The Effect of Exchange Rate on Consumer Price with Emphasis on
Uncertainty Index: Markov Switching Approach

Mahdi Pendar”

Original Article Receive Date: 2024 Jun 14 Accept Date: 2024 Mar 13 Page: 1-20

Abstract

According to the influence of most items and services on the exchange rate and the high share of
intermediate inputs in the total import, it is expected that changes in the exchange rate will have
a great impact on domestic prices. In addition, deviations from the inflation target cause
companies to quickly reflect changes in exchange rates to prices. In this regard, the uncertainty
caused by various impulses from the channel influencing the decisions of consumers and
investors can lead to price increase. Therefore, considering the effect of uncertainty on the
Exchange Rate Pass-Through, the aim of this study is to investigate the effect of world
uncertainty on the exchange rate Pass-Through in Iran using the Markov regime change model
and during the period of spring 2012 to summer 2023. For this purpose, according to theoretical
foundations and empirical studies, the variables of consumer price index, exchange rate, global
uncertainty index, economic growth and liquidity have been used to estimate the model.
Considering the positive relationship of the exchange rate in the free market, the policy maker
must control the extreme fluctuations of the exchange rate, which include the policies proposed
in this regard, the policy of strengthening and supporting domestic production and reducing
dependence on the import of products, developing and supporting non-oil exports as a source of
income for the country and directing liquidity towards productive activities. The results also show
that the world uncertainty index variable has a positive non-linear relationship with the consumer
price index in both regimes. Therefore, for price stability, uncertainty should be considered as
one of the factors affecting domestic prices, and policy makers should adopt policies to reduce
their effects by anticipating uncertainties.
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