The Relative Contribution of Macroeconomic
Shocksinlran’s Inflation Dynamics: Evidence
from a DSGE Model with an Interest-Rate
Corridor Framework

Hossein Tavakolian® hossein.tavakolian@atu.ac.ir

Received: 08/Apr/2025 | Accepted: 06/May/2025

Abstract  This article estimates the relative contribution of major categories

of macroeconomic shocks to inflation fluctuations in Iran over 1989:Q2—
2025:Q1. To this end, a small-open-economy dynamic stochastic general
equilibrium (DSGE) model is constructed that identifies four structural
disturbances—supply-sideshocks,aggregate-demandshocks, monetary-policy
shocks, and asset-wealth shocks originating from equity-market movements.
The model incorporates the key institutional characteristics of Iran’s monetary
and exchange-rate framework as well as features specific to Iran's economy;,
enabling amore accurate assessment of the determinants of inflation dynamics.
The forecast-error variance decompositions indicate that supply-side shocks
explain 55 percent of inflation volatility at the one-quarter horizon, increasing
to 63 percent at the one-year horizon. Demand-side shocks account for about
22 percent in the short run and less than 15 percent in the longer run, while the
influence of monetary-policy shocks declines from 18 percent in the short run
to around 10 percent over a three-year horizon. Asset-wealth shocks related
to stock-market fluctuations never exceed a 5-percent share. From a temporal
perspective, the periods 2011-2013 and 2018 onward—characterized by
restrictions on oil exports and sharp exchange-rate depreciations—register the
highest contribution of supply-side shocks. Overall, the findings suggest that
maintaining low and stable inflation in Iran is unattainable without a sufficiently
strong foreign-exchange buffer and substantive banking-sector reforms, as
supply-driven shocks rapidly spill over to consumer prices through exchange-
rate and cost-push channels.

Keywords: Supply Shocks, Aggregate Demand, Interbank-rate Corridor,
Monetary Policy, DSGE Model; Iran Economy.
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