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The impact of exchange rate instability and governance quality
on the efficiency of Islamic banks in Iran

Parvaneh Salatin'”
1*" Department of Economics, Fi.c., Islamic Azad University, Firoozkooh, Iran.

Abstract:

The exchange rate, as a measure of the parity of a country's national currency against the
currencies of other countries, reflects the economic situation of the country in comparison
with the economic conditions of other countries. The exchange rate is one of the most
important factors influencing the economy and the balance between the domestic and foreign
sectors of the economy, and its changes play an important role in creating economic
fluctuations. Therefore, not paying attention to it can cause many fluctuations and
disturbances in the economy. Due to their economic nature, banks' activities are closely
related to exchange rate fluctuations, and their performance is affected by the exchange rate
and its fluctuations. Exchange rate fluctuation is a suitable platform for creating various risks,
including transaction risk, credit risk, interest rate risk, inflation rate risk, which ultimately
causes the banks' profitability to decrease. In this regard, the main goal of this study is to
investigate the impact of the quality of governance as an indicator of political economy and
exchange rate instability on the efficiency of Islamic banks in Iran. In this study, ARCH
models are used to calculate exchange rate volatility. The results of estimating the model
using the ARDL method in the period of 2000-2023 showed that the instability of the
exchange rate has a negative and significant effect on the efficiency of Islamic banks in Iran.
The negative impact of currency instability on banks' efficiency indicates bank
mismanagement in times of crisis. But the governance as an indicator of political economy
does not have a significant effect on the efficiency of Islamic banks in Iran.

Keywords: Quality of governance, instability, exchange rate, bank efficiency, ARDL.
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