ACCOUNTING, FINANCE AND COMPUTATIONAL INTELLIGENCE

Examining Financial Stability and the Impact of Oil Cycles in Iran
Using the NARDL Model

Article history
Qijul\-].mk

1. Haitham Ahmed Ghadhban@*: PhD student, Department of Economic Sciences, University

of Tabriz, Tabriz, Iran. Email: hnl772017@gmail.com (Corresponding Author) feceived: 17 June 2025
ecelved: une

Revised: 12 September 2025
2. Jafar Haghighat“: professor, Department of Economic Sciences, University of Tabriz, Accepted: 20 September 2025
Tabriz, Iran Published: 22 October 2025

3. Mohammad Reza Salmani Bishak™: Associate Professor, Department of Economic
Sciences, University of Tabriz, Tabriz, Iran

4. Hossein Asgharpur':': Professor, Department of Economic Sciences, University of Tabriz, Tabriz, Iran

Abstract:

Financial stability, as a key indicator of the health and resilience of the financial system, plays a vital role in ensuring
sustainable economic growth, reducing systemic risks, and enhancing public trust. Focusing on the oil-based economy of Iran,
this study investigates the effects of macroeconomic variables, institutional quality, and oil shocks on financial stability, and
analyzes the short- and long-term dynamics of these relationships using the NARDL model. Annual time series data and
dynamic multiplier coefficient tests indicate that financial stability in Iran exhibits a memory effect, and the persistence of
past trends plays a decisive role in sustaining financial stability. The results show that, in the short term, financial stability is
highly influenced by changes in economic growth, governance quality, monetary policies, and oil shocks. Positive and negative
oil shocks initially have a reinforcing effect on the growth of the financial sector; however, these effects are temporary and
are quickly replaced by adverse consequences. In the medium term, both types of oil shocks have negative effects on financial
stability, with the adverse impact of negative shocks being significantly greater than the short-term benefits of positive
shocks. In the long term, structural factors such as sustainable economic growth, institutional quality, and stable oil revenues
are considered the main pillars of financial stability. Nevertheless, the heavy dependence of the financial system on oil and
the procyclical behavior of fiscal and monetary policies cause the negative effects of oil shocks to become more persistent
and riskier in the long run. The findings emphasize that designing countercyclical mechanisms, strengthening stabilization
funds, enforcing strict fiscal rules, and improving governance quality are critical prerequisites for mitigating the asymmetric
effects of oil shocks and achieving sustainable financial stability in Iran.
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Extended Abstract

Introduction

Financial stability has emerged as a critical pillar in sustaining macroeconomic performance, safeguarding the integrity of
financial systems, and ensuring long-term economic resilience. It refers to the capacity of a financial system to absorb shocks,
manage disruptions, and maintain core functional operations under stress conditions, thereby preventing the materialization
of systemic crises (Beck, 2012). A stable financial system reduces the probability of contagion effects, enhances the credibility
of financial institutions, and fosters public trust, which in turn encourages investment and economic growth (Demirgiic-Kunt
& Detragiache, 1998). However, in economies characterized by high dependence on natural resources—such as Iran—
financial stability is often jeopardized by sharp fluctuations in resource revenues, particularly oil. The economy of Iran is
heavily oil-dependent, and oil price cycles have historically exerted profound effects on its macroeconomic stability, exchange
rate dynamics, and banking sector performance (Arab et al., 2021).

In resource-dependent economies, the presence of “resource curse” dynamics underscores the destabilizing effects of oil
windfalls. As argued by (van der Ploeg, 2011), resource rents can erode institutional quality, induce rent-seeking behavior,
and amplify volatility through procyclical fiscal spending. When fiscal and monetary policies behave procyclically —expanding
in oil booms and contracting during busts—they intensify credit cycles and compromise financial stability. Similarly,
(Hamilton, 2003) defines oil shocks as abrupt price changes capable of triggering inflationary pressures, fiscal imbalances,
and banking fragility. (Kilian, 2009) further distinguishes between demand-driven and supply-driven oil shocks, showing that
their effects on financial markets are asymmetric, with supply-driven shocks often causing recessions and credit contractions.
In the Iranian context, these mechanisms are particularly salient: oil booms tend to encourage rapid credit growth and
balance sheet expansions, but subsequent oil busts lead to non-performing loans, capital erosion, and banking sector fragility
(Bastani, 2020; Ratti & Vespignani, 2016).

