The Role of the Informal Economy in Intensifying Exchange Rate
Instability in Iran

Malihe Ashena
Nafiseh Soleimani**

Abstract
Monetary policymakers regard exchange rate volatility as a benchmark for
confronting monetary and currency crises and controlling their effects. The informal
economy, in turn, is one of the challenges that can influence foreign currency supply
and demand and the effectiveness of exchange rate policies. This study examines the
effect of the informal economy on exchange rate volatility in Iran, considering other
influential variables, including the inflation rate, GDP growth, the central bank's net
foreign exchange reserves, and oil prices. Using annual data over the period 1991—
2022, the model was estimated based on the Nonlinear Autoregressive Distributed
Lag (NARDL) approach. The results show that the informal economy has significant
asymmetric effects on exchange rate volatility: positive shocks, namely the expansion
of the informal economy, intensify exchange rate volatility, while negative shocks
reduce it, though with a smaller effect on reducing instability. Rising inflation and
falling oil prices also intensify exchange rate volatility, whereas higher oil prices and
net foreign exchange reserves reduce it by a smaller coefficient. The findings indicate
that the informal economy plays a determining role in exchange rate dynamics, and
that reducing the scope of informal activities could help improve exchange rate

stability.
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Introduction

Exchange rate stability is a fundamental component of macroeconomic stability,
particularly in developing and oil-dependent economies that are vulnerable to external
shocks and foreign exchange constraints. In Iran, recurrent exchange rate fluctuations
have become a persistent macroeconomic challenge, reflecting the interaction of
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inflationary pressures, oil price shocks, international sanctions, foreign exchange
restrictions, and structural weaknesses in the foreign exchange market. Previous
studies have shown that the Iranian foreign exchange market is characterized by
significant interactions between inflation, liquidity, oil revenues, foreign exchange
reserves, and the gap between official and unofficial exchange rates. Although
considerable attention has been devoted to the determinants of exchange rate
movements in Iran, the role of the informal economy in generating exchange rate
volatility has received comparatively less attention. The informal economy can
influence foreign exchange market conditions through several channels, including
unrecorded transactions, foreign currency demand outside formal financial channels,
capital outflows, tax evasion, and reduced monetary policy effectiveness. Importantly,
the effects of changes in the informal economy may not be symmetric. An expansion
of informal economic activity may generate stronger exchange market pressures than
the reduction in such activity can subsequently eliminate. Therefore, assuming a
symmetric relationship may conceal important aspects of exchange rate dynamics.
Against this background, this study investigates the asymmetric effects of the informal
economy on exchange rate volatility in Iran. The analysis focuses on whether
increases and decreases in the informal economy have different effects on exchange
market instability while controlling for other major macroeconomic determinants.

Materials & Methods

The study employs annual data for Iran over the period 1991-2022. Exchange rate
volatility is constructed using a rolling-window measure based on exchange rate
changes. The informal economy represents the main explanatory variable and is
decomposed into positive and negative changes to identify asymmetric effects.

A nonlinear autoregressive distributed lag (NARDL) model is employed to examine
both the short-run and long-run relationships between the informal economy and
exchange rate volatility. The NARDL framework is particularly appropriate because
it allows positive and negative changes in an explanatory variable to have different
coefficients and therefore provides a direct test of asymmetry. In addition to the
informal economy, the model includes real economic growth, inflation, oil prices, and
the Central Bank's foreign exchange reserves. These variables capture domestic
demand and price pressures, external revenue conditions, and the capacity of
monetary authorities to intervene in the foreign exchange market. The importance of
oil prices and foreign exchange reserves is particularly relevant for Iran because oil
revenues constitute a major source of foreign currency supply and fluctuations in oil
revenues can substantially affect foreign exchange availability.



Discussion & Result

The results provide evidence of a significant long-run asymmetric relationship
between the informal economy and exchange rate volatility. An increase in the
informal economy significantly raises exchange rate volatility, whereas a reduction in
informal economic activity has a significant negative effect. However, the magnitude
of these effects is not symmetric. The destabilizing effect associated with an
expansion of the informal economy is considerably larger than the stabilizing effect
associated with its contraction. This finding can be explained by the mechanisms
through which informal economic activity interacts with the foreign exchange market.
Expansion of the informal sector may increase transactions outside regulated financial
channels, strengthen demand for foreign currency, facilitate unrecorded capital
movements, and reduce the effectiveness of monetary and foreign exchange policies.
In an environment characterized by multiple exchange rates, sanctions, and restricted
access to foreign currency, these mechanisms can amplify expectations of currency
depreciation and increase speculative demand. Evidence from Iran similarly indicates
that foreign exchange restrictions, reduced reserves, and the resulting gap between
official and unofficial exchange rates can create conditions conducive to speculation
in the foreign exchange market.

The results further indicate that oil price movements exert asymmetric effects on
exchange rate volatility. Positive oil price shocks improve foreign exchange
availability and can reduce exchange market pressures, whereas negative oil price
shocks generate stronger instability. This result is consistent with the structural
dependence of Iran's foreign exchange supply on oil revenues. Inflation also has a
positive and statistically significant effect on exchange rate volatility, indicating that
persistent domestic price pressures can strengthen expectations of currency
depreciation and increase foreign currency demand. In contrast, the effect of economic
growth is statistically insignificant, suggesting that exchange rate volatility during the
study period was driven more strongly by monetary, external, and structural factors
than by changes in real economic activity. Finally, foreign exchange reserves have a
stabilizing effect on the exchange market. An increase in reserves reduces exchange
rate volatility by strengthening the Central Bank's capacity to respond to temporary
foreign exchange shortages and external shocks.

Conclusion

The findings demonstrate that the informal economy constitutes an important
structural determinant of exchange rate instability in Iran and, more importantly, that
its effects are asymmetric. The expansion of informal economic activity generates
substantially stronger exchange market pressures than the reduction of informality can



subsequently offset. Therefore, policies aimed solely at stabilizing the exchange rate
through direct foreign exchange intervention may be insufficient. The results suggest
that exchange rate stabilization should be accompanied by policies that reduce
incentives for informal economic activity, improve transparency in foreign exchange
transactions, strengthen the integration of foreign exchange markets, and enhance the
effectiveness of monetary and financial regulation. Maintaining adequate foreign
exchange reserves and reducing excessive dependence on oil revenues can further
strengthen the economy's capacity to absorb external shocks. Overall, the study
highlights the importance of considering the informal economy as a structural source
of exchange rate volatility rather than merely as a consequence of macroeconomic
instability.
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