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Objective: This study aims to examine the threshold effects of exchange rates and real
interest rates on wealth inequality in Iran, emphasizing the role of governance quality.
Methods and Materials: The research is applied in purpose, descriptive—analytical in
nature, and post-event in data collection. The study covers annual time series data for
Iran from 1991 to 2023. The model was estimated using a logistic smooth transition
regression model (1LSTR) in which the exchange rate was selected as the transition
variable. Model parameters were estimated through the maximum likelihood method
using the Newton—Raphson algorithm. Unit root tests (PP) and Johansen—Juselius
cointegration tests were performed to confirm the long-term equilibrium relationships
among variables.

Findings: The nonlinear estimation results indicate that real interest rate, exchange
rate, and trade openness have a positive effect on wealth inequality, while financial
development, institutional quality, labor force, and physical capital formation show a
negative relationship. The threshold value of the exchange rate transition variable was
—0.45, and the adjusted R? value of 0.87 confirmed the model’s good fit. Diagnostic
tests revealed no autocorrelation or heteroskedasticity, validating the robustness of the
LSTR1 model.

Conclusion: The findings suggest that rising exchange rates and real interest rates
aggravate wealth inequality in Iran, while improving governance quality and
strengthening financial development can mitigate these adverse effects. Policymakers
should focus on stabilizing exchange rate fluctuations, managing interest rates, and
enhancing institutional quality to promote equitable wealth distribution and sustainable
economic growth.

Keywords: Exchange rate; Real interest rate; Wealth inequality; Governance quality;
Financial development



https://www.dmbaj.com/
https://doi.org/10.61838/dmbaj.252
https://doi.org/10.61838/dmbaj.252
https://creativecommons.org/licenses/by/4.0/
https://orcid.org/0009-0007-1503-0498
https://orcid.org/0000-0002-1538-0427
https://orcid.org/0000-0002-5844-8604
https://orcid.org/0000-0001-5478-9148
http://creativecommons.org/licenses/by/4.0
https://portal.issn.org/resource/ISSN/3041-8933

m) Khanaki et al. Dynamic Management and Business Analysis 4:2 (2025) 175-195
EXTENDED ABSTRACT
Introduction

Wealth inequality has long been a persistent challenge in both developed and developing
economies. It is deeply rooted in the structural imbalances of financial systems, monetary policies, and
institutional governance. In recent years, fluctuations in macroeconomic variables such as exchange rates
and real interest rates have increasingly influenced the distribution of wealth, especially in economies
characterized by structural dependence on imports, weak financial systems, and limited institutional
capacity (Rezaei & Hosseini, 2024). Exchange rate volatility and real interest rate fluctuations are two key
transmission channels that directly affect income and wealth distribution through asset valuation, credit
allocation, and inflationary pressures.

In developing countries, exchange rate instability often triggers inflationary waves, reduces the
purchasing power of lower-income households, and amplifies existing wealth gaps (Rahimi & Jafari, 2024).
As exchange rates rise, individuals and institutions with access to foreign currency, real estate, or export-
oriented investments experience gains in asset value, whereas salaried workers and households relying on
fixed incomes lose real purchasing power (Najafi & Amiri, 2023). This unequal effect deepens wealth
concentration and undermines social cohesion. Similar mechanisms are observed in the context of Iran,
where heavy reliance on imports and exposure to exchange rate shocks have repeatedly disrupted
economic stability (Kazemi & Gholami, 2024).

Real interest rates also play a decisive role in shaping wealth inequality. In economies with dual
financial structures and uneven access to credit, higher real interest rates increase the cost of borrowing,
limiting investment opportunities for low- and middle-income groups. In contrast, wealthier households,
who hold financial assets and savings, benefit from higher interest earnings (Heidari & Abbasi, 2024). As a
result, monetary tightening—if not paired with redistributive policies—can exacerbate inequality.
Empirical evidence from Iran supports this view: when interest rates rise, the wealth gap widens due to
differences in access to credit markets and investment instruments (Ghasemi & Mousavi, 2023; Mousavi &
Karimi, 2023).

A broader perspective on global monetary dynamics shows that exchange rate and interest rate
fluctuations are not isolated phenomena but are intertwined with structural and institutional conditions.
(Durand et al., 2024) argues that growth-oriented economic systems lacking social and democratic oversight
tend to reproduce inequality even under stable macroeconomic conditions. Similarly, (El Tinay, 2024)
highlights that semi-peripheral economies face “recursive exploitation” due to asymmetrical global
financial relations, where exchange rate dependency translates into internal inequality. The Iranian case
reflects these dynamics: the economy’s structural dependence on foreign exchange earnings and imported
capital goods amplifies the distributive effects of exchange rate shocks.

