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ABSTRACT

The management of foreign exchange reserves in oil-dependent economies constitutes a shared and
critical challenge for macroeconomic stability in nations such as Iraq and Iran. The "foreign currency
auction" policy, functioning as an interventionist instrument, plays a dual role: on one hand, it serves as
a mechanism for exchange rate stabilization, while on the other, it poses a potential threat of official
reserve erosion. This study aims to quantitatively analyze the impact of this policy on the level of Iraq's
official foreign reserves over the period from March 2018 to December 2023, utilizing the
Autoregressive Distributed Lag (ARDL) model. The findings indicate that the volume of currency
auctions exerts a negative, significant, and escalating impact on official reserves, with the elasticity of
this effect intensifying from -0.18 in the short run to -0.65 in the long run. Furthermore, the estimated
Error Correction Term (ECT) coefficient (-0.42) indicates an appropriate speed of adjustment of
disequilibria towards the long-run equilibrium path. Conversely, oil revenues, identified as the most
significant compensatory factor, exhibit a positive and significant impact on reserves, with elasticities
of +0.32 in the short run and +0.89 in the long run. While elucidating the dynamics of the Iraqi
economy, these findings offer critical policy implications for Iran's foreign exchange system,
emphasizing the imperative of optimally managing currency allocation mechanisms (such as the Iran
Center for Exchange of Currency and Gold) to ensure the sustainability of the nation's strategic

Treserves.

1. Introduction

currency auction volume on Iraq's official reserves and

The Central Bank of Iraq (CBI) employs the "Foreign
Currency Auction" as its main interventionist instrument to
satisfy market demand and stabilize the exchange rate.
While this mechanism plays a stabilizing role in the short
term, it creates a potential conflict with the long-term
objective of reserve sustainability. The continuous
depletion of reserves to fund these auctions poses a threat
to the financial health of the state. Despite the importance
of this trade-off, existing literature on the Iraqi economy
has largely focused on the relationship between reserves,
inflation, and exchange rates, often treating the auction
merely as a policy descriptor rather than a quantitative
variable. Consequently, a significant analytical gap exists
regarding the direct impact of auction volume on official
reserve levels. This study addresses this gap by empirically
analyzing the short-run and long-run effects of the

deriving comparative policy implications for Iran's foreign
exchange management systems.
2. Methodology

This research adopts an applied quantitative approach
based on time-series analysis. The study covers monthly
data from March 2018 to December 2023, sourced from
the Central Bank of Iraq, the International Monetary Fund
(IMF), and the World Bank. To analyze the dynamic
relationships, the Autoregressive Distributed Lag (ARDL)
model was employed. This method is particularly
appropriate for this study as it can handle variables with
different orders of integration (a mix of I(0) and I(1)), as
confirmed by preliminary Augmented Dickey-Fuller
(ADF) tests.
The model specifies the natural logarithm of Official
Foreign Reserves (LRESERVES) as the dependent
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variable. The core independent variable is the Currency
Auction Volume (LAUCTIONVOL). To prevent omitted
variable bias, the model controls for other critical

macroeconomic determinants: Oil Revenue
(LOILREVENUE), Imports (LIMPORTS), Official
Exchange Rate (LEXRATE), Policy Rate
(POLICYRATE), and  External  Debt  Service

(LDEBTSERVICE). The existence of a valid long-run
relationship was verified using the Bounds Test for
cointegration.

3. Findings

The empirical results from the ARDL model
demonstrate a robust and statistically significant negative
relationship between the volume of currency auctions and
official reserves. The elasticity of this erosive effect
intensifies over time, rising from -0.18 in the short run to -
0.65 in the long run. This implies that a 1% increase in
auction volume leads to a 0.65% depletion in reserves over
the long term, confirming the high cost of this
interventionist policy. Conversely, oil revenues were
identified as the strongest compensatory factor, with a
positive long-run elasticity of +0.89, underscoring the
economy's heavy reliance on oil markets.

The Error Correction Term (ECT) coefficient was
estimated at -0.42, which is statistically significant. This
indicates a relatively fast speed of adjustment, where
approximately 42% of any disequilibrium is corrected each
month, returning the system to its long-run equilibrium
path in under three months. Additionally, the policy rate
exhibited an anomaly: a negative impact in the short run (-
0.03) but a positive impact in the long run (+0.07),
suggesting that standard monetary tools may trigger capital

flight initially in high-risk environments before aiding
accumulation.
4. Conclusion and Implications

The study concludes that while the foreign currency
auction mechanism in Iraq provides necessary short-term
market stability, it imposes a substantial and escalating
cost on the sustainability of the nation’s strategic reserves.
The system's viability is heavily contingent on continuous
oil revenue inflows.

Implications for Iran: The findings offer critical lessons
for Iranian policymakers. Specifically, the results suggest
that currency allocation mechanisms (such as the Center
for Exchange of Currency and Gold) must be managed
with a strict "counter-cyclical" supply strategy—building
reserves during oil booms to buffer against lean periods—
rather than unconditionally fulfilling market demand.
Furthermore, the mixed performance of the policy rate
warns against sole reliance on monetary tools for reserve
management. Structural reforms to prioritize capital goods
imports and diversify export revenues are essential
prerequisites for ensuring long-term reserve sustainability
in both nations.
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Table 4. ARDL model estimation results- short-run relationships
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