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Abstract

Chronic inflation is one of the main obstacles to economic growth in Iran,
and its analysis requires an approach beyond traditional monetary
explanations. This research, relying on the theory of “active liquidity” that
emphasizes the functional separation of liquidity components, empirically
tests this theory against the “total liquidity” approach. The research
hypothesis is that inflation is the result of the dynamic interaction of three
factors: passive liquidity accumulation, exchange rate shocks, and the
currency substitution mechanism. To examine this hypothesis, two VAR
models were estimated with seasonal data from 1370-1401. The first model
is based on active liquidity (M1) and the second model is based on total
liquidity (M-Total). The test results show that M1 shocks have a rapid, strong
and significant effect on inflation and explain more than 31 percent of its
fluctuations; while the share of total liquidity is about 3 percent and lacks
statistical significance. Also, currency shocks only work through the
activation of active liquidity. The research findings, especially after the 1397
currency crisis, confirm the transmission of inflation through the exchange
rate and consider the effect of total liquidity on inflation to be insignificant.
The research emphasizes the need to change the policymaking approach
from controlling total liquidity to managing the composition of liquidity and
controlling activating factors, especially the exchange rate.

Keywords: Active liquidity, Chronic inflation, Currency substitution, VAR
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