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It is clear that in the nearly last four decades inflation is one of the 
important problems of Iranian economy. In this study, we determine and 
analyze the effective factors on inflation in the Islamic Republic of Iran. 
After briefly reviewing the theoretical background, we use econometric 
method, such as the Ordinary Least Squares (OLS), to study causes of 
inflation Iran. Our analysis is based on time series annual data from 1961 
to 2005 and our results show that import price index, as well as liquidity, 
do have positively a significant impact on inflation rates in Iran. 
Additionally, results show that actual GDP has a negative impact on 
inflation in Iran. 

 

Field of research: Economic and Causes of Inflation in the Iranian Economy 

 

1. Introduction 

 
  According to the Samuelson “Inflation denotes a rise in prices”. The persistent 
inflation and the problems associated with inflation have claimed more attention 
of the economists than any other macroeconomic problem. The phenomenon of 
inflation is one of the problems that every system of economic at different time 
can be faced. Usually, occurring of fast and long run inflation flow causes the 
damaging of historical economic, social and cultural societies. Because of this 
reason analysis source of inflation flow is one of the most important problems of 
development countries. It is well known that double-digit inflation rate is one of 
major problems in Iranian economy and inflation has been alarming during the 
last two decades. In the last 2 decades presence of high inflation rate is one of 
the most important problems of Iran. Hence, control of inflation and balance of 
economic as the aim of the government that during these years was under 
consideration. It seems that identifying the effective inflation factor in Iran is the 
first step that the government is capable to control it. In fact, Results can be 
effective for the control or eliminating the high inflation rate in Iran.      
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The remainder of the study is organized as follows. Section 2 presents 

background of study  and section 3 shows literature review . Section 4 shows 

hypothesis of research. Section 5 explains about the research methodology 

including an econometric model, data and estimation method. Section 6 and 

7explain about the model for estimation and provides time series analysis and 

model estimation and final section offers a summary and the conclusion. 

 

Economic growth, inflation control and employment are the three important 
purposes of macroeconomics. Inflation in is seen as an economic problem in 
developed countries in the second half of the 20th century. It is clear that in the 
nearly last four decades inflation is one of the important problems of Iranian 
economy. Inflation with effects on economic growth, employment, income 
distribution, and wealth as well as social and political condition of a country can 
influence the entire dignity of a country. During the last three decade rate of 
inflation of Iran has been two digits. 
 
For explaining the significance of this research as far as the Average rate of 
inflation in Iran during the 1960-2005 is almost 15.3 percent, The determinants of 
inflation rate are extremely important for policy makers, as when the causes of 
inflation are correctly specified the appropriate policy change can be easily 
diagnosed and affectively implemented. 
 
The purpose of this study was as follows: 
 

1.  It investigates the main determinants of inflation in Iran using the data 
over the period 1961-2006. 

2. It describes the long run behavior of inflation in Iran using the log linear 
model and econometric method and, 

  
The structure of this paper in answering this question is to present and evaluate 
different theories of inflation. The theories are important because when one tries 
to defeat inflation one must first clarify the causes of inflation. The theories 
present hypothesizes about these causes. The basic microeconomic question is 
why a firm would raise its price. Costs of input, such as labor (wage), is clearly 
one part of the answer, but the theories present different models for explaining 
the phenomena and hence different ways of fighting 
 

2.  Background of the study 
 
2.1. Theoretical Background  
 
This essay will discuss how one could defeat inflation. It would be a lie to say that 
the answers presented are scientifically correct, because the fact is that inflation 
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is a complex phenomenon which is not yet fully understood. Hence, the answers 
presented can only be a part of a larger unknown picture.  
First of all: What is inflation? The definition of inflation is a general rise in the 
price level in an area over a certain period of time. The usual approximate 
measure of this is the Consumer Price Index which weighs the prices of different 
goods according to importance in a typical budget and then sees how much the 
prices of these goods have increased. This immediately raises some problems. 
For example the weighting must change over time. The importance of computers 
was not measured in the price index 100 years ago. Another problem is the 
failure of the price index to capture changes in quality. Has the price of a good 
risen by 10% if the quality at the same time has improved by 20%. The consumer 
price index says so, but many would disagree. Hence, inflation is not easy to 
define in practice. This should be kept in mind when discussing how to defeat 
inflation, The second question one must ask, before one discusses the methods 
for defeating inflation, is why one would want to reduce inflation. The answer is 
that inflation has distortion effects because if make planning more difficult. It also 
changes the income distribution in society in favor of those with much capital and 
against people with relatively fixed nominal wages. Finally there is a 
psychological cost. People simply do not like inflation and price increases. So, 
given that inflation is costly - how should it be defeated?  
 

