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ABSTRACT 

Indonesia as the fourth largest country in the world as well as its status as emerging country has attracted many 

investors, especially foreign investors. Previous studies still debating whether these foreign investors are giving 

significant effect on Indonesia stock market volatility. Our study found that there is evidence on how foreign 

investors affecting the stock market. Evidence found suggest that foreign trading activity gives significant effect 

on Indonesia stock market volatility. Another evidence suggested that as market capitalization increases, 

trading volume will increase as well. However, our findings found that the percentage of foreign investor 

ownership does not give any significant effect towards market volatility.  
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1. INTRODUCTION 

 

Indonesia as an emerging country has its own appeal that attracts investors, especially foreign 

investors. However, the volatility in emerging countries is higher than that in developed 

countries [1]. Market’s volatility became a key indicator because it will affect the cost of 

capital, inhibiting market growth in the long run, and hindering investment opportunity.  

 

Another interesting this is how domestic investors is reacting to the market development. 

Previous studies show that there is inconsistency to the “random walk” hypothesis that 

eventually drives the development of “behavioral finance” hypothesis. This new hypothesis 

triggers new studies on how the market is over-reacting or under-reacting towards news and 

explaining the “momentum trading” phenomena. These theories that studies on investors 

behavior also stems from psychological research as well as common sense on everyday 

trading activities. 

 

Newest study by [2] shows that there is evidence of foreign investor ownership affecting the 

market movement in Indonesia. Wang stated that that foreign investor purchase of stock had 

a calming effect on the market and lowers volatility. When foreign investors sold the stock, 

the market had an increase in volatility. Another study by [3] suggest that in Taiwan stock 

market, a high concentration of foreign investor ownership in a stock will outperform stocks 

with low foreign investor ownership. Other that foreign investor ownership, foreign 

participation in daily trading also affects the volatility in Indonesia and Thailand stock market 

[4].  

 

Moreover, [3] also found that foreign investor also has advantages in long term information 

than domestic investors. An even earlier study by [5] found that foreign investor portfolio had 

better performance than domestic investors. Another research by [6] suggest that foreign 

investors had similar information resource and tend to move in the same direction. The study 
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by [7] also found similar results where foreign investors tend to do herding and using positive 

feedback trading strategy.  

 

These findings become more interesting for further study because in 2020 there has been a 

market shock when the first Covid-19 case were first identified in Indonesia on March 2
nd

 

2020. The case triggers the investors to become more skeptical of the future of economic 

growth as a whole and causes the market shock to occur on March 2020 resulting on the price 

of Composite Index to plummet 38.15% from its Q1 2020 peak. This study hopefully could 

shed some light to see how investors behave and how those behavior varies one another 

based on the same information at different timeline. Moreover, this study hopefully yields a 

result that will help investor to design an alternative strategy by analyzing information. 

 

 
 

Figure 1 Indonesia Composite Index Candlestick Chart throughout 2020 

 

 

Related Work 

 

Stock Market Volatility 

 

Market volatility in emerging market found to be more volatile than that of a develop market. 

Study by [8] found that this volatility was not cause by the fundamental of economy but the 

study suggest that there might be less insider trading activities in develop market that 

emerging market. There might be more regulation for equity trading in developed market 

than in emerging market. Higher volatility also causes the rise of cost of capital [9] that leads 

to the decline of investors participation [10] that affects the process of investing decision 

making. Another study [11] found that equity markets in emerging countries are more 

accessible to foreign investor and has higher investability index than developed countries that 

resulting in higher return volatility as well. 
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Foreign Investors 

 

Previous study has not yielded a clearer result whether or not foreign investor has more 

advantages than domestic investors. [5] uses daily trading activities data and found that 

foreign investor prefers winning stock more than domestic investors in Finland market. Other 

study by [12] found that in Indonesia, the condition was not that simple. The study found that 

even though domestic investor has information advantages, foreign investors were able to 

choose better winning stocks in the long run than domestic investor. Moreover, it is also 

found that foreign investors have better strategic information, experiences, and expertise than 

individual domestic investor. This finding is aligned with [13] findings in Japan where 

foreign investors prefer to invest in larger companies with high liquidity than the overall 

market. The results were supported by [14] findings in Latin America where foreign 

investor’s analyst have better capabilities than domestic investors. They also found that 

foreign investor’s analyst was able to provide more accurate and timely analysis than 

domestic investors. These findings are aligned with [3] findings. They suggest that foreign 

investors might have a better ability to choose stocks with superior performance than 

domestic investor in Taiwan stock market. 

