
DRIVERS OF FOREIGN PORTFOLIO 
INVESTMENT (FPI) AND ITS IMPACT ON 
STOCK MARKET AND INSTITUTIONAL 

INVESTORS: EVIDENCE FROM PAKISTAN 
 
 
 
 
 
 

 
 
 
 
 
 
 

Submitted By 

ZAHIRULLAH 
PhD (Scholar) 

 
 
 
 

 
 

 

INSTITUTE OF MANAGEMENT STUDIES 
UNIVERSITY OF PESHAWAR  

(December, 2019)



DRIVERS OF FOREIGN PORTFOLIO 
INVESTMENT (FPI) AND ITS IMPACT ON 
STOCK MARKET AND INSTITUTIONAL 

INVESTORS: EVIDENCE FROM PAKISTAN 

 
 
 

 
 
 

This thesis is submitted to Institute of Management Studies, University of 

Peshawar in partial fulfillment of the requirements for the degree of  

 
DOCTOR OF PHILOSOPHY IN MANAGEMENT SCIENCES 

 
 
 
 
 

Supervised By 

DR. MUMTAZ HUSSAIN SHAH 
Assistant Professor 

 
 
 
 

 

INSTITUTE OF MANAGEMENT STUDIES 
UNIVERSITY OF PESHAWAR  

(DECEMBER, 2019)



 i

DEDICATION 

I hereby dedicate this dissertation to my dear parents, wife and family members 

who suffered a lot during this period. I could not give them quality time due to 

my research commitments. 

  



 ii

ACKNOWLEDGEMENTS 

First and foremost, I would like to thank Almighty Allah, The Most Merciful 

and Beneficial, for giving me the strength, inspiration and dedication to pursue 

and complete this dissertation. It is an honour and pleasure to express my 

gratitude and to humbly acknowledge the support, guidance and encouragement 

that I have received from my teachers, seniors, peers and my family towards the 

completion of this thesis.  

I am extremely thankful to the Graduate Study Committee at IMS and then 

Advance Study and Research Board of University of Peshawar for approving my 

thesis topic which ignite my motivation to submit my research work in time. 

I convey my heartfelt gratitude to Prof. Dr. Bushra Hamid, Dean Faculty of 

Management and Information Sciences and Prof. Dr. Sajjad Ahmad Khan, 

Director IMS, University of Peshawar for their blessings and guidance.  

I humbly and gratefully thank my research supervisor, Dr. Mumtaz Hussain 

Shah, Assistant Professor- Finance, IMS, University of Peshawar, for his regular 

and continued guidance, encouragement and support. His patience with my work 

has indeed been incredible, and I will be ever grateful to him for the 

unconditional trust he placed in my latent capabilities and motivated me to 

complete this dissertation in time. 

 

Zahirullah 

  



 iii

CONTENTS 

Dedication ........................................................................................................... i 

Acknowledgements ........................................................................................... ii 

Contents ............................................................................................................ iii 

List of tables ...................................................................................................... x 

List of figures ................................................................................................. xiii 

Abstract ........................................................................................................... xiv 

Chapter-1 .......................................................................................................... 1 

INTRODUCTION ........................................................................................... 1 

1.1 Overview ............................................................................................... 1 

1.2 Background of the Study: Foreign Capital Flows ................................. 3 

1.3 Foreign Capital Inflows to Pakistan ...................................................... 7 

1.3.1 FDI to Pakistan ............................................................................ 7 

1.3.2 FPI to Pakistan ............................................................................. 9 

1.4 Pakistan Capital Market ...................................................................... 12 

1.5.1 Regulatory Bodies of Capital Markets of Pakistan ................... 13 

1.5.2 Regularization of Capital Market .............................................. 13 

1.5.3 Development Plan of Pakistan Capital Market ......................... 14 

1.5.4 Foreign Capital Inflows to PSX ................................................ 15 

1.6 Pakistan Stock Exchange (PSX) .......................................................... 16 

1.6.1 Brief History of Pakistan Stock Market .................................... 17 

1.6.2 Primary Market .......................................................................... 18 

1.6.3 Secondary Market ...................................................................... 18 

1.6.4 Over-The-Counter Market (OTC) ............................................. 18 

1.6.5 Karachi Stock Exchange (KSE100 Index) ................................ 18 

1.6.6 KSE-All Shares Index ............................................................... 19 

1.6.7 Karachi Meezan 30 Index (KMI) .............................................. 19 

1.7 Operations of PSX (Formerly KSE) .................................................... 19 

1.7.1  Lahore Stock Exchange (LSE) ................................................. 20 

1.7.2 Islamabad Stock Exchange (ISE) .............................................. 20 

1.8 Market Indices ..................................................................................... 21 

1.9 Recomposition of KSE 100 Index ....................................................... 21 



 iv

1.9.1 Sector Base Rule ........................................................................ 21 

1.9.2 Capitalization Rule Irrespective of Sector ................................. 22 

1.10 Settlement of Transactions on Stock Exchange .................................. 22 

1.11 Types of Investors ............................................................................... 23 

1.12 Significance of the study ..................................................................... 25 

1.12.1 Contribution towards theory and academia .............................. 25 

1.12.2 Contribution for policy makers ................................................ 25 

1.12.3 Contribution for investors ......................................................... 25 

1.13 Research Gap ....................................................................................... 25 

1.14 Problem Statement ............................................................................... 27 

1.15 Research Questions ............................................................................. 28 

1.16 Objectives of the Study ....................................................................... 28 

1.17 Nature of Research .............................................................................. 29 

1.18 Theoretical Framework ....................................................................... 29 

1.19 Conceptual Framework ....................................................................... 30 

1.20 Research Structure ............................................................................... 32 

1.21 Delimitations of the Study ................................................................... 33 

Chapter 2 ........................................................................................................ 34 

LITERATURE REVIEW ............................................................................. 34 

2.1 Introduction ......................................................................................... 34 

2.2 Foreign Direct Investment (FDI) ......................................................... 35 

2.3 Foreign Portfolio Investment (FPI) ..................................................... 36 

2.4 Capital Flow to Emerging Markets ..................................................... 37 

2.4.1 Capital Flows to Pakistan .......................................................... 40 

2.5 Determinants of FPI ............................................................................ 44 

2.5.1 Exchange Rate Risk and FPI ..................................................... 51 

2.5.2 Inflation and FPI ........................................................................ 55 

2.5.3 Economic Growth and FPI ........................................................ 56 

2.5.4 FDI and FPI ............................................................................... 57 

2.6 Stock Market Indicators as Determinants of FPI ................................ 58 

2.6.1 Stock Market Performance and FPI .......................................... 58 

2.6.2 Stock Market Size / Capitalization ............................................ 62 



 v

2.6.3 Stock Market Liquidity / Turnover and FPI .............................. 63 

2.7 Portfolio Investment Theories ............................................................. 66 

2.7.1 Portfolio Diversification ............................................................ 66 

2.7.2 The Case Against International Portfolio Diversification ......... 68 

2.8 Domestic CAPM in International Setting ............................................ 71 

2.9 Inadequacy of Domestic CAPM in Global Framework ...................... 72 

2.9.1 Purchasing Power Relationship and Exchange Rate Risk ......... 73 

2.9.2 Global Capital Market Efficiency and Market Segmentation ... 73 

2.10 Investment Barriers and Portfolio Holding ......................................... 75 

2.11 Investors Behaviour ............................................................................. 76 

2.12 Foreign Investors Behaviour ............................................................... 80 

2.12.1 Investors Behaviour And Returns ............................................ 82 

2.12.2 FPI and Investors Confidence .................................................. 83 

2.12.3 FPI and Investors Conservatism ............................................... 85 

2.12.4 Herding and Feedback Trading in Investors ............................ 86 

2.13 Behavioural Finance Theories ............................................................. 91 

2.13.1 Heuristic Theory ....................................................................... 91 

2.13.2 Prospect Theory ........................................................................ 92 

2.13.3 Herding Theories ...................................................................... 93 

2.13.4 Feedback Trading ..................................................................... 94 

2.14 Conclusion and Research Gap ............................................................. 95 

2.15 Chapter Summary ................................................................................ 97 

Chapter 3 ........................................................................................................ 99 

METHODOLOGY ........................................................................................ 99 

3.1 Overview ............................................................................................. 99 

3.2 Research Philosophy ........................................................................... 99 

3.3 Triangulation ..................................................................................... 100 

3.4 Determinants of FPI .......................................................................... 102 

3.4.1 Variables .................................................................................. 102 

3.5 Data Collection .................................................................................. 103 

3.6 Variables Measurement ..................................................................... 104 

3.6.1 Macroeconomic Variables ....................................................... 104 



 vi

3.6.2 Pakistan’s Stock Market Indicators as Drivers of FPI ............. 108 

3.6.3 Hypothesis Tested for Determinants of FPI ............................ 113 

3.7 Time Series Analysis ......................................................................... 114 

3.7.1 Co-integration .......................................................................... 114 

3.7.2 Vector Error Correction Model (VECM) ................................ 115 

3.7.3 The Unit Root Test .................................................................. 115 

3.8 Regression Analysis .......................................................................... 115 

3.8.1 Multiple Regression Model ..................................................... 116 

3.8.2 Impact of FPI on Stock Market Indicators of PSX .................. 116 

3.9 Summary and Conclusion: Determinants of FPI ............................... 117 

3.10 Domestic Institutional Investors Behaviour in the Context of FPI ... 119 

3.10.1 Variables Specification ........................................................... 120 

3.10.2 Sample Profile ........................................................................ 120 

3.10.3 Hypothesis .............................................................................. 121 

3.10.4 Measurement of Investors Behaviour ..................................... 121 

3.10.5 Questionnaire Structure .......................................................... 125 

3.10.6 Data Analysis Procedure ........................................................ 126 

3.10.7 Descriptive Analysis ............................................................... 127 

3.11 Questionnaire Reliability ................................................................... 130 

3.12 Correlational Analysis ....................................................................... 130 

3.13 Models ............................................................................................... 131 

3.13.1 Logistic Regression Model ..................................................... 131 

3.13.2 Model Selection Criteria ......................................................... 132 

3.13.3 Akaike Information Criterion (AIC) ...................................... 132 

3.13.4 Bayesian Information Criterion (BIC) .................................... 133 

3.13.5 Likelihood Ratio Test ............................................................. 133 

3.13.6 Wald Test ................................................................................ 133 

3.14 Qualitative Data Analysis .................................................................. 134 

Chapter 4 ...................................................................................................... 135 

MODEL I: MACROECONOMIC VARIABLES AS DRIVERS OF FPI1 35 

4.1 Introduction ....................................................................................... 135 

4.2 Description of Variables .................................................................... 135 



 vii

4.2.1 Description of Dependent Variable ......................................... 136 

4.2.2 Description of Dependent Variables ....................................... 136 

4.3 Descriptive Statistics ......................................................................... 140 

4.4 Correlation ......................................................................................... 142 

4.5 Econometric Technique ..................................................................... 145 

4.5.1 Unit Root Test (ADF) .............................................................. 145 

4.5.2 Co-integration .......................................................................... 147 

4.5.3 Vector Error Correction Model (VECM) ................................ 149 

4.6 Regression Analysis .......................................................................... 151 

4.6.1 Normality of Dependent Variable FPI .................................... 152 

4.6.2 Multicollinearity ...................................................................... 153 

4.6.3 Hetroskadasticity ..................................................................... 154 

4.6.4 Auto-correlation ...................................................................... 155 

4.6.5 Regression Results ................................................................... 156 

Chapter 5 ...................................................................................................... 160 

MODEL II: STOCK MARKET INDICATORS AS DRIVERS OF FPI  160 

5.1 Introduction ....................................................................................... 160 

5.2 Model II ............................................................................................. 161 

5.2.1 Decription of Variables ........................................................... 161 

5.3 Descriptive Analysis .......................................................................... 165 

5.4 Correlation ......................................................................................... 167 

5.5 Econometric Technique ..................................................................... 169 

5.5.1 Unit Root Test (ADF) .............................................................. 169 

5.5.2 Co-integration .......................................................................... 171 

5.5.3 Vector Error Correction Model (VECM) ................................ 173 

5.6 Regression Analysis .......................................................................... 175 

5.6.1 Normality of Dependent Variable FPI .................................... 176 

5.6.2 Multicollinearity ...................................................................... 176 

5.6.3 Hetroscedasticity ..................................................................... 177 

5.6.4 Auto-correlation ...................................................................... 178 

5.6.5 Regression Results ................................................................... 178 

5.7 Indexed Analysis ............................................................................... 181 



 viii

5.7.1 Model Summary ...................................................................... 181 

5.7.2 Model Coefficient .................................................................... 182 

Chapter 6 ...................................................................................................... 183 

PRIMARY DATA ANALYSIS AND INTERPRETATION .......... ......... 183 

6.1 Overview of Coding Scheme ............................................................. 183 

6.2 Validity and Reliability of Data ........................................................ 184 

6.3 Descriptive Analysis of the Data ....................................................... 184 

6.3.1 Descriptive Analysis of Sub variables ..................................... 185 

6.3.2 Descriptive Analysis of Main Variables .................................. 191 

6.4 Correlation ......................................................................................... 193 

6.4.1 Correlation between Sub variables .......................................... 194 

6.4.2 Correlation between Main Variables ....................................... 201 

6.5 Logistic Regression Model ................................................................ 202 

6.5.1 Model Summary ...................................................................... 202 

6.5.2 Model Coefficients .................................................................. 203 

6.5.3 Optimum/Best Logistic Regression Model ............................. 204 

6.5.4 Optimum Model Summary ...................................................... 204 

6.5.5 Optimum/ Best Model Coefficient .......................................... 206 

Chapter 7 ...................................................................................................... 208 

TRIANGULATION .................................................................................... 208 

7.1 Introduction ....................................................................................... 208 

7.2 Variables Description ........................................................................ 209 

7.2.1 Description of Dependent Variable ......................................... 209 

7.2.2 Description of Independent Variables ..................................... 209 

7.3 Coding Scheme for the Selected Data ............................................... 212 

7.4 Reliability of Data ............................................................................. 214 

7.5 Reliability of the Data if Item Deleted .............................................. 214 

7.6 Descriptive Statistics ......................................................................... 215 

7.7 Descriptive Statistics of Selected Independent Variables ................. 216 

7.8 Distribution of Respondent Response ............................................... 217 

7.8.1 Distribution of Respondent Response about Dependent Variable 
  ................................................................................................. 217 

7.8.2 Distribution of Independent Variables .................................... 218 



 ix

7.9 Correlation ......................................................................................... 223 

7.10 Logistic Regression ........................................................................... 224 

7.10.1 Model Summary ..................................................................... 225 

7.10.2 Classification Table ................................................................ 225 

7.10.3 Model Coefficients ................................................................. 226 

Chapter 8 ...................................................................................................... 229 

ANALYSIS OF THE QUALITATIVE DATA .................. ....................... 229 

8.1 Introduction ....................................................................................... 229 

8.2 Interview Questions ........................................................................... 229 

8.3 Confidence ......................................................................................... 230 

8.4 Conservatism ..................................................................................... 232 

8.5 Herding Effect ................................................................................... 233 

8.6 Overall Influence on Market ............................................................. 234 

8.7 Suggestion for Local Investors .......................................................... 235 

8.8 Suggestion for the Government ......................................................... 236 

Chapter 9 ...................................................................................................... 238 

SUMMARY, CONCLUSION AND RECOMMENDATIONS ........... .... 238 

9.1 Introduction ....................................................................................... 238 

9.2 Summary ............................................................................................ 238 

9.3 Conclusion ......................................................................................... 242 

9.4 Recmmendations ............................................................................... 245 

9.5 Study Contribution ............................................................................ 246 

References .................................................................................................... 249 

Appendices ................................................................................................... 286 

Appendix-A: Questionnaire of Primary Data Collection from Domestic 
Institutional Investors .............................................................. 286 

Appendix-B:  Listed Institutional Investors Operating at PSX ...................... 289 

Appendix-C: Reliability  Item-Total Statistics .............................................. 293 

Appendix-D: Classification Table ................................................................. 295 

Appendix-E: Classification Table ................................................................. 295 

 

  



 x

LIST OF TABLES 

 

Table 1.1:  Profile of Pakistan Stock Exchange(Formerly KSE) .................... 24 

Table 3.1: Independent Variables ................................................................. 103 

Table 3.2: Macroeconomic Factors and Stock Market Indicators and FPI  key 

Independent Variables ................................................................. 112 

Table 4.1: Variables Description .................................................................. 139 

Table 4.2: Descriptive statistics of Macro Economic Variables .................. 142 

Table 4.3: Correlation between Iindependent Vvariables ............................ 144 

Table 4.4: Stationarity Test .......................................................................... 147 

Table 4.5: Johansen Co-integration Test Results ......................................... 149 

Table 4.6: VECM Results ............................................................................ 151 

Table 4.7: Normality of Dependent Variable (FPI) ..................................... 152 

Table 4.8: Variance Inflation Factors (VIF) ................................................. 154 

Table 4.9: Heteroscedasticity Test: Harvey ................................................. 155 

Table 4.10:  Auto-correlation Durban Watson Test ...................................... 156 

Table 4.11:  Regression Coefficients ............................................................. 159 

Table 5.1: Description of Variables ............................................................. 164 

Table 5.2: Descriptive Statistics ................................................................... 167 

Table 5.3: Correlation between Independent Variables ............................... 168 

Table 5.4: Unit Roots Test Results ................................................................ 171 

Table 5.5: Johansen Co-integration Test Results ......................................... 173 

Table 5.6: VECM Results ............................................................................ 175 

Table 5.7: Normality of Dependent Variable FPI ........................................ 176 

Table 5.8: Variance Inflation Factors (VIF) ................................................. 177 

Table 5.9: Heteroscedasticity Test: Harvey ................................................. 177 



 xi

Table 5.10: Durban Watson Test .................................................................... 178 

Table 5.11: Regression Coefficients and Model Fitness Statistics ................ 181 

Table 5.12: Model Summary .......................................................................... 182 

Table 5.13: Regression Coefficient ................................................................ 182 

Table 6.1: Reliability Statistics of Collected Primary Data ......................... 184 

Table 6.2: Descriptive Statistics of Sub variables of Confidence ................ 187 

Table 6.3: Descriptive Statistics of Sub variables of Conservatism ............. 189 

Table 6.4; Descriptive Statistics of Sub variables of Herding Effect ........... 191 

Table 6.5: Descriptive Statistics of Overall Confidence Variables .............. 192 

Table 6.6: Descriptive Statistics of Overall Conservatism Variables .......... 193 

Table 6.7: Descriptive Statistics of Overall Herding Effect Bias Variables 193 

Table 6.8: Correlations between Sub-Variables of Confidence ................... 196 

Table 6.9: Correlations between Sub-Variables of Conservatism................ 198 

Table 6.10:  Correlations Between Sub-Variables of Herding Effect ............ 200 

Table 6.11:  Correlations between Main Variables ........................................ 201 

Table 6.12:  Model Summary ......................................................................... 202 

Table 6.13:  Model Coefficients ..................................................................... 204 

Table 6.14:  Model Summary ......................................................................... 205 

Table 6.15:  Model Coefficient ...................................................................... 207 

Table 7.1: Coding Scheme of elected Variables .......................................... 213 

Table 7.2: Reliability Statistics .................................................................... 214 

Table 7.3: Reliability if Item Deleted ........................................................... 215 

Table 7.4: Descriptive Statistics of Selected Independent Variables ........... 217 

Table 7.5: Distribution of dependent Variables ........................................... 218 

Table 7.6: Distribution of Independent Variables ........................................ 219 

Table 7.7: Distribution of Independent Variables ........................................ 220 



 xii

Table 7.8: Distribution of Independent Variables ........................................ 221 

Table 7.9: Distribution of Independent Variables ........................................ 222 

Table 7.10:  Distribution of Independent Variables ....................................... 223 

Table 7.11:  Correlation Coefficient ............................................................... 224 

Table 7.12:  Model Summary ......................................................................... 225 

Table 7.13:  Classification Table .................................................................... 226 

Table 7.14:  Logistic Regression Coefficients ............................................... 228 

 

  



 xiii

LIST OF FIGURES 

Figure 1.1: FDI to Pakistan (2002/Q3 to 2017/Q3) ....................................... 9 

Figure 1.2: FPI to Pakistan (1976 to 2015) .................................................. 12 

Figure 1.3: Conceptual Framework ............................................................. 31 

Figure 1.4: Research Structure ..................................................................... 32 

Figure 2.1: World market capitalization ...................................................... 67 

Figure 3.1: Behavioral factors influenced due to FPI affecting investment 

decisions .................................................................................. 120 

Figure 4.1: Differences and Stationarity of data (Macroeconomic Variables) 

  ................................................................................................. 146 

Figure 4.2: Histogram with Normal curve ................................................. 153 

Figure 5.1: Differences and stationarity of data ......................................... 170 

  



 xiv

ABSTRACT   

The study has focused on the foreign portfolio investment (FPI) in Pakistan 
Stock Exchange (PSX). Mixed-method approach is applied to analyse 
quantitative and qualitative data. The  study analyses three types of data, thus it 
presents three different analysis procedures. Quarterly data from secondary 
sources (2007Q3 to 2017Q2) of ten consecutive years, primary data collected 
through questionnaire and qualitative data collected through interviews have 
been analysed. Firstly, drivers of FPI are identified and explored through 
secondary data. Two different sets of variables (macroeconomic variables and 
stock market indicators) are explored. Macroeconomic variables include 
economic growth activity, interest rates, exchange rate risk, inflation rate, 
country risk and foreign direct investment (FDI). The set of stock market 
indicators include stock market size/capitalization, stock market returns, stock 
market risk, stock market liquidity and stock market index. The relationship of 
both sets of variables with the dependent variable has been explored. Correlation 
is checked along with Co-integration analysis. Co-integration is carried out for 
checking the long-term relationship between the selected variables. After 
establishing long-term relationship, short-term relationship has been explored 
through Vector Error Correction Model (VECM). Furthermore, magnitude of 
these relationships has been checked by doing the multiple regression analysis 
through Ordinary Least Square (OLS) method. After secondary data analysis, the 
influence of FPI flows on the investment decisions of domestic institutional 
investors has been checked by analyzing primary data collected through 
questionnaire-based survey from domestic institutional investors listed at PSX. 
The questionnaire comprises of thirty questions, covering three behavioural 
factors; overconfidence, conservatism and herding effect in the context of FPI. 
Six separate questions have been asked in order to triangulate the results of 
secondary data analysis. The responses have almost supported the results of the 
secondary data analysis. For further thorough analysis, interviews from ten 
domestic institutional investors have also been conducted. The respondents were 
asked that whether FPI flows really influence the investors’ investment 
behaviour and secondly, suggestions regarding investment decisions have also 
been sought from them. Almost, all of the interviewees responded cooperatively 
and suggested that government should take steps in order to provide safety to 
foreign investors and protect the small domestic investors as well, especially, in 
crisis situations. Thus, this study has been carried out about the foreign 
investment in Pakistan by applying mix-method approach with quantitative and 
qualitative data analysis. The study has clear policy implications for the policy 
makers and the stock market stake holders. 
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CHAPTER-1 

INTRODUCTION   

1.1 Overview  

In the current era of globalization and trade liberalization, borders are getting 

meaningless especially in terms of stock market investment. Free movement of 

foreign capital across borders has been increased due to investment and 

commerce liberalization policies. The bi-lateral and multilateral trade 

agreements have opened the doors for investors to invest freely across borders. 

Developing countries need foreign capital because they have great potential to 

increase their productivity, foreign exchange reserves, filling their trade deficit 

gap and strengthening their economy etc. Through foreign investment, countries 

can get access to foreign capital in order to fulfil their financial and economic 

needs. The growing influx of foreign investment in the developing countries and 

emerging markets, especially foreign portfolio investment and it’s short-term 

nature has motivated me to select this area for my dissertation. 

Pakistan is the unit of analysis of this study because of its growing economy, 

especially, the booming stock market in the recent past. Pakistan was included in 

the next eleven (N-11) countries by Goldman Sachs after emergence of BRICS 

countries in 2005. This study is about foreign capital flows to Pakistan with 

emphasis on foreign portfolio investment (FPI). Pakistan’s economy seems to be 

much dependent on foreign investment. Initially foreign direct investment (FDI) 

was the medium of foreign investment but after stock market reforms and ease to 
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foreign investors, foreign portfolio investment increased as foreign investors get 

attracted to invest in Pakistan Stock Exchange (here-forth PSX). FPI is short-

term investment in securities trading at stock exchange. PSX became emerging 

market offering attractive incentives to foreign investors over the last decade or 

so. Moreover, though, researchers have extensively worked on foreign direct 

investment (FDI) but few researchers (Raza, Ali, Sabbir, Sarwar, Mehboob & 

Farhan, 2011; Asma, 2011; Chaudry, Farooq & Mushtaq, 2014; Aziz, Anwar & 

Shahnawaz, 2015 and Rashid and Khalid , 2018) have produced some insight 

regarding FPI in Pakistan still no significant and comprehensive work can be 

found on foreign portfolio investment (FPI) in Pakistan that frames a wide range 

of factors, analysing both macroeconomic variable and specific stock market 

factors. Also, no significant study can be seen which has analysed both primary 

and secondary data and triangulated them (For details see Chapter 2; Literature 

Review). PSX is the only merged stock market of Pakistan. The study has three 

main sections. Firstly, determinants of FPI are explored and examined. For this 

purpose two sets of variables are examined while analysing secondary data. One 

is macroeconomic variables including economic growth, exchange rate risk, 

interest rate, country risk (external debt) and inflation rate (consumer price 

index). Second set of variables that are analysed as determinants of FPI are stock 

market indicators including stock market index, stock market capitalization, 

stock market turnover (liquidity), stock market risk and stock market returns. 

Secondly, the study covers the impact of FPI on stock market.For this purpose, 

stock market indicators are analysed. In the last section of the study, influence of 

FPI on domestic institutional investor’s behaviour is evaluated. Three investment 
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behaviour biases have been focused that includes investors’ confidence, 

conservatism and herding effect in light of FPI.   

1.2 Background of the Study: Foreign Capital Flows 

There are two major types of foreign capital flows. One is foreign direct 

investment (FDI) and another is foreign portfolio investment (FPI). FDI is 

concerned with the direct control over management. There is a lasting interest in 

an enterprise in a foreign country by an investor of the home country 

(UNCTAD, 1999). There is a long-run relationship between the enterprise and 

the investor. In direct investment, the investor has control over management and 

is involved in the operations of the business. Foreign investors holding more 

than 10 per cent shares of voting of the business are categorized as foreign direct 

investment (IMF, 1993). According to Paggott and Cook (2006), FDI involves 

the ownership, management and control of production activities of a business in 

which it is made. Moreover, FDI is investment to acquire the lasting interest in 

the firm other than that of the investor, to have an effective voice in the 

management. There are different types of FDI like green field investment, 

acquisition, merging and increase in the production facilities (reinvestment) 

having long-term interests. 

On other hand in FPI, the investor has no lasting relationship with the enterprise. 

Investment is made by investor only in equity and debt securities of that 

enterprise for capital gains and returns (UNCTAD, 1999). Investment is made in 

the securities that are traded on the stock market of a country. FPI do not give 

direct ownership of securities to the investors. Hence, they do not have direct role 

in controlling or management of the firm. FPI is simply the transfer of stocks or 
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debt securities across the borders (Paggott and Cook, 2006). FPI is the investment 

in stocks and debt securities of corporation that exist outside the domicile of the 

home country (Thapa, 2011). 

Global or foreign equity investment is the investment in stocks of companies 

located outside the territorial limits of the home country and listed on the stock 

market of that country. The term foreign investment is used differently by 

different countries, like in USA, the word “international” is used for other than 

Americans, whereas the word “global” is used for both American and non-

American investments. On other hand, English people use the word 

“international” for both local and foreign investment, and “foreign” for non-

resident investment. So, here in this study these words, foreign, international and 

global are used interchangeably. 

Capital movements of these investments (FDI & FPI) have their own influences 

on the country’s economy (FDI), stock market (FPI) and local investors. FDI, 

due to its long-term nature, has major influence on the country’s economy. FPI 

has short-term nature and affects stock market of a country. As local investor 

buy and sell stocks of their own country’s funds (both closed and open-end), so, 

they are indirectly exposed to the consequences of FPI. Closed-ended mutual 

fund is a company which floats its own stocks in the local market and purchase 

stocks in foreign markets. The prices of these stocks are determined by the 

funds’ demand and supply function. The traded shares have fixed number and 

cannot be redeemed. These stocks can be traded on stock exchange during the 

market operating timings. These funds trail as an index rather than as a specific 

company, in early 2000s Exchange-Traded Funds (ETFs) got success because of 
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lower costs as compared to other funds; it also provided greater diversification 

opportunity. Solnik and Mcleavey (2009) have provided greater insight of FPI 

exposure. 

Solnik (1974) was amongst the pioneers who asked and advised that investors 

should invest internationally for diversification purposes. At that time, 

investment was confined to home country and the author noted that U.S pension 

funds had never invested outside the United States. Other countries also have 

similar situation with the only exception of UK. The main reason was the 

country’s legal control over foreign investment and foreign capital flows. The 

case of UK and Europe is somehow different. Some capital mobility was there 

amongst European countries because of the cultural similarities and their needs. 

European banks and other private investors have long been indulged in foreign 

investment. Mostly the participation of institutional investors is less in foreign 

investment and their absence is considered important in foreign investment 

(Solnik & McLeavey, 2009). 

Solnik and Mcleavey (2009) observed that information asymmetry, little 

expertise in global investment and making equity choice, controlled regulations 

and higher transaction costs are that major barriers to foreign equity investment 

in early 1970s. With the removal and relaxation of these barriers, benefits of 

foreign portfolio investment increased, hence it improves the risk and return 

profile of investment through international diversification. Globalization and 

financial liberalization have increased the interest of investors throughout the 

globe. The increased integration amongst financial markets, information 

efficiency & mobility, higher returns with lower risks, availability of financial 
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analysts/experts, facilitation through internet and fast computing system resulted 

in attracting more FPI (Solnik & Mcleavey, 2009).  

In 1980s developed countries started to relax the restrictions on FPI moving 

towards financial liberalization (French & Poterba, 1991). Following the 

developed countries, developing countries also opened their financial market for 

foreign investment in early 1990s (Bekaert, 1995; Bekaert & Harvey, 2003).  

Removal of these barriers enabled investment firms to place their securities and 

stocks across the borders. Similarly, improvements in the international 

accounting procedures, efficient banking system, refining ethical moralities of 

investment and many other determinants have played their role in increasing the 

demand for the growth in FPI over the years (Solnik & McLeavey, 2009). 

Keeping in view the expected benefits of FPI, local investors also go for 

international diversification by investing abroad with the help of international 

brokers, analysts, financial experts and institutional investors etc. Solnik and 

McLeavey (2009) foundd that investors lodge foreign equities in domestic 

portfolios by using international stocks. In today’s investment environment, 

liberalization and technological advancement have prompted many big 

companies and MNCs to cross list their securities on different stock exchanges 

globally to be traded internationally. 

There are many factors that may pull or push foreign capital. The determinants of 

FDI are well searched but drivers of FPI are more complex and needs special 

attention because of its growing volume. Identifying and understanding of the 

forces affecting FPI is very important because of its impact on a country’s 

economy and stock market. By understanding significant factors of foreign 
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capital flows, regulatorscan make favourable changes in the regulatory 

framework that may favour and facilitate foreign as well as domestic investors. 

The discussion highlights that there are many factors which led to growth of FPI. 

Before going further, it’s worthy by asking that how local capital markets, 

domestic investors behaviour and the economic development are influenced by 

foreign investment. This will also provide insights that this study has genuine 

policy implications.  

1.3 Foreign Capital Inflows to Pakistan 

As said earlier (section 1.2) foreign capital inflows are in two forms: foreign 

direct investment (FDI) and foreign portfolio investment (FPI). Brief overview 

of both types of foreign capital flows in context of Pakistan is as follows.  

1.3.1 FDI to Pakistan 

Pakistan as a country, has received higher magnitude of FDI throughout the 

years (Iqbal, Shaikh and Shar, 2010). In 1959, for the first time, statement of 

industrial policy was issued by government of Pakistan for regulating foreign 

investment. If history of FDI to Pakistan is studied, one came across two periods 

or phases in which FDI inflows to Pakistan prevails. In the first phase 

government of Pakistan tried to attract FDI by introducing the Foreign Private 

Investment Act 1976. Through this act, many incentives and compensations 

were provided to the foreign investors upon adequate investment and acquisition 

such as up to 50% profit was guaranteed on net income and security against any 

expropriation. The projects that were favourable for the economy of Pakistan 

like projects with advanced technology and capital intensive which could 
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improve Balance of Payment structure were favoured. Board of Investment 

(BOI) was established and one-window facilitation was settled in order to attract 

more and more FDI.  

The second phase started with the removal of restrictions and barriers on foreign 

investment, funds transfers, foreign ownership and income remittances etc. 

Relief and concessions in tariffs were given to the foreign investors. The years 

after 1988 are claimed to be the period of privatization and financial 

liberalization (Husain, 1999). During this period foreign capital inflows 

increased from US$185.6 million in 1988 to US$939 million in 1996. A slump 

in these capital inflows is observed in 1998 and the figure dropped to US$500 

million. This decrease in FDI inflows could be ascribed to many problems that 

Pakistan faced. Amongst these problems, the internal problems include the 

imposition of financial and economic sanctions after the nuclear tests in 1998, 

freezing of foreign currency accounts and the controversy of Independent Power 

Producers (IPPs) etc were much significant. On the other hand, foreign investors 

lost confidence due to the declining trend because of the Asian financial crisis in 

1997. Many policies and ordinances were implemented by Pakistan government 

in order to retain the confidence of foreign investors. Some of these policies 

were the New Investment Policy 1997 and the Corrupt Business Practices 

Ordinance 1998.  

The figure 1.1 shows the quarterly data for foreign direct investment (FDI) for 

Pakistan from 2002 to 2017. During that period, the average value for Pakistan 

was US$ 586.26 million with a high of US$ 2104 million in 2008 and a low of 
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US$ 62 million in Q1 2013. The source of the data is State Bank of Pakistan 

(SBP). Unit of currency is million USD. 

 

Figure 1.1: FDI to Pakistan (2002/Q3 to 2017/Q3) 

1.3.2 FPI to Pakistan 

The removal of trade and investment barriers by developed and developing 

countries in early 1980s and 1990s respectively had played an important role in 

the movement of capital across borders. Liberalization and market integration 

policies were adopted by different countries across the globe in 1980s. New 

markets and institutions emerged due to these steps facilitating financial 

liberalization. This resulted in the huge influx of FPI to countries’ markets and it 

is worthy to be noted that market capitalization of emerging markets have gone 

up by ten times from 1986 to 1995. It is claimed that this is all because of 

liberalization of financial markets and institutionalization of savings and 

investment (World Investment Report, 1997). In 1988, foreign investors were 
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investing in stock market of only three countries as they have removed barriers 

for foreign investment. This number increased to 26 countries in 1995 which 

were totally free for the foreign investment, eleven were relatively free and one 

still stay closed for foreign investors (World Investment Report, 1997). FPI 

strengthen local markets financially as well as legally by demanding better 

environment, rules and regulations etc. It also increased liquidity of local stock 

market by increasing the turnover and trading volume. FPI helps domestic firms 

to finance their projects and business operations through capital markets. 

Multinational companies (MNCs) are very much supported by these 

improvements. In turn MNCs facilitate the country to pull more FPI. FPI flows 

are attracted to markets having better performance, higher degree of liquidity, 

international accounting standards and favourable policies and regulations 

(Khan, 1996). 

Besides the benefits of FPI, it also brings certain hostilities to the emerging 

countries. Firstly, as by nature FPI is short-term investment and is more unstable 

and volatile as compared to FDI. FPI can easily be withdrawn from stock market 

in case of some uncertain events and financial turmoil. For instance, it is claimed 

that the swift withdrawal of investment from stock market was the main reason 

behind the Asian financial crisis of 1997 and global financial crisis of 2008. 

Information asymmetry, moral hazards, speculative problems, irrational herding 

and financial markets irregularities are some factors responsible for 1997 Asian 

financial crisis (Mishkin, 1999).  

Secondly, according to Grabel (1996) FPI has two adversities having reinforcing 

effects: 1) Imposition of limitations on autonomy of policy and 2) It increases 
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the vulnerability of the economy to uncertainty, risk, financial volatility, and 

crisis.  

To summarize, it is evident that foreign investment has positive impact on the 

economic growth of a country as long as government formulate better policies in 

order to attract FPI and get maximum benefit out of it. Government should 

provide favourable environment to foreign investors, give legal protection in 

such a way that it should not suffer the benefits of local investors. Policies shall 

be made that can improve the quality of legal framework and institutions 

regulations to facilitate investors.  

After 1990s liberalization policies, Pakistan opened its doors for foreign 

investors. Foreign investor invested in Pakistan stock exchange (PSX, formally 

KSE i.e. Karachi Stock Exchange). PSX has performed well and has offered 

higher returns over the years. This may be one of the reasons that attracts foreign 

investors because mostly foreign investors  are returns chasers. Figure 1.2 shows 

yearly data graph of foreign portfolio investments (FPI) to Pakistan from 1976 to 

2015. A sharp increase can clearly be seen post liberalization policies and 

announcements in 1991-92. Before liberalization, foreign portfolio investment 

was almost negligible. Sharp ups and downs can be seen in the graph with two 

times highs, goes beyond 1000 million USD and lows almost to zero and 

negative 200 to 300 million USD, once in 1993-94 and another 2006-07 

followed by two sharp lows in 1997 and 2007-08. The two peaks show the 

booms and lowest troughs financial crisis. Besides this, regular ups and downs 

can also be noted.   



 12

 

Figure 1.2: FPI to Pakistan (1976 to 2015) 

1.4 Pakistan Capital Market  

Capital market is defined as a market which accumulates funds from some 

entities (lenders) and facilitates others (borrowers) who need funds (Van Horne, 

2002; Strumeyer 2017). Main aim of capital market is to provide efficient 

services to investors without indulging them in searching and hectic analysis. 

Capital markets facilitate investors to efficiently tackle legal issues and funds 

transfer. Capital market of a country plays a vital role in its economy. A vibrant, 

well-structured and a well-developed capital market can help in speeding the 

economic growth and development of a country. Countries having static and 

undeveloped capital markets are unable to utilize the financial resources to the 

maximum. Domestic industry can be supported by providing them financing 

facilities through the influx of foreign capital via a well-developed capital 

market. Different securities like stocks, bonds, mutual funds units and insurance 

etc., provide a diverse portfolio for domestic as well as foreign investors. So, it is 
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evident from the above discussion that a well-developed capital market 

contributes a lot to the economy of a country. 

1.5.1 Regulatory Bodies of Capital Markets of Pakistan 

Capital markets of Pakistan are mainly regulated by the Securities and Exchange 

Commission of Pakistan (SECP). It also supervises the Self-Regulatory 

Organizations (SROs) and all other regulatory bodies operating in Pakistani 

capital markets. One of the main objectives of SECP and other regulatory bodies 

are to guard the investors’ interests. Pakistan Stock Exchange (PSX), National 

Clearing Company of Pakistan Limited (NCCPL), Central Depository Company 

of Pakistan Limited (CDC) and the Pakistan Mercantile Exchange Limited 

(PMEX) are included in Self-Regulatory Organizations (SROs). Securities 

advisers, brokers and managers, debt securities trustees, share registrars, credit 

rating companies and underwriters are the players operating in the market.  

1.5.2 Regularization of Capital Market  

In April 2015, the upper house of Pakistan (the Senate) passed “The New 

Securities Law”. This law replaced the Securities and Exchange Ordinance of 

1969. Through this law the capital market of Pakistan was regulated. Confidence 

of common investors was promoted by providing them full information during 

initial public offering and information disclosure requirements continuously. 

Disclosure requirements provide investors a protection against the information 

asymmetry due to insiders trading and market alterations. Provision of equal 

information to all the investors is the duty of SECP. Efforts have been made to 

by devising and implementing new laws to improve the efficiency of the market.   
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1.5.3 Development Plan of Pakistan Capital Market  

As the main regulatory body of Pakistan’s capital market, the SECP is working 

continuously on the reforms agenda in order to cope up with emerging 

challenges of a growing capital market. The reforms agenda got the support of 

all stakeholders, investors and other government bodies. Reforms agenda include 

many aspects like the integration of KSE, LSE and ISE into a single platform for 

trading purposes, introduction of central party for the purpose of clearing and 

settlement, risk mitigation transfer to the clearing company and most 

importantly, the imposition of new laws like the Securities Act and the Futures 

Market Act. 

Furthermore, providing investor’s protection and improving their confidence 

through different procedures was the main focus of the reforms agenda of SECP. 

For this purpose, a plan was designed by SECP for 2016-18, known as the 

Capital Market Development Plan (CMDP).  This plan gives the detailed idea 

for the future strategy for the Pakistan’s capital market. This plan was designed 

after detailed consultation with prominent market professionals and their 

feedback and suggestions were taken into account. This plan is a blueprint of the 

initiatives visualized by the SECP for the near future development of the capital 

market of Pakistan. The reforms in this plan are based on the best international 

practices and standards. After a thorough brainstorming by reviewing the 

different aspects of the Pakistan’s capital market regionally, locally and 

internationally, CMDP devised the following main objectives for the three years 

from 2016 to 2018. The objectives are as follows:   

i) Legal and Regulatory Reforms  
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ii) Structural reforms and developmental initiatives at the SROs - PSX, 

CDC, NCCPL, PMEX 

iii) Reforms for Capital Market Intermediaries  

iv)  Product and Market Development  

v) Reforms for Issuers in the Capital Market  

vi) Reforms for Investors’ Access, Awareness, Protection and Facilitation  

vii) Improving Marketability, Image-Building and Compliance with 

International Standards 

1.5.4 Foreign Capital Inflows to PSX 

The three stock exchanges of Pakistan operating in the three big cities are 

Karachi Stock Exchange (KSE), Lahore Stock Exchange (LSE), and Islamabad 

stock exchange (ISE). KSE is the oldest and largest stock exchange of Pakistan. 

KSE is the second oldest stock market of South Asia. On January 11, 2016 all 

the three stock exchanges were merged to a single platform of Pakistan Stock 

Exchange (PSX). This was done to bring investors to one trading floor 

particularly the foreign investors. Morgan Stanley Capital International (MSCI) 

promoted Pakistan to Frontier Markets of Emerging Markets group because of 

the government’s better investment policies, the regulatory efforts made by 

SECP and implementing those laws and the growing macroeconomic indicators. 

PSX and SECP are continuously coordinating with MSCI and foreign 

institutional investors to show the achievements made by the capital market in 

recent past and in the coming future due to the implementation of reforms in the 



 16

near future. This is done in order to meet the demands of new statues mentioned 

earlier.  

In the year 2016, Bloomberg announced Pakistan Stock Exchange (PSX 100 

Index) as best market in Asia and ranked it fifth best performer in the world with 

46 per-cent returns yielded. This return was the highest of the MSCI Frontier 

Markets. This was favorably compared with the average returns of past 10 years 

and 20 years, which were 20 percent and 24 percent respectively.   

40 percent shares of PSX were sold to the Chinese Led Consortium against the 

consideration of US$ 85.6 million. As per requirement of the demutualization 

law, there was a signed deal for the strategic sale of 40 percent of PSX shares in 

December, 2016.  Three Chinese exchanges namely, China Financial Futures 

Exchange, Shanghai Stock Exchange and Shenzhen Stock Exchange and two 

financial institutions of Pakistan (Habib Bank Limited and Pak China Investment 

Company Limited) have made this consortium. Foreign investors in this 

consortium have advanced technology, diverse set of products, experienced 

human resource, experts and many opportunities of cross listing and outreach. 

This will benefit PSX in the above aspects especially attracting the foreign 

investment. The domestic financial institutions can also be benefited by using 

the Consortium’s large networks, expertise in corporate governance, their 

knowledge about the laws and domestic market.  

