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Abstract 

The relationship between foreign capital flows and the stock index is mutually influential, creating a cycle. Economic 
growth and market stability, indicated by rising stock indexes, attract foreign capital inflows, which in turn 
strengthen the stock index. This study aims to explore the relationship between foreign capital flows and the Jakarta 
Composite Index (JCI) in Indonesia from 2010 to 2024. Based on Granger causality, foreign capital flows influence 
the Jakarta Composite Index (JCI), but not vice versa. This finding is supported by the VECM model analysis, using 
impulse response function analysis and variant decomposition. Maintaining the stability of foreign capital flows in 
Indonesia is crucial, as large fluctuations in foreign capital inflows or outflows can trigger or exacerbate stock 
market volatility. Significant capital outflows, often driven by global sentiment such as rising US interest rates or 
geopolitical uncertainty, can cause foreign investors to withdraw funds from the stock market, leading to weakened 
stock prices and a negative impact on the Jakarta Composite Index (JCI). Conversely, capital inflows can support the 
stock market and indicate investor optimism about a country. 
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INTRODUCTION 

Foreign capital plays a crucial role in the economy by driving economic growth, creating 
jobs, improving infrastructure (Ameliana & Soebagyo, 2023), facilitating the transfer of technology 
and knowledge, and diversifying the economy (Shaldehi et al., 2020). Furthermore, foreign capital 
also contributes to increasing the competitiveness of domestic industries through competition and 
innovation (Sethi et al., 2022). An underdeveloped financial sector can be a cause of foreign capital 
outflow as investors seek more promising investment instruments and more stable markets in 
other countries (Topaloglu et al., 2019). An underdeveloped capital market lacks diverse and 
attractive investment instruments, making it challenging for foreign investors to allocate their 
funds and achieve the expected returns. An underdeveloped financial sector can hinder companies' 
ability to secure long-term funding, thereby preventing them from expanding and offering 
attractive investment opportunities to foreign capital. 

Portfolio investment flows can influence a country's money and capital markets through 
the use of capital market instruments (Ngobe & Emenike, 2020). The influx of foreign capital can 
benefit the capital market. One benefit is driving up stock prices in a country (Ahmad & Yusniar, 
2018). Foreign investors influence stock prices through buying and selling activities in the 
Indonesian capital market. Mayzan and Sulasmiyati (2018) stated that foreign investment (net 
foreign funds) in Indonesia is one indicator that can move the Jakarta Composite Index (JCI), 
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because inflows and outflows represent opportunities or threats for investors. The increase in net 
foreign purchases of shares in Indonesia by foreign investors demonstrates foreign investor 
optimism regarding the Indonesian stock market. 

Although local investors still dominate the Indonesian capital market, the presence of 
foreign investors continues to show an increasing trend. Despite their small number, foreign 
investors control 41.96% of assets in the capital market. Meanwhile, the remaining 58.04% of 
assets in the capital market are controlled by local investors (OJK, 2024). This suggests that 
investment in the Indonesian capital market remains attractive to foreign investors. On the one 
hand, this benefits the Indonesian economy by increasing funding for domestic development. 
However, on the other hand, there is a risk factor associated with foreign capital reversals that can 
be detrimental to the Indonesian economy, including depreciation of the rupiah exchange rate, 
increased inflation, and hindered economic growth. Studies by Shabbir and Muhammad (2019) in 
Pakistan and Sanusi and Koekemoer (2025) in South Africa indicate that foreign capital investment 
is a key driver of stock market development. However, it can also lead to instability and significant 
financial distress if domestic macroeconomic conditions and a policy framework designed to 
protect the stock market from external shocks are not well coordinated. 

This study aims to analyze the relationship between the stock price index and foreign 
capital flows (foreign direct investment and portfolio investment) in Indonesia. This research 
provides empirical evidence to inform the development of key strategies that can enhance capital 
market performance amid the dynamics of foreign capital flows. Furthermore, the study examines 
the impact of stock price index determinants and foreign capital, thereby assisting decision-makers 
in developing long-term policies. This study also offers a comprehensive policy framework to 
optimize the benefits of the global economy to support domestic development funding. 
 
LITERATURE REVIEW 

Foreign capital flows can influence stock prices by altering the demand for specific financial 
assets (Sethi et al., 2022). According to the Capital Asset Pricing Model (CAPM), a financial model 
used to estimate the expected return on an investment, such as stocks, based on systematic risk 
(market risk) that cannot be diversified away. This model relates the rate of return to beta (a 
measure of systematic risk), the rate of return on a risk-free asset, and the equity risk premium. 
Market efficiency theory states that security prices (such as stocks) fully reflect all available 
information, making consistent abnormal returns impossible for investors (Shah, 2023). This 
theory is divided into three forms based on the type of information reflected in prices: the weak 
form (using past price and volume data), the semi-strong form (using past data and all public 
information), and the strong form (using all information, including confidential information) (Pham 
et al., 2022). 

