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ABSTRACT

This study examines the dynamic relationships among Indonesia’s stock’ market (IHSG), the exchange rate, and
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NTRODUCTION

Globalfinancial integration/has deepened the interconnection between domestic markets and
global uncertainty“(Astaiza-Gomez, 2025). Capital movements, exchange rate shifts, and stock market
reactions increasinglysreflect changes in global policy direction, investor sentiment, and risk perception
(Yan, 2023; Apaitan et al...2021; Quaye et al., 2016). For emerging economies such as Indonesia, this
interdependence presents a complex trade-off. Greater openness attracts investment and fosters growth,
yet it also increases exposure to external volatility. When uncertainty rises in major economies, capital
can flow out rapidly, exchange rates can depreciate, and stock prices can fluctuate sharply (Bhattarai et
al., 2019). Understanding these interactions is therefore vital for both investors seeking to manage
portfolio risk and policymakers aiming to preserve financial stability.

Periods of elevated global uncertainty often reshape how investors perceive risk and allocate
capital. The Global Economic Policy Uncertainty (GEPU) index captures these worldwide fluctuations
in confidence and expectations (Davis, 2016). In tranquil times, markets tend to respond to domestic
fundamentals, while during global stress episodes, external sentiment often dominates local dynamics
(Rath, 2023). Indonesia’s experience reflects this duality (Aziza et al., 2021; Andaiyani & Falianty,
2018). Over the past two decades, its financial system has navigated the pre-crisis expansion, the global
financial crisis, the post-crisis normalization, and the recent pandemic and tightening phase. Each period
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redefined how international shocks were transmitted to domestic asset prices and how resilient the
market proved under uncertainty (Indrawati et al., 2020; Al-Mujaddid & Suwito, 2024).

Theoretically, these interactions can be explained through several complementary frameworks.
The open-economy macro-financial perspective posits that global shocks affect domestic markets
through capital flows, trade balances, and expectation channels (Apaitan et al., 2021; Hu & Yuan, 2025).
The portfolio balance theory explains that as global risks and returns shift, investors rebalance between
domestic and foreign assets, linking exchange rate changes with equity movements (Frankel, 1992;
Ahmadian-Yazdi et al., 2025). The uncertainty transmission theory highlights that policy ambiguity
raises precautionary behavior, reduces investment, and intensifies short-term volatility (Huynh et al.,
2023; Hashmi et al., 2021). Meanwhile, the efficient market hypothesis developed by Fama (1970)
implies that markets adjust quickly to new information, but in emerging markets such as Indonesia,
imperfect information and behavioral biases can slow this adjustment, resulting in overshooting and
prolonged fluctuations.

Understanding these mechanisms is crucial for both inv
investors, knowing how global uncertainty interacts wit
diversification, hedging, and market-timing strategies (Cao &

stment and policy decisions. For

For policymakers, identifying periods when global
interventions aimed at stabilizing exchange rates or

perspective. The existing
different global conditions

dddresses four research questions. First, do IHSG,
n cointegrating equilibrium relationship? Second,
SG, the exchange rate, and GEPU in the full sample?

ariables. H2: IHSG and the exchange rate exhibit bidirectional short-run
Granger causality, consistenit with portfolio-balance and capital-flow adjustment mechanisms. H3: The
short-run influence of GEPU on domestic financial variables is regime-dependent, becoming stronger
during periods of global financial stress than during normal market conditions. H4: The strength and
direction of short-run linkages among IHSG, the exchange rate, and GEPU differ across global economic
regimes, reflecting time-varying financial integration and changing exposure to external uncertainty.
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METHODS

Research Design

This study adopts a quantitative time-series research design to investigate the dynamic
interactions among Indonesia’s equity market (IHSG), the exchange rate, and global economic policy
uncertainty (GEPU). The analysis focuses on identifying short-run transmission mechanisms and
interdependence among these financial variables within a unified econometric framework.

