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This study investigates the time-varying impact of uncertainty shocks on Iran's housing market,
employing a Time-Varying Parameter Factor-Augmented Vector Autoregression (TVP-FAVAR) model
using seasonal (quarterly) data over the period from 1992 Q1 (1371:1) to 2024 Q4 (1402:4). Focusing
on building permits as a forward-looking indicator of construction activity, the empirical results reveal
a negative, significant, and markedly time-varying effect of economic policy uncertainty on housing
supply. The findings demonstrate that the magnitude and persistence of this adverse effect have
intensified considerably since the 2010s, coinciding with periods of heightened sanctions, currency
crises, and mounting macroeconomic instability. The response of building permits to uncertainty shocks
exhibits a distinct non-linear pattern, with deeper and more prolonged contractions during episodes of
chronic uncertainty compared to relatively moderate responses observed in earlier decades.
Theoretically, the results align with the real options framework, wherein heightened uncertainty
increases the option value of delaying irreversible construction investments, while also operating through
credit frictions and precautionary savings channels. The study further uncovers a dual mechanism in
Iran's housing market: uncertainty simultaneously stimulates speculative demand and price inflation
while contracting future supply through reduced construction permits, thereby creating a self-reinforcing
cycle of instability. These findings underscore that stabilizing the macroeconomic environment,
particularly exchange rate and monetary policies, constitutes a prerequisite for reviving housing
construction activity, and that piecemeal housing sector interventions are unlikely to prove effective
without broader macroeconomic stability.
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1. Introduction

The housing sector occupies a uniquely pivotal position
within modern economies, exerting profound influence on
living standards, aggregate output, employment, financial
stability, and long-term development trajectories. In
constitutes
component of national wealth and investment portfolios,
rendering the determinants of housing investment a central

numerous countries, housing

preoccupation for economists and policy analysts alike.
Within the Iranian context, the housing sector has ranked
among the most dynamic and consequential sectors over
recent decades, with its cyclical fluctuations transmitting
substantial spillovers to macroeconomic aggregates and the
broader financial system. Since the early post-war period,
theoretical and empirical efforts have sought to develop

a critical
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analytical frameworks capable of explaining investment
behavior and identifying the key drivers of housing market
dynamics (Gholizadeh & Sajadi, 2010).

A particularly salient feature of housing markets is their
demonstrated propensity to exhibit price bubbles, often
characterized by self-reinforcing price increases divorced
from underlying fundamentals. Empirical evidence for Iran
suggests that, since the early 1990s, housing prices have
exhibited a long-run co-movement with the general price
level, albeit with fundamentally different temporal
structures and adjustment patterns (Asadpour, 2019). This
co-movement reflects the dual role of housing as both a
consumption good and an investment asset, rendering it
particularly sensitive to macroeconomic disturbances,
including shocks to inflation, interest rates, exchange rates,
and crucially, uncertainty.

The scholarly literature examining the nexus between
uncertainty and housing market outcomes has expanded
considerably in recent years. However, a notable limitation
of the preponderance of existing studies is their reliance on
empirical methodologies that estimate the effects of
uncertainty shocks under the assumption of temporal
homogeneity. This approach yields average period effects
that potentially mask significant variation across different
economic regimes, policy environments, and time horizons.
Such methodological simplicity stands in tension with both
theoretical foundations and accumulating international
empirical evidence indicating that the magnitude, direction,
and persistence of uncertainty effects depend systematically
on the phase of the business cycle, credit market conditions,
and the monetary policy stance.

In light of these considerations, a comprehensive review of
the domestic Iranian literature reveals that no prior study has
systematically examined the temporal dynamics of
uncertainty shock transmission to housing market variables
over an extended sample period. The present study
addresses this lacuna by investigating the time-varying
impact of uncertainty shocks on Iran’s housing market,
employing a Time-Varying Parameter Factor-Augmented
Vector Autoregression (TVP-FAVAR) model using
quarterly data from 1992 Q1 to 2024 Q1. Particular
emphasis is placed on building permits as a forward-looking
indicator of future construction activity and housing supply.

The central research question motivating this inquiry is
twofold: first, how do time-varying uncertainty shocks
affect housing market dynamics in Iran? Second, how has
the intensity, persistence, and propagation mechanism of
these effects evolved across the past three decades under
major structural breaks such as international sanctions,
currency crises, and macroeconomic instability? The study
is theoretically grounded in the real options framework,
where heightened uncertainty increases the option value of
delaying irreversible investments, alongside credit friction
mechanisms.

