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Abstract

Inflation and exchange rates are among the most important variables affecting
the economy of any country. At high rates, they may have detrimental effects on
the country's economy due to uncertainty of their extent in the future. Therefore,
the main purpose of this study is to investigate the long-term effect of inflation
and exchange rate uncertainties on industrial production. For this purpose, the
generalized autoregressive conditional heteroscedasticity (GARCH) approach
was used to estimate the uncertainties. In addition, to estimate the model
analysis, the Fully Modified Least Squares (FMOLS) and Dynamic Ordinary Least
Squares (DOLS) methods were used for the years 1979 to 2017. First, to investigate
the stability test and prevent false regression between variables, the generalized
Dickey-Fuller unit root test was used, the result of which indicates the stability
of all variables except the logarithm of inflation uncertainty. Then, using the
Johansen Juselius co-integration test, the long-run relationship between the
variables was evaluated, based on which the existence of a long-term relationship
between the variables has been confirmed. The results show the negative effect
of inflation uncertainty and exchange rate uncertainty on industrial production.
Government expenses also had a negative impact on the industrial production.
Also, the capital stock of the industrial sector and the labor force working in this
sector have been able to increase the production of the industrial sector.
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Extended Abstract

1. Introduction

One of the most important factors with
significant impact on the growth and
development of a country, especially in
developing countries, is the production
and economic activities of the industrial
sector. In the various development
programs, including the Sixth
Development Plan, the development of
various economic sectors, including the
industry has been emphasized. Production
growth in various economic sectors,
including industry is one of the most
important economic variables greatly
influenced by changes in inflation rates as
well as the real exchange rate.
Accordingly, examining the relationship
between different economic sectors,
especially industrial production, with
variables such as inflation and exchange
rates and the resulting uncertainties are
important and controversial issues that
can help policymakers and economic
planners to select the appropriate
currency system, reduce and control
inflation and prevent it from rising further.
Given the importance of the issue, this
study seeks to answer the question of
whether the increase in uncertainty
resulting from exchange rate fluctuations
and inflation fluctuations affect the output
of the industrial sector or not. In fact, the
main purpose of the present study is to
investigate the effect of inflation and
exchange rate uncertainties on industrial
production. To achieve this goal, FMOLS
and DOLS models have been used for the
years 1979-2017.

2. Research Methodology
In the present research, the long-term
effect of inflation uncertainty and

exchange rate uncertainty on the growth
of industrial production has been
investigated. For this purpose,
Autoregressive conditional
heteroscedasticity (ARCH) method (to
obtain  uncertainties) and dynamic
ordinary least squares (DOLS) and fully
modified ordinary least squares (FMOLS)
models were used. Dynamic ordinary least
squares method proposed by Stock and
Watson (1993) was used after modifying
the OLS method to reduce the sample
volume problem. The FMOLS model
proposed by Phillips and Hansen (1990)
was used with the aim of overcoming bias
and endogeneity. According to the
proposed theoretical foundations, to
investigate the effect of inflation
uncertainties and  exchange  rate
uncertainties on industrial products, we
consider the following model in the form
of time series data.

log PIND, = o, +a , log UNINF,
+a, log GOV, +a,log LAB,

+a, log K, +uy,

log PIND, = 3, + 3, log UNER,
+ 3, log GOV, + f3, log LAB, ()
+ B, log K, +u,,

In the above relations, '09PIND

indicates the logarithm of industrial

logUNINF indicates the

uncertainty,

production,
logarithm  of
logUNER

inflation

indicates the logarithm of

exchange rate uncertainty, logGov

indicates the logarithm of government

expenditures, logLAB  indicates the
logarithm of the labour force employed in
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the industrial sector, logK represents the

logarithm of the industrial capital
inventory , and t represents time.

3. Research Findings

In this study, first, a summary of the
descriptive statistics of the variables has
been reported. Then, the unit test was
performed, the results of which showed
that most of the model variables were
unstable except the logarithm of inflation
uncertainty. Then, by examining the long-
term equilibrium relationship between the
model variables and using the Johansen-
Jusilius cointegration test, a single
cointegrating vector was found. In other
words, according to the null hypothesis,
the existence of a maximum of zero
cointegrating vector is rejected. In order
to check whether the variance of the error
term is constant or variable, the ARCH test
was used showing that the hypothesis of
the existence of ARCH is not rejected.

After obtaining exchange rate and
inflation rate uncertainties by GARCH
method, DOLS and FMOLS estimators
used to estimate regression models
showed similar results. As can be seen, in
both approaches, the logarithm of inflation
rate uncertainty had a negative impact on
industrial production. The exchange rate
uncertainty variable, as expected, had a
negative effect on industrial production in
the long run. The results of the logarithm
of employment in the industrial sector also
showed the positive effect of this variable
on industrial production. The capital stock
of the industrial sector and government
expenditures had a positive and negative
impact on  industrial  production,
respectively.

4. Conclusion
The present study investigates the long-
term effect of inflation and exchange rate

uncertainties on industrial production in
the period 1979 to 2017. In this study, to
test the hypotheses and estimate the
regression models, the uncertainties were
first estimated using the GARCH method.
In order to investigate the long-term
effect of uncertainties, the FMOLS and
DOLS econometric methods were used to
estimate the model. Initially, the stability
of the variables was examined using the
generalized Dickey-Fuller test. The result
of the variables stability test showed that
all variables except the inflation
uncertainty logarithm remained stable.
Then, the long-run relationship between
the variables was analyzed using the
Johansen-Jusilius co-integration test, on
the basis of which the existence of a long-
term relationship among variables has
been confirmed. As can be observed, the
effects of inflationary uncertainty on
industry output have been negative and
significant. According to this result,
Friedman (1977) hypothesis has been
confirmed, according to which with the
increase of inflation, the resulting costs
will increase, which in turn, will have a
negative effect on production growth. The
results obtained from the effect of
exchange rate uncertainty on industrial
production indicate a negative and
significant effect on industrial production.
The results of the logarithm of the labor
force working in the industrial sector and
the capital stock of this sector show the
positive and significant effect of these
variables on Iran's industrial production.
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