All variables were first converted into logarithmic form and examined for their stochastic
properties using the Augmented Dickey—Fuller (ADF) test with appropriate augmentation lags,
supported by autocorrelation and partial autocorrelation diagnostics. Following confirmation that the
series are integrated of order one, the Johansen cointegration test was applied to assess the possibility
of a long-run equilibrium relationship.

Based on these preliminary procedures, the study proceeds withva Vect

Autoregresswe (VAR)

(GFC), GFC phase post crisis normalization, and pandemic ti
reflect structural changes in the financial system. Ro tests were
subsequently employed to ensure the reliability and stability of the gsti sformations
and estimations were conducted using Stata 17.

Data and Sources

proposed by Baker et al. (2016).
and ensure proportional comparabili

Variable Unit7 Form Source
Monthly cl 1
IHSG dex /(M( y c108€, 208 Bursa Efek Indonesia
form
Exch End-of- th, 1
xchan 1 rate na-ot-month, fog IMF International Financial Statistics
Rate form
ic P Davis, Baker & Bloom,
GEPU .omlc <y Monthly, log form av.zs aker . oom
Uncertainty Ipdex policyuncertainty.com

Source: Bursa Efek‘Indonesia, IME/ policyuncertainty
Variables Treatmentiand Stationary Test

The stochastic properties of each series were examined using the Augmented Dickey—Fuller
(ADF) test. The test was supported by autocorrelation and partial autocorrelation diagnostics, as well as
the Breusch—Godfrey LM test to ensure the absence of residual serial correlation. For the GEPU series,
the ADF test was conducted using augmented lags determined through diagnostic evaluation to address
its high persistence and autocorrelation structure. Each variable was tested under the appropriate

deterministic components. The first differences were generated for variables identified as non-stationary
in accordance with the requirements of the VAR framework.

Model Specification
Short-run dynamics among the variables were analyzed using a Vector Autoregressive (VAR)
model estimated in Stata 17. The general formula is:

Ve = AYt—l + Boxt + Ug
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This formulation treats all variables as endogenous, allowing each to respond
contemporaneously and dynamically to the others’ past values (Sims, 1980). The model captures the
short-run interdependencies between changes in the stock market, exchange rate, and global uncertainty.
The optimal lag length (p) was determined using the Akaike (AIC), Hannan—Quinn (HQIC), and
Schwarz—Bayesian (SBIC) information criteria (Akaike, 1973; Hannan & Quinn, 1979; Schwarz, 1978).
Model stability was verified by ensuring that all eigenvalues of the companion matrix lie within the unit
circle. Diagnostic testing included the Lagrange Multiplier (LM) test for serial correlation (Breusch,
1978), Jarque—Bera test for normality (Jarque & Bera, 1980), and ARCH LM test for conditional
heteroskedasticity (Engle, 1982). Directional causality among the variables was assessed using the
Granger causality Wald tests (Granger, 1969). All estimations were performed in Stata 17, ensuring full
reproducibility and consistency across sub-period analyses.

Sub-period Segmentation

To capture time-varying dynamics, the study divides the full’Sample intosfour subperiods that
reflect major structural phases in both the Indonesian and global fifancial environment. These regimes

Code Period Observations

R1 2000 m1 —2007 m12 92
R2 2008 m1 —2012 m12 60
R3 2013 ml —2019 m12 84
R4 2020 m1 — 2025 m7 67

Source: Author’s computation

the equity market, exchange
economic regimes.

Third, subsample estimations were conducted for each regime to examine the sensitivity of
dynamic relationships to changing macroeconomic environments. Standard diagnostic evaluations were
performed to assess model stability, serial correlation, and normality of residuals (Jarque & Bera, 1980;
Breusch, 1978).

Fourth, heteroskedasticity- and autocorrelation-consistent estimations were applied to verify
short-run causal linkages and ensure that inference was not affected by potential serial dependencies or
non-constant variances (Newey & West, 1987).

Finally, conditional volatility modeling was employed to validate the persistence and structure
of time-varying variances in the residuals (Engle, 1982; Bollerslev, 1986).

