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The main objective of this study is to investigate the relationship between
. global oil prices and Iraq’s exchange rate, trade balance, and foreign
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Vector Autoregression (VAR) framework. After estimating the VAR
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model, Granger causality tests are applied to assess the direction of

izt (O e relationships among the variables. The results reveal that, in both the short

Exchange Rate, Trade

Balance, Foreign and long term, there is a bidirectional relationship between global oil
Reserves, Frequency prices and Iraq’s exchange rate as well as foreign reserves, indicating that
Domain fluctuations in oil prices affect these indicators while, in turn, movements

in the exchange rate and reserves also influence oil prices. By contrast, the
JEL Classification: relationship between oil prices and the trade balance is unidirectional,
N32, 045, F23, E34 with changes in oil prices shaping Iraq’s trade balance but not vice versa.

These findings suggest important policy implications: Iragi policymakers
should prioritize diversifying sources of foreign exchange, reducing oil
dependency, strengthening foreign reserves, and maintaining exchange
rate stability to enhance economic resilience. Furthermore, continuous
monitoring of oil price fluctuations is essential to support informed trade
and fiscal decisions.
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1. Introduction

Since the discovery of oil reserves in the 1970s, crude oil has dominated Iraq’s
economy, accounting for nearly 95% of its total exports and serving as the primary
driver of economic growth. However, fluctuations in oil prices have profound
implications for the country’s macroeconomic stability and the welfare of its citizens.
Despite possessing substantial reserves, Irag has become a net importer of petroleum
products due to inefficiencies in refinery utilization, a condition that increases import
costs and negatively affects both the trade balance and the overall economy
(Olayungbo, 2019). The impact of oil price increases on the exchange rate can be
viewed from two perspectives: on one hand, oil exporters may encounter rising costs
and symptoms of Dutch disease; on the other hand, higher oil prices raise production
costs in industrialized economies, thereby increasing the prices of imported goods for
oil-exporting countries. Given Iraq’s heavy reliance on oil, fluctuations in global oil
prices directly shape its economic trajectory. Rising oil prices typically improve Iraq’s
trade balance, expand foreign reserves, and appreciate the exchange rate, while falling
prices weaken the currency, deplete reserves, widen budget deficits, and slow economic
growth, as observed during the sharp price drops of 2008 and 2015 (Zhao and Zhang,
2024). Moreover, higher oil prices combined with a weakening dollar increase the cost
of imported goods and reduce the dollar’s purchasing power relative to other currencies,
thereby limiting Iraq’s import capacity. Importantly, greater oil revenues do not
automatically translate into stronger foreign exchange capacity, and misinterpreting this
relationship can lead to flawed policy decisions (Banerji and Shettima, 2025). Previous
research on this issue has largely been conducted in isolation across different variables,
but frequency domain analysis provides a more comprehensive understanding of the
dynamic interactions between financial and energy factors. Accordingly, this study
seeks to examine the effects of global oil prices on Iraq’s exchange rate, trade balance,
and foreign reserves, and specifically addresses three questions: (1) What is the
relationship between global oil prices and Iraq’s exchange rate? (2) How do changes in
oil prices affect Iraq’s trade balance? and (3) How can the relationship between oil
prices and Iraq’s foreign reserves be9aalyzed?

2. Research method and data

This study employs a causal-correlational research design based on time series data
analysis, with the objective of developing a macroeconomic model tailored to Iraq’s
specific conditions. Data were obtained from library and documentary sources,
primarily the World Bank’s World Development Indicators (WDI) and the OPEC
database, covering the period 2008-2022 for Iraq. To analyze the research model,
frequency domain analysis is first applied, and the alignment of the results in the
frequency domain is subsequently interpreted using the Vector Autoregression (VAR)
method.
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3. Analysis and discussion

The results of the short-term Granger causality test reveal a bidirectional relationship
between global oil prices and the exchange rate, indicating mutual influence between
these two variables. By contrast, the short-term relationships between global oil prices
and both foreign reserves and the trade balance are unidirectional, with causality
running solely from oil prices toward these indicators. In the long term, however, the
Granger causality test demonstrates bidirectional relationships between global oil prices
and both the exchange rate and foreign reserves, suggesting stronger interdependencies
over time. Meanwhile, the relationship between global oil prices and the trade balance
remains unidirectional, with oil prices exerting causal influence on the trade balance but
not vice versa.

4. Conclusion

The Granger causality tests conducted for both the short and long term reveal important
relationships between global oill prices and Iraq’s economic variables. First, the
relationship between global oil prices and Iraq’s exchangeOrate is bidirectional,
indicating that fluctuations in oil prices directly affect the exchange rate, and
conversely, changes in the exchange rate—particularly the value of the U.S. dollar—
impact oil prices. These interactions influence both trade and economic wealth, as the
dollar’s role affects global oil/demand and pricing, consistent with previous/findings by![
Vuba and Qabhobho (2024), Nandi et al. (2024), and others.

Second, [ the relationship[between globallloil pricesland Iraq’s trade balancellis
unidirectional, with causality running solely from oil prices to the trade balance, both in
the short and long term. Thus, the hypothesis proposing a bidirectional relationship is
not supported, aligning with Kim and Le (2024) but contrasting with Gomez-Gonzalez
et al. (2015) and Akpan (2009). Regarding foreign reserves, the relationship is
unidirectional in the short term, with causality from oil prices to reserves; however, in
the long term, the Wald test indicates a bidirectional relationship. This confirms the
hypothesis of a long-term two-way link between oil prices and Iraq’s foreign reserves,
reflecting the tendency of oil-exporting countries to accumulate reserves during periods
of high oil prices to buffer against economic shocks and maintain financial stability.
This result is consistent with studies by Agboola et al. (2024), Parvin (2022), and
Olayungbo (2019).
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