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This study evaluates the credibility of the Central Bank of the Islamic Republic
of Iran in influencing long-term interest rates. Credibility is defined as the Bank’s
ability to lower long-term rates—taken as a proxy for inflation expectations—
through short-term monetary policy actions in an inflationary environment. Using
monthly data from March 2021 to October 2025, a Bayesian time-varying-parameter
regression with Student-t errors is estimated, and the policy effect is computed
posteriorly for each period. The credibility index is constructed as the posterior
probability that the policy effect on the long-term rate is negative, such that higher
values indicate greater model-based confidence in a desirable policy impact.

The results show that the average effect of the policy rate on expectations is
statistically significant but economically small. The credibility index for the full
sample is approximately 0.34, indicating generally weak policy influence on long-
term rates. A regime decomposition reveals that during easing periods the index is
nearly zero (0.03), implying that policy-rate reductions failed to elicit the expected
response in market expectations. During tightening periods, the index rises to about
0.50, reflecting substantial uncertainty about policy effectiveness and the absence of
decisive evidence that increases in the policy rate systematically reduce long-term
rate changes. Overall, the findings suggest that the Central Bank exhibits low and
unstable credibility in steering inflation expectations over the sample period.
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Extended Abstract

Introduction

Central bank credibility is a fundamental determinant of monetary policy effectiveness, as it shapes agents’
expectations regarding the institution’s commitment to price stability and inflation control (Barro & Gordon, 1983;
Kydland & Prescott, 1977). A credible central bank can trigger meaningful market responses even with modest
adjustments to its policy rate, whereas diminished credibility leads to muted or indifferent reactions to monetary
interventions (Blinder, 1998).

In this study, central bank credibility is defined according to the operational framework proposed by Goodfriend
(1993), who, in analyzing U.S. monetary policy between 1979 and 1992, characterizes credibility as the ability of the
central bank to reduce long-term interest rates—used as a proxy for inflation expectations—through policy actions in
a persistently high-inflation environment (Goodfriend, 1993, p.2). This functional definition is well suited to the
Iranian context, where chronic inflation, substantial exchange-rate volatility, and pronounced policy uncertainty have
prevailed in recent decades.

The broader literature on central bank credibility has largely focused on economies with relatively stable prices
and independent monetary institutions, where credibility is often measured through deviations of inflation expectations
from announced targets or by legal and institutional indicators (Cukierman, 1992; Eijffinger & Haan, 2008; Svensson,
1993; Mishkin, 2006). However, in developing economies with persistent structural inflation, such indicators are
insufficient and fail to capture the true extent of monetary authority credibility (Amisano & Tronzano, 2010; Fraga et
al., 2003). For an economy such as Iran—Ilacking a stable inflation-targeting regime, reliable expectation surveys, and
standardized institutional metrics—the operational approach of Goodfriend (1993) offers a more valid basis for
assessment. In this framework, credibility is evaluated not through institutional documentation or stated objectives but
through the behavioral response of long-term interest rates to shifts in the policy rate, an approach that aligns more
closely with the structural constraints of the Iranian economy.

Recent literature also highlights the usefulness of time-varying-parameter (TVP) models for identifying potential
dynamics in credibility (Primiceri, 2005). Accordingly, the empirical design of the present study initially allows for a
time-varying policy coefficient. Yet the characteristics of Iranian data—including severe volatility and heavy-tailed
distributions—Ilimit the stability of a fully TVP specification. Consequently, a Bayesian regression model with Student-
t errors is employed to extract the policy effect and construct a credibility index capable of accommodating such data
features.

Overall, this study estimates a Bayesian regression model and computes the posterior policy effect to examine the
evolution of the Central Bank of Iran’s credibility over time. It addresses two core questions: (1) How has the
credibility index (B) evolved across easing and tightening policy regimes? (2) Have policy-rate adjustments effectively
influenced long-term interest rates? Based on related empirical evidence, the study hypothesizes that both easing and
tightening actions may contribute to credibility erosion and heightened inflation expectations, and that interest-rate
policies have not exerted a consistently effective influence on long-term rates.

The findings of this research provide insights into the performance of monetary policy in Iran and offer a basis for
designing more effective policy interventions in a highly volatile macroeconomic environment. The study is structured
as follows: Section 1 introduces the topic; Section 2 reviews the conceptual and empirical literature; Section 3 presents
the methodology and model specification; Section 4 reports and interprets the results for easing and tightening regimes;
and Section 5 concludes with policy implications.

