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ABSTRACT

ESSAYS ON INFLATION DYNAMICS

Y US K F Z,Abah
Ph.D, The Departmenbf Economics
SupervisorAssoc. Prof. DrDilem YILDIRIM KASAP
Co-supervisorAssoc. Prof. DrHasanCOMERT

August2024 158 pages

This thesis comprises three distinct essays that examine inflation dynamics, with a
particular emphasis on emerging economies. The primary focus of the first essay is to
explore the factors contributing to high and volatile inflation in emerging economies
as compared to advanced economies. Adopting a structural, institutional, and historical
perspective, this essay delves into how global imbalances within the world system lead
to distinct inflation dynamics in emerging and advanced economies. The essay posi
that exchange rate dynamics resulting from imbalances in the balance of payments,
insufficient supply chain systems, the institutional power of firms, asymmetric price
settings, and unanchored inflation expectations are the principal causes of high and
volatile inflation in emerging economies relative to advanced ones. Building upon
insights from structural and institutional inflation dynamics, the second essay
examines the determinants of "high inflation." By employing a panel probit model to
assess thikelihood of "high inflation" occurrences, the essay develops a novel early
warning model for "high inflation." This model underscores that exchange rates serve
as the primary driver of "high inflation,” with approximately 25% depreciation
signaling a "Igh inflation" probability exceeding 80% in mideilecome countries and

iv



70% in highincome countries. The third essay takes a novel approach by exploring
climate change as a previously unexplored determinant of inflation. Initially, it
consolidates five critical climate variables into a distinct climate index to assess short
and longterm climate changeJsing this innovative index, the essay finds that 77%

of the analyzed countries are significantly affected by climate change

Keywords: Inflation, Structural/Institutional Dynamics, High Inflation, Early

Warning Model, Exchange Rate



0z

ENFLASYON DKNAMKKLERK | ZERKNE MAKALELEF

Y US K F Z,Abah
Doktora K k t BOKiralk
Tez Yoneticisi:Dog. Dr.Dilem YILDIRIM KASAP
Ortak TezYoneticisi:Dog. Dr.HasanCOMERT

AJ u s2024 458 sayfa

Bu tez, °zellikle gelikmekte olan ekonomiler
i ncel eyen é - ayr e makal eden ol ukmaktadeéer .

ekonomil ere kéyasla gelikmekte ol an ekonomi
kat keda PRBullwemran afrakt ér makt ér. Yapésal, kuru
beni mseyen bu makal e, d¢nya sistemi ndeki K¢r
vV e gel i kKmi K ekonomil erde naséel farkl e enf

incelemektedir. Makale, 6demeldengesindeki dengesizliklerden kaynaklanan doviz

Kuru di nami kl erinin, yetersiz tedari k zinc
gécéenegn, asimetrik fiyat belirl emenin ve - €
gel i kmi k ekonomilerekbkhbaygpmsl ar deki kmgksek ola
enfl asyonun bakl é&ca nedenl eri ol dujunu ©°ne

Kur ums al enfl asyon di nami kl eri nden yol a

belirleyicilerini incel emektediaséel @&YéEkhe&ek €
dejerl endirmek i-in bir panel probit model.i
yeni bir erken wuyareé model]i gel i ktirmektedi
enfl asyonun” bakl éca itici géceé¢ ol dujunu ve
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gel irli ¢l kel erde %80'" i, y¢ksek gelirli ‘

ol aséel ] éna i Kar et ettijini vurgul amakt
enfl asyonun daha ©°nce kexkxfedil memik bir
yakdnmkbeni msemektedir. KIl k ol ar ak, kéesa
dejerl endir mek i -in b ek kritik ikl im d

birl ekt iBunyentikcie ehdeksi kullanarak, makale incelenen (Ulkelerin
%7 7" sinin ikiIni Mmnegenl iiki°KI-igjdienece ki |l endi Jin

Anahtar Kelimeler:Enf | asyon, Yapésal/ Kurumsal Di na
Erken Uyareée Model i, D°viz Kuru
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CHAPTER 1

