, those investors 

prefer to invest in local companies with low international investments and a weak linkage to the global economy. 

The study of Deb (2018) shows that the chosen industries by foreign institutions to invest in differ from those 

chosen by domestic institutions. Foreign institutions tend to avoid industries and companies that require local 

knowledge, such as real estate, services, and textiles. The study also reveals that both foreign and domestic 

institutions prefer to invest in companies with high liquidity, dividend yield, age, and international visibility 

while they tend to avoid companies with a high leverage and P/B ratio. FIIs in this study were found to be able to 

time the market by favoring high beta stocks during bull markets and avoiding them during bear markets. 

Warganegara (2018) reveals that foreign investors in the Indonesian market are attracted to firms with high 

investability size, a high dividend yield, a large size and firms in the consumer goods industry sector. High 

investability size allows foreign investors to generate excess returns on stocks where they can exploit superior 

information by owning a large portion of these firms.  

According to the previous literature, FIIs are more likely to be attracted to large Saudi firms with high liquidity, 

high profitability, and low leverage.  
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Many research papers outline how macroeconomic variables influence FIIs (Tripathi et al., 2015; Waqas et al., 

2015). The study of Tripathi et al. (2015) shows that foreign direct investments are Granger-caused by market 

size, profitability of stock market, inflation, trade openness, and exchange rate. The researchers also find that 

trade openness and the exchange rate both have a causal relationship with foreign direct investment. In their 

study, Wagas et al. (2015) find that the inflation rate, foreign direct investments, GDP, real exchange rate, and 

interest rates all have a significant impact on foreign portfolio investments. Singh (2009) reveals that the deposit 

flows of migrant workers to their home country are highly sensitive to changes in exchange rates and interest 

rates.  

In the Saudi context, it’s predictable that investment decisions of foreign institutions are driven by inflation, GDP 

growth, oil prices, and interest rates. Inflation is hypothesized to affect FIIs negatively (Waqas et al., 2015; 

Tripathi et al., 2015). High inflation is perceived as an indication of high macroeconomic risk. Also, investment’s 

real returns are wiped with high inflation. Interest rates, GDP growth, and oil prices are presumed to affect FIIs 

inflows positively due to high expected returns in the host country (Tripathi, 2015; Waqas, 2015). Exchange rate 

is not considered as a factor that affects FIIs due to the peg of Saudi Riyal to the US dollar. 

3. The Saudi Stock Market and Foreign Institutional Investments 

Tadawul, the Saudi stock market, is the largest in the MENA region, with a market capitalization of around 2 

trillion as of December 31, 2020. Tadawul All Share Index (TASI) is a free float index, and it’s the main index in 

the market. There is other two indices: the NOMU Parallel Market Capped index, with a capping threshold of 

20%, and the MSCI Tadawul 30 Index, with a capping threshold of 15%. 

Foreign investors weren’t allowed to invest in the Saudi market until 2008, when the CMA, the sole regulator of 

the Saudi market, permitted them to invest through SWAP agreements. On June 15, 2015, the CMA regulators 

opened the market for qualified foreign investors (QFIs) to directly invest. Applicants should hold at least USD 1 

billion assets under management, and they are allowed to invest not higher than 49% in listed securities 

(www.Tadawul.com.sa). The goal of CMA is to attract qualified investors who can foster market stability, reduce 

volatility, improve efficiency through better disclosure, and share their knowledge with other participants in the 

market.  

On Dec 5, 2018, the MSCI Tadawul 30 index was launched to represent the performance of the largest and most 

liquid 30 listed Saudi companies (www.Tadawul.com.sa). CMA officials highlighted the benefits of inclusion in 

global financial indices. The advantages include the development of the investment environment, raising the 

level of transparency, enhancing market liquidity, and integrating with advanced global markets. This inclusion 

had a positive impact on the Saudi stock market, as the ownership value of foreign investors increased by 

128.1%, from 86.8 billion Riyals as of 2018 to 198 billion Riyals as of 2019. The number of registered QFIs rose 

by 309%, from 453 QFIs as of 2018 to 1,853 QFIs as of 2019 (www.CMA.org.sa). 

