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Abstract

While the average inflation in the world during the last three decades was only
6.7%, Iran’s economy experienced an average inflation of 20%. Why have
policy-makers failed to curb inflation? Firstly, Iran’s inflation has turned into
“chronic average inflation” due to the inappropriate exchange rate system,
Similar to Latin America’s past. Secondly, economic repressions have created
“accumulated repressed inflation” similar to Eastern European countries. What
nominal anchor should the Central Bank use to curb inflation? The orthodox
emphasize on money-based stabilization; but the heterodox consider the role of
incomes policies and exchange rate-based stabilizations. The quarterly data
1989:3-2021:3 was used. According to the asymmetric causality, monetary
variables cause inflation, while the exchange rate is not causal of inflation.
Based on the quantity theory of money, there has been a one-to-one relationship
between inflation and liquidity in governments of Hashemi Rafsanjani,
Khatami, Ahmadinejad and Rouhani. So, the monetary anchor has had the full
ability to curb inflation. Now the economy needs to change its approach to the
orthodox view. Five decades of exchange rate-based stabilizations lead to
accumulated repressed inflation and now its solution depends on structural
reforms in the budget and exchange rate system so that the monetary anchor
becomes operational.
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Extended abstract

1.Introduction

While the average inflation in the world during the last three decades was
only 6.7%, Iran’s economy experienced an average inflation of 20%.
Why have policy-makers failed to curb inflation? On the one hand, Iran’s
inflation has turned into “chronic average inflation” due to the
inappropriate exchange rate system, like the past inflations of Latin
America. In the other hand, control policies and economic repressions
have created ‘“accumulated repressed inflation” similar to Eastern
European countries. What is the correct price stabilization program?
What nominal anchor should the Central Bank of Iran use to curb
inflation? There are two opposing views. The orthodox emphasize on
money-based stabilization with a flexible exchange rate system; but the
heterodox consider the role of incomes policies and the use of the
exchange rate anchor to be important (exchange rate-based
stabilizations).

2. Method

The present paper has tried to answer the mentioned questions about the
failure of inflation control policy in Iran. For this purpose, the causal
relationships between the political variables of orthodox and heterodox
approaches and the inflation rate of Iran were investigated. In this regard,
the quarterly data of the four eight-year governments after the war
(1989:3-2021:3) was collected to use for the determination of the nominal
anchor for curbing inflation. Of course, asymmetric causality was used,
as both orthodox and heterodox approaches of thought provided evidence
of asymmetric relationships between policy instruments and inflation. In
second step, ability of policy instrument was evaluated using the quantity
theory of money.

3. Results and Discussion

According to the estimates of the first step, changes in Iran’s chronic
average inflation occurred with changes in monetary variables, while the
exchange rate is not causal of inflation, only weakly plays as a temporary
maintainer of inflation. In is concluded that the inflation is driven by
monetary shocks. This inflation becomes the reason for increase in
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unofficial exchange rate and then official exchange rate increases to
reduce the gap. Causality tests explicitly confirm the irreplaceable role of
money as a nominal anchor to curb inflation.

In the second step, the quantity theory of money estimates showed that in
the post-war period as well as in the periods of Ahmadinejad and
Rouhani, a one-to-one relationship between inflation and liquidity can be
confirmed both in the long and short-run. Also, in the periods of Hashemi
Rafsanjani and Khatami, a one-to-one relationship has been established in
the long-run. So, the independent monetary policy has the ability to solve
the inflation problem.

4. Conclusion

So, the monetary anchor has had the full power to curb inflation. These
statistical findings are consistent with the descriptive evidence of Iran’s
economy as well as countries with chronic moderate inflation such as
Latin American countries. On the one hand, income policies and wage-
price controls work temporarily or actually only relieve the pain without
solving the problem. What Iran’s economy needs to curb inflation is to
change its approach to the orthodox view. In other hand, five decades of
exchange rate stabilization has changed Iran’s inflation from a flow
problem to a problem of stock variables (accumulated repressed) and now
its solution depends on structural reforms in the budget and exchange rate
system so that the monetary anchor becomes operational. In this regard,
the following should be followed: 1) moving from a fixed exchange rate
system to a managed floating exchange rate system; 2) Budgetary
reforms (handover of state-owned companies and elimination of quasi-
budget, application of strict threshold restrictions on the ratio of budget
deficit and government debt to production); 3) Liberalization of financial
markets (moving from an intervening government and operator in
repressed financial markets to a regulatory government).
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