Institutional quality constitutes another critical determinant of financial stability. The literature emphasizes that robust
institutional frameworks—characterized by rule of law, government effectiveness, regulatory quality, and transparency—
mitigate systemic risk by promoting prudent behavior among financial intermediaries (Acemoglu et al., 2001; La Porta et al,,
1999). Where institutional quality is weak, financial development becomes volatile, crises more frequent, and risk mispricing
pervasive (Sodokin et al., 2023). Empirical evidence suggests that institutional improvements enhance capital allocation
efficiency, protect property rights, and strengthen financial depth, all of which are prerequisites for financial stability (Abaidoo
& Agyapong, 2022). For Iran, institutional deficiencies—combined with sanctions, exchange rate instability, and shallow
capital markets—exacerbate financial system vulnerability and weaken resilience to external shocks (Arab et al., 2021).

Moreover, macroeconomic variables such as economic growth, inflation, financial openness, and monetary policy stances
play complex roles in shaping financial stability. While sustained and balanced growth can reinforce financial stability by
bolstering the capital base and investor confidence, rapid and volatile growth may generate liquidity pressures and credit
risks (Barro, 1995; Beck et al., 2000). (Sharma & Gounder, 2012) found that in developing economies, financial development
positively influences growth only under sound governance and macroeconomic stability. Inflation, if unchecked, erodes real
asset values and fiscal space, amplifying systemic risk (Adrian & Liang, 2018). On the external side, financial openness can
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volatility (Lane & Milesi-Ferretti, 2007). These interdependencies highlight that financial stability is not an automatic outcome
of growth or liberalization, but the product of coordinated and resilient policy frameworks (Ciaffi et al., 2024).

Given these complexities, there is a need for empirical models that can capture the asymmetric and dynamic interactions
between macroeconomic variables, institutional quality, and oil shocks. The NARDL (Nonlinear Autoregressive Distributed
Lag) model is particularly well-suited for this purpose, as it allows the decomposition of positive and negative changes in
explanatory variables and estimates their distinct short- and long-run effects. This study employs the NARDL framework to
examine how financial stability in Iran responds asymmetrically to oil shocks, institutional quality, and macroeconomic
conditions, thereby providing novel evidence for designing countercyclical and institutionally anchored policies aimed at
stabilizing the financial system.

Methods and Materials

This study used quarterly time-series data covering the period from Q1 2002 to Q4 2022. The financial stability index was
constructed using a composite of capital adequacy, non-performing loans ratio, stock market volatility, and banking sector
liquidity indicators. Macroeconomic variables included economic growth, inflation, financial openness, and governance
quality, while oil shocks were extracted from global oil price data using the methodology of structural decomposition to
separate positive and negative oil price changes. The empirical strategy applied the NARDL framework following the approach
of Shin et al. (2014), enabling the separation of positive and negative partial sums of each explanatory variable to detect
asymmetric effects. Unit root tests ensured the stationarity properties of the variables, and dynamic multiplier analyses
traced the cumulative adjustment paths of financial stability to oil shocks. Diagnostic tests confirmed the absence of
autocorrelation and heteroskedasticity in the residuals.

Findings

The estimation results revealed several noteworthy patterns. First, the lagged financial stability variable exhibited a
positive and highly significant coefficient, indicating strong persistence and memory effects in financial stability. This implies
that past trends exert a decisive influence on current stability, reinforcing the notion that stability is path-dependent. Second,
current economic growth showed a negative effect on financial stability, while lagged economic growth had a positive effect.
This suggests that sudden growth spurts may generate liquidity pressures and credit risk, whereas sustained and gradual
growth contributes to stability.