INTRODUCTION

iI's thesis consists of three separate
pecially in emerging economies. The thi
d volatile inflation in emerging econo.
meatt , i nstitutional, and historical pe]
the world system resul't i n different

onomies. This essay suggests that exchez
me nt i mbal ances, i nadequate supply che
ymmetric price setting, and unanchor e
asons for high and volatile inflation

es. Drawi sgructur al and institutional

alyzes the "high inflation" determinan
e probability of "high inflation" occul
Il gati o'l model . This model emphasi zes

urce of “high inflation,™" where appro
flation" with a probabiiniciotnye oafn dmo7rOe% tih
come countriessaylThent hihe ot her hand,

flation determinant: climate change. F
riables into a uniquandl-i @mmmeci nohaket of
ilizing thmeaswved tmaexmpadt of cl i ma
alyzed countries. The essay shd&woft hat
e studied countries, with I mpacts o0bsece
onomies than in advanced ones, contri

fferent inflation dynamics in emerging

ese three essays fall within the realn
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the structur al and institutional di fferences

Whil e each essay explores various facets of
inflation is primarily a reflectistmmof struc
rather than a purely monetary phenomenon. As
wi || make a valwuable contribution to the ger
and the policymaking process rel atged to pri

economi es.

We start with a fundament al study of inflati
i nstitutional reasons that result in differe
starting point of this study is tlhey observa
experience higher and more volatile inflatio
I n t hi s crheagpatadde s oaur i nstitutional, structur a
examine the undaernbyilmgpnceyndami ctsheofgl obal S Y S
el evated and fluctuating i nflation rates in
keguestions: why does inflation tend to be h
to advanced economies, and why does inflatio

economies compared to their advanced counter

The B®laamued son (BS) hypothesis is often cons
di sparities across countries. This hypothesi

in tradable sectors cantred kalmlte sveaqtecsr sa,n dp opt

l eadi ng t o i nfl ation di fferential s, partict
advanced ones. However, ewmoprilrd-pcraddddttiewiattywr e
dynami cs can challenge its asscophions, es
i nfl atfifemr eddces. For i nstance, Wan g, Xue, &
hypothesis primarily applies to developed ec
the other hand, recent data from Gubler & S
hypot hesi s,cedveeacononadevsan Therefore, even th

based on the BS hypothesis does not provi de

i nfl ation in emerging economies |inked to wa



On

ma i

the other hane&keyhesdiangsds it eomt prost e
nstream findings ®maduehadheldBSES) t hgpd

emphasi zing recent trends such as reduce

str

r el

uggl es dcommeeagatriadtee wage i ncreases W
ationships between real wages and inf

economies (Ratner & Sim, 2022). Alongsi d:i

|l iterature, redacsedsbgugathnong pbwet +the
productivity and inflation. Since worker
with productivity gains, it becomes wuncl
could directlynfFéeadi 6o inceemasgdng econo
essay, we are developing an alternative

structur al dynamics of inflation I n emer
Whil e previous studies, notably the Dbook
have identified wvarious factors i nfl uen
remains a significant gap in the mainstr
stmuuat and institutional i ssues unique t
significant portion of heterodox I|literat
or specific emerging market s, resulting

strmualtuand institutional di fferences betyv
To bridge thaptigmap,t oowrynt hesi ze theoret
orthodox and heterodox I iterature. Speci
|l iterature in exploring the connection be
|l argely influeneedt brye ' hetpemndpectliive on

codéeter mi nseedt t pnigc et Kamewhk.r kKk RA®t7€l9 i n Kal
perspective, while we acknowledge the ro
we portray this type of demand as gl obal

Wh i
pri
proi
suf

|l e vast mainstream | iterature has evi
hes, may be related to gl obal busi ness
ces. I n ot her wor ds, i f the demand g
ficiently | arge, It may exert pressu
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resour ces

