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	ABSTRACT 
This study investigates the impact of the Indonesian Rupiah (IDR) exchange rate against the United States Dollar (USD) on the Indonesian Sharia Stock Index (ISSI) during the 2020–2025 period. Using monthly time-series data comprising 72 observations, the analysis employs the Ordinary Least Squares (OLS) method, supported by the Augmented Dickey–Fuller (ADF) unit root test, classical diagnostic tests, and the Engle–Granger cointegration approach. The ADF results reveal that both variables are non-stationary at level but become stationary after first differencing, indicating integration of order one, I(1). The level regression initially suggests a positive and statistically significant relationship between the exchange rate and ISSI (R² = 0.684). However, the relatively low Durbin–Watson statistic indicates the possibility of spurious regression. After transforming the variables into first differences, the relationship turns negative and remains statistically significant (β = −177.18; p = 0.027), supporting the predictions of the flow-oriented exchange rate model. Furthermore, the cointegration test confirms the existence of a long-run equilibrium relationship between the exchange rate and ISSI. The findings suggest that Rupiah depreciation exerts downward pressure on the Sharia stock market in the short run, while both variables maintain a stable long-run relationship. The contrast between the level and differenced estimations highlights the importance of addressing non-stationarity when examining exchange rate–stock market relationships in Islamic capital markets. This study contributes to the literature by providing updated evidence from a period characterized by the COVID-19 pandemic, post-pandemic recovery, and global monetary tightening, while also emphasizing the methodological importance of distinguishing between short-run dynamics and long-run equilibrium relationships. The findings offer practical implications for investors, regulators, and policymakers in managing exchange-rate-related risks within Indonesia’s Islamic financial market.



