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Changes in China’s monetary and fiscal policies can significantly affect Iran’s
The exchange rate, as a key variable linking the domestic and international
economies, plays an important role in economic processes. The relationship
between monetary policy and the exchange rate, particularly in developing
economies, is considered one of the complex and challenging issues in the
macroeconomic literature. The objective of this study is to examine the effects
of monetary policy on the exchange rate in the Iranian economy, for which two
approaches, ARDL and NARDL, are employed. The novelty of the study lies in
the simultaneous application of these two models and the focus on analyzing the
asymmetric response of the exchange rate to positive and negative monetary
policy shocks. The study uses quarterly data covering the period from 2009 to
2024. The interbank interest rate is considered as the monetary policy
instrument, while real non-oil gross domestic product (GDP), the Consumer
Price Index (CPI), the global oil price, and domestic and global Economic Policy
Uncertainty (EPU) indices are included in the model as control variables. In
addition, a dummy variable for the Joint Comprehensive Plan of Action
(JCPOA) is incorporated to account for the effects of political developments.
The findings of the ARDL model show that the interbank interest rate has a
negative and statistically significant effect on the exchange rate in the long run.
The results of the NARDL model indicate a nonlinear and asymmetric
relationship, such that positive interest-rate shocks lead to a decrease in the
exchange rate, whereas negative interest-rate shocks lead to an increase in the
exchange rate. Furthermore, real GDP has a negative effect, while the Consumer
Price Index has a positive and statistically significant effect. The domestic
Economic Policy Uncertainty index also has a positive effect, whereas the global
Economic Policy Uncertainty index and the JCPOA dummy variable are
statistically significant only in the NARDL model. Based on the findings, it is
recommended that the Central Bank use the interbank interest rate as an active
instrument for managing exchange-rate fluctuations and, by avoiding abrupt
changes in monetary and exchange-rate policies, create conditions for reducing
uncertainty and enhancing stability in the foreign exchange market.
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Introduction

The exchange rate, as one of the key macroeconomic indicators, is strongly influenced by developments
in domestic and international monetary policies. Today, national monetary policies affect the exchange
rate not only through traditional channels such as the interest rate and monetary base, but also through
inflation expectations, capital flows, and the exchange-rate regime structure. In other words, the
exchange rate is an important indicator of macroeconomic stability that links monetary conditions, the
price level, trade, capital flows, expectations, and economic decisions (Edwards, 2018). According to
conventional theories, an increase in the interest rate leads to higher returns on assets, capital inflows,
an appreciation of the national currency, and a decrease in the exchange rate (Dornbusch, 1976). In
many countries, particularly emerging and developing economies, empirical evidence has shown that
the relationship between monetary policy and the exchange rate is often complex, heterogeneous, and
nonlinear, and therefore cannot be adequately modeled solely within linear frameworks. Studies by Kim
et al. (2020) and Riith (2020) show that even in countries with relatively stable institutional structures,
the effects of monetary shocks on the exchange rate may differ and may even be reversed depending on
the type of shock (expansionary or contractionary), asset-market conditions, the timing of the shock,
and the expectations of economic agents. Furthermore, the central role of foreign-exchange
interventions, capital-market restrictions, and informal central bank policies in neutralizing or
amplifying the effects of monetary policy on the exchange rate has been confirmed in various studies
(Roevekamp, 2021). Nevertheless, empirical evidence indicates that the exchange rate response may
occur with a lag, in a nonlinear manner, or even in the opposite direction, and that this response depends
on expectations, economic conditions, the timing of the shock, and the credibility of the policymaker
(Kim et al., 2020; Riith, 2020). In addition, managed exchange-rate regimes, restrictions on capital
flows, and central bank intervention can alter the monetary policy transmission mechanism
(Roevekamp, 2021). Over recent years, the Iranian economy has faced persistent inflation, dependence
on oil revenues, external constraints, multiple exchange rates, weaknesses in the banking system, fiscal
dominance, and political uncertainty. Therefore, the response of the exchange rate to contractionary and
expansionary monetary policy may not be symmetric.

The present study examines the symmetric and asymmetric effects of monetary policy on the exchange
rate in Iran using linear ARDL and nonlinear NARDL models. The interbank interest rate is considered
as the operational indicator of monetary policy because, compared with monetary aggregates, this rate
more directly reflects liquidity conditions and the monetary policy stance, whereas monetary variables
themselves may be outcomes of policy decisions (Mishkin, 2007; Woodford and Walsh, 2005).

Methodology

This study uses quarterly data covering the period from 2009 to 2024. The nominal exchange rate in the
free market is considered the dependent variable, while the interbank interest rate is used as a proxy for
monetary policy. The control variables include real non-oil gross domestic product (GDP), the
Consumer Price Index (CPI), the global oil price, domestic and global economic policy uncertainty, and
a dummy variable representing the implementation of the Joint Comprehensive Plan of Action (JCPOA).
The required data were obtained from the Central Bank of the Islamic Republic of Iran, the Statistical
Center of Iran, and databases related to economic policy uncertainty indices. Unit root tests indicate that
none of the variables has an order of integration higher than one. The ARDL model is employed to
estimate symmetric short-run and long-run relationships, while the bounds testing approach is used to
examine the existence of a cointegrating relationship (Pesaran, Shin, and Smith, 2001). In the NARDL
model, changes in the interest rate are decomposed into partial sums of positive and negative changes
to allow for differences between the effects of contractionary and expansionary monetary policy (Shin,
Yu, and Greenwood-Nimmo, 2014). In addition, the error correction model, diagnostic tests, stability
tests, and the Wald test are employed to examine the speed of adjustment, model adequacy, coefficient
stability, and the asymmetry of effects, respectively.
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Results and Discussion

The results of the ARDL model confirm the existence of a long-run relationship among the study
variables. In the long run, the interbank interest rate has a negative and statistically significant effect on
the exchange rate, indicating that contractionary monetary policy can lead to an appreciation of the
national currency. The change in the signs of the coefficients across different lags also indicates that the
exchange rate response varies over time. The statistical significance of the error correction coefficient
confirms the convergence of the variables toward their long-run equilibrium. In addition, the results of
the diagnostic tests show that the model does not suffer from serious problems of specification, serial
correlation, or heteroskedasticity. The results of the NARDL model confirm the asymmetric
transmission of monetary policy. Positive interest-rate shocks lead to a decline in the exchange rate,
whereas negative interest-rate shocks increase the exchange rate. The Wald test also rejects the
hypothesis of symmetry. Real non-oil output reduces the exchange rate, while an increase in oil prices
also has a reducing effect on the exchange rate in the nonlinear model. Domestic economic policy
uncertainty increases the exchange rate in both models, whereas global uncertainty is statistically
significant only in the NARDL model. The JCPOA dummy variable has a negative and statistically
significant effect only in the nonlinear model. An increase in consumer prices also exerts upward
pressure on the exchange rate, although its long-run effect in the NARDL model is not statistically
significant. The linear estimation masks some important features of Iran’s foreign exchange market. The
Central Bank should employ the interbank interest rate gradually, avoid abrupt and reversing policy
changes, communicate its policies transparently, control inflation, reduce domestic uncertainty, and
establish coordination between monetary and exchange-rate policies. Strengthening non-oil production
and developing foreign-exchange risk management instruments can also enhance the economy’s
resilience to shocks and contribute to macroeconomic stability.
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