Institutional quality and governance efficiency also play a pivotal role in moderating or
intensifying these effects. Strong governance frameworks tend to mitigate the inequality-enhancing
impacts of monetary instability by improving transparency, ensuring equitable financial access, and
supporting financial development (Azizi & Hosseini, 2024). However, weak governance allows speculative
behavior and rent-seeking, leading to a disproportionate accumulation of wealth in the hands of a small
elite (Rezaei & Hosseini, 2024). (Saeedi et al., 2025) further asserts that monetary policy uncertainty,



especially under weak institutional control, fosters financial instability and deepens the wealth divide in
economies like Iran.

From an ecological and structural viewpoint, (Tausch & Magacho, 2024) and (Magacho et al., 2023)
suggest that developing economies are doubly burdened by global transitions such as the move toward
low-carbon systems, which increase capital dependency and reduce policy autonomy. These factors
exacerbate domestic inequality through limited access to green investment capital and technology.
Moreover, (Bradlow & Kentikelenis, 2024) emphasizes that industrial and technological transfers, if not
accompanied by inclusive financial mechanisms, can worsen the concentration of wealth and hinder social
equity.

In sum, both international and domestic evidence reveal that the relationship between exchange
rates, real interest rates, and wealth inequality is non-linear and conditional on institutional strength. For
economies like Iran—characterized by oil dependency, inflationary tendencies, and restricted capital
mobility—these variables interact in complex ways that amplify inequality through both financial and real
sectors. Therefore, a comprehensive empirical model capable of capturing threshold and regime-
dependent behaviors is necessary to understand these dynamics.

The present study aims to examine the threshold effects of exchange rates and real interest rates
on wealth inequality in Iran, emphasizing the role of governance quality.

Methods and Materials

This study is applied in purpose, descriptive—analytical in nature, and post-event in data collection.
The research population covers Iran’s macroeconomic data for the period 1991-2023. The empirical
framework employs a logistic smooth transition regression (LLSTR) model to capture non-linear and
threshold relationships between monetary variables and wealth inequality.

The dependent variable is wealth inequality (WI), and independent variables include real interest
rate (INTR), nominal exchange rate (EX), financial development (FD), labor force (L), physical capital
formation (K), institutional quality (RQ), and trade openness (OPEN). The exchange rate serves as the
transition variable in the LSTR model, allowing analysis of how changes in this variable shift the
relationship between monetary indicators and inequality across different regimes.

Before model estimation, stationarity of variables was tested using the Phillips—Perron (PP) test,
confirming that all series were stationary at level 1(0). The Johansen—Juselius cointegration test was then
applied to verify the existence of long-term equilibrium relationships among the variables. Model
parameters were estimated using the Newton—Raphson algorithm through the maximum likelihood
approach. Diagnostic tests were performed to ensure the absence of serial correlation, heteroskedasticity,
and remaining nonlinearity.

Findings

The results of the LSTR1 estimation confirmed that the exchange rate functions as a significant
transition variable and that the model’s non-linear specification is valid. The adjusted coefficient of
determination (R?) was 0.87, indicating a high level of explanatory power. The threshold value (C) of the
exchange rate was estimated at —0.45, and the slope parameter (y) at 3.89, suggesting a sharp regime shift
once the exchange rate crosses the specified threshold.

In the linear regime, the findings revealed that real interest rate, exchange rate, and trade openness
have positive and statistically significant effects on wealth inequality. Conversely, financial development,
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institutional quality, labor force, and physical capital formation exert negative and significant impacts,
indicating their role in mitigating inequality.

In the nonlinear regime (when the exchange rate exceeds its threshold), the positive impact of the
exchange rate and real interest rate on wealth inequality intensified considerably. The results demonstrated
that higher real interest rates increase income concentration by benefiting those who hold financial assets
while constraining credit access for low-income households. Similarly, higher exchange rates elevate asset
values in export-oriented and speculative sectors, transferring wealth toward the upper-income groups.

Financial development and institutional quality were found to counterbalance these adverse effects
by promoting inclusive access to credit and stabilizing monetary conditions. The labor force and capital
formation variables exhibited consistent negative effects on inequality, emphasizing the role of productive
investment and employment in narrowing wealth disparities.

Diagnostic tests confirmed the reliability of the model: there was no evidence of serial correlation,
heteroskedasticity, or remaining nonlinearity, indicating that the LSTR1 specification successfully
captured the dynamic and asymmetric relationships among the variables.
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1. No remaining nonlinearity test
2, Parameters constancy test
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