INTRODUCTION
The capital market constitutes one of the fundamental pillars of a modern economic system, serving as a mechanism for mobilizing public savings and allocating financial resources efficiently across productive sectors. In Indonesia, capital market development has not been limited to conventional financial instruments but has also experienced substantial growth within the Islamic finance sector. This development has been facilitated by the Financial Services Authority (OJK) and the Indonesia Stock Exchange (IDX) through the establishment of the Indonesian Sharia Stock Index (ISSI) on 12 May 2011. As a comprehensive benchmark encompassing all Sharia-compliant stocks listed on the Indonesia Stock Exchange and included in the Sharia Securities List (Daftar Efek Syariah/DES), ISSI serves as an important indicator of the performance and development of Indonesia’s Islamic capital market.
As an open emerging economy, Indonesia remains highly exposed to fluctuations in both domestic and global macroeconomic conditions. Among various macroeconomic indicators, the exchange rate occupies a particularly important position due to its direct influence on investor sentiment, capital flows, corporate profitability, and overall financial market stability. Exchange rate volatility can alter investment decisions, affect firms’ operating costs, and shape market expectations regarding future economic performance. Consequently, understanding the relationship between exchange rate movements and stock market performance has become an increasingly important issue in both academic and policy discussions.
Recent developments further highlight the importance of this issue. During the first half of 2026, the Indonesian Rupiah experienced renewed depreciation pressure, reaching levels above IDR 18,000 per US Dollar and recording one of its weakest positions in recent history. This depreciation was driven by a combination of external factors, including the strengthening of the US Dollar, expectations of prolonged monetary tightening by the Federal Reserve, rising US Treasury yields, geopolitical tensions in the Middle East, and persistent capital outflows from emerging markets. Such developments have revived concerns regarding the vulnerability of Indonesia’s financial markets to exchange rate shocks and have intensified interest in understanding how currency movements affect investment instruments, including Sharia-compliant equities.
The depreciation observed in 2026 should not be interpreted as an isolated event. Rather, it represents the continuation of exchange-rate dynamics that evolved throughout the 2020–2025 period. During 2020–2021, the COVID-19 pandemic generated unprecedented uncertainty in global financial markets, triggering significant depreciation of the Rupiah as investors shifted toward safe-haven assets. Subsequently, the post-pandemic recovery period was followed by a sharp increase in global inflation during 2022–2023, prompting the Federal Reserve to aggressively raise interest rates. This policy shift resulted in substantial capital outflows from emerging economies, including Indonesia, thereby placing additional pressure on the Rupiah. Exchange rate volatility persisted through 2024 and 2025, creating a unique empirical setting characterized by consecutive economic shocks, including a global health crisis, economic recovery, and international monetary tightening.
From a theoretical perspective, exchange rates constitute one of the most important macroeconomic variables influencing stock market performance. Currency depreciation may increase production costs for firms that rely on imported intermediate goods, raise the burden of foreign-currency-denominated liabilities, and alter foreign investors’ return expectations. According to the Arbitrage Pricing Theory (APT) proposed by Ross (1976), exchange rate fluctuations represent a systematic risk factor capable of influencing asset valuation and portfolio allocation decisions. Therefore, exchange rate stability is often regarded as a prerequisite for maintaining investor confidence and ensuring the efficient functioning of financial markets.
Within this context, the Islamic capital market presents a particularly interesting case. Unlike conventional firms, Sharia-compliant companies are subject to specific screening requirements that restrict excessive leverage and interest-based financing. In Indonesia, firms included in the Sharia Securities List must comply with financial screening criteria that limit interest-bearing debt to a maximum proportion of total assets. These requirements imply that Sharia-compliant firms may exhibit different sensitivities to exchange rate fluctuations compared with conventional firms. Consequently, the Indonesian Sharia Stock Index (ISSI) provides a valuable framework for examining whether the distinctive characteristics of Islamic financial principles contribute to greater resilience against macroeconomic shocks.
The relationship between exchange rates and stock prices has traditionally been explained through two major theoretical frameworks. The first is the flow-oriented model developed by Dornbusch and Fischer (1980), which argues that exchange rate movements affect firms’ competitiveness, profitability, and cash flows, thereby influencing stock prices. Under this framework, currency depreciation is generally expected to exert a negative effect on stock market performance, particularly in economies that depend heavily on imported inputs. The second is the stock-oriented model proposed by Branson (1983), which suggests that stock market movements influence investor wealth and international portfolio allocation, thereby affecting exchange rates through capital flows. Together, these theories indicate that exchange rates and stock prices may be linked through complex and potentially bidirectional relationships.
Despite extensive empirical investigation, existing evidence remains inconclusive. Several studies conducted in Indonesia report a significant negative relationship between exchange rates and ISSI, supporting the predictions of the flow-oriented model. Other studies, however, find insignificant or even positive relationships, suggesting that Sharia-compliant firms may possess internal characteristics that mitigate the adverse effects of exchange rate volatility. These inconsistent findings indicate that the exchange rate–stock market nexus remains an unresolved issue within the literature on Islamic capital markets.
This study addresses three important research gaps. First, the majority of previous studies have concentrated on conventional stock market indices such as the Composite Stock Price Index (IHSG) and LQ45, while empirical investigations focusing specifically on ISSI remain relatively limited. Second, existing research rarely examines the complete 2020–2025 period, which encompasses the COVID-19 pandemic, post-pandemic recovery, and global monetary tightening within a single analytical framework. Third, the unique financial characteristics of Sharia-compliant firms may generate different responses to exchange rate fluctuations, yet this issue has received insufficient empirical attention.
