Quarterly Monetary & Financial Economics 110
(Previously Knowledge & Development)

https://danesh24.um.ac.ir

‘@ @ \ Research Article
Vol. 29, No. 1, 2022, p. 110-136

The Relationship between Monetary Policy and Exchange Rate
Overshooting in Iran

Y. Gudarzi Farahani '*, O. A. Adeli ?

1- Assistant Professor of Islamic Economics, Faculty of Economics and Administrative
Sciences, University of Qom, Qom, Iran

2- Associate Professor of Islamic Economics, Faculty of Economics and Administrative
Sciences, University of Qom, Qom, Iran

(*- Corresponding Author Email: y.gudarzi@gom.ac.ir)
https://doi.org/10.22067/mfe.2022.73955.1138

Received: 2021/11/30 How to cite this article:
Revised: 2022/09/15 Gudarzi Farahani, Y. & Adeli, O. A. (2022). The Relationship
Accepted: 2022/12/12 between Monetary Policy and Exchange Rate Overshooting in Iran.

Available Online: 2022/12/12 | Quarterly Monetary & Financial Economics, 29(1): 110-136. (in
Persian with English abstract).
https://doi.org/10.22067/mfe.2022.73955.1138

1- INTRODUCTION

The effect of monetary policy on the exchange rate in the
Dornbusch’s point of view is that unpredictable changes in the money
supply play a major role in exchange rate fluctuations. In a fixed exchange
rate system, keeping the country's currency stable against foreign currency
stabilizes a country's currency and provides grounds for increasing the
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credibility of policy makers; at the same time, the floating currency system
provides the basis for removing the effects of external shocks from the
economy. In addition, the use of a fixed exchange rate system has reduced
the uncertainty of the real sectors of the economy, and this issue can
improve international trade and domestic investment. However, the use of a
floating exchange rate system can lead to the independence of monetary
policy in the face of shocks and can be considered as a tool to stabilize the
economy in times of business cycles.

2- THEORETICAL FRAMEWORK

The theory of exchange rate overshooting was proposed for the first
time by Dornbusch in 1976. If the economy is continuously exposed to
unexpected monetary expansion, the exchange rate will exceed its long-term
trend in the short term and return to its long-term level in the long term. The
overshooting in the exchange rate is a short-term phenomenon that is
formed due to the price sticky in the short term and the high adjustment
speed in the financial market and the slow adjustment in the real sector of
the economy. The dominant core of monetary systems is the use of a
"nominal anchor”. The nominal anchor is a variable that is used to achieve
the goal of monetary policy, and the purpose of its authority is to adjust
inflationary expectations and commit the monetary authorities to achieve the
declared goals. The innovation of the present study compared to the
previous studies is the use of a dynamic approach as well as the examination
of the exchange rate jump in the conditions of a stable and floating
exchange rate system, which has been less considered in previous studies.

3- METHODOLOGY

The purpose of this paper is to investigate the relationship between
monetary policy and exchange rate overshooting in the Iranian economy. In
order to test the experimental model of the research, the data of the period
1989-2020 based on the frequency of seasonal data and the generalized
moment method (GMM) were used. Based on this, in the form of two stable
and floating exchange systems, the rate of jump and deviation in the
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exchange rate has been calculated by using the Hodrick-Prescott filter and
the effect of monetary policy and macro variables on the exchange rate
overshooting has been calculated.

4- RESULTS & DISCUSSION

The results showed that the monetary policy leads to an
overshooting in the exchange rate and creating a deviation in the exchange
rate, and this issue has been more severe in the floating exchange rate
system compared to the fixed exchange rate system. Also, the results
showed that the production gap had a significant effect on reducing the
deviation of the real exchange rate. On the other hand, based on the
estimated coefficient, it was observed that the deviation of the inflation rate
leads to an increasingly deviation of the real exchange rate.

5- CONCLUSIONS & SUGGESTIONS

Since the relationship between monetary policy and exchange rate is
positive, with an expansionary monetary policy, the exchange rate increases,
which means the value of the national currency decreases. Therefore, in
order to reduce the negative effects of monetary policy on the value of the
national currency, it is suggested that appropriate policies and executive
tools be designed and implemented by the government so that with proper
management, it can be placed on the path of economic activities in the
society. There is a need for monetary policy stability, which itself requires
the existence of an independent central bank.

Keywords: Real exchange rate, Inflation rate, Exchange rate
overshooting, Generalized method of movement (GMM).
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