"require | ong d(eLlaavyosi et,0 2i0mR2c2r,e aps.e 1

Additionally, i f there is synchronization i |
demand increases the demand for (Bemestic pro
HI ®di k, V8vra, i& " W walkbderxs®@Nh)dabl e that empir

i n
cCo
de
du
dy
cCo
Co

a

significant correlation between demand

mmodity prices or global inflation. Howeve

mand of tehceo nsomayl |b uwotpernat her the increasing

e

n

n

n

rat

o —+~ < -
>

® @d O S

h

-

t hem

nw »u O O o
c O < o

e

o O» n @

ff

mo n
ese
nfl

to high global dbeaetiorkbatwdrcoesendft hta
mics are more intricately tied to glob
traints maftlhect thh@nd cmé £tliyc demand in sm
equentl vy, our perspective on inflation i
er t han nrboanseetda ra psptr/ odaecnhaensd.

principaclhapitsartod ddanstruct a theoretic
rstanding the structur al dynamics of inf
sing on empirical analysis. Therefore, w
riptive anaifl ytstesorty reeamairmes thmaf oeict ed b

l ts, which may vary across different tim

ially, we recognize that discussions abo
prices of goods and services forming a

erences i n infl ati on can stem from t w

omposestiand structural/institutional di spar

g basket component s. Al t hough the first
arch, we must be mindful that we are com
ati osn ichyneamarcgi ng and advanced economie
cate more of their consumption to food c

more sensitive to food price shocks fr o

change, resul di mprenvaoalighielre ainnfl ation com

economi es.

l ndeed, our research aims to explore why in

remain higher and more volatile, even if the



those of advanced economi es. To achieve t

that outlines how five structural factor s
contribute to the elevated inflatesn | ev
We wutilize an institutional/structural arfr
advanced and emerging economies is indee
in structures and institutions between t|
Il n summary, in addition to its minor cCo
presents five main arguments. Firstly, w

economi c Odriefffeerrreendc etso abgt wbah Bohhiahaaere:
emer gi rogni espopn whi ch i mpact inflation thr

Advanced economies ar e c hartaeccthe rsi ezcetdo rbsy, |

prioritize iIinadgedi pnodundtivamueln contr a
heavily relyanadn coagnmodulttyureexports, -there
valaudeded i mport s. This reliance | eads to

exert pressure on the value of domestic

Consequently, emerging economies primari/|
deficits through borrowing via direct or
rates in emerging economies become sensi

Anywosx k that worsens the balance of payme]

depreciation, which in turn | eads to hig
the agricultural sector and gl obal shock
m&ke the trade balance i n emerging econon
transferred into inflation volatility du

advanced economies are protacted inmfomt p
prersessu primarily because they typically

or have reserve currencies.

Furthermore, our essay discusses that th
underdevel oped supply chains and [P mi t
economies compared to advanced economies

vol atitlheni patdaerns domestically, especia
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economies experience similar i nflationary t
economies into advanced regions | ike Europe
emerging regions s uScahh aarsa nL aAtfirni cAame rSocuat,h SAushi &
devel ocspiamng eAconomi es, It i s evident that eme
l i mited resources and strong trade dependenct
mirror regional inflation trends. Consequent

Sufahar aan, Admrd cSouth Asia are more susceptib

compared to countries in other regions.
Thirdly, institutional factors empowered by
economies create a new path to distinct infl

presence of cartels compared to atednced eco

0

characterized by weaker domestic competition
e

i nf

| ati on by passing cost i ncreases disprop«
when confrontsddewisthhockspplfyyrms may not onl y
margs but also potentially increase them. As
sectors that have the greatest I mpact on ove
I n emerging mar kets compar ed to advanced

economireisen eixme frequent supply chain shocks
are more suscepltedl andloendd oikmfplpartoifoint t han ac

economi es.