Method

After determining the temporal structure of the variables and specifying the final form of the baseline model, the
study’s linear regression was estimated within a Bayesian framework using a Student-t likelihood for the observation
errors. This choice was motivated by preliminary diagnostic tests, which rejected the assumption of normally
distributed residuals. Consequently, instead of relying on a classical Gaussian-error specification, a robust Bayesian
model was adopted to properly accommodate the high volatility, heavy tails, and shock-driven behavior characteristic
of Iranian macroeconomic data (Harvey & Chakravarty, 2008; Gelman et al., 2013).

The final model is specified as: dL, = @,dL,_1 + Bpdpolicy,_1 + B,USD,_1 + Brinflation,_, + B,YTM, +
&t

This specification features several key advantages. First, the Student-t distribution provides a more flexible
representation of the error structure, yielding improved robustness to shocks and outliers compared with Gaussian
models. Second, the Bayesian framework enables full posterior inference for all coefficients, allowing the analysis to
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incorporate uncertainty about the policy effect rather than relying on single point estimates. Third, this approach is
consistent with modern macroeconomic and monetary literature, which increasingly advocates Bayesian models with
Student-t innovations when dealing with volatile datasets (Shephard & Chib, 1998; Gelman et al., 2013).

The model is estimated using Hamiltonian Monte Carlo with the No-U-Turn Sampler (NUTS) implemented in
Stan via R. Four parallel Markov chains are run, each with 4,000 iterations, ensuring adequate exploration of the
posterior distribution and reliable convergence diagnostics.

Results

The Bayesian Student-t regression shows that only the lag of the dependent variable and the policy rate exert
statistically meaningful effects on long-term interest-rate changes. The series displays strong persistence, while the
policy-rate coefficient is credibly negative, indicating a modest average transmission of monetary policy. Other
variables—exchange rate, inflation, and sovereign yields—do not exhibit independent explanatory power.
Convergence diagnostics confirm that the posterior estimates are stable and computationally reliable.

The dynamic policy impact, however, reveals weak and unstable transmission. During easing episodes, policy-rate
cuts fail to lower long-term rates and at times even raise them, suggesting that markets interpret these moves as signals
of higher inflation uncertainty rather than credible commitments. As the periods progress, the effect converges toward
zero, indicating broad market indifference. Tightening episodes occasionally produce negative impacts consistent with
temporary credibility, but these responses are short-lived and revert quickly, showing no persistent influence on long-
term rates.

The credibility index further underscores these findings: its full-sample mean of 0.34 reflects low overall
credibility. In easing regimes the index collapses to 0.03, remaining below 0.5 in all periods, while in tightening
regimes it averages 0.50 and exceeds that threshold only half the time. Overall, neither easing nor tightening actions
generate systematic or durable effects on expectations, pointing to weak and highly unstable monetary-policy
credibility.

Conclusion:

The results show that the monetary policy transmission mechanism in Iran—particularly through the expectations
channel—is weak and highly unstable. Although the Bayesian Student-t model indicates that the average effect of the
policy rate on long-term interest rates is statistically significant, its magnitude is small and lacks persistence. When the
time-varying impact and credibility index are examined, it becomes clear that rate cuts almost never generate the
intended decline in long-term rates, and tightening actions produce credible disinflationary signals only about half the
time. This pattern aligns with Goodfriend’s (1993) behavioral view of credibility, in which policy actions are effective
only when markets interpret them as consistent with long-term price stability—an alignment that rarely materializes
in Iran’s high-inflation and uncertainty-prone environment.

From a policy perspective, the core challenge is not the inadequacy of the policy-rate instrument itself but the
absence of a stable expectations-management framework. Strengthening credibility therefore requires a coherent
communication strategy in which policy decisions are transparent, predictable, and anchored to a clear inflation path.
The asymmetric market response—persistent skepticism toward easing and hesitant acceptance of tightening—
indicates that interest-rate policy alone cannot rebuild credibility; rule-like behavioral commitments, such as
maintaining a positive real policy rate or setting bounds on liquidity growth, may serve as necessary anchors.
Moreover, because exchange-rate, fiscal, and financial shocks continually undermine the expectations channel,
restoring credibility depends on coordination across monetary, fiscal, and exchange-rate policies. Ultimately,
rebuilding credibility in a chronically high-inflation economy requires behavioral consistency, avoidance of abrupt
policy reversals, operational independence, and a stable policy trajectory that markets can rely on. While the index
proposed in this study is not intended as a definitive measure, it provides a necessary first step toward developing an
empirical framework for assessing central-bank credibility in Iran.
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