4. Data 

To define the drivers of FIIs and its impact on the Saudi stock market, data are extracted from Tadawul website 

(www.Tadawul.com.sa), Bloomberg terminals, and the Saudi Central Bank website (www.SAMA.gov.sa). TASI 

represents the Saudi stock market, an index based on free float methodology that is used to calculate market 

returns (Rm). The FII variable (FII) is measured as the value of net investment held by QFIs, expressed in Saudi 

Riyals (Thiripalraju & Acharya, 2013). The firm-specific variables considered in this paper include size, liquidity, 

profitability, and leverage (Lin et al., 2018; Deb, 2018). Size is measured as the logarithm of annual market 

capitalization. ROE is the measure of profitability, and debt-to-equity ratio is the measure of leverage. Liquidity 

is defined as the annual share volume divided by adjusted shares outstanding. 

The macroeconomic variables comprise inflation, GDP growth, oil prices, and interest rates. The measure of 

inflation is based on the CLI cost of living index. GDP growth is built on quarterly rates, and oil prices are based 

on real figures of OPEC basket. The 52
nd

 week % T-bill’s rate is considered as the rate of interest (Waqas et al., 

2015).  

Twenty-two industry dummy variables are used to represent the available industries in the market. Each variable 

takes the value of 1 if the listed company is included in the represented industry, and the value of 0 otherwise. 

The inclusion of 31 Saudi companies in the MSCI is seen as an attractive factor for foreign institutions to invest. 

Therefore, a dummy variable is added that takes the value of 1 if the company is listed in the MSCI and 0 

otherwise. The choice of period under study is considered based on data availability on the study variables. Data 

on FIIs, as represented by QFI figures, are available as of August 27, 2015. Therefore, data relating to all 

variables are collected quarterly, covering the period from August 27, 2015, till the end of 2019. Suspended 
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companies and companies with missing data during the study period are excluded. 

5. Methodology 

A data set is said to be stationary if its mean and variance are invariable over a time interval. Defining whether a 

data set is stationary or not is important to remove any spurious results before conducting the empirical analysis. 

The data understudy is an unbalanced panel data set. Unit root tests in STATA are sensitive to missing data, and 

most of these tests assume that the panel data set is balanced. Therefore, the Fisher-type unit root test based on 

the Augmented Dickey–Fuller test is used to determine the stationary of variables, as it allows for unbalanced 

panels.  

To measure feedback trading and herding behavior of FIIs, the following panel data OLS, FE and RE models are 

applied: 

FIIt = α + b1 FIIt-1 + b2 FIIt-2 +…...+ b8FIIt-8 + eit                      (1) 

FIIt = α + b1 Rmt-1 + b2 Rmt-2+ …… + b8Rmt-8 + eit                     (2) 

The two models are autoregressive because they include lag variables such as market return and FIIs. The lag of 

market returns, Rm, measures the herding behavior of foreign institutions and whether they are momentum 

traders, whereas the lag of FII measures the feedback trading behavior or foreign institutions.  

To determine the factors that attract foreign institutions to invest, the following panel data OLS regression is 

applied:  

FIIt = α + b1 sizeit + b2 liquidityit + b3 ROEit + b4 leverageit + b5 GDP growthit + b6 Interestit + b7 Inflationit +  

b8 Oilit + b9 MSCIit + B10 INDdummyit + eit                       (3)                                 

The model defines whether firm-level characteristics, industry groups, or macroeconomic variables attract FIIs. 

Since FIIs increased rapidly after the inclusion of some of the largest and most liquid Saudi listed firms in the 

MSCI index, a dummy variable is added to the model to test the impact. 

A number of diagnostic tests are taken into consideration for the above model. The Lagrange Multiplier (LM) 

test is applied to ensure that the error terms are free of serial correlation, whereas the Jarque–Bera test is used to 

check normality. Heteroskedasticity problem is checked through Breusch-Pagan/Cook-Weisberg test, and the 

Ramsey Reset test is applied to check for model misspecification. 