Accordingly, this study aims to examine the effect of the Rupiah–US Dollar exchange rate on the Indonesian Sharia Stock Index (ISSI) during the 2020–2025 period. By employing monthly time-series data and econometric techniques, the study seeks to provide updated empirical evidence regarding the exchange rate–stock market relationship and evaluate the applicability of the flow-oriented model within the context of Indonesia’s Islamic capital market. The findings are expected to contribute to the literature on Islamic finance while offering practical implications for investors, regulators, and policymakers in managing exchange-rate-related risks within Sharia-compliant investment markets.
METHOD RESEARCH
Research Design
This study employs a quantitative research approach using time-series data to examine the impact of the Rupiah–US Dollar exchange rate on the Indonesian Sharia Stock Index (ISSI) over the period 2020–2025. A quantitative approach is considered appropriate because the primary objective of this research is to empirically assess the statistical relationship between macroeconomic variables and stock market performance through econometric analysis. The study adopts an explanatory research design, aiming to identify and explain the extent to which fluctuations in the exchange rate influence the performance of Indonesia’s Islamic capital market.
The analytical framework is grounded in the flow-oriented exchange rate model proposed by Dornbusch and Fischer (1980), which suggests that exchange rate movements affect firms’ competitiveness, profitability, and ultimately stock prices. Within this framework, the Rupiah–US Dollar exchange rate is treated as the independent variable, while the Indonesian Sharia Stock Index (ISSI) serves as the dependent variable.
Data and Sources
This study relies exclusively on secondary data obtained from official institutional publications. The exchange rate data represent the monthly Rupiah exchange rate against the United States Dollar and were collected from publications issued by Bank Indonesia and the Ministry of Trade of the Republic of Indonesia. Data on the Indonesian Sharia Stock Index (ISSI) were obtained from the Financial Services Authority (OJK) and supporting publications from the Indonesia Stock Exchange (IDX).
The observation period extends from January 2020 to December 2025, generating a total of 72 monthly observations. This period was deliberately selected because it encompasses several major economic episodes, including the COVID-19 pandemic, the post-pandemic recovery phase, and the period of global monetary tightening, thereby providing a rich empirical setting for examining the interaction between exchange rate dynamics and Sharia stock market performance.
Data collection was conducted using the documentation method, whereby statistical data and official reports published by relevant institutions were systematically compiled and organized into a monthly time-series dataset. Since all variables are publicly available through official sources, the documentation approach ensures both data reliability and consistency throughout the study period.
Variable Measurement
The study utilizes two variables. The dependent variable is the Indonesian Sharia Stock Index (ISSI), measured using the monthly closing value of the index. ISSI serves as a comprehensive indicator representing the performance of all Sharia-compliant stocks listed on the Indonesia Stock Exchange and included in the Sharia Securities List. The independent variable is the Rupiah–US Dollar exchange rate (KURS), measured using the monthly exchange rate expressed in Indonesian Rupiah per United States Dollar (IDR/USD). An increase in the exchange rate indicates a depreciation of the Rupiah, whereas a decrease indicates an appreciation of the domestic currency.
Econometric Model
To examine the effect of exchange rate movements on the performance of the Indonesian Sharia Stock Index, the study employs a simple linear regression model estimated using the Ordinary Least Squares (OLS) method. The baseline model is specified as follows:
ISSIₜ = α + βKURSₜ + εₜ ...................................(1)
where:
· (ISSIₜ) represents the Indonesian Sharia Stock Index at time (t);
· (KURSₜ) denotes the Rupiah–US Dollar exchange rate at time (t);
· (α) is the intercept term;
· (β) is the slope coefficient measuring the effect of exchange rate movements on ISSI;
· (εₜ) is the stochastic error term.
Given that financial and macroeconomic time-series data frequently exhibit non-stationary behavior, direct estimation at level may generate misleading results in the form of spurious regression. Therefore, the study complements the baseline regression analysis with unit root and cointegration tests to ensure the validity of statistical inference. If the variables are found to be non-stationary at level, the model is re-estimated using first-differenced data to capture short-run dynamics. Furthermore, cointegration analysis is employed to investigate the existence of a long-run equilibrium relationship between the variables.
Data Analysis Techniques
The empirical analysis is conducted using EViews software and follows several sequential procedures.
Descriptive Statistics
The first stage involves descriptive statistical analysis to provide an overview of the characteristics of the data. Descriptive measures include the mean, median, maximum value, minimum value, and standard deviation for each variable.
Unit Root Test
To determine the stationarity properties of the variables, the Augmented Dickey–Fuller (ADF) test is employed. The test is performed at both level and first-difference forms. A variable is considered stationary when the associated probability value is below the 5 percent significance level. Establishing stationarity is essential because non-stationary variables may lead to biased and inconsistent regression results.
Classical Diagnostic Tests
To ensure that the OLS estimators satisfy the Gauss–Markov assumptions and produce Best Linear Unbiased Estimators (BLUE), several diagnostic tests are conducted. These include the Jarque–Bera test for residual normality, the Breusch–Godfrey Lagrange Multiplier test for autocorrelation, and the Breusch–Pagan–Godfrey (or White) test for heteroskedasticity. Since the model contains only one independent variable, multicollinearity is not considered a relevant concern.
Regression Analysis and Hypothesis Testing
The main hypothesis is evaluated using Ordinary Least Squares (OLS) estimation. Statistical significance is assessed through the t-test, which examines the partial effect of the exchange rate on ISSI. The overall adequacy of the regression model is evaluated using the F-test, while the coefficient of determination ((R^2)) is used to assess the explanatory power of the independent variable. The sign and magnitude of the estimated coefficient provide insights into the direction and strength of the relationship between exchange rate movements and the Indonesian Sharia Stock Index.
RESULT AND DISCUSSION
Table 1 presents the descriptive statistics of the variables used in this study. During the observation period, ISSI recorded an average value of 5,155,595.38, with a minimum value of 2,688,657.92 and a maximum value of 9,981,862.38. Meanwhile, the Rupiah–US Dollar exchange rate averaged IDR 15,252.50 per USD, ranging from IDR 13,662.00 to IDR 16,787.00. The relatively large standard deviation of ISSI indicates substantial variation in the performance of the Indonesian Sharia stock market throughout the study period. Similarly, exchange rate fluctuations reflect significant movements in the Rupiah, particularly during periods of heightened global economic uncertainty.
Table 1. Descriptive Statistics
	Statistic
	ISSI
	Exchange Rate (KURS)

