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Objective: This study aims to examine the effects of governance quality, credit risk,
and monetary policy shocks on stock returns in Iran across recessionary and
expansionary regimes.

Methodology: This quantitative study employs annual macroeconomic data for Iran
covering the period 1996-2022. To capture nonlinear dynamics and regime-dependent
behavior in stock returns, a Markov Switching regime model is applied. The dependent
variable is total stock market return, while the explanatory variables include the
governance index, credit risk, monetary policy shocks, exchange rate volatility, the
degree of central bank intervention, and financial crisis episodes. Unit root tests and
likelihood ratio tests were conducted to ensure stationarity and justify the nonlinear
modeling framework, after which a two-regime model representing recession and
boom phases was estimated.

Findings: The results indicate that during expansionary regimes, improvements in
governance quality, increases in credit risk, monetary policy shocks, exchange rate
volatility, central bank intervention, and financial crises exert positive and statistically
significant effects on stock returns. In recessionary regimes, exchange rate volatility
remains positively and significantly associated with stock returns, whereas the effects
of other variables are weaker or insignificant. Transition probabilities suggest higher
persistence in the expansionary regime, and the estimated variance of disturbances is
substantially larger during recessions than during booms.

Conclusion: Overall, the findings highlight that institutional quality, monetary policy
conditions, and exchange rate dynamics play critical roles in shaping stock market
performance in Iran, with their impacts varying across business cycle regimes.
Keywords: Governance, Credit Risk, Monetary Policy Shocks, Stock Returns, Markov
Switching Model
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EXTENDED ABSTRACT
Introduction

Stock markets play a pivotal role in modern economies by facilitating capital allocation, reflecting
investors’ expectations, and acting as a transmission channel for macroeconomic and institutional shocks.
In developing and emerging economies, stock market dynamics are often more sensitive to fluctuations in
macroeconomic conditions, institutional quality, and policy uncertainty than in advanced economies, due
to structural vulnerabilities, limited diversification, and stronger dependence on external and political
factors. Iran’s economy, characterized by exposure to oil revenue volatility, exchange rate instability,
sanctions, and institutional constraints, provides a particularly relevant context for examining how
macroeconomic and governance-related factors shape stock market performance. In this setting,
understanding the determinants of stock returns is essential not only for investors, but also for
policymakers seeking to enhance financial stability and market efficiency (Afonso, 2023; Masin Nejad,
2021).

A growing body of literature emphasizes that stock returns do not respond linearly to
macroeconomic and policy variables. Instead, their reactions vary across different phases of the business
cycle, such as recession and expansion. Monetary policy shocks, for example, may stimulate asset prices
during expansionary periods through liquidity and expectation channels, while producing weaker or
asymmetric effects during downturns when credit constraints and uncertainty dominate (Dahmene et al.,
2021; Ludvigson et al., 2021). Similarly, exchange rate movements and volatility can have dual effects on
stock markets, particularly in economies where currency depreciation simultaneously raises nominal asset
values and intensifies inflationary pressures (Garcia et al., 2011; Giannellis & Koukouritakis, 2013).

Beyond macroeconomic variables, institutional quality and governance have attracted increasing
attention as key determinants of financial market performance. Good governance—manifested in
regulatory quality, transparency, rule of law, and government effectiveness—reduces uncertainty,
strengthens investor confidence, and improves the allocation of financial resources. Empirical evidence
suggests that countries with higher governance quality tend to experience stronger economic growth and
more resilient financial markets (Ahmad et al., 2022; Ghafari Fard & Danesh, 2022). In addition, credit risk
and financial instability influence stock returns by affecting firms’ financing conditions, debt costs, and
balance sheet strength, particularly during periods of heightened uncertainty or crisis (Bayani &
Mohammadi, 2019; Eliwa et al., 2019).

Despite the richness of existing studies, much of the prior literature has relied on linear models
that implicitly assume homogeneous responses of stock returns to explanatory variables over time. Such
approaches may obscure important regime-dependent dynamics, especially in economies subject to
frequent structural breaks and policy shifts. Recent research highlights the usefulness of nonlinear and
regime-switching models in capturing asymmetric and state-dependent relationships in financial markets
(Amiri & Pirdadeh Biranvand, 2019; Wilkins, 2018). In this context, Markov Switching models offer a
powerful framework for distinguishing between recessionary and expansionary regimes and for assessing
how the effects of governance, credit risk, and monetary policy shocks differ across these regimes.

Accordingly, this study contributes to the literature by examining the effects of governance quality,
credit risk, and monetary policy shocks on stock returns in Iran, explicitly accounting for regime changes



between recession and boom periods. By integrating institutional, monetary, and financial dimensions
within a nonlinear modeling framework, the study aims to provide a more comprehensive understanding
of stock market behavior in an economy characterized by macroeconomic volatility and institutional
challenges (Kamara & Koirala, 2023; Zhao, 2023).