Continuing with institutional factors, our
asymmet rsiect tpmigcebehavi or among fir ms. Al t hou
bet ween emerging and advanced economi es, it
bet weee ttw® country groups. The reason for t|
of institutional transmission. I f institutio

food commodity prices or exchange rate appr

| owef | aitn on i n emerging economi es compar ec
Consequentl vy, the overall i nfl ationary 1 mpac
bet ween the two income groups in the | ong ru

push shocks,ecdafnli astmso ndaor yn om effectively red

decrease, as companies avoid price reductior
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our cont exptu s hwhsihloec kcso srtesul t i n higher in
the decline in cost factors does not h a
di sinflationary process. These insights |
I msititutional dynamics and help explain \

i mbal ances is higher in emerging economi

Lastly, we Hdnosownsphememee@loih of wunanchore
i n emerging economi es, whi ch I S i ndeed
dynamics. Given the frequent i mpact of h
di sreptaad the power of sellers on price
instabilities contribute to persistent [
within these economies over ti me. However
eXx paamwtnasst presents a significant <chall enge
banks often face credibility issues and c
volatil e exchange rates. As a result, inf
bac kwlaadgalki ng r at Rleoro ktihnagn, faosr woabrsder ved i n
When these expectations are reflected in
combined with increased demand, corpor at

t hbeading to further -feulefvialtleiamg fnefyl callt@ ro nw c

structur al dynami cs, potentially trigger|
The second essay delves into structur al
determinants of “"high inflation," a fre
emerging economies. The focus on specifioc
i mact on savings, investor confidence, e
this regard, while the essay answers wha
inflation," it al so aims to develop a
pol iakyems in avoiding being behind the cu
The starting point of the essay is first
as "high inflation," rooted in historical
and established methodol ogi esdeivni stehias nfei:
estimate of "high inflation." Instead, w:



based on the median value deri wreadgdmdend a con
"high inflation" thresholds documented in th
established distinct t-hnesmel dobaevelssoantO%
hgh ncome countries, beyond which economic ac
conducted a robustness check by considering

value N 0.5 standard deviations (approxi mate

Once t he threshol d S identi fied, we return
determinants from both ort hodox and het er c
Exploring the deviations-setomnigoblehappooadblas

prof ini znatxiion-castd wagkup stemming from confl

i n an al most similar inflation equation. I nf
costs, although there is indeed a fundament a
cosetswden the two schools of thought. Based
aligns with the widely ackiowlee dgaecd ou rsd ewi setl
significant influence on inflation, a topic

infl ati on.

Firstly, we follow both mainstream studies s
Hol mberg (2006) , and Rumler (2007), as wel |
(1971), Bastian & Setterfield (2020), Lavoi e
rat eand i mported input costs as part of an o]
our inflation equation apart from mainstrea
wages and bargaining power, which are a fun
theoremewand k fofa Bastian & Setterfield (2020
(2021) and Lavoie (2022). Additionally, t he
sup-pl gde shocks, as suggested by Blecker (2
di fferentiatesatopan fnbmathen magnstream infl
examining inflation as a function of mar k u
underscore the i mportance of the exchange r a
the nonlinear r eelxacthiaonngseh irpa tbee tawmede n ntfHeat i on,
theoretically explored in the majority of ex



However, our essay distinguishes itself
overl ooked t heme of determinants of "“hi

exchange rate depreciations as the pri mar

i fhigh inflation" cases across all anal
di fferences. Exchange rate depreciation
contributing to nearly al/l hi s ti mrciooreel [

countra emajanrdity -ohcomeesount hi gé.

Mor eover, by employing a panel probit m
infl ation" occurrences, the essay introd
inflation. I n this regard, the essay emg
25% sa&s vascruci al early warning indicator
exceeding 80 dame nooduwdnter i asncaome €TOWBNitmile
probabilities increase to over 90% when

providedr atsucftepsedicting "high inflat.i

and these success rates increase as i nfl
Conversely, the influence of other deter
prices, and energy price shocks, exhi bi
showing |l ess consistent and universal pr

demand eameragemore signi-fnhcameé ¢€taohbdri e,
inflation driven by food and energy ¢co0mmc
i nfl ati emmi didnnhelooneercountri es. These obser:
the structsurddls cdiissear iwtiitni n the theoret.i

previous essays.