Together, these procedures confirm that the overall empirical design is methodologically sound
and resilient to alternative specifications and data conditions.

te, and global uncertainty remained stable or changed across distinct
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RESULT AND DISCUSSION

Descriptive Statistics
The descriptive statistics show substantial variation across variables as can be seen in the table

Table 3. Descriptive Statistics (Level Value)

Variable Obs Mean Std. Dev. Min Max
IHSG 307 3,781.16 2,365.95 358.23 7,670.73
Exchange Rate 307 11,596.45 2,623.34 7,425 16,787
GEPU 307 153.81 84.43 /4‘7%%6 628.48

Source: Statal 7 computation

periods of
, suggesting

Variable Stationarity
1 THSG Non-stationary
1 _Exchange Non-stationary
1 GEPU Non-stationary
Al THSG Stationary
Al_Exchangé Stationary
Stationary

data. At lag 0 the ADF statistic suggested weak stationarity for GEPU, but residual diagnostics indicated
serial correlation, therefore the augmented lag 1 specification was adopted. Each variable was tested
under appropriate deterministic components: a constant and trend for the level form and a constant for
the first-differenced form. The first differences were then applied to all non-stationary variables, in
accordance with the requirements of the VAR framework.

Cointegration Test

The Johansen cointegration test was applied to assess the existence of a long-run equilibrium
relationship among IHSG, the exchange rate, and GEPU using the log-level series with a constant and
two lags. The results are summarized in Table 5.
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Table 5. Johansen Trace Test Result

Rank Parameters Log Eigenvalue Trace 5% Critical Decision
(r) Likelihood g Statistic Value
Reject H
0 12 1224.0005 _ 30.8232 29.68 ¢ject Ho (no
cointegration)
Fail t ject H t
1 17 12342617 0.06507 10.3009 15.41 ail to reject Ho (a
most one)
2 20 1238.5882  0.02797 1.6479 3.76 Fail to reject Ho (at
most two)
3 21 1239.4122 0.00539 — — —

Source: Statal7 computation

fragile. The structural-break evidence also indicates param across the sample. For these
reasons, a VECM specification would impose a long-ruw’adjustment hat is not/sufficiently
stable for the present research objective. The analysis/therefore odel in first

VAR and Granger Causality Result

All variables are estimated in first di g stationarity. The VAR was estimated
with three lags because AIC, FPE, and the/LR statisti , although HQIC selected lag 2 and
SBIC selected lag 0. The three-lag sp icher short-run dynamics and
to maintain comparability across To trace the/€volution of short-run linkages,

separate VAR(3) estimations wefe ases: R1 (2000-2007) pre-Global
i isi (2013-2019) normalization, and R4

E
Period / ( 19 el(()il:mt Significant /1.ags Granger- p- Directional
Regime a P (DI on of Ipfluence) Causality y> value Summary
Exch -1
Al THSG ? Exchagge(~1), 12.06 0.007  FX — IHSG

Full Al _Exchiange(—2)

(Szaorggie | Exchange AI_IH:gS;’ 21.44 0.000  THSG — FX
I
Al THSG itgfg;;)(’_z) 7.01 0.320 mi?‘ges short-run
;)1 0(72)000_ Al Exchange Al THSG(-2) 8.29 0.217 i?bsu(:t — FX ot
Al_Exchange(~2 0.049; FX IHSG
R2 (2005 ALIHSG ii%c%}(ilézg ” T8ETOA g oar GEPU:IHSG ’
2012) Al Exchange A l:ExchangeE— %) 13.93 0.003 IHSG — FX
Al GEPU Insignificant 1.25 0.975 No causal effect
Al THSG Mostly insignificant 4.21 0.648 No strong relation
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Al Exchange No major driver 5.35 0.500

R3 (2013— Al THSG(-2), 006y Weak IHSG —
2019) Al_GEPU Al_Exchange(-2) 7.31;6.59 0' 08 6’ GEPU, weak FX —
marginal ’ GEPU
k hort-
Al THSG Al GEPU(~1) marginal  5.05 0.538 ii;ia short-fun
R4 (2020-
20 2(5)0 0 Al Exchange Al THSG(-3) 6.36 0.095 IHSG — FX weak
Al THSG(-2),
Al GEP - 15. .001 IH EP
_ GEPU Al GEPU(-1) 5.87 0.00 SG — GEPU