The push factors (causing stock prices to rise) and pull factors (causing stock prices to fall) 
of stock price changes originate from internal (company performance and policies) and external 
(macroeconomic conditions, market sentiment, industry news, government policies, and global 
factors) factors that influence the demand and supply of shares in the market. A study by Oyerinde 
(2019) found evidence that increased foreign portfolio investment improved domestic stock 
market performance in Nigeria. However, according to Irandoust (2021), foreign capital inflows 
were not found to have an impact on financial development in eight former communist countries. 
Foreign capital inflows can potentially create asset bubbles, namely, drastic and speculative 
increases in the price of an asset beyond its fundamental value, which risk bursting and causing 
significant losses for investors (Sanusi & Kapingura, 2022). The two can be interrelated, where 
capital flight can occur from countries experiencing asset bubbles, or asset bubbles can encourage 
capital flight due to investor distrust. 
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This study fills a research gap and complements existing research related to foreign capital 
inflows and stock prices. Most studies only analyze one type of foreign capital flow: foreign direct 
investment (e.g., Shaldehi et al., 2020; Sethi et al., 2022; Pham et al., 2022; Shah, 2023) or portfolio 
investment (e.g., Oyerinde, 2019; Shabbir & Muhammad, 2019; Sanusi & Koekemoer, 2025). This 
study provides a more comprehensive analysis of foreign capital flows, encompassing both foreign 
direct investment and portfolio investment.  
 
RESEARCH METHOD 
Data 

The research utilized time series data from 2010 Q1 to 2024 Q4, sourced from the Jakarta 
Composite Index (JCI), portfolio investment (PORT), and foreign direct investment (FDI) data, 
published by Bank Indonesia. The JCI or Jakarta Composite Index is an indicator that describes the 
overall movement of stock prices listed on the Indonesia Stock Exchange (IDX). Simply put, the JCI 
serves as a measuring tool to assess whether the national stock market is strengthening, weakening, 
or remaining stable. Portfolio investment is the purchase of financial assets, such as stocks and 
bonds, by foreign investors in the financial markets of other countries, without the aim of gaining 
management control over the companies issuing the assets. This investment is passive, aims to 
diversify the portfolio, and differs from direct investment, which involves ownership and control of 
the business. Foreign Direct Investment is a long-term investment by a foreign investor in a 
company or business in another country, where the investor has significant influence or control 
over the company. This investment involves acquiring a controlling stake (at least 10%), 
establishing a new company, or acquiring an existing one, and aims to transfer technology, 
management, and promote economic growth in the recipient country. 

 
Granger Causality 

The Granger causality equation model is an econometric model that tests whether past 
values of an independent variable (X) have additional predictive power to explain the dependent 
variable (Y), in addition to using past values of Y itself. The null hypothesis (H0) is that past values 
of X do not Granger-cause Y. If the p-value is smaller than the significance level (e.g., 0.05), then H0 
is rejected, and it is concluded that X Granger-causes Y, meaning X can help predict Y. The Granger 
Causality Model can be written as follows: 
 

𝑌௧ =෍𝛼௜𝑌௧ି௜ +෍𝛽௜𝑋௧ି௜ + 𝑒ଵ௧…(1)
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𝑋௧ =෍𝛾௜𝑋௧ି௜ +෍𝜆௜𝑌௧ି௜ + 𝑒ଶ௧…(2)
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Vector Error Correction Model (VECM) 

Engle and Granger first popularized the Vector Error Correction Model (VECM) analysis 
method to correct short-term imbalances relative to long-term imbalances in time series data. 
Therefore, the VECM method can be used to examine short-term and long-term relationships within 
a time series. VECM is a Vector Autoregression (VAR) analysis designed for use with non-stationary 
data known to exhibit cointegration. In other words, VECM can be considered a restricted form of 
VAR. If parameter estimation uses the Vector Autoregressive (VAR) method with non-stationary 
data at the level, the resulting equation will be biased (a spurious model). The assumptions that 
must be met when using the Vector Error Correction Model (VECM) method are that the time series 
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data must be stationary at the first level of differentiation for all variables and that there is 
cointegration (a long-term relationship). 
 

Δy௧ = 𝜇 +෍Γ௜Δy௧ି௜ + 𝛼𝛽௧𝑦௧ିଵ + 𝑢௧ …(3)

௩

௜ୀଵ

 

 
Where, 
μ is the average vector of each variable with size N×1 
Γi is the first parameter vector difference of the dependent variable with lag i 
Δyt is a vector of differences between the values of the dependent variable at time t and t−1, with a 
size of n×1 
Δyt−i is a vector of differences between the dependent variable and lag v, with a size of n×1. 
α,β is a cointegration matrix with a size of N×r. 
𝑢௧ is a vector of errors from the short-run equation with a size of n×1. 
Where N is the number of research variables, r is the degree of cointegration, and n is the number 
of observations. 
 