 

Foreign Investor Ownership 

 

Foreign investor ownership became an important factor to consider in this study because 

previous studies still debating the effect of foreign investor ownership. [3] found that in 

Taiwan stock market companies with higher foreign investor ownership gives higher positive 

excess returns while companies with lower foreign investor ownership have negative excess 

returns. There are also possibilities that foreign investor gave positive effect on the 

companies’ management causing the company to yield superior positive performance. 

Similar findings were found by [15] where in 28 observed countries, foreign investor 

ownership gave positive impact on corporate governance and company’s profitability. 

Similar findings by [6] found that foreign investors tend to push the company to recover from 

financial stress. 

 

Foreign Investor Ownership and Volatility 

 

So, are there actually relationship between volatility and foreign investor ownership? 

Previous studies slowly focusing on the relationship between the two. [6] as well [7] found 

that in South Korea, foreign investor ownership, especially offshore mutual fund, does not 

cause market instability. But on the other hand, [17] found that in 31 observed emerging 

countries there are evidence on stabilizing effect when foreign investor owns at least 5% of 

the total shares outstanding in a company. This finding is aligned with the current condition 

in Indonesia where there is a regulation by the Financial Service Authority (OJK) that 

ownership disclosure is must when a certain investor controls more than 5% of shares 

outstanding in a company [1]. 

 

Similar findings by [4] suggest that in Indonesia, high foreign investor ownership has a 

stabilizing effect when Asian Financial Crisis occurs throughout 1997 – 1998. Other 

important finding by Wang is that foreign investor affects the market greatly when they are 

selling their stock holdings.  

 

Intuitively, the evidence is aligned with the actual market activities where media coverage 

mostly focused on the movement of foreign investors in Indonesia. 



International Journal of Application on Economics and Business (IJAEB) 
Volume 1, Issue 2, 2023. ISSN: 2987-1972 

https://doi.org/10.24912/ijaeb.v1.i2.410-418  413 

 

 

 

Our Contribution 

 

Through this research, we hope to shed some new lights on how investors behave, especially 

in Indonesia stock market. Moreover, our research findings hopefully will be able to fill some 

missing pieces on the previous studies conducted by different researchers.  

 

Paper Structure 

 

The rest of the paper is organized as follows. Section 2 introduces the foundation of 

hypothesis and the model for this research. Section 3 will elaborate the data used and research 

methodology. Section 4 will elaborate the results and findings. Finally, Section 5 concludes 

the paper and presents direction for future research. 

 

 

2. RESEARCH HYPOTHESIS  

 

From the elaborated previous studies, we present a couple hypothesis to test on this study. 

First, does foreign investor ownership is affecting the market volatility in Indonesia? Second, 

does foreign investor ownership has any benefit towards Indonesia stock market?  

 

The model used for this study will be similar with that of (Wang, 2013) model but using data 

from different timeline. 

 

 

 
 

Figure 2 Research Model 

 

 

3. DATA AND METHODOLOGY 

 

Data 

 

The data observed within this study are those companies that are listed within LQ-45 Index 

consistently for the period of August 2018 throughout July 2021. The companies that are not 

consistently present within the timeframe will be excluded from the observation.  

 

This decision was made because as the primary index, LQ-45 represent the majority of 

Indonesia Stock Exchange universe. Thus, companies that consistently listed in this index 

possess a strong representation of the majority. Following the filtering requirement above, 

there are 29 companies that is observed.  
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The control variable used within this study are daily volatility and average market 

capitalization at the end of every month. Other variables used are monthly foreign trading 

activity, monthly foreign investor ownership, daily closing price, and monthly trading 

volume. These data are taken from Kustodian Sentral Efek Indonesia (KSEI) and Bursa Efek 

Indonesia (BEI). 

 

Empirical model for this study will be using the same empirical model used by [2] with a 

slightly different model to calculate the volatility.  

 

Volatility for this study will be calculated by the method presented below: 

 

              (3.1) 

 

The effect of foreign investor trading activity to market volatility measured using the 

following model:  

 

        (3.2) 

 

Whereas is the stock volatility of i-th stock on month t, MCAP is the average market 

capitalization of i-th stock on month t, is rate or return of i-th stock on month t,  is 

foreign trading activity of i-th stock on month t, and  is foreign investor ownership 

percentage on month t. 

 

Methodology

 

Table 1 List of Variables Used 

 

Variable Formula Reference 

Volatility  

 

(Naufa et al., 

2019) 

Market Capitalization   Wang, 2013 

Rate of Return  

 

Wang, 2013 

Foreign Ownership 

Percentage 
 

 

Wang, 2013 

Foreign Transaction   Wang, 2013 

 

 

The method used in this study is relatively like [2] with a few modifications. The difference 

lies within the calculation of volatility where in this study we are using daily standard 
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deviation while Wang uses monthly standard deviation as proxy for volatility. Moreover, this 

study uses transformation to natural logarithm (ln) for foreign trading activity.  