Finally, while we suggest that "high inf]l

an exchange rat e phenomenon, w e contr
emphasi zing t-$iede of @actodr s,uppdsyeci ally in
i nsioglhds hsi gni fi cant i mplications for pol
the critical i mportance of monitoring ex

potenti al high i nfl ationary pressures.



infl ation formation, we suggest that policyn

on sppley factors rather than traditional den

The third essay diverges from the traditio
determinants of infirtadiohob@lceéedembérmonbhbanmngeon
It begins by acknowledging the significant g

de easd characterized by rising temperatures

weat her event s, particul arly affecting sect
profound i mplications of climate change on a
rol e ofn fcooonds umer basket s, especially in em
establishes a connection between climate cha
However, the primary obstacle Iies in integ
theory, as there is no single variable that

Previous studies have wutilized(®dongas cl i m
Mi sat i, Kamau,, &c IKiima t(ePwudriksedfhLtZzaxish&@8) e change
news (dldeamxg, 2MQ@3) dKPesreat&u rienatlg eex0a2mi)ne t hei
i ndi vi dual I mpacts on inflation. Yet , none

compl exity of climate change al one, necessi
climatedwhircimbpeses a chall engei silsee$ o model
To address this challenge, the essay propose
climate variables into a single Climate Cond
more comprehensive representation of <c¢climate
I mpact on inflation. This consolidated i nd:¢
encountered in existing inflation models whe
are integrated, thereby serving as a robust

Tle CCI i's structured as a time series, of fer
change trends and increasing public awarenes
The CCI i s cal cul ated as a weighted averac
precipitation, wet day frequency, and vapor

Vector Error Correction Model (VECM) equilib

10



price |l evel as the focused dependent var.i
rm trends in climate variables while e
termining inflation across the ®»tnhudied
acts uniquely to climate shocks, we C

e
e
e

countries within the period spanning fro
ail ored asserseslneetnetd oifmpcalcitnsatoen i nfl ati ol
e

veler the specified time frame.

Once the climate change variable is obt a
transmission channel of climate i mpacts
|l iterature on the i mpact of <climate <chan
i naftli on, these studies often | ack a comp
connection between climate change and ir
analyze the i mpact of rainfall, drought,
theokFegapain the I|iterature regarding th
hand, recent theoretical |l iterature has |
and digitalization and their integration
i nsption from one of the rel at(d,22Wybdi es
examined the i mpact of globalization and

from Weber( 2028%yhmneth foseseésngnbphiavgeor t

we aim to develop a theoretical framewor |
i mpacts on inflation dynamics. This app
empirical findi ngesr pamdhi ngeorient i craderwn ar
relationship between climate change and |
I n this cont ext, we explore how cl i mat ¢
productivity and can also modify the in:
sever al mechani sms, I ncluding sl ope par a

product avendyyuced iy el d shocks can di minis
mar gi nal costs and subsequent inflation,
Addi tionally, st e mmi-snegt tfirnogm bienhsatviiteurtsi,o ncac
rel ated pooédscti&ke i sasters or drought s
infl ation to real mar gi nsaelt td onsgt .p oMwerre o vbe

11



may encounter uni qguerdecosd ssupel! w odicd ri umattieo n
prompting a significant nomi nal mar kup i ncr

mar gi ns.

Finally, after obtaining the <climate i ndex
mechani sms, the essay aims to uncover empiri
on inflation. Our anal7ysiod neweaxlountthatesamppn
significantly affected by climate change, hi
only 3 out of the 39 countries studied expe
cli mate2Tcbangeies are subject to substanti al
clatneel ated factors.

Furthermore, the essay distinguishes itself
first to providehempighenl|li mpadenct ofi mat e
economi es. It demonstrates that i - response
il ncome countries iIis negatively -ahtemeed near
conomies. This f iunnddienrgs tcammdti rnigb uotfe si ntsot itthue i
i scussed in previous chapters of our thesis
The structure of the thesis is as foll ows:
concerning the structur al dynamics of i nfl a
chapter is devoted to the determinants of "I
earbynwng model . Finally, the fourth chapter
cli mate change and I t's i mpact on inflati on

transmi ssion framewor k.