1.6 Pakistan Stock Exchange (PSX) 

There are three stock exchanges of Pakistan namely Karachi Stock Exchange 

(KSE),  Lahore  Stock  Exchange  (LSE), and  Islamabad Stock  Exchange (ISE). 
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All of them were merged in 2016 and now it is called Pakistan Stock Exchange 

(PSX).  

1.6.1 Brief History of Pakistan Stock Market  

Lahore Stock Exchange (LSE) was established before independence of Pakistan 

in 1934 and in 1936 it merged with the Punjab Stock Exchange Limited. At three 

places stocks were traded at that time, namely the Punjab Share and Stock 

Brokers Association Limited, the Lahore Central Exchange Limited and the All-

India Stock Exchange Limited. 

Two of the above stock exchanges were closed and All-India Stock exchange 

shifted to Delhi (India) soon after the independence in 1947. Karachi became the 

centre for business and here the first stock exchange of Pakistan namely Karachi 

Stock Exchange (KSE) was established on September 18, 1947. KSE started 

operations within a couple of months.  

In 1954, Dhaka stock exchange was established which was capital city of East 

Pakistan (now Bangladesh). Attempts were made to again establish stock 

exchange at Lahore but these attempts failed (Mirza, 2009). Lahore Stock 

Exchange (LSE) was established in the city of Lahore (Punjab) and it became 

operational in May, 1971. Islamabad Stock Exchange (ISE) was established in 

the capital city of Islamabad in 1992. These three stock exchanges are operating 

in Pakistan.  

There are mainly two types of markets where securities are traded.    
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1.6.2 Primary Market  

In this market initial public offerings (IPOs) are traded. IPOs are the fresh stocks 

or shares of a company issued against the paid up capital. They are traded on the 

primary market.  

1.6.3 Secondary Market 

It is an organized and formal market of trading securities formally called stock 

exchange. Already issued securities or securities already in circle of the market 

are traded in this market. 

1.6.4 Over-The-Counter Market (OTC)  

It is a decentralized market where those securities are traded which are listed at 

stock exchanges. In OTC market securities are traded over telephone and 

electronic means instead of trading floor. There is no meeting point for the 

traders. Trading takes place through a network of dealers who play the role of 

middlemen. OTC market is not an organized market. An increasing upward 

trend in the market is called bullish whereas the decrease (downward) trend is 

called as ‘bearish’ trend. 

1.6.5 Karachi Stock Exchange (KSE100 Index) 

Being the oldest market of Pakistan, KSE was established soon after the 

independence in September 1947. There are 200 members of KSE and this limit 

became fixed since 1966. A potential member should buy a membership seat 

from the existing KSE member. 183 members of the total are corporate members 

and rests of them are individuals. Being largest market 85 per-cent turnover is 

recorded for KSE, 14 per-cent for LSE and 1 per-cent for ISE (Iqbal, 2008).  The 
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turnover at KSE has reduced turnover at LSE and ISE because most of the 

companies are cross listed at LSE and ISE. Most of the trading occurs on the 

KSE. 35 promoters and directors hold 40 per-cent of equity shares in Pakistan. 

Small investors got the share of 35% of the total equity and 25% shares are held 

by institutional investors (Lukman, 2010). KSE-100 index is benchmark of KSE. 

1.6.6 KSE-All Shares Index 

KSE-All Shares Index was introduced by KSE on September 18, 1995. This 

index show the performance of all companies listed at KSE at a specific point of 

time.  

KSE-30 index was introduced for international investors. This index shows the 

performance of top 30 companies on the basis of free float market capitalization. 

It is benchmark for foreign investors.  

1.6.7 Karachi Meezan 30 Index (KMI) 

To facilitate Islamic investors, KSE established the first ever Islamic index, the 

Karachi Meezan Index (KMI-30) in 2008 on the bases of free float market 

capitalization. In order to control the influence of big companies on the index 

volatility a limit of 12 percent has been applied to an individual company. It 

means that a single firm cannot surpass 12% of the whole KMI-30 index worth.  

1.7 Operations of PSX (Formerly KSE) 

Board of Directors (BOD) runs KSE. BOD has 10 members out of which 5 are 

member of KSE, 4 are individuals other than members of KSE and a managing 

director (MD).  The 5 member from KSE are selected by rest of the members of 
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KSE, the 4 individuals are selected by SECP. Chairman is elected from the four 

individual members. MD acts as a chief executive and sees the operational and 

administrative issues of the stock exchange.  

The trading system of KSE is the Karachi Automated Trading System (KATS). 

This system has replaced an open-out-cry system of trading in May 1998. 

Transactions take place through computers and online system. Transaction costs 

are negotiable and are settled between the parties by their own. A cap was 

introduced in2008 to limit the fluctuations in the securities price by 5 percent. 

This allows securities prices to touch the upper and lower limit of their prices up 

to 5 percent.  

1.7.1  Lahore Stock Exchange (LSE) 

LSE has 152 members out of which 81 are corporate members and 71 are 

individuals. There are two branches of LSE, one is in Sialkot and another is in 

Faisalabad. LSE is the first stock exchange to introduce an automated trading 

system in 1994. In 2001, it became the first stock exchange to go for internet 

base trading. LSE-25 index is the benchmark of the LSE.  

1.7.2 Islamabad Stock Exchange (ISE) 

It is the smallest of all the three stock exchanges and it was established in 1992 

in the capital city of Islamabad. 94 corporate and 26 individual members 

collectively make 120 members of ISE. On 1st January 2004 the ISE established 

its own benchmark index, which is ISE-10.  
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1.8 Market Indices  

Many indices are introduced as instruments of the performance of shares prices 

of PSX. Before November, 1991 the main index in use was the KSE-50 share 

index. On November 1, 1991 a large benchmark index of KSE-100 index was 

introduced. KSE-100 index captures more than 80% of the total market 

capitalization. KSE-100 index is still in use as the largest index of PSX.  

The KSE-100 index shows the performance of top 100 companies. There are 

total 34 sectors in which many companies are listed at KSE. In these 100 firms, 

34 are chosen on the basis of largest market capitalization, one company from 

each sector. Next 66 companies are listed irrespective of the sector; they are 

selected on the basis of largest market capitalization in descending order from 

any industry. As open-end mutual funds do not have fixed market capitalization, 

so, it is not included while calculating the KSE-100 index.  

1.9 Recomposition of KSE 100 Index 

A company is included in or excluded from KSE-100 index bi-annually that is 

on 1st April and 1st October each year. Two rules are used for re-composition: 

1.9.1 Sector Base Rule 

Under this rule a company listed or delisted on the basis of a company’s 

performance in a specific sector of KSE. This rule is further explained by two 

rules which are: 

a) Time-based rule 

b)  Value-based rule  
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1.9.1(a) Time-Based Rule  

A company maintaining its largest market capitalization for two consecutive re-

composition periods that is one year is qualified to be included in KSE-100 

index. 

1.9.1(b) Value-Based Rule  

A company can be included in the index having more than10% market 

capitalization of the existing company which is the largest company (market 

capitalization wise) of that particular sector for the last one re-composition 

period that is 6 months. 

1.9.2 Capitalization Rule Irrespective of Sector 

This rule is explained only by time-based rule. Under this rule a company is 

added or deleted on the basis of largest market capitalisation irrespective of the 

sector. 

1.9.2(a) Time-Based Rule  

A company can be selected in the index if its capitalisation exceeds the market 

capitalisation of the last company in the index for successive two re-composition 

periods that is one year. 

1.10 Settlement of Transactions on Stock Exchange  

National Clearing Company of Pakistan Limited (NCCPL) supervises all the 

transactions of all the three stock exchanges. On July 3, 2001 NCCPL was 

established in order to handle the settlement of securities transactions in stock 
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markets. For this purpose, NCCPL establish National Clearing and Settlement 

System (NCSS) which carry the detailed operations at the three stock exchanges.  

Two working days officially termed as T+2, is the settlement period for a 

transaction. This settlement is made by NCSS within two working days. Central 

Depository Company of Pakistan (CDC) was established in September, 1997 to 

physically handle the large volume of securities. Registration of securities 

through electronic book entry system is the primary job of CDC. CDC is 

handling almost 97 percent of the securities trading. Main aim of CDC and 

NCCPL is to make the capital market operations more efficient.  

1.11 Types of Investors 

There are mainly two types of investors operating at PSX. One is the individual 

investors and others are the institutional investors. Individual investors can also 

be called singular investors who open an account with a broker or a dealer and 

may participate on the trading floor of the stock exchange. On other hand 

institutional investors is a proper investment firm who invest on behalf of other 

investors. They may be investment banks, insurance companies, investment 

companies and mutual funds. List of 78 institutional investors under study 

operating at PSX is provided in the appendix. Following is the Table 1.1 which 

shows the overall short profile of PSX having former name of Karachi Stock 

Exchange (KSE) for the period of the study from 2007 to 2017 built by the 

author. It show the number of companies, listed companies each year, market 

capitalization, total capital, shares volume and average daily traded volume. It 

gives the general overview of PSX.
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Table 1.1: Profile of Pakistan Stock Exchange(Formerly KSE) 

Profile of Pakistan Stock Exchange (Formerly KSE) 

Description 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16 2016-17 

 Total Listed Companies 652 651 652 639 591 569 557 560 560 560 

 New Companies Listed 7 8 8 1 3 4 5 9 6 4 

 Funds Mobilized  (Rs.in 

Billions) 62.9 44.95 111.83 31.04 115.1 29.5 47.6 79.6 111.2 21.9 

 Total Listed Capital  (Rs in 

Millions) 70643220 78179381 909893.67 94373285 1069840 1,116,005.00 1100340.9 1189519 1289081 1297159 

 Total Market Capitalization  

(Rs in Millions) 377771.11 2120650.9 2732373.61 3288657.3 3518140 5154738 6655294.8 7421032 7588472 9594805 

Total Shares Volume  (Rs in 

Millions) 63326.12 28332.78 42959.12 28018.14 38100 54319 56580.6 64617.2 55430.3 70518.6 

 Average Daily Shares 

Volume  (Rs in Millions) 238.2 115.64 172.53 111.63 150 221 229.1 261 220.8 379.1 

Source: Pakistan Stock 

Exchange (PSX)           
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1.12 Significance of the Study 

The study will significantly contribute towards theory and academia. 

1.12.1 Contribution towards theory and academia 

Based on the theoretical framework the study significantly contribute towards 

theory in a sense that basic international portfolio investment theory will be 

backing the study’s findings. The study will contribute towards academia as this 

area has been uncovered so far in Pakistani context. The study will serve as a 

reference point for future scholars and researchers. 

1.12.2 Contribution for policy makers 

The study will give guidance to regulators by helping them in identification and 

understanding of the key driving forces of FPI. So, this will help them to take 

better steps in order to draw maximum out of FPI. 

1.12.3 Contribution for investors 

The study will also provide suggestions and recommendations to both 

institutional as well as individual investors in order to make better investment 

decisions in the context of FPI.  

1.13 Research Gap 

Though work has been done regarding the foreign portfolio investment in 

different countries. Studies regarding foreign portfolio investment has been 

carried out in India by Pal (2010), Kaur and Dhillon (2010) and Halale (2014) 

etc. Similarly, Anayochukwu (2012) studied relationship between Nigerian stock 
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market return and FPI. Clark and Berko (1997) studied Mexican stock market in 

the context of foreign capital inflows. Adabag and Ornelas (2004) investigated 

influence of foreign portfolio investment on Istanbul Stock Exchange (ISE). 

Determinants of foreign direct investment (FDI) are well search and some 

researchers (see Chapter 2, Literature Review) have tried to provided some sort 

of insight to forces that attract FPI to Pakistan but they are insufficient and not 

comprehensive. All these studies are carried out with the use of limited variables 

and theories. They have either used few variable while ignoring some key 

factors or they have used limited techniques for analysis. Moreover, some are 

just conference papers, some have used ambiguous terms like net portfolio 

investment rather foreign portfolio investment and most of the studies have not 

covered the stock market factors which can be amongst the key drivers of FPI as 

studies of other countries suggest. This study is unique because it has analysed 

two strands of variables that is macroeconomic variables and stock market 

indicators as drivers of FPI. Also, it covers behavioural aspects of FPI to PSX. 

So far, no comprehensive study has been carried out, especially, focusing on the 

domestic institutional investor’s investment behaviour in the context of FPI. This 

is important to address because as FPI has short-term nature so, it can flight 

immediately from stock market. Hence, its flows can have effects on the 

domestic investors as studies have also shown its impact on the stock market. 

So, this study will diagnose the determinants of FPI, its impact on stock market 

indicators and its influence on the 78 domestic institutional investors listed at 

PSX. This is the area which still needs to be addressed as to my knowledge no 

such work has been done in the Pakistani context.   



 27

1.14 Problem Statement 

Markets having strong economic and financial indicators attract more foreign 

capital. These markets provide better opportunity to foreign investors to make 

profitable investment. Foreign investors can make better returns then their home 

markets. As the study has focused on foreign portfolio investment (FPI) and unit 

of analysis is Pakistan, so, it is very important to identify and explore all those 

important factors which play a crucial role in the attraction of the foreign 

portfolio investment (FPI) in the context of Pakistan. Foreign investors invest in 

a certain market, they came across certain problems like they want to know the 

economic and financial conditions of a country, its stock market performance, 

the rate of returns etc. They ultimately want to know the relationship of above 

variables with their investment that how it will be affect by them. On the other 

hand, government want to know about certain conditions, by improving and 

implementing them may attract foreign invest to Pakistan. Understanding of all 

these factors for both regulators and investors are important. Whenever, there is 

foreign capital flow to a certain market, it also has impact on that market as well 

as the domestic investors. So, what is its influence on the domestic institutional 

investors? How foreign portfolio investment is taken into account by the 

domestic institutional investors while making investment decisions. All these 

aspects shall be explored in this study through secondary as well as primary data.  
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1.15 Research Questions 

The problem statement will be addressed through answering the research 

questions. The research questions that will be answered by the study are as 

follows: 

• What are the key drivers of foreign portfolio investment (FPI) in 

Pakistan?  

• What is the impact of foreign portfolio investment (FPI) on Pakistan’s 

stock market indicators?  

• What is the influence of foreign portfolio investment (FPI) on domestic 

institutional investors? 

1.16 Objectives of the Study 

• To identify and explore, drivers of FPI, its impact on stock market 

indicators as well as institutional investors. 

• To analyse both macroeconomic and stock market indicators as 

determinants of FPI. 

• To evaluate, the domestic institutional investor’s investment behaviour in 

the context of FPI. 

• To enable investors, to take profitable investment decisions in context of 

FPI and recommend regulators to take appropriate steps in order to draw 

maximum out of FPI. 

  



 29

1.17 Nature of Research 

This research is quantitative as well as qualitative in nature. Secondary data will 

be collected from the authentic sources of State Bank of Pakistan (SBP), 

National Clearing Company of Pakistan (NCCPL), Pakistan Bureau of Statistics, 

International Monetary Fund (IMF), World Bank and PSX etc. For qualitative 

analysis, primary data is gathered through questionnaire and interviews, 

conducted from the institutional investors in order to examine the influence of 

FPI on their investment decisions. Secondary data is used to find out the key 

determinants of FPI and its impact on stock market indicators.  

1.18 Theoretical Framework  

Some basic theories regarding FPI and behavioural finance account for the 

study. Portfolio selection theory by Markowitz (1952) is explaining motives and 

benefits of portfolio investment. The main motive behind portfolio investment is 

risk diversification and maximization of the returns. Portfolio investment 

diversification theory says that investors make their decisions mainly on two 

factors that is risk associated with return. Markowitz (1952) and Tobin (1958) 

work is the foundation for this theory. According to Markowitz (1952) and 

Tobin (1958), investors may reduce their risk level through diversification as the 

securities prices move with one another.   

Standard classical economic theory and Lucas paradox (1990) are the other two 

theories explaining cross-border portfolio investment. According to classical 

economic theory, capital flows from developed countries to developing 

countries. The reason behind this is the low level of capital per worker and its 
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diminishing returns effect. On other hand Lucas paradox (Lucas, 1990) says that 

capital flow is upward that is towards the developed economies as they have 

large market size and are well regulated. Therefore, investors are safer and more 

diversification opportunities are there.  

According to equity segmentation theory by Stulz (1995), any positive change in 

investors base will lower the risk associated with stocks and this also decrease 

expected returns. Another theory is the Prospect theory of behavioural finance 

proposed by Tversky and Kahneman (1979), which says that investors have their 

own preferences while taking investment decisions. These theories will address 

and support the research study (see Chapter 2: Literature Review).  

1.19 Conceptual Framework 

The conceptual framework shows the relationship between dependent variable 

that is FPI and independent variables that is macroeconomic variables and stock 

market indicators. The two sided arrows means that the relation between the 

variables is checked both ways, that is stock market indicators as drivers of FPI 

and the impact of FPI on the stock market indicators (market capitalization, 

market turnover, market return and stock market indices). FPI may be affected 

by stock market indicators and stock market indicators may be affected by FPI. 

Similarly, the arrow running from macroeconomic variables (economic growth, 

country risk, inflation, interest rate and exchange rate risk) shows their influence 

on FPI.  
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Firstly, both sets of variables (macroeconomic variables and stock market 

indicators) shall be taken as determinants of FPI. Secondly, impact of FPI on 

stock market indicators will be analysed along-with the analysis of investment 

behaviour of institutional investors in the context of FPI shall be analysed 

through questionnaire based survey. FPI has effects on stock market 

fundamentals which are closely observed by the institutional investors and they 

make their decisions accordingly. So, their investment decisions may be affected 

in this particular context to some extent. Following is the conceptual framework 

showing relationship among variables.  

 

 

 

Figure 1.3: Conceptual Framework 
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1.20 Research Structure 

Following is the structure of the research study giving full picture of the study. 

This structure will be followed by the researcher in order to carry out the study.  

 

 

 

Figure 1.4: Research Structure 
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1.21 Delimitations of the Study  

There are certain delimitations of this study which are as follows:  

1. The study is limited only to Pakistan.  

2. There are two types of foreign investment; one is FDI and another is FPI. 

As a lot of work has been done on FDI flows and FPI flows were not 

diagnosed comprehensively, so this study mainly focus on FPI flows to 

Pakistan.  
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CHAPTER 2 

LITERATURE REVIEW  

2.1 Introduction 

The element of geographical location is vital for foreign capital flows (inflows 

and outflows) across borders and foreign capital flows are very important for a 

country (Faruqee, Li & Yan, 2004; Portes & Rey, 2005; Hollo, Kremer and 

Duca; 2012). Investment comes to developing countries through capital flows 

from the developed countries. Mainly, foreign capital flows in two forms; one 

foreign direct investment and another is foreign portfolio investment. Transfer of 

knowledge, know how, technology and ideas are other resources along with the 

other two types of capital flows. Economy of a country is exposed to abrupt 

withdrawal of foreign investment from the capital market in case of foreign 

capital flows. This unexpected withdrawal will affect the market volatility and 

liquidity. The justification of foreign capital inflows to a country is that it speeds 

up the growth rate of the economy and make the country self-sufficient after a 

period of time to consistent economic growth afterwards. Following the neo-

classical theory, Krugman (1993) found that the economic growth rate is not 

significantly dependent on the capital flows nor on the differential of capital 

flows rate between two counties. Later on, revision of the stated approach posits 

that the significance of foreign capital flows is conditionally more fruitful in 

developing countries. These conditions which make foreign capital flows more 

beneficial include the availability of cheap labour and the higher demand for 
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foreign exchange reserves. An important observation is that foreign capital flows 

to the countries where marginal productivity can be increased as these countries 

have short supply of capital. Feldstein and Horioka (1980) said that there is a 

important relationship between domestic saving and investment. In respect to 

this, they also showed that movement of capital across borders may not be of 

higher degree. Besides the favourable effects of foreign capital flows, it also has 

some unpleasant effects on the economy of the country. Foreign capital flight 

may have negative effects on economic indicators like economic growth rate, 

foreign exchange rate, domestic savings, inflation and interest rate etc. So, 

suitable steps shall be taken to balance the things and get maximum out of 

capital flows. 

Fosu and Magnus (2006) and Omisakinetal (2009) established an argument that 

increasing the number of assets to be traded and making their availability for 

speculations can channelize foreign investment from one market to another. 

Foreign capital flows are needed for the developing countries of Africa to cover 

up the difference between savings and foreign exchange (Ngowi, 2001). 

Rangarajan (2000) said that in emerging countries, foreign portfolio investment 

is an imperious source of financing. 

2.2 Foreign Direct Investment (FDI) 

Foreign Direct Investment (FDI) is one of the major types of foreign capital flow 

to/from any country. According to Hymer (1960), FDI is a type of foreign 

investment into any region in which investors have long lasting interest by 

nature. The investor tends to stay along with the investment with longer period 
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of time. It is to be considered as the steadiest foreign capital investment (Kohli, 

2001; 2003). Gee, Sok, and Karim (2011) argued that there is transfer of 

knowledge and expertise with the flow of FDI from industrial economies to the 

sectors of a country which are rich regarding research and development.  

2.3 Foreign Portfolio Investment (FPI) 

Prior to the financial crisis of 2008, there was huge flow of FPI to emerging 

countries markets from the developed countries. There is positive association 

between market capitalization and trade liberalization with inflows as well as out 

flows of the foreign capital. Safety of investment is the main concern of the 

foreign investor. Politically stable countries having strong regulatory framework 

and are ideal investment destinations for foreign investors (Chukwuemeka, 

Stella, Odhu, & Onyema, 2012; Smimou, 2014). Due to the association between 

foreign and local financial markets and short-term nature, FPI makes the 

financial markets more volatile. 

According to Garg and Dua (2014), FPI has increased five times in the 

developing countries in last five years. Till 2010, this amount increased up to 

128 billion US dollars. BRICS countries got the major chunk of the whole 

world’s FPI. In the BRICS countries, China is largest receiver of the FPI due its 

higher growth rate over the past three decades.  China has developed its 

economy tremendously over the years especially from 1978 onwards till date. 

After the successful agriculture sector reforms, China extended the formula to 

other sectors of the economy as well. Especially the private sector flourished 

remarkably.   
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Parthapritam (2006) argued that emerging markets compete against each other in 

attracting FPI. This makes FPI essential for emerging countries. That is why 

emerging markets must warrant higher returns with safety and favourable 

investment environment which is the demand of the foreign investors. Tokunbo 

(2004), Levine and Zervos (1999) conducted a study regarding the stock market 

development and economic growth of a country but they did not consider the 

role of FPI in promoting the economic growth and stock market development 

which leads to the industrialization of economy as indicated by Adeleke, (2004). 

An argument that due to capital flows market liberalization occurs and FPI 

increase the liquidity and market efficiency. The supporters of the above 

argument claim that the expected long-term returns of foreign investment 

decreases. This results in market integration. Henry (2000), Bekaert and Harvery 

(2000) and Kim and Singal (2000) analysed this problem in their studies. They 

further argue that new companies along with the existing companies can easily 

attract FPI. Entry of FPI into a market can increase liquidity, broadening the 

investors’ base and diversify the risk.  

2.4 Capital Flow to Emerging Markets 

Chan et al., (2005) claimed that markets of emerging countries are less 

developed as compared to the markets of developed countries which also have 

higher efficiency than the emerging markets (Harvey, 1995, Fama & French, 

1998). Chan et. al, (2005) determine that following International Capital Asset 

Pricing Model (ICAPM), foreign investors mostly undervalue emerging markets 

equities, means that emerging markets have greater value in terms of 

profitability and diversification of risk. Solnik and McLeavey, (2009) added that 
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as emerging markets do not have large market capitalization as compared to the 

developed markets, that is why, these small markets do not have enough 

industrial portfolios which reduce an adequate diversification to justify a specific 

firm’s risk. 

Harvey (1995) studied the case of price efficiency and illustrated that prediction 

of returns in emerging markets is easier than the developed markets. Moreover, 

he gives empirical evidence of emerging markets efficiency and makes it 

responsible for less frequent trading and gradual adjustment of market 

information. Fama and French (1998) and Rouwenhorst (1999) also validate that 

higher returns than the standard benchmark can be earned by exploiting 

emerging markets characteristics.  

Damodaran (2010) contends that valuation of stock prices depend upon the 

release of relevant information in time. Particularly, if it is adverse information, 

it is sometimes delayed, held or mishandled by companies. He further added that 

falsification is more in the emerging markets because of weak corporate 

governance, low quality of regulatory framework and information disclosure 

laws. While analysing mutual funds of emerging markets, Gelos and Wei (2005) 

showed that poor corporate & macroeconomic policy and transparency adversely 

affect foreign investment. They further added that speed of exit of foreign 

investors was lower in more transparent markets as compared to less transparent 

and dense markets during 1997 Asian crises. Similarly, Gelos and Wei (2002) 

stated that in developing markets, herding behaviour is more severe amongst 

investors as compared to more transparent and developed markets. They claimed 

that foreign investors tend to follow other investors in less transparent markets 
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without working out their own on market fundamentals and taking more rational 

decisions.  

Ghosh and Chandrasekhar, (2009), Knill (2005) and Vita and Kyaw, (2008) said 

that foreign investors are more attracted towards emerging markets because they 

offer higher returns as compared to the developed countries markets. In the 

current era of globalization, FPI is an attractive and appealing investment 

amongst foreign investors as they tend to get higher returns along with the goal 

of diversifying risk associated with their investment. FPI is an emerging 

opportunity for investors to invest across the borders for short-term in order to 

diversify their investment risk and get comparatively higher returns. Besides the 

favourable incentives of inflows of FPI to a certain market as mentioned above, 

many authors criticized and resisted in their studies. For example, Kulshrestha 

(2014) argue that the noticeable financiers in a capital market are the Foreign 

Institutional Investors (FIIs). He further said that FPI is a short-term investment 

and is speculative in nature. FPI is somehow linked to the international trend in 

the capital market and financial need of a country rather than to the economic 

fundamentals of that country. Kargi (2014) and Busse & Hefeker (2005) in their 

studies claim that if economic fundamentals or the investors’ sensitivity is 

altered, this can bring monetary and fiscal shocks. Better legal framework and 

favourable corporate environment are noticeable forces of attraction for the 

foreign investment. Masoud and Sabha (2014) studied the corporate environment 

for business, the legal system and framework that is the rules of business. They 

unveiled the capital market stability, the investors’ investment decisions and the 

flow of portfolio investment. They established that poor quality of legal 
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framework and unprofitable business environment would not pull FPI to a 

particular market.  

It is evident from the above discussion that due to information inefficiency, the 

inefficient price levels, and the lower level of stock market development, the 

emerging market variable will have negative impact on FPI. This means that 

foreign investors are attracted towards markets having higher stock market 

development, better trading (liquidity) and having price & informational 

efficiency.  

2.4.1 Capital Flows to Pakistan 

Khan (1996) argued that FPI is the most prominent part of foreign private capital 

to Pakistan. Foreign investment in stock market, money market, currency 

deposits and other short-term securities by foreign investors have the potential 

risk to be easily withdrawn in short-term by the investors. These fluctuations in 

foreign investment result in creation of crisis and leads to instability in exchange 

rates and interest rates which may affect other macroeconomic indicators of the 

economy. This may lead to the balance of payment crisis if the State Bank of 

Pakistan (SBP) face shortage of foreign exchange reserves to cover the outflows. 

Fluctuations in the formation of international capital flows can help to 

understand the FPI to Pakistan. A shift towards non-banking financing can be 

observed due to FPI. Opportunities of growth in the emerging countries in terms 

of higher rates of returns are one of the main motives due to which foreign 

investment flow towards certain countries. Due to the intrinsically unguarded 

nature, FPI is more revocable as compared to the other types of foreign capital 

investment in emerging markets (Khan, 1996). As FPI is mainly of short-term in 
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nature and some medium term debt securities in Pakistan, so, it has higher 

potential volatility to fluctuate.  

Aurangzeb and Haq (2012) studied the economic growth of Pakistan in the 

context of foreign capital flows and came to know that FDI, remittances and 

external debt significantly affect GDP of Pakistan. Qayyum and Haider (2012) 

also analysed the influence of external debts, aids and governance on the 

economic development of Pakistan. Pakistan is one of the increasing economies 

which has hoarded massive amount of foreign debts and capital flows. By 

gathering and studying the statistical facts and figures, it is evident that despite 

of absorbing huge amount of foreign debts and influx of foreign capital, 

Pakistan’s economic growth rate is slow over the years. Foreign capital flows 

can be divided into FDI and FPI. FPI has un-receptive effect on economic 

growth of Pakistan whereas FDI has unconditional negative association with 

economic growth of Pakistan. Pakistan economy is negatively affected by FDI.  

Raza, Ali, Sabbir, Sarwar, Mehboob and Farhan (2011) studied relationship 

between economic growth and capital flows to Pakistan. They have collectively 

investigated FDI, FPI, foreign aid and remittances with the economic growth of 

Pakistan from 1985 to 2010 by employing multiple regression and Pearson 

correlation. All the variables were found to have positive and significant 

relationship with economic growth except foreign aid which has significant 

negative relationship with the dependent variable.  

Presenting a conference paper, Asma (2011) analysed 24 years data from 1986 

to 2009 of foreign private investment and it’s impact on the balance of trade, 
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capital & financial account and economic growth (GDP). Results were generated 

by employing ADF tests along with Granger Causility and regression. This is 

conference paper not a research paper and only limited variables were used 

without enrich methodological techniques like co-integration, VECM and 

correlation matrix etc.  

Chaudry, Farooq and Mushtaq (2014) studied factors affecting net portfolio 

investment (NPI) in Pakistan. They used auto-regressive model with ordinary 

least square method and concluded that FDI has negative impact on NPI 

whereas, trade openness, broad money, interest rates and market capitalization 

have positive impact on NPI. They analysed annual data from 1981 to 2012. 

Though, they have captured some factors but missing many important 

macroeconomic variables like exchange rate risk, inflation rate and economic 

development etc and, especially, the stock market factors. Moreover, the study 

has not used the term foreign portfolio investment rather it used only portfolio 

investment which makes it unclear that whether it is the domestic portfolio 

investment or foreign portfolio investment. The current study has captured a 

wide range of variables including both macroeconomic variables and stock 

market indicators. This study has also conducted questionnaire-based survey to 

capture the ground reality as well and has triangulated the results of both 

secondary and primary data which makes a difference in implications and 

acceptability. 

Aziz, Anwar and Shahnawaz (2015) studied determinants of FPI in Pakistan 

from 2005 to 2014. They have investigated only macroeconomic factors 

including exchange rate, trade degree of openness, real GDP growth rate, market 
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capitalization and inflation rate. They used OLS method and showed that all 

variables are significantly and positively associated with FPI whereas exchange 

rate has positive but insignificant effect. Only inflation rate has negative and 

significant effect on FPI. They have used nominal exchange rate which is not 

capturing the real impact of exchange rate risk and this study has used REER 

which capture the real effect of exchange rate risk. Similarly, they have not 

mentioned which proxy they have used capture the effect of inflation rate. 

Secondly the study has used just OLS method no other techniques to make the 

results richer like correlation, co-integration VECM for checking short-term and 

long-term relationship amongst the variables, they have also ignored some 

important variables especially the stock market indicators. Moreover, they have 

used annual data for analysis but FPI is more short-term investment then long-

term investment.  

Some other recent studies have also tried to give some insight about the 

determinants of FPI which are published after the submission of this study. 

Moreover, still these studies lack the depth in regards of diagnosing the stock 

market indicators and the behavioural influence on the domestic investors.  

Rashid and Khalid (2018) used two step system GMM estimator and 

investigated impact of exchange rate risk on FPI in Pakistan. They found 

significant negative impact of exchange rate and exchange rate risk on FPI. They 

have conduced sector analysis of FPI in PSX. He has analysed only exchange 

rate effect. Similarly, Meher and Hassan (2018), also studied dome factors like 

weighted average returns, FDI, money supply, trade openness and market 
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capitalization. They found positive relation of all the variables with FPI except 

FDI.  

2.5 Determinants of FPI 

There are many factors that may pull or push foreign capital. The determinants 

of FDI are well searched but drivers of FPI are more complex and needs special 

attention because of its growing volume and importance. The study is about the 

determinants of the foreign portfolio investment (FPI). Identifying and 

understanding of forces that affect FPI is very important because of its impact on 

country’s economy and stock market. By understanding significant factors of 

foreign capital flows, regulators can make favourable changes in regulatory 

framework. This will favour the foreign as well as domestic investors. There are 

many studies conducted which have tried to explore the key drivers of FPI. The 

determinants of FPI are more complex as compared to the determinants of FDI 

because it involves both macroeconomic variables as well as stock market 

indicators to a great extent. 

Different studies have shown different sets of variables that are responsible for 

FPI flows like Kaya and Ondes (2013) explored the determinants of FPI in 

Turkey and analysed Istanbul Stock Exchange (ISE). The study has carried out 

regression analysis for balance of trade, exchange rate, interest rate, foreign 

exchange reserves, balance of payment, inflation, trade deficit, financial deficit, 

ISE index, economic, financial and political risks. The study found that Inflation, 

interest rate, ISE index and financial risk are highly significant drivers of FPI. 

Similarly, Garg and Dua (2014) determined and analysed FPI inflows to India. 
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Through auto-regressive distributed lag model (ARDL), they analysed home 

stock market performance, exchange rate, reserves to import ratio, interest rate 

differential, exchange rate risk and domestic and foreign output growth. In 

another study by Rai, Kulwant and Bhanumurthy (2004) analysed stock returns, 

market risk and the role of inflation as the key drivers for Foreign Institutional 

Investment (FII) in India. Impact of risk and return was found significant. Thapa 

and Poshakwale (2011) analysed 36 countries bilateral data from 2001 to 2006 to 

check the whether investor protection is a driving factor for foreign portfolio 

investment or not. They came to the conclusion that satisfactory investor 

protection leads to greater attraction of foreign equity portfolio investment. 

Pala and Orgun (2015) studied the effect of macroeconomic factors on FPI in 

Turkey. They analysed annual data from 1998 to 2012 though OLS and ADF 

unit root tests. They have also used factor analysis and Johenson Co-integration 

technique and concluded that interest rates, GNP and current account balance 

have positive effect on FPI. Hiremath and Kattuman (2017) found 

contemporaneous relationship between FPI flows and stock market returns that 

is no notable effects of FII on domestic market returns was found. This means 

that FII do not destabilize stock market. 

Lipsey, Feenstra, Hahn and Hatsopoulos (1999) found that FPI is more sensitive 

to global shocks then FDI. Means FDI is more stable because control of 

management is involved in it; on the other hand, FPI has high volatility because 

it is easy for FP investors to withdraw their investment as they are not indulged 

in management control. Similarly, studies have shown that mis-priced valuation 

of domestic firms by stock market is attractive targets for outsiders. The firms 
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which are undervalued from its actual value would definitely attract foreign 

investors and this may lead to an acquisition or merger. So, this means that stock 

market valuation can attract FDI (Baker, Foley & Wurglur, 2009). FPI can easily 

be withdrawn from stock market and that is why FPI is considered to be risky for 

the stock market investors. It is because no significant cost is associated with its 

withdrawal from stock market and investors have no involvement in the 

management or the operations of the companies. This withdrawal may affect 

stock market and stock market investors.  

Aron, Leape and Thomas (2010) examined total net foreign equity portfolio in 

South Africa relative to GDP and found that the real annual change in US stock 

market index and real US GDP, drag investment and that effect is negatively 

offset by Johannesburg Stock Exchange (JSE) annual change in dollars terms. 

Similarly, the differentials rise in long-term bonds and inflation negatively affect 

FPI. Shinagawa (2014) in his paper analysed financial markets spill overs 

through four channels including portfolio investment, trade, home bias and 

country concentration. The study found that bond returns are higher if a country 

has larger portfolio exposure in another country. Higher country bias leads to 

less financial markets spill overs. Financial markets spill overs also depend upon 

the geographical portfolio investment preferences. 

Aggarwal, Klapper and Wysocki (2005) found that US fund managers invest 

more actively in emerging markets that have stronger shareholders right, legal 

framework and accounting policies. Errunza (2001) analysed the costs and 

benefits of FPI and found that it has very strong benefits regarding market 

development, market integration etc. but it also has certain costs in shape of high 
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volatility, market co-movements and resource mobilization. The study has also 

documented that financial liberalization was the key factor responsible for the 

Asian financial crisis. There is strong correlation between foreign inflows and 

stock market but timing of foreign flows matters (Gupta, 2011). Brennam and 

Cao (1997) used information asymmetries in their theoretical framework and 

found that domestic investors have information advantages then foreign 

investors. Covrig, Lau and Ng (2006) found that domestic fund managers have 

more information then foreign fund managers. This lack of information leads to 

home biasness, means local investors are more confident to invest in home 

market. Examining the effect of foreign capital investment on economic growth, 

Durham (2004) found that equity foreign portfolio investment (EFPI) and FDI 

do not directly affect economic growth rather it depends more on the absorptive 

capacity of the receiving country. Karimo and Tobi (2013) analysed the 

relationship between volatility in FPI and macroeconomic conditions of Nigeria 

by using quarterly data from 1986Q1 to 2011Q4. They employed AR-EGARCH 

and LA-VAR models to capture information asymmetry between the two 

variables uncertainties. They found significant positive relationship between the 

variables i.e macroeconomic stability is needed for FPI flows and vice versa. 

Goldstein and Razin (2006) showed that more refined information about 

productivity leads to attraction of more FDI than FPI. This is because FDI has 

low resale value serving as a cost. Asymetric information between the owner and 

potential buyer is the reason behind this. This results in investors with higher 

predictable liquidity shocks will force them to sell early and will invest in 

portfolio investment. This can explain greater volatility of FPI relative to FDI. 
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This study found that this pattern is weaker in developed markets having high 

transparency and better level of corporate governance. Kang and Stulz (1997) 

documented that foreign investors value the stocks of manufacturing sector 

firms, the firm having better accounting records, low degree of business risk and 

bigger in size. The study found no significant relationship between foreign 

ownership and the shares return while keeping the size constant. Lipsey (2001) 

found that FDI was more stable then FPI during East Asian financial global 

crisis of 1997-98. The study further added that reversibility of FDI is difficult 

and this is one of the main reasons for its lesser volatility then FPI.  

FDI has medium to long-term nature whereas FPI is short-term in nature. As FPI 

is short-term investment in financial markets with no involvement in the 

production and direct control over management, it can have bidirectional 

causality with the stock market indicators (risk, return, market size etc.). 

Identification and understanding of determinants of FPI is very important 

because FPI has significant impact on domestic financial markets in short run 

and real effect in long run.  

Halale (2014) investigated impact of FPI on stock market indicators of Indian 

Stock market. Those indicators include, Price Earnings (PE) multiples, Dividend 

Yield (DY) and Book Value (BV). Pearson Correlation Coefficient was 

computed in order to analyse the relationship between FPI and the said stock 

market indicators. Pal (2010) found that inflow of FPI has significantly 

influenced Indian Stock market. Moreover, the linkage between FPI and 

economic growth is insignificant. 
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GDP growth, size of the market, efficiency of the market (liquidity and 

information) and the expected higher returns are the key drivers of FPI (Ahmad, 

Yang & Draz, 2015). They further argue that the more stable these indicators, 

the stable is the capital flows. In the context of China, external debt (country 

risk), GDP growth, exchange rate, and FDI are the important drivers of FPI. The 

primary factors responsible for fluctuations in FPI explained in the IMF survey 

include the transaction cost, asymmetric information, and the market size. 

Furthermore, the important and relevant occurrence of different events may also 

fluctuate FPI. After tackling market forces, then foreign investors have major 

concerns about the regional developmental factors. The regional tension has 

triggered foreign investors to fright and withdraw their investment and invest 

somewhere else.   

Ducca (2012) claimed that higher market returns, greater efficiency in the 

market and GDP growth are the driving forces of FPI. They are the responsible 

factors of attracting foreign investment. Macroeconomic condition improves due 

to improvement in these factors and this helps the country to attract foreign 

investment to fill the gap between savings and investment and current account 

deficit. This results in boosting the country’s economic growth. With the 

benefits, it can cause financial and economic crises due to its volatile nature. 

Normally, FPI has very beneficial effects but its flight from the market is very 

detrimental to the market.  

Financial market development is key driver of FPI in United States of America 

(Egly, Johnk, & Liston, 2010; Forbes, 2010 and Gwenhamo & Fedderke, 2013). 

Furthermore, mostly, internal factors of a country are responsible for capital 
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flows and investors invest in USA because of its well-developed financial 

market. The institutional and local risks of a country directly influence capital 

flows. Foreign investors like to invest in countries having strong institutions and 

lower domestic risks. For instance South Africa is attracting high volume of FDI 

and FPI because of characteristics mentioned above. Mishra, Das and Pradhan 

(2010) found bidirectional causality between Foreign Institutional Investors (FII) 

and real GDP growth rate of India while employing vector auto regression 

(VAR) framework. Chukwuemeka, Stella, Victor and Onyema (2012) tried to 

model the long-term drivers of FPI in Nigeria by analysing the quarterly data 

from 1981 to 2010. They modeled variables like market capitalization, real 

exchange rate, real interest rate, real GDP and trade openness. They employed 

multiple regression and VECM model and found that market capitalization and 

trade openness have positive significant relationship with FPI.    

Waqas, Hashmi and Nazir (2015) found that macroeconomic indicators of a host 

country decide the flows of FPI while studying the movements in FPI flows due 

macroeconomic variables. They studied FPI movements in China, Pakistan, 

India and Sri Lanka. They claimed that there is significant relationship between 

macroeconomic variables and FPI. They argued that FDI, interest rates and GDP 

growth rates have positive and significant relationship with FPI flows whereas, 

exchange rate and inflation rates have negative and significant relation with FPI. 

This clarify that in the presence of stable macroeconomic conditions, the FPI 

flows fluctuate less and are attracted more towards that country.  

Haider, Khan and Abdulahi (2016) found that external debt, exchange rate, 

population and GDP of China are important and significant determinants of FPI 
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whereas, FDI effect stands insignificant. They carried out multiple regression 

analysis. Exchange rate and population negatively affect FPI whereas, external 

debt and GDP have positive impacts. Onyeisi, Samuel, Odo, Stephen, Anoke and 

Ifeyinwa (2016) studied impact of FPI on growth of Nigerian stock market. They 

analysed time series data from 1986 to 2014. They employed VECM, Johenson 

Co-integration and Granger Causility to the possible results. They found 

significant long run relationship between FPI and stock market growth that is 

market capitalization. Exchange rate got significant negative relationship with 

stock market growth. 

2.5.1 Exchange Rate Risk and FPI 

There are many variables due to which foreign portfolio investment fluctuate. 

Exchange rate variation is one of those factors. The increasing variations in 

exchange rate increase the fluctuation in FPI. That is why exchange rate is 

continuously monitored by the investors. Whenever foreign securities are part of 

domestic portfolios then exchange rate definitely affect the returns of portfolio. 

For instance, for the US investor, the total returns on portfolio, if it is 

denominated in Pakistani Rupee or any other foreign currency, would be 

different as compared to Pakistani or domestic investor. Darby, Hallett, Ireland, 

and Piscitelli (1999) examined the effect of exchange rate variations on FPI, and 

came to know that it has significant impact on FPI. Furthermore, Carrieri, 

Errunza, and Majerbi (2006) debated that real exchange rate should be 

considered rather than nominal exchange rate, while examining the effect of 

exchange rate on FPI. They argued that real exchange rate is inflation adjusted 

and that is why it is a better indicator of FPI variations. Kodongo and Ojah 
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(2012) said that FPI and real exchange rate fluctuate over time. Many studies 

have reported that exchange rate and FPI has inverse relationship (Eun & 

Resnick, 1988; Froot & Stein, 1991, Bleaney & Greenaway, 2001; Ersoy, 2013). 

That is why; foreign investors are encouraged by the depreciation of a country's 

currency to purchase local stocks at lower prices.  

Foreign investors should be compensated for bearing exchange rate risk which is 

a systematic risk that cannot be diversified (Solnik & McLeavy; 2004). Foreign 

investors must earn currency exchange risk premium. They further added that 

exchange rate risk always prevails despite the diversification across countries 

because it affects all the securities denominated in domestic currency. Exchange 

rate risk is a sensitive indicator of the aggregate world market portfolio, so, it 

must be considered while managing FPI.  This means that stock market volatility 

signifies the risk of the stocks returns and investors investment decisions are also 

affected by the risk due to currency movement (Solnik & McLeavey, 2004). 