 

Table 1 shows the list of variables used for this study where  is the stock price of i-th stock 

on month t and is the arithmetic mean of of i-th stock on month t. 

Dependent variable for this study is volatility that measured using the formula by [17] as 

shown on Table 1. The control variable used are based on [2] previous study where there are 

lag 1 and lag 2 volatility, market capitalization, and return with lag 0 and lag 1. Foreign 

trading activity will be the observed variable and uses trading volume as proxy. According to 

[2] foreign trading activity has positive effect on future volatility. Another observed variable 

is foreign ownership percentage as used on [2] study and defined on Table 1. 

 

The statistical test for this study will be using panel data with the duration of 36 month and 8 

independent variables. The test will be done simultaneously and partial using F-test and t-test. 

The test the proceed to classical assumption test for regression model which includes, 

multicollinearity test, heteroscedastic test, and autocorrelation test. 

 

4. RESULTS AND FINDINGS 

 

Table 2 Simultaneous-Test Result 

 

 
 

In Table 2, we can see that all variable simultaneously has explanatory power on volatility. 

This result is aligned with previous study by [2] where simultaneously control variables and 

observed variables has explanatory power on volatility. 

 

Table 3 Partial-Test Result 
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Moreover, from Table 3 we can see that the VIF values below 10 for every variable that 

shows the data does not have any multicollinearity issue. The data also proves to be normally 

distributed as shown on Figure 3 where the histogram shaped relatively similar to bell-shaped 

curve. 

 

 
 

Figure 3 Bell-shaped Curve of Data Histogram 

 

Next the test will observe the relationship between volatility and foreign trading activity. On 

Table 2, it shows that there are similarities with results from [2] study. Wang stated that 

volatility has negative correlation with lagged rate of return. On the other hand, foreign 

trading activity has a significant positive impact. Findings on Table 2 confirms the previous 

study findings.  

 

However, different result can be found on foreign ownership percentage variable. The result 

shows that foreign ownership percentage does not give significant effect on volatility. This 

result yields differently from previous study by [2]). It is possible that the difference in result 

was caused by the number of selected sample in this study is less than the sample used on [2] 

study. Wang uses data from the whole Indonesia Stock Exchange listed companies while our 

study only uses samples from filtered LQ-45 index, which is only roughly 5% of the total 

sample used by Wang.  

 

On another research by [17], the result showed to have similarities. On 6 observed countries 

in Southeast Asia as a whole, including Indonesia, foreign ownership percentage does not 

affect the volatility.  
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Results on Table 2 also shows how foreign investor tend to choose stock that has a relatively 

huge market capitalization value. This result is in line with [13] findings that foreign 

investors prefer stock with higher market capitalization. It is possible that by having higher 

market capitalization means the stocks tend to be more liquid. Thus, foreign investors can 

easily rebalance their investment portfolio when needed. 

 

Another finding that can be seen on Table 2 is that when foreign investors adds up their 

holding position on a stock, there is a possibility that the stock will have a positive return in 

the future. This evidence is aligned with [3] research where foreign ownership in a large 

quantity will drive the positive movement of a stock price. Possibly, these findings are caused 

by the information that foreign investors had is inaccessible to the general public, thus giving 

them an information advantage as found by [18] when they observed different emerging 

markets.  

Similar to [2] findings, there is evidence that when there is an increase in foreign investor 

trading activities then the market volatility will increase. However, this finding does not 

explain whether the volatility was caused by foreign selling or foreign purchase. A further 

and elaborated research is needed to better understand how foreign trading activity is 

affecting the movement of stock price within the observed timeframe. Thus, this question 

might become future research topic. 

 

5. CONCLUSIONS 

 

This study finds similar results as previous study conducted by [2] where the effect of foreign 

investors to Indonesian stock market is observed. Evidence found that foreign trading activity 

has some effect on the market volatility. The higher the trading activity is, the higher the 

volatility. Another evidence found is that trading volume will increase following the increase 

of market capitalization of a stock. Resulting in more attractive stock for the foreign 

investors. However, ownership percentage of foreign investors on a stock does not give any 

significant effect. Presumably, this was caused by the limited data being used as well as the 

lack of time to conduct the research. Hopefully, future research study can complement the 

results of this study and shed another new light on how investors behave in Indonesian stock 

market. 
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