12



CHAPTER 2

STRUCTURAL INFLATION DYNAMICS IN DEVELOPING COUNTRIES

Understanding inflation dynamics has bee
aimng to uncover the factors driving it
gl obal infl ation rates have generally tr

beween advanced and emerging economi es.

to focus on advanced economies, of ten a
However, given the structur al di fference
recognti zenftlhati on dynamics i n emerging

advanced ones.

When comparing inflation | dVué@ieddmambsgn c
(196BPY) hypothesis often comes to mind. |
emerging economi es, hi gher productivity
i ncreased wages -tamdlalpreé ces®ecti oar snoncontr
di f fer enteidaltso caodnvpaanrc ed economi es. Howev

wor ker s bargaining power <chall éRgésethe

& Sim,. 2Ms22l)abor |l acks the ability to n
productivity gains, there appears to be
l inked to rising productivity in tradabl
Whil e several existing reseanfeilo9kraspeci .
hi ghlighted several factors influencing
overl ook the interconnected structur al a
economies. On the other hand, mucdhedf th
economies or specific emerging markets, &

13



a |limited understanding of the broader struc

advanced and emerging economi es.

To bridge dhamtiegrapt oottheoretically concept uc

from both orthodox and heterodox I|iterature.
ort hodox l'iterature when exploring t he rel
infl ation. Howeveri,ceoufrorpreart Sdppencvt e mv e @@ roi acoi gutrg
environment is |l argely influenced by hetero
Kal e¢R9ads9)d Latin American structuralists'’ S
Noyola V8squez's, and Osvaldo Sunkel s i nsi
dynamics are more intricately tied to glob
constraints rdtelcdrn nghalm meslt elcy deenand i n s ma
economies. Thus, our perspective on i1inflatio

factors over tradi tdiraneln nagnpertoaarcihsets .or de man

From an institutional, stracamtread ,t andlelhvest o
i nto the structur al dynamics of i mbal ances i
and volatile inflation in emerging economi e
address two fundament al guestions:

1. Why is inflation higher i n emerging econo
2.Why is inflation more volatile in emergin

ones?

During thhwi Itdhienogr ypr ocess, we wi lflorrmef er ence
econometric models commonly used in |iteratu
it's i mportant to clarifghamtserttohadepril mapr ya
theoretical framewor k for understanding t he

emerging economies rather than conducting e
prioritize robust I iterature f i ntdhienogrsy and de
remains hbhuntapediefdic empirical findings that

countries.

14



Our primary contribution I|ies in propos
advanced and emerging economies is indee
in structures and institutions between t

econofraees higher exchange rate depreciat

commodity price fluctuations, and capita
Weak supply chains and | i mit &d halrtaenr rAd trii v
and SoptrlnAksita higher inflation. I nstitut
fully passing cost i ncreases t o CoOnNnsume
pressures, where disinflation does not o
bank credebs!| umyanchored inflation expec
persistent inflation rates in emerging e

From the outsetthe researcltthaptercommences by analyzing global inflation
dynamics and explores how variations in consumption baskets can contribute to high
and volatile inflation in emerging economies in Section 2.1. Section 2.2 delves into
the structural factors that underpin high aradatile inflation in these economies.
Subsequently, Section 2.3 investigates the influence of expectations and propagation
mechanisms on emerging economies. Finally, the research culminates with a

concluding section thaummarizes the findings and discusses their implications.

2.1. Stylized facts about inflation dynamics

't i s evident fr einmcFoingeu reec o2n.olmitehsa tc ommisd dslt
hi gher gener al i nfl ation t-irremame ammde sv,o0l &
back to 1982. Whinlce men felcatnioom eisn elxipgh i en

palrlael ing | ow commodi-199&8 nfiltat-eapgedirmaog
mi dddlheome economies and re mai meamee | ernveas .
Subsequentl vy, although inflation decreas:

i ncome econnouneide st oc oenxthi bi t hi g mero men folnetsi,

even during the | ow-parfddeami on@lrgba&lr ai mflde
Besides the overall higher trend in infl
Figure 2.1.C, infl ation alsmcembi Rictos oqr

15



than 4dimcloimghones. The sole epaagéembo esapbs
where vol aitndanme iimf lhatgihon-i egomedsotuhati es, mt

vol ati |l nye oimex god rgthi ng nati ons -isnucropvees soeisl t hat
egorting ones. While it stems from the infla
hi gh *+FHMmMmcloimgh economi es, whet her this 1increa
volatilityteorrm a emgpdiramy shock remains wuncer

more gepasstfor conclusive analysi s.