3. Literature review: 
 
 In relationship with inflation in Iran various studies has been conducted. In these 
studies, the following factors such as liquidity growth, government expenditure 
growth, budget deficit, cost-push and wages growth, inflation expectation and 
exchange rate are more important. In this section, we consider few of the 
important researches have been done. 
 
In this study according to Bafeker (1998) who finds the principle factors of 
inflation in Iranian economy, Results show that 10 percent liquidity growth in long 
run lead to 2.7 percent growth in inflation rate of retail sale and 3.2 percent in 
wholesale. On the other hand, 10 percent increase in product growth rate to 
decrease of 1.7 percent in inflation rate of retail sale and 2.4 percent reduce in 
wholesale. Also he shows that with conducting suitable policy can fill about 66 
percent from the actual inflation rate gap and equilibrium rate of inflation by the 
Error Correction Model. Finally, he concludes that inflation is not a monetary 
phenomenon in the Iran. 
 
Dawoodi (1997) examined the inflation process in Iran in three dimensional 
times, short run medium run and long run and resulted that, 1 percent change in 
liquidity growth rate and exchange rate respectively is 0.95 percent and 0.361 
percent change in price.    Jalali-Naeini (1997) investigated the price trend and 
rate of inflation in Iranian economy from the year before World War II, and then 
considered the influence of monetary policy on the basis of macroeconomic 
variables in Iran such as inflation and output. His study on econometric shows 
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the liquidity growth is the most principle factors of the increase in general price 
level. 
   
Kazerouni and Asghari (2002) examined the consistency inflation monetarist 
model with rational expectation and the characteristic of Iranian economy on the 
basis of theoretical framework. He found relative money supply growth variables 
and inflation in Iran. In this study it is resulted that inflation and money growth is 
convergent and in long run 1 percent increase in money growth lead to 9 percent 
increase in inflation growth. On the other hand, in this research relation of one-to-
one hypothesis between the said variables is un-returnable. It means that 
inflation in Iran is a monetary phenomenon. Moradi (2001) examined the effective 
factors on inflation in Iranian economy during the period 1959-1996. In this study 
he concluded that surplus money supply, exchange rate in free market and price 
index of foreign goods are effective factors on inflation in long run and also, in 
short run prices changes of exported oil are effective factor on inflation. In other 
words, there is two-sided relationship between exchange rate and price. It means 
that increase in exchange rate lead to increase in prices and increase in price, 
cause increase in exchange rate.  Nazify (1999) during the period 1959-1999 
provide a model that is concluded from monetarism theory. She resulted that in 
Iranian economy is a factor of supply side in creating of inflation is lees effective. 
On the other hand, the inflation in Iran is intensively a monetary phenomenon 
and impact of monetary variables on real sectors is less.   Nili (1985) argued that 
influence of monetary policy on Iranian economy during 1959-1983 is 
investigated and concluded that, direct relation exist between change in liquidity 
and rate of inflation. So that, 10 percent increase in quantity of money causes 12 
percent increase in price level.  Olinliyo (1999) described a framework for 
determination factor influence on inflation of Iran during the period of 1989-1999. 
He in this study achieves results that inflation in Iranian economy is a monetary 
phenomenon and 10 percent growth of liquidity causes the increase in inflation is 
up to 6.7 percent.   Oskoee (1995) to achieve inflation factor post- revolution in 
Iran is researched and with the use of a money inflation model, that with entering 
variables like exchange rate and import price has expanded it, resulting that 
inflation in Iran is not a monetary phenomenon and the other factors such as 
exchange rate and output plays a role in creating inflation.    Tbibian and Souri 
(1997) investigate the determinations of inflation in Iran using co integration 
techniques. They use an augmented monetarist’s model to describe the long run 
behavior of inflation.   Tavakoli and Karimi (1999) investigated the effect of import 
price on inflation, relationship between government expenditure, import price 
index, money and price index systematically and is tested with VAR method. 
They concluded that inflation of import price has the most effect on inflation in 
Iran.  
 