Methods and Materials

This study adopts a quantitative research design based on annual macroeconomic data for Iran
covering the period from 1996 to 2022. The dependent variable is the total stock market return,
representing the overall performance of the Iranian stock market. The key explanatory variables include a
composite governance index, a measure of credit risk, monetary policy shocks, exchange rate volatility,
the degree of central bank intervention in the foreign exchange market, and a dummy variable capturing
financial crisis episodes.

To account for potential nonlinearity and regime dependence in stock return dynamics, a Markov
Switching (MS) model is employed. This approach allows the parameters of the model to vary across
unobserved regimes, which are interpreted as recessionary and expansionary phases of the business cycle.
Prior to model estimation, standard unit root tests are conducted to assess the stationarity properties of the
variables. Likelihood ratio tests are then used to justify the use of a nonlinear regime-switching framework
over a linear specification.

The MS model is specified with two regimes, based on information criteria and likelihood values,
and estimated using maximum likelihood techniques. Transition probabilities between regimes are derived
to evaluate the persistence of each state and the likelihood of switching from one regime to another.
Diagnostic tests are subsequently applied to ensure the adequacy of the model, including checks for
residual autocorrelation, normality, and heteroskedasticity.

Findings

The empirical results provide strong evidence of regime-dependent behavior in Iranian stock
returns. The estimated transition probabilities indicate that the expansionary regime is more persistent
than the recessionary regime, suggesting that periods of relative market stability and growth tend to last
longer than downturns. Moreover, the variance of shocks is substantially higher in the recessionary
regime, reflecting greater uncertainty and volatility during economic downturns.

In the expansionary regime, governance quality exhibits a positive and statistically significant
effect on stock returns. Improvements in governance are associated with higher market returns, indicating
that better institutional conditions enhance investor confidence and market performance during periods of
growth. Credit risk also shows a positive and significant impact on stock returns in this regime, suggesting
that increased credit activity and leverage coincide with higher asset prices when economic conditions are
favorable.

Monetary policy shocks are found to positively influence stock returns during expansions,
consistent with the notion that liquidity injections and accommodative monetary conditions stimulate asset
demand and valuations. Exchange rate volatility likewise exerts a positive effect on stock returns,
reflecting the tendency of nominal asset prices to rise in response to currency depreciation and inflationary
expectations. Central bank intervention in the foreign exchange market has a positive and significant
impact, indicating that stabilization efforts contribute to improved market performance in expansionary
periods. Financial crisis episodes, somewhat counterintuitively, are also associated with higher stock
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returns in this regime, suggesting a reallocation of liquidity toward the stock market during turbulent
times.

In contrast, during the recessionary regime, the effects of most explanatory variables weaken
considerably. Governance quality, credit risk, and monetary policy shocks lose their statistical
significance, implying that structural and policy-related factors play a limited role when pessimism and
uncertainty dominate market behavior. Exchange rate volatility remains positively significant, albeit with
a smaller magnitude, highlighting the continued influence of currency movements on stock returns even
during downturns. Central bank intervention retains a modest positive effect, while financial crises do not
exert a statistically significant impact in this regime.

Overall, the findings underscore the importance of accounting for regime changes when analyzing
stock market dynamics, as the magnitude and significance of key determinants vary markedly across
economic states.

Discussion and Conclusion

The results of this study demonstrate that stock returns in Iran are shaped by a complex interaction
of institutional, monetary, and financial factors, and that these relationships are fundamentally regime-
dependent. The stronger influence of governance quality during expansionary periods suggests that
institutional improvements yield the greatest benefits when economic conditions are favorable and market
participants are responsive to long-term signals of stability and credibility. In contrast, during recessions,
short-term shocks, uncertainty, and defensive behavior appear to overshadow the effects of governance
and policy variables.

The positive impact of monetary policy shocks and central bank intervention in expansionary
regimes highlights the role of liquidity and stabilization policies in supporting market performance.
However, the diminished effectiveness of these tools during downturns points to structural constraints and
impaired transmission mechanisms that limit policy influence under adverse conditions. Similarly, the
persistent effect of exchange rate volatility across both regimes reflects the central role of currency
dynamics in an economy where exchange rate movements strongly affect inflation, corporate profitability,
and asset valuation.

The finding that financial crises coincide with higher stock returns during expansions but not
during recessions underscores the unique characteristics of the Iranian stock market, where equities may
serve as a partial hedge against inflation and currency depreciation. This behavior emphasizes the
importance of distinguishing between nominal and real effects when interpreting market responses to
crises.

In conclusion, this study highlights the necessity of adopting nonlinear, regime-sensitive
approaches to understanding stock market behavior in volatile and institutionally constrained economies.
By showing that the effects of governance, credit risk, and monetary policy shocks vary systematically
across recessionary and expansionary regimes, the findings offer valuable insights for policymakers and
investors alike. Strengthening governance structures, enhancing policy credibility, and tailoring monetary
and exchange rate interventions to prevailing economic conditions can contribute to more stable and
efficient stock market performance.
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