Considering the argument given by the international capital asset pricing model 

(ICAPM) regarding the risk-return relationship; foreign investors underweight 

countries having higher exchange rate fluctuations. This prevails if securities 

prices do not justify the risk. This argument becomes very important, if 

investment is made in emerging countries’ markets and exchange rate 

fluctuations is higher in emerging markets as compared to the developed 

markets. The causes of exchanges rate risk faced by foreign investors are 

discussed in the following section. Due to globalization, the foreign capital flows 

has increased the exchange rate risk in the international capital markets 

(Mishkin, Matthews, & Giuliodori, 2016). 
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2.5.1.1 Purchasing Power Parity (PPP)                                           

If the purchasing power parity (PPP) relationship holds, then there will be no 

exchange rate risk because the movements in the inflation rate differential 

counterbalance the changes in exchange rate. An extensive literature shows that 

PPP does not hold almost all the time between countries. There is always 

deviation from relative and absolute PPP. Alder and Dumas (1983) examined the 

PPP relationship and stated that generally in long-term the PPP relationship 

prevails and mostly it tends to zero. But it is evident from the literature that PPP 

relationship does not prevail in short-term. This has opened new aspect, to 

evaluate of international theories that are not covered by domestic asset pricing 

models. The way, the real stock returns are determined, is one of the main 

reasons, explaining the deviation of PPP from theoretical recommendations. 

Foreign investor go through a number of conversion steps to receive the actual 

returns, likewise they first of all convert the nominal returns to domestic 

currency then they adjust them for the domestic inflation by applying local 

Consumer Price Index (CPI). Investors would have different rates of returns in 

different countries if relationship of PPP does not hold. This is because 

variations in the inflation rates between the two countries do not completely 

compensate the currency fluctuations of the countries. So, the main issue for 

foreign investors is the deviation of PPP while evaluating stock returns in 

international settings. Mostly, asset pricing models consider a country as a pool 

of investors who normalize their nominal returns by using the same CPI, which 

is not the case in reality.  
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International Capital Asset Pricing Model (ICAPM) assumes that all investors 

have the identical consumption levels, they have same tastes and PPP 

relationship prevails all the time. This notion do not holds true in real world 

(Zimmermann, Drobetz & Oertmann, 2003). Investors have different 

consumption preferences in different countries. Other factors that affect prices 

across countries include taxes, tariffs, transportation expenses and many other 

barriers to international investment and trade. The consumer price changes over 

time in different countries which mean that consumption prices basket is varying 

over time and is different across countries, so, PPP does not hold. Due to these 

variations in consumption, exchange rate risk is faced by the foreign investors. 

Moreover, exchange rate risk is instigated from the unanticipated deviation from 

PPP (Solnik, 1974b). The risk and return of assets having global exposure are 

affected by deviation from PPP. This effect varies for different investors from 

different countries. This indicates that with the variations in consumption cost 

leads to the variations in hedging properties of same asset across countries 

accordingly. As investors are interested in hedging the variance of consumption 

basket costs, the presence of exchange rate risk affects the demand for the 

identical assets across different countries, resulting in different expected returns 

as well.  In this way, investors are exposed to the exchange rate risks who select 

their portfolios of diverse foreign securities.  

According to (Solnik, 1974), exchange rate risk will simply reveal the inflation 

rate differentials between countries if the PPP relationship holds, and foreign 

investors will not face any currency risk. Conversely, PPP relationship does not 

hold in real world especially in short-term. Therefore, it is obvious that foreign 
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investors face the currency risk and inflation rate differentials between countries 

do not explain it (Solnik, 1974; Sercu, 1980 and Adler & Dumas, 1983). Carrieri 

et. al, (2006) argued that normally inflation rates are not arbitrary and nominal 

exchange rate do not reveal the real exchange rate risk, so the use of real 

effective exchange rate (REER) is more alluring than Nominal Exchange Rate 

(NER). REER measures the combine effect of variations in inflation rates 

differentials and movements in nominal exchange rate risk. These measures are 

better as they express the real effect of exchange rate risk, resulting from the 

PPP deviation. Moreover, Carrieri et al., (2006) inferred that real exchange rate 

variations are useful to conquer the difficulties raised due to fixed exchange rate 

systems or distinct manipulations made in nominal currency rates due to 

depreciation. They further added, that, especially in case of emerging markets, 

nominal exchange rates might misconceive with other information. It is also not 

clear that whether deviation from PPP is due to nominal currency risk or some 

other factors, therefore Real Effective Exchange Rate (REER) is more appealing 

to be used as it covers the real exchange rate risk which nominal currency risk 

do not explain.  

2.5.2 Inflation and FPI 

Inflation is another key variable that influences FPI. With the increase in 

inflation in a country also increase the Expected Rate of Returns on portfolio 

stimulating investors to invest in host country. This means that fluctuations in 

FPI increase with an increasing trend of inflation. Similarly, negative 

relationship of exchange rate and inflation rate with the FPI was found by 

Agarwal in 1997. Conversely, Broner and Rigobon (2004) posit that inflation 
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rate slightly explains the FPI fluctuation. They further argue that volatility in 

capital flow can be better estimated by economic growth. Hence, instability in 

capital flows can be decreased by improving the capital markets of a country. As 

liberalized economies have low and steady inflation rates, so, it could be the 

reason that inflation rate has relatively low impact on capital flows (Kraay, 

1998). Nevertheless, Rai and Bhanumurthy (2004) established that domestic 

inflation has negative relationship with FPI and established that higher rates of 

returns in host country and inflation in home country push investors to invest in 

host countries. Foreign investors favour lower and stable CPI (inflation rate) of a 

country to invest in, because when foreign investors transfer their profits to the 

home country which has higher inflation rates, the currency would have more 

value when converted into local currency.  

2.5.3 Economic Growth and FPI 

FPI is positively affected by the better economic conditions of a country 

(Chuhan, Claessens & Maming, 1993; Daude & Fratzscher, 2006; De Santis & 

Luhrmann, 2009; Ferreira & Laux, 2009; Ghura & Goodwin, 2010; Easterly & 

Levin 2001; Abdelhafidh, 2013). Furthermore, technological transfer from 

developed countries to emerging economies, the higher savings and investment, 

better economic and investment policies and development of capital markets 

positively affect FPI. Ramey (1994) said that establishing positive relationship 

between economic growth and volatility of capital flows to a country would be 

interesting. Conversely, Levchenko and Mauro (2007) found that economic 

growth has insignificant relationship with foreign capital flows; the reason 

behind might be that foreign investors favour the counties having better GDP per 
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capita as an economic development indicator. In similar fashion, Thapa and 

Poshakwale (2010) came to the conclusion that for some countries, as investors 

are more interested in economic development, so, they prefer to see the GDP per 

capita rather than GDP growth rate, though GDP growth rate has significant 

relationship with FPI in some countries. For foreign investors, in some countries 

economic development (measured by GDP per capita) matters rather than 

economic growth measured by GDP growth rate. Thus, we hypothesize that 

there is significant relationship of GDP per capita with foreign portfolio 

investment.  

2.5.4 FDI and FPI 

Higher FDI to a country may reduce fluctuations in FPI flows. The reason 

behind this phenomenon is the increase in the confidence of foreign investors as 

FDI is more stable and long-term nature (Gozgor & Erzurumlu, 2010). In similar 

fashion, Iyer, Rambaldi and Tang (2003) revealed that FPI is caused by FDI 

whereas FDI is not caused by FPI. Conversely, Ahmed and Malik (2012) found 

that portfolio investment is caused by direct investment in Pakistan because 

Pakistan’s capital market is undergoing an exponential growth. Furthermore, this 

revelation will help to understand the investment flows. According to Sarno and 

Taylor (1999) and Levchenko and Mauro (2007), as compared to FDI, FPI is not 

consistent and steady, especially in the time of financial crisis. Hence, a 

significant positive relationship is expected between FDI and FPI. Erzurumlu 

and Gozgor (2014) examined short and long-term association between FDI and 

FPI volatility in twelve European countries. They used GARCH models, panel 
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unit root tests and panel co-integration as analysis techniques. They found strong 

negative long-term association between FDI and FPI volatility. 

2.6 Stock Market Indicators as Determinants of FPI  

Another set of variables used by this study, as the key drivers of FPI, are the 

country specific stock market indicators. The influence of stock market 

indicators is explored in this study. I use different equity market variables to 

capture the key characteristics of Pakistan Stock Exchange (PSX). 

2.6.1 Stock Market Performance and FPI 

It is very important for foreign investors to know about the stock market 

performance of a country because it is considered to be the face of an economy 

and is very crucial factor for FPI volatility. Bekaert and Harvey (1998), posit 

that performance of the equity market of any country plays a vital role in 

attracting FPI. Better performing equity market and compensating investors by 

offering higher returns, attract foreign investment through building the 

confidence of foreign investors. Foreign investment increases the liquidity of 

stock market of a country (Levine, 1997). Returns of stock markets of emerging 

countries could be the most affecting significant factor of FPI and historical 

returns of stock market influence FPI (Bekaert & Harvey, 1998; Froot et al., 

2001; Gordon & Gupta, 2002). Stock markets indices show that the overall 

business and macroeconomic position and the rates of returns have positive 

impact on investment (Çulha, 2006). Similarly, Easterly, Islamand and Stiglitz 

(2001) argued that improved financial development leads to reduce volatility in 

FPI. Yet, the particular period of stock market development, shows an important 
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relationship between FPI and stock market returns (Choong, Baharumshah, 

Yusop & Habibullah, 2010). Chakarbarti (2001) claimed that stock market 

returns and FII flows have high correlation while studying relationship of FII 

with macroeconomic factors in India, analysing from May 1993 to June 2001. 

They further added that the correlation is more likely the effect than the cause of 

returns. There is no information asymmetry between foreign investors and the 

domestic investors. The Asian financial crisis of 1997 altered the drivers of FII 

and stock market returns were resulted as the main determinant of FPI.  

Some main macroeconomic indicators and trends in foreign capital flows were 

investigated by Kohli (2001). He concluded that real currency rate appreciated 

and liquidity i.e. money supply has increased due to foreign capital inflows. 

Mukherjee, Bose and Coondoo’s (2002) extended the study of Chakarbarti’s 

(2001). They found some interesting results which are: 

1. Returns of domestic stock market attract Foreign Institutional Investors 

(foreign investment) but not vice versa.  

2. The sole important factor influencing foreign capital inflows is the rate of 

return on investment. 

3. Performance of Indian stock market significantly influences the FII sales 

and FII net inflows, but FII purchases are not affected.  

4. Exchange rate and other economic variables of Indian economy do 

influence FII decisions of investment but it is not significant. 

Tripathi and Badani (2009) explored the association between FII flows and the 

India equity market. They used auto-regressive integrated moving average 
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(ARIMA) model. They found that the present Sensex and Nifty stock exchanges 

were significantly affected by past FII flows but not by the current flows. The 

study significant contribution of the study was that a standardized policy is 

needed for foreign investment in India.   

Adabag and Ornelas (2004) investigated influence of foreign portfolio 

investment on Istanbul Stock Exchange (ISE) and used Vector Auto-regressive 

(VAR) model. Monthly contemporaneous relationship was found between the 

two variables. Evidence of negative feedback trading is found which is 

beneficial for the market as it normalize the market movements. So, foreign 

traders cannot be blamed for destabilization of Turkish stock market. If there is 

positive high correlation of the returns of beginning week of this month and last 

week of previous month with the foreign flows of the last month, only then the 

positive feedback hypothesis is true (Warther, 1995). 

Anayochukwu (2012) studied relationship between Nigerian equity market 

returns and FPI and found that FPI has positive and significant impact on stock 

market returns. Inflation was reported as insignificant. It was also found that 

stock market returns Granger cause FPI. Studies like that of Kaur and Dhillon 

(2010) considered stock returns, market capitalization, stock market turnover, 

market risk, economic growth, inflation, exchange rate and interest rate as 

important drivers of foreign institutional investment (FII) in India. Elmas (2011) 

conducted an indexed based study of Istanbul Stock Exchange (ISE). He studied 

effect of FPI on ISE. The aim of the study was to check the increasing or 

decreasing effect of FPI on calculated indexes in ISE. Twelve index variables 

calculated in ISE along with FPI data was analysed. It was found that FPI 
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movements do not drag ISE indexes rather it is the ISE calculated index that 

influence FPI movements. He concluded that foreign investors follow 

movements in ISE indexes. He carried out regression analysis. Wadhwa and 

Ruchika (2015) studied impact of FPI on fluctuations in stock market returns of 

Indian stock market by using GARCH models. They found positive significant 

coefficients in all models. Haider, Khan, Saddique and Hashmi (2017) found that 

stock market performance (returns) has positive significant impact on FPI in 

China while inflation negatively affect FPI. They analysed quarterly data from 

2007Q1 to 2015Q4 by applying stationarity tests and auto regressive distributed 

lag model. Topaloglu, Sahin and Ege (2019) studied the influence of FDI and 

FPI on equity market returns in E7 countries that is Brazil, China, India, 

Indonesia, Mexico, Russia and Turkey from 2005 to 2016 while using panel data 

analysis. They showed that FPI has positive and significant impact on stock 

market returns whereas, FDI has negative association with stock market returns. 

So, stock market returns is an important factor that foreign investors take into 

account. Oyerinde (2019) studied relationship between Nigerian stock market 

development and FPI by using data from 1980 to 2014. ADF test followed by 

Johenson Co-integration was carried out on the time series data of different 

variables like stock market development, exchange rate, economic growth and 

inflation rate. ECM model was employed for short-term relationship checkup. 

All the variables were found positive and significantly associated with foreign 

portfolio investment. The lagged error correction term (ECMt-1) is −0.012 

indicating that the speed and time to full adjustment from short run shock to long 

run stability is low. So, I can hypothesis that stock market performance and 

foreign portfolio investment have significant positive relationship.  
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2.6.2 Stock Market Size / Capitalization  

Stock market size (market capitalization) is another stock market indicator which 

I use as a determinant of FPI. This gives the importance of stock market in the 

economy of a country by capturing the capitalization of the stock market. It is 

not necessary that large market will perform better and companies’ profits may 

be distorted due to higher taxation etc. Many studies have used market 

capitalization as an indicator of stock market development (Levine & Zarvos, 

1998; La Porta, Lopez-de-Silanes, Shleifer and Vishny, 1997; 2006). It is 

assumed, that market capitalization is positively correlated with FPI and it 

significantly plays its role in attracting foreign investors and diversifying 

investment risk. I obtained this proxy of stock market capitalization from 

Pakistan Stock Exchange (PSX). Stock market development is well captured by 

this variable (La Porta et al., 1997; 1998; Chan, Covrig & Ng, 2005). Clark and 

Berko (1997) studied Mexican stock market in the context of foreign capital 

inflows. One per cent change in market capitalization due to foreign inflows 

results in thirteen per cent increase in stock prices. The study also reported the 

base broadening hypothesis.  

Similarly, Levine and Zervos (1998) also favoured large market size in their 

study and argue that it helps in capital mobilization and diversification of risk. 

Bekaert and Harvey (2000) and Chan et. al., (2005) said that foreign investors 

would like to invest in developed and large sized markets. The study will use 

stock market capitalization to GDP ratio with logarithmic transformation as a 

proxy of stock market development and size. This measure is used by Levine 

and Zervos (1998). La Porta et al., (1998) argued that this measurement also 
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captures the extent of size of equity market capitalization which shows 

importance of the equity market in the economy. Gathenya (2015) analysed data 

of Nairobi Securities Exchange from 2004 to 2013 and found strong positive 

correlation between market capitalization and Foreign Portfolio Equity 

Investments. Pearson correlation was calculated for correlation analysis. Thus to 

test the hypothesis that stock market size (capitalization) has positive influence 

on FPI, I use this proxy to capture stock market size and development. 

2.6.3 Stock Market Liquidity / Turnover and FPI 

Micro structure of equity market always works as an institutional framework 

describing the process of generation of returns (Ngugi, Murinde & Green, 2005). 

In this study, I used liquidity as a measure to check the effect of micro-economic 

structure of stock market. According to Domowitz, Glen and Madhavan (2001), 

liquidity means fast transactions without significantly moving stock prices. The 

essence of liquidity embodies many transactional properties of the market 

(Ngugi et al., 2005). These properties include tightness, depth and resilience. 

The expense of position reversal over short period of time is called market 

tightness. Depth of the market refers to the size of an order flow needed for 

prices movements by certain amount and resilience of the market refers to the 

speed of recovery of stock prices after a random shock. The superiority of 

information, collected by market makers, affects the depth of the market, which 

is the price movements due to order flow (Madhavan, 1992). Lower the 

authenticity of information, lower is the depth of the market and hence lower is 

the liquidity. Thus, liquidity is affected by the information asymmetry and 

market efficiency. Cornell and Sirri (1992) posit that due to information 
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asymmetry liquidity increases and insiders having more valuable information 

can exploit it and get higher returns. This means that liquidity do not decrease 

due to the presence of informed traders in the market (Ngugi et al., 2005).  

According to Solnik and McLeavey (2009), big investors like institutional 

investors who have experties in investment, mostly used to invest proportionally 

in the markets having small market size (capitalization) and lower liquidity. 

Withdrawal from small and illiquid markets could be difficult for investors and 

the cost is usually higher. In an illiquid market, positive performance of stocks 

may not result in higher profit as the prices immensely decrease in case of 

portfolio liquidation. This means that liquidity do not fully explain that foreign 

investors underweight the emerging markets despite the fact that they offer 

higher returns (Kohers et al., 2006).  

The restriction imposed by the regulatory authorities foiling foreign investors not 

to liquidate their portfolios in crisis times to withdraw their investment is another 

risk of liquidity. For instance, during Asian financial crisis in 1997, Malaysian 

authorities imposed restrictions on investors not to withdraw the investment in 

order to avoid stock market crisis mainly caused due to going of foreign 

investors (Bekaert & Harvey, 2003).  

Solnik and McLeavey (2009) said that investors will not invest according to the 

proportions suggested by ICAPM if they think that the market is inefficient. 

Additional risk premium is demanded by investors in case of lower liquidity of 

the market because risk premium is one of the main determinants of assets 

allocation decisions. It is widely accepted that assets having lower liquidity are 
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traded on lower prices compared to their cash flows (Amihud & Mendelson, 

1986; Brennan & Subrahmanyam, 1996; Datar et al., 1998). This means that 

investors ask for an extra premium for the additional risk of illiquidity that they 

would come across and they demand for higher rates of return. If illiquidity risk 

is not accommodated fairly, then foreign investors might undervalue those 

illiquid markets. In emerging markets the risk of liquidity is more visible if 

execution of transaction takes enough time (Bekaert et al., 2007).  

Stock market turnover ratio is used in the study as a proxy for the measurement 

of market liquidity suggested by Levine and Zarvos (1998) and Ngugi et al., 

(2005). This ratio represents the volume of stocks traded per unit change in stock 

prices. According to Levine and Zarvos (1998) said that the higher the turnover 

ratio (liquidity), lower will be the transaction costs. This means that level of 

transaction costs is also covered by turnover ratio. Bekaert and Hodrick (2009) 

argue that turnover ratio has negative relationship with trading stock because 

higher costs of trading prevent traders to trade, hence, investors’ trade less. 

Similarly, Amihud and Mendelson (1986) also reported negative relation 

between turnover ratio and trading expenses. Moreover, Bekaert and Hodrick 

(2009) added that turnover ratio reflects the arrival of new information in the 

market which motivates investors and turnover ratio is viewed as a liquidity 

indicator. Damodaran (2010) comments that a market will be termed as efficient 

if trading is instant, easy, less expensive and stocks are fairly priced. This 

indicates that the extent of market efficiency is reflected by the liquidity 

measures. Kaya and Ondes (2015) investigated effects of FPI in stock market of 

Turkey through regression, co-integration and Granger causality by analysing 
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monthly data from 1998 to 2010. Significant positive relationship was found 

between the trading volume foreign portfolios and the stock market. Co-

integration also depicted the long-term relationship between the variables. 

Following the literature, I can test the hypothesis that markets with higher 

liquidity are attractive destinations for FPI.   

2.7 Portfolio Investment Theories  

Following are the theories explaining portfolio investment. 

2.7.1 Portfolio Diversification  

Markowitz (1952) presented Model of Portfolio Optimizing that can also be 

called efficient frontier model. He has given two significant insights regarding 

the portfolio theory. According to him, it is possible to get efficient portfolio 

rather than a single optimal portfolio through mathematical calculations. He 

conveyed that an investor has to face the portfolio risk. This means it’s not about 

individual stock risk rather a co-variance of different stocks in a basket. So, the 

co-movement of all assets determines the risk of a portfolio. So, mathematically, 

the best portfolio would be the one in which assets are perfectly negatively 

correlated. This does not mean that without perfect negative correlation, benefits 

from portfolio investment cannot be gained. A basket of stocks will be beneficial 

if the correlation amongst the portfolio investment is less than 1. The lesser the 

value from 1 towards minus 1, the more it will be beneficial by lowering the risk 

level.   Thus, it’s all about the combination of assets with higher expected returns 

having inverse relationship to get benefits of diversification. Markowitz (1959) 

termed such portfolios with dimensions of expected returns and risk as efficient 
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International diversification proved to be Profitable especially in case of foreign 

securities where domestic investors also invested (Grubel, 1968). Solnik (1974a) 

found that domestic investors invested in foreign securities to minimize portfolio 

risk and make profit. The profile of risk-return in local market can be improved 

by the impact if economic conditions of the local market such as: fiscal policy, 

fluctuation in interest rates and budget deficits etc. It’s due to positive 

correlation among traded equities in local market. But findings of Solnik and 

McLeavey (2009) display us that low correlation can lead to profit opportunity 

for an investor.  

Risk can be reduced by portfolio diversification and hence can earn profit. 

Solnik and McLeavey (2009) found in their study that through lower correlations 

among equity markets the risk of an internationally diversified portfolio is 

reduced. Grauer and Hakansson (1993) applied mean-variance model to an 

international surroundings and found handsome returns on their investment in 

diversified portfolio investment. Errunza (1983) findings also supported 

investment in international diversified Portfolios to make profitable return with 

minimize risk. 

2.7.2 The Case Against International Portfolio Diversification 

Jorion (1985) found in his study that if expected risk is not considered in 

international portfolio diversification models than it increases. Goetzman, 

Rouwenhurst & Lingfeng (2005) found unstable correlation among the world 

equity markets when they examine international portfolio diversification. If we 

want to reduce benefits of diversification we have to face barriers/costs 

associated with international investment (Solnik & Mcleavey, 2009).  
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2.7.2(a)  Estimation Risk  

Jorion (1985) criticizes theories favoring international portfolio diversification 

by reducing portfolio risk and increasing average returns. Jorion (1985) 

pressurized through his work that uncertainty should be considered while 

modelling of estimated error and expectations which should be less than 

classical sample mean. Grubel (1968) and Sarnat (1970) study second Jorin 

(1985) study, that major flaw in classical approach is that of giving unstable 

results which can be altered if some more observations out-of-sample population 

are taken in optimal portfolios. Jorion (1985) concludes that benefits of 

diversification can be achieved by decrease in risk instead of increasing the 

expected returns. Eun and Resnick (1988) found that global diversification 

strategies importantly beat the risk-return after estimation of exchange rate 

function, even if it is out of the sample periods. 

2.7.2 (b): Increment in the Correlation  

Solnik and McLeavey (2009) demonstrated that there is an upward trend of 

correlation between US stock market and other developed countries from 1975 

onwards. In similar fashion, Goetzmann (2002) also showed that correlation 

between stock markets of countries increases when there is a high uncertainty 

period. Goetzmann, Li and Rouwenhorst (2002) investigated the correlation 

amongst the stock market of France, Germany, England and United States of 

America from 1870 until the end of 2000 and found significant increase in 

correlation during the Great Depression, late nineteenth century and in the late 

twentieth century.  
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Some empirical evidence show that emerging equity markets are expressing 

more financial amalgamation with the developed markets (Jong & Roon, 2005). 

Phylaktis (1999) investigated a group of Pacific Basin countries in context of 

capital market integration and found that they were highly linked with world 

financial markets these findings were also supported by Tai (2007) when he 

investigated Asian markets data and determined they also linked with world 

capital markets.  

Many finance scholars suggested that correlation coefficient estimates are 

affected by biased sampling error (Boyer, 1998; English, 2000; Rigobon, 2002). 

Loretan and English (2000) examine proper statistical techniques procedure to 

study bonds, correlation of stocks and foreign exchange during financial up and 

down of different markets. Forbes and Rigobon (2002) also investigated 

different crisis time periods and deduced that the tests, based on correlation does 

not increase importantly in the crisis times. Longin and Solnik (2001) findings 

suggest that during the bullish trend correlations are stable but show an upward 

trend in negative shocks.  

Similarly, Ang and Bekaert (2002) investigated normal and volatile correlation 

regimes when they proposed asset allocation model. They found high correlation 

in bearish markets having insignificant negative effect on optimal international 

asset apportionment. Solnik and McLeavey (2009) findings suggest that investor 

conservative investment behaviour is because of low familiarity of regulations of 

foreign markets, transaction expense, market efficiency, taxes and exchange rate 

risk.  
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Poshakwale and Thapa (2010) analysed integration of Indian equity market with 

global equity market due to foreign investors investment. They used daily 

returns and foreign equity investment and found increased investment by foreign 

investors lead to rapid integration of Indian equity market with global equity 

market because activities of foreign investors carry significant information. 

Bhatia and Kishor (2015) diagnosed linkages between FPI and stock market 

indices for BRICS economies from 2005 to 2015. They have used ADF test to 

check stationarity of the data along with vector auto-regressive (VAR) model. 

Positive correlation of various degrees was found for Brazil, India and South 

Africa whereas, China and Russia have insignificant negative correlations as 

they are more close economies.  

2.8 Domestic CAPM in International Setting  

Markowitz (1952) proposed portfolio selection theory extended by Tobin (1958). 

Tobin (1958) and Markowitz (1991). Tobin's and Markowitz’s theory of portfolio 

selection was built on the observation that security returns within a country move in 

unison over time and are not fully correlated. According to Markowitz-Tobin's 

theory, firms may reduce the risk via diversification, which is relevant to portfolio 

investment. Capital Asset Pricing Model (CAPM) by Treynor (1961, 1962), and 

Sharpe (1964). Later, Lintner (1965) and Mossin (1966) extended its scope and 

proposed International Capital Asset Pricing Model (ICAPM). These works 

cover the portfolio investment theory and the foreign portfolio theory. There are 

many assumptions of ICAPM; some of the key assumptions are as follows:  
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i.  It is assumed that investors all around the globe have same consumption 

baskets.  

ii.   Portfolio selection is not affected by the exchange rate fluctuations and 

they only reflect inflation rates differentials. This means that PPP 

prevails at any point of time.  

iii.  There is complete efficiency and integration in the international capital 

markets of the globe, means that world capital markets are perfect.  

iv. There are no barriers and restrictions on the free movement of capital 

across the borders.  

v. Investors have identical behaviour and approach towards the risk and 

information. 

vi. There are same investment opportunities for all the investors of world.  

Now, if we compare domestic CAPM with ICAPM and it is assumed that all the 

investors uses Markowitz (1952) mean-variance optimization wealth in the local 

currency in order to decide their demand for the risky asset investment.   

The aggregate demand and supply of assets is in equilibrium for all investors 

across the globe. The overall borrowing and lending of risk free assets equates to 

zero in every currency.  

2.9 Inadequacy of Domestic CAPM in Global Framework  

CAPM at local level can’t be applied on International capital markets as there is 

a difference of currency, Political, economic, social, technological, legal 
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environment and high barriers to the flow of capital. Some studies consider 

exchange rate risk as critical factor to bring differentiation in local and 

international CAPM (Cooper and Kaplanis, 1986). 

2.9.1 Purchasing Power Relationship and Exchange Rate Risk  

Zimmermann (2003) findings show that investment and consumption 

opportunities that are country oriented show different returns on different foreign 

investment on assets. Grauer, Litzenberger and Stehle (1976) suggested that 

fluctuation in currency risk is because of movement of inflation, while Adler and 

Dumas (1983) found that currency risk is created due to difference in 

consumption pattern and purchasing power parity (PPP). Adler and Stulz (1981) 

found that investment opportunity and consumption basket of investors is 

effected if ICAPM is applied. Solnik and McLeavey (2004) study suggest that 

divergence from PPP can differ among countries if there are fluctuations in 

consumption pattern and exchange rate risk.  

Solnik and Mcleavey findings suggest that investors do face exchange rate risk 

movements in the short run. Furthermore, investors must hold world market 

portfolio regardless of their ancestry, stipulated that they have entirely hedged 

the currency risk. 

2.9.2 Global Capital Market Efficiency and Market Segmentation 

Stock prices in efficient market contemplate all the information available. 

ICAPM theory says; efficient market hypothesis is applied in international 

market but its implementation differs from country to country but it’s really 

difficult to reflect all the information in stock market price fully.  
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Solnik and McLeavey (2009) found that in domestic market, competition is low 

but it increases with increase in participation of more investors especially 

foreign investors.  

Errunza, Losq and Padmanabhan (1992) findings suggest that international 

capital markets are exposed to following barriers such as: asymmetric 

information, legal limitations, high transaction expenses, prejudiced taxation, 

political instability and currency risk.  

Nishiotis (2004) divide the barriers of investment into “indirect” and “direct” 

barriers which consist of regulatory limitations which springs up from foreign 

exchange control, foreign ownership limitations, prejudiced taxation, higher 

transaction expenditures and risks in market like information asymmetry and 

weak investor’s protection. These restrictions were found in Korea, China and 

India.  

Black (1974) explored that control over free movement of capital that is trade, 

disclosure of information and limitations on investment ownership share are 

main barriers to international investment. Cooper and Lessard (1981) proposed a 

global capital market equilibrium model which incorporated flow of capital and 

pricing of assets as two main barriers in foreign investment.  

More complex asset pricing models have been developed after analyzing 

International asset pricing model under different market situations (Errunza et. 

al., 1992). Cooper and Kaplanis (1986) found that investors are usually risk 

averse and their aim is to increase returns for a given level of risk while 

investing in national or international markets. 
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The prevailing currency risk, inefficiency of international capital markets, 

country’s specific characteristics, and integration of markets are the existening 

barriers to the international investments. Stulz (2005) found that if international 

securities trading are increased and barriers to international investment are 

removed then effects of local market on it are less.  

Past studies show us that country specific characteristics matters for portfolio 

allocation. Chan et al., (2005) found that home biasness is a barrier to cross 

border portfolio investment. 

2.10 Investment Barriers and Portfolio Holding 

The availability of quality portfolio holding data between countries has 

restrained the empirical analysis in the field of international portfolio investment 

(Portes & Rey, 2005; Chan et al., 2005; Fidora et al., 2007). Issue of home 

biasness is investigated in most of the studies on investments made by American 

investors except the work of Dahlquist et al., (2003) and Gelos and Wei, (2005). 

Dahlquist et al, (2003) established that ICAPM holds true in the absence of 

home bias, that is, the coefficient of world market capitalization will be one. 

They analysed the data taken from US Treasury Department of American 

investors’ international portfolio holdings for the year 1997. Home bias issue 

actually rises from the presence of closely held firms. Investors’ protection 

measures were not found rather risk of expropriation and stock market 

development was significant. Conversely, Chan et al. (2005) and Gelos and Wei 

(2005), reported that measures of stock market development are important in 

decisions of portfolio allocation. The data analysed by Dahlquist et al. (2003) 
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was not as comprehensive as compared to Chan et al., (2005) and Gelos and Wei 

(2005). Agarwal et al., (2005) findings that US investors tend to invest in 

countries with higher investors’ protection measures which are in contradiction 

to the results of Dahlquist et al. (2003). Analysing micro data of mutual funds of 

developing markets Gelos and Wei (2005) show the importance of transparency 

in portfolio investment in emerging markets. All the studies referred above do 

not consider robustness issues in their empirical analysis, especially the country 

effect. 

2.11 Investors Behaviour 

There are two major types of financial decision.  One is purely based on facts 

and figures, called rational behaviour. Whereas, in the other personal sentiments 

such as mood swings and biases get involved in decisions making process, then, 

it is called irrational behaviour. After the presentation of efficient market 

hypothesis (EMH) by Samuelson and Fama in 1960s, research has been carried 

to extend the work on EMH and new field in finance emerged, called 

Behavioural Finance. The rational behaviour is based upon the traditional 

models and theories, including William Sharpe Capital Asset Pricing Theory 

(CAPM) and Black and Scholes models etc. Psychologists challenged the 

assumption, that only traditional theories are not responsible for investment 

decisions. Various empirical studies showed that personal behaviours and human 

sentiments could affect investment decisions. This is not in the domain of 

traditional finance theories to explain the investors’ psychological biases. Rozeff 

and Kinney (1976) say that in January the prices exhibit a rise without any 

fundamental, which is termed as January effect. According to him, this is 
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because of the general optimistic behaviour with the start of a new year. 

Therefore, researchers like Vasile, Radu, and Ciprian (2010) looked for the 

irrational and sentimental behaviour in intuitive Psychology. The centre of battle 

between Behavioural finance, standard finance and professional investors’ 

decisions is the market efficiency. The meaning of market efficiency is twofold. 

Firstly, it means that no one can beat the market. Secondly, security prices are 

rational, means that they have all the utilitarian characteristics. Here, they lack 

the expressive value characteristics that are the sentiments attached with them. 

Behavioural finance covers these sentiments (Statman, 1999). 

As the study is also concerned about the investor’s behaviour and is relatively a 

new research field, it arose from efficient market theory i.e. the famous efficient 

market hypothesis (EMH) by Fama and French in 1960s. Theories of traditional 

finance have strongly influenced the explanation of investor emotions, and it 

does not explain how a market actually behaves rather it defines that how 

markets should behave. The incomplete role of traditional finance in defining the 

anomalies of market caused the emergence of studies regarding the investor 

behaviour and sentimentality, especially in terms of returns and price of assets. 

Psychological factors are amalgamated into modelling the behaviour of investors 

which explains why stock prices deviate from the fundamental values.  

Effects of behavioural biases of investors on stock prices because of 

establishment of their beliefs and perceptions are explained by investors’ 

sentiment models like overconfidence models, noise traders’ models and belief-

based models etc. Security prices are also influenced due to changes in the 

misperception of noise traders (explained by the noise traders’ models). This 
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develops systematic risk which reduces the arbitrage of rational investors. 

Overall behaviour of the market and security prices, behavioural volatility, 

upward and downward trends and reactions of the market are well explained by 

these models. They fill the gap and explain the unexplained phenomenon by the 

traditional finance. 

Behavioural finance is a blend of Psychological and Sociological theories with 

financial investment decisions. Many behavioural factors affect the investors’ 

decisions making process. These factors include over-optimism, impudence or 

over confidence, intuitive conflict, internal attachment, representativeness, 

mental accounting, status quo and loss aversion. Due to the behaviour of 

managers, stocks are undervalued resulting in external financing (Heaton, 2002). 

Eames, Glover and Kennedy (2002) said that optimistic investors mostly have 

buying intentions and pessimistic investor exhibit selling behaviour. According 

to Ramnath, Rock and Shane (2008) due to optimistic behaviour about certain 

favourable events overvaluation occurs and undervaluation occurs because of 

pessimistic behaviour about undesirable events.  

DeBondt and Thaler (1995) found that overconfidence is the prevailing 

behavioural biasness affecting investment decisions. It is because investors 

overestimate their abilities, knowledge, skills and winning situations. Similarly, 

cognitive dissonance is another factor, which can affect investors’ behaviour 

(Pompian, 2011).  It has two types; in selective perception, investors give value 

to information that coincide with the investor’s pre-occupied beliefs in mind and 

in selective decision-making, investors irrationally values their previous 

commitments.  
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Personal familiarity is another behavioural factor affecting investors’ behaviour. 

Study by Cao, Han, Hirshlierfer and Zhang (2007) shows that investors try to 

invest in well familiar companies. Mostly, it is not based on some official 

information and this is termed as familiarity biasness. Kilka and Weber (2000) 

found that Germans are more confident about German stock returns and same 

the case with American investors while forecasting the American stock returns. 

Samuelson and Zeckhauser (1988) showed that some investors do not go against 

their preferences, because of the position that they own and number of 

alternatives that they have in the basket. This is called the status-quo biasness. 

Stereotyping or representativeness is another factor, which affect investor’s 

behaviour. Kempf and Ruenzi (2006) later on confirmed this in their study.  

Fisher and Statman (2000) found that behavioural differences significantly affect 

the decisions of Wall Street experts and individual investors. Another study of 

Krishnan and Booker (2002) showed that the suggestions of experts and analysts 

significantly alter investors’ decision-making process and the effect of 

sentimental factors cannot be ignored. 

Merikas, Vozikis and Prasad (2011) studied investors’ behaviour at Athens 

Stock Exchange (ASE) through a questionnaire and found that there is certain 

correlation between the factors explained by Behavioural Finance Theory and 

the factors identified by the empirical studies undertaken on investors’ 

behaviour. The study further concluded that investors also use certain economic 

criteria with statistics as well, for making investment decisions. Tamimi and 

Kalli (2009) explained the overall decision-making process of equity investors in 

UAE and found six factors given by traditional finance theories and five factors 
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that Behavioural finance theory embodied. Srivastava (2006) shows that 

behavioural elements of stocks investors in India cannot be ignored. The study 

also concluded that investors behave irrationally because of the market 

inefficiency; investors’ decisions made solely on past data and self-perceptions.  

Varadharajan and Vikkraman (2013) studying the active behaviour of portfolio 

investors found that investors having high self-monitored attitude take more time 

in making investment decision. Similarly, Jain and Mandot (2012) found that 

some demographic factors like gender, marital status, age, education and income 

level and risk tolerance affect investors behaviour. Masomi and Ghayekhloo 

(2011) analysing Tehran Stock Exchange (TSE) came up with factors like 

overconfidence, representativeness, risk aversion, mental accounting, price 

changes, preferences etc. responsible for altering institutional investors’ 

behaviour. 

2.12 Foreign Investors Behaviour 

Correlation of investors’ sentiments across the internationally integrated markets 

is always expected. Beckmann et al., (2011), Baker, Wurgler and Yuan (2012), 

and, Bai (2014) investigated the above phenomena and explored three 

transmission channels of coinsurance of investor sentiment contagion. Firstly, 

optimistic behaviour regarding one country’s investment prospects by investors 

in the other country may boost up share prices in that country. 

Secondly, optimistic behaviour of investors regarding assets other markets may 

drive appetite towards risky assets, including international stocks. These two 

channels posit that influence of foreign sentiments on the assets prices of the 
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home market takes place as foreign investors make investment. Thirdly, the 

optimistic behaviour of foreign investors about their home country causes the 

behaviour of domestic investors in the similar direction because of the 

correlation between the two countries. So, domestic assets prices are indirectly 

affected by foreign sentiments via domestic sentiments. 

The fourth realizable execution is that foreign sentiment may influence domestic 

sentiment directly due herding behaviour of the noise traders. So, domestic 

investors become more optimistic and trade accordingly as this channel impact 

share prices. The “word of mouth” has great influence on investors’ sentiments 

and their decisions (Shiller, 1984; Brown, Ivković, Smith & Weisbenner, 2008). 

Investors trading on one trading floor have indeed greater influence over one 

another sentiments but in today’s era of globalization; internet based trading has 

made it possible they affect the sentiment and trading (Sabherwal, Sarkar & 

Zhang, 2011). Moreover, this effect of foreign sentiment become more severe 

when there is more foreign investment in the domestic stocks like in the case of 

UK. National Statistics of UK show that in 2012 53.2% values of stocks were 

owned by foreign investors in which 48.3% investors belonged to North 

America. Investment is an international business nowadays, and it is very 

evident that US investors settled in UK may consider the views of US investors 

based locally also the British investors in London. Hence, it seems that sentiment 

in one country may directly impact sentiment in another country with influence 

on the investment decisions. 

In order to explore the correlation between cross-borders investor’s sentiments, 

survey-based indices are used by Beckmann et al., (2011) and composed indices 
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are used by Baker et al., (2012) and Bai (2014). Common information which 

frame sentiment in many countries may cause contagion. This also causes 

investors to herd across borders. Thus sentiment in one country may be affected 

due sentiment in another country Nevertheless, alteration of sentiment in one 

country may result in alteration in sentiment in another country no matter how 

they are measured in the other countries. To examine contagion between UK, US 

and German sentiment, UK composed indices, US survey- based indices, 

German survey sentiment index and Sentix, are used. 

2.12.1 Investors Behaviour And Returns 

DeLong, Shleifer, Summers, and Waldmann (1990) devised the noise traders’ 

models and advise that market fundamentals are not the sole factors of investors 

investment decisions rather asset prices are more influenced by the uncertain 

behaviour of investors. This gives the theoretical hypothesis that the level of 

normal bullish trend of noise traders influence the investment returns. Yu and 

Yuan, (2011) and Fama-French factors (Xu and Green, 2013) empirically agreed 

with the notion that investors sentiment do significantly explain the behaviour of 

stock returns in different scenarios even after controlling for “rational” effects of 

mean-variance. There is a significant correlation between sentiments and long-

term returns (Brown and Cliff, 2005). Beaumont et al., (2005) investigated the 

effects of institutional and individual investors’ sentiment on risk and returns of 

stocks of German equity market. They establish that the more the fluctuations in 

investors’ sentiment, the more is increase in stock returns. Brown and Cliff 

(2005) posit that stock returns are negatively affected by the sentiment and it is 

stronger for larger and growing firms. They further added that this relationship is 
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more significant for long-term that is more then six months. They established 

that future returns for 1 to 3 years of growing and larger firms can be 

significantly predicted by using sentiment. With increase in sentimental 

variations, the stock returns also increases (Bandopadhyaya and Jones, 2008). 

Wang, Keswani, and Taylor (2006) found that sentiment, return, and volatility 

have causal relationship and showed that returns Granger-cause the sentiment 

but not the other way around. While investigating relationship between 

investors’ sentiment and future stock returns, Schmeling (2009) found that 

sentiment negatively and significantly influence expected future stock returns 

and it decrease with the forecasted time. Zouaoui, Nouyrigat and Beer (2011) 

studied influence of sentiment on stock market crisis. They used logistic model 

for panel data and found a negative relationship between investors sentiment and 

stocks performance. Furthermore, stock market crisis is positively affected by 

investors’ sentiment in short period of time that is within one year.  

2.12.2 FPI and Investors Confidence  

Individual’s confidence on their own judgments and experiences is one of the 

most prominent psychological biases due to which they undervalue variances 

(Einhorn and Hogarth, 1978; Lichtenstein et. al., 1978; Kahneman et. al., 1982). 

Empirical evidences show that overconfidence is more intense for distributed 

and abeyant responsive tasks and experts can easily predict them well in such 

conditions (Daniel et al, 1998). Investors overvalue the information precision 

whenever subjective confidence or the inside information is involved in 

investment decision making process (Kyle & Wang, 1997; Wang, 1998; Caballe 
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& Sakovice, 2003; Odean, 1998) and hence response to information is unusual 

regardless of its objective accuracy. 

Confidence of domestic investors increases as the participation of foreign 

investors increases in the market because they of risk sharing phenomena and 

mobilization of local resources. In similar fashion, with increase of FPI, 

domestic equity market becomes active and efficiency increases with ability to 

support flotation of new securities. An event study carried by Ngugi et al., 

(2003) on Kenyan equity market to examine the pre and post effects of 

institutional reforms in the market which include the relaxation of investment 

barriers to foreign investors. They established that with the influx of foreign 

investment, a positive change starts on like increase in market efficiency, 

improving liquidity and decrease in volatility. Though some studies have not 

recognized the positive effects of foreign investment on market liquidity and 

efficiency (Chang et al., 1999) but most of the studies support this notion (Stulz, 

1999). 