A. Median Inflation + Standard Deviation (outlier adjusted)

40
30

20

Inflation

1960 1973 1982 1998 2010 2020
=== High income High income-oil exporter === Middle income Middle income-oil exporter
B. Period Mean Inflation by Country Groups C. Period Standard Deviation of Inflation by Country Groups
6
15
c
kel
©
>
§ 10 8 !
°
= 2 r
2
I}
—_ - @ =
a—— _ F
l ]
1960 1973 1982 1998 2010 2020 1960 1973 1982 1998 2010 2020

= High income High income-oil exporter === Middle income === Middle income-oil exporter

Figure 2.1 Inflation Dynamics Across Country Groups

Source: Authors' calculation

Note: The I ines on Graph A depict the medi al
with the shaded area around them indicating
deviation. Outliers were adjusted using the
t hemeirn fence values. The dashed | ine represert
during the specified time period. Graphs B
deviation values of inflation for the assoc
period,tivesye The data wutilized in the des

Apperdi X

16



But why is inflation, in general, higher

t han i n advanced ones? While comparing
countries, the first hypot h(els9i-6s4 jtuhed ts oo
(196Bp) hypothesi s. It suggests that dif
and -tnroandabl e sectors contribute to price
currency is standardized. Il mplicit in th
onerice for tradable goods holds true. E s
the tradable sector results in higher f a
to increasedrpdiabée Woodeomand an @epreci
rat@ubl er & S@anveamdél)y, whent rpadadlce isvd
i mproves, it | eads to reduced marginal c

Evidence of the existence of the BS effec
Choudhri ( 20,Khyalmo suggest t hat the diffe
significantly impacts the real exchange
traded goods. Similar findings are al so
( Mi hal j ek & nkdl amii,dd20@®8 )Af r i (claynk ec o0& n@d h ieasm
2017)However, accordi(redg,ltephwaB&, hXpeif h&sD
onl vy for devel oped economi es. Neverthel
' results indicate that the obs
hypot(h@uhlser &. SABkese@&0d®ntentious finding

theory offers a structure f ewo rclodmpirnethreincda

economi es

may chall enge its assumptions, particul ar
to producti viwthye.n QGdres eguentiloynynshi p bet wee
di verges from the aS$asmureglts com sh yimpo tthhees iBsa,l

may prove inadequate in elucidating diff.
A cruci al aspect mi ssing from | abor, wag
hence in BS) is the decline in workers'
relationship between real wages (atdnenf |l
& Sim,. Fp022)hstance, the (20ké@dyY i bpt Rat héna
elasticity of inflation to unit | abor <co
power of trade wunions in distributing pr

17



bargaining power of trade unions | eads to | e
l ack of inflation pressure after the 1980s
power of workers despite |l ow unemployment r a
ags he US and UK, the estimated bargaining p
respectivel y-19d8r pegi bde HO@WEvVver, i n the | at
rise to 0.92 and 1.0 for the US and UK, res.|
powewat ds( Ratrnnesr & Sim, 2022)

=100)
N
o
o
o2

159.7%
150

137%

Cumulative change since 1948 (index 1979

100 =
= /
== Productivity
Hourly compensation
1950 1960 1970 1980 1990 2000 2010 2020

Figure 2.2 Productivity Growth and Hourly Compensation Growth in the US
Source: Mishe(2021)
Note: The data pertain to the compensation (wages and benefits) of
production/nonsupervisory workers in the private sector and the net productivity of the
total economy. Net productivity refers to the growth of output of goods and services
with less depréaation per hour worked. Both sets of data are obtained from the Bureau
of Labor Statistics (BLS[Mishel, 2021)

Therefore, a reduction in workers' bargainir
trade unions ;staltteeresqutind bgtiammandy i nfl ati on de
decline (Charl es, Basti an, & Mari e, 2021, L
wagedon't keep increasing(Heinhn)] alv@a®dpepcannot
factors were driving prices wup i-tni méhe econo
i ncrease 1in prices. Consequentl vy, i f | abor
Bal aSsastauel son hypwehéensiesx pbleacionmensgy t he 1 nfl at.

bet ween advanced and emerging economies. Sir

18



wage increases parallel to productivity
there is no explanation for higher infl &
tradabl e sector s, whirlaelabhe pecdoc i vietmg

emerging economi es.