Empirical findings reveal a negative, significant, and
markedly time-varying effect of economic policy
uncertainty on housing supply. Crucially, the magnitude and
persistence of this adverse effect have intensified
considerably since the 2010s. The response of building
permits exhibits a distinct non-linear pattern, characterized
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by deeper and more prolonged contractions during episodes
of chronic uncertainty.

Moreover, the study uncovers a dual and asymmetric
mechanism within Iran’s housing market: uncertainty
shocks stimulate speculative demand and exert upward
pressure on prices as investors seek inflation hedges, while
simultaneously contracting future housing supply as
developers postpone projects. This duality creates a self-
reinforcing cycle of instability that exacerbates affordability
constraints and perpetuates supply shortages.

These findings carry key policy implications: stabilizing the
macroeconomic environment constitutes a prerequisite for
reviving construction, enhancing policy transparency can
attenuate adverse uncertainty effects, and countercyclical
targeted credit support is essential during elevated volatility.
The remainder of this paper presents the methodology in
Section 2, results and discussion in Section 3, and
concluding remarks in Section 5.

2. Methodology

To investigate the time-varying effects of uncertainty
shocks on Iran’s housing market, this study employs a Time-
Varying Parameter Factor-Augmented Vector
Autoregression (TVP-FAVAR) model. This framework
extends standard VAR models across two dimensions. First,
the factor-augmented component extracts latent factors from
a rich dataset of macroeconomic and financial series,
mitigating omitted variable bias while maintaining tractable
dimensionality. Second, the time-varying parameter
specification with stochastic volatility captures the temporal
heterogeneity in shock transmission across varying
institutional and economic regimes.

The empirical analysis utilizes quarterly Iranian data from the
early 1990s through 2023, sourced from the Central Bank of
Iran, the Statistical Center of Iran, and the Ministry of Roads
and Urban Development. The economic policy uncertainty
index is constructed following standardized news-based and
expectation-dispersion metrics adapted to the Iranian
economy. The TVP-FAVAR model is estimated in
MATLAB using standard stochastic volatility algorithms,
with lag length and latent factor counts selected via
information criteria.

3. Result and Discussion

The TVP-FAVAR estimates indicate that economic
policy uncertainty shocks exert a persistently negative and
statistically significant effect on building permit issuance,
exhibiting pronounced temporal variation. Impulse response
functions demonstrate that contractionary impacts
intensified substantially from the early 2010s onward,
coinciding with tightened international sanctions and sharp
exchange rate depreciations. In contrast to the moderate and
short-lived contractions of the 1990s, the post-2010 period
witnessed deeper, protracted declines, indicating that
chronic uncertainty severely erodes developers’ long-term
planning capacity.

These results align with real options theory regarding
investment irreversibility (Bernanke, 1983; Dixit &
Pindyck, 1994), credit friction channels (Gilchrist et al.,
2014), and state-dependent uncertainty transmission
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(Bloom, 2009). The findings extend the evidence of Durmaz
(2025) and Baek et al. (2024), demonstrating that in Iran,
uncertainty transmits primarily through supply-side
contractions rather than direct price adjustments, diverging
from Asian market findings (Nazif & Fair, 2025).

Within the domestic literature, the results complement
studies on speculative demand (Golpayegani et al., 2025)
and exchange rate shocks (Kamali Dehkordi, 2020). By
uncovering the dual mechanism where uncertainty fuels
speculative price pressures while depressing physical
supply, this study corroborates findings by Lashkari and
Ashraf Ganjoui (2025) and Firoozjaei et al. (2024)
regarding the dominance of investment over shelter demand
in Iran.

4. Conclusions

This study examined the time-varying effects of uncertainty
shocks on Iran’s housing market over three decades using a
TVP-FAVAR approach. Three principal findings emerge: a
consistently negative uncertainty effect on construction
activity, a substantial intensification of this effect since the
2010s, and a dual mechanism that simultaneously stimulates
speculative demand while contracting future supply. This
dynamic diverts the housing sector away from its primary
shelter function toward speculative asset holdings.

The results highlight the critical necessity of macroeconomic
stabilization, policy predictability, and targeted countercyclical
credit mechanisms to preserve construction supply. Finally, the
observed temporal heterogeneity underscores the analytical
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limitations of constant-parameter empirical models in

capturing structural regime shifts in emerging economies.
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