Odean (1998) and Daniel et al., (1998, 2001) investigated the impact of 

overconfidence on stocks prices. They show that private information is miss 

valued due to investor’s sentiment. This leads to the divergence of price from the 

fundamental values thus result in more uncertainty and positively serially 

correlated returns. Furthermore, overconfidence bias result in miss-valuation of 

private information rather than relying on the public information and thus they 

overreact to the private information which drag the assets prices forth from the 

fundamentals. This divergence can both be positive as well as negative. In case 

of positiveness, investors boost up the prices and with passage of time that 
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information becomes diluted. With the arrival of further public news, the 

overreaction slows down and is corrected. This result in price changes which are 

negatively auto correlated at both short and long lags, and volatilizes about 

private signals being increased. Models of Odean (disposition effect and 

overconfidence) show that confident behavior of investors result in greater 

liquidity. Pinheiro-Alves (2011), studied behavioral factors including over 

confidence, herding effect, anchoring and mental accounting as determinants of 

FDI. He analysed these behavioural factors by conducting a questionnaire based 

survey and interviews. He concluded that higher the uncertainty faced by the 

investors, the more they rely upon behavioural rules. This confirmed Heiner 

models (1983, 1989). So, it is evident from the literature that investor’s 

confidence does affect stock prices. In case of foreign portfolio investment to a 

particular market it is very natural and assumed that word of mouth and herding 

effect of FPI do have impact on the confidence local or the domestic investors. 

2.12.3 FPI and Investors Conservatism  

Conservatism is a heuristic bias which means that individuals are 

accommodating arrival new information either very slowly or reluctant to adopt.  

This was first documented by Edwards (1962). He said, some investors tend to 

over-weight their past experiences positive and negative outcomes. Similarly, 

Barberis, Shleifer & Vishny (1998) argued that some investors do not consider 

the randomness of stocks rather they rely on their own past experiences. Hence, 

an investor do not welcome and absorb the current or recent developments and 

due to this under-reaction, anomalies are very much evident.  So, the response to 

the valuation of stock prices is not very swift with some new earning news. Not 
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updating assets valuation, with the arrival of new information in case of 

conservative and representative sentimental behavior leads to under reaction or 

overreaction of assets prices to the news and producing market volatility and 

momentum. Some other researchers (Fama, 1997; Daniel, 2004; Zhang, Zhang, 

Xiong, & Jin, 2006; Alwathainani, 2012; Matoussi & Mostafa, 2018) have also 

tested “the conservatism bias” in different stock markets and found it 

significance in affecting investors’ investment decisions. The entry of foreign 

investors to a local market may have impact on the domestic investor. As said 

earlier, domestic investors will respond positively, being optimistic about the 

stocks market performance as it will improve stock returns, liquidity and overall 

performance of the stock market. But at the same time some investors may 

overly perceive the antagonistic influence of FPI on stock market and may 

restrain themselves to investment aggressively in the stock market in the 

presence of foreign investors.  

2.12.4 Herding and Feedback Trading in Investors  

The behavioral inclination to go with the actions of others is called herding. It is 

a phenomenon in which individuals follow others and copying other groups 

operating in the market rather than relying on their own information processing 

abilities (Baddeley, 2010). 

Empirical evidences show that despite the fact that even individuals realize that 

some groups decisions are wrong still they imitate them (Sherif & Murphy, 

1936). As other human beings, investors also interact with one another and they 

may agree with the investment strategies that they are implementing. So, in this 

way they may follow and imitate them. All these opinions lead to the herding 
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behavior of investors. Herding can be rational as well as irrational 

(Bikhchandani & Sharma, 2001). Processing and analyzing information from 

many sources in a systematic and meaningful way to take investment decisions 

is termed as rational form of herding. Results from Bayesian models can be good 

or bad as it depends upon the correctness of actions and information processed 

(Baddeley, 2010). Learning from others’ course of action is all about the mental 

processing of information. Keynes (1936) determined that as for as herding is 

concerned it is advisable to be traditionally incorrect than non-traditionally 

correct (Baddeley, 2010). Similarly, Hirshleifer and Teoh (2003) posit that 

sometimes irrational phenomenon naturally emerge from the rational 

environment. Irrational herding emerges from the processing of sociological, 

psychological and emotional factors while making investment decisions. 

An individual is affected by the investment decisions and financial dealings of 

other investors. These effects may be rational and may be irrational due to 

herding element in their investment decisions and their emotional reaction to the 

information available. 

In reality capital markets are very active and efficient. Investors make 

investment decisions by analyzing the uncertainties and opportunities by using 

their own skills, experiences and beliefs. The assets prices are influenced by the 

heterogeneous lot of investors with different experiences, beliefs and 

backgrounds. When investors interact with noise traders in the market, along 

with market fundamentals they are simultaneously aligning their investment 

strategies to respond to the other counterparts. The mispricing phenomena 

prolongs and stay unadjusted due to the uncertain behavior of noise traders’ 
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sentiment even after betting of arbitrageurs against mispricing which restrict the 

rational traders for opposing the noise traders to correct the mispricing 

phenomena.  

Batra (2003) analyzed the trading behavior of Foreign Institutional Investors 

(FIIs) and the influence of behavioral biases on equity market steadiness. It was 

found that FIIs were chasing the trend and considered as positive feedback 

traders. No long run relation was found between stocks purchase and returns. 

Foreign investors were herding on trend basis. In literature herding covers a 

popular subject of ignorance, unfamiliarity and trading on sentiment by 

investors. Fads and fashions affect investment decisions of the investors (Shiller, 

1984; & De Long et al., 1990). Banerjee (1992) gave a simple model of herding 

by analysing a sequential decision model in which each decision maker looks at 

the decisions made by previous decision makers in taking her own decision. 

Shleifer and Summers (1990) said that mostly individual investors follow large 

market players like brokers, financial analysts and experts. Lakonishok, Shleifer, 

and Vishny (1994) postulated that individual investors are positive feedback 

trader and are selling past losers. Conversely, Shefrin and Statman (1985) 

claimed that individual investors are negative feedback traders and sell past 

winners. Patel, Zeckhauser and Hendricks (1991) establish that investment in 

mutual funds played a vital role in the market performance. Sirri and Tufano 

(1998) posit that investors invest proportionally in assets having good past 

performance. On other hand, Odean (1998) said that investors are negative 

feedback traders that are they sell past winners rather than losers. 
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Sehgal and Tripathi (2009) explored the investment behavior of Financial 

Institutional Investors (FIIs) in their study and found that they are either positive 

feedback traders or rely on herding. Furthermore, FIIs display return chasing 

behavior in short run as wait for the market information to mellow. FIIs have 

strong herding behavior at aggregate level than at a single stock level. This 

might be due to the higher familiarity of FIIs regarding the market fundamentals 

of singular stock level. 

2.12.4 (a) Herding and Feedback Trading By Institutional Investors 

It is popularly assumed that herding by institutional investors chiefly lead to 

large price changes of asset and furthermore, it destabilizes shares prices. 

Lakonishok, Shleifer, and Vishny (1992) argued that it is not necessary that 

herding institutional investors destabilizing shares price. For instance, in case of 

better hands over information, institutional investors will be going away from 

overvalued shares and will herd to overvalued shares thus moving prices towards 

equilibrium (Froot, Schartstein & Stein, 1992; Bikhchandani, Hirshleifer, & 

Welch, 1992; Hirshleifer, Subrahmanyam & Titman, 1994). 

Lakshman, Basu and Vaidyanathan (2013) investigated impact of different 

market variables and inflows of FII on herding of institutional investors. They 

used high frequency of daily data and employed VAR models. Mukherjee and 

Roy (2011) compared drivers of investment decisions of mutual funds with FIIs 

and found that in case of investment in stocks, decisions of FII are influenced by 

the decisions of mutual funds and both of them account international interest 

rates. 
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2.12.4(b) Herding Behaviour in Emerging Markets 

Researchers got significant results of herding behavior in Asian markets like 

South Korea and Taiwan etc. (Chen 2002; Kim & Wei, 1999; Choe, Kho & 

Stulz, 1999; Chang, Cheng & Khorana, 1999). Investors buy or sell in groups if 

they are positive feedback traders and likely to herd. Kim and Wei (1999) and 

Choe, Kho and Stulz (1999) claimed that local institutional investors of Korea 

used to negative-feedback trade that is selling recent winners and purchasing 

recent losers whereas foreign institutional investors were doing opposite before 

Asian financial crisis, but during the crisis both tended to positive feedback trade 

and herding behavior of FII was more important. Conversely, Choe, Kho and 

Stulz (1999) argued that foreign investors herding can’t be blamed for 

destabilizing stock market as no indication of foreign investors positive feedback 

trading was found. Chang, Cheng, and Khorana (1999) suggested that due to the 

lack of company’s specific information, foreign investors may herd as mostly 

they have macroeconomic information. 

2.12.4(c) Herding and FPI in Pakistan 

According to economic survey of Pakistan in 2010 and 2011, foreign flows to 

Pakistan has increased immensely and the percentage ratio of foreign inflows to 

free float weighted market capitalization touch all time high of 33 percent. This 

presence of international investment therefore shows that FPI is expected to 

influence Pakistan stock market and accordingly affect Pakistani fund managers’ 

decision making process.  
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2.13 Behavioural Finance Theories 

Behavioral finance is an emerging field of finance. There are many theories 

which are the basic and laid foundation of behavioral finance. The motivation of 

behavioral finance theories is to explain the investor’s sentimental behavior 

while making an investment decision. The development of behavioral finance 

theories provides a theoretical formation of the relationship between investor’s 

investment behavior and stock prices, hence, making some particular testable 

hypothesis of stock returns and volatility. 

Some of the main theories in light of literature are explained below.                                                        

2.13.1 Heuristic Theory 

Tversky and Kahneman (1974) argued that thoughts affect many investment 

decisions regarding the probability of unsure activities. This means that people 

do not totally rely on the traditional finance objective judgments rather they also 

account for the subjective judgments to analyse certain information (Kahneman 

& Riepe, 1998). Heuristics in human decision-making can be defined as simple 

strategies, mental shortcuts and rules of thumb that people created on the basis of 

their experience and they use them while facing certain difficult situations to 

take decisions (Shefrin, 2002; Lo, 2005; Ritter, 2003; Fairchild, 2010). It follows 

that heuristics give certain guidance to save time and effort less when making 

certain decision. For example, Ritter (2003) declares that the rules of thumb are 

intended to make quick decisions without wasting time and energy, analyzing 

complex scenarios, assessing probabilities and forecasting values, resulting in 

simpler judgments (Tversky & Kahneman, 1973; Tversky & Kahneman, 1974; 
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Baker & Nofsinger, 2002). Consistently, Benartzi and Thaler (2001) argued that 

investors tend to invest “1/n’’ of his funds using this as a shortcut for investment 

allocation. For example, if “n = 3” investment choices, then an investor will 

apportion one third of the funds to each. This line of reasoning denotes that 

although heuristics are useful in a number of situations, they are generally not 

guaranteed to be optimal or perfect. 

2.13.2 Prospect Theory 

Kahneman and Tversky (1979) proposed this theory and at that time it was the 

first theory ever proposed in the field of behavioral finance which focuses on 

how people react when they face losses or gains. This theory was against 

Expected Utility Theory (EUT) which focuses on how people make choices in 

uncertain and risky situations. 

Kahneman and Tversky (1979) found in their study that investor give value to 

return on investment than to loss on investment. Investor love to get gain in 

investment and try to minimize risk in all aspect (Waweru et al., 2008).  

According to Tversky and Kahneman (1981), found in their study that people 

use to take decisions on their own choices in spite of taking decisions 

systematically they also proposed two phases of these : In first phase they 

emphasize on editing where they refer to different options available in a situation 

and then investors take final decision. This phase can also be referred as a 

procedure of abstracting the risk-free part of a prospect from its unsafe 

component. Second phase is the evaluation phase, the emended options are 

investigated and are matched to prospects with high score value is selected. 
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Shefrin and Statman (1985) posit that decision making usually refer to use S-

shaped value function to assess the addressable options.  

Tversky and Kahneman (1992) also suggested that, the S-Shape value function 

depicts profits and losses. This value function is if concave it means there is 

higher return on investment and if it is convex it means investor will have loss. 

This shape of the value and the weighting functions shows that investors are 

risk-averse upon profits, and risk-seeking upon losses. Some of past researchers 

found that individual characters impact the decision-making process in capital 

markets and is described by the prospect theory (Shefrin, 2001, Barberis and 

Thaler, 2003). 

2.13.3 Herding Theories 

Herding behavior in financial markets is usually referred to investors who follow 

others in taking decision making in financial markets. Some drivers shape the 

decisions of investors who are herding such as: principal agent relationship, 

information difference and investors’ sentiment.  

Banerjee (1992) and Shiller (1995) suggested that some investor have special 

private information so sometimes following them in these investment decisions 

can lead to profitability.  

Welch (2000), in his study found that, Principal-agent relationship is based on 

herd behavior and is due to the bonus given by the compensation scheme which 

are managed by fund managers who make investments on behalf of investors. 

Moreover, he found that an investor follows other because he consider that they 

are more informative than himself so he follow them in investment decisions. 
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Further, he added that financial analyst recommendations have a significant 

positive influence on upcoming investor decisions. 

The attractive investment schemes and investment skills of agent can lead to 

profitable decisions (Scharfstein & Stein, 1990; Trueman, 1994; Graham, 1999; 

Brennan, 1990; Zwiebel, 1995; Maug & Naik, 1996). Investors are usually very 

smart and they sign a contract with brokers or agents in which incentive of the 

broker depends on return on investment (Maug & Naik, 1996).  

Maug and Naik (1996) suggested that model of risk-averse fund manager and 

investor whose incentives rely on the performance of investor portfolio designed 

by broker or agent. Trueman (1994) found that sometime brokers or agent make 

mistake in choosing a bad portfolio of investment for investors. Froot, 

Scharfstein, and Stein (1992), suggested that investors are very emotional in 

decision making and usually refer past investment decisions whereas their 

investment decisions should be based on rational fundamental and technical 

analysis.  

Hirshleifer et al. (1994) found that private information has a significant effect on 

type of information being collected and past trading decisions which show that 

highly informed investor will take more positive decisions than low informed 

investor in financial market. 

2.13.4 Feedback Trading  

Sometimes investors can earn from the information fluctuations with time and 

market liquidity by herding on investors noise trading sentiment and private 

information. DeLong et al., (1990) established that speculative investors 
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completely manage their trading ordained on foreseeing the positive feedback 

traders following noise traders. Positive feedback traders use to follow the prices 

drift, they purchase stocks when prices increase and sell-off when they decrease. 

In expectancy of price herd behavior, speculators purchase more today, 

transmitting positive signals, and thus causes prices go up. Positive feedback 

traders, then purchase the stocks in reaction to the price increase. Here, the 

speculators sell their securities and making the profit as the prices are above the 

fundamental. Speculators gamble on the trend chasing behavior of noise traders 

rather than market fundamentals. This result in price changes that is prices 

overreact to the news rather than the market fundamentals. Speculators increase 

their profits by figuring positive feedback traders in the short-horizon and 

driving the prices away from the fundamentals. 

2.14 Conclusion and Research Gap   

Many researchers (mentioned earlier) have given the justifications that why 

international CAPM do not prevails in the real world that is why international 

portfolio investment may not be held. Further, the modelling in the research area 

of FPI is not satisfying. The main reason behind a comprehensive and quality 

research on FPI is the unavailability of data. 

The study will contribute to the current body of literature in many ways. Firstly, 

this study extends the existing literature of FPI by exploring the role of different 

factors that is both macroeconomic variables as well as the stock market 

indicators in modelling FPI. The study is unique by exploiting country specific 

(Pakistan) factors which are responsible for attracting foreign portfolio 

investment (FPI). This would be a comprehensive study regarding the 
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determinants of Foreign Portfolio Investment (FPI) having Pakistan as unit of 

analysis being one of the developing countries as listed in the Next Eleven (N-

11) countries by Goldman Sachs (2005).  

These are in the race of emerging markets. Secondly, the study will check the 

impact of FPI on stock market as to the best of my knowledge, no such study has 

comprehensively examined the determinants and role of FPI in affecting the 

stock market and institutional investors in Pakistan. Thirdly, this study would be 

one of the pioneering investigations to check the investment behaviour of 

domestic institutional investors in the context of foreign portfolio investment 

(FPI) through survey data source. In emerging markets, FPI has significant 

importance (Errunza, 2001), that is why this study tried to investigate the 

relationship between FPI and domestic returns and possible influence of FPI on  

PSX and domestic institutional investors investment biases respectively. I 

combine two aspects of literature, one focusing on long-term and short-term 

equilibrium relationship between the dependent variable (FPI) and independent 

variables (macroeconomic & stock market indicator) and another, the impact and 

influence of FPI on PSX and domestic institutional investors respectively by 

giving an extensive information on the role of foreign portfolio investment, 

which is indeed a significant contribution to the existing literature.  

Investors’ behaviour and its impact on stock prices and returns can be 

empirically measured by three methods (Baker & Wurgler, 2007). The first 

technique used to detect the investors’ behaviour about the financial market 

assets is survey-based techniques. Secondly, proxies of the financial market 

factors are used to indirectly quantify the investors’ behaviour. Thirdly, different 
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indices composed from the relevant financial and economic data already 

available. This singled figure index shows the investor’s particular sentiments.  

Each one of the three methods mentioned has its own shortcomings. Like 

surveys are costly and time taking process. Secondary data of a financial market 

may reflect only the movements due to share prices or any other factor data that 

is used; it may not measure the investor’s sentiments completely. Lastly, the 

created index through the use of principal components may not be very strong. 

The principal components may not be reliable as the time changes and the 

availability of information changes. This means that the whole index of a 

sentiments changes with the changes in the entire time series. Besides the fact 

that these sentiments indices might be very strong especially in the studies of US 

data, but here in case of Pakistan as it is developing country and the economic 

and financial environment is very volatile and unstable, questionnaire based 

survey is preferable because, firstly, due to the unavailability of data that is 

composition indices for Pakistan like investors’ confidence index etc. Secondly, 

the questionnaire-based survey backed by secondary data analysis along with 

interviews directly from the market investors will be value added and worthy in 

capturing the ground reality. This comprehensiveness will make this study one 

of the prominent amongst the large body of existing literature.  

2.15 Chapter Summary 

During the period of 1970 to 1990, development of financial market equilibrium 

modelling was central in the literature on foreign investment. Various barriers to 

the international investment were tried to model through these theoretical 
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frameworks while testing CAPM in international context. To check that why 

world market portfolio may not be held by international investors as advocated 

by ICAPM, all these studies attempt were made. The main hurdle in testing most 

of the equilibrium models was the unavailability of high-quality data.  

Home biasness phenomenon was explained by most of studies in US context 

while using only the mutual funds micro level data, which gives indecisive and 

unsatisfactory results. Gravity models have also been used in few of the studies 

in foreign investment literature. In the same fashion, very few studies have 

explored the drivers of foreign portfolio investment due to the unavailability and 

inaccessibility of the relevant data.  

Results of most of the studies, whether theoretical or empirical, are not 

satisfactory and indecisive with contradicting results. Some explains direct 

obstacles and some defend indirect obstacles like investor’s protection, 

asymmetric information and stock market development as drivers of FPI. The 

lack of studies modelling foreign portfolio investment (FPI) and the recent 

availability of data from NCCPL, SBP, IMF, PSX, World Bank etc. motivated 

me to look into the role of different variables affecting foreign investors’ 

decision of assets allocation to Pakistan. 

 

  



 99

CHAPTER 3 

METHODOLOGY 

3.1 Overview 

This chapter gives the research methodology for the study in detail. The first 

section explains the research philosophical assumptions explored through 

research onion proposed by Saunders, Lewis and Thornhill (2007). Following 

sections of the chapter are divided according to the objectives and research 

questions.  

3.2 Research Philosophy  

The development and establishment of knowledge rely on the frame of certain 

beliefs and philosophical assumptions. Moreover, these philosophical 

assumptions guides to choose better research approach, research design and 

methodology to conduct a research study to accomplish the objectives. The three 

broad philosophies are Ontology, Epistemology and Axiology. Ontology deals 

with the nature of reality. It covers the researcher’s perceptions about the world 

operations and reality, how they are constructed and how they affect our 

behaviour. Objectivism, Constructivism, and Pragmatism are the three 

philosophical positions that come under Ontology. Epistemology defines the 

valid, acceptable and legitimate knowledge about the research area (Burrell and 

Morgan 1978). It covers the already tested and accepted information. It searches 

for information and facts which are accepted without any doubt. Positivism, 

Critical Realism and Interpretivism are the philosophical positions covered by 

Epistemology. Axiology recognizes the role of our values and views in data 
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collection and analysis. Although philosophical assumptions give philosophical 

and methodological choices but business and management research philosophies 

are scattered along a multidimensional set of continua (Niglas, 2010) between 

two opposing extremes (objectivism and subjectivism). Objectivism covers 

assumptions of natural sciences and considers research separate from the course 

of research study. Ontology embarrasses objectivism that is realism. It can be 

justified in management, especially in finance research as it is based upon 

numerical data. Subjectivism covers the assumptions of art and humanities show 

that social reality is influenced by the social actors (people). This means that 

values, perceptions and beliefs of population have impact on the construction of 

social phenomena. Ontologically, this is termed as nominalism. It is the extreme 

form, in which each person view the social reality through their own perceptions, 

beliefs and experiences, which are the constructs of the social phenomena.  

The objectives of this study are achieved by using mixed-method approach that 

is covering both quantitative and qualitative data. So, this study can be absorbed 

into the ontological and epistemological assumptions with both strands of 

objectivism and subjectivism.  

3.3 Triangulation 

Triangulation refers to the use of mixed-methods or data sources to carryout the 

research (Patton, 1999). It is used to validate the results about the phenomena 

studied from different angles to grab the reality. There are different types of 

triangulation like method triangulation; data source triangulation,  theory 

triangulation and investigators triangulation etc. In method triangulation 
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different methods are used to study the same phenomena (Polit & Beck, 2012). 

In investigators triangulation more than one researcher study the phenomenon 

(Denzin,1978). In theory triangulation different theories are used to analyse and 

interpret the data. Data source triangulation involve data collection from 

different sources for validation of results.  

Triangulation is not only for validation, it is also done for in-depth 

understanding by capturing the reality from different angles. It is concerned with 

mix of data types and methodologies like secondary data source, questionnaire-

based survey and interviews. Combination of different methods is a leading 

strategy to carry out research work about certain research problem. This gives a 

great insight to study the research problem from different angles by widening the 

enquiry and deep understanding to arrive at certain concrete conclusion 

(Brayman, 2001). Sequencing of secondary and primary sources is central to the 

pragmatic approach (Kanbur, 2002). Triangulation is also used to achieve 

innovation of conceptual framework (Flick, 1992).  

This study uses mixed-method approach by analysing both quantitative and 

qualitative data. Therefore, triangulation technique is used to triangulate the both 

types of data results. Firstly, the drivers of FPI are determined; Secondly, the 

impact of FPI on stock market is analysed and finally, the influence of FPI on 

institutional investors’ investment decisions is checked. The proposed 

methodology for each part is explained in the following sub-sections. 
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3.4 Determinants of FPI 

In this part of the study, identify and analyse drivers of Foreign Portfolio 

Investment in Pakistan. Drivers of FPI into Pakistan are determined such as 

macroeconomic factors and stock market indicators as key drivers of FPI are 

examined here.  

3.4.1 Variables 

Most significant macroeconomic variables derived from the relevant literature 

include five variables of inflation rate (IFR), interest rate (INTR), exchange rate 

risk (EXRR), economic growth activity/development (ECG), external debt 

(EXD) and foreign direct investment (FDI) used as a proxy for country risk and 

foreign direct investment (FDI).  

Stock market factors derived from literature include five key stock market 

indicators namely stock market capitalization (SMCP) used as a proxy for stock 

market size, stock market turnover (SMTRNOVR) used as a proxy for stock 

market liquidity, stock market returns (SMRTN), stock market risk i.e. standard 

deviation (SMRSK) and stock market indices (SMINDX).  

Variables of Part I 

The proposed variables for the study derived from the relevant literature are as 

follows: 
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Dependent Variable  

Dependent variable for this part of the study is Foreign Portfolio Investment 

(FPI). It is obtained from SBP official website.. These are shown in table 3.1. 

Table 3.1: Independent Variables 

Macroeconomic Variables Stock Market Variables 

Economic Growth (ECG) Stock Market Capitalization (SMCP) 

Inflation Rate (INFR) Stock Market Turnover (SMRSK) 

Interest Rate (INTR) Stock Market Return (SMRTN) 

Exchange Rate (EXR) Stock Market Indices (SMINDX) 

External Debt (EXD) Stock Market Risk (SMRSK) 

Foreign Direct Investment (FDI)  

Note: Independent variables: macroeconomic factors and stock market indicators 

3.5 Data Collection  

Analysis is carried out through quarterly data in order to determine long-term 

and short-term relationship among the variables respectively. Data is extracted 

from the official websites of Pakistan Stock Exchange (PSX), National Clearing 

Company of Pakistan Limited (NCCPL), Pakistan Bureau of Statistics, 

International Monetary Fund (IMF), State Bank of Pakistan (SBP) and other 

authentic sources. Data period is ten years that is from July 2007 to June 2017. 

Frequency of the data is quarterly. Data of two different sets of variables is used 

for analysis that is macroeconomic variables including GDP per capita for 

economic growth, external debt for country risk, inflation rate (CPI), real interest 

rate, real effective exchange rate and FDI. Another set of data of variables for 
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analysis used is stock market specific indicators (PSX) including stock market 

index, stock market returns, stock market risk, stock market capitalization (size) 

and stock market turnover (liquidity). These variables have been selected from 

the extensive literature because of their importance and significant association 

with FPI flows.   Quarterly data will be analysed for short-term and long-term 

relationship between the proposed variables. Data will be extracted from the 

official websites of Pakistan Stock Exchange (PSX), National Clearing 

Company of Pakistan Limited (NCCPL), State Bank of Pakistan (SBP) and other 

authentic sources. The data period for analysis will be from July 2007 to June 

2017. Ten years quarterly data is enough for co-integration analysis as it requires 

thirty observations for a variable. Secondly, span of ten years is enough to cover 

the major ups and downs in the FPI flows. Moreover, the study has also used 

primary data collected through questionnaires and interviews to triangulate the 

results. So, these three types of data is sufficient to capture the real insight of FPI 

flows.  

3.6 Variables Measurement  

Variables are measured by selecting suitable proxies from the literature.  

3.6.1 Macroeconomic Variables 

Selected macroeconomic variables from literature are as follows: 

3.6.1(a) Economic Growth Activity 

Usually, GDP per capita is used as a proxy to measure the economic growth 

activity of a country. It has been argued that savings rises due to the growth in 



 105

income level. It is the counter cyclical response of capital flows. Increase in the 

economic activity leads to lesser fluctuation in FPI. This means that increasing 

economic activity is positively affecting FPI (Mody et. al, 2001). Labour 

demand higher wages as the economic growth increases. Pro-cyclical capital 

flows also increases with increase in the overall consumption of the economy. 

Pro-cyclical relation is expected for the capital flows with the GDP per capita. 

So, here a positive relationship is assumed between GDP per capita and foreign 

portfolio investment. So, I tested the hypothesis:  

H1: Higher economic growth activity has positive impact on FPI 

3.6.1(b) Inflation Rate 

Profits of investors are affected by the rate of inflation. Inflation rate affect the 

expected rate of return in order meet the general increase in prices. Fluctuations 

in exchange rate affect FPI as negative change in exchange rate decreases gains 

from international diversification. Investors invest in countries with higher 

interest rates. Moreover, economic growth activity affects the stock prices which 

in turn affect FPI. Consumer price index (CPI) is widely used proxy for 

measuring inflation. CPI captures the overall changes in the prices of goods and 

services of a country for a specific period of time. According to Sneider and 

Frey (1985) foreign investors consider higher inflation rate as a negative element 

because according to them it negatively affect the realized returns so, it is a 

deterrent for foreign investors. As a result foreign investors strive to invest in 

countries having low inflation rates. Influence of inflation may not be great 

because FPI is considered as short-term investment. According to Barro (1996), 

negative coefficient of inflation rate with FPI is expected. Hence, it is 
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hypothesized that increase in inflation will increase changes in foreign portfolio 

investment. In other words, lower inflation rate will attract FPI. We test the 

following hypotheses: 

H2: Increase in inflation rate lowers FPI 

3.6.1(c) Interest Rate 

Interest rate is another factor that significantly influences FPI. Foreign investors 

are attracted towards the countries offering higher interest rates then their home 

country. Investors allocate their funds to the market securities yielding higher 

returns in shape of higher interest rates. This factor is widely used by researchers 

and they admitted its role in luring of foreign investors. Investors favor to invest 

in markets offering higher interest rates. Data of interest rate is extracted from 

the official website of SBP. Log transformation is done to the said data series. 

So, here, I test the hypothesis that “the higher interest rates positively affect 

foreign portfolio investment (FPI)”.   

H3: Increase in interest rate positively affects FPI 

3.6.1(d) Country Risk (External Debt)  

Country risk is one of the important and significant variables that are considered 

by foreign investors while investing in a certain country. The widely used proxy 

for country risk by researchers (Ahmad, Yang & Draz; 2015; Haider, Khan & 

Abdulahi; 2016) is the external debt of a country taken as a percentage of GDP 

of a country. Pakistan has taken enormous debt from International Monetary 

Fund, World Bank, Asian Development Bank etc. Moreover, it is indebted to 

many countries like USA, China and UK etc. It is hypothesized that higher 
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external debt to GDP ratio negatively affects FPI. It is because the bigger figure 

of external debt negatively affects the confidence of foreign investor. The 

following hypothesis has been tested.  

H4: Increasing country risk negatively affects FPI 

3.6. 1(e) Exchange Rate Risk 

Exchange rate risk does influence foreign portfolio investment (Eun & Resnick, 

1988). It lowers the returns and benefits of FPI. Monthly data of real effective 

exchange rate (REER) is converted into quarterly frequency by taking the 

average three months figures. The data of REER is extracted from the official 

website of SBP. Exchange rate risk is calculated by taking three quarters moving 

average standard deviation of REER. Fluctuations in exchange rate capture the 

expected uncertainty of returns in domestic currency. I used three-quarters 

moving average standard deviation (Exchange rate risk) based on monthly 

figures of real effective exchange rate (REER) acquired from State Bank of 

Pakistan (SBP). Klau and Fung (2006) said that using absolute exchange rate is 

not as superior as the use of effective exchange rate to capture the 

macroeconomic effects of exchange rates. REER resulted from the CPI 

adjustment made to the nominal effective exchange rate. REER captures changes 

in nominal exchange rate and the inflation.  

Theoretically, foreign investors will not face any uncertainty in returns due to 

exchange rate risk if PPP relationship prevails because then exchange rates will 

only reflect the inflation differentials (Solnik, 1974). In contrast, in real world, 

PPP hardly prevails, at least not in the short run (Errunza & Losq 1989). That is 

why foreign investors have to come across exchange rate risk which is not 
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covered by the inflation differentials between two countries (Solnik, 1974; 

Sercu, 1980; Adler & Dumas, 1983). Carrieri et al., (2006) argued that using 

REER is better than NER because normally inflation rates are not random and 

NER do not captures the real effect of exchange rate risk. REER are based on 

both NER and inflation differentials, they truly capture the exchange rate risk 

due to the deviation of PPP. Additionally, Carrieri et al., (2006) said that 

exchange rate risk based upon inflation differentials also covers the difficulties 

arise due to fixed exchange rate. In light of theoretical and empirical evidences, 

we have tested the following hypothesis: 

H5: Exchange rate risk has negative impact on FPI 

3.6.1(f) Foreign Direct Investment (FDI)  

As stated earlier, there are two types of foreign investment one is FPI and 

another is FDI. FDI has long-term nature and FPI has short-term nature. FDI is 

less volatile as investors are involved in the long-term business operations. So, 

the stability in FDI leads to boosting the confidence of investors to invest for 

short-term as well in shape of FPI.  Better FPI flows are expected in light of 

higher and stable FDI flows (Ahmed & Malik, 2012; Waqas, Hashmi & Nazir, 

2015; Ahmad, Yang & Draz, 2015). Hence, it is hypothesized that more the FDI 

flows, the less are negative fluctuations in foreign portfolio investment. So, FDI 

favour FPI.   

H6: FDI has positive relationship with FPI 

3.6.2 Pakistan’s Stock Market Indicators as Drivers of FPI 

Besides, the macro economic factors, stock market indicators are also 

responsible for the attraction of FPI because FPI is an investment in the stock 
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market of any country by purchasing and selling securities in that market. 

Following are the key stock market indicators that are significantly associated 

with the FPI volatility.  

3.6.2(a) Stock Market Performance/Index 

Changes in equity market index also influence FPI flows. Stock market index is 

used by Mody et. al., (2001) and Gordon and Gupta (2003) as a proxy for stock 

market performance. Better performance of stock market attracts foreign 

investors to invest for more return than their home market. Stock market index is 

a factor showing the performance as well as investor expectations of future 

performance. Investors naturally invest in market performing well. By 

performance I mean stock exchange showing improvements in its indicators 

which enables investors to feel safe and satisfied. Stock market index shows its 

overall performance. So here I tested the hypothesis as follows: 

H7: Stock market index has positive impact on FPI 

3.6.2(b) Market Size/Capitalization 

According to Chen et al., (2005), the level of stock market development and its 

size has significantly influence foreign portfolio investment. I used the log ratio 

of stock market capitalization to GDP as a measure of stock market size acquired 

from PSX, Economic Survey of Pakistan Reports (2007 to 2017) and SBP 

websites. Market size is attractive factor for investors to invest in because large 

markets have a number of advantages. The primary advantage is the investment 

safety from uncertainty and risks associated as large market size gives cover to 

the investors and can absorb small shocks effectively. Secondly, large markets 
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mostly have higher turnover which shows the liquidity of the market which is a 

positive sign for the investors. So, here it is hypothesized in light of past work 

that market size matters for the investors to make investment.   

H8: Market size positively affects FPI 

3.6.2(c) Stock Market Liquidity 

Following Bekaert and Harvey (2000), micro-structural variable that is market 

turnover ratio is used to cover the effect of liquidity of stock market on FPI. 

Levine and Zarvos (1998b) argued that it is not necessary that bigger markets 

should be also active. Further turnover ratio complements stock market 

performance. For instance, in 2006, the turnover ratio for Canadian stock market 

was 81% having a value of USD 1,290,246 million and market capitalization of 

USD 1,700,708 million. In similar fashion, Sweden stock market has turnover 

ratio of 139% with value traded of USD 677,122 million and market 

capitalization of USD 573,250 million. It means that smaller size markets may 

be more active than large size markets. I have taken turnover ratio as the average 

traded value divided by market capitalization considered in percentage. The data 

is taken from Pakistan stock exchange (PSX). Bekaert and Hodrick (2009) 

established that liquidity can better be measured by turnover ratio and it also 

reflects the new information circling in the market. Higher trading costs leads to 

less turnover because then investors less frequently trade, so turnover ratio is 

inversely related to the transaction cost (Levine & Zarvos, 1998; Amihud & 

Mendelson, 1986; Bekaert & Hodrick, 2009). The following hypothesis is tested: 

H9: Higher market turnover ratio is positively related to FPI flows 
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3.6.2(d) Stock Market Risk / Volatility  

Cooper and Kaplanis (1986) established that stock market volatility or risk is 

negatively associated with the stock returns, therefore, foreign investors are 

reluctant to invest in such markets having higher risk/volatility and it negatively 

affects the investment decisions of foreign investors. Still, there is lack of studies 

which accounted for volatility or risk measures while studying FPI flows despite 

the presence of solid theoretical basis. I include three quarters moving average 

standard deviation (stock market risk) of the market returns index. In line with 

the theoretical framework, I tested the following hypothesis:  

H10: Stock market risk negatively affects FPI  

3.6.2(e) Stock Market Returns  

Succeeding Gelos and Wei (2005), I used quarterly average dollar returns to 

catch the prospects that foreign investors may likely to invest in markets having 

higher historical returns, mostly termed as returns chasing hypothesis. (Bohn 

and Tesar, 1996; Froot et. al., 2001; Bekaert et al., 2002; Richards, 2005; 

Griffin et al., 2004). Following the return chasing hypothesis, positive sign of 

the coefficient of regression is expected. So, we tested the following 

hypothesis: 

H11: Stock market returns positively affect FPI 
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Table 3.2: Macroeconomic Factors and Stock Market Indicators and 

FPI  key Independent Variables 

Variable 
Construction/Measurement 

/Proxy 
Source 

FPI 
Natural log of Foreign portfolio 

investment (FPI) 

State Bank of Pakistan 

(SBP) 

Economic 

Growth 
Natural log of GDP per capita 

Interest Rate 

Risk 
Natural log of real interest rate 

Country Risk 

(External Debt) 

External debt as a percentage of 

GDP 

Foreign Direct 

Investment 

(FDI) 

FDI as percentage of GDP 

Inflation Rate  Natural  of log CPI  

Exchange Rate 

Risk  

Three quarters moving average 

standard deviation of Real 

Effective Exchange Rate (REER) 

sourced from State Bank of 

Pakistan. The REER used in this 

study is the nominal effective 

exchange rate (NEER) adjusted by 

relative consumer prices level that 

is inflation.  (Klau and Fung, 

2006).  

Stock Market 

Size 

It is calculated as the log ratio of 

stock market capitalization to 

GDP. 

Pakistan Stock 

Exchange (PSX) and 

State Bank Of Pakistan 

(SBP) 
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Stock Market 

Liquidity 

The average traded value of 

securities divided by average 

market capitalization. 
Pakistan Stock 

Exchange (PSX) and 

Economic Survey of 

Pakistan (2007-17) 
Stock Market 

Risk 

Standard deviation of the stock 

returns is used as proxy of total 

stock market risk. It is calculated 

by taking the standard deviation 

of three quarters moving average 

of return index in USD 

Stock Market 

Index                                             
Natural log of stock market index 

Pakistan Stock 

Exchange (PSX) and 

SBP  
Stock Market 

Returns 

Following Adebag and Ornelas 

(2004) USD returns are 

calculated as (I/It-1)(Dt-1/Dt) 

whereas It represents the market 

index and Dt represents exchange 

rate of PKR to USD 

 

3.6.3 Hypothesis Tested for Determinants of FPI  

As there are two sets variables, I have summarized all the hypothesis (individual 

variable) to collective hypothesis (all variables), so that one can easily 

understand at a glance as they are tested. The general hypotheses developed 

from the literature review by keeping in view the objectives and research 

questions of the study are as follows: 

First set of variables is the macroeconomic factors and tested hypothesis is as 

follows:  
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H1 = Macro economic variables (IFR, INTR, EXR, ECG, EXD and FDI) do 

have a significant impact on FPI 

Second set of variables is the stock market indicators. So, for stock market 

indicators the proposed combine hypothesis is as follows: 

H2 = Stock market indicators (SMCP, SMTRNO, SMRTN, SMRSK and 

SMINDX) do have a significant impact on FPI 

3.7 Time Series Analysis  

The study also involves time dependent variables for analysis. For this, time 

series analysis is used. Different approaches as, co-integration technique is used 

to find the long run relationship between dependent and independent variables 

(Gujrati, 2004). The initial condition for co-integration analysis is that, all the 

selected variables should be stationary at level.  For this, stationarity tests of unit 

root that is Augmented Dickey Fuller (ADF) is carried out. Vector Error 

Correction Model (VECM), a technique used for the analysis of short-term 

relationship between the selected dependent and independent variables is carried 

out after long-term relationship has been established.  

3.7.1 Co-integration 

A method used to determine the long-term association between time series 

variable with a basic condition that all the selected variables should be stationary 

at same level (Johansen and Soren, 1991).  
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3.7.2 Vector Error Correction Model (VECM)  

In multiple time series models, an Error Correction Model is also included which 

is used for capturing the long-term as well as short-term relation between 

variables having long-run stochastic trend which is also termed as co-integration. 

When the long-run relationship exist between variables, then VECM is used to 

identify the short-term relationship between variables (Davidson et al., 1978). 

3.7.3 The Unit Root Test 

It is a test used for the possible stationarity of the selected time series dependent 

and independent variables. The most popular test used over the past several 

years for stationarity is the Unit Root Test that is Augmented Dickey Fuller 

(1976). Mathematically,  

Yt = ρYt−1 + ut − 1 ≤ ρ ≤ 1 

Where ut is a white noise error term. If ρ = 1, that is, the case of the unit root. If 

it is, then Yt is non-stationary.  

3.8 Regression Analysis  

Through econometric models the dependency of variables is checked. So, 

models will be multiple regression models for each variable. Regression analysis 

will be carried out for the said data of FPI inflows and stock market indicators. 

Variables are regressed to get the desired results that is directional, signification 

and magnitude of association and impact.  
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3.8.1 Multiple Regression Model 

The regression analysis is a process of estimating relationship between 

dependent and independent variable. More specifically, the expected relationship 

between dependent and one or more independent variables is called regression 

analysis. Many approaches are used to find regression analysis, such as linear 

regression, ordinary least square and parametric. Legendre in 1805 and by Gauss 

in 1809 introduced the simplest and widely used form of regression called the 

ordinary least squares method (OLS). Let “Y” is a continuous dependent 

variable and ��, ��, ��, . . . , ��  are independent variable the model can be 

written as,  

	 
  ��  ����  ����, … , ����  �, 

Where, ��, ��, ��, … , ��  are called regression coefficients and �  is called the 

error term. The mathematical form of the model established under the 

econometric technique is as follows: 

FPIt = α + β1ECGRt + β2INFRt+ β3INTRt+ β4EXRt+ β5EXDt + β6SMCPt + 

β7SMTRNOt+ β8SMRTNt+ β9SMINDXt+ β10 SMRSKt+εt.............. Equation (1) 

Whereas,  

FPI is the dependent variable and α is the constant  

3.8.2 Impact of FPI on Stock Market Indicators of PSX 

After identifying the determinants of FPI, next, impact of FPI on stock market 

indicators is analysed. An aggregate and overall market index analysis is carried 

out. For this purpose, stock market indicators namely stock market return 
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(SMRTN), stock market capitalization (SMCP), market turnover (SMTRNO), 

stock market risk (standard deviation) (SMRSK) and stock market indices 

(SMINDX) are empirically analysed.  

3.9 Summary and Conclusion: Determinants of FPI  

Increase in FPI flows boost up the domestic capital markets in a number of ways 

(Errunza, 2001). The positive contributions of FPI include the diversification of 

risk, mobilization and allocation of funds and capital and improvements in 

international finance structure. Such types of improvements and the growing 

financial integration and liberalization further results in promoting financial and 

economic welfare and evaluations of profitable investment projects.  

With these known benefits of FPI, this study’s goal is to answer the question: 

what determines the fluctuation of foreign portfolio investment in Pakistan? In 

other words, why investors prefer to make portfolio investments in Pakistan’s 

stock market?  

It is generally accepted that investors can gain from foreign portfolio 

diversification by reducing the potential investment risk while following 

Markowitz’s (1952) portfolio optimization framework (Grubel, 1968; Levy & 

Sarnat, 1970; Solnik, 1974; Grauer & Hakansson, 1987; Errunza, 1988; DeSantis 

& Gerard, 1997). Some researchers argue that benefits of FPI are not as 

prominent as other studies have shown in the literature (Jorion, 1985; Farragher 

& Hui, 1985; Goetxmann et al., 2001). It is an open question for an investor that 

if foreign portfolio investment offers diversification benefits than what should be 

the optimum level of portfolio that an investor should hold in domestic stocks?  
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Stock market indicators are investigated to explain the variations in FPI. I used 

stock market size (market capitalization), stock market liquidity (turnover), stock 

market index, stock market risk and stock market returns to check the effect of 

stock market indicators. This study is unique as I investigated two sets of 

variables as drivers of FPI. These variables include macroeconomic and stock 

market variables with strong theoretical and empirical background. It is 

hypothesized in light of the existing literature that all the variables have strong 

and significant influence on FPI. Domestic CAPM model was given by Sharpe 

(1964) and further extended by Lintner (1965) and Mossin (1966) to global 

setting, it is proposed by international CAPM that internationally every investor 

should hold world market portfolio. Many researchers (Alder & Dumas, 1983; 

Solnik, 1974; Cooper & Kaplanis, 1986, 1994 & Stulz, 2005) have given the 

theoretical explanations that why investors may not follow the propositions of 

ICAPM as many of them opposed the idealistic assumptions of ICAPM. For 

instance, ICAPM suggests that PPP relationship prevails, markets are fully 

integrated and efficient and there are no hurdles in investment across borders. 

