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Abstract

One of the most important factors influencing the exchange rate volatility is currency
substitution due to the dollarization of the economy. The purpose of this study is to
investigate the asymmetric effect of currency substitution on exchange rate volatility in
Iran. In this study, the quarterly data of Iran's economy during the period of 1990-2021
was used by applying Bound test method and autoregressive with distributive Lag and
Markov switching methods. Based on the results, Model MSIH(2)-AR(2) was chosen as
the optimal model. In the estimation model, the first regime determines the low-
volatility state of the exchange rate, and the second regime determines the high-
volatility state of the exchange rate. In addition, in measuring the amount of money, due
to the important role of defining the amount of money from monetary aggregates,
simple sum and Divisia are used. In addition, the results show that the Divisia monetary
aggregate is more appropriate than the ssmple sum in the expression of asymmetries. In
addition, currency substitution in the low-volatility regime had a negative effect on
exchange rate volatility, but in the high-volatility regime, the effect of currency
substitution was significantly positive. It illustrates the asymmetry effect of currency
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substitution on exchange rate volatility in various exchange rate regimes and confirms
the asymmetric effect of currency substitution on exchange rate volatility.

Keywords: Currency substitution, Exchange rate volatility, Divisia Monetary,
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