Journal of Development and Capital (

Print ISSN: 2008-2428 Online ISSN: 2645-3606

Iranian E-Commerce Scientific
Association

Homepage: https://jdc.uk.ac.ir

Investigating the Effects of Central Bank Credibility and Economic Policies
Uncertainty on Stock Market Returns under Sanctions Conditions

Razieh Raeisi'®, Seyed Aziz Arman**“© and Ebrahim Anvari?

1. Department of Economics, Faculty of Economics and Social Sciences, Shahid Chamran University of Ahvaz, Ahvaz, Iran.

Email: razieraisi@gmail.com

2. Corresponding Author, Department of Economics, Faculty of Economics and Social Sciences, Shahid Chamran University
of Ahvaz, Ahvaz, Iran. Email: saarman@scu.ac.ir
3. Department of Economics, Faculty of Economics and Social Sciences, Shahid Chamran University of Ahvaz, Ahvaz, Iran.

Email: e.anvari@scu.ac.ir

ARTICLE INFO

A B STIRACT

Article Type: Research Article.

Article History:

Received: 13 July 2025

Received in revised form: 8 October 2025
Accepted: 14 October 2025

Available online:

Keywords:

Central Bank Credibility,
Economic Policies Uncertainty,
Sanctions, Stock Market,
Smooth Transition Regression.

JEL Classification:
D81, ES2, ES8, F51.

Objective: The aim of this paper is to analyze the effect of central bank
credibility and economic policy uncertainty on stock market returns under
sanctions in Iran.

Method: To achieve the objective of the study, time series data of
macroeconomic variables from April 21, 1991, to April 20, 2023, and a smooth
transition nonlinear model were used. In this regard, the uncertainty of the
variables was first examined using the GARCH model, and the ARCH effect
was confirmed for all available variables.

Results: The results of estimating the nonlinear smooth transition model related
to fiscal policy uncertainty showed that fiscal policy uncertainty has a variable
effect on stock returns. In addition, an increase in government debt to the central
bank (i.e., a decrease in central bank credibility) in the initial state and before the
threshold had a negative effect on stock returns, while after the threshold value,
its impact coefficient became positive. The results of estimating the nonlinear
smooth transition model related to monetary policy uncertainty indicated that
monetary policy uncertainty had a positive effect on stock returns. However, as
government debt to the central bank increased, this factor led to a decrease in
stock market returns. Moreover, the central bank credibility index, which is
considered as a transition variable, had a nonlinear effect on stock returns in two
distinctly different regimes. The results of estimating the nonlinear smooth
transition model related to exchange rate policy uncertainty showed that the
coefficient of exchange rate policy uncertainty on stock returns was negative in
both regimes. Finally, sanctions had a negative effect on the stock market index
in all three models.

Conclusion: The results of this study highlight the importance of central bank
credibility and show that this indicator has a strong and significant effect on stock
market returns. Furthermore, economic policy uncertainty produced different
results depending on the level of central bank credibility. Accordingly, several
policy recommendations are presented at the end of the paper.
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Introduction

Stock markets are key components of modern economies, acting both as barometers of
macroeconomic performance and as efficient channels for capital allocation. In emerging markets, the
behaviour of stock returns is particularly sensitive to institutional factors, policy uncertainty, and
external shocks. One of the institutional variables that has recently attracted attention in the literature is
central bank credibility, defined as the degree of public confidence in a central bank’s commitment to
its announced monetary policy objectives. While the impact of central bank independence and
transparency has been studied extensively, far less attention has been paid to credibility as a determinant
of stock market returns. At the same time, economic policy uncertainty—arising from unpredictable
changes in fiscal, monetary, and exchange rate policies—has long been recognized as a major source
of macroeconomic and financial volatility. In the case of Iran, the issue becomes more complex due to
the persistent effects of international sanctions, which have disrupted trade flows, increased production
costs, limited access to global finance, and weakened investor confidence. This study aims to investigate
the effects of central bank credibility and economic policy uncertainty on stock market returns in Iran,
explicitly considering the moderating role of sanctions. Specifically, it explores how the credibility of
the central bank alters the impact of fiscal, monetary, and exchange rate policy uncertainty on stock
returns.