These theoretical models validate that many barriers prevail in real world while 

investing across the borders like currency risk, markets inefficiency and 

illiquidity, legal barriers, information asymmetry etc. All these barriers 

undermine ICAPM and establish the reasons that investors may diverge from the 

holding the world market portfolio. 

Extensive evaluation of literature gives few studies conducted on global front 

regarding FPI. One the main reasons given by Chen et. al., (2005) is the 

unavailability of comprehensive and quality of data. I focused on Pakistan and 
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have tried to analyse FPI data taken from State Bank of Pakistan (SBP) and 

National Clearing Company Pakistan Limited (NCCPL), in a comprehensive 

manner. I am exploiting over ten years quarterly data and it is expected that it 

will contribute significantly by broadening the scant literature of FPI (See 

Chapter 2, Literature review). In light of empirical and theoretical evidences in 

literature, I investigated different factors influencing FPI fluctuations. I identify 

various factors; including both macroeconomic factors and equity market 

indicators which better justify the allocation of foreign investment a country and 

tested many hypotheses. The first set of hypotheses show the relationship 

between macroeconomic variables the dependent variable. The second set of 

hypothesis shows the relation between stock market indicators and FPI. To the 

best of my knowledge I am supposedly the first to comprehensively test the role 

of both macroeconomic factors and stock market indicators individually and 

collectively in modelling FPI.  

3.10 Domestic Institutional Investors Behaviour in the Context 

of FPI 

FPI flows also alter the investors’ confidence in the stock market. Now, how 

investors perceive FPI while making investment decisions? An answer for this 

question is researched in the study by gathering primary data through 

questionnaire. Influence of FPI on the behaviour of institutional investors while 

making investment decisions is analysed through a questionnaire based survey. 

Different questions are asked accounting for different factors given by the stated 

theories and relevant literature. To make the questionnaire best representative, 

broad categories of factors are incorporated in the questionnaire, which reflect 
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the investors’ behaviour in the context of foreign portfolio investment (FPI). 

Most relevant and appropriate factors are blended in the questionnaires which 

are searched through relevant literature. The close ended questionnaire 

comprises of thirty questions. Prospect theory is the basic behavioural finance 

theory backing this part of the study.  

3.10.1 Variables Specification  

Behaviour finance factors along with market fundamentals in the context of FPI 

are blended in the questionnaire. Some of the basic behavioural finance factors 

and stock market fundamentals are as follows: 

 

 

 

 

 

Figure 3.1: Behavioral factors influenced due to FPI affecting investment 

decisions 

3.10.2 Sample Profile 

Primary data is collected from the institutional investors through questionnaire 

based survey.  

All of the 78 institutional investors operating in PSX are targeted. Amongst them 

28 are investment banks, 32 are insurance companies, 8 mutual funds institutions 

and 10 investment companies. 

Confidence (due to FPI flows) 

Conservatism (due to FPI flows) 

Herding (due to FPI flows) 

Market fundamentals 

(Returns, Risk and 

Performance etc. affected 

due  to FPI flows)  

Domestic Institutional 
Investors’ Investment 

Decisions  
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3.10.3 Hypothesis  

The proposed hypothesis for this part of the study is:  

H0= FPI do not affect investment decision making process of domestic 

institutional investors. 

H1= FPI do affect investment decision making process of domestic 

institutional investors. 

3.10.4 Measurement of Investors Behaviour 

The more important thing is the measurement and quantification of the 

investor’s behaviour rather than looking into how longer investors sentiments 

affects stocks trading (Baker & Wurgler, 2007). This problem should be solved 

empirically.  

One way of measuring is conducting questionnaires and interviews based 

surveys which is also called direct measure method. In this method market 

players are asked directly to express their views and expectations about the 

market. American Association of Individual Investors (AAII) and Investors 

Intelligence (II) are the most popular examples of such surveys. Individual 

investors are investigated by American Association of Individual Investors 

(AAII) whereas professional investors are targeted by Investors Intelligence (II) 

which is used as institutional investors’ sentiments proxy (Brown & Cliff, 2004). 

Brown (1999) investigated relationship between investor’s behavioural factors 

and closed end funds fluctuations by using AAII. Similarly, Lee, Jiang and Indro 

(2002) explored the relationship between the investor’s sentiments and returns of 
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the stocks while using II. Brown & Cliff (2005), Verma and Soydemir, (2006) 

and Fong (2013) are amongst others to use both AAII and II.  

Another survey-based indicator to measure investors behaviour is the consumer 

confidence index (CCI). Schmeling (2009) and Beckmann et al. (2011) explored 

the flow of investor’s sentiments across borders from one country to another 

while using CCI. They discovered that stock returns are significantly influenced 

by investors’ sentiments and the flows of investor’s sentiments across borders 

also affect the stocks returns.   

Survey-based measures of sentiments are more realistic as they are based upon 

the primary data directly collected from the market investors. Market players 

express their views about the market which gives a realistic general trend of the 

market. Besides the advantages, the primary drawback of this method which 

adversely affect the results are the mistakes and errors made while designing and 

conducting questionnaires. Survey based sampling has another disadvantage of 

employing low frequency sampling (monthly or weekly) analysis over daily or 

trading for even shorter period of time as it inadequately explain the short-term 

sentiments.  

Using financial market factors as proxies for investor’s behaviour is another 

method to measure investors’ sentiments. These proxies are calculated from the 

financial market data in light of certain theories. Brown and Cliff (2004) 

classified them into four groups. Measure of variables based upon the recent 

market performance like ratios of highs and lows issues representing the overall 

bullish and bearish market sentimental trend is one of the four groups.   
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Another group comprises of variables that are associated to specific types of 

trading activity like the percentage change in short interest that shows the 

bearish trend of the market. Third group of these proxies are based upon the 

trading activities of derivatives like put and call options volumes ratio. These 

ratios are used mostly by technical traders to measure market sentiment (Wang, 

Keswani & Taylor, 2006). The third group include those categories that do not 

come under the first three classes like mutual fund flows. Financial markets 

experts’ view them as ‘market weather sheets’. Brown and Cliff (2004) 

established a relationship between such variables and investors sentiments by 

using investors’ sentiments indices based on these financial variables. 

Finance theories support the calculations of capital market indicators calculated 

with higher degree of accuracy and frequency. Here, interpretations of results 

matter a lot in case of weak link between theory and the data under analysis.  

Constructing an index for sentiments from economic and financial variables is 

the third method of measuring the investor’s sentiments. Brown and Cliff 

(2004), Baker and Wurgler (2006) and Bandopadhyaya and Jones (2006) 

construct stock market investors sentiments index from some common equity 

market sentiments proxy factors. Similarly, Chen, Chong, and Duan (2010) 

extract an investor’s sentiments index for Hong Kong. Chen, Chong and She 

(2014) worked on Chinese sentiments index. Baker, Wurgler and Yuan (2012) 

and Bai (2014) constructed indices for international investor sentiment. The 

problems of lower frequency and accuracy and weak connection of theory and 

data are overwhelmed by such methods despite that building investors 

sentiments indices through different methods are debatable.  
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Classifying investors into different groups is one of the main assumptions of 

investor’s sentiments models. According to these, investors may be either 

informed called arbitrageurs or uninformed called noise traders. But, in real 

world it’s difficult to distinguish between the two. For simplicity, institutional 

and individual investors are classified as informed and uninformed investors by 

the researchers.  

Investment companies, investment banks, mutual funds, pension funds, head 

funds and insurance companies etc. are examples of institutional investors. 

Institutional investors operate on large scale capital investment and are well 

informed having deep knowledge, expertise, analysts, facilities and sound 

market information as compared to individual investors. They are also termed as 

arbitrageurs and they take advantage of the mispricing of securities in market 

created by the uninformed investors. So, nullifies those mispricing effects and 

the prices restored to their fundamental values. Individual investors are termed 

as uninformed investors as they follow other investors and go with the noise in 

the market. Mostly individual investor’s decisions are based on the behavioural 

factors. Brown and Cliff (1999) found a strong relationship between institutional 

investor’s sentiments and stock returns. Further, they said that institutional 

investors’ sentiments have different effect in the stock market than the individual 

investors’ sentiments. Jackson (2003) found that trading by institutional 

investors by large scale in some stocks in Australia resulted in high volatility and 

no such relation was found due the individual investors’ trading. Verma and 

Verma (2007) found that both institutional and individual investors’ sentiments 

have positive and significant effect on the stock market returns and its 
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fluctuations by estimating EGARCH model for Dow Jones Industrial Average 

index (DJIA). Furthermore, they established that individual investors follow 

institutional investors’ sentiments but institutional investors do not follow 

individual investors’ sentiments 

In our study we have analysed the expected change in the behaviour (sentiments) 

of domestic institutional investors (DII) in the presence of foreign investors 

(FPI) in the stock market of Pakistan (PSX). It will be interesting to see the 

investment moves taken by DII in the context of FPI movements. The behaviour 

of DII is analysed through questionnaire-based survey followed by structured 

interviews.  

3.10.5 Questionnaire Structure  

Institutional investors’ perceptions were analysed by using questionnaire as a 

survey tool for gathering the primary data. Questionnaire respondents are the 

domestic institutional investors listed at PSX. Five point Likert scale is used for 

the ranking of questions. This technique is widely used to analyse the 

respondents’ views and attitudes (Fisher, 2010). These points are from one to 

five representing strongly disagree, disagree, neutral, agree, and strongly agree 

respectively. This technique helped in getting higher response rate. In addition, 

this will save time and money. Close-ended questionnaire is prepared having 

behavioural factors along with market fundamentals influenced by FPI. 

There are many advantages of close ended questionnaire as they are pre-coded it 

can easily be processed and analysed (Bryman & Bell, 2007). It makes 

comparison between two or more variables easy (Lim, 2012). The results will be 
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more concrete and quantifiable. It also makes job of the respondents easy and 

more clarify that what researcher want to ask? Also, good so as to get answers 

for triangulation with the secondary data results.  

The questionnaire consists of thirty questions. It is adopted from Rahul (2012), 

Shikuku (2014), Bansal (2015), Kengatharan (2014), Bakar and Chui Yi (2015), 

UNCTAD (1999) and Komba (2016). The adapted questionnaire is modified 

with slight changes according to the scenario of Pakistan. The variables that are 

answered include the confidence level, conservatism, feedback trading or 

herding behaviour of domestic institutional investors (DII) operating in PSX. 

Questionnaire also covers the views of DII about the impact of FPI on stock 

market fundamental like risk and return of different stocks. Respondents respond 

to the questionnaire by giving their views that how FPI influence their 

investment decisions while making investment decisions in the presence of 

foreign investors in the market. I have tried to cover the perception of DII 

operating in PSX regarding FPI and foreign investors. In literature to our best of 

knowledge no such comprehensive study has been conducted except that of 

Ricardo (1999), who tries to know the influence of FDI on the Portuguese 

domestic investors and firms by conducting interviews and questionnaire based 

survey. 

3.10.6 Data Analysis Procedure  

The collected data is treated and investigated by a statistical software SPSS 

version 20. Statistical techniques were implied on the data in order to achieve the 

study’s objectives. These techniques include descriptive analysis, reliability 

testing through Cronbach’s Alpha test, Logistic regression model and best model 
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selection method. Following statistical procedures have been carried out in the 

data analysis and interpretation in order to reach the concrete findings. 

3.10.7 Descriptive Analysis 

Descriptive Statistics including mean, median, mode, standard deviation, 

Kurtosis, skewness etc. are measured to explain the series of data. The level of 

effect of investor biases variables on the investment decision process of 

Pakistani stock market institutional investors is checked through descriptive 

analysis. 

The main theme of every statistical data analyses is to elaborate and specify in 

the selected data set average and variation; for determination of this, basic 

descriptive statistics methods are used. Furthermore, for the examination of 

selected data shape Kurtosis and Skewness are calculated to know about the 

shape of data. The detail of these descriptive statistics for basic description and 

shape of the selected data set are discussed in the subsections.  

3.10.7(a) Average 

Average is a single value which represents the entire variable or a set of 

observation or a data. An arithmetic mean is used in this study. This is a value 

obtained by dividing sum of all the selected observation of a variable denoted by  

�	�, if the observation in variable are denoted by Y, divided by the number of 

observation in the variable denoted by �. The mean is represented by 	� in case 

of sample data while by �  (Greek letter mu) in case of population data. 

Mathematically description of mean is  

	� 
 ���
 �   In case of sample data 
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µ 
 ���
 �   In case of population data 

3.10.7(b) Measure of Variation 

The difference of the observations from the mean value is called variation and a 

method or a formula used to measure this variation called measure of variation. 

There are different types of measure of variations but the commonly used 

method is standard deviation. This is the most reliable approach to measure 

variation in a data set as it gives the variation in the same units as of the data. It 

is represented by � (Latin letter) in case of sample data and σ (Greek letter 

sigma) in case of population data. A minimum value of �  shows that, the 

observation of the selected data are very close to the mean of the selected data 

on the other hand a large value of � show that, the observation of the selected 

data is far from the mean value. The squared deviation from mean is called 

variance and the square root of variance is called standard deviation. If the data 

set is represented by Y then simply as, 

The deviation is defined as, Deviation = �	 � 	��, 

The square deviation is defined as, Square Deviation = �	 � 	���, 

The average of square deviation is defined as in case of sample data, 
  �������

�   

The average of square deviation is defined as in case of population data, 
  ��� ��

�  

And the standard deviation in case of sample data is defined as  !�� ��������
�  

And the standard deviation in case of population data is defined as  !�� ��� ���
�  
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3.10.7(c) Shape of the Data 

The shape of data set consists of two important aspects that is the peaked of the 

shape and symmetry or asymmetry of the shape from the average value. Two 

approaches namely skewness and kurtosis are used to measure the extent of the 

spread and peakedness in the data set. 

3.10.7(d) Skewness 

The lack of symmetry is known as skewness and a method used to calculate it is 

called measure of skewness. A data set is said to be symmetric if the mean, 

median and mode are equal or if the graph of the set is the same spread to the 

right and left from the middle point. A set of symmetric data or distribution will 

have a value of skewness equal to zero. A measure of skewness can take both 

negative and positive values. A negative value for the skewness shows that, the 

data set is skewed to the left and positive values shows that, the data set is 

skewed to the right from mean. By left and right skewed means that, the left tail 

is long comparative to the right tail and the right tail is long compared to the left 

tail respectively. Different approaches are used for numerical measurement of 

skewness, but here focused is on “Fisher-Pearson coefficient of skewness”. Let 

	�, 	�, 	�, … , 	�  are the observations of data set, 	� is the mean and "#  is the 

mean deviation and �  is the standard deviation then the “Fisher-Pearson 

coefficient of skewness” is define as 

�$% 
 3 �	� � MD�
�  
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3.10.7(e) Kurtosis 

This is a measure of peak of the shape of a probability distribution. The kurtosis 

of any selected normal distribution is 3 in case of univariate. The distribution of 

any set of data is compared to the normal distribution. A distribution of data set 

with kurtosis less than this is said to be platykurtic and the distributions of data 

set with kurtosis greater than this are said to be leptokurtic. A distribution with 

kurtosis value equal to 3 called mesokurtic, less than three platykurtic and 

greater than 3 called leptokurtic. 

3.11 Questionnaire Reliability 

The widely used test for testing reliability is the Cronbach’s alpha test statistic in 

behavioural and social researches (Liu, Wu & Zumbo, 2010). As this research is 

in behavioural finance and measurements of variables are taken by using five 

points Likert scale, so, Cronbach’s alpha test is the most suitable test for 

checking reliability of the study. The study used Cronbach’s alpha to check the 

reliability of the data set containing the measured variables.   

3.12 Correlational Analysis 

In order to capture the strength and direction of association among the selected 

variables, correlation analysis is undertaken. Two scores have been taken into 

account in this technique from a single variable. Correlation technique display 

that whether there exists a relationship between two variables and also how 

strong is this relationship. The Wald test also called the Wald Chi-Squared Test 

is used to check out that whether variables in a model are significant or not. 
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Correlation matrix shows the strength of association between the independent 

variables. Correlation matrix contains the results of “Pearson correlation 

coefficients” for quantitative verses nominal and ordinal and “Pearson rank 

correlation coefficients for nominal verses ordinal” with p-value showing 

significance and insignificance. Bhaduri and Samuel (2009) examined the 

correlation and speed of integration of stock markets by employing logistic 

smooth transition method and found that rate of integration between Indian stock 

market and world market is insignificant. 

3.13 Models 

The following two types of modelling procedures are used to estimate the true 

value for the selected population parameters. 

3.13.1 Logistic Regression Model    

In this part of the study as the dependent variable (investment decision) has two 

possible outcomes, therefore, the proposed technique for the study is LOGIT 

Regression Modelling. Logistic Regression Modelling technique was proposed 

by Cox (1958).   

To study the association between the dependent categorical variable and the set 

of independent variables, the method of Logistic regression analysis is used. 

Logistic Regression Model is applied to categorical variables having two 

possible outcomes like investment decisions. The name Logistic Regression is 

used when the selected dependent variable has only two possibilities, such as 0 

and 1 or may be Yes and No etc. So here we also deal with categorical variable 
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that is investment decision which may be affected or not affected by FPI flows. 

The two realizable result from data may take two stances.  

Taking investment decision due the presence of FPI = 1  

Not taking investment decision due the presence of FP = 0 

The Logistic regression was formulated by statistician David Cox in 1958. Let 

“Y” dependent variable having only two categories “a = 2” and ��, ��,
��, . . . , ��  are independent variable the model can be written as,  

P* 
 Prob .Y 
 a
X2 
  e456

1  e45�  e458, … , e459   

3.13.2 Model Selection Criteria 

For the selection of best model, different criteria are used like, Akaike 

information criterion (AIC), Bayesian information criterion (BIC) and likelihood 

ratio test. Backward elimination method is used as criteria of best model 

selection. In this method start with most complex model having maximum 

number of variables to the most simple and significant number of variables in 

the model by deleting insignificant variables one by one. We get the best model 

as we reach to the level, deletion after which leads to poor fit (Generally 

preferred over forward selection). Likelihood function method of estimating a 

parameter from a set of statistics is applied to the data set. 

3.13.3 Akaike Information Criterion (AIC) 

Akaike Information Criterion (AIC) is another method of selecting the best 

model criteria. It was introduced by Akaike (1974). The AIC considers both the 
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statistical goodness of fit and the number of parameters which are estimated to 

achieve this specific degree of fit. Akaike information criterion with lower 

values shows the best fitted model which has few parameters and still gives 

satisfactory fit to the data. The formula for AIC can be written as: 

qdAIC 2+=  

Where‘d’ denotes deviance and ‘q’ is number of estimated parameter in the 

model. More attractive model has smaller AIC.  

3.13.4 Bayesian Information Criterion (BIC) 

The Bayesian information criterion developed by Schwarz (1978) is used to 

select the best model from a set of non-nested model. The formula for BIC can 

be written as 

)ln(nqdBIC +=  

Where‘d’ is deviance q is number of estimated parameter in the model and n is 

sample size. More attractive model has smaller BIC. 

3.13.5 Likelihood Ratio Test  

The likelihood ration test is used for comparing nested model i.e. a model is the 

sub set of the other model (Wilks, 1938). The test can be defined as and denoted 

by D, 










−=

ModdeleAlternativforLikelihood

ModelNullforLikelihood
D ln2

 

3.13.6 Wald Test 

To test the estimated values of each parameter of the fitted models, Wald test is 

used. In other words, Wald statistics is used to assess the contribution of 
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individual parameter in the estimated model. The Wald statistic, analogous to the 

t-test in linear regression, is used to evaluate the significance of coefficients. The 

Wald statistic is the ratio of the square of the regression coefficient to the square 

of the standard error of the coefficient and is distributed as a chi-square 

distribution (Menard & Scott, 2002). 

:� 
 ���
�;���

 

3.14 Qualitative Data Analysis 

In order to capture the actual ground reality and support the secondary data 

analysis and questionnaire based survey; interviews are conducted from the ten 

institutional investors of PSX covering all types of institutional investors 

(Mutual Funds, Insurance Companies, Investment Banks and Leasing 

Companies) operating in PSX. Thematic analysis technique is used to analyse 

the qualitative data. Interviews are conducted in the national language (Urdu) of 

Pakistan in order to capture the essence of investors’ behaviour regarding FPI 

flows. After assigning codes, interviews are transcribed into English language by 

extracting the most relevant themes.  
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CHAPTER 4  

MODEL I: MACROECONOMIC VARIABLES AS 

DRIVERS OF FPI 

 

4.1 Introduction 

This section and the sub sections consist of analysis of the macro-economic 

variables namely economic growth activity, interest rate risk, exchange rate risk, 

inflation rate, country risk and foreign direct investment are included in the 

research study. The analysis is divided into two stages; descriptive and 

exploratory analysis. The descriptive analysis includes basic descriptive statistics 

and correlation analysis while the exploratory analysis includes time series 

properties, co-integration and multiple regressions, also its assumptions tests. 

Furthermore, the coding scheme and calculation method of each variable with 

references and source from which the data about variable is collected are 

described in table 4.1.  

4.2 Description of Variables 

The sub-section consists of description of variables, which is exploration of 

dependent and independent variables included in this part of the research study. 

It also explores the coding scheme and calculation method of each selected 

variable with references.  
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4.2.1 Description of Dependent Variable  

There are two major flows of international investment, one is FDI and another is 

FPI. FPI flows are investment in stock market of a country. This study is 

concerned with the FPI flows. The dependent variable for this study is foreign 

portfolio investment (FPI). FPI is calculated as sale of asset of foreign nature 

minus purchase of international assets. For the study, FPI data has been 

extracted from the official website of State Bank of Pakistan (SBP). FPI is taken 

as a percentage of market capitalization. 

4.2.2 Description of Dependent Variables  

The important and significant variables affecting FPI flows are taken for this 

study after careful review of the existing literature and they are briefly explained 

below (for detail explanation see chapter 2; Literature Review).  

4.1.2(a) Economic Growth Activity 

Economic growth activity is one of the significant factors inflecting foreign 

portfolio investment (FPI). There are many proxies used for measuring 

economic growth activity. Industrial production index (IPI), GDP growth rate, 

GDP per capita and GDP purchasing power parity etc. Going through the 

literature, we concluded that GDP per capita captures the real economic 

development of a country. It is more powerful indicator of economic 

development then other proxies and that is why GDP per capita is used in this 

study as a proxy for economic growth activity. Here, following Levchenko and 

Mauro (2007), and, Thapa and Poshankwala (2010), it is assumed that GDP per 

capita has positive and significant association with FPI.  
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4.2.2(b) Inflation Rate 

Inflation rate is another factor influencing FPI fluctuations. In light of the 

existing literature, it is assumed that inflation rate has negative relationship with 

FPI (Agarwal, 1997; Rai & Bhanumurthy, 2004). This means that .if the 

inflation rate is higher in host country then foreign investors are induced to 

invest in another or in the home country which reduces the FPI flows to that 

country. In this study consumer price index (CPI) is used to capture the overall 

changes in inflation rate. CPI has been widely used by researchers (see chapter 

2: literature review) as proxy for inflation rate. CPI data has been extracted from 

the official website SBP.  

4.2.2(c) Interest Rate  

Interest rate is likely to positively affect FPI flows as generally investors goal is 

to get higher returns (Aron et. al, 2010; Kaya & Ondes, 2013; Chukwuemeka et. 

al, 2012; Waqas et. al, 2015). So, if a country is offering higher returns in shape 

of high interest rates, then foreign investors will tend to invest in those 

countries. Real interest rates have been taken from SBP for the stated study 

rather than the nominal interest rates in order capture the real effect of interest 

rates on the FPI flows.  

4.2.2(d) Exchange Rate Risk 

The more the exchange rate fluctuations, the more are the variations in FPI 

flows (Eun & Resnick, 1988; Froot & Stein, 1991; Bleaney & Greenaway, 

2001; Ersoy, 2003). So, here it is assumed that exchange rate risk is likely to 

fluctuate FPI flows positively. This means that the more the variations in 
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exchange rate, the more the variations in FPI. Three quarters moving average 

standard deviation of real effective exchange rate (REER) has been used to 

capture the real exchange rate variations. REER data is taken from SBP.  

4.2.2(e) Country Risk 

Country risk is another important variable that affect FPI flows. Here, in this 

study, external debt of Pakistan is taken in consideration to depict the country 

risk. The data has been extracted from the official website of SBP. It has been 

assumed that countries having more external debt faces problems of liquidity 

and solvency, so they try to attract more investment but foreign investors are 

reluctant to invest in such countries.  

4.2.2(f) Foreign Direct Investment (FDI) 

As mentioned earlier, there are two major types foreign investment, one is FDI 

and another FPI. Researchers find that FDI is more stable than FPI and the more 

the FDI flows to a country, the less is variations in FPI flows (Lyer, Ramabaldi 

& Tang, 2003; Gozgor & Erzurumlu, 2010). So, for this study it is assumed that 

FDI has inverse relationship with FPI flows fluctuations. FDI data is taken from 

SBP.  

For convenience and simplification, table 4.1 clarify the names of variable, 

coding scheme and whole procedure of variable calculation. 
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Table 4.1: Variables Description 

Variable name Code Calculation Method Source of 

Data 

Foreign Portfolio 

Investment 

FPI FPI Sales minus FPI Purchase 

as a percentage of Market 

Capitalization 

SBP 

Economic 

Growth Activity 

(ECG) 

GDPPC GDP per capita is used as proxy 

for economic growth activity as 

natural log of GDP per capita 

SBP 

 

Inflation Rate INFR Natural log of Consumer Price 

Index (CPI) used as proxy for 

inflation rate 

SBP 

Interest Rate  INTR Natural log of real interest rates 

rates taken from SBP 

SBP 

 

Exchange Rate 

Risk 

EXRR Three-quarters moving average 

standard deviation based on 

monthly figures of real 

effective exchange rate (REER) 

obtained from SBP 

SBP 

Country Risk EXD External debt of a country taken 

as a percentage of GDP of the 

country 

SBP 

 

Foreign Direct 

Investment 

FDI Natural log of FDI taken as a 

percentage of GDP of the 

country 

SBP 

*State Bank of Pakistan (SBP), Bureau of Statistics (BOS) 
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4.3 Descriptive Statistics 

Descriptive statistics of the selected variables are calculated for their basic 

description. It includes maximum, minimum, mean, median, standard deviation, 

skew-ness and kurtosis. The mean, median are used to represent the data set, 

while standard deviation is used to calculate the amount of variation in each 

variable from its mean. The mean and median are called location statistics. For 

the shape of the data set i.e. spreadness and peakedness; skewness and kurtosis 

were used. Table 4.2 illustrates the results of descriptive statistics for each 

selected dependent and independent variable. The mean value for the dependent 

variable FPI, is recorded 0.335325 with a standard deviation of 0.695527 in US 

million dollars, for each quarter. Positive average values for the independent 

variables were recorded in million US dollars and no negative average was 

observed. The median values shows, the middle value of each variable 

observation. As out of all the observation of the FPI the middle observation is 

recorded 0.310856 from this value half of the observation is less and half of the 

observation are greater. Similar results are also observed for each independent 

variable. The maximum value for FPI is recorded 6.513608 (million USD)while 

the minimum value was recorded -1.581218 (million USD) during the selected 

period of time. Similar results are also present for each independent variable in 

table. All the variables have positive skewness except GDPPC which has 

negative. This means that all variables have maximum values on right side from 

mean except GDPPC which has maximum values on left side from the mean 

value. The values of shape statistic that is skewness for all variables was 

recorded positive values except GDPPC which shows negative skewness. 
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Kurtosis shows the peakedness or the flatness of the data distribution. Standard 

deviation is calculated for detecting variation in each variable observation 

around their mean. The maximum variation 5.559702 is recorded in independent 

variable INFR and the minimum variation is recorded 0.146259 in GDPPC. 

Maximum positive skewness 2.174581 was recorded in FDI and minimum 

positive 0.519702 was in EXD. The values of shape statistic Kurtosis indicates 

the peaked, large values for FDI and INTRR was recorded showing that these 

variables have high peaks and their distribution is leptokurtic as their values are 

greater than 3. For the rest of variables the recorded kurtosis values are less than 

3 showing that these variables are mesokurtic or normal distributed. The last two 

rows of the table 4.2 represents the Jarque-Bera test for normality values and its 

p-values. The recorded values show that the variables FDI and INTRR are non-

normally distributed as the test statistic values was recorded much larger and the 

p-values was recorded (0.00 < 0.05). The rest of variables are found normally 

distributed. 
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Table 4.2: Descriptive statistics of Macro Economic Variables 

Variables FPI EXD EXRR  FDI INFR INTRR GDPPC 

 Mean  0.335325  27.71474  3.412476  0.264506  9.836250  0.174152  7.078356 

 Median  0.310856  27.18174  2.654192  0.189917  9.045000 -0.000608  7.135231 

 Maximum  6.513608  35.39226  9.041720  1.270877  24.50000  3.665789  7.278881 

 Minimum -1.581218 23.29229  0.110151  0.027405  1.660000 -2.351375  6.791786 

 Std. Dev.  0.695527  3.003678  2.304634  0.247702  5.559702  1.168319  0.146259 

 Skewness  0.683559  0.519702  0.672792  2.174581  0.891980  0.838988 -0.195104 

 Kurtosis  2.33905  2.581329  2.564535  8.421558  3.606695  4.550393  1.687889 

 Jarque-Bera  2.391282  2.040423  3.333715  80.51416  5.917657  8.698870  3.123165 

 Probability 0.381057  0.360519  0.188840  0.000000  0.051880  0.012914  0.209804 

4.4 Correlation 

The analysis of correlation is used to access the strength of linear association 

between the selected macro-economic independent variables. As all the selected 

independent variables are continuous in nature it is therefore Pearson correlation 

is the best approach for measuring strength of linear association. It is also 

important to check the strength of linear association between independent 

variables whether they are statistically significant or insignificant. For this 

purpose, each value of correlation was tested by using two levels of significance 

i.e. < 
 0.01  and < 
 0.05. The results are presented in the table 4.3 including 

Pearson correlation results between variables with its p-values. Both type 

positive and negative correlation was observed in the selected variables indicated 

by positive and negative signs. The results of correlation matrix show that, 

GDPPC having positive relationship with INTRR but is insignificant while with 
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the remaining other variables the linear relationship is recorded negative and 

statistically significant at 0.01 percent level of significance. The relationship of 

INTRR with EXRR and FDI was observed negative while with INFR and EXD 

is recorded positive and both negative and positive types was found 

insignificant. The variable EXRR showed positive and significant correlation 

with INFR, FDI and with EXD positive but insignificant. Furthermore, INFR 

showed positive and significant correlation with EXD and with FDI positive but 

insignificant and the correlation between EXD and FDI is recorded positive but 

insignificant. 
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Table 4.3: Correlation between Independent Variables 

 GDPPC INTRR EXRR INFR EXD FDI 

GDPPC 

Pearson 

Correlation 
1 0.029 -0.601**  -0.620**  -0.613**  -0.596**  

Sig. (2-tailed)  0.861 0.000 0.000 0.000 0.000 

INTRR 

Pearson 

Correlation 
0.029 1 -0.171 0.066 0.034 -0.037 

Sig. (2-tailed) 0.861  0.291 0.686 0.836 0.821 

EXRR 

Pearson 

Correlation 
-0.601**  -0.171 1 0.539**  0.642**  0.150 

Sig. (2-tailed) 0.000 0.291  0.000 0.000 0.355 

INFR 

Pearson 

Correlation 
-0.620**  0.066 0.539**  1 0.621**  0.110 

Sig. (2-tailed) 0.000 0.686 0.000  0.000 0.500 

EXD 

Pearson 

Correlation 
-0.613**  0.034 0.642**  0.621**  1 0.100 

Sig. (2-tailed) 0.000 0.836 0.000 0.000  0.543 

FDI 

Pearson 

Correlation 
-0.596**  -0.037 0.150 0.110 0.100 1 

Sig. (2-tailed) 0.000 0.821 0.355 0.500 0.543  

**Correlation is significant at the 0.01 level (2-tailed). 

* Correlation is significant at the 0.05 level (2-tailed). 
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4.5 Econometric Technique  

After the basic description of data by using descriptive statistic like, minimum, 

maximum, mean, standard deviation and correlation, it needs to establish the 

long-run and short-run relationship between the independent and dependent 

variables. To obtain this, we applied Co-integration technique and VECM. 

Finally the analysis was end on retrieving the impact of independent variables 

i.e. macro-economic on the dependent variable FPI by using least square 

multiple regression analysis method. These all are carried out in the following 

below sub-sections and sections. 

4.5.1 Unit Root Test (ADF) 

Before using of Johanson Co-integration (1988), it is important to meet the basic 

criteria for it and that is the stationarity of the selected variables at same level. 

To obtain the stationary of the selected variables in the data set, unit root 

Augmented Dickey-Fuller test devised by Dickey (1976) and Fuller (1976) is 

used. The test assumes that, at null hypothesis each selected variable is not unit 

root or non- stationary verses at alternative each variables is unit root or 

stationary. Usually, most of the economic variables are non-stationary in 

general. For checking the non- stationary and stationary of variables, multiple 

graph was obtained containing different line for each selected variable. The 

graph present in Figure 4.1 showing that, all the variables are not stationary. 

Therefore, unit root ADF test is essential to check the stationarity of selected 

variables at different levels. The results obtained from the applied test for each 

selected variable was present in table 4.4. Results show that, all the selected 

variables are non-stationary or not unit root at level. The stationarity of all 
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selected variables was achieved on taking the first difference of each variable. 

Then selected variables becomes stationary at the same level i.e. at first 

difference. Hence, the main assumption of co-integration analysis has met. 

Therefore, the approach of co-integration analysis for establishing long-run 

relationship between dependent and independent variables is now applicable. 

The result of the test for each selected variable is presented in table 4.4 for two 

different level of significance i.e. for five percent and for ten percent. From the 

table, coefficient values of INFR and GDPPC are noted less from the calculated 

critical values at both 5 and 10 percent level of significance representing that, 

these variables are not stationary. However, at first difference, all the coefficient 

values of variables are recorded greater than the calculated critical values at both 

5 and 10 percent level of significance indicating that all the variables are 

stationary now. Hence, stationarity has been achieved.  
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Table 4.4: Stationarity Test  

Variable  

Name 

Test statistic  

ADF Test of Stationarity  

Level Critical values %5/10% 1st 

differences 

Critical values %5/10% 

FPI -6.082432 -2.938987/-2.607932 -12.37434 -2.941145/-2.609066 

EXD -1.454710 -2.941145/-2.609066 -7.309800 -2.943427/-2.610263 

EXRR -1.995642 -2.938987/-2.607932 -6.597880 -2.941145/-2.609066 

FDI -3.173005 -2.938987/-2.607932 -9.181499 -2.941145/-2.609066 

INFR -0.355406 -2.948404/-2.612874 -5.535831 -2.948404/-2.612874 

INTRR -6.646799 -2.938987/-2.607932 -6.572546 -2.945842/-2.611531 

GDPPC -0.950638 -2.941145/-2.609066 -3.300105 -2.941145/-2.609066 

 

4.5.2 Co-integration  

After meeting the assumption of co-integration analysis, the selected variables 

are checked further that whether they are co-integrated or not? If the selected 

variables showed co-integration, this means that there exist a linear, stable and 

long-run relationship exists between them, as the errors terms which is at 

disequilibrium would be alike to diverge nearby zero mean. The Co-integration 

analysis are used by Engle and Granger (1987), Johansen (1988) and Tabak 

(2003) etc. to detect the presence of long-run linear relationship between two or 

more variables. Co-integration analysis use two different approaches those are, 

the trace and eigenvalues. The large values of both statistics indicate the co-

integration equations between the selected variables and vice versa. This study 

used Johansen’s technique of co-integration in order to inaugurate how much 



 148

number of co-integration equations exist between variables. The null hypothesis 

for this analysis is, there is no co-integration between the selected variables and 

alternate hypothesis is that there exists at least one co-integrated equation 

between the selected variables. The table 4.5 show the results of co-integration 

analysis after achieving the stationarity of selected variables in data set at same 

level. Results illustrate that the hypothesized co-integrated linear equations are 7, 

as the number of independent variables in this study are six, while none shows 

only intercept model i.e. a model having no independent variable. The values of 

trace statistic, eigenvalues, critical values and p-values for each linear equation 

are presented. A maximum value of both trace and eigenvalues statistic shows 

that, the linear equation is statistically significant which means that, the variables 

involved in equation are co-integrated. However, small value for both statistics 

specifies that the linear equation is statistically insignificant which shows that, 

the variables involved in equation are not co-integrated. From the table 4.5, it is 

observed that only for none and three others linear equations maximum 

eigenvalues and trace statistic are recorded, so, this is proposing that, the 

variables involved in these linear equations are co-integrated amongst the all 

selected variables. For these equations the p-value is recorded less than the 

selected level of significance which is 0.05. The remaining equations are found 

insignificant as the p-value is recorded greater than five percent level of 

significance demonstrating that these are not co-integrated. In conclusion co-

integration analysis recommends that, the nominated set of co-integrated time 

series variables have an error-correction demonstration, which shows the long 

run adjustment mechanism of variables. 
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Table 4.5: Johansen Co-integration Test Results 

 

4.5.3 Vector Error Correction Model (VECM) 

After establishing long run relationship through co-integration analysis, the short 

run relationship between dependent and independent variables was checked by 

employing VECM. It is the most appropriate estimation method which adjusts to 

both long as well as short-run fluctuations in variables and deviations from the 

equilibrium. As four co-integrating linear equations have been found in Johansen 

co-integration tests, thus the short run relationship is analyzed through VECM. 

The key parameter in the estimation of the VECM model is the coefficient of the 

error correction term ECM (-1), which measures the adjustment speed to its level 

of equilibrium. This means that the value of ECM (-1) captures the impact 

whether the past values of the selected variables affect the selected variables’ 

Hypothesized No. of 

CE(s) Eigen value Trace Statistic Critical Value Prob.** 

None *  0.865509  186.3322  125.6154  0.0000 

At most 1 *  0.604356  112.1005  95.75366  0.0023 

At most 2 *  0.553936  77.79258  69.81889  0.0101 

At most 3 *  0.475560  47.92271  47.85613  0.0493 

At most 4  0.299019  24.04202  29.79707  0.1987 

At most 5  0.231927  10.89686  15.49471  0.2179 

At most 6  0.030175  1.133664  3.841466  0.2870 

 Trace test indicates 4 cointegrating eqn(s) at the 0.05 level 

 * denotes rejection of the hypothesis at the 0.05 level 

**MacKinnon-Haug-Michelis (1999) p-values 
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current values and the differentiated terms of each individual coefficients shows 

the short run effects. Table 4.6 present the results of VECM, result of the 

differentiated term for D(EXRR(-1)) was observed negative and statistically 

significant as the p-values is recorded equal to the level of significance which is 

5 percent. While for D(EXD(-1)), D(GDPPC(-1)) and D(INTRR(-1)), the 

coefficients are recorded negative and insignificant. However, for the 

differentiated terms of D(INFR(-1)) the coefficient value is recorded positive 

and  insignificant at five percent level of significance. The coefficient for ECM(-

1) was recorded negative but highly significant which shows that the past value 

of the selected variables have high impact on current values. Furthermore, the 

selected model was found much good and best fitted on the basis of the value of 

R-squared = 0.654795 representing that, 65.47 percent of variation is explained 

on the basis of the included independent variables in the dependent variable and 

the rest un-explained variation is on the basis of some others factors not 

considered in this study. Moreover, the identification of best and poor fitness of 

the selected model was also clarify through four different criterion namely Log 

likelihood, Akaike information criterion, Schwarz criterion and Hannan-Quinn 

criteria. These all four different criterion values was recorded much less which is 

an indication of best fit of the model. Also the overall model was observed 

statistically significant as the calculated F-test value 8.129270 for overall model 

is recorded much larger and the p-value for F-test was noticed 0.000 showing 

that the overall model is statistically highly significant. 
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Table 4.6: VECM Results 

 

4.6 Regression Analysis  

After descriptive and time series analysis of the data, it is important to find 

statistical significant and insignificant impact of the selected independent 

variables (macro-economic variables) on the dependent variable that is FPI. To 

achieve this, Ordinary Least Square Regression analysis method is used. But 

going further, it is important to carry out the necessary assumptions before 

Variable Coefficient Std. Error t-Statistic Prob. 

C 0.166707 0.221471 0.752726 0.4575 

D(EXD(-1)) -0.212282 0.142286 -1.491941 0.1462 

D(EXRR(-1)) -0.287359 0.144715 -1.985688 0.0563 

D(FDI(-1)) -1.866097 1.040823 -1.792905 0.0831 

D(INFR(-1)) 0.100035 0.080597 1.241180 0.2242 

D(GDPPC(-1)) -14.71233 9.515072 -1.546214 0.1325 

D(INTRR(-1)) -0.095390 0.126275 -0.755410 0.4559 

ECM(-1) -1.179946 0.182049 -6.481475 0.0000 

R-squared 0.654795  Akaike info criterion 3.270418 

Adjusted R-squared 0.574247  Schwarz criterion 3.615173 

S.E. of regression 1.131946  Hannan-Quinn criter. 3.393079 

Sum squared resid 38.43907  Durbin-Watson stat 2.013600 

Log likelihood -54.13794  F-statistic 8.129270 

   Prob(F-statistic) 0.000015 
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applying regression analysis. In the sub-sections, each important and necessary 

assumption of regression analysis was checked. 

4.6.1 Normality of Dependent Variable FPI  

The main assumption of least square linear regression analysis is that, the 

dependent variable should be normally distributed. Here the dependent variable 

FPI normality is checked through the commonly used statistic Jarque-Bera and 

also the normal curve on the histogram (Karimo and Tobi; 2013). Both the 

results i.e. Jarque-Bera statistic present in table 4.7 and the normal curve on 

histogram figure 4.2 indicates that the dependent variable follows a normal 

distribution. Table 4.7 the result of Jarque-Bera statistic was observed 

statistically insignificant as the recorded p-value is much higher than the 

consider 0.05 level of significance showing that, the variable FPI is 

approximately normally distributed with a mean value 0.335325 and standard 

deviation of 0.695527. Similar result was also detected through the normal curve 

on histogram as the curve is bell-shaped and both tailed of the curve having 

equal distance from the centre point of the curve which is the mean value.  

Table 4.7: Normality of Dependent Variable (FPI) 

Variable Jarque-Bera test P-value Mean Standard deviation 

FPI 2.391282 0.381057 0.335325 0.695527 
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Another important assumption of least square linear regression method is 

multicollinearity. This assumption is about possible linear relationship called 

amongst independent variables, if excessive multicollinearity 

independent variables then the coefficient of regression will be 

There are three stages of multicollinearity these are

multicollinearity, somewhat linear relationship and perfect linear relationship 

between independent variables. In first case of no linear relationship i.e. no 

multicollinearity it causes no problem, in case of somewhat linear relationship 

have no serious problem but in case of perfect relation the regression co
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selected independent variables Variance Inflation Factors (VIF) was 
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possible linear relationship i.e. multicollinearity amongst independent variables 

were calculated and presented in Table 4.8. The recorded results shows that, all 

the VIF values observed are in the range of 1 to 5 indicting no problem of 

multicollinearity exists between the selected independent variables. This 

assumption of linear relationship or multicollinearity in dependent variables was 

also fulfilled by the selected sample data for the ongoing research study.  

