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Abstract

In recent decades, inflation has become one of the most important issues in Iran’s economy,
and the question arises as to what factor has caused prices to continue to be high. The
current research has examined the issue of the unproductive sector of the economy and the
currency crisis and their effect on inflation in the period of 1991-2022. In this regard, the
PCA econometric method has been used to combine the variables, the Hodrick-Prescott
filter to identify the currency crisis, and the ARDL method to estimate the research models.
According to the results; the share of the underground economy in the GDP has a positive
effect on inflation, and with an increase of one percent, inflation increases by 0.25 units.
Also, the coefficient related to the variable of speculation is estimated to be large and more
than 14 Therefore, speculation is one of the key factors in creating inflation in Iran. The
currency crisis variable has the greatest effect compared to other variables and its coefficient
of 17.63 proves that it is one of the most effective factors of inflation in Iran. Liquidity, on
the one hand, causes an increase in asset prices, and on the other hand, its growth leads to
the growth of inflation, so this result is in accordance with the opinion of those who claim
that inflation is a monetary phenomenon. Since the agents of the unproductive sector and
the currency crisis in Iran have the biggest role in creating inflation, it is suggested that the
country’s managers limit informal activities and prevent the creation of a currency crisis by
presenting policy packages to reduce inflation.
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1. Introduction

Inflation, as the most well-known variable and problem of Iran's economy, is in the focus
of attention of economists, economic agents and policy makers. Inflation is the increase
in the price level and it is a situation where more money has to be paid for the same
goods and services over time. Therefore, the main problem of Iran's economy today is the
irreversible and constant increase in the general level of prices, a process in which the
value of the national currency decreases continuously.

A high inflation rate is a sign of economic instability, inefficiency of monetary
policies, and uncertainty in the net current value of projects, deviation of economic
choices. Reduction of incentives for productive investment, increase in crime, and change
in saving behavior of economic factors are among other results of inflation. Therefore,
inflation with the importance it has, especially the situation it has suffered in Iran's
economy; it has been in the focus of attention of analysts and economic managers of the
country. Therefore, applying correct economic policies to reduce inflation requires a more
accurate identification of the factors that cause it in the country's economic system. On
the other hand, in order to identify factors affecting inflation, economic analyzes have
focused more on the structural factors of inflation, cost pressure, and demand pressure.
This research proposed a different view of inflation and according to Iran's economic
system, along with the important factors already identified; It has examined the role of the
informal sector, including speculation and the underground economy, as well as the
currency crisis in causing inflation. In the following, with a brief statement of the
theoretical foundations of inflation and the description of econometric models, the results

are discussed and analyzed.

2. Methodology

In this research, from several econometric methods; Principal Component Analysis
(PCA), Auto Regressive Distributed Lag (ARDL) and Hodrick-Prescott Filter are used.
Since the number of variables in creating some of the required indices is large and a
composite index is required in each section, it is necessary to use the PCA method. On
the other hand, in order to investigate the factors affecting asset prices and estimate the
factors affecting inflation, since all the variables are not at a stable level, the Auto
Regressive Distributed Lag (ARDL) has been chosen to estimate them. On the other
hand, Hodrick-Prescott Filter has been used to create an index related to the currency

crisis in Iran's economy. It is worth mentioning that the appropriate index for the



H M Applied Economics Studies, Iran (AESI)

underground economy is obtained by following the multiple index-multiple cause’s

model. In the following, a brief description of the mentioned methods will be given.

3. Discussion

As a result of the estimation of the inflation function, it was observed that all the
variables, except liquidity growth and the logarithm of total demand, which are
significant at a lower confidence level, are significant at a confidence level above 90%
and all of them show a positive effect on inflation. The variable related to the share of the
underground economy in the GDP with a coefficient of 0.25 shows that with a one
percent increase, inflation increases by 0.25 units. On the other hand, the coefficient
related to the speculation variable is estimated to be relatively large and more than 14.
This means that a one-unit increase in the logarithm of speculation increases inflation by
more than 14 units. Regarding the effect of exchange rate on inflation, the model shows
that the variable related to the currency crisis has the greatest effect compared to other
variables, and its coefficient of 17.63 proves that the currency crisis in the country has
become one of the most effective factors of inflation. It can be said that creating a crisis
in one's own country increases the country's inflation by more than 17%. The effect of
liquidity growth on inflation is also positive and has become significant with a coefficient
of about 40% in the long term. In other words, an increase of one unit in liquidity growth

increases inflation by 0.40 units.

5. Conclusion

In Iran, especially in recent decades, inflation has been one of the most important
economic issues, and its high level has created many challenges for analysts and
economic policy makers. This question was raised that what factor was effective in the
formation of inflation in Iran and caused the continuation of high prices? In this regard,
the issue was investigated by using econometric models. First, in order to obtain the
speculation index from the combination of assets and create a single price index for them,
and then the factors affecting their prices, the residual changes of the estimation of asset
prices have entered the inflation function as a speculation index. In the next steps, using
the Hodrick Prescott technique, the currency crisis in the country was discussed, as a
result of the Hodrick Prescott filter for the exchange rate of the free market of the Iranian
economy in the period 1991 to 2022; 1992, 1993, 1996, 1997, 1999, 2012, 2015 to 2017

and 2022; They were identified as the years with currency crisis in the country.



Mostafazadeh et al.: 0 ’/&{, //b/o/;L_/;;L‘LUW H

According to the research estimation results, all the selected variables showed a

positive effect on inflation. The coefficient related to the speculation variable is relatively
large and shows that speculation in the country's economy is one of the key and effective
factors in causing inflation. The low effect of the exchange rate gap on inflation is a sign
of the weak effect of this gap on inflation. But regarding the effect of exchange rate
changes on inflation, the model showed that the variable related to the currency crisis has
the greatest effect compared to other variables, and this also indicates that the currency
crisis in the country is one of the most effective factors of inflation in the country.

Since according to the results of the research, it was observed that the agents of the
unproductive sector and the currency crisis in Iran have the biggest role in creating
inflation, it is suggested that the managers of the country should provide policy packages
to limit speculation and informal activities in order to reduce inflation. Weaken the
informal and unproductive sector of the economy and strengthen economic activities in
the formal sector. On the other hand, by providing appropriate policies, the creation of a
currency crisis, in other words, a sudden and relatively high growth in the exchange rate,

can be prevented.
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Graph. 1: Ratio of underground economy to GDP in Iran (percentage) 1991-2022
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Tab. 2: Basic components of the Composite Asset Price Index
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Tab. 3: Explanatory variables of the asset price index for the Iranian economy 1991-2022
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Tab. 4: Results of long-term estimation of asset price determinants using the ARDL method
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Hodrick-Prescott Filter (lambda=100)
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Graph. 2: Cyclical components and trends in Iran's free market exchange rate using the
Hodrick-Prescott filter 1991-2022 (Source: Research findings).
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Tab. 5: Variables explaining inflation in Iran, 1991-2022
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Tab. 6: Results of long-term estimation of Iran's inflation determinants using the ARDL
method
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