	Mean
	5,155,595.38
	15,252.50

	Median
	4,621,719.10
	15,110.50

	Maximum
	9,981,862.38
	16,787.00

	Minimum
	2,688,657.92
	13,662.00

	Standard Deviation
	1,850,533.69
	852.34

	Observations
	72
	72


Source: Author's calculation using EViews
ISSI data were obtained from the official statistics of the Indonesia Stock Exchange. The values reported represent the market capitalization associated with Sharia-compliant equities rather than the index points themselves.
Unit Root Test
The stationarity properties of the variables were examined using the Augmented Dickey–Fuller (ADF) test. The results are reported in Table 2. At the level form, both ISSI and the exchange rate exhibit probability values exceeding the 5 percent significance level, indicating the presence of a unit root. After first differencing, both variables become stationary with probability values below 0.01. Accordingly, ISSI and KURS are integrated of order one, I(1).


Table 2. Augmented Dickey–Fuller Unit Root Test
	Variable
	Level (Prob.)
	First Difference (Prob.)
	Integration Order

	ISSI
	0.9975
	0.0000
	I(1)

	KURS
	0.9409
	0.0000
	I(1)


Source: Author's calculation using EViews
[bookmark: _a8nktxhg5ooc]
[bookmark: _3mo9i7ergmy]Regression Results
The baseline OLS estimation was conducted using the level form of the variables. The estimated regression equation is presented as follows:
(ISSIεₜ = -22,238,401.50 + 1,796.03 KURSₜ)
The regression results indicate that the exchange rate coefficient is positive and statistically significant at the 1 percent level. The model explains approximately 68.43 percent of the variation in ISSI, as reflected by the coefficient of determination (R²).
Table 3. OLS Regression Results (Level Form)
	Variable
	Coefficient
	Std. Error
	t-Statistic
	Probability

	Constant
	-22,238,401.50
	2,227,218.18
	-9.9848
	0.0000

	KURS
	1,796.03
	145.80
	12.3186
	0.0000



	Model Statistics
	Value

	R²
	0.6843

	Adjusted R²
	0.6798

	F-statistic
	151.7472

	Prob(F)
	0.0000


Source: Author's calculation using EViews
[bookmark: _6da4knaa6ay1]Diagnostic Tests
Table 4 reports the results of the classical diagnostic tests. The Jarque–Bera test rejects the null hypothesis of normality. The Breusch–Godfrey test indicates the presence of autocorrelation, while the Breusch–Pagan test suggests heteroskedasticity in the residuals.
Table 4. Diagnostic Test Results
	Test
	Statistic
	Probability
	Decision