Table 4.8: Variance Inflation Factors (VIF) 

Variable  VIF 

C   

EXD  1.740013 

EXRR  1.549661 

FDI  1.805214 

INFR  1.664583 

GDPPC  1.439663 

INTRR  1.103414 

4.6.3 Hetroskadasticity 

This assumption of least square regression is about the variance of the error 

terms. For the least square regression method I assume that, the all error terms 

have a common variance i.e. their variances are homoscedastic if this 

requirement is not fulfilled then called heteroscedastic. Heteroscedasticity of the 

selected data was tested through Harvey test and the results are presented in 

table 4.9. The Harvey Test (1976) assume that, the error terms are 

heteroscedastic. The results of test indicated that, the all calculated values of 

each statistic was statistically insignificant i.e. the null hypothesis of 
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heteroscedastic variances was rejected concluded that no problem of 

heteroscedasticity is present. As all the error terms have a common variance and 

are homoscedastic.  

Table 4.9: Heteroscedasticity Test: Harvey 

Heteroscedasticity Test: Harvey p-values 

F-statistic 2.905258 0.0219 

Obs*R-squared 13.82591 0.0316 

Scaled explained SS 11.63823 0.0705 

 

4.6.4 Auto-correlation 

This assumption of least square regression analysis is also based on error term, 

method assume that, the error terms are not auto correlated. The assumption of 

auto-correlation was checked through Durban Watson test statistic. The range of 

the Durban Watson statistic is from 0.00 to 4.00 and further divided into three 

categories no auto-correlation, positive auto-correlation and negative auto-

correlation. A value for the Durban Watson statistic of 2.00 demonstrating no 

problem of auto-correlation, a value in the range from 0.00 to less than 2.00 

demonstrating positive and from the range greater than 2.00 to 4.00 

demonstrating negative auto-correlation. The result of test is compressed in table 

4.10, the recorded values for the test statistic is 2.349137 which is slightly 

greater than 2.00 representing negative auto-correlation in error terms. However, 

the value is not much greater which accomplishes that there is no serious 

problem of auto-correlation.  
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Table 4.10: Auto-correlation Durban Watson Test  

Statistic Value 

Durban Watson Test 2.349137 

 

4.6.5 Regression Results  

The regression analysis procedure was carried out to detect the impact of 

independent variables i.e. macro-economic variables on the dependent variable 

FPI. The econometric model below shows the relationship between dependent 

variable that is FPI and independent variables that are the macro economic 

factors.  

FPIt = α + β1ECGR + β2INFR+ β3INTRR+ β4EXRR+ β5EXD + εt.............. 

Equation (1) 

Whereas:  

FPI is the dependent variable that is foreign portfolio investment  

ECGR is the one of the independent variable representing economic growth 

activity; GDP per capita (GDPPC) is used as proxy for ECGR 

INFR represents inflation rate 

INTRR represents interest rate risk 

EXRR shows exchange rate risk 

EXD shows external debt as country risk  

FDI represents foreign direct investment 



 157

The detail results of independent variables impact and model fitness statistic are 

presented in table 4.11. After regression the dependent and independent 

variables we get the following results and equation 1 becomes:   

FPIt = -33.0 + 4.66 ECGR - 0.009 INFR + 0.14 INTRR - 0.022 EXRR-0.05 

EXD+1.83 FDI + εt.............. Equation (2) 

The impact of EXD on FPI is found negative and highly significant with p-value 

(0.01 < 0.05), indicates that, if the EXD increases the FPI will decrease and vice 

versa. As one unit increase in EXD will causes -0.050971 units decrease in the 

dependent variable FPI. This means the more the country has external debt ratio, 

the more it is unfavorable for the FPI flows. Similarly, the variable EXRR and 

INFR shows negative impact on FPI, as one increases other will decrease and 

vice versa. The impact of EXRR was recorded statistically significant with p-

value (0.027) but the impact of INFR was recorded insignificant. This shows that 

foreign investors are adversely affected by higher inflation rates but not 

significantly though the consumer basket is not the same. Similarly, foreign 

investors are always exposed to the foreign exchange risk and they are favored 

by more stable foreign exchange rates. Furthermore, the impact of FDI, GDPPC 

and INTRR on FPI was recorded positive and significant as increase in FDI and 

INTRR will make increase in FPI and vice versa. As a unit increase in these 

independent variables will make increase in dependent variable FPI 

1.8343604.661036 and 0.142878 units respectively. Again, increasing economic 

growth activity and development, offering better promised returns on investment 

and higher FDI leads to more FPI flows. The values of R-square and adjusted R-

square shows that mostly variation in dependent variables as 60.73 and 53.59 
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percent was explained by selected independent variables and the remaining 

unexplained was on the basis of some others factors. The observed value of F-

statistic = 8.505751 is very much high and the p-value is (0.000 < 0.05) which 

shows that, the overall model is statistically highly significant. The values of 

Log likelihood, Akaike Information Criterion (AIC) and Schwarz criterion was 

recorded much low, this indicates that the model is best fit to data. Hence, all 

these results show that as Pakistan has higher and growing debt to GDP ratio 

(country risk) and foreign investment is adversely affected because It represents 

dependency of Pakistan’s economy on external debts. Inflation rate in case of 

Pakistan is not a big deal as it’s impact is insignificant (although negative)  on 

FPI. The volatile exchange rate is also matter of consideration for foreign 

investors because foreign investors feels reluctant to invest in PSX due higher 

exchange rate fluctuations. Hence, it is recommended to the government to 

intervene to stabilize exchange rate. FDI has positive and significant impact on 

FPI, so, government should take measures to bring more FDI which is favored 

for FPI. Similarly, government of Pakistan and the regulators should work on 

improving per capita income as it is cited positive in relation to FPI. Policies 

shall be made to offer good incentives to foreign investors in shape of higher 

returns (interest rate) so that they invest more in PSX.  
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 Table 4.11: Regression Coefficients  

 Variable Coefficient Std. Error t-Statistic Prob.   

 C -33.09060 12.18708 -2.715220 0.0105 

 GDPPC 4.661036 1.698951 2.743478 0.0098 

 INFR -0.009490 0.013186 -0.719741 0.4768 

 INTRR 0.142878 0.049196 2.904267 0.0065 

 EXRR -0.022247 0.009654 -2.304472 0.0276 

 EXD -0.050971 0.020677 -2.465153 0.0191 

 FDI 1.834360 0.756248 2.425606 0.0209 

R-squared 0.607304     Akaike info criterion 3.509926 

Adjusted R-squared 0.535905     Schwarz criterion 3.805480 

S.E. of regression 1.293317     Hannan-Quinn criter. 3.616789 

Sum squared resid 55.19809     Durbin-Watson stat 2.349137 

Log likelihood -63.19852 F-statistic 8.505751 

  Prob(F-statistic) 0.000013 
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CHAPTER 5  

MODEL II: STOCK MARKET INDICATORS AS 

DRIVERS OF FPI  

5.1 Introduction 

This chapter consists of secondary data analysis, collected from the Pakistan 

Stock Exchange (PSX). It is ten years quarterly data from July 2007 to June 

2017. As mentioned earlier there are two types of foreign investment, one is 

Foreign Direct Investment (FDI) and the other is Foreign Portfolio Investment 

(FPI). The study has focused on FPI rather than FDI as FDI is widely explored 

and FPI need to be analysed properly. FPI investment is the investment in stock 

market of country. FPI is dependent variable of the study. FPI is influenced by a 

number of variables, divided into two groups, that is macroeconomic variables 

and stock market indicators. As it is foreign investment, so naturally it seems to 

be influenced by macroeconomic variables and at the same time it is investment 

in stock market, so stock market variables may also affect FPI. The impact of 

different stock market indicators and macroeconomic variables are observed on 

FPI. The analysis of secondary data is divided into two parts, the first part 

consists of analysis of stock market indicators and the second part covers macro-

economic variables. Furthermore, each part of the analysis includes descriptive 

statistics for basic description of the data, correlation analysis showing 

relationship between variables and the exploratory analysis which include time 

series properties of data that is co-integration and multiple regressions including 

its assumptions tests. 
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5.2 Model II 

The section and the sub sections consist of different descriptive and exploratory 

approaches to check the impact of stock market indicators (independent 

variables) namely stock market returns, stock market index, stock market risk, 

stock market capitalization and stock market turnover on the FPI dependent 

variables. The analysis is divided in two stages descriptive and exploratory 

analysis. The descriptive analysis includes basic descriptive statistics and 

correlation analysis, while the exploratory analysis includes time series 

properties, co-integration and multiple regression including its assumptions tests. 

Furthermore, coding scheme and calculation method of each variable with 

references and source from which the data about variable is collected are 

described in Table 5.1.  

5.2.1 Description of Variables  

The sub-sections consist of description of variables that is exploration of 

dependent and independent variables included in this part of the study. It also 

explores the coding scheme and calculation method of each selected variable 

with references.  

5.2.1(a) Description of Dependent Variable 

Dependent variable of the study is the foreign portfolio investment (FPI). It is 

calculated as FPI sales minus FPI purchase of securities trading at stock market. 

Data for this variable is obtained from State Bank of Pakistan (SBP). FPI is 

taken as percentage of market capitalization.   
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5.2.1(b) Description of Independent Variables  

Five stock market indicators are taken as independent variables namely stock 

market returns, stock market index, market risk, market capitalization and stock 

market turnover. These variables have been selected from the literature showing 

their importance and significant association with the dependent variable that is 

FPI. Each variable is calculated accordingly and proxies have been taken to 

represent some variables.  

5.2.1(b1) Stock Market Performance/Index  

Stock market performance has positive and significant impact on FPI 

fluctuations as better performing markets attract more foreign investors and vice 

versa. Stock market index of Pakistan Stock Exchange (PSX) is taken as proxy 

to analyse the influence of stock market performance on foreign portfolio 

investment. The data for stock market index is extracted from PSX official 

website. Coding scheme for this variable is SMINDX which is used further 

onwards. One point change in index shows the overall change in the market. Log 

transformation is also done for this variable. 

5.2.1(b2) Stock Market Size/Capitalization  

Stock market capitalization is used to explore the impact of stock market size on 

FPI. Market capitalization shows the total value of the market securities. It is 

assumed that that the larger the size of the market, the more likely it attracts 

foreign portfolio investment. This variable is coded SMCPT in the study. Data 

for this variable is taken from PSX website and then it is divided by GDP of 

Pakistan to obtain it in the percentage. It is treated for the log transformation.   
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5.2.1(b3) Stock Market Returns  

It is another crucial variable that influence FPI. This variable is calculated by a 

formula; log of current index divided by previous index multiplied by current 

exchange rate divided by previous exchange rate of USD and PKR minus one It 

is assumed that the higher the returns offered by the market, the higher will be 

the foreign investors’ interest. The data of exchange rate has been obtained from 

SBP. This variable is coded as SMRTN. 

5.2.1(b4) Stock Market Risk  

Stock market risk is another stock market indicator that may affect the foreign 

investor’s interest. The more the risk involved in the market, the more there are 

fluctuations in the FPI. Foreign investors are hesitating to in invest in more risky 

market. Market risk has been calculated by taking three quarters moving average 

standard deviation of the stock market returns index. SMRSK is the coding 

scheme of the variable.  

5.2.1(b5) Stock Market Liquidity/Turnover  

Liquidity of the market shows the efficiency of the market. The more the market 

has efficiency, the more are foreign investors are attracted. Market turnover ratio 

is used as a proxy for the measurement of market liquidity. Market turnover 

means the value of securities traded in the market in a stated period of time. The 

data of market turnover is taken from the PSX website. Value of the market 

turnover is divided by market capitalization to obtain the percentage ratio. Log 

transformation is also done for this variable. SMTRNOVR is the code used for 

the variable in the study.  
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For convenient and simplification purpose table 5.1 clarify the names of 

variable, coding scheme and whole procedure of variable calculation. 

Table 5.1: Description of Variables 

Variable name Code Calculation Method 
Source of 

Data 

Foreign Portfolio 

Investment 
FPI 

FPI as a percentage of Market 

Capitalization 
SBP 

Stock Market 

Performance/ 

Index 

SMINDX 
Natural log of Quarterly 

indices of PSX 
PSX 

Stock Market 

Size/ 

Capitalization 

SMCP 
Calculated as percentage of 

GDP 
PSX 

Stock Market 

Returns 
SMRTN 

Natural log of current index 

divided by previous index 

multiplied by current exchange 

rate divided by previous 

exchange rate of USD and 

PKR minus one 

PSX and 

SBP 

Stock Market 

Risk 
SMRSK 

Three quarters moving average 

standard deviation of returns 

index 

PSX 

Stock Market 

Liquidity / 

Turnover 

SMTRNOR 

Value of the market turnover 

divided by market 

capitalization to obtain the 

percentage ratio. 

 

PSX 
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5.3 Descriptive Analysis    

Descriptive analysis is used for the basic description of the data. Descriptive 

analysis gives the data mean, median, standard deviation, skewness and kurtosis. 

The mean, median is a single value used to represent the average value for each 

variable, while standard deviation is a single value used to measure the variation 

in each variable from its mean. The mean and median are called location 

statistics for the shape of the data set skewness and kurtosis are used. Table 5.2 

indicates the results of descriptive statistics of the dependent variable (FPI) and 

independent variables that are stock market indicators. Average value for the 

dependent variable FPI for each quarter was recorded 0.335325. Positive average 

value for the independent variables SMINDX and SMRSK was recorded 

9.779593 and 0.065991 respectively. Negative average value for the independent 

variables SMCP, SMRTN and SMTRNOVR was recorded -1.593172, -0.015864 

and -1.252083 respectively in million US dollars. The median values show, the 

middle value of each variable observation as out of all the observation of the FPI 

the middle observation is recorded 0.310856 from this value half of the 

observations are less and half of the observations are greater. Similar results 

were also observed for each independent variable. The maximum value for FPI 

was recorded 6.513608 while the minimum value was recorded -1.581218 

during the last decade. Similar results were also present for each independent 

variable in table. All the variables have positive skewness except stock market 

turnover which has negative. This means that all variables have maximum values 

on right side of the mean except stock market turnover which has maximum 

values on left side of the mean. Kurtosis shows the peakedness or the flatness of 
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the data distribution. Standard deviation is calculated for detecting variation in 

each variable observation around its mean. The maximum variation is recorded 

in dependent variable FPI which is 0.695527 and the minimum variation is 

recorded 0.073167 for SMRSK. The values of shape statistic skewness for all 

variables were recorded positive values except SMTRNOVR which shows 

negative skewness. Maximum positive skewness was recorded in variable 

SMRTN and minimum positive was in SMCP. The values of shape statistic 

Kurtosis indicates the peaked, large values for SMRSK and SMRTN was 

recorded showing that these variables have high peaks and their distribution is 

leptokurtic as their values are greater than 3. For the rest of the variables the 

recorded kurtosis values are less than 3 showing that these variables are 

mesokurtic or normally distributed. The last two rows of the table 5.2 represent 

the Jarque-Bera test for normality values and its p-values. The recorded values 

show that the variables SMRSK and SMRTN are non-normally distributed as the 

test statistic values were recorded much larger and the p-values was recorded 

(0.00 < 0.05). The rest of the variables are found normally distributed. 
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Table 5.2: Descriptive Statistics 

Statistic FPI SMCP SMINDX SMRSK SMRTN SMTRNOVR

 Mean  0.335325 -1.593172  9.779593  0.065991 -0.015864 -1.252083 

 Median  0.310856 -1.647366  9.610017  0.045739 -0.052072 -1.160449 

 Maximum  6.513608 -0.832051  10.79588  0.285918  0.544483 -0.242552 

 Minimum -1.581218 -2.105341  8.697573  0.003109 -0.157558 -2.449258 

 Std. Dev.  0.695527  0.361960  0.586052  0.073167  0.136590  0.562363 

 Skewness  0.683559  0.527219  0.147451  1.999941  2.468733 -0.635840 

 Kurtosis  2.33905  2.267695  1.787373  6.213067  9.504940  2.808165 

 Jarque-

Bera  2.391282  2.746849  2.595717  43.87143  111.1547  2.756617 

 Probability  0.381057  0.253238  0.273116  0.000000  0.000000  0.252004 

5.4 Correlation  

Correlation was used to check the strength of linear relationship between 

independent variables only, which are stock market indicators. All the variables 

are continuous in nature, so, the best method for measuring strength of linear 

association is Pearson correlation. Furthermore, the strength of linear association 

was also checked for statistical significance by using two levels of significance 

i.e. < 
 0.01  and < 
 0.05. Table 5.3 presents the Pearson correlation results 

between variables and its p-values. Positive and negative signs of correlation 

indicate the direction of the linear relationship between two variables if the sign 

of the correlation value is positive showing that the relation between variables 

are positive and vise versa. Results indicates that, SMRTN having negative 

insignificant linear relationship with SMTRNOVR and SMINDX at both levels 
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of significance. Positive and highly significant correlation was recorded of 

SMRTN with SMCP and SMRSK. The correlation of SMTRNOVR with the 

SMCP and SMRSK was recorded negative and statistically insignificant; 

however the correlation of SMTRNOVR with SMINDX was noticed positive 

and significant. The linear correlation of SMCP with SMINDX was recorded 

negative, with SMRSK positive and both are found statistically significant. 

Correlation between SMINDX and SMRSK are noticed negative and significant. 

Table 5.3: Correlation between Independent Variables 

Variables Correlation SMRTN SMTRNOVR SMCP SMINDXSMRSK 

SMRTN 

Pearson 

Correlation 
1 -0.024 0.453**  -0.218 0.665**  

Sig. (2-tailed)  0.882 0.003 .176 0.000 

SMTRNOVR 

Pearson 

Correlation 
-0.024 1 -0.271 0.602**  -0.001 

Sig. (2-tailed) 0.882  0.090 0.000 0.994 

SMCP 

Pearson 

Correlation 
0.453**  -0.271 1 -0.816**  0.644**  

Sig. (2-tailed) 0.003 0.090  0.000 0.000 

SMINDX 

Pearson 

Correlation 
-0.218 0.602**  -0.816**  1 -0.332* 

Sig. (2-tailed) 0.176 0.000 0.000  0.037 

SMRSK 

Pearson 

Correlation 
0.665**  -0.001 0.644**  -0.332* 1 

Sig. (2-tailed) 0.000 0.994 0.000 0.037  

**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed). 
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5.5 ECONOMETRIC TECHNIQUE 

After analysing descriptive statistics and correlation, the researcher applied co-

integration analysis technique and VECM to check the long and short run 

relationship between dependent variable (FPI) and independent variables (stock 

market indicators) respectively. Finally, for accessing the impact of independent 

variables i.e. stock market indicators on the dependent variable FPI, multiple 

regression analysis was used.   

5.5.1 Unit Root Test (ADF) 

Usually, most of the financial variables are non-stationary in general, which was 

also investigated through multiple graphs presented in figure 5.1. Therefore, it is 

essential for the research to test first the stationarity of variables before 

generalizing any decision, discussion and establishing relationship. For this 

purpose, unit root Augmented Dickey-Fuller test Dickey (1976) and Fuller 

(1976) tests are used. The test investigated that, at null hypothesis each variable 

is not unit root or non- stationary verses at alternative each variables is unit root 

or stationary. The test results for each variable is presented in table 5.4 indicates 

that all variables are non-stationary or not unit root at level. The stationarity for 

all variables at same level was achieved on first differences of each variable. The 

selected variables in this on-going research study are all stationary at same level 

i.e. at first differences, therefore, it is now suitable for co-integration analysis. 

As the data set satisfy the basic assumption for co-integration analysis, that is, all 

the selected variables must be stationary at the same level. From the table 5.4 at 

level SMINDX, SMRSK and SMTRNOVR coefficient values are recorded less 

from the calculated critical values at both 5 and 10 percent level of significance 
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indicating that, these variables are not stationary. However, at first differences 

all the coefficient values of variables are recorded greater than the calculated 

critical values at both 5 and 10 percent level of significance indicating that all 

the variables are stationary. 
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Figure 5.1: Differences and stationarity of data 
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Table 5.4: Unit Roots Test Results  

Variable 

Test statistic 

ADF Test Statistics ADF Test Statistics 

Level Critical values %5 1st 

differences 

Critical 

values 

%5 

10% 10% 

FPI 

-6.082432 -2.938987 -12.37434 -2.941145 

-2.607932 -2.609066 

SMCP 

-3.071236 -2.945842 -5.386053 -2.945842 

-2.611531 -2.611531 

SMINDX 

0.715805 -2.938987 -3.543299 -2.941145 

-2.607932 -2.609066 

SMRSK 

-2.635274 -2.938987 -7.781697 -2.941145 

-2.607932 -2.609066 

SMRTN 

-3.200565 -2.938987 -4.433091 -2.943427 

-2.607932 -2.610263 

SMTRNOVR 

-1.269051 -2.943427 -6.490284 -2.943427 

-2.610263 -2.610263 

 

5.5.2 Co-integration  

Co-integration analysis is used to check whether the selected variables are co-

integrated or not? If the selected variables are co-integrated, than there will 

exists a stable, long-run and linear relationship among variables, because the 

error term which is at disequilibrium would like to vary around zero mean. Co-

integration analysis, in literature, is used by Engle and Granger (1987), and, 

Johansen (1988), to identify the existence of long-run relationship between two 

or more variables. In co-integration analysis, two test statistics are used, namely 
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the trace and eigenvalues. The large values of both statistic indicates co-

integration equations between variables and vise versa. In this study we used 

Johansen co-integration technique (1988), in order to inaugurate how many 

numbers of co-integration equations exist between variables. The null hypothesis 

for this analysis is, there is no co-integration between variables. The table 5.5 

shows the result of co-integration analysis after achieving the stationarity of 

selected variables in data set at the  same level. The first column of table shows 

hypothesized numbers of co-integrated linear equations, total number of 

equation are 5 (at most 5) as in this study the number of independent variables 

are five. Second and third column of the table shows test statistic values i.e. 

eigenvalues and trace values and the last two column gives the critical and p-

values for each linear equation. A maximum value of both statistics indicates 

that the linear equation is significant i.e. that, the variables included in equation 

are co-integrated. Furthermore, a small values of both statistics indicates that the 

linear equation is insignificant indicating that, the variables included in equation 

are not co-integrated. From the table maximum eigenvalues and trace statistic for 

the first three linear equations recorded shows that the variables included in 

these linear equations are co-integrated with the dependent variable (FPI) at five 

percent level of significance. The remaining two equations are found statistically 

insignificant indicating that these are not co-integrated. Therefore, finally co-

integration analysis suggests that, the selected set of co-integrated time series 

variables have an error-correction representation, which shows the long run 

adjustment mechanism of variables. 
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Table 5.5: Johansen Co-integration Test Results 

Hypothesized  No. of CE(s) Eigenvalue Trace Statistic Critical Value Prob.** 

None *  0.799785  150.1121  95.75366  0.0000 

At most 1 *  0.652561  88.99435  69.81889  0.0007 

At most 2 *  0.497909  48.82209  47.85613  0.0404 

At most 3  0.267934  22.64110  29.79707  0.2642 

At most 4  0.234859  10.78950  15.49471  0.2248 

At most 5  0.016108  0.617083  3.841466  0.4321 

 Trace test indicates 3 co-integrating eqn(s) at the 0.05 level 

 * denotes rejection of the hypothesis at the 0.05 level 

 

5.5.3 Vector Error Correction Model (VECM) 

As the long run relationship between variables are established through the 

approach of co-integration, it is essential to check the short-term relationship 

between independent and dependent variables by applying the method of 

VECM. This is a suitable method of estimation which adjusts for both short run 

as well as long run changes in variables and deviations from equilibrium. As 

three co-integrating relations have been found in Johansen co-integration tests, 

short run relationship is analysed through VECM. The main parameter in the 

estimation of the VECM model is the coefficient of the error correction term 

ECM (-1), which measures the adjustment speed to its level of equilibrium. This 

means that the value of ECM (-1) captures the impact that whether the past 

values of the selected variables affect the selected variables current values and 

the differentiated terms of each individual coefficients shows the short run 

effects. Table 5.6 presents the results of VECM, results of the differentiated 



 174

terms for D(SMCP(-1)) and D(SMRTN(-1)) were recorded positive and 

statistically significant as the p-values are recorded less than the selected value 

of level of significance which is 5 percent. While for D(SMTRNOVR(-1)) is 

recorded positive and insignificant. However, for the differentiated terms of 

D(SMRSK(-1)) and D(SMINDX(-1)) the coefficient value is recorded negative. 

Moreover, the coefficient value for D(SMRSK(-1)) is recorded significant at five 

percent level of significance and for D(SMINDX(-1)) is insignificant. The 

coefficient for ECM(-1) was recorded negative but highly significant which 

shows that the past value of the selected variables have high impact on current 

values. Furthermore, the model is found good on the basis of the value of R-

squared = 0.620242 indicating that, 62 percent of variation on the basis of the 

included variables in the dependent variable was explained and the remaining 

un-explained variation is on the basis of some others factors not considered in 

this study. The identification of best and poor fitness of the selected model was 

clarified through four different criteria namely Log likelihood, Akaike 

Information Criterion (AIC), Schwarz criterion and Hannan-Quinn criterion was 

used. These all four different criterion values were recorded much less which is 

an indication of best fit of the model. Also, the overall model was observed 

statistically significant as the calculated F-test value for overall model is 

recorded much larger and the p-value for F-test was noticed 0.000 showing that 

the overall model is statistically highly significant. 
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Table 5.6: VECM Results 

Variable Coefficient Std. Error t-Statistic Prob. 

C -0.012744 0.281936 -0.045200 0.9642 

D(SMCP(-1)) 1.937402 0.608168 3.185637 0.0033 

D(SMINDX(-1)) -0.073104 0.158346 -0.461675 0.6475 

D(SMRSK(-1)) -11.80443 5.208319 -2.266458 0.0306 

D(SMRTN(-1)) 1.198123 0.446927 2.680800 0.0117 

D(SMTRNOVR(-1)) 0.379248 0.433737 0.874372 0.3886 

ECM(-1) -1.359599 0.215565 -6.307139 0.0000 

R-squared 0.620242 Akaike info criterion 4.090461 

Adjusted R-squared 0.546741 Schwarz criterion 4.392122 

S.E. of regression 1.722680 Hannan-Quinn criter. 4.197790 

Sum squared resid 91.99640 Durbin-Watson stat 1.850457 

Log likelihood -70.71877 F-statistic 8.438499 

  Prob(F-statistic) 0.000018 

 

5.6 Regression Analysis   

To find significant and insignificant impact of independent variables i.e. stock 

market indicators on the dependent variable FPI regression analysis was carried 

out. But it is important to check the necessary assumption before applying 

regression analysis. In the sub section each important assumption of regression 

analysis was checked. 
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5.6.1 Normality of Dependent Variable FPI 

The normality of dependent variable FPI was checked through the commonly 

used statistic Jarque-Bera and as well as through the normal curve on histogram 

(Karimo and Tobi; 2013). The results present in table 5.7 indicates that the 

dependent variable follows a normal distribution. Form the table the Jarque-Bera 

test is recorded statistically insignificant indicating that the variable is normally 

distributed with a mean value of 0.335325 and standard deviation 0.695527. 

Similar results were also observed from the normal curve on histogram as the 

curve is bell-shaped and both tailed of the curve having equal distance from the 

centre of the curve which is the mean value.  

Table 5.7: Normality of Dependent Variable FPI 

variable Jarque-Bera test P-value Mean Standard deviation 

FPI 2.391282 0.381057 0.335325 0.695527 

 

5.6.2 Multicollinearity  

This assumption of linear regression was tested for possible multicollinearity 

amongst independent variables, if there is a multicollinearity between variables 

then the regression coefficient will be poorly estimated. In case of perfect 

relationship the regression coefficient will be undefined. For this purpose, 

Variance Inflation Factors (VIF) is used, according to Akinwande (2015) a value 

of VIF between 1 to 5 indicating that the problem of multicollinearity does not 

exist, but a value greater than 5 indicting there exists problem of 

multicollinearity. Table 5.8 indicating the result of VIF test for multicollinearity, 
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all the VIF values are found between in the range of 1 to 5 indicating that there 

is no problem of multicollinearity. 

Table 5.8: Variance Inflation Factors (VIF) 

Variable VIF 

 C  

 SMCP  3.869339 

 SMINDX  1.848948 

 SMRSK  1.801908 

 SMRTN  2.912919 

 SMTRNOVR  1.295689 

 

5.6.3 Hetroscedasticity  

Heteroscedasticity was checked through Harvey Test (1976) as the error terms 

having a common variance (homoscedastic) or not. The results are shown in 

table 5.9. Results indicates that all calculated values of each statistic were 

statistically insignificant showing that no problem of heteroscedasticity is 

present i.e. all the errors term have a common variance as homoscedastic.  

Table 5.9: Heteroscedasticity Test: Harvey 

Heteroscedasticity Test: Harvey P-Value 

 F-statistic 1.085823 0.3858 

 Obs*R-squared 5.507723 0.3571 

 Scaled explained SS 3.969579 0.5538 
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5.6.4 Auto-correlation 

The auto-correlation was accessed through Durban Watson test statistic, the 

range of the test is 0 to 4. A value of 2 indicating no problem of auto-correlation, 

a value from 0 to less than 2 indicating positive and from greater than 2 to 4 

indicating negative auto-correlation. The result of test was present in table 5.12, 

the recorded values for the test statistic is 2.353966 more than 2 indicating 

negative auto-correlation. However, the value is not much greater which 

concludes that there is no serious problem of auto-correlation.  

Table 5.10: Durban Watson Test 

Statistic Value 

Durban Watson Test 2.353966 

So, there is no serious problem in any assumption of regression analysis and all 

the assumptions are testified. All the assumptions are found correct as no serious 

violation of any assumption was recorded therefore regression analysis can be 

used for finding the impact of independent variables on the selected dependent 

variable.  

5.6.5 Regression Results 

The regression analysis is used to identify the impact of independent variables 

i.e. stock market indicators on the dependent variable FPI. The econometric 

model showing relationship between dependent variable (FPI) and independent 

variables is as follows;  

FPIt = α + β1SMCP + β2 SMINDX + β3 SMRSK + β4 SMRTN + β5 SMTRNOVR 

+ εt.............. Equation (1) 
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The detail results of independent variables’ impact and model fitness statistic are 

shown in table 5.11. After regressing, equation 1 becomes; 

FPIt = -2.899+ 2.293 SMCPt + 0.940 SMTRNOVRt +0.930 SMRTNt + 0.388 

SMINDXt - 7.638 SMRSK+ εt.............. Equation (2) 

The impact of SMCP on FPI is found positive and highly significant with p-

value (0.00 < 0.05), which indicates that increasing SMCP attract more FPI and 

vice versa. As a unit increase in SMCP will make increase of 2.293701 units in 

the dependent variable that is FPI. This means that growing market capitalization 

or large markets attract more FPI. The positive result is consistent with some 

previous studies (Bekaert & Harvey, 2000; Covrig & Ng, 2005; Chan et. al., 

2005; Kaur & Dhillon, 2010; Chukwuemeka, Stella, Victor & Onyema, 2012; 

Gathenya, 2015; Onyeisi, Samuel, Odo, Stephen, Anoke & Ifeyinwa, 2016). 

Similarly, the variables SMINDX, SMRTN and SMTRNOVR also show a 

positive and significant impact on FPI, as one increases, the other will also be 

increasing and vice versa. This means that the increasing performance of stock 

market and trading volume leads to attraction of more FPI. Moreover, the impact 

is also recorded statistically significant with p-value (0.007, 0.027 and 0.0285 

for all < 0.05). As a unit increase in these independent variables will make 

increase of 0.388662, 0.930819 and 0.940743 units in the dependent variable 

that is in FPI respectively. Some authors’ results are consistent with these 

results, means these variables (stock market returns, stock market index and 

market turnover) have positive and significant relation with FPI (Bekaert & 

Harvey, 1998; Froot et. al., 2001; Gordon & Gupta, 2002; Culha, 2006; 

Anayochukwu, 2012; Kaur & Dhillon, 2010; Elmas, 2011; Ruchika, 2015; 
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Haider, Khan, Saddique & Hashmi, 2017). This means that larger markets 

offering higher rate of returns and better trading turnover with growing overall 

index attracts foreign investment as these are the key motives of an investor. 

Negative and significant impact of SMRSK was recorded on FPI, as an increase 

in SMRSK will decrease FPI flows and vice versa. As one unit increase in 

SMRSK will causes -7.638470 units decrease in the dependent variable FPI. 

This shows that the higher the market risk and volatility, the lesser will be the 

foreign investment. These results are consistent with the results of (Rai & 

Bhanumurthy, 2004; and  Kaur and Dhillon, 2010) for stock market risk impact 

on FPI flows. The values of R-square and adjusted R-square shows that mostly 

variation in dependent variables as 62.24 and 56.69 percent was explained by 

independent variables and the remaining unexplained was on the basis of some 

others factors. The observed value of F-statistic is very much high and the p-

value is (0.000 < 0.05) which shows that, the overall model is statistically 

significant. The values of Log likelihood, Akaike Information Criterion (AIC) 

and Schwarz criterion were recorded much low which indicates that the model is 

best fit to the data. 
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 Table 5.11: Regression Coefficients and Model Fitness Statistics  

Variable Coefficient Std. Error t-Statistic Prob. 

 C -2.899526 1.236142 -2.345625 0.0250 

 SMCP 2.293701 0.402296 5.701525 0.0000 

 SMINDX 0.388662 0.136072 2.856293 0.0073 

 SMRSK -7.638470 3.670330 -2.081140 0.0450 

 SMRTN 0.930819 0.404531 2.300981 0.0277 

 SMTRNOVR 0.940743 0.411310 -2.287186 0.0285 

 R-squared 0.622446  Akaike info criterion 3.420608 

 Adjusted R-squared 0.566924  Schwarz criterion 3.673940 

 S.E. of regression 1.249352  Hannan-Quinn criterion. 3.512205 

 Sum squared resid 53.06995  Durbin-Watson stat 2.353966 

 Log likelihood -62.41217  F-statistic 11.21069 

   Prob(F-statistic) 0.000002 

 

5.7 Indexed Analysis  

The index was calculated from the selected indicators of stock market by using 

the mostly used method of mean (Elmas, 2011). The index was treated as 

dependent variable to find the impact of FPI on the stock market indicators. The 

impact was calculated by using simple regression method.  

5.7.1 Model Summary 

The summary of the model indicates goodness of fit of the selected fitted model 

as the model is good fit to the data or bad fit. As there is aggregate one 

independent variable (market index) and one dependent variable the results of 
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model fitness was present in table 5.12. Results indicate that, the independent 

variable FPI explain almost 22 percent variation in the dependent variable stock 

market indicators index.     

Table 5.12: Model Summary 

Model R R Square Adjusted R Square Std. Error of the Estimate 

1 0.466a 0.217 0.197 0.99127 

a. Predictors: (Constant), FPI 

 

5.7.2 Model Coefficient  

The result of simple regression model was present in the table 5.13. Results 

indicate that, the independent variable FPI has positive impact on the dependent 

variable stock market indicators index as the coefficient was recorded 0.272 

(Elmas, 2011). The calculated p-value was recorded 0.002 for the coefficient 

which is much less than the considered value of significance, illustrating that FPI 

has significant impact on stock market index. Similar results also can be 

observed from the t-test value as the value is recorded greater than 3 which is 

considering as a large value. 

Table 5.13: Regression Coefficient  

Model Unstandardized Coefficients t Sig. 

B Std. Error 

1 
(Constant) -0.572 0.166 -3.448 0.001 

FPI 0.272 0.084 3.247 0.002 
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CHAPTER 6  

PRIMARY DATA ANALYSIS AND 

INTERPRETATION 

In this chapter analysis of primary data is carried out. The data collected through 

questionnaires from 78 institutional investors operating in Pakistan stock 

exchange (PSX), is analysed. Effects of various behavioural variables i.e. 

confidence, conservatism and herding effect bias on the decision making process 

of institutional investors of PSX is explored in the presence of FPI flows. Impact 

of all the stated variable on the investment decisions of institutional investors is 

explored by using statistical logistic regression modelling. To identify and 

explore significant behavioural factors forward conditional method is employed 

for selecting the best subset model. Hypothesis testing is discussed in detail 

whether accepting or rejecting the proposed hypothesis. 

6.1 Overview of Coding Scheme 

Data of three main variables .i.e. confidence, conservatism and herding effect 

was collected through thirty sub-variables (30 questions), in which each main 

variable is explained further by ten sub-variables (10 questions) respectively. 

The first main variable “confidence” is represented by “C” and its ten sub-

variables (questions) are represented by C1, C2… C10 respectively.  Another 

main variable is conservatism and is represented by “CN” and the ten sub-

variables (questions) are represented by CN1, CN2… CN10 respectively. 

Similarly, the third main variable is herding effect bias represented by “HE” and 

its ten sub-variables (questions) are represented by HE1, HE2… HE10 
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respectively. For convenience, the mentioned coding scheme is used in all 

sections and sub-sections of this chapter.   

6.2 Validity and Reliability of Data  

It is essential that data collected through primary data sources should be valid 

and reliable. Accurate and trustworthy results depends upon the reliability of the 

data. If data is not reliable then findings are not reliable and acceptable. For this 

reason, it is necessary to check the reliability of the data before proceeding 

further for any statistical analysis. Cronbach's Alpha statistics is widely used to 

check the validity and reliability of the data. Besides checking overall reliability 

it can also be checked for the case of if item deleted that is if one of the variables 

is removed then what will happen to the validity and reliability. If value of 

Cronbach's Alpha statistics is closed to 1 then it means that the data is valid and 

reliable and one can proceed further, whereas value near to zero mean data is not 

reliable and will give statistically weak results. 

Table 6.1: Reliability Statistics of Collected Primary Data 

Cronbach's Alpha Number of Items 

0.615 31 

 

6.3 Descriptive Analysis of the Data 

This section covers the description of the data. Before going for exploratory 

analysis which includes logistic regression, it is imperative to have a look at 

descriptive and summary statistics about the samples. Descriptive statistics are 

calculated in two different ways for each behavioural variable, sub factors and 
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overall in sub sections below. Descriptive statistics includes maximum, 

minimum, mean, standard deviation (Std.), skewness and kurtosis.  

6.3.1 Descriptive Analysis of Sub variables 

The impact levels of each selected behavioural variable on the investor’s 

investment decisions are observed by calculating the mean values for each 

variable. As the respondents’ responses are measured on five point Likert scale 

to measure the impact levels of these selected independent variables on 

dependent variable that is why mean values of these variables are used by 

considering as the following rules: 

� A mean value less than or equal to 1 (one) illustrate very low impact   

� A mean value from 1 to 2 illustrate low impact 

� A mean value from 2 to 3 illustrate moderate impact 

� A mean value from 3 to 4 illustrate high impact 

� A mean value more than 4 illustrate very high impact 

6.3.1.1 Descriptive Analysis of Sub variables of Confidence 

Table 6.2 illustrates the descriptive statistics of sub-variables of confidence, its 

effect on investment decisions of institutional investors in presence of FPI. The 

mean, median, minimum, maximum, standard deviation, skewness and kurtosis 

are the parameters of descriptive statistics for each sub-variable. As five point 

Likert scale is used to collect data through a questionnaire, so the maximum and 

minimum value should be 1 to 5 inclusive. The maximum mean value 4.2312 

was recorded for C7 shows very high impact on investor investment decision 
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with a standard deviation 0.35682 followed by C10 and C6. Also the minimum 

mean value 3.1938 was recorded for C2 shows high impact on investors’ 

investment decision in presence of FPI with a standard deviation 1.00625. The 

median of all sub-variables are recorded 4 which more from their mean values 

except for C9, this also indicates that the respondent’s responses are showing 

influence to the high impact. Furthermore, no such sub-variable was observed 

showing moderate or low or very low impact on investor’s investment decision 

in presence of FPI. C6 has maximum negative skewness with a value of -5.996. 

This shows that maximum values lie on the left side of the mean and is less from 

the mean followed by C3, C5, C1, C4, C7, C10 and C2. However, C9 has 

positive skewness with the value of 0.602 displaying that maximum values lies 

on right side of mean. C6 got the maximum positive kurtosis having a value of 

39.111 followed by C3 and C1 which illustrate that these sub-variables have 

heavier tails or high peak or leptokurtic distributed as more than zero. While for 

only one sub-variable C2 negative kurtosis is recorded and it means that it has 

light-tailed or low peak or platykurtic distributed as less than zero kurtosis. 
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Table 6.2: Descriptive Statistics of Sub variables of Confidence 

 MinimumMaximum Mean Median Std. Skewness Kurtosis

C1 2.00 5.00 3.8750 4 0.67990 -1.786 3.575 

C2 2.00 5.00 3.1938 4 1.00625 -0.248 -1.724 

C3 2.00 5.00 3.9187 4 0.63416 -1.881 4.776 

C4 1.00 5.00 3.6250 4 1.02024 -1.676 1.706 

C5 1.00 5.00 3.7000 4 0.90283 -1.861 2.671 

C6 1.00 4.00 3.9313 4 0.35682 -5.996 39.111 

C7 2.00 5.00 4.2312 4 -0.788 0.703  

 C8 1.00 5.00 3.8375 4 -1.689 3.369  

 C9 1.00 5.00 3.4188 3 0.602 0.956  

 C10 2.00 5.00 3.9500 4 -0.562 0.037  

6.3.1.2 Descriptive Analysis of Sub variables of Conservatism 

Table 6.3 explains the results of descriptive statistics of sub-variables of 

conservatism on the investment decision of institutional investors in presence of 

FPI. It includes the basic description data measurements of minimum, 

maximum, mean, standard deviation, skewness and kurtosis for each sub-

variables. As the data was collected through a well-define questionnaire on five 

point Likert scale, so the maximum and minimum values should be 1 to 5 

inclusive. From table it can be observed maximum and minimum values lies in 

the given range. The maximum mean value = 4.3188 was recorded for CN1 

demonstrates very high impact on investor investment decision with a standard 

deviation 0.71262 followed by CN9 and CN2 with standard deviation 1.08446 

and 0.99998 respectively. The minimum mean value 2.7063 was recorded for 
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CN8 indicating moderate impact on investor’s investment decision in the 

presence of FPI with a standard deviation 1.31080. Another average which is 

median value are also recorded for all sub-variables showing greater value for all 

as compared to mean except for C8, indicates that the respondent’s responses are 

showing influence to the high impact.  Furthermore, no such sub-variable was 

observed showing low or very low impact on investor’s investment decision in 

the presence of FPI. Both type of negative and positive skewness was observed 

in the sub-variables, as maximum negative skewness -1.080 was recorded for 

CN1 which means that maximum values lies on left side of the mean anr less 

then the mean value followed by CN6, CN3, CN5, CN9, CN10, CN2, CN4 and 

CN. However, positive skewness 0.607 is calculated for CN8 and this means that 

maximum values lies on right side of mean, greater than the mean value. Both 

type negative and positive kurtosis was recorded in sub-variable as the 

maximum positive kurtosis 2.221 was recorded for CN1 followed by CN6 and 

CN3 which shows that these sub-variables have heavier tails or high peak or 

leptokurtic distributed as greater than zero. While maximum negative kurtosis -

1.375 was recorded for sub-variable CN8 followed by CN7, CN4, CN2, CN10 

and CN5 indicating that these have light-tailed or low peak or platykurtic 

distributed as less than zero kurtosis. 
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Table 6.3: Descriptive Statistics of Sub variables of Conservatism 

 Minimum Maximum Mean Median Std. Skewness Kurtosis 

 CN1 1.00 5.00 4.3188 4 0.71262 -1.080 2.221 

 CN2 2.00 5.00 3.9937 4 0.99998 -0.713 -0.548 

 CN3 1.00 5.00 3.9000 4 1.06517 -0.968 0.300 

 CN4 1.00 5.00 3.5313 4 1.24851 -0.661 -0.601 

 CN5 1.00 5.00 3.8875 4 1.08151 -0.921 -0.100 

 CN6 1.00 5.00 3.8250 4 0.95529 -1.001 0.639 

 CN7 1.00 5.00 3.6812 4 1.07792 -0.586 -0.852 

 CN8 1.00 5.00 2.7063 3 1.31080 0.067 -1.375 

 CN9 1.00 5.00 4.0063 4 1.08446 -0.911 -0.113 

 CN10 1.00 5.00 3.8000 4 1.26292 -0.887 -0.443 

 

6.3.1.3 Descriptive Analysis of Sub variables of Herding Effect 

Table 6.4 expand the results of descriptive statistics of sub-variables of herding 

effect in the study on the investment decision of institutional investors in the 

presence of FPI. Descriptive statistics consists of minimum, maximum, mean, 

standard deviation, skewness and kurtosis for each sub-variables. As data was 

collected through a well-define questionnaire on five point Likert scale, so the 

maximum and minimum value should be 1 to 5 inclusive. Decision about the 

effect of various sub-variables was taken on the basis of average/mean value. In 

all sub-variable the maximum mean value 4.0688 was observed for HE3 

showing very high impact on investor’s investment decision with a standard 

deviation 1.08229 followed by HE7 and HE9. Also the minimum mean value 

1.7875 was recorded for HE1 highlighting low impact on investors’ investment 



 190

decision in the presence of FPI having a standard deviation 1.05442. 