4. Hypothesis of Research 
 
This study determines the effective factors on inflation in Iran. Therefore, the 
following Hypothesis will be tested.  
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1. Increase in import price index has a positive effect on consumer price 
index (inflation) 

2. Increase in liquidity (M2) has a positive effect on consumer price index 
(inflation).  

3. Increase in actual GDP has a negative effect on consumer price index 
(inflation).  

 

5. Research Methodology 
 
5.1. Model 
 
 There are two quite different approaches, view based on monetary economics 
and the cost-pushed approach, which often verify reasons of inflationary 
pressures and government budget deficit. However, various approaches can be 
found between these two extremes. First, there is the monetarist claim that 
inflation is a purely monetary phenomenon and that in the long run the rate of 
inflation equals the rate of monetary expansion in excess of the growth of 
capacity output. This claim is expected to hold for market economics, including 
both developed and less developed countries. Second, economists based on the 
cost-pushed believe that sources of inflationary pressures are basically non-
economics. According to them, social and political as well as worker units can 
temporarily impact the price level. Most countries, particularly developing 
countries, have experienced widely economic problems such as the increasing 
rate of inflation and ample budget deficit in recent decades. This had led, of 
course, to a broad range of researches finding out causes and effects of these 
problems. 

 
According to the basis of theory and research, there are different models to 
explain   causes of inflation.  
 
LCPIt = F(LYA, LPm, LM2)t                             t = 1961 - 2006 

Where, 
   LCPI = logarithm of Consumer Price Index (CPI) 
   LYA = logarithm of actual GDP 
   LPm = logarithm of Import Price Index 
   LM2 = logarithm of Liquidity. 

 

5.2. Data collection 
 
  In this study on the basis of theories of inflation a suitable econometric model 
will consider to determine effective factors on inflation in Iran. We will use annual 
data in analysis. The annual variables are consolidated consumer price index 
(CPI), Import price index, real GDP and liquidity its information is according to 
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time series and duration of this study was in 1961 – 20061. The main source that 
is used for the data related to model variables is planning data system (PDS), of 
institute for research on planning and development in Iran.  
 

5.3. Estimation Method 
 
In this study determination of effective factors on inflation in Iran econometric 
method is taken under consideration. We used the single-equation method to 
identify effective factors on   inflation in Iran. 

 
This study computes the ordinary least squares (OLS) estimates of the 
regression coefficients together with the corresponding standard errors, t-ratios, 
and probability values. The probability values refer to the probability of the null 
hypothesis of zero restrictions on the regression coefficients, and are computed 
on the assumption that the underlying model is correctly specified. This study 
also computes a number of summary statistics and diagnostic test statistics (with 
probability values) aimed at checking for possible deviations from the classical 
assumptions. The summary statistics include R-squares and R-bar-squares, 
residual sum of squares, standard error of regression. Other statistics computed 
under this option include the maximized value of the log-likelihood function 
Akaike information and Schwarz Bsyesian criteria for model selection. 
 

6. The Model for Estimation 
 
In this section, the relationship between price level and its explanatory variables 
are tested and estimated using the ordinary least squares (OLS). We commence 
with the estimation of the price equation where CPI is a function of actual GDP, 
liquidity and import price index. Results from the OLS estimator confirm the 
existence of a relationship between them. Estimates show that prices are directly 
related to actual GDP, liquidity and import price index and the coefficients of all 
the regressors have expected signs and are statistically significant. The long run 
coefficients are shown in Table 1. 
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Table 1 
 

Estimated long-run coefficients the OLS approach 
 

 

 
 

The results of a few diagnostic tests in table 1 indicate that there is no error 
autocorrelation and conditional heteroskedasticity, and that the errors are 
normally distributed. This evidence indicates that the relationship between 
variables in the long run is verified. Moreover, Figure 5 shows plot of actual and 
fitted values. This option enables us to display the plot of the actual and fitted 
values obtained from our regression on the screen. 
 
In section 7, we have provided three hypotheses for this study. Now, we should 
test these hypotheses. Long run coefficients of price equation in current study 
with Ordinary Least Squares (OLS) are presented in Table 1. 
 
According to our theoretical model, we would expect the liquidity (M2) and import 
price index have a positive influence on the price level. Based on our estimation 
result, the liquidity (M2) and import price index have positive impact on the price 
level. Thus, we can not reject hypotheses 1 and 2 in this study. 
 