	Jarque–Bera
	47.7921
	0.0000
	Non-normal residuals

	Breusch–Godfrey LM
	32.6950
	0.0000
	Autocorrelation detected

	Durbin–Watson
	0.6500
	–
	Positive autocorrelation

	Breusch–Pagan
	6.0809
	0.0137
	Heteroskedasticity detected


Source: Author's calculation using EViews
[bookmark: _8g65zdyj9ngn]Robustness Analysis
To address potential non-stationarity issues, the regression model was re-estimated using first-differenced variables. The results reveal that the coefficient of the differenced exchange rate variable becomes negative and statistically significant at the 5 percent level.
Table 5. Regression Results Using First Differences
	Variable
	Coefficient
	Probability
	Model Statistics
	Value

	Constant
	85,352.10
	–
	R²
	0.0689

	D(KURS)
	-177.18
	0.0270
	Prob(F)
	0.0270


Source: Author's calculation using EViews
[bookmark: _pndecunozjvt]Cointegration Test
The Engle–Granger cointegration test was performed to determine whether a long-run equilibrium relationship exists between ISSI and the exchange rate. The results indicate a statistically significant cointegration relationship at the 5 percent significance level.

Table 6. Engle–Granger Cointegration Test
	Test
	Statistic
	Probability
	Conclusion