Furthermore, one sub-variable HE6 was observed showing moderate impact on 

investor’s investment decision in the presence of FPI with mean value and 

standard deviation 2.7063 and 1.31080 respectively. The others remaining sub-

variables impact are recorded high on investor’s investment decision in the 

presence of FPI. Another average which is median value are also recorded for all 

sub-variables showing greater value for all as compared to mean, indicates that 

the respondent’s responses are showing influence to the high impact. Both type 

of negative and positive skewness was observed in the sub-variables of herding 

effect bias. Maximum negative skewness of -1.881 was recorded for HE9 which 

illustrate that maximum values lies on the left side of the mean and less then the 

mean value followed by HE3, HE2, HE7, HE4, HE10, HE5, and HE8. However, 

maximum positive skewness 1.512 has been recorded for HE1 followed by HE6 

which means maximum values are on right side of mean or greater from the 

mean value. Both type of negative and positive kurtosis was observed in the sub-

variables of herding effect bias. The maximum positive kurtosis 4.776 was 

recorded for HE9 followed by HE1, HE2, HE3, HE4 and HE10 which shows 

that these sub-variables have high peaks or leptokurtic distributed as greater than 

zero. However, for others sub-variables negative kurtosis was observed in which 

HE8 has maximum negative kurtosis -1.724, followed by HE6 and HE5, 

showing that these are low peaked or platykurtic distributed as less than zero 

kurtosis. 
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Table 6.4; Descriptive Statistics of Sub variables of Herding Effect  

 Minimum Maximum Mean Median Std. Skewness Kurtosis 

HE1 1.00 5.00 1.7875 2 1.05442 1.512 1.509 

HE2 1.00 5.00 3.8375 4 1.12091 -1.383 1.450 

HE3 1.00 5.00 4.0688 4 1.08229 -1.404 1.486 

HE4 1.00 5.00 3.8563 4 0.93059 0-.989 0.634 

HE5 1.00 5.00 3.6812 4 1.07792 -0.586 -0.852 

HE6 1.00 5.00 2.7063 3 1.31080 0.067 -1.375 

HE7 1.00 5.00 3.9375 4 0.98215 -1.003 0.769 

HE8 2.00 5.00 3.1938 4 1.00625 -0.248 -1.724 

HE9 2.00 5.00 3.9187 4 0.63416 -1.881 4.776 

HE10 1.00 5.00 3.8625 4 0.93491 -0.984 0.608 

 

6.3.2 Descriptive Analysis of Main Variables 

In this section, the overall impact of each main variable was observed on the 

basis of descriptive analysis. Descriptive analysis gives the impact of the 

variables and sub-variables but it does not recognize that the variables or sub-

variables are positive or negative and also the impact is statistically significant or 

insignificant. The overall impact of each variable was observed in the following 

sub-sections. 

6.3.2.1 Descriptive Statistics of Overall Confidence 

Table 6.5 shows descriptive statistics for overall impact of confidence on the 

basis of descriptive analysis. As the overall impact is calculated on the basis of 

all sub-variables by taking their mean. So the minimum and maximum should be 
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in the range from 1 to 5. The overall recorded minimum value for confidence is 

2.40 and maximum value is 4.50 lie in the given range. While the mean value for 

overall confidence is observed 3.7681 which lies between 3 & 4, demonstrate 

that the overall confidence have higher impact on investors’ investment 

decisions in the presence of FPI. Also, from table negative skewness and 

positive kurtosis can be seen for overall confidence which shows that most of the 

values lies on the left side to the mean or less than mean and the kurtosis shows 

heavier tails or high peak as the variable is leptokurtic distributed. 

Table 6.5: Descriptive Statistics of Overall Confidence Variables 

 Minimum Maximum Mean Std. Skewness Kurtosis 

Confidence 2.40 4.50 3.7681 0.37288 -1.142 2.603 

 

6.3.2.2 Descriptive Statistics of Overall Conservatism 

Table 6.6 presents the overall impact of conservatism on the basis of descriptive 

analysis. The minimum overall recorded value for conservatism is 2.70 while 

maximum value is 4.70 which locates in the given range i.e. 1 to 5. The mean 

value for overall conservatism was observed 3.7650 which lies in the range of 3 

to 4, displaying that investors’ investment decisions of investors are impacted 

because of conservative behaviour of investors due to variations in FPI flows. 

Negative skewness and kurtosis from the table shows that maximum values lies 

on the left side of the mean, having lessor value then mean and the kurtosis 

shows lighter tails or low peak as this is platykurtic distributed. 
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Table 6.6: Descriptive Statistics of Overall Conservatism Variables 

 Minimum Maximum Mean Std. Skewness Kurtosis 

Conservatism 2.70 4.70 3.7650 0.41089 -0.030 -0.187 

 

6.3.2.3 Descriptive Statistics of Overall Herding Effect  

Table 6.7 presents the overall impact on the basis of average/mean value of 

herding effect bias through descriptive analysis. The minimum and maximum 

value for overall herding effect bias is 2.70 and 4.70 respectively which locates 

in the given range i.e. 1 to 5. The mean value for overall herding effect bias was 

observed 3.4850 which lies in the range of 3 to 4, indicating that the overall 

herding effect bias have high impact on investors’ investment decisions in the 

presence of FPI. The table also shows positive skewness and negative kurtosis 

for overall herding effect bias which shows that mostly values are located right 

side to the mean or greater than mean and the kurtosis shows lighter tails or low 

peak as this is platykurtic distributed. 

Table 6.7: Descriptive Statistics of Overall Herding Effect Bias 

Variables 

 Minimum Maximum Mean Std. Skewness Kurtosis 

Herding Effect 

Bias 
2.80 4.50 3.4850 0.35945 0.445 -0.335 

 

6.4 Correlation 

Correlation analysis shows existence of linear relationship amongst factors of the 

same variable. It also shows positivity and negativity with significance and 

insignificance of the linear relationship. So, for this intent, I measured 
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correlation matrix in which diagonal elements are always one because 

correlation of a variable with its self is always one and the off-diagonal contain 

correlations. The upper off-diagonal and lower off-diagonals are equals of 

correlation matrix. Furthermore, it is observed through literature that different 

type of correlation techniques are available for different nature of data as 

Pearson correlation is used for continuous type of data, Pearson rank correlation 

method is used for the categorical variable data. In this research study, the data 

was collected through questionnaire on the basis of five point Likert scale, for 

categorical data, so, use of Rank correlation is the most suitable method 

(Chaudhry & Kamal, 2016). 

6.4.1 Correlation between Sub variables 

Correlation between Sub variables of each main variable was observed to check 

that whether linear relationship exists or not? After accounting for the existence 

of linear relationship, the positivity and negativity along with its significance and 

insignificance is also revealed through correlation. For significance of 

correlation, two levels of significance is used as five percent and one percent 

(? 
 0.05, 0.01).  

6.4.1.1 Correlation between Sub variables of Confidence 

Table 6.8 shows the strength of linear relationship between different sub-

variables pertaining in main variable of confidence. Due to the categorical (five 

point Likert scale) nature of the data the suitable rank correlation is used here. 

The rank correlation matrix comprise the results of rank correlation coefficients 

for ordinal verses ordinal, also the p-value showing the significance and non-
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significance of linear strength at two different levels of significance as five 

percent and one percent (? 
 0.05, 0.01 ). It is obvious from the table that 

negative and significant correlation at one percent level of significance (? 

 0.01 ) was observed between C1 and C2, and, between C2 and C10. 

Furthermore, negative and significant at five percent level of significance 

(? 
  0.05) was observed between C2 and C7, however negative but statistically 

insignificant correlation was observed between C1 and C7, C2 and C8, C2 and 

C9, C3 and C7, C5 and C7, C6 and C8 and C7 and C8, while the linear 

relationship between the remaining sub-variables pair-wise was recorded 

positive. Statistically significant at one percent level of significance (? 
  0.01) 

which is positive was observed between C1 with C3, C5 and C8, between C3 

with C4, C8, C9 and C10, between C4 and C8, between C5 with C8, C9 and 

C10, between C8 with C9, C10 and C9 with C10. Positive and significant 

correlation at five percent level of significance (? 
  0.05 ) was observed 

between C1 with C9 and C10, between C3 and C5, between C4 with C5 and 

C10. The strength of linear relationship between others pair of sub-variables was 

observed statistically significant. 
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Table 6.8: Correlations between Sub-Variables of Confidence 

 C1 C2 C3 C4 C5 C6 C7 C8 C9 C10 

C1 
C C 1.00 -0.251**  0.297**  0.013 0.296** 0.059 -0.088 0.424** 0.185* 0.186* 

Sig. . 0.001 0.000 0.870 0.000 0.461 0.269 0.000 0.019 0.019 

C2 
C C -0.251**  1.00 0.153 0.057 0.052 0.015 -0.172* -0.051 -0.062 -0.340**  

Sig. 0.001 . 0.053 0.478 0.516 0.850 0.030 0.523 0.433 0.000 

C3 
C C 0.297**  0.153 1.00 0.440** 0.200* 0.004 -0.035 0.350** 0.330**  0.350**  

Sig. 0.000 0.053 . 0.000 0.011 0.957 0.665 0.000 0.000 0.000 

C4 
C C 0.013 0.057 0.440**  1.00 0.196* 0.019 0.022 0.473** 0.055 0.193* 

Sig. 0.870 0.478 0.000 . 0.013 0.811 0.782 0.000 .493 0.014 

C5 
C C 0.296**  0.052 0.200* 0.196* 1.00 0.096 -0.033 0.324** 0.308**  0.225**  

Sig. 0.000 0.516 0.011 0.013 . 0.228 0.677 0.000 0.000 0.004 

C6 
C C 0.059 0.015 0.004 0.019 0.096 1.000 0.176* -0.057 0.107 0.055 

Sig. 0.461 0.850 0.957 0.811 0.228 . 0.026 0.475 0.177 0.489 

C7 
C C -0.088 -0.172* -0.035 0.022 -0.033 0.176* 1.00 -0.037 0.082 0.093 

Sig. 0.269 0.030 0.665 0.782 0.677 0.026 . 0.639 0.303 0.241 

C8 
C C 0.424**  -0.051 0.350**  0.473** 0.324** -0.057 -0.037 1.00 0.275**  0.349**  

Sig. 0.000 0.523 0.000 0.000 0.000 0.475 0.639 . 0.000 0.000 

C9 
C C 0.185* -0.062 0.330**  0.055 0.308** 0.107 0.082 0.275** 1.00 0.601**  

Sig. 0.019 0.433 0.000 0.493 0.000 0.177 0.303 0.000 . 0.000 

C10
C C 0.186* -0.340**  0.350**  0.193* 0.225** 0.055 0.093 0.349** 0.601**  1.00 

Sig. 0.019 0.000 0.000 0.014 0.004 0.489 0.241 0.000 0.000 . 

** Significant correlation is at 0.01 level (2-tailed). 

* Significant correlation is at 0.05 level (2-tailed). 
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6.4.1.2 Correlation between Sub variables of Conservatism 

Table 6.9 shows the numeric strength of linear relationship between various sub-

variables involving in main variable conservatism through mostly used method 

in research studies called correlation matrix. As the data is categorical (five point 

Likert scale) in nature that is why the suitable correlation here called ranked 

correlation is used. Therefore, correlation matrix carry the results of rank 

correlation coefficients for ordinal verses ordinal and p-value which shows 

significance and non-significance of linear strength at two different level of 

significance as five percent and one percent (? 
 0.05, 0.01). It is clear from 

table that, negative and significant correlation at five percent level of 

significance (? 
  0.05) is observed between CN2, CN9 and at one percent level 

of significance (? 
  0.01) between CN4 and CN9. Furthermore, others pair of 

variables also show negative but statistically insignificant correlation with each 

other at both level of significance as five percent and one percent (? 

0.05, 0.01 ). Positive and statistically significant at one percent level of 

significance (? 
  0.01) linear relation was observed between CN1with CN3, 

C2 and C8, C2 and C9, C3 and C7, C5 and C7, C6 and C8 and C7 and C8, while 

the linear relationship between the remaining sub-variables pair-wise was 

recorded positive. Statistically significant at one percent level of significance 

( ? 
  0.01 ) and positive was observed between C1 with C3, C5 and C8, 

between C3 with C4, C8, C9 and C10, between C4 and C8, between C5 with C8, 

C9 and C10, between C8 with C9, C10 and C9 with C10. Positive and 

significant correlation at five percent level of significance (? 
  0.05 ) was 

observed between C1 with C9 and C10, between C3 and C5, between C4 with 
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C5 and C10. The strength of linear relationship between other pair of sub-

variables was observed statistically significant. 

Table 6.9: Correlations between Sub-Variables of Conservatism 

 CN1 CN2 CN3 CN4 CN5 CN6 CN7 CN8 CN9 CN10 

CN1 
C C 1.00 0.152 0.263** 0.125 0.092 0.183* 0.173* 0.081 -0.019 -0.131 

Sig. . 0.055 0.001 0.116 0.246 0.020 0.029 0.311 0.814 0.097 

CN2 
C C 0.152 1.00 0.088 -0.117 -.098 -0.057 0.091 0.311** -0.176* 0.051 

Sig. 0.055 . 0.269 0.139 .218 0.475 0.254 0.000 0.026 0.520 

CN3 
C C 0.263** 0.088 1.00 -0.007 -0.016 -0.027 -0.028 0.183* 0.067 -0.078 

Sig. 0.001 0.269 . 0.931 0.842 0.731 0.724 0.021 0.403 0.324 

CN4 
C C 0.125 -0.117 -0.007 1.00 0.213** -0.025 0.102 0.112 -0.206**  -0.113 

Sig. 0.116 0.139 0.931 . 0.007 0.754 0.198 0.160 0.009 0.153 

CN5 
C C 0.092 -0.098 -0.016 0.213**  1.00 0.030 0.460**  .100 -0.014 0.078 

Sig. 0.246 0.218 0.842 0.007 . 0.708 0.000 0.208 0.857 0.329 

CN6 
C C 0.183* -0.057 -0.027 -0.025 0.030 1.00 0.074 -0.030 -0.034 0.302**

Sig. 0.020 0.475 0.731 0.754 0.708 . 0.353 0.704 0.673 0.000 

CN7 
C C 0.173* 0.091 -0.028 0.102 0.460** 0.074 1.00 0.224** 0.074 0.078 

Sig. 0.029 0.254 0.724 0.198 0.000 0.353 . 0.004 0.350 0.325 

CN8 
C C 0.081 0.311**  0.183* 0.112 0.100 -0.030 0.224**  1.00 -0.136 -0.016 

Sig. 0.311 0.000 0.021 0.160 0.208 0.704 0.004 . 0.087 0.843 

CN9 
C C -0.019 -0.176* 0.067 -0.206**  -0.014 -0.034 0.074 -0.13 1.000 -0.092 

Sig. 0.814 0.026 0.403 0.009 0.857 0.673 0.350 0.087 . 0.248 

CN10
C C -0.131 0.051 -0.078 -0.113 0.078 0.302** 0.078 -0.016 -0.092 1.00 

Sig. 0.097 0.520 0.324 0.153 0.329 0.000 0.325 0.843 0.248 . 

**. Significant correlation is at 0.01 level (2-tailed). 

*. Significant correlation is at 0.05 level (2-tailed). 
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6.4.1.3 Correlation between Sub variables of Herding Effect Biasis  

Table 6.10 represents the strength of linear relationship between various sub-

variables of main variable “the herding effect” done through with correlation 

matrix. As the data has categorical (five point Likert scale) nature that is why the 

suitable correlation here called ranked correlation is used. Therefore correlation 

matrix contains the findings of rank correlation coefficients for ordinal verses 

ordinal and p-value which shows the significance and insignificance of linear 

strength at two different level of significance as five percent and one percent 

(? 
 0.05, 0.01). The table results show that negative and significant correlation 

at one percent level of significance (? 
  0.01) was observed between C1, C2 

and between C2 and C10. Furthermore, negative and significant at five percent 

level of significance (? 
  0.05) was observed between C2 and C7, however 

negative but statistically insignificant correlation was observed between C1 and 

C7, C2 and C8, C2 and C9, C3 and C7, C5 and C7, C6 and C8 and C7 and C8, 

while the linear relationship between the remaining sub-variables pair-wise was 

recorded positive. Statistically significant at one percent level of significance 

( ? 
  0.01 ) and positive was observed between C1 with C3, C5 and C8, 

between C3 with C4, C8, C9 and C10, between C4 and C8, between C5 with C8, 

C9 and C10, between C8 with C9, C10 and C9 with C10. Positive and 

significant correlation at five percent level of significance (? 
  0.05 ) was 

observed between C1 with C9 and C10, between C3 and C5, between C4 with 

C5 and C10. The strength of linear relationship between others pair of sub-

variables was observed statistically significant. 
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Table 6.10: Correlations Between Sub-Variables of Herding Effect 

 HE1 HE2 HE3 HE4 HE5 HE6 HE7 HE8 HE9 HE10 

HE1 
C C 1.00 0.113 0.019 -0.082 -.231**  -0.135 0.047 0.085 -0.082 -0.090 

Sig. . 0.157 0.809 0.306 .003 0.089 0.556 0.286 0.300 0.257 

HE2 
C C 0.113 1.00 0.021 0.030 -.162* -0.029 0.108 0.351**  -0.034 0.043 

Sig. 0.157 . 0.788 0.708 .041 0.714 0.175 0.000 0.672 0.588 

HE3 
C C 0.019 0.021 1.00 -0.056 -.027 -0.109 0.101 -0.128 -0.031 -0.044 

Sig. 0.809 0.788 . 0.484 .732 0.169 0.203 0.108 0.696 0.578 

HE4 
C C -0.082 0.030 -0.056 1.00 0.079 -0.001 0.241** -0.248**  -.107 0.993**  

Sig. 0.306 0.708 0.484 . 0.321 0.992 0.002 0.002 .180 0.000 

HE5 
C C -0.231**  -0.162* -0.027 0.079 1.00 0.242** -0.070 0.299**  0.259** 0.080 

Sig. 0.003 0.041 0.732 0.321 . 0.002 0.381 0.000 0.001 0.314 

HE6 
C C -0.135 -0.029 -0.109 -0.001 0.242** 1.00 0.094 -0.053 0.179* 0.009 

Sig. 0.089 0.714 0.169 0.992 0.002 . 0.236 0.503 0.023 0.913 

HE7 
C C 0.047 0.108 0.101 0.241**  -0.070 0.094 1.00 -0.093 0.055 0.252**  

Sig. 0.556 0.175 0.203 0.002 0.381 0.236 . 0.242 0.492 0.001 

HE8 
C C 0.085 0.351**  -0.128 -0.248**  0.299** -0.053 -0.093 1.00 0.153 -0.257**  

Sig. 0.286 0.000 0.108 0.002 0.000 0.503 0.242 . 0.053 0.001 

HE9 
C C -0.082 -0.034 -0.031 -0.107 0.259** 0.179* 0.055 0.153 1.00 -0.106 

Sig. 0.300 0.672 0.696 0.180 0.001 0.023 0.492 0.053 . 0.184 

HE10 
C C -0.090 0.043 -0.044 0.993**  0.080 0.009 0.252** -0.257**  -0.106 1.00 

Sig. 0.257 0.588 0.578 0.000 0.314 0.913 0.001 0.001 0.184 . 

**. Significant correlation at the 0.01 level (2-tailed). 

*. Significant correlation at the 0.05 level (2-tailed) 
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6.4.2 Correlation between Main Variables 

Table 6.11 gives results of correlation between main variables of this research 

study. As the main variables were calculated on the basis of all sub-variables in 

each main variable by taking their mean so the main variables becomes 

continuous in nature. Pearson correlation was calculated for each pair of main 

variables because of continuous nature and their significance was observed at 

two different level of significance as five percent and one percent (? 

0.05, 0.01). Correlation between pairs of main variables was recorded positive 

while no negative correlation was observed. The correlation between confidence 

and herding effect bias and between conservatism and herding effect bias are 

found statistically significant at one percent level of significance (? 
  0.01) and 

correlation between confidence and conservatism at five percent level of 

significance (? 
 0.05) was found significant. 

Table 6.11: Correlations between Main Variables 

 Confidence Conservatism Herding Effect Bias 

Confidence 
 Pearson CO 1 0.184* 0.232**  

 Sig. (2-tailed)  0.020 0.003 

Conservatism 
 Pearson CO 0.184* 1 0.560**  

 Sig. (2-tailed) 0.020  0.000 

Herding 

Effect Bias 

 Pearson CO 0.232**  0.560**  1 

 Sig. (2-tailed) 0.003 0.000  

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 
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6.5 Logistic Regression Model 

As the dependent variable “investment decision” is categorical in nature that is 

why logistic regression model is used. It is well-known to every researcher that, 

descriptive analysis just provides the basic description of data and nothing else. 

Also, the widely used theme of descriptive analysis average/mean provide the 

impact of independent variables on the dependent but it do not realize the 

statistically significant and insignificant impact as well as the positiveness and 

negativity of the impact. Hence, for this reason, logistic regression model is used 

to recognize the significance as well as the direction (positive & negative) of the 

impact.  

6.5.1 Model Summary 

Results of the Table 6.12 demonstrate the model summary of the fitted logistic 

regression model. The statistics of -2 Log likelihood ratio test and two types’ 

pseudo R Square can be seen in the table. In order to estimate the explained 

variance in the fitted model they are calculated. The fitted model is terminated 

on iteration number six with -2 Log likelihood 111.357. The calculated statistics 

of Cox & Snell R Square is 0.469 and Nagelkerke R Square is 0.638. This means 

that around 47 percent and 64 percent of variation is explained by independent 

variable of the model which is good. 

Table 6.12: Model Summary 

Step -2 Log likelihood Cox & Snell R Square Nagelkerke R Square 

1 111.357a 0.469 0.638 

a. Estimation terminated at iteration number 6 as parameter estimates varied by 

less than 0.001. 
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6.5.2 Model Coefficients  

Table 6.13 consists the results of the fitted logistic regression model including 

three predictors/independent variables, namely overall confidence, overall 

conservatism and overall herding effect bias and its impact was observed on the 

investment decisions of investors in the presence of FPI. Results includes 

regression coefficients (B) of the selected variables, its standard error, Wald 

statistic, degree of freedom (df), level of significance (Sig.) and Odds ratio (Exp 

(B)). From the fitted logistic regression model it is clear that variable “Overall 

Confidence” has positive and highly significant impact on investment decisions 

of investors in the presence of FPI. As the recorded coefficient (B = 3.538) with 

a standard error = 0.530 and much larger value of the Wald test statistic = 44.622 

and (p-vale = 0.00). The odds ratio for Overall Confidence (Exp (B) = 34.396) 

indicating that, the investment decision of confident investor in presence of FPI 

are 34.396 more as compare to non-confident investors. “Overall Conservatism” 

has negative impact on investment decision of investors in the presence of FPI 

(B = -2.630) with standard error 0.845 and highly significantly (p-value = 0.000) 

and large value of Wald test = 9.690 associated with variable. The odds ratio 

(Exp (B) = 0.072) indicates that, if “Overall Conservatism” is present then the 

investor investment decision in the presence of FPI decrease to 7.2 percent as 

compare to 100 percent during its absence, which means that about 93 percent 

investor investment decision in presence of FPI is affected due to Overall 

Conservatism. Also it is noticed that, Overall Herding effect bias has positive but 

no significant relation with investment decision of investor in the presence of 

FPI with regression coefficient B = 0.959, large p-value = 0.209 (greater than 
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0.05), small Wald statistic value = 1.579 and (Exp (B) = 2.609). This indicates 

that, if “Overall Herding effect bias” is present then the investor investment 

decision in the presence of FPI increases to 2.609. 

Table 6.13: Model Coefficients  

 B S.E. Wald df Sig. Exp(B) 

 Overall Confidence 3.538 0.530 44.622 1 0.000 34.396 

 Overall Conservatism -2.630 0.845 9.690 1 0.002 0.072 

 Overall Herding effect bias  0.959 0.763 1.579 1 0.209 2.609 

 Constant -4.738 2.882 2.703 1 0.100 0.009 

 a. Variable(s): Overall: Confidence, Conservatism, Herding effect bias 

 

6.5.3 Optimum/Best Logistic Regression Model 

In this section the best fitted logistic regression model were selected on the basis 

of -2 Log likelihood/ likelihood ratio test and two type’s pseudo R Square 

through forward conditional method. The minimum value of -2 Log likelihood/ 

likelihood ratio test is consider best comparatively to the whole/main model and 

the maximum values for both types of pseudo R Square comparatively to the 

whole/main model is considered the best. Model having both these qualities 

called optimum/ best model. 

6.5.4 Optimum Model Summary 

Table 6.14 presents the results of the whole/main and best fitted logistic 

regression model summary through -2 Log likelihood/ likelihood ratio test and 

two type’s pseudo R Square. It’s includes the results of whole/main model at 

step one and the best model at step two. The optimum/ best model was selected 
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at step two, on the basis of the said criterion with optimum number of 

independent variables. The value -2 Log likelihood for model in step-1 and step-

2 are 122.998 and 112.957 respectively, no much deference was observed but 

however the value for model in step-2 was observed small which is an indication 

of optimum/best model. Also, the recorded values of Cox & Snell R Square = 

0.429 and Nagelkerke R Square = 0.584 for model in step-1 indicate that about 

43 percent and 58 percent variation is explained in dependent variable on the 

basis of given independent variables. While for model in step-2 the recorded 

values of Cox & Snell R Square = 0.464 and Nagelkerke R Square = 0.631 

indicates that about 47 percent and 63 percent variation is explained in 

dependent variable on the basis of given independent variables, which is quite 

good as compare to model in step-1. Furthermore, on the basis of these results 

model present in step-2 is the selected optimum/best logistic regression model. 

Thus in sub-section 6.5.2 only the results of model present in table 6.15 step-2 

will be interpreted. 

Table 6.14: Model Summary 

Step -2 Log likelihood Cox & Snell R Square Nagelkerke R Square 

1 122.998a 0.429 0.584 

2 112.957b 0.464 0.631 

a. Estimation terminated at iteration number 5 because parameter estimates 

changed by less than 0.001. 

b. Estimation terminated at iteration number 6 because parameter estimates 

changed by less than 0.001. 
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6.5.5 Optimum/ Best Model Coefficient 

Table 6.15 consists the results of the main and best fitted logistic regression 

model at step-1 and step-2 respectively. The main fitted model in step-1 includes 

only one predictor/independent variables, namely overall confidence and its 

impact was observed on the investment decisions of investors in the presence of 

FPI. While the optimum/best model in step-2 containing two 

predictor/independent variables namely overall confidence, over all 

conservatism. The optimum/best model containing only two predictors/ 

independent variables having significant impact on dependent variable, that’s 

why the third variable overall herding effect bias was removed from the 

selection process of optimum/best model as it is found insignificant. It shows the 

results of coefficients (B) of the selected variables, its standard error, Wald 

statistic, degree of freedom (df), level of significance (Sig.) and Odds ratio (Exp 

(B)). From the fitted optimum/best logistic regression model in step-1 it is clear 

that variable “Overall Confidence” has positive and highly significant impact on 

investment decision of investors in the presence of FPI. As the recorded 

coefficient (B = 3.150) with a standard error = 0.445 and much larger value of 

the Wald test statistic = 50.192 and small (p-value = 0.00). The odds ratio for 

Overall Confidence (Exp (B) = 23.334) indicating that, the investment decision 

of confident investor in presence of FPI are 23.334 more as compare to non-

confident investors. In step-2 model containing two independent variables 

namely “Overall Confidence” from the model in step-1 and “Overall 

Conservatism”. It’s observed that from model in step-2, “Overall Conservatism” 

has negative impact on investment decision of investors in the presence of FPI 
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(B = -2.165) with standard error 0.749 and significantly (p-value = 0.004) and 

large value of Wald test = 8.358 associated with variable. The odds ratio (Exp 

(B) = 0.115) indicates that, if “Overall Conservatism” is present then the investor 

investment decision in the presence of FPI decrease to 11.5 percent as compare 

to 100 percent during its absence. Which means that about 88 percent investor 

investment decision in presence of FPI is affected due to Overall Conservatism. 

Table 6.15: Model Coefficient 

 B S.E. Wald df Sig. Exp(B) 

Step 1a 
 Ccombined 3.150 0.445 50.192 1 0.000 23.334 

 Constant -10.136 1.526 44.113 1 0.000 0.000 

Step 2b 

 Ccombined 3.544 0.525 45.511 1 0.000 34.590 

 CNcombined -2.165 0.749 8.358 1 0.004 0.115 

 Constant -3.197 2.542 1.583 1 0.208 0.041 

a. Variable(s) entered on step 1: Ccombined. 

b. Variable(s) entered on step 2: CNcombined. 
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CHAPTER 7 

TRIANGULATION  

7.1 Introduction 

This chapter of analysis containing outcomes achieved by investigating sample 

of data collected form 160 respondents of institutional investors listed at 

Pakistan Stock Exchange (PSX). To examine the impact of different variables as 

well as to triangulate the outcomes of the secondary data, a questionnaire-based 

survey has been conducted in which the institutional investors were asked 

directly in order to capture the ground reality along with the secondary data 

analysis. The questionnaire has been adopted from the survey conducted by 

United Nations Conference on Trade and Development (UNCTAD, 1999) with 

slight modifications. Variables are the five questions covering market 

fundamentals and are coded as MF1, MF2, MF3, MF4 and MF5. The impact of 

these variables (MF1, MF2, MF3, MF4 and MF5) is explored related to 

investment decision of respondents through logistic regression modelling 

technique. Also, basic exploration of selected sample data was observed through 

descriptive statistics and correlation. Descriptive statistics include maximum, 

minimum, mean and standard deviation. The response of respondents was 

observed through five-point Likert scale, thus minimum and maximum values 

will be 1 to 5 inclusive. Furthermore, from the mean of each variable, its impact 

was observed on investment decision. The standard deviation describes the 

variation in each variable from their average value. Finally, the analysis ends by 

identifying the impact of each selected independent variables on dependent 
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variable through logistic regression model and the obtained results are 

triangulated to the results obtained from analysis of secondary data of chapter 5.  

7.2 Variables Description 

This section contains information about the selected dependent and independent 

variables with proper exploration and nature of the variables.  

7.2.1 Description of Dependent Variable  

The dependent variable for this part of the study is “Do you think foreign 

portfolio investment (FPI) has impact on PSX?” In this part of the study, the 

ground reality is diagnosed through questionnaire-based survey in order to 

triangulate the results of secondary data with the primary data. In this sense, the 

study has its own uniqueness.  

For secondary data, different macroeconomic factors and stock market indicators 

which have been analysed in order to check their relationship with the dependent 

variable that is FPI. Now, investors were practically asked to show their 

response regarding the impact of these variables (different macroeconomic 

factors and stock market indicators) on FPI, also the effect of FPI on these 

variables through questionnaire.  

7.2.2 Description of Independent Variables  

The independent variables, taken for this part of the study, are devised on the 

basis of secondary data variables. This is done through devising a questionnaire 

in which institutional investor is asked that whether a particular variable (used in 

secondary data analysis) has effect on FPI.  
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The following five questions have been devised to project the secondary data 

variables. Each of them is coded as MF indicating the market fundamentals like 

risk, return, market performance etc.  

7.2.2(a) MF1 

The first question “ Foreign portfolio investment (FPI) has positive impacts on 

stock market performance and this has influenced my participation at PSX” is 

related to the checking of impact on and of stock market index, stock market 

capitalization, stock market efficiency and stock market risk and returns of and 

on FPI. The overall index of stock market indicators is addressed by this variable 

(question). This question also address the confidence behaviour of investors as if 

overall stock market has positive impact on foreign investment, with the influx 

of foreign investment into PSX, domestic investor’s confidence will also 

increases. 

7.2.2(b) MF2 

This question “The main benefit from foreign portfolio investment is the 

improved portfolio returns” addresses the relationship between stock market 

returns (SMRTN) and FPI. In the secondary data analysis, the regression shows 

that stock market returns have positive relationship with FPI. Feedback has been 

taken from institutional investors operating at PSX through this question. It is 

assumed that with improved portfolio returns due to foreign investment in PSX, 

would increase the confidence of domestic investors.  
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7.2.2(c) MF3 

The third question “FPI helps in diminishing portfolio risk by diversification” is 

addressing the results of relationship between stock market risk (SMRSK) and 

FPI. It was assumed that with increase in FPI, there is decrease in SMRSK and 

vice versa, with this, investors’ confidence boosts up. On other hand with the 

increase in risk, the confidence level of investors declines and they behave 

conservative and becomes less aggressive. With increase in the expected risk 

also result in the herding effect of investors. 

7.2.2(d) MF4 

The question “ FPI increase liquidity (turnover) of stock market” addresses the 

relationship between FPI and SMTRNOVR. Investors see positive relationship 

between the two variables and it is assumed that with increase in FPI increases 

the liquidity of the stock market and hence boosting the confidence of investors.  

7.2.2(e) MF5 

The last question is “ Do you think that improved / improving macroeconomic 

factors and stock market indicators (stock market returns, size, risk, turnover, 

and stock market performance) of Pakistan Stock Exchange (PSX) attract FPI to 

the country?”. It shows the overall relationship of both sets of variables already 

tested through secondary data analysis. It is assumed that an overall improving 

macroeconomic variables and stock market indicators have positive relationship 

with FPI. This question shows the overall impact of the stock market indicators 

and macroeconomic factors on FPI.  
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7.3 Coding Scheme for the Selected Data  

As this study is based on primary data which is collected through a well-defined 

questionnaire and all the variables included in the data set are categorical in 

nature. But it is well known to every researcher that statistics does not deal with 

qualitative or categorical data rather its deal with only numerical data, therefore, 

each variable was converted to quantity. Five-point Likert scale is used as the 

investor’s response was divided in five categories, each category of the selected 

variable was assigned a code from 1 to 5. For simplification and easy 

understanding, the variable, short name, categories/ cases and codes of each 

category for all selected variable are described in the table 7.1. 
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Table 7.1: Coding Scheme of elected Variables 

Variable *S. Name Cases Cods 

Do you think foreign portfolio 

investment has impact on PSX? 
FPI  

Agree 1 

Disagree 0 

Foreign portfolio investment (FPI) 

has positive impacts on stock market 

performance and this has influenced 

my participation at PSX. 

 

MF1 

Strongly Disagree 1 

Disagree 2 

Neutral 3 

Agree 4 

Strongly Agree 5 

The main benefit from foreign 

portfolio investment is the improved 

portfolio returns. 

 

MF2 

Strongly Disagree 1 

Disagree 2 

Neutral 3 

Agree 4 

Strongly Agree 5 

 

FPI helps in diminishing portfolio 

risk by diversification. 

 

MF3 

Strongly Disagree 1 

Disagree 2 

Neutral 3 

Agree 4 

Strongly Agree 5 

 

 

FPI increase liquidity(turnover) of 

stock market   

 

 

MF4 

Strongly Disagree 1 

Disagree 2 

Neutral 3 

Agree 4 

Strongly Agree 5 

Do you think that improved / 

improving macroeconomic factors 

and stock market indicators (stock 

market returns, size, risk, turnover, 

and stock market performance) of 

Pakistan Stock Exchange (PSX) 

attract FPI to the country? 

 

 

MF5 

Strongly Disagree 1 

Disagree 2 

Neutral 3 

Agree 4 

Strongly Agree 5 

*S. Name (Short name) 
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7.4 Reliability of Data  

As discussed in previous chapter, the data set in hand for research purpose must 

be reliable to extend the findings and make inference about the population, 

results of research without using reliable data are not commonly acceptable. For 

this reason, it’s important to calculate reliability of the data before further going 

for any statistical analysis. To check this, Cronbach's Alpha statistic was used 

and the result was recorded in table 7.2. A calculated value of Cronbach's Alpha 

statistic closed to 1 confirms that, the selected data set for research purpose is 

reliable and one can use it for advance statistical analysis. On the other hand, if 

recorded value of Cronbach's Alpha statistic is closed to 0 then it indicates that, 

the selected data is not reliable and couldn’t be used for further statistical 

analysis. However, the calculated value for the selected data set shows a value 

for Cronbach's Alpha statistic equal to 0.779 which is quite high and closed to 

1.00 indicating that the selected data set is reliable and one can use it for further 

analysis. 

 Table 7.2: Reliability Statistics 

Cronbach's Alpha No of Items 

0.779 5.00 

 

7.5 Reliability of the Data if Item Deleted 

Another check for the reliability of data set is Cronbach's Alpha statistic if item 

deleted, it is related to each variable in the selected data set. Through this 

checking of reliability, the importance of each selected variable in the data set 

will be observed. This check is based on Cronbach's Alpha statistic vale when 
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the selected one variable from the data is deleted comparatively to the overall 

value of statistic. The result of this test was recorded in table 7.3, which describe 

if variable MF1 was delete from the data set then the value of Cronbach's Alpha 

statistic become 0.767 which is less from the overall value of 0.779. This result 

shows that, the reliability of data decreases when variable MF1 was delete from 

the selected sample data set i.e. the variable is important. Similar results was 

observed for MF2, MF3 and MF5 while the opposite result was recorded for 

MF4. As the calculated value for Cronbach's Alpha statistic when MF4 is 

deleted from the data was recorded 0.798 which is greater from overall value of 

statistic which is 0.779, but however, there is little difference, therefore, the 

variable can be used in further analysis of data set.    

Table 7.3: Reliability if Item Deleted 

Variables Cronbach's Alpha if Item Deleted 

MF1 0.767 

MF2 0.694 

MF3 0.678 

MF4 0.798 

MF5 0.737 

7.6 Descriptive Statistics  

The part of the chapter contains the summary and descriptive statistics of the 

collected data. For the exploratory analysis it is crucial to looking first at the 

summary and descriptive statistics of the collected sample data. These include 

maximum, minimum, mean and standard deviation (Std. Deviation). 

Furthermore, through the mean value of each variable impact levels was 
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identified through specified rules. As the responses of investors were observed 

on five point Likret scale, so, “mean” values of these variables can decide their 

impact levels on the dependant by considering the following rules. 

� A mean value less than or equal to 1 (one) illustrate very low impact   

� A mean value from 1 to 2 illustrate low impact 

� A mean value from 2 to 3 illustrate moderate impact 

� A mean value from 3 to 4 illustrate high impact 

� A mean value more than 4 illustrate very high impact 

Decision about impact of the selected variables will be made through descriptive 

analysis.  

7.7 Descriptive Statistics of Selected Independent Variables 

Table 7.4 presents the results of descriptive statistics of the selected independent 

variables. As the data was collected from 160 respondents, so, the size for each 

selected variable was represented by “N” and recorded 160 for each variable 

showing that there is no missing value. The “minimum” and “maximum” 

represents the possible smallest and highest value for each variable as the 

minimum value recorded for MF1 is 1 and maximum is 5. Similar results were 

observed for all MF2, MF3, MF4 and MF5. The mean value for MF1 was 

observed 3.8688 with a minimum standard deviation of 0.93245 suggests that 

MF1 have high impact on FPI. A minimum mean value 3.6438 was recorded for 

MF2 with standard deviation of 1.04217 recommends that MF2 have high 

impact on FPI. The maximum mean value of 3.9375 with maximum standard 
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deviation of 1.10850 was noted for MF3 endorses that, this variable have high 

impact on FPI. The variable MF4 and MF5 also shows high impact on FPI as 

there mean values was recorded 3.6812 and 3.7313 with standard deviations 

1.10671 and 0.99509 respectively. As the impact of each independent variable is 

recorded high on the dependent variable through mean but this not telling 

anything that this impact is positive or negative also statistically significance of 

insignificant. For this purpose logistic regression is necessary as the dependent 

variable is categorical. 

Table 7.4: Descriptive Statistics of Selected Independent Variables 

Variables N Minimum Maximum Mean Std. Deviation 

MF1 160 1.00 5.00 3.8688 0.93245 

MF2 160 1.00 5.00 3.6438 1.04217 

MF3 160 1.00 5.00 3.9375 1.10850 

MF4 160 1.00 5.00 3.6812 1.10671 

MF5 160 1.00 5.00 3.7313 0.99509 

 

7.8 Distribution of Respondent Response  

This section contains information of respondents’ response about each selected 

dependent and independent variables. The response was observed in the form of 

frequency, percentages and cumulative percentages of the randomly selected 

respondents.   

7.8.1 Distribution of Respondent Response about Dependent Variable 

The dependent variable divided into two categories as agree and disagree 

represented by 1 and 0 respectively. The table 7.5 illustrates the respondent’s 
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response about this variable as out of total 128 respondents agreed and the 

remaining 32 disagreed. The percentage of these was recorded 80.00 and 20.00 

with cumulative percentage 20.00 and 100.00 respectively.  

Table 7.5: Distribution of dependent variables 

Variable Cases Frequency Percent Cumulative Percent 

FPI 

 Disagree 32 20.0 20.0 

 Agree 128 80.0 100.0 

 Total 160 100.0  

 

7.8.2 Distribution of Independent Variables 

The respondents’ responses about selected independent variables were observed 

in the form of frequency, percentages and cumulative percentages. In the 

subsections the detailed of each selected independent variable are presented.   

7.8.2(a) Distribution of Independent Variable MF1 

The independent variable MF1 is categorized in five mutually exclusive 

categories as, strongly disagree, disagree, natural, agree and strongly agree. The 

said categories were coded as 1, 2, 3, 4 and 5 respectively. Table 7.6 

demonstrate response of the respondent’s about the variable and found that, out 

of total 2 respondents strongly disagreed, 13 disagreed, 30 were noticed natural, 

74 agreed and the remaining 41 were recorded strongly agreed. The percentage 

was recorded 1.30, 8.10, 18.80, 46.30 and 25.60 with cumulative percentages of 

1.30, 9.40, 28.10, 74.40 and 100.00 respectively.  
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Table 7.6: Distribution of Independent Variables 

Variable Cases Frequency Percent *C. Percent 

MF1 

 Strongly Disagree 2 1.3 1.3 

 Disagree 13 8.1 9.4 

 Natural 30 18.8 28.1 

 Agree 74 46.3 74.4 

 Strongly Agree 41 25.6 100.0 

 Total 160 100.0  

 *Cumulative Percent 

7.8.2(b) Distribution of Independent Variable MF2 

The selected independent variable MF2 was divided into five mutually exclusive 

categories namely, strongly disagree, disagree, natural, agree and strongly agree. 