FINDINGS AND DISCUSSION 

The stationarity test is performed to determine whether the statistical properties of a time 
series (such as the mean and variance) are constant over time, which is an important requirement 
for time series analysis models, such as regression, to produce valid conclusions and avoid spurious 
regression. Non-stationary data can lead to meaningless regression results, so it is necessary to 
transform (for example, with first differences) to make it stationary before further analysis. 

 
Table 1. Unit Root Test 

 
A common method used to test data stationarity (unit root test) is a statistical test, such as 

the Augmented Dickey-Fuller (ADF) test. This test is performed by checking for the presence of a 
unit root in a time series. Stationary data has a constant mean and variance over time, so it needs 
to be tested with the ADF test before building a time series model. The results of the statistical test 
indicate that the data is stationary at the first difference, I(1), as indicated by the Fisher Chi-square 
ADF probability value less than the 0.05 significance level (Table 1). 
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Table 2. Johansen Cointegration Test 

 
 

In relation to data that is non-stationary at the level or I(0), but stationary at the first 
difference or I(1), a cointegration test is required. The Johansen Cointegration Test is a statistical 
procedure used to examine and identify long-term (equilibrium) relationships between two or 
more non-stationary time series variables. This method enables the detection of multiple 
cointegration relationships and is based on the calculation of trace statistics or maximum 
eigenvalue statistics (max-eigen statistics). If the test results indicate cointegration, then the Vector 
Error Correction Model (VECM) can be continued. This test is used when the variables being 
analyzed are non-stationary (i.e., they exhibit a trend). Cointegration means that, although the 
variables exhibit erratic movements in the short term, they tend to move together in the long term. 
The test results in Table 2 indicate that the statistical value (trace or max-eigen) is greater than its 
critical value, so the null hypothesis (no cointegration) is rejected, indicating the presence of 
cointegration. 

Determining the optimum lag in a Vector Autoregression (VAR) model involves selecting 
the appropriate number of lag periods to capture all system dynamics, avoid autocorrelation, 
optimize prediction accuracy, and produce efficient and unbiased parameter estimates. The 
optimal lag is determined using information criteria such as the Akaike Information Criterion 
(AIC), the Schwarz Criterion (SC), or the Final Prediction Error (FPE), with the lag chosen that 
produces the smallest criterion value or has the most asterisks in its output. In the model, lag 3 
was found to be the optimal lag (Table 3) 

 
Table 3. VAR Lag Order Selection Criteria 

 
 

The relationship between the Jakarta Composite Index (JCI) and foreign capital inflows is 
positive: an increase in foreign capital inflows tends to drive the JCI up, while an outflow often 
causes the JCI to decline. This is because foreign investors entering the country increases demand 
for shares, which in turn drives up share prices and ultimately the JCI. Conversely, if foreign 
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investors exit, demand for shares decreases, and the JCI tends to fall (Surasni et al, 2019). The influx 
of foreign capital into the Indonesian stock market indicates foreign investor interest in shares on 
the IDX, leading to increased demand for shares. This increased demand drives up share prices, 
ultimately reflected in an increase in the JCI's value. Conversely, a foreign capital outflow means 
foreign investors are selling their shares and withdrawing funds from Indonesia. This large-scale 
stock sell-off will increase the supply of shares in the market, reduce demand, and generally lower 
share prices and the JCI.  
 

Table 4. Pairwise Granger Causality Tests 

 
 

The Jakarta Composite Index (JCI) is a key indicator of national economic stability, as it 
reflects investor confidence in the capital market. If the index falls sharply, companies will struggle 
to obtain funding for business expansion, while investors will become more cautious about 
investing. A weakening JCI also encourages investors to withdraw funds and shift to safer assets 
(Suhaidi et al, 2022). If a massive sell-off occurs, the capital market will be under further pressure 
and can slow economic growth. A healthy capital market allows companies to obtain funding for 
business expansion. A decline in the JCI not only impacts investors but also impacts national 
economic stability, thus encouraging capital outflows. However, research indicates that foreign 
investment, including both portfolio investment and foreign direct investment, can lead to 
fluctuations in stock indices, but not vice versa. Stock price fluctuations do not significantly impact 
foreign capital inflows, for either short-term or long-term investments. 

