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Abstract

The stock market, as one of the vital pillars of the financial system, is continuously influenced by
various factors, including macroeconomic variables and global uncertainty. This study examines the
threshold role of changes in institutional quality in shaping the relationship between Iranian stock
market returns and global uncertainty using quarterly data from 2009 to 2024 and the Threshold
Autoregressive (TAR) method. The results indicate that changes in institutional quality have a
threshold value of —0.56, which affects the influence of exchange rates, oil prices, and global
uncertainty on the stock market, dividing market behavior into two distinct regimes. In the first
regime, when changes in institutional quality are below this threshold, oil prices, exchange rates,
and global uncertainty have negative and statistically significant effects on stock returns, whereas
institutional quality has a positive and significant effect. This finding suggests that even under weak
institutional conditions, improvements in institutional quality can facilitate stock market growth. In
the second regime, after the threshold is exceeded, the effect of institutional quality remains positive,
while the other variables also exert positive effects on stock returns. Therefore, improving
institutional quality should be regarded as a vital tool for strengthening the resilience of the capital
market against domestic and global fluctuations.
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Introduction

The stock market, as a fundamental pillar of the financial system, plays a crucial role in
mobilizing and allocating financial resources and guiding investment decisions. Its performance is
continually influenced by macroeconomic variables, global shocks, and institutional conditions. In
recent years, rising global uncertainty—driven by geopolitical developments, financial crises, and
pandemics—has intensified volatility in financial markets.

One of the key challenges facing emerging and developing economies, including Iran, in recent
decades has been the increase in Economic Policy Uncertainty (EPU). This concept refers to the
inability of economic agents to accurately anticipate future policies and their consequences, which
manifests itself in uncertainty regarding the timing, content, and effects of policies on economic
decision-making (Shahin-Oz & Erdogan-Juser, 2018). The complexity of measuring this
phenomenon has encouraged researchers to develop appropriate indicators. The World Uncertainty
Index (WUI), introduced by Ahir et al. (2022), encompasses both political and economic dimensions
and provides a more comprehensive measure than traditional indicators such as the EPU.

Institutional quality, on the other hand, can play a moderating role in the transmission of global
uncertainty to the stock market through greater policy stability, transparency, stronger rule of law,
and enhanced investor confidence. Although numerous studies have examined the impact of
uncertainty on stock market returns, the threshold role of institutional quality and the nonlinear
dynamics of Iran’s stock market remain relatively underexplored. Therefore, this study investigates
how global uncertainty affects Iranian stock market returns, with particular emphasis on the role of
institutional quality within a threshold modeling framework.

Methodology

This study employs quarterly data from 2009 to 2023 and applies a Threshold Autoregressive
(TAR) approach. A conceptual framework grounded in behavioral finance and open-economy
macroeconomic theories is used to examine the effects of global uncertainty on stock market returns,
with institutional quality considered as a moderating factor. The proposed model is expressed as:

R, = F(EX,, OIL,, INS,, WUI,) (1)

where the dependent variable represents stock market returns, while the explanatory variables
include the exchange rate and OPEC oil prices. Data for these variables were obtained from the
database of the Ministry of Economic Affairs and Finance. The World Uncertainty Index (WUI),
published by the Federal Reserve Bank of St. Louis and based on Ahir et al. (2022), is scaled between
0and 1.

The institutional quality index is constructed based on five components of the International
Country Risk Guide (ICRG): control of corruption, democratic accountability, law and order,
bureaucratic quality, and government stability. These components are rescaled to construct a
composite institutional quality index.

Prior to estimation, the Augmented Dickey—Fuller (ADF) and Phillips—Perron (PP) unit root tests
confirmed the stationarity of the variables, while the BDS test indicated the presence of nonlinear
patterns in the data. The threshold variable and its corresponding value were determined using the
Bai—Perron method, with institutional quality identified as the threshold variable at a value of
—0.563.

Results and Discussion

The results reveal a nonlinear and regime-dependent relationship between global uncertainty and
Iranian stock market returns. Institutional quality (INS) is identified as the threshold variable, with
a threshold change value of —0.563. This finding indicates that the effects of the other explanatory
variables on stock market returns vary depending on whether institutional quality is below or above
this threshold.
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In the first regime, where institutional quality is below the threshold, the exchange rate, oil prices,
and global uncertainty exert negative and statistically significant effects on stock market returns,
whereas institutional quality itself has a positive and statistically significant effect. This finding
suggests that under weak institutional conditions, Iran’s stock market is more vulnerable to global
shocks and macroeconomic volatility.

In the second regime, when institutional quality exceeds the threshold, the effects of the
exchange rate and global uncertainty on stock market returns become positive and statistically
significant, whereas the effect of oil prices becomes statistically insignificant. These findings
indicate that improvements in institutional quality can mitigate the effects of external shocks,
potentially alter their transmission mechanisms, and enhance the resilience of the capital market.

Conclusion

The findings of this study indicate that institutional quality plays a decisive role in shaping the
transmission of global uncertainty to Iran’s stock market. At low levels of institutional quality, the
stock market exhibits stronger negative responses to both domestic and external shocks, whereas at
higher levels of institutional quality, the intensity of these effects diminishes and, in some cases,
may even become positive.

Accordingly, strengthening economic institutions, improving transparency, enhancing the rule
of law, and combating corruption can serve as key strategies for increasing the stability, efficiency,
and attractiveness of Iran’s capital market for both domestic and foreign investors. The primary
policy recommendation is therefore to focus on institutional reforms and improvements in
governance quality.

Measures such as strengthening the independence and accountability of economic institutions,
improving transparency in policymaking, enhancing the efficiency of regulatory bodies, and
combating corruption can provide the necessary foundation for a resilient and sustainable stock
market. Furthermore, creating greater coordination between exchange-rate, oil, and fiscal policies
and institutional development strategies is essential for minimizing the potentially adverse effects
of macroeconomic fluctuations on the stock market.
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