These categories were coded as 1, 2, 3, 4 and 5 respectively. Table 7.7 validate 

reply of the randomly selected respondents were noticed as, out of 160 total 

respondents 2 strongly disagreed, 31 disagreed, 20 noticed natural, 76 agreed 

and the remaining 31 documented strongly agreed. The percentages of these 

were recorded as 1.30, 19.40, 12.50, 47.50 and 19.40 with cumulative 

percentages of 1.30, 20.60, 33.10, 80.60 and 100.00 respectively.  
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Table 7.7: Distribution of Independent Variables 

Variable Cases Frequency Percent *C. Percent 

MF2 

 Strongly Disagree 2 1.3 1.3 

 Disagree 31 19.4 20.6 

 Neutral 20 12.5 33.1 

 Agree 76 47.5 80.6 

 Strongly Agree 31 19.4 100.0 

 Total 160 100.0  

*Cumulative Percent 

7.8.2(c) Distribution of Independent Variable MF3 

The independent variable MF3 was categorized in five mutually exclusive 

categories as, strongly disagree, disagree, natural, agree and strongly agree. The 

said categories were coded as 1, 2, 3, 4 and 5 respectively. Table 7.8 

demonstrate response of the selected respondent’s about the variable and found 

that, out of total 6 respondents strongly disagreed, 17 disagreed, 16 noticed 

natural, 63 agreed and the remaining 58 recorded strongly agreed. The 

percentages of these were recorded 3.80, 10.60, 10.00, 39.40 and 36.30 with 

cumulative percentages of 3.80, 14.40, 24.40, 63.80 and 100.00 respectively.  
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Table 7.8: Distribution of independent variables 

Variable Cases Frequency Percent *C. Percent 

Valid 

 Strongly Disagree 6 3.8 3.8 

 Disagree 17 10.6 14.4 

 Neutral 16 10.0 24.4 

 Agree 63 39.4 63.8 

 Strongly Agree 58 36.3 100.0 

 Total 160 100.0  

*Cumulative Percent 

7.8.2(d) Distribution of Independent Variable MF4 

The variable MF4 was treated in five mutually exclusive categories, strongly 

disagree, disagree, natural, agree and strongly agree. These categories were 

assign codes as 1, 2, 3, 4 and 5 respectively. Table 7.9 illustrate distribution of 

respondent’s response about the variable and recorded that, out of total 160 

respondents, 2 respondents strongly disagree, 29 disagree, 32 noticed natural, 52 

agreed and the remaining 45 recorded strongly agreed. The percentages of these 

respondents’ response were observed as 1.30, 18.10, 20.00, 32.50 and 28.10 with 

cumulative percentages of 1.30, 19.40, 39.40, 71.90 and 100.00 respectively.  
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Table 7.9: Distribution of independent variables 

Variable Cases Frequency Percent *C. Percent 

Valid 

 Strongly Disagree 2 1.3 1.3 

 Disagree 29 18.1 19.4 

 Neutral 32 20.0 39.4 

 Agree 52 32.5 71.9 

 Strongly Agree 45 28.1 100.0 

 Total 160 100.0  

*Cumulative Percent 

7.8.2(e) Distribution of Independent Variable MF5 

The selected independent variable MF5 is divided in five different mutually 

exclusive categories namely, strongly disagree, disagree, natural, agree and 

strongly agree. The assumed categories were coded as 1, 2, 3, 4 and 5 

respectively. Table 7.10 demonstrate response of the respondent’s about the 

selected independent variable and established that, out of total 4 respondents 

response strongly disagree, 15 disagree, 37 were noticed natural, 68 agreed and 

the remaining 36 were recorded strongly agreed. The percentages of the 

respondent’s response were recorded 2.50, 9.40, 23.10, 42.50 and 22.50 with 

cumulative percentages of 2.50, 11.90, 35.00, 77.50 and 100.00 respectively.  
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Table 7.10: Distribution of independent variables 

Variable  Frequency Percent *C. Percent 

Valid 

 Strongly Disagree 4 2.5 2.5 

 Disagree 15 9.4 11.9 

 Neutral 37 23.1 35.0 

 Agree 68 42.5 77.5 

 Strongly Agree 36 22.5 100.0 

 Total 160 100.0  

*Cumulative Percent 

7.9 Correlation 

Table 7.11 presents the results of the strength of linear relationship or correlation 

between the selected categorical independent variables. As the selected variables 

were all categorical in nature thus the best approach for calculation correlation 

between them is Pearson rank correlation. The Pearson rank correlation was 

calculated for each pair of independent variables and their significance was 

detected at one percent (? 
  0.01) level of significance. Correlation of MF1 

with MF2, MF3, MF4 and MF5 was record positive and statistically significant 

as for each pair of correlation the p-value was observed less from the selected 

level of significance. The correlation of MF2 with MF3, MF4 and MF5 was 

noticed positive and statistically significant as for each pair of correlation the p-

value was observed less from (? 
  0.01). Similar result was observed for MF3 

with MF4 and MF5 and for MF4 with MF5. 
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Table 7.11: Correlation Coefficient 

Variables  MF1 MF2 MF3 MF4 MF5 

MF1 

Correlation  

Coefficient 
1.000 0.397**  0.429**  0.208**  0.211**  

Sig. (2-tailed) . 0.000 0.000 0.008 0.008 

MF2 

Correlation 

Coefficient 
0.397**  1.000 0.562**  0.377**  0.480**  

Sig. (2-tailed) 0.000 . 0.000 0.000 0.000 

MF3 

Correlation 

Coefficient 
0.429**  0.562**  1.000 0.381**  0.364**  

Sig. (2-tailed) 0.000 0.000 . 0.000 0.000 

MF4 

Correlation 

Coefficient 
0.208**  0.377**  0.381**  1.000 0.249**  

Sig. (2-tailed) 0.008 0.000 0.000 . 0.001 

MF5 

Correlation 

Coefficient 
0.211**  0.480**  0.364**  0.249**  1.000 

Sig. (2-tailed) 0.008 0.000 0.000 0.001 . 

Spearman's rho Correlation Coefficient **.  

Correlation is significant at the 0.01 level (2-tailed). 

 

7.10 Logistic Regression 

The dependent variable in this research study is categorical in nature as in form 

of agrees and disagree coded (1 and 0) that is why logistic regression is used. 

This method was used to recognize the significant or insignificant impact of the 

selected independent variables on dependent variable along with the direction 

i.e. positive and negative of the impact. 
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7.10.1 Model Summary 

Model summary containing information about the fitness of the model that is the 

selected model is good fit or not. Table 7.12 demonstrate the outcome of the 

logistic regression model fitness through -2 Log likelihood or likelihood ratio 

test and two type’s pseudo R Square namely, Cox & Snell R Square Nagelkerke 

R Square. The fitted model of logistic regression was completed on iteration 

number nine with a minimum value of -2 Log likelihood 23.643. Also, the 

recorded values of Cox & Snell R Square = 0.574 and Nagelkerke R Square = 

0.907, directs that around 58 and 91 percent variation is explained in dependent 

variable on the basis of given independent variables, which are quite good. As 

the minimum value of -2 Log likelihood and larger percentages of pseudo R 

Square indicates that the selected model is bet fit to data. 

Table 7.12: Model Summary 

Step -2 Log likelihood Cox & Snell R Square Nagelkerke R Square 

1 23.643 0.574 0.907 

a. Estimation terminated at iteration number 9 because parameter estimates 

changed by less than 0.001. 

 

7.10.2 Classification Table  

This table 7.13 of the fitted logistic regression model indicates the percentage of 

model correctness. Results show that, for both the categories of dependent 

variable almost 90 and 98 percentage of correctness was observed. The results 

also confirm that the overall percentage of correctness is almost 97 percent 

which indicates the model goodness of fit also that the selected model is good fit 

to the data.  
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Table 7.13: Classification Table 

Variable Cases Predicted 

FPI Percentage Correct 

Disagree Agree 

FPI 
Disagree 29 3 90.6 

Agree 2 126 98.4 

 Overall Percentage   96.9 

 a. The cut value is 0.500 

7.10.3 Model Coefficients 

Table 7.14 consists of the outcomes of the fitted logistic regression model 

containing five independent variables, namely MF1, MF2, MF3, MF4 and MF5, 

their influence is explored on the dependent variable. Results of the selected 

model consists coefficients (B) and standard error of the selected variables, Wald 

test statistic calculated values, degree of freedom (df), level of significance (Sig.) 

and Odds ratio of the expected coefficients (B) (Exp (B)). From the table of 

fitted logistic regression model it is clear that variable “MF1” has positive and 

significant influence on the dependent variable. As the recorded coefficient (B = 

1.221) with a standard error 0.593, for this, large value of the Wald test statistic 

4.232 and small (p-value = 0.040) was observed. The odds ratio for those agreed 

with MF1 (Exp (B) = 3.390) indicating the agreement of investors upon the 

influence of stock market on FPI as 3.390 times more as compare to those 

haven’t agree with the question. The result of this variable has addressed the 

result of stock market index that is the investors respond almost in the same way 

as we got the results from the secondary data analysis for this variable. This 

means that investors expect that the stock market performance improves in the 

presence of FPI. The variable “MF2” shows positive and significant influence on 
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the dependent variable. As the coefficient for it (B = 1.675) with a standard error 

0.740, value of the Wald test statistic 5.117 and small (p-value = 0.024) was 

recorded. The odds ratio for those investors agreed with MF2 was noticed (Exp 

(B) = 5.338) illustrating that, the stock market returns in presence of FPI are 

5.338 times more as compare to those haven’t agree with this question. Again, 

investors actually expect that stock market returns will improve in the presence 

of FPI, which the secondary data analysis for this reveals the same phenomenon. 

From the table of logistic regression it is noticed that variable “MF3” has 

positive and  significant impact on FPI flows. As the recorded coefficient (B = 

1.498) with a standard error 0.611, large value of the Wald test statistic 6.019 

and small (p-vale = 0.014) was observed. The odds ratio for those agreed with 

MF3 was calculated (Exp (B) = 4.475) presenting that, the investment decision 

of investor in presence of FPI are 4.475 more as compare to those haven’t agree 

with this question. MF3 is addressing the results of stock market risk in the 

presence of FPI. The results show that investor agree with the posit that stock 

market risk can be diversified through FPI. The impact of variable “MF4” was 

recorded positive and insignificant impact on FPI. As the recorded coefficient (B 

= 1.381) with a standard error 0.791, small value of the Wald test statistic 3.048 

and large (p-vale = 0.081 > 0.05) was observed. The odds ratio for those agreed 

with MF4 (Exp (B) = 3.979) indicating that, the stock market trading in presence 

of FPI are 3.390 more as compare to those haven’t agree with the question but its 

impact is statistically found insignificant. MF4 address the variable analysis of 

stock market liquidity that is market turnover. The domestic institutional 

investors said that indeed it is expected that market liquidity and efficiency will 

increase in the presence of FPI. Furthermore, the impact of the variable “MF5” 
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has observed positive and statistically significant on investment decision of 

investors in the presence of FPI. As the recorded coefficient (B = 1.421) with a 

standard error 0.720, for this with a large value of the Wald test statistic = 3.894 

and small (p-vale = 0.048 < 0.05) was observed. The odds ratio for those agreed 

with MF5 (Exp (B) = 4.141) indicating that, the investment decision of investor 

in presence of FPI are 4.141 times more as compare to those haven’t agree with 

this question. Lastly, the variables MF5 address the overall results of 

macroeconomic variables and stock market indicators as drivers of FPI. We get 

almost the same response from domestic institutional investors which represents 

the ground reality that the selected sets of variables analysed in chapter 4, 5 & 6 

do influence the FPI to PSX. It is very clear from the results that the ground 

reality almost also comply with the secondary data analysis of chapter 4 & 5. 

This means that domestic institutional investors operating in PSX are well aware 

of the FPI causes and impacts on the stock market indicators and they cannot be 

ignored.   

Table 7.14: Logistic Regression Coefficients 

Variables B S.E. Wald df Sig. Exp(B) 

MF1 1.221 0.593 4.232 1 0.040 3.390 

MF2 1.675 0.740 5.117 1 0.024 5.338 

MF3 1.498 0.611 6.019 1 0.014 4.475 

MF4 1.381 0.791 3.048 1 0.081 3.979 

MF5 1.421 0.720 3.894 1 0.048 4.141 

Constant -22.355 6.060 13.610 1 0.000 0.000 

a. Variable(s) entered on step 1: MF1, MF2, MF3, MF4, and MF5. 
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CHAPTER 8 

ANALYSIS OF THE QUALITATIVE DATA 

8.1 Introduction 

The present chapter focuses on the analysis of the interviews conducted form 10 

participants coded as A,B,C,D,E,F,G,H,I and J. All the ten participants were the 

domestic institutional investors in PSX. These participants were selected form 

the different stock markets and offices randomly. Six main questions were 

designed, related to the research questions focused in the study. The interviews 

were conducted to triangulate the results and analysis of the quantitative analysis 

of the present study. The researcher’s main concern was to see the ground 

realities in the stock market and to check the perceptions of the local investors 

regarding the main variable in the study. The interviews were structured in 

nature and all the participants were asked the same six questions one by one.  

8.2 Interview Questions  

The interview questions were: 

a) Confidence 

Q1. Do you think that the FPI flows influence the confidence level of domestic 

investors? If Yes then how?  

b) Conservatism  

Q2. Do FPI flows affect investors’ conservative investment behavior? If yes, 

then how FPI flows (IN and OUT) influence the conservatism behavior of 

domestic investors?  
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c) Herding Effect 

Q3. Do you think local investors herd in the presence of foreign investors?  

d) Overall Influence on Market  

Q4. Do you think that overall market performance is affected by the FPI flows? 

e) Suggestion for Local Investors 

Q5. How do you take investment decision in the presence of FPI?  

f) Suggestion for the Government  

Q6. What do you suggest to the government so that both types of investors 

(domestic and foreign) as well as the government take maximum out of FPI?  

The participants responded very frankly and cooperatively to these questions. 

The main findings of the interviews are given below.  

8.3 Confidence  

Q1. Do you think that the FPI flows influence the confidence level of domestic 

investors? If Yes then how?  

Almost all the participants in the interview were of the view that there is a 

positive effect of FPI inflows on the confidence level of the local investors while 

a negative effect on the FPI outflows. The overall findings of the interviews in 

relation to the question of confidence level show that when the foreign investors 

invest in the stock market, the local investors follow them and their confidence is 

raised as they came to know that the stock market will go up. As three of the 

participants adds  
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“The investment made by the foreign investment is a clear indication of the 

healthy raise in the stocks values and thus it boosts the confidence level of the 

local investors and thus they start investing in the market more aggressively” (A, 

B and C). 

It usually happen that the local investor look at the trend in the stock market 

through looking at the foreign investors interest as two other participants 

confirmed that “the foreign investment in the stock market is a positive sign for 

the local investor and the local investors become confident of getting financial 

benefits of their investments” (J and I). 

On the contrary almost every participant asserted that the withdrawal of the 

investment by the foreign investors clearly indicate that the market will tend to 

go down and thus the local investors lose confidence and interest in investing in 

the market. The interesting opinion was recorded by one of the participants as he 

added that the “local investors always rely on the foreign investments and they 

always look at the market from the point of view of the foreign investors” (F). 

Eight out of ten participants also confirmed that this positive and negative effect 

is more or less based on the foreign exposures of the investors, the more the 

local investors are aware of the foreign investment in any of the part of stock 

values, and the more it affects the confidence level of the local investors.  
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8.4 Conservatism  

Q2. Do FPI flows affect investors’ conservative investment behavior? If yes, 

then how FPI flows (IN and OUT) influence the conservatism behavior of 

domestic investors?  

The question is related to the influence of the FPI flows on the behavior of the 

local investors. Almost all the participants said that the fluctuations in the FPI 

flows greatly affect the attitude of the local investors and these fluctuated flows 

make the local investors more reluctant and conservative in terms of stock 

market investments. The views of the four participants were very clear in this 

connection as they were of the view that  

“the frequent inflows and outflows of the FPI greatly affect the local investors 

behavior if the local investors have an international awareness in this regard and 

such confused condition in the stock market make the local inversions reluctant” 

(C,F,G and I).  

FPI flows are very crucial in this regard and it has a direct connection with the 

overall trend and attitude of the local investors. It was also confirmed that those 

local investors who always look at the foreign investment trends always seem 

conservative and reluctant. The participants were also agreed to the point the 

inflow of the FPI is a positive sign for the local investors while the outflow is a 

negative sign for the local investors. The participants reassured the point that; 

“The fluctuations in the FPI flow is always a bad sign for the local investors and 

they do not invest freely and confidently in the market”.  
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8.5 Herding Effect 

Q3. Do you think local investors herd in the presence of foreign investors?  

The researcher wanted to know the influence of the foreign investors’ presence 

on the local investors. For this purpose, the participants were asked directly 

whether they have any issue with the presence of the foreign investors. The 

participants answered this question differently from each other although to some 

extent all the participants agreed to the fact that “there is no direct effect of the 

presence of the foreign investors on the local investors” (seven out of ten). Two 

of the participants added in this regard that the “local investors usually do not 

have any issue with the presence of the foreign investors. And they do not take it 

serious whether the foreign investors affect the investment of the local investors 

or not” (D and H). Additionally, two other participants said that “the behavior 

of the individuals among the investors has a herding effect of the investors” and 

there is no such issue of the foreign investors on the local institutional investors.  

The real issue that has been highlighted by the participants was the influence and 

effect of the individual and thus it is the personal effect of one investor’s 

behavior on the local investors that create problems for the investors. Apart from 

this, the presence of the foreign investors as majority of the participant 

confirmed has no herding effect instead it has a positive effect on the local 

investors’ investment in the stock market.  
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8.6 Overall Influence on Market  

Q4; Do you think that overall market performance is affected by the FPI flows? 

The analysis of the interviews confirms that there are many factors that are 

involved in influencing the overall performance of the stock market. Seven out 

of ten participants were of the view that the stock market performance has a little 

connection with the FPI flows although not negligible but they also stated that 

the there are many other national, international and economic factors that 

combine affect the overall performance of the stock market.  

The remaining three participants responded directly that the overall performance 

of the stock market is majorly influenced by the FPI flows and they said that all 

the investments by the local and international investors look at the FPI flows. 

The more there are FPI inflows, the more the performance of the stock market is 

raised. Beside this the other participant highlighted that the political stability and 

instability as well as economic issues have a great effect on the overall 

performance of the stock market. In short, the researcher has come to know 

through the participant views that the FPI flows are not the only responsible 

factor effecting the performance of the market instead there are other factors 

involved in this process. 
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8.7 Suggestion for Local Investors 

Q5; How you take investment decision in the presence of FPI?  

To the question related to the investment decision made by the investors in the 

presence of the FPI, the participant has somewhat similar replies and all of them 

forced to take guidance and get updated knowledge before investing in the stock 

market. The respondents did not take the presence of the FPI serious in this 

regard and they preferred to have a fair knowledge in the presence of the FPI. 

Almost half of the participants reported that it is very much essential for the 

local investors to know the recent trends in the market and to have a clear idea 

about the stock market performance before taking any decision related to any 

investment in the stock market.  

Four out of ten participants also added that the most essential part in taking any 

investment decision is the proper guidance and investment research. They 

stressed that the investors must take guidance from the experts in the field of 

stock market before taking any investment decision. The presence of FPI makes 

it obligatory for the local investors to have a firm knowledge and proper 

guidance for taking accurate investment decision. The participant confirmed that 

those who have enough experience in the foreign as well as local investment are 

the best human resources who can guide an investor’s decision. One sample 

remark of the participants is the following. 

“I always look at the trend in the market and get a proper idea of trend as well as 

take guidance form the experts before taking any investment decision”. 
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8.8 Suggestion for the Government 

Q6; What do you suggest to the government so that investors (domestic and 

foreign) as well as the government take maximum out of FPI.  

Almost all the participants were of the view that Government should take steps 

to make the financial market of Pakistan as much efficient as possible. Secondly, 

the legal and financial (regulatory bodies) framework should be made stronger in 

order to make the investment of investors (domestic and foreign) safe. Besides 

this, attractive incentives should be offered to foreign investors in order to attract 

more and more FPI.  

Certain impositions shall be applied to the withdrawal of investment (on both 

local and foreign investors) in the crisis periods so that market down turns and 

individual investor is protected. The participants put forwarded many 

suggestions in this regard. Six out of ten respondents said that  

“It is the need of the day that the regulatory bodies of finance of the country 

should devise and implement such rules that could uplift the confidence of the 

investors and they could provide security to the local investors so that the 

investors are attracted towards investments”. 

Two of the participants added including the above views that “the government 

should attract the foreign investors to invest in the stock market by providing the 

incentives for the foreign investors” (B and H).  

Thus, this will not only improve the health of the stock market but also to 

encourage the local investors for more investing and resultantly will uplift the 
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economic condition of the country. The last but not the least some of the 

participants were also of the view that the social condition and peace plays a 

vital role in the development of investments in the stock market, thus the 

government should take positive steps in bringing a better social ground for a 

better investment. 
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CHAPTER 9 

SUMMARY, CONCLUSION AND 

RECOMMENDATIONS 

9.1 Introduction 

The thesis consists of both type of data i.e. primary as well as secondary data. 

Primary data was collected from 78 institutional investors operating in PSX and 

160 questionnaires were filled, at-least two from each. The secondary data was 

collected from Pakistan stock exchange, state bank of Pakistan and Pakistan 

bureau of statistics of last ten years from July, 2007 to July, 2017 in quarterly 

form. Analysis of data was carried out in four different chapters. The first 

chapter presents analysis of primary data while the second chapter of analysis 

consists of stock market indicators, the third chapter presents relationship of 

macroeconomic variables with the dependent variable that is FPI of and the last 

chapter presents analysis of primary data for validation and triangulation of the 

results achieved from secondary data. Different approaches were used to obtain 

best estimates of the selected parameters for both primary and secondary data. 

9.2 Summary 

The first chapter of analysis contains the analysis of secondary data about the 

macro-economic variables of Pakistan stock exchange. The dependent variable is 

FPI and the independent variables are economic growth activity, interest rate 

risk, exchange rate risk, inflation rate, country risk and foreign direct investment. 

After basic description of the selected data set through descriptive statistics and 
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reliability check of data, more detailed analysis was carried out by using 

Johansen Co-integration, Vector Error Correction and regression analysis. After 

the validation of the basic assumption of Johansen Co-integration, the same 

method has also been carried out to identify long run relationship between 

dependent and independent variables. For short run relationship between 

dependent and independent variables, Vector Error Correction model was 

applied. The impact of these independent variables on dependent was observed 

through multiple regression analysis. Findings shows that, long run relationship 

exists between dependent and independent variables as four linear equation were 

found co-integrated, none, at most one, at most two and at most three 

respectively (Tobak, 2003; Anayochukwo, 2012). The short run relationship was 

also present in the data set as findings shows that past values of the selected 

variables have high impact on current values of the variables as the value of 

VECM was recorded significant ((Tobak, (2003); Anayochukwo, (2012)). 

Finally, the findings of regression analysis show that, Economic Growth, Interest 

Rate Risk has positive and Foreign Direct Investment exhibit positive as well as 

significant impact on FPI (Ahmad & Draz, 2015; Waqas et. al, 2015; Garg & 

Dua, 2014; Haider, Khan & Abdulahi, 2016). 

The second chapter of analysis shows the analysis of the secondary data about 

the stock market indicators variable and its impact was observed on FPI. The 

independent variables are stock market returns, stock market index, market risk, 

market capitalization and stock market turnover. After the description of 

variables and reliability of data, different econometric methods were used to 

assess the impact of these independent variables on the dependent variable. 
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Basic description of the selected data was described through the descriptive 

statistics, then the relationship between independent and dependent variables, 

both long and short run, was observed through Johansen Co-integration and 

Vector Error Correction Model. Findings show that long run relationship which 

was observed through Johansen Co-integration exists between dependent and 

independent variables as three linear equation was found co-integrated, none, at 

most one and at most two respectively (Tobak, 2003). The short run relationship 

was found through Vector Error Correction Model and the findings show that the 

past values of the selected variables have high impact on current values of the 

variables as the value of Vector Error Correction Model was recorded significant 

(Tobak, 2003; Anayochukwo, 2012). Finally, the impact of the stock market 

indicators was observed on FPI. The findings in this connection show that all the 

indicators have positive impact except one and that is stock market risk. 

However, the variables Inflation Rate has negative, Exchange Rate Risk and 

Country Risk and thus the results highlight negative and significant impact on 

the dependent variable FPI (Rai and Bhanumurthy, 2004; Gumus, Duru & 

Gungor, 2013; Amaya & Rowland, 2004).    

The third chapter of the analysis section contains the analysis of primary data 

collected through a well-defined questionnaire for the purpose of exploring the 

ground reality as well as triangulating and verifying the results of secondary 

data. Findings of triangulation results show that each asked question has positive 

and significant impact on investment decision of investors in the presence of 

FPI. We get the same response from domestic institutional investors which 

represents the ground reality that the selected sets of variables analyzed in 



 241

chapter 4 & 5 do influence the FPI to PSX. It is very clear from the results that 

the ground reality also almost complies with the secondary data analysis of 

chapter 5 & 6. This means that domestic institutional investors operating in PSX 

are well aware of the FPI causes and impacts on the stock market indicators and 

they cannot be ignored.  

The reliability of the sample data was checked. Then descriptive analysis of 

variables was carried out covering behavioural factors of confidence, 

conservatism and herding effect and their impact was examined on the 

investment decision of domestic institutional investors. Descriptive analysis of 

variables shows that these variables have high impact on investment decisions in 

the presence of FPI. In order to check the statistical significance and 

insignificance multiple logistic regression was employed. It has been found that 

these variables have significant impact (less herding effect) on investor’s 

investment decision in the presence of FPI. Furthermore, the impact of 

confidence and herding effect bias were observed positive while the 

conservatism impact was observed negative on investor’s investment decision in 

the context of FPI. 

In the eighth chapter of the study, the ground reality of the influence of FPI 

flows on domestic institutional investors is studied by taking their responses 

through interviews as well. Through interviewing, the views of local investors 

were checked that what they believe about the FPI flows besides taking 

responses through the questionnaire. Ten domestic institutional investors were 

interviewed and they respond positively that indeed FPI has impact in the real 

practice. They respond that FPI do influence the investors’ investment decisions 
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and stock market react positively with its influx and negatively with its 

withdrawal. Furthermore, FPI is attracted by the improving sets of the selected 

factors (also analyzed though secondary data) but besides these market forces, 

government should take positive steps to protect domestic investors (in financial 

crisis or abnormal capital flight) as well foreign investors to attract more foreign 

investment and maximize it utilization.  

9.3 Conclusion 

The study is carried out to diagnose foreign investment flows made by investors 

in the stock market. As there are two types of foreign investment. The first one is 

foreign direct investment (FDI) and the second one is foreign portfolio 

investment (FPI). The specific study is about the FPI flows. The study is mainly 

divided into three parts. Firstly, the drivers of FPI to Pakistan were explored. 

Two sets of divers were examined and extracted from the existing body of 

literature, one is the macroeconomic indicators and the other is the stock market 

indicators. These variables were selected in the light of the past work because of 

their significance with FPI flows. Along with this, impact of FPI flows on the 

overall stock market was also investigated. Secondly, this study has its own 

uniqueness by investigating the ground reality through questionnaire-based 

survey from domestic institutional investors. Thirdly, interviews were also 

conducted from the 10 domestic institutional investors operating in Pakistan 

stock exchange (PSX) in order to capture the real response of investors in the 

context of FPI. These investors include 32 insurance companies, 28 investment 

banks, 10 investment companies and 8 mutual funds.  
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As two types of data, i.e. secondary as well as primary data have been analyzed, 

this, mixed approach has been adopted in the present study. Different 

econometric and statistical techniques were employed in analyzing the 

quantitative data. In the first part, co-integration analysis was carried out for 

examining the long run relationship between determinants of FPI 

(macroeconomic variables and stock market indicators). It is concluded that a 

strong long run relationship has been found between dependent and independent 

variables. After establishing long-term relationship, VECM modal is applied to 

check the short-term variables between the above said variables.  It is concluded 

that there also exist a short-term relation between the selected variables. This 

meant that the past values of the variables have impact on the current values.  

Multiple regression analysis is carried out to check the magnitude of linear 

relationship among the variables. It is concluded that all the stock market 

indicators have positive and significant relationship with FPI except stock 

market risk which also has significant but negative relationship with FPI. These 

results are well supported by the economic and finance theories and the 

empirical evidences by many researchers (Henry, 2000; Bekaert & Harvey 2000; 

Kim & Singal, 2000; Kaur & Dhillon, 2010; Merton, 1987; Clark & Berko, 

1996; Anayochukwo, 2012; Bhatia & Nawalkishore, 2015). From the results of 

regressing macroeconomic factors, it is concluded that economic growth, interest 

rate risk and FDI have positive and significant impact on FPI, whereas exchange 

rate risk and external debt negatively and significantly affect FPI. Inflation rate 

also negatively affect FPI but insignificantly. The results for the set of 

macroeconomic variables of the study are in line with the economic theory and 
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the past empirical evidences (Rai & Bhanumurthy, 2004; Gumus, Duru & 

Gungor, 2013; Amaya & Rowland, 2004; Ahmad & Draz, 2015; Waqas et. al, 

2015; Garg & Dua, 2014; Haider, Khan & Abdulahi, 2016). 

For analyzing the response of domestic institutional investors, questionnaire 

based survey was conducted. Three variables were diagnosed. They are 

investors’ confidence, conservatism and herding effect due FPI flows. Investors 

feel very confident with the flow of FPI to PSX and participation of foreign 

investors boost up their confidence level of investing. On the other hand, with 

the flight of FPI, the investors’ confidence goes down. Investors feel less 

conservative to invest in PSX in the context of FPI. Domestic investors herd was 

observed positive in the presence of FPI.  

The investors responded in their interviews that when foreign investors tend to 

withdraw their investment that is when they sale their stocks, then the local 

investors usually follow them. This means a positive herding effect of FPI flows 

in PSX. Similarly, with inflow of FPI that is when foreign investors purchase 

securities in PSX, the investors’ confidence boosts up and they follow them by 

investing in the similar stocks. Furthermore, they responded that domestic 

investors feel conservative with swift changes and fluctuations in FPI flows. 

Domestic investors believe that in the presence of FPI, the market liquidity 

increases with increase in the market efficiency. Furthermore, domestic investors 

think that if investment safety, better returns, and environment are provided to 

foreign investors, then the capital market of Pakistan may flourish more. Foreign 

investors demand efficient market practice with strong legal framework. Same is 

the demand of domestic institutional investors.  
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Finally, the results from secondary data analysis, questionnaire-based analysis 

and interviews responses were triangulated to authenticate and validate the 

results and to reach the concrete conclusion. 

9.4 Recmmendations  

The study focused on the foreign portfolio investment in Pakistan, its 

determinants (macroeconomic factors and stock market indicators), its impact on 

the stock market and investment decisions of institutional investors in Pakistan 

Stock Exchange (PSX). The researcher has arrived at certain conclusion after the 

completion of the study. There are some limitations which are related to the 

future research prospects in the field under consideration. Thus, researcher is of 

the view that some other studies could be conducted in the field related to the 

stock exchange and foreign investment. Firstly, a comparative study is possible 

of Pakistan with some other emerging or developing country with slight tuning 

of the variables conditions of that country. Another related study can also be 

conducted, where, the researcher can obtain high frequency that is hourly, daily, 

weekly or even monthly data for analysis and further in-depth study. 

Furthermore, sectorial analysis is another option for future research study. The 

last but not the least another study is also suggested for the future considerations 

in which the focus could be the comparison between the foreign investor’s 

behavior and the local investors’ behavior. Such study would be of high 

significance in terms of highlighting the differences and similarities between the 

investors’ problems that they face while making investments in the stock 

exchange.  
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The study has significant policy implications because Pakistan is dependent on 

foreign capital flows over the years. FDI flows came to Pakistan in very early 

years but FPI flows increased post investment liberalization policies in 1990s. 

Pakistan is always in need of filling the gap between savings and investment and 

FPI is one of the sources for this, so, policy makers shall make policies regarding 

FPI flows. Based upon the findings of drivers of FPI, it is recommended that 

policies should be devised to attract more and more FPI to PSX. Policy makers 

shall focus on improving the economic indicators like controlling the exchange 

rate risk, inflation and measures for moderating PSX risk by devising certain 

policies that can retain the investment rather than its immediate flight.  Also, as 

PSX is very volatile and risky, regulators should take measures to provide safety 

to the foreign investors. Moreover, the domestic institutional investors were of 

the view that government should take steps to ease the bureaucratic and legal 

hurdles for the investors.  

9.5 Study Contribution 

The study significantly contributes to the academia and theory by diagnosing a 

range of variables especially the behavioral aspects of FPI in the context of 

Pakistan. The major contribution of the study is the analysis of the investors’ 

behavior in the stock market through the use of mixed method approach. The 

study guides investors (foreign and local), both institutional and individual to 

consider certain elements while making investment decisions in the context of 

FPI. 
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The study suggests the regulators to offer certain incentives to the foreign 

investors to attract more FPI. Certain restrictions shall be imposed to stop huge 

capital flight. Regulators shall make it easy for the investors to invest freely by 

reducing the administrative and legal issues with lengthy paper work. 

Furthermore, government of Pakistan shall take steps towards establishment of 

political and economic stability in order to attract and retain FPI. Policy makers 

shall focus on improving the economic indicators like controlling the exchange 

rate risk, inflation and devising certain policies that can retain the investment 

rather than its immediate flight. Also, as PSX is very volatile and risky, policy 

makers should take measures to provide safety to the foreign investors. 

Moreover, the domestic institutional investors were of the view that government 

should take steps to ease the bureaucratic and legal hurdles for the investors. 

Another major contribution of the study is the analysis of the investors’ behavior 

in the stock market through the use of mixed method approach. The research has 

not only used the secondary sources but also the primary data to validate and 

triangulate the analysis so that the researcher could reach a solid conclusion. The 

researcher has taken the primary data not only in the quantitative form but also 

in the qualitative form so that the real behavior of the investors could be seen 

and analyzed. This study will work as a reference material to the academia and 

future researchers. Furthermore, to best of our knowledge, this study is the first 

comprehensive study in the context of Pakistan about the foreign portfolio 

investment, in which its drivers are identified and explored, its impact on the 

stock market is diagnosed and the ground reality is explored through 
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questionnaire and interviews conducted from the domestic institutional 

investors.  

The study has strong policy implications for the government and other 

regulatory bodies to take steps in order to attract more foreign investment and 

utilize them to the maximum.  
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APPENDICES 

Appendix-A: Questionnaire of Primary Data Collection 

from Domestic Institutional Investors 

Coding Scheme of Investors’ Behavioural Factors Affected by FPI  

Confidence 

Sub variable Shortest 
Name 

I would like to invest maximum proportion of my portfolio 
in stocks which have foreign or global exposure.  

C1 

I buy stocks of big companies having global exposure C2 

I buy international stocks that have recently increased in 
price 

C3 

I believe that my skills and knowledge of stock market can 
help me to outperform the market when I take investment 
decision regarding global or international stocks 

C4 

I prefer to readily sell global shares that have increased in 
value and avoid selling that have decreased in value 

C5 

My investment decision proved to be right while investing in 
international stocks 

C6 

I would go ahead and invest in a stock if valuation of a stock 
is different from that made by foreign investors or well-
known experts 

C7 

A history of consistent pattern of earnings growth of a 
particular international stock, is an indication that the value 
of the stock will keep on growing in the future 

C8 

I will be able to successfully overcome many challenges due 
FPI 

C9 

your own performance in international stock investment is 
better as compared to other investors  

C10 
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CONSERVATISM 

Sub variable Shortest Name 

Conservatism,  I do not consider latest foreign stock 
information 

CN1 

I think FPI might be one of the reasons for 2008 financial 
crisis 

CN2 

I think it will be easy to predict the collapse of PSX in the 
context of FPI if global financial crisis occurs. 

CN3 

Foreign portfolio investment (FPI) has negatively affected 
my portfolio returns in 2008 financial crisis. 

CN4 

2008 financial crisis and the occurrence of other adverse 
events have changed my attitude towards investment in 
global stocks 

CN5 

you hold foreign stocks in 2008 financial crises CN6 

I avoid international stocks that have performed poorly in 
the recent past 

CN7 

I would worry about the consequences when making 
investment decision regarding international stocks 

CN8 

Market information is important for you CN9 

You prefer to buy local stock than international stocks CN10 

HERDING EFFECT BIAS 

Sub variable Shortest Name 

I keep in view foreign investors trading and prefer to follow 
other investors (foreign & prominent domestic investors) 
while making investment decisions. 

 

HE1 

Other (foreign) investor’s decisions of choosing stocks 
types have impact on my investment decisions. 

HE2 

Other (foreign) investor’s decisions of choosing stocks 
volume have impact on my investment decision. 

HE3 

Other (foreign) investor’s decisions of buying and selling 
have impact on my investment decision. 

HE4 

I put past trends of stocks under my consideration for my 
investment in international stocks. 

HE5 
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I use to forecast changes in international stock prices based 
on recent stock prices 

HE6 

I look at the success of a foreign investor’s past few 
recommendations when trading in stocks  

 

HE7 

I am more likely to be influenced by promotional campaigns 
and foreign investors to participate in stock investment 

HE8 

 I incorporate latest stock performance (having global 
exposure) in my investment plan when I take investment 
decision. 

HE9 

Herding is observable among investors due to FPI.  HE10 

MARKET FUNDAMENTALS 

Sub variable Shortest Name 

Do you think foreign portfolio investment has impact on 
PSX? 

FPI  

Foreign portfolio investment (FPI) has positive impacts on 
stock market performance and this has influenced my 
participation at PSX. 

MF1 

The main benefit from foreign portfolio investment is the 
improved portfolio returns. 

MF2 

FPI helps in diminishing portfolio risk by diversification. MF3 

FPI increase liquidity(turnover) of stock market   MF4 

Do you think that improved / improving macroeconomic 
factors and stock market indicators (stock market returns, 
size, risk, turnover, and stock market performance) of 
Pakistan Stock Exchange (PSX) attract FPI. of Pakistan 
attract FPI. 

MF5 
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Appendix-B: Listed Institutional Investors Operating at PSX 

8  CLOSE - END MUTUAL FUND 

Symbol Company Name 

DOMF Dominion Stock Fund Limited 

FDMF First Dawood Mutual Fund 

GASF Golden Arrow Selected Funds Limited 

INMF Investec Mutual Fund 

PGF PICIC Growth Fund 

PIF PICIC Investment Fund 

PUDF Prudential Stocks Fund Limited 

TSMF Tri-Star Mutual Fund Limited 

32 INSURANCE  COMPANIES 

Symbol Company Name 

AICL Adamjee Insurance Company Limited 

ASIC Asia Insurance Company Limited 

AGIC Askari General Inusrance Company Limited 

ATIL Atlas Insurance Limited 

BEEM Beema Pakistan Company Limited 

BIIC Business & Industrial Insurance Company 

CENI Century Insurance Comany Limited 

CSIL Crescent Star Insurance Company Limited 

CYAN Cyan Limited 

EFUG EFU General Insurance Limited 

EFUL EFU Life Assurance Limited 
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EWIC East West Insurance Company Limited 

EWLA East West Life Assurance Company Limited 

HICL Habib Insurance Company Limited 

HMICL Hallmark Insurance Company Limited 

IGIIL IGI Insurance Limited 

IGIL IGI Life Insurance Company Limited 

JGICL Jubilee General Insurance Company Limited 

JLICL Jubilee Life Insurance Company Limited 

PIL PICIC Insurance Limited 

PKGI Pakistan General Insurance Company Limited 

PGIC Pakistan Guarantee Insurance Company Limited 

PAKRI Pakistan Reinsurance Company Limited 

PINL Premier Insurance Limited 

PRIC Progressive Insurance Company Limited 

RICL Reliance Insurance Company Limited 

SHNI Shaheen Insurance Company Limited 

SSIC Silver Star Insurance Co. Limited 

SICL Standard Insurance Company Limited 

TDIL TPL Direct Insurance Limited 

UNIC United Insurance Company of Pakistan Limited 

UVIC Universal Insurance Company Limited 

28 INVESTMENT  BANKS / INV. COS. / SECURITIES COS. 

Symbol Company Name 

786 786 Investment Limited 

AMSL Al-Mal Securities & Services Limited 



 291

AMBL Apna Micro-finance Bank Limited 

AHL Arif Habib Limited 

BIPLS BIPL Securities Limited 

DEL Dawood Equities Limited 

EFGH EFG Hermes Pakistan Limited 

ESBL Escorts Investment Bank Limited 

FCEL First Capital Equities Limited 

FCSC First Capital Securities Corporation Limited 

FCIBL First Credit & Invest Bank Limited 

FDIBL First Dawood Investment Bank Limited 

FNEL First National Equities Limited 

IGIBL IGI Investment Bank Limited 

ICIBL Invest Capital Investment Bank Limited 

ITSL Investec Securities Limited 

JSGCL JS Global Capital Limited 

JSIL JS Investments Limited 

JSCL Jahangir Siddiqui Company Limited 

JOVC Javed Omer Vohra and Company Limited 

MCBAH MCB-ARIF Habib Savings & Investments Ltd 

NEXT Next Capital Limited 

PASL Pervez Ahmed Securities Limited 

PDGH Prudential Discount Guarantee House Limited 

PRIB Prudential Investment Bank Limited 

SIBL Security Investment Bank Limited 

TRIBL Trust Investment Bank Limited 

TSBL Trust Securities and Brokerage Limited 



 292

10 LEASING COMPANIES 

Symbol Company Name 

CPAL Capital Assets Leasing Corporation Limited 

ENGL English Leasing Limited 

GRYL Grays Leasing Limited 

OLPL Orix Leasing Pakistan Limited 

PGLC Pak Gulf Leasing Company Limited 

PICL Pakistan Industrial and Commercial Leasing Limited 

SLL SME Leasing Limited 

SPLC Saudi Pak Leasing Company Limited 

SLCL Security Leasing Corporation Limited 

SLCPA Security Leasing Corporation Limited  
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Appendix-C: Reliability  Item-Total Statistics 

Variables Scale Mean if 

Item Deleted 

Scale Variance 

if Item Deleted 

Corrected 

Item-Total 

Correlation 

Cronbach's Alpha 

if Item Deleted 

 110.1812 72.124 -0.050 0.620 

C1 106.9250 67.957 0.315 0.598 

C2 107.6062 68.291 0.159 0.609 

C3 106.8812 67.237 0.414 0.593 

C4 107.1750 67.202 0.221 0.602 

C5 107.1000 68.191 0.197 0.605 

C6 106.8687 71.247 0.095 0.614 

C7 106.5687 72.473 -0.085 0.626 

C8 106.9625 65.495 0.389 0.587 

C9 107.3812 68.112 0.265 0.601 

C10 106.8500 69.902 0.103 0.613 

CN1 106.4812 68.100 0.284 0.600 

CN2 106.8062 71.013 -0.004 0.625 

CN3 106.9000 67.172 0.208 0.604 

CN4 107.2687 66.839 0.174 0.608 

CN5 106.9125 65.137 0.323 0.591 

CN6 106.9750 68.238 0.177 0.607 

CN7 107.1187 65.024 0.331 0.590 

CN8 108.0937 63.268 0.334 0.587 

CN9 106.7937 71.247 -0.026 0.629 

CN10 107.0000 70.050 0.014 0.628 
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HE1 109.0125 70.679 0.009 0.625 

HE2 106.9625 69.961 0.039 0.623 

HE3 106.7312 72.223 -0.079 0.634 

HE4 106.9437 67.852 0.211 0.604 

HE5 107.1187 64.822 0.344 0.589 

HE6 108.0937 63.268 0.334 0.587 

HE7 106.8625 69.113 0.114 0.613 

HE8 107.6062 68.291 0.159 0.609 

HE9 106.8812 67.237 0.414 0.593 

HE10 106.9375 67.807 0.212 0.604 
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Appendix-D: Classification Table 

 

Observed Predicted 

Investors’ behavioral 

factors affected by FPI 

Percentage 

Correct 

Disagree Agree 

Step 1 

Investors’ behavioral 

factors affected by 

FPI 

Disagree 48 13 78.7 

Agree 9 90 90.9 

Overall Percentage   86.3 

a. The cut value is 0.500 

Appendix-E: Classification Table 

 

Observed Predicted 

Investors’ behavioral 

factors affected by FPI 

Percentage 

Correct 

Disagree Agree 

Step 1 

Investors’ behavioral 

factors affected by 

FPI 

Disagree 46 15 75.4 

Agree 9 90 90.9 

Overall Percentage   85.0 

Step 2 

Investors’ behavioral 

factors affected by 

FPI 

Disagree 47 14 77.0 

Agree 9 90 90.9 

Overall Percentage   85.6 

a. The cut value is 0.500 

 