Source: Statal7 computation
The results indicate that short-run linkages between the equity i

l el‘lod lQeglme

Full Sample 0.61

R1 (2000-2607)
R2 (2008-2012)
R3 (201\.’»(2019) 0. 0.012 Stable; calm regime, minor deviations

R4 (202 0_\02§< 0.69 /1/2/0 083 0.000 Stable; residual heieroske(.leisticity due to
pandemic volatility

Source: Statal?7 com}ugiiao_i;/
Note: JB refers to JarquesBeranormality test

Diagnostic results confirm that all VAR models are dynamically stable, with all eigenvalues
located inside the unit circle. The LM tests indicate no systematic residual serial correlation across the
main VAR specifications. Residual non-normality is present, which is common in financial time-series
data, especially during crisis and pandemic periods. HAC-robust estimations are therefore used as a
robustness check to assess whether the main short-run causal patterns remain stable under
heteroskedasticity- and autocorrelation-consistent inference. Overall, the diagnostic results support the
use of the VAR specifications for interpreting short-run dynamic relationships, provided that the non-
normality of residuals is acknowledged.

0 l'
ma;lt)ylﬁ Stability Assessment
p-value)

/(}fJOO Stable; non-normal residuals
Stable; small-sample variance acceptable

0.000 Stable; volatility clustering during crisis

Robustness Tests

To ensure the consistency and reliability of the empirical findings, several robustness
procedures were applied, encompassing stability, causality, and volatility diagnostics. Each test
complements the main VAR results and confirms the resilience of short-run linkages across time and
market regimes.
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Table 8. Robustness Test

Robustness Test Period / Scope Key Statistics
Breaks at 2006mé4 (Wald = 1184.99, p = 0.000), 2010m9 (Wald
Structural Break (Unkn.
fuctura Dr;zs)( HROWI 50002025 = 833.62, p = 0.000), 2016m6 (Wald = 104.33, p = 0.000),

2021m10 (Wald = 94.17, p = 0.000)

Structural Break (Known Full sample

2 — = =
Dates) (2000-2025) x> =1163.95 (df =9, p=0.000) at 2008m1, 2013m1, 2020m1

Max root modulus = 0.61-0.69; LM(1-12) p-values = 0.06-0.99;
Normality p = 0.00-0.01

Exch IHSG: F=2.91 (p = 0.0346); IH Exch :
Heteroskedasticity-Robust Full sample xchange = [HSG o1 (p = 0.0346); IHSG — Exchange

. F=3.17 (p = 0.0246); IHSG U: F=2.75 (p = 0.0432);
Granger Causality (2000-2025) (Exchange )_) o m o 02(3"9) )

Sub-Sample VAR Stability Regimes R1-R4

Conditional Volatility Full sample
(GARCH (1, 1)) residuals
. AR(1) =—04059 (p = 0.469); 1) =0.335 (p < 0.01);
AR-GARCH (1, 1 IHSG residual
(I, 1) restcuals /6 GARGH@) = 0.009 (= 0.966
Model Adequacy All VAR No ropts > 1; LM p que=Bera p,< 0.05 in crisis and
(Diagnostics) estimations pandeniic phases

Source: Statal 7 computation

The robustness procedures generally supp
structural-break tests reveal statistically signific majoy’financial and policy episodes,

e main full-sample directional pattern,
d the exchange rate and the predictive
e GARCH estimates indicate that volatility

exchange rate, and global economi€ policy uncertainty are neither uniform nor time-invariant. These
linkages evolve in regponse to shifts in global financial conditions and domestic market adaptation. Such

integration, vulnerability;-and partial synchronization with global sentiment.

