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Abstract:

The aim of this article is to identify political factors affecting oil market volatility and stock returns with an emphasis on global
financial cycles. To this end, the Smooth Transition Autoregressive (STAR) model was applied using annual data of the Iranian
economy during the period 1991-2023. According to the results of the nonlinear part of the model (second regime), a one
percent increase in control of corruption, financial development, trade openness, government size, and gross domestic
product respectively increases stock returns by 1 percent, 4 percent, 6 percent, 1 percent, and 5 percent. Variables such as
U.S. interest rates, global gold prices, exchange rate fluctuations, and inflation rate also show a positive relationship with
crude oil price volatility. Specifically, a one percent increase in U.S. interest rates, global gold prices, exchange rate
fluctuations, and inflation rate increases crude oil price volatility by 12, 2, 16, and 7 percent, respectively. Moreover, global
gold prices, bank lending rates, exchange rate fluctuations, and inflation rate exhibit a negative relationship with stock
returns, while control of corruption, democracy, financial development, and gross domestic product reduce crude oil price
volatility. Among stock market indices, the refining and petrochemical sectors are more sensitive in the Iranian stock
exchange due to their direct relationship with global markets, with approximately 30 percent of Iran’s market value directly
dependent on oil prices. Therefore, it can be concluded that the Tehran Stock Exchange, like global stock exchanges, is fully
influenced by oil prices, and it is expected that prices derive their greatest impact from oil. Although the decline in global
crude oil prices can affect the country’s public budget and lead to a potential budget deficit, the fall in oil prices —depending
on the type of activity of different industries—can have broader impacts on the overall stock market indices.
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Extended Abstract

Introduction

Global financial and energy markets have become increasingly interconnected, and this interdependence is particularly
evident in economies that rely heavily on oil revenues, such as Iran. Oil price fluctuations not only influence macroeconomic
stability but also exert significant impacts on financial markets, including stock returns. Political institutions and policy
uncertainty have emerged as crucial determinants of financial market volatility in both developed and developing economies.
In this regard, the interaction of domestic political indicators and global financial cycles provides a comprehensive framework
for understanding volatility dynamics in oil-exporting countries. Existing literature confirms that monetary policy, governance
quality, and structural institutional reforms significantly determine how economies absorb external oil price shocks
(Algozhina, 2022).

Recent studies emphasize that economic policy uncertainty combined with oil price shocks strongly affects bank
performance, equity markets, and investor confidence. For example, analyses conducted on G20 banks confirm that
uncertainty shocks, combined with oil volatility, drive heterogeneous impacts across countries, particularly during periods of
economic stress (Ali et al., 2024). In Iran, empirical evidence also supports the notion that stock returns and systemic risks
are highly sensitive to domestic policy uncertainty, often modeled through nonlinear frameworks such as regime-switching
approaches (Amiri & Pirdadeh Beyranvand, 2019; Ashayeri Asou, 2021). These findings underline the role of uncertainty as a
destabilizing force that may reduce capital market efficiency, raise the cost of capital, and exacerbate the risk of stock price
crashes (Hemmati Far & Ranjbar, 2020; Rahmati & Ahadi Sarkani, 2021).

The global financial cycle is another critical element influencing volatility in oil and financial markets. Scholars highlight
that global liquidity conditions, U.S. monetary policy, and risk appetite directly shape cross-border capital flows and
commodity prices, including crude oil (Boehm & Kroner, 2023; Jeanne & Sandri, 2023). This aligns with studies using GARCH-
MIDAS models that demonstrate the predictive power of global financial conditions for oil market volatility (Salisu et al.,
2022). Furthermore, exchange rate dynamics and their dependence on macroeconomic fundamentals have been shown to
be vital in transmitting external shocks to domestic financial markets (Gong et al., 2022). In particular, oil-importing and oil-
exporting countries experience asymmetric impacts of exchange rate fluctuations on stock returns, suggesting that domestic
financial resilience depends on the quality of institutional frameworks (Cihangir & Kocoglu, 2022; Fan et al., 2021).

The literature also indicates that political institutions such as democracy, corruption control, and regulatory quality reduce
the degree of volatility transmission from oil markets to financial markets (Luo et al., 2024; Nusair & Al-Khasawneh, 2023;
Oyewole et al., 2022). Higher levels of institutional quality reduce investor uncertainty and improve stock market resilience
against external commodity shocks. Similarly, empirical evidence from China shows that oil price uncertainty directly
contributes to stock price crash risk, especially in private firms, emphasizing the role of corporate governance and political
institutions in mitigating systemic risks (Chen et al., 2019; Hailemariam et al., 2019; Xiao et al., 2022).

In Iran, a highly oil-dependent economy, approximately 30 percent of market capitalization in the stock exchange is directly
tied to oil-related industries such as petrochemicals and refining. Thus, oil market shocks and currency volatility exert
disproportionate influence on the Tehran Stock Exchange (Golarzi & Khorasani, 2023; Nahidi Amirkheyz, 2022). While
domestic policy measures attempt to moderate volatility, weak institutions and high political uncertainty exacerbate

instability. This makes Iran an ideal case for studying the threshold effects of political factors and global financial cycles on oil
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and stock market volatility. Building on prior research, the present study aims to contribute by integrating political indicators
(corruption control and democracy) with global cycle variables (U.S. interest rates and global gold prices) into a nonlinear
smooth transition autoregressive (STAR) framework to examine their joint effects on Iran’s financial and oil markets.

