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Abstract

Exchange rate changes are one of the factors affecting inflation and expected inflation that
affect many economic variables in Iran. The phenomenon of exchange rate pass-through
explains the relationship between changes in the value of the national currency and foreign
trade relations of a country. Therefore, it is necessary to investigate the degree of exchange
rate pass-through to the expected inflation in order to implement anti-inflationary economic
policies. The aim of this paper is to investigate the asymmetry of exchange rate pass-
through to the expected inflation in Iran using the NARDL approach based on time series
data during 1990-2020. The results show that the effect of positive exchange rate shocks
on expected inflation in the short and long term is negative and significant but negative
exchange rate shocks have a negative and insignificant effect. Also, the effect of foreign
exchange shocks on expected inflation is symmetric in the short term while the effect of
foreign exchange shocks on expected inflation is asymmetric in the long run. Therefore, the
central bank can implement its policies effectively by targeting inflation and focusing on
the inflation expectations channel.
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1. Introduction

The rate of changes in domestic prices as a result of exchange rate changes is called the
degree of exchange rate pass-through (Ezzati Shurgoli et al. 2020). The exchange rate and
its volatility, as one of the macroeconomic variables, have a significant impact on inflation
and other variables such as production, exports, imports, balance of payments, etc. (Elahi
et al., 2016). Moreover, the exchange rate shocks increase inflation expectations and
uncertainty about price stability (Bavardi, 2013). Therefore, investigating the relationship
between the exchange rate pass-thorough, inflation and expected inflation, and
understanding how exchange rate changes are passed through to inflation and expected
inflation is of particular importance. Although many studies have been done on the factors
affecting inflation and expected inflation in Iran, little attention has been paid to the
asymmetric effect of exchange rate shocks on the expected inflation. This paper attempts
to bridge this gap to show the effects of exchange rate pass-through to the expected

inflation.

2. Methodology

The method of transferring exchange rate changes to domestic prices is classified as direct
and indirect effects. In direct effect, the transfer of exchange rates to the import price is
carried out through the foreign sector of a country. And in indirect effect, the exchange rate
changes are related to the competitiveness of goods in international markets, and the
increase in exchange rates and the devaluation of the domestic currency causes the
domestic goods to become cheaper for foreign buyers and consequently increases exports
and aggregate demand, and despite the surplus demand in the domestic market, the level of
domestic prices increases. Exchange rate changes and fluctuations affect the economy and
inflation, leading to a balance of payments crisis. Therefore, due to the economic situation,
the issue of foreign exchange market pressure is taken into consideration because this index
examines changes in exchange rates, pressures and changes on the exchange rate and
considering the dependence of government budget on oil revenues. Therefore, the central
bank must manage the volume of its foreign exchange reserves (Shajari et al., 2006). The
present study tries to investigate the asymmetry of the degree of exchange rate pass-through
on the expected inflation in Iran using NARDL approach for the period 1990-2020. The
data on inflation, government budget, GDP, unemployment rate, exchange rate (USD),
money supply and oil prices has been obtained, in the form of annual time series, from
World Bank, Central Bank of Iran, Statistical Center of Iran. Also, the data for the expected

inflation rate was estimated by the state space model.



H M Applied Economics Studies, Iran (AESI)

3. Discussion

The results of short-term model estimation show that expected inflation with one lag,
inflation, government budget with one lag and unemployment rate all have a positive and
significant effect on inflation. The positive and significant coefficient of expected inflation
means the mechanism of intrinsic correction of inflation expectations from past judgments
as well as an aspect of inflation adaptive expectations. The positive shock of exchange rate
has a significant negative coefficient which is consistent with the findings of Mehrabi
Basharabadi et al. (2010) and Tavakoli et al. (2015). A positive exchange rate shock means
a negative impact on inflation. Negative foreign exchange shocks also have a negative but
insignificant coefficient. Afterwards, according to the results of Pesaran’s test statistic, the
null hypothesis is rejected and the long-term relationship is confirmed in the model. The
results of the expected inflation from long-term model estimation show that among the
positive coefficients of variables, the highest coefficient is related to unemployment rate
and then inflation and the highest negative and significant coefficient is related to positive
exchange rate shock. Inflation, government budget and unemployment rate all have a
positive and significant effect on expected inflation. The positive shock of exchange rate
has a significant negative coefficient, which indicates the decrease in inflation because
positive shocks of exchange rates have a negative effect on inflation, in other words, they
cause inflation to decrease which is consistent with the results of Tavakoli et al. (2015) and
Mehrabi Basharabadi et al. (2010). Negative foreign exchange shocks also have a negative
but insignificant coefficient. Liquidity also has a negative but insignificant coefficient. The
error correction coefficient of dependent variable with negative value of -0.94 is estimated.
A negative value of ECM (-1) indicates that the error correction pattern converges

exponentially towards the long-term equilibrium value.

4. Conclusion

Investigating the degree of exchange rate pass-through to expected inflation is necessary
for the implementation of anti-inflationary economic policies. The aim of this study was to
investigate the asymmetry of exchange rate crossing on expected inflation for Iran using
the NARDL approach based on time series data during 1990-2020. At first, ARDL method
was used to estimate the model and then NARDL method was used to introduce shocks
caused by positive and negative exchange rate shocks on expected inflation. . The results
of the study showed that the effect of positive exchange rate shocks on expected inflation
in the short and long term had a negative and significant effect but negative shocks had a

negative and insignificant effect. Also, the asymmetry effect of foreign exchange shocks
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on expected inflation was not confirmed in the short term while the asymmetry effect of

currency shocks on expected inflation was confirmed in the long run.

The issue of inflation is one of the main issues of the Iranian economy. If the goal of
the economic policymaker is to control and stabilize inflation, the exchange rate is also
controlled. In this case, preventing severe fluctuations, the basis for price stability is
provided. Therefore, the inflation targeting makes sense. The research recommendation is
that central bank need to independent of the government. Independence and transparency
lead to credible monetary policy. In other words, to reduce inflation, the issue of exchange
rate pass-through, which deals with changes in the value of the national currency and
foreign trade relations, should be paid a fundamental attention because transparency and
credibility of the central bank's policies to control inflation expectations are of great

importance.
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