	Engle–Granger
	-3.3533
	0.0478
	Cointegrated

	Residual ADF
	-3.3130
	0.0143
	Stationary residual


Source: Author's calculation using EViews
[bookmark: _xckvdzcgojmg]Discussion
[bookmark: _q4hrpj4hdidi]Long-Run and Short-Run Dynamics between Exchange Rate and ISSI
The findings reveal a nuanced relationship between the Rupiah–US Dollar exchange rate and the Indonesian Sharia Stock Index (ISSI), characterized by distinct long-run and short-run dynamics. At the level specification, the exchange rate exhibits a positive and statistically significant association with ISSI. However, the presence of non-stationary variables, coupled with a relatively high coefficient of determination (R² = 0.684) and a very low Durbin–Watson statistic (DW = 0.65), raises concerns regarding the reliability of this relationship. Following the argument of Granger and Newbold (1974), regressions involving non-stationary series may produce spurious relationships that merely reflect common stochastic trends rather than genuine economic linkages.
This concern is reinforced by the diagnostic test results, which indicate serious violations of classical regression assumptions. Therefore, the positive relationship observed in the level model should be interpreted cautiously, as it may largely capture the fact that both variables exhibit upward trends during the observation period rather than a meaningful causal relationship.
A different pattern emerges after correcting for non-stationarity through first differencing. The estimated coefficient becomes negative and statistically significant, suggesting that Rupiah depreciation exerts downward pressure on ISSI in the short run. This finding implies that fluctuations in the exchange rate have immediate consequences for the performance of Sharia-compliant firms, particularly through their impact on production costs, imported inputs, and investor expectations.
The cointegration results provide an additional layer of insight. The existence of a statistically significant cointegration relationship suggests that despite short-run fluctuations, ISSI and the exchange rate maintain a long-run equilibrium relationship. Consequently, the evidence indicates that exchange rate movements influence the Sharia stock market through two distinct channels: a short-run adjustment mechanism characterized by a negative response and a long-run equilibrium process in which both variables move together over time.
[bookmark: _orkxj0x4ne2p]Consistency with the Flow-Oriented Model
The negative coefficient obtained from the first-difference regression strongly supports the flow-oriented model developed by Dornbusch and Fischer (1980). According to this framework, exchange rate movements affect firms’ competitiveness, profitability, and future cash flows, which are subsequently reflected in stock prices.
In the Indonesian context, Rupiah depreciation increases the cost of imported raw materials and intermediate goods used by domestic firms. It may also increase the burden of foreign-currency-denominated liabilities, thereby reducing profitability and weakening investor confidence. As a result, stock prices tend to decline when the domestic currency depreciates. The present findings suggest that these mechanisms remain relevant within the Islamic capital market. Although Sharia-compliant firms are generally subject to lower leverage and stricter financial screening requirements, they are not completely insulated from exchange-rate shocks. Consequently, the empirical evidence confirms that exchange rate fluctuations continue to play an important role in shaping the performance of ISSI.
Interestingly, the results also demonstrate that the validity of the flow-oriented model depends on the analytical horizon. While the short-run dynamics support the model's prediction of a negative relationship, the long-run cointegration results indicate a more complex interaction that cannot be fully explained by short-run transmission mechanisms alone.
[bookmark: _uijxn9qnowpb]Comparison with Previous Empirical Studies
The findings of this study contribute to the ongoing debate regarding the exchange rate–stock market nexus in Indonesia. Several recent studies, including those conducted by Fisamawati (2025) and Khotimah et al. (2025), reported a positive and significant relationship between the exchange rate and ISSI. At first glance, these findings appear inconsistent with the results obtained in the present study.
However, a closer examination suggests that the discrepancy may stem from methodological differences. Previous studies primarily relied on level-form regressions and did not extensively address potential non-stationarity issues. As demonstrated in the present analysis, regressions estimated using non-stationary variables may capture common trends rather than genuine economic relationships. After controlling for non-stationarity, the relationship becomes negative and statistically significant, thereby supporting the theoretical predictions of the flow-oriented model. This result suggests that some previously reported positive relationships may reflect trend-driven correlations rather than underlying economic mechanisms.
The findings also resonate with international evidence. Kim (2003), in the context of the Chinese stock market, documented the coexistence of long-run equilibrium relationships and short-run negative adjustments between exchange rates and stock prices. Similarly, Bahmani-Oskooee and Saha (2017) emphasized that exchange rate–stock market relationships are often asymmetric and highly sensitive to model specification, estimation techniques, and time horizons. Therefore, the present study provides additional evidence that the relationship between exchange rates and stock markets cannot be adequately captured by a single static coefficient. Instead, it should be understood as a dynamic process involving both long-run equilibrium forces and short-run adjustment mechanisms.
[bookmark: _gghlvji7ap8w]Theoretical Implications
This study offers several theoretical contributions to the literature on Islamic capital markets and exchange rate economics. First, it provides empirical support for the applicability of the flow-oriented model within the context of Indonesia’s Sharia stock market. The negative and significant short-run effect confirms that exchange rate depreciation adversely affects Sharia-compliant equities through real-sector transmission channels.
Second, the findings highlight the importance of incorporating time-series properties into empirical analyses of financial markets. The contrast between the level regression and the differenced regression demonstrates how conclusions regarding the direction of relationships can change substantially once non-stationarity is properly addressed. Third, the evidence suggests that Sharia-compliant firms may possess a degree of resilience against exchange-rate shocks due to their relatively low dependence on interest-bearing debt. Nevertheless, this resilience does not eliminate exposure to exchange-rate risk altogether, indicating that Islamic financial principles moderate but do not fully neutralize, the impact of macroeconomic shocks.