Third, governance quality had an immediate positive effect on financial stability, though its lagged effect was temporarily
negative. This points to an initial improvement in market confidence and volatility reduction following governance reforms,
but also to short-term adjustment costs and policy feedbacks that can dampen stability in the subsequent period. Inflation
had no statistically significant short-term effect on financial stability, although its long-term influence was indirectly negative
through fiscal pressures.

Fourth, the financial freedom index exerted a negative effect in the short run, suggesting that deregulation without
adequate supervision may raise banking and credit risks, while in the long run it had a small positive effect under effective
monetary oversight. Financial openness displayed a limited short-term impact but a positive long-term effect, indicating that
access to international capital enhances the ability to manage risk and volatility over time.

Most notably, oil shocks had asymmetric effects on financial stability. Positive oil shocks initially boosted financial sector

growth, reflecting liquidity injections and expansionary credit during oil booms. However, this effect quickly dissipated, and
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by the mid-horizon the cumulative response turned negative. Negative oil shocks had an immediate adverse impact and
produced larger and more persistent negative effects than positive shocks. The dynamic multiplier analysis showed that while
both positive and negative shocks triggered short-lived financial expansion in the first two to three quarters, their medium-
term impacts diverged sharply: responses to negative shocks stabilized around -0.6, whereas responses to positive shocks
converged near -0.4. This indicates that the damage from negative oil shocks is more severe and enduring than the temporary
benefits of positive shocks.

Discussion and Conclusion

The findings underscore that financial stability in Iran is not a simple byproduct of economic growth or oil revenue inflows
but rather the outcome of complex interactions among institutional, structural, and policy factors. The strong persistence
effect implies that financial stability is inherently path-dependent: current conditions are heavily shaped by past dynamics.
This highlights the importance of stable and consistent policy frameworks and the risks of short-sighted policy shifts that
could propagate instability across periods. The contrasting effects of current versus lagged economic growth also align with
the theoretical view that volatile growth undermines financial stability by generating liquidity pressures and credit risk, while
sustained growth reinforces resilience by strengthening capital accumulation and investor confidence (Barro, 1995; Beck et
al., 2000).

The role of governance quality further reinforces the institutionalist perspective. While short-term positive effects
demonstrate that reforms can swiftly improve market confidence, the temporary negative lagged effect suggests that without
sustained institutional strengthening, these gains may prove fragile (Acemoglu et al., 2001; La Porta et al., 1999). This finding
resonates with (Abaidoo & Agyapong, 2022) and (Sodokin et al., 2023), who argue that governance and regulatory quality are
foundational for financial resilience. In Iran’s context, this implies that institutional reforms must go beyond episodic
measures and become embedded in transparent, accountable, and rules-based fiscal and monetary governance systems.

The asymmetric and ultimately adverse impact of oil shocks provides particularly important policy lessons. The evidence
shows that although positive oil shocks create temporary financial expansion, they eventually give way to instability, while
negative shocks cause immediate and long-lasting damage. This aligns with the resource curse hypothesis (van der Ploeg,
2011) and confirms (Hamilton, 2003; Kilian, 2009) that supply-driven oil shocks tend to be contractionary and destabilizing.
The experience of oil-dependent economies analyzed by (Bastani, 2020) and (Ratti & Vespignani, 2016) similarly shows that
negative oil shocks have more persistent destabilizing effects than the transitory benefits of positive shocks. This highlights
the vulnerability of Iran’s financial system to oil price cycles and underscores the need to break the procyclical fiscal-financial
linkage.

Overall, the results suggest that enhancing financial stability in Iran requires a multifaceted approach. Institutional
strengthening should be prioritized to establish transparent regulatory frameworks, enforce fiscal discipline, and enhance
the credibility of monetary policy. Simultaneously, the design of countercyclical fiscal rules, stabilization funds, and
macroprudential tools calibrated to oil price cycles could mitigate the transmission of oil volatility into financial instability.
Diversifying funding sources and developing domestic capital markets would also reduce dependence on oil revenues and
bolster resilience against external shocks. In sum, this study provides empirical evidence that achieving sustainable financial
stability in Iran demands not only economic and financial reforms but also profound institutional transformation to buffer

the asymmetric and destabilizing forces of oil price cycles.
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