The Ordinary Least Squares (OLS) method is based on the assumption that the data under study are 

homoscedastic, which means that the variances of the error terms are constant and don’t vary from one point to 

another. But this is not always the case because the variances of the error terms do change, and the data in this 

regard are considered heteroskedastic. The ARCH/GARCH model is considered by many researchers to measure 

data volatility in case of heteroskedasticity (Joo and Mir, 2014). The ARCH/GARCH model, which stands for 

generalized autoregressive conditional heteroskedasticity, deals with heteroskedasticity as a variance to be 

modeled rather than a problem to be resolved (Engle, 2001). To analyze the impact of FII inflows on TASI 

returns through applying the ARCH/GARCH model, the following econometric model is employed: 

Rm = C0 + C1 Rm (1-) +et                             (4) 

ht = b0 + b1e
2
t-1 +b2ht-1 +b3FII                            (5) 

where Rm in the first equation represents the market return as presented by TASI, and this is the mean equation. 

In the second variance equation, e
2
t-1 represents the volatility of previous period (ARCH term), whereas ht-1 

represents the previous period forecasted variance (GARCH term), and FII represents FII inflows.  

6. Results 

The results of Augmented Dickey–Fuller test, in Table 1, reject the null hypothesis and prove that the variables 

under study are stationary. The absolute test statistics value is greater than the critical values at the 1%, 5% and 

10% levels, respectively.   
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Table 1. ADF unit root test 

   Test Critical Value 

Variable t-statistic Probability* 1% 5% 10% 

Rm  -56.531 0.000 -3.960 -3.410 -3.120 

FII -50.508 0.000 -3.960 -3.410 -3.120 

Size -26.459 0.000 -3.960 -3.410 -3.120 

Liquidity -67.355 0.000 -3.960 -3.410 -3.120 

ROE  -54.353 0.000 -3.960 -3.410 -3.120 

Leverage  -32.422 0.000 -3.960 -3.410 -3.120 

Growth  -37.315 0.000 -3.960 -3.410 -3.120 

Interest  -36.461 0.000 -3.960 -3.410 -3.120 

Inflation  -44.040 0.000 -3.960 -3.410 -3.120 

Oil -51.564 0.000 -3.960 -3.410 -3.120 

Note. Augmented Dicker-Fuller test to measure the stationary of variables understudy. 

 

Both random-effect and fixed-effect models in equations (1) and (2) are tested to measure feedback trading, 

herding, and momentum behavior of foreign institutions. The maximum number of lags (eight for FII and market 

return variables) is considered. The fixed-effect model shows no results. Table 2 shows that the random-effect 

model results support the feedback trading hypothesis and FII herding behavior. The results are in accordance 

with the findings of Hiremath and Kattuman (2017), Fang et al. (2017), and Chattopadhyay et al. (2018). Foreign 

institutions tend to herd their own or other foreign institutions’ investments in the previous, fourth lagged and 

seventh lagged periods. These periods affect current FIIs positively and significantly at the 1% level. The other 

lagged flows affect current FIIs negatively. Foreign institutions’ lack of knowledge regarding the local market 

could be the reason behind their inconsistent herding behavior for their own investments in the Saudi stock 

market.  

The positive significant impact of previous seven lagged market returns on FIIs, at the 1% level, supports the 

herding and momentum behavior of foreign institutions. There is a co-movement between FIIs and TASI returns. 

This also results from foreign institutions’ lack of knowledge about the local market. To invest, foreign 

institutions must extrapolate information from the local market.  