Method

To achieve the objectives mentioned above, the study employs time-series data of major
macroeconomic variables from April 21, 1991, to April 20, 2023. The variables include stock market
returns, government debt to the central bank, inflation, interest rate, GDP growth, oil prices, and
measures of policy uncertainty. The analysis follows a two-step procedure. First, the uncertainty indices
for the main macroeconomic variables are estimated using the Generalized Autoregressive Conditional
Heteroskedasticity (GARCH) model, confirming the presence of significant ARCH effects across all
series. Second, a Smooth Transition Regression (STR) model is applied to examine the nonlinear effects
and regime shifts in the relationship between policy uncertainty, central bank credibility, and stock
returns. The STR model is particularly suited for capturing gradual rather than abrupt regime transitions,
allowing for flexible dynamics in response to changes in the transition variable—here defined as the
central bank credibility index.

Results

The results show that fiscal policy uncertainty has a regime-dependent effect on stock returns.
In the first regime—corresponding to lower levels of government debt and higher credibility—
fiscal policy uncertainty has a positive and significant impact on stock market returns, likely
reflecting investors’ confidence in the government’s fiscal management. However, beyond the
estimated threshold level of debt, as credibility declines, the relationship turns negative, suggesting
that excessive fiscal uncertainty erodes market confidence and increases volatility. Moreover,
sanctions exert a consistently negative effect on stock returns within this framework, highlighting
their role in amplifying fiscal risks.

For monetary policy uncertainty, the estimation results reveal a generally positive influence on
stock returns, consistent with the notion that moderate monetary shocks may stimulate speculative
activities and short-term capital flows. However, as government borrowing from the central bank
rises—implying reduced monetary discipline—this effect weakens and eventually becomes
adverse. The central bank credibility index, serving as the transition variable, demonstrates a
nonlinear and asymmetric influence on stock returns: at higher credibility levels, the market reacts
positively to monetary signals, whereas at lower credibility levels, such signals lose effectiveness
and may even depress market performance. Again, sanctions maintain a statistically significant
negative effect in this model.

In the third model, exchange rate policy uncertainty is found to have a negative impact on stock
returns in both low- and high-credibility regimes. This result confirms the destabilizing role of
exchange rate volatility in emerging markets. When the exchange rate becomes unpredictable,
firms face difficulties in planning imports, pricing exports, and managing costs, which in turn
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reduces profitability and investor returns. Across all three models, the coefficient for sanctions
remains negative and significant, reinforcing the idea that sanctions act as a persistent external
shock that undermines both policy effectiveness and market stability.

Conclusions

These findings emphasize that central bank credibility plays a pivotal role in moderating the
relationship between policy uncertainty and financial market performance. A credible central bank
anchors expectations, reduces perceived risk, and enhances investor confidence. Conversely, when
credibility deteriorates—often due to fiscal dominance or inconsistent policy communication—
investors respond by reducing exposure to the stock market, thereby lowering returns and increasing
volatility. The interaction between credibility and uncertainty suggests that improving institutional
quality can partially offset the negative effects of external shocks such as sanctions. The study also
indicates that fiscal and monetary coordination is essential: without coherence between these two policy
domains, efforts to enhance credibility are likely to fail.

The empirical evidence supports several important policy implications:

1. Enhancing Fiscal Discipline: Reducing government borrowing from the central bank is
essential for restoring confidence in monetary policy and limiting inflationary pressures.

2. Strengthening Central Bank Independence: Institutional and legal safeguards should be
reinforced to protect the central bank from political interference and fiscal dominance.

3. Increasing Transparency: Publishing inflation targets, economic forecasts, and policy
rationales can improve public understanding and trust in monetary authorities.

4. Improving Policy Coordination: Effective alignment between fiscal and monetary policies
can minimize uncertainty and enhance the efficiency of policy transmission.

5. Managing Sanction Risks: Diversifying trade partnerships and developing domestic financing
mechanisms can mitigate the external constraints imposed by sanctions.

This study contributes to the literature by jointly analyzing the effects of central bank credibility,
policy uncertainty, and sanctions—factors that have rarely been examined together in the context
of emerging markets. Future research could extend this framework by exploring cross-country
comparisons, integrating behavioural finance perspectives, or incorporating high-frequency
financial data to assess short-term market reactions to policy announcements.
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