Examining the IRF results (Figure 1), the stock index responds positively to foreign capital 
inflows, including both portfolio investment and FDI. Conversely, portfolio investment responds 
negatively to shocks in the capital market. When stock prices fall, foreign investors are more likely 
to enter the stock market due to the lower prices. In the world of stock investing, a down market is 
often considered frightening for novice investors. However, for experienced investors, falling stock 
prices can actually be a golden opportunity to acquire quality stocks at discounted prices. Buying 
stocks during price declines is a profitable strategy if done with proper research and planning. By 
understanding market conditions, analyzing company fundamentals, and implementing a gradual 
buying strategy, investors can capitalize on corrections as opportunities, not threats. In this case, 
investors hope to achieve capital gains when stock prices rebound. Meanwhile, FDI does not 
respond permanently to shocks in the capital market, as reflected in the Jakarta Composite Index. 
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Figure 1. Impulse Response Function 

 
The decomposition variant of the VAR (Vector Autoregressive) model is useful for predicting and 
describing the percentage contribution of variance (change) in each variable due to shocks from 
the variable itself and shocks from other variables in the VAR system, so that it can measure the 
relative importance of each variable in the system due to the shock. This decomposition divides 
the variance of a variable into components originating from shocks from the variable itself and 
shocks from other variables in the VAR model (Table 5).  

Table 5. Variance Decomposition 
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The results of the variance decomposition show the percentage contribution of each 
variable shock to the variance of the target variable. For example, in the first month of a shock, 
the variance of a variable may be 100% explained by the variable itself; however, in subsequent 
months, contributions from other variables begin to emerge (Table 5). For the PORT variable, the 
shock to portfolio investment in the first month was determined by the variable itself at 100%, 
with the percentage decreasing until the second year (month 24), when the percentage dropped 
to 70.28%. The Jakarta Composite Index (JCI) variable, as a significant contributor to portfolio 
investment fluctuations, accounted for 24.42%, with the remainder coming from FDI at 5.30%. 

The shock to the FDI variable in the first month was determined by the variable itself at 
91.42%, and it experienced a significant monthly decline. In the second year, the variable's 
contribution decreased to 43.52%. The fluctuation in FDI was contributed to by fluctuations in 
PORT (32.71%) and the JCI (23.78%). In the JCI, the shocks that occurred in the variable were 
also primarily determined by shocks in the variable itself, accounting for 75.37% in the first 
month. In the second year, the JCI shock was determined by the FDI variable by 21.48% and PORT 
by 7.41%. The implication of this research result shows that the variance of a variable is mainly 
explained by shocks from itself, indicating that its internal factors are more dominant than the 
external influences of other variables in the system. However, the contribution of other variables 
in influencing the variable cannot be ignored, as they account for a contribution above 20%. The 
fluctuations in the POT variable, starting in the sixth month, were determined by fluctuations in 
the JCI by 20.05%. The fluctuations in FDI, starting in the third month, were influenced by 
fluctuations in the JCI by 29.53%. Conversely, the fluctuations in the JCI were determined by 
fluctuations in PORT by 24.60% in the first month, although their contribution decreased in the 
following period. 

 
CONCLUSIONS  

The relationship between foreign capital flows and the stock index is one-way and non-
reciprocal. Foreign capital inflows can drive up the stock index, while high stock indexes (attractive 
market returns) are not enough to attract more foreign investors to the Indonesian capital market. 
A large capital outflow increases demand for the US dollar, potentially weakening the rupiah. If this 
pressure persists, people's purchasing power may be affected, potentially leading to instability in 
the capital market. This, in turn, impacts the real sector, particularly investment. Companies 
struggling to obtain funding tend to delay business expansion. If this situation persists, the risk of 
layoffs could increase, ultimately slowing economic growth. 

Although such incidents are rare, it is important to understand whether this decline is 
merely a temporary shock or will persist over the long term. If it is a temporary reaction, the market 
will likely recover quickly. However, if the situation persists, the impact could be more serious on 
the economy. As a mitigating measure, the Indonesia Stock Exchange (IDX) can implement a share 
buyback policy without shareholder approval, allowing companies to repurchase their shares to 
maintain price stability. Furthermore, the government needs to ensure a more convincing fiscal 
policy to maintain investor confidence. If the investment is long-term, holding onto shares may be 
a better option for investors. However, for those who need funds in the near future, selling, with the 
risk of loss, should be considered. The best decision depends on market conditions and the 
investor's financial strategy. Therefore, JCI fluctuations depend on foreign investors' responses to 
global economic conditions and government policies. 

Further research could explore in more depth the impact of macroeconomic factors such as 
economic growth, inflation, interest rates, and currency exchange rates on foreign capital flows and 
stock indices simultaneously. Research could also focus on analyzing market sentiment on social 
media or news as pull or push factors for foreign capital into the stock market. Furthermore, 
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research could examine the influence of monetary and fiscal policies, as well as political and 
economic stability, on foreign investment and stock indices in developing countries. 
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