 

Table 2. Panel OLS regression 

 Coef. Std. Err. Z P>z        [95% Conf. Interval] 

FII       

Lag1FII.  0.4040 0.0107 37.42 0.000*** 0.3829 0.4252 

Lag2FII. -0.0560 0.0037 -15.05 0.000*** -0.0633 -0.0487 

Lag3FII. -0.6423 0.0064 -99.60 0.000*** -0.6550 -0.6297 

Lag4FII.  0.0308 0.0101 3.05 0.002*** 0.0110 0.0506 

Lag5FII. -0.0035 0.0040 -0.88 0.378 -0.0114 0.0043 

Lag6FII.  -1.3128 0.0041 -315.05 0.000*** -1.3209 -1.3046 

Lag7FII.  0.2706 0.0091 29.43 0.000*** 0.2526 0.2887 

Lag8FII.       0 (omitted)     

_cons  0.3156 0.0043   72.32 0.000 0.3071 0.3242 

FII       

Lag1Rm. 6.6739 0.1225 54.47 0.000*** 6.4338 6.9141 

Lag2Rm. 7.4795 0.1698 44.05 0.000*** 7.1467 7.8124 

Lag3Rm. 13.0053 0.2827 46.00 0.000*** 12.4512 13.5594 

Lag4Rm. 10.7419 0.2317 46.35 0.000*** 10.2876 11.1961 

Lag5Rm. 8.2210 0.1643 50.02 0.000*** 7.8988 8.5432 

Lag6Rm.  4.9972 0.1027 48.62 0.000*** 4.7958 5.1987 

Lag7Rm. 1.7358 0.0404 42.91 0.000*** 1.6566 1.8151 

Lag8Rm.        0 (omitted)     

_cons 0.2727 0.0030 89.17 0.000 0.2667 0.2787 

Note. Random Effect model to test feedback trading, herding and momentum behavior of foreign institutions. The sign of *, ** and *** 

denote significance at the 10%, 5% and 1% levels, respectively. 
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The panel data OLS regression fixed-effect model shows no results. The results of the random-effect model in 

Table 3 reveal that foreign institutions are interested in investing in large-sized Saudi firms with high liquidity. 

Both size and liquidity variables have a positive and significant impact on FIIs at the 1% level. These findings 

are supported by Zou et al. (2016) and Deb (2018). In an emerging context, foreign institutions prefer to invest in 

large, well-established firms. Their lack of knowledge about listed firms, with the developing corporate 

governance system, forces them to seek out large-sized, well-known firms with high liquidity.  

All macroeconomic variables affect FIIs negatively and significantly, except for inflation. The positive 

significant impact of inflation on FIIs could be attributed to low inflation levels in the Saudi context. During the 

period under study, the highest level of inflation was 2.45% as of 2018. Therefore, the increase in inflation is not 

considered a threat to FIIs; instead, it indicates economic growth, which encourages them to invest. The negative 

impact of interest rates, GDP growth, and oil prices on FIIs, at the 1% level, supports the findings of Singh 

(2009). Foreign institutions may be short-term investors who are extremely sensitive to changes in 

macroeconomic factors.  

The insignificant impact of profitability and leverage on FIIs supports the short-term investment behavior of 

foreign institutions. The long-run profitability and debt situation of the firm doesn’t affect their investment 

decisions. They tend to look for large-sized, well-established firms with high liquidity to generate short-term 

gains. This is supported by the fact that MSCI and industry dummy variables have a negligible impact on FIIs.  

 

Table 3. Panel OLS regression 

 Coef. Std. Err. Z P>z        [95% Conf. Interval] 

FII       

Size  0.0272 0.0154  1.76 0.079* -0.0031 0.0575 

Liquidity  0.0091 0.0047  1.93 0.054* -0.0001 0.0184 

ROE  0.0000 0.0000  0.47 0.638 -0.0000 0.0001 

Leverage  0.0000 0.0001  0.62 0.538 -0.0001 0.0003 

GDP growth -0.0173 0.0035 -4.82 0.000*** -0.0243      -0.0102 

Interest  -0.0965 0.0149 -6.45 0.000*** -0.1259 -0.0672 

Inflation  0.0132 0.0023  5.65 0.000***  0.0086 0.0178 

Oil -0.0018 0.0004 -3.80 0.000***       -0.0028      -0.0009 

_cons  0.1543 0.0197  7.83 0.000***        0.1157 0.1929 

Note. Random-effect OLS regression model to determine the factors that attract foreign institutions to invest. The sign of *, ** and *** 

denote significance at the 10%, 5% and 1% levels, respectively. 