In the full-sample analysis, the mutual influence between stock prices and the exchange rate
indicates a significant two-way transmission mechanism. This finding is consistent with portfolio
balance and capital flow theories, which posit that exchange rate adjustments reflect cross-border
portfolio rebalancing in response to changes in equity returns (Frankel, 1992; Ahmadian-Yazdi et al.,
2025). When domestic equity performance strengthens, foreign capital inflows tend to appreciate in the
local currency, while depreciation pressures arise when investors rebalance away from emerging-market
assets. The presence of feedback from both variables to global uncertainty suggests that Indonesia’s
financial dynamics have become increasingly relevant within the broader emerging-market sentiment
captured by the GEPU index.

The Granger-causality results from IHSG and the exchange rate to GEPU should not be
interpreted as evidence that Indonesian financial variables structurally determine global economic policy
uncertainty. GEPU is a globally aggregated index, and Indonesia’s equity market is unlikely to move
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the index through a direct causal channel. A more defensible interpretation is synchronization. Changes
in [HSG and the exchange rate appear to contain information about broader emerging-market adjustment
to global sentiment, so the statistical predictability from domestic variables to GEPU reflects co-
movement within the global risk cycle rather than direct causation from Indonesia to global uncertainty.

Sub-period analysis provides further insight into how these mechanisms have evolved. During
the pre-crisis expansion, the relative influence of domestic indicators on global uncertainty reflects
Indonesia’s improved macroeconomic credibility and the growing confidence of global investors in
emerging markets. This phase represents a period of relatively autonomous market behavior, where
internal performance contributed positively to global risk perceptions. By contrast, during the global
financial crisis, the direction of causality reversed, with global shocks and exchange-rate pressures
emerging as primary drivers of domestic equity movements. This reversal aligns with uncertainty
transmission theory (Huynh et al., 2023; Hashmi et al., 2021), illustrating how external shocks rapidly
propagate through capital flows and investor expectations. The he€ightened “volatility and residual

global risk cycles.
From a broader perspective

becoming a participant in global
ift from domestic-led to externally

rket coordination between monetary, fiscal, and macroprudential
and currency movements can serve as an early warning system

observed across seyeral regimes reinforces the need for adaptive policy instruments capable of
addressing volatility withoyt'distorting market functioning.

Academically, the study contributes to the literature on financial integration by providing long-
term evidence of evolving interaction between domestic and global variables in an emerging-market
context. The confirmation of stability across models and the robustness of the short-run dynamics
strengthen the empirical validity of the findings. The results extend previous research by showing that
Indonesia’s market no longer functions merely as a recipient of global shocks but increasingly co-moves
with international uncertainty, reflecting the behavioral and institutional maturity of its financial system.

In summary, the discussion highlights a progressive evolution of Indonesia’s financial
interconnectedness. Domestic resilience, policy credibility, and investor behavior have jointly shaped
how global uncertainty influences national markets. The evidence provides a nuanced understanding
that can guide investors in managing risk exposure and assist policymakers in designing responsive
frameworks that sustain stability within an increasingly interconnected global environment.
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CONCLUSION

This study investigated the dynamic interactions among Indonesia’s stock market (IHSG), the
exchange rate, and global economic policy uncertainty (GEPU) using monthly data from 2000 to 2025.
The analysis identified no statistically stable long-run equilibrium among the variables, yet revealed
significant short-run interdependencies that differ across economic regimes. These findings indicate that
Indonesia’s financial market has progressively evolved from being primarily reactive to global shocks
toward exhibiting synchronized movements with broader emerging-market sentiment, reflecting both
increased financial integration and greater exposure to global risk factors.

For investors, the results highlight that stock market behavior in Indonesia is increasingly
influenced by shifts in global uncertainty and currency movements, reinforcing the importance of
diversified portfolios and dynamic risk management strategies that account for international

re; an Indonesia-specific EPU index
ission. Finally, the analysis is in-

decomposition of IHSG al, commodity, consumer, or manufacturing
sectors respond differently to uncertainty and dte shocks. Cross-country comparisons across
ASEAN economies eould identi hether Indonesia’s’adjustment pattern is unique or part of a broader
regional mechani op and apply an Indonesia-specific EPU index, use
higher-frequency etween/positive and negative uncertainty shocks to examine
asymmetric
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