[bookmark: _97sgf9dzkz4t]Practical Implications
The findings generate several practical implications for market participants and policymakers. For investors, the results indicate that periods of Rupiah depreciation may negatively affect ISSI performance in the short run. Consequently, monitoring exchange-rate developments and implementing appropriate risk-management or hedging strategies may improve portfolio performance. At the same time, the existence of a long-run equilibrium relationship suggests that temporary market corrections may create investment opportunities for long-term investors. For regulators, including Bank Indonesia, the Financial Services Authority (OJK), and the Indonesia Stock Exchange (IDX), maintaining exchange-rate stability remains important for reducing short-term volatility in the Islamic capital market. Coordinated monetary, financial, and capital-market policies may therefore contribute to greater resilience within the Sharia financial ecosystem.
For academics, the study underscores the importance of conducting stationarity and cointegration tests before interpreting regression results involving macroeconomic time-series data. Failure to account for these properties may lead to misleading conclusions and inconsistent findings across studies. Finally, given the marginal nature of the cointegration evidence, future research should consider employing Error Correction Models (ECM), Autoregressive Distributed Lag (ARDL) models, or nonlinear approaches such as NARDL to distinguish more explicitly between long-run and short-run effects while accommodating potential asymmetries in the exchange rate–stock market relationship.
CONCLUSION
This study examined the impact of the Rupiah–US Dollar exchange rate on the Indonesian Sharia Stock Index (ISSI) using monthly time-series data covering the period from January 2020 to December 2025. The analysis was conducted using Ordinary Least Squares (OLS), supported by stationarity testing, diagnostic testing, and cointegration analysis to ensure the robustness of the findings. The results indicate that both the exchange rate and ISSI exhibit non-stationary behavior at the level form but become stationary after first differencing, suggesting that both variables are integrated of order one, I(1). The initial level regression reveals a positive and statistically significant relationship between the exchange rate and ISSI. However, diagnostic tests indicate the presence of non-stationarity, autocorrelation, and heteroskedasticity, suggesting that the level relationship may be influenced by spurious regression.
After controlling for non-stationarity through first differencing, the relationship between the exchange rate and ISSI becomes negative and statistically significant. This finding implies that Rupiah depreciation exerts downward pressure on the Indonesian Sharia stock market in the short run. Furthermore, the Engle–Granger cointegration test confirms the existence of a long-run equilibrium relationship between the two variables, indicating that although short-run adjustments may be negative, both variables tend to move together over the long term.
Overall, the findings support the relevance of the flow-oriented model in explaining the relationship between exchange rate movements and Sharia stock market performance in Indonesia. The study demonstrates that the direction and magnitude of the exchange rate effect depend on the analytical horizon, highlighting the importance of distinguishing between short-run dynamics and long-run equilibrium relationships when examining financial time-series data.
Research Limitations
Several limitations should be acknowledged when interpreting the findings of this study. First, the analysis employs a bivariate framework consisting of only one independent variable, making the model susceptible to omitted variable bias. Other macroeconomic determinants of ISSI performance, such as inflation, interest rates, commodity prices, global market sentiment, and monetary policy variables, were not incorporated into the model. Second, although the study identifies evidence of cointegration, the OLS framework does not explicitly separate short-run and long-run adjustment mechanisms. Consequently, the estimated relationships should be interpreted as preliminary evidence rather than a complete representation of the exchange rate–stock market nexus.
Third, the observation period is limited to 72 monthly observations covering six years. While the selected period captures several major economic shocks, a longer time horizon may provide a more comprehensive understanding of structural relationships and market adjustments. Finally, this study does not account for potential asymmetries in exchange rate movements or structural breaks resulting from extraordinary events such as the COVID-19 pandemic. Therefore, the estimated coefficients may not fully capture the complexity of exchange rate transmission mechanisms within Indonesia’s Islamic capital market.
Recommendations and Future Research Directions
Based on the findings and limitations of the study, several recommendations can be proposed. For investors, exchange rate developments should be considered an important source of risk when making investment decisions in the Islamic capital market. Periods of significant Rupiah depreciation may exert downward pressure on ISSI in the short run, highlighting the importance of portfolio diversification and risk-management strategies. At the same time, the existence of a long-run equilibrium relationship suggests that temporary market corrections may provide attractive opportunities for long-term investors.
For policymakers and market regulators, including Bank Indonesia, the Financial Services Authority (OJK), and the Indonesia Stock Exchange (IDX), maintaining exchange rate stability remains essential for supporting the resilience of Indonesia’s Islamic capital market. Policy coordination aimed at reducing excessive currency volatility may contribute to a more stable investment environment and strengthen investor confidence.
For future research, several avenues deserve further exploration. Future studies are encouraged to employ Error Correction Models (ECM) or Autoregressive Distributed Lag (ARDL) approaches to explicitly distinguish between short-run and long-run effects. Researchers may also incorporate additional macroeconomic variables, such as inflation, interest rates, commodity prices, and global financial indicators, to improve model explanatory power. Furthermore, nonlinear approaches, including NARDL models, may provide valuable insights into potential asymmetric responses of the Islamic stock market to currency appreciation and depreciation. Extending the observation period and testing for structural breaks would also contribute to a deeper understanding of exchange rate dynamics and Islamic capital market performance in Indonesia.
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