According to our theoretical model, we would expect actual GDP has a negative 
influence on the price level. Based on our estimation result, actual GDP has a 
negative impact on the price level. Thus, we can not reject hypotheses 3 in this 
study. 
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7. Conclusion 
 
In the recent decades Iran has experienced several important events in the 
economic and political fields. These included the three oil shocks of 1972, 1979 
and 1986; the Islamic revolution in 1978 which was followed by nationalization of 
major sectors of the economy; the eight-year war with Iraq during 1980-1988; 
and the economic reform programme generally implemented over the period 
1989-1993. The effects of the oil shocks were particularly profound due to the 
dependence of the economy and of the macroeconomic policies on oil revenue. 
After the war the economic reform programme also had major effects through the 
removal of price controls and government subsidies, currency devaluation, and 
the deregulation of trade and tariffs. 
 
There are several measures to examine domestic inflation. These measures 
include consumer price index (CPI) and GDP deflator. The sample period may be 
spilt into two inflation regimes as follows: 
 

 1961-1972: relatively low and stable inflation 

 1973-2006: higher and more variable inflation 
 
The inflation rates were in single figures from 1961 to 1972. After 1972, with the 
oil price and the quantity of oil exports increasing, the rates of inflation rose 
sharply and exhibited large fluctuations. The annual average rate of the GDP 
deflator and CPI inflation was 22.9 and 14.7 percent, respectively, during the 
period 1973-1978. A spike for the GDP deflator inflation appeared in 1974 with a 
rate of 57.4 percent. Indeed, the oil value added is one of the main components 
of GDP and, through the definition of the GDP deflator (calculated using the ratio 
of nominal GDP over real GDP), has strongly affected the GDP deflator in 1974. 
The rates of inflation accelerated to an annual average of 17.0 and 18.9 percent, 
respectively, over the period 1979-1988. This period was particularly rich of 
events that are sources of inflation pressure, since the revolution, second oil 
boom, the war, third oil crisis, and the economic embargo took place. Over the 
period of 1989-1993, when the economic reform programme was implemented, 
the average rates of the GDP deflator was 24.9 while the CPI inflation was 
exactly the same as in the pervious sub-period. The rates of inflation increased 
further over the period following the structural adjustment programme. The GDP 
deflator and CPI inflation rates were 31.7 and 35.9 percent, respectively, over the 
period 1994-1996. The CPI inflation rate reached a peak of 49.5 percent in 1995. 
The main purpose of this study, has been determined the effective factors on 
inflation in Iran. We have used an econometric model to identify causes inflation 
in Iran. In this study, an attempt has been made to estimate the long run 
coefficients of prices equation with the univariate methods such as the ordinary 
least squares (OLS). The main results are as follows: 
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First, quantitative evidence indicates that long run changes in the availability of 
real GDP, liquidity and import price index significantly explain behavior of prices 
during the period under investigation in Iran.  
 
Second, empirical estimates show that liquidity and import price index have 
positive effect on prices in the long run in Iran. Findings also demonstrate that 
actual GDP has negative effect on inflation in long run in Iran. This result seems 
to support the conclusion of Alavi Rad (2002) that the liquidity and play a 
remarkable role on inflation in Iran. Finally, the results reported in this study show 
that with fluctuation of liquidity, actual GDP and import price index, consumer 
price index (CPI) will fluctuate in long run. In fact, these three variables are 
sources of inflation rate in Iran over the period 1961-2006 
 

End-notes: 
 
1. The Iranian Calendar year starts on March 21 each year and ends March 21 the following year. By adding 621 to the 

Iranian year, we convert it to Gregorian calendar. Thus, the Iranian year 1379 for instance, is equated with 2000. 
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                                              Appendix: 
 
 

Figure 1 
 

 Consumer Price Index (CPI)  
 
 

 
 

 
 
 

Figure 2 
 

Liquidity (M2) in Iran 
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Figure 3 
 

Real GDP in Iran 
 
 

 
 
 

Figure 4 
 

Import Price Index in Iran 



Armesh, Salarzehi, Yaghoobi & Heydari 

 42 

 
 

Figure 5 
Actual, Fitted, Residual Graph 

 

 
 
 
 

Figure 6 
Natural Logarithm of Consumer Price Index (CPI) and Liquidity (M2) 
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Figure 7 
 

Natural Logarithm of Consumer Price Index (CPI) and Import Price (PM) 
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