Methods and Materials

This study employed an econometric approach based on the Smooth Transition Autoregressive (STAR) model to examine
the nonlinear and threshold effects of political and financial cycle factors on oil market volatility and stock returns in Iran.
Annual macroeconomic and financial data from 1991 to 2023 were collected from official databases, including the Central
Bank of Iran, Transparency International, and international financial statistics.

The dependent variables were defined as (1) stock returns of oil-related companies listed on the Tehran Stock Exchange,
and (2) crude oil price volatility. Political variables included corruption control and democracy indices. Global financial cycle
proxies were measured through U.S. interest rates and global gold prices. Domestic control variables included financial
development, trade openness, government size, lending interest rates, exchange rate volatility, gross domestic product, and
inflation.

The STAR model was applied in a logistic smooth transition framework, where exchange rate volatility was identified as
the transition variable, separating linear and nonlinear regimes. Statistical tests such as the Augmented Dickey-Fuller (ADF)
were conducted to confirm stationarity of variables at first differences. Johansen-Juselius cointegration tests were applied to
confirm long-term equilibrium relationships among variables. Diagnostic tests ensured no serial correlation,
heteroskedasticity, or instability in parameter estimates.

Findings

The results of the STAR estimations revealed significant nonlinear effects of political and financial cycle variables on both
stock returns and oil price volatility. In the nonlinear regime, a one percent increase in corruption control, financial
development, trade openness, government size, and GDP was associated with increases in stock returns of 1 percent, 4
percent, 6 percent, 1 percent, and 5 percent respectively.

Conversely, global cycle variables showed strong positive effects on oil price volatility. Specifically, a one percent rise in
U.S. interest rates, global gold prices, exchange rate fluctuations, and inflation increased crude oil price volatility by 12
percent, 2 percent, 16 percent, and 7 percent, respectively. Furthermore, global gold prices, lending interest rates, exchange
rate volatility, and inflation negatively impacted stock returns.

The findings also demonstrated that corruption control, democracy, financial development, and GDP significantly reduced
crude oil price volatility, indicating the stabilizing role of institutional quality and economic capacity. Among stock market
indices, refining and petrochemical companies were found to be the most exposed to oil price shocks, confirming that
approximately 30 percent of Iran’s stock market value depends directly on global oil price movements.

Diagnostic tests confirmed the robustness of the model. Nonlinearity tests validated the choice of the STAR framework,
and the exchange rate volatility threshold was identified as the transition point separating regimes. Cointegration results
confirmed at least one long-run equilibrium relationship among the variables, underscoring the persistent effects of political
and global cycle factors on market volatility.

Discussion and Conclusion
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The findings of this study underscore the critical role of political and institutional quality in stabilizing oil-exporting
economies against global financial cycle shocks. Consistent with prior research, the results confirm that control of corruption
and democracy exert a dampening effect on crude oil price volatility and enhance investor confidence in stock markets (Luo
et al., 2024; Oyewole et al., 2022). This supports the broader literature suggesting that political stability and institutional
quality are fundamental for sustainable financial development (Algozhina, 2022).

The positive relationship between U.S. monetary policy shocks and oil price volatility highlights Iran’s vulnerability to
external shocks emanating from global financial centers. Similar to the findings of (Boehm & Kroner, 2023) and (Jeanne &
Sandri, 2023), this result illustrates how global liquidity cycles directly affect oil markets and, by extension, domestic stock
markets. The observed asymmetric effects across regimes further confirm that exchange rate volatility acts as a key
transmission channel, in line with previous studies emphasizing exchange rate dependence on macroeconomic fundamentals
(Gong et al., 2022).

The negative effects of inflation, gold prices, and lending interest rates on stock returns align with earlier findings that
economic policy uncertainty and financial shocks raise systemic risk and crash probability in equity markets (Amiri & Pirdadeh
Beyranvand, 2019; Ashayeri Asou, 2021; Rahmati & Ahadi Sarkani, 2021). Likewise, the results support the argument that oil
price uncertainty can exacerbate crash risk, as evidenced in the Chinese context (Chen et al., 2019; Xiao et al., 2022).

Overall, the study provides new evidence that political indicators, when combined with global financial cycles, exert
significant threshold effects on oil and stock market volatility in Iran. The results confirm that institutional reforms aimed at
improving governance quality can buffer economies against external shocks and stabilize financial markets. Moreover, the
findings imply that Iran’s high dependence on oil-related industries amplifies exposure to global price shocks, thereby
reinforcing the importance of diversification and institutional strengthening.

In conclusion, the present research contributes to the literature by integrating political and global cycle factors into a
nonlinear framework, highlighting their joint effects on oil-exporting economies. These insights are particularly relevant for
policymakers in Iran, who must consider both domestic institutional reforms and external financial conditions when designing

strategies to reduce volatility and achieve sustainable growth.
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