 

In Table 4, the p-value of the Breusch-Pagan test is less than 5%, indicating the presence of a heteroskedasticity 

problem. Similarly, the Jarque–Bera test in Table 5 reveals non-normal residuals where the p-value is less than 

5%. In Table 6, the Ramsey Reset test looks for the occurrence of omitted variables in the model. The Lagrange 

Multiplier (LM) test in Table 7 shows that error terms are not free of serial correlation. The results may indicate a 

high volatility and trend in the data set over time.  

 

Table 4. Breusch-Pagan Heteroskedasticity test 

Chi2 22.60 Prob > chi2  0.0000*** 

 

Table 5. Jarque-Bera Normality test 

Chi2 133.20 Prob > chi2  1.2e-29*** 

 

Table 6. Ramsey Reset Misspecification test 

F (3, 1870) 2306.94 Prob > F  0.0000*** 

 

Table 7. Breusch-Godfrey Serial Correlation LM test 

Chi2 9.151 Prob > chi2  0.0025*** 

Note. The sign of *, ** and *** denote significance at the 10%, 5% and 1% levels, respectively. 
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Due to non-homoscedastic residuals, the ARCH/GARCH model is applied to measure the volatility of market 

returns. Table 8 shows that FIIs can significantly predict future market returns. Although foreign institutions are 

attracted to high-liquidity firms and sensitive to macroeconomic conditions, their investments tend to stabilize 

the Saudi stock market returns. Therefore, attracting foreign institutions to invest in the Saudi stock market 

should foster the stability of market returns and the prediction of its future values.  

 

Table 8. ARCH\GARCH test 

Rm Coefficient Std. err. z Prop. [95% conf. interval] 

FII 

_Cons 

0.1729 

0.1433 

0.0271 

0.0050 

6.37 

28.46 

0.000*** 

0.000 

0.1197      0.2261 

0.1334      0.1531 

Note. ARCH/GARCH model is applied to measure the volatility of market returns. The sign of *, ** and *** denote significance at the 10%, 

5% and 1% levels, respectively. 

 

7. Conclusion 

This research investigates the drivers of FIIs in the Saudi stock market and their impact on market returns. It 

covers quarterly data of FIIs, market returns, firm-level characteristics, and macroeconomic variables from 

mid-2015 till 2019. The findings support the feedback trading hypothesis as well as the herding and momentum 

behavior of foreign institutions. This results from the lack of knowledge of foreign institutions regarding the 

local market. The results are supported by the findings of Hiremath and Kattuman (2017) and Choudhary et al. 

(2019) that reveal a herding behavior for foreign institutions in the context of Indian market. The lack of 

knowledge regarding the local market also attracts foreign institutions to invest in large-sized Saudi firms with 

high liquidity. The results are in accordance with the findings of Fang et al. (2017) and Deb (2018). Oil prices, 

interest rates, and economic growth all have a negative significant impact on FIIs. Inflation, on the other hand, 

has a significant positive impact. The findings of Tripathi et al. (2015) provide contradicting results. Their 

findings reveal positive impact of interest rates and GDP on FII, whereas, Inflation has a negative impact. The 

finding of this paper results from the short-termed investment behavior of FIIs in the Saudi context that makes 

their investments sensitive to macroeconomic indicators. Attracting foreign institutions to invest is beneficial for 

the Saudi stock market due to their role in stabilizing and predicting market returns.  

An important implication can be driven from this research for market regulators and investors in the Saudi stock 

market. They should pay more attention to FIIs and their impact on market returns. Understanding what drives 

foreign institutions to invest in the Saudi stock market is important to develop the required policies and 

regulations needed to attract more FIIs while also promoting market efficiency and stability. Domestic investors 

will also be able to make the right investment decisions that will not jeopardize the market.  

This paper can be extended by defining the role of domestic institutional investors (DIIs) in attracting foreign 

institutions to invest. Also, understanding the role of DIIs in stabilizing or destabilizing market returns due to FII 

activities is important. Considering the impact of specific events, such as COVID-19, on FII decisions can 

improve the findings and enrich the literature. 
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