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1- INTRODUCTION

Inflation has various dimensions and is one of the most complex and
sensitive economic and social issues today. Inflation refers to a situation in
which the general level of prices increases continuously. Although there is a
single point of view in economy regarding definition of inflation, there is no
single theory and point of view about causes of inflation. Some theories
believe that the growth of liquidity causes inflation, and some theories claim
that excess demand in commodity market causes inflation. A group of
theories consider production cost pressure as cause of increase in general
level of prices, and some theories consider structural factors and economic
bottlenecks in the economy as source of inflation. Inflation in different
countries and at different times can have different reasons.

In addition to this, increasing complexity of economy by providing
ability of economy to reduce macroeconomic shocks will reduce inflation.
On the other hand, considering that developing countries are in early stages
of economic growth, they have moved towards more use of new
technologies and products with a more complex production structure.
Therefore, examination the effect of these structural changes on inflation of
mentioned countries will provide important results for policy makers.

In this study, the answers to following questions are examined:

1. What effect does the increase in complexity of economic structures
and the production of complex goods in developing countries have on
inflation rate?

2. Does increase in political stability lead to a decrease in inflation
rate in developing countries?

To answer these questions, main goal of this study is to investigate the
effect of economic complexity and political stability on the inflation rate in
a group of developing countries based on the United Nations classification.

2- THEORETICAL FRAMEWORK

An economy is complex if it can produce a wide variety of products
that are not widely produced by other countries. In fact, ECI calculates a
country's ability to use knowledge. Therefore, by using better knowledge
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and technology in production of products, societies increase productivity of
production factors, improve quality, specialize companies and reduce
production costs. The economic complexity index is an important and
essential variable in explaining development of countries. This index
explains ability of different countries and differences in their performance.
Political instability reduces scope for implementing coherent and
flexible policies to deal with shocks that ultimately lead to macroeconomic
imbalances that ultimately lead to higher inflation. There are political
shocks that lead to discontinuous monetary and fiscal policies and higher
inflation fluctuations. In addition, political factors have a direct effect on
inflation and its fluctuations, which is higher than its indirect effects.

3- METHODOLOGY

In this study, quantile panel regression method has been used to
investigate the effect of economic complexity and political stability on
inflation in developing Asian countries.

4- RESULTS & DISCUSSION

The economic complexity index has a negative and significant effect
on inflation rate in all quantiles. The greatest effect is in 90th quantile, so
that with a one percent increase in economic complexity index, inflation rate
decreases by 1.673 percent. By Using the new technologies for more
production reduces production costs and increases production efficiency,
which reduces inflation as a result of reducing production costs.

There is no statistically significant relationship between GDP per
capita and inflation rate in developing countries of Asia. Therefore, it can be
concluded that Phillips curve is vertical in group of countries under study.

Political stability has a negative and significant effect on inflation rate
in all quantiles except 10th quantile. The greatest effect is in 90th quantile.
So that a one percent increase in political stability reduces inflation rate by
about 0.3142 percent. The results show that effect of political stability in
countries in upper tail of distribution (with high inflation) is greater on
inflation rate. With increase in political stability, attraction of domestic and
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foreign investments increases, which leads to an increase in production and
economic growth and, as a result, a decrease in inflation.

Liquidity has a positive and significant effect on inflation rate at all
quantile levels except the 90th quantile, which means that an increase in
liquidity in developing Asian countries increases inflation rate. Exchange
rate at 10th, 25th, 50th and 75th quantile levels have a positive and
significant effect on inflation rate.

5- CONCLUSIONS & SUGGESTIONS

The purpose of this study is to evaluate the effect of economic
complexity and political stability on inflation rate in a group of developing
Asian countries during the study period from 1997 to 2018 with quantile
panel approach. Analyzing results of quantile regression shows that GDP
does not have a significant effect on inflation. Therefore, it can be
concluded that Phillips curve is vertical in group of countries under study. In
addition, results of this study provide a positive and significant relationship
between liquidity growth variables and exchange rate with inflation rate. In
this study, a negative and significant relationship has been obtained between
economic complexity and inflation at all levels.

The political stability variable also has a negative and significant
effect on inflation. Therefore, this study shows that increasing the economic
complexity and improving the political conditions of the countries under
study helps to reduce inflation. In addition, results show that inflation in
developing countries is not only a monetary phenomenon and other
economic and political factors also affect it.

Results show that some variables are worrisome and require more
careful monitoring. Liquidity growth variable has the highest positive
coefficient on inflation, especially in quantile of 0.1. Therefore, studied
countries can achieve price stability by controlling growth of liquidity.

Keywords: Economic Complexity, Political Stability, Inflation,
Quantile Panel Regression.
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1. Panel Smooth Transition Regression (PSTR)
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