Howevewprldatiata may align with the BS hy
on Latin American countries during the 1
based productivity rose and inflation 1in
praodu vity was not the true reason for i
resources from a@Ficahdmur &, MaydadupPdDPp@) a
grew rapidly, and the demand for( Baerd, in

1967)Conselg@mennapjl tty of agricultural pr

growing demand for food resulted in fund
American ¢C€Canawmeess, 1982,; V8squez, 2016
Mexico's earlier | and reforms appear to |

as food output has I (Seeasedlh&t 2 ogaet,i sMe
inflationary pressures have not been S
production rigidity, although there hav
contracted due to poor harvest(sv8sagueed
2016)

Therefore, the reason for infl ation in
expansion as in the BS hypothesis. The r
the inelastic supply was not the result ¢

i n dihreecti on of demand that did not alter
(Olivera,Sihe@4) he money pri(descdaree i&n fMag

1980)changes in relative prices necessit
(Canavese, Il n1®98ber words, these price 1inc
price declines in the indus(thiisadhesrec& oMa
1980)If prices are | ess responsive to d
responsiveness to upward pressures, even
a strong |ikelihood that the rise in mon

t he tpiodlend(eQlrievaessress,ThlLu%64)a positive aggr e
19



not essenti al for structur al infl ation, but
requires recurrent changes in the economic
Canavese, 1982).

Consequentl vy, even though data support a par
i ncreases, which may ddbomitndtei goohiomant i ev imo
the BS hypothesis in such economies, t he tr
structural factors. Therefore, instead of fo
and its volatility are hiregldert oi mdemeircgidn @ ne
shifting our attention to the structur al an
i mbaleanin the global system.

Firstly, It's i mportant to recognize that wi
referring to fluctuations in the prices of g
consumption basket. Therefore, di fferences
fuament al factor s: varying basket shares anc
prices within each basket component . Hence,

components and weights of these baskets <can

acrossscoifhusiewe must be mindful that we ar
when analyzing inflation dynamics in emergin
start emphasizing the countable 1 mpact of

di fferentials from the outset

However, t he mai n f ocus of our research S
contribute to higher and more volatile infl a

economies compared to advanced economies. I
e

basketme baeeatical to those of advanced &eco
economies would stildl be higher and more vol
I's the case. Therefore, we develop an instit
structucahtfabubdbesto heightened inflation ¢t

i n emerging economies.
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2.1.1. Consumer basket shares and food commodities

Engel's | aw posits that as househol d i ncc
decl (Batbkf es & Eti Emeeef 02r0el,6) emer gi ng ec
comprised-i mé¢éome ddoentri es, often all ocat

consumption towards f ood-icncropeer ed( tat, etr hpeai
l vanova, Ohnsorgees& aUmrcsalc,ondula)ed 2y Am
underscores this point, revealing that t
i n advanced economies stands at 16 perce
economies, as depicted in Figure 2.3.A.

A. Share of Food in C B. Contribution of Foo

70 70

60 &0

50 > 50

Percen

40 40 *

30 30

). 4
20 20
10 o 10

0 0
Advanced Emerging Advanced Emeraina

Figure 2.3 Consumer Basket Shares Across Country Groups
Source: Amaglobeli et a2022)

Percent

This disparity in basket composition exp
in response to food price shocks (Figur

infl ation rates, particularl y( Dwae & oGa thre,
2010)

I n this framewor k, any factors that resu
to the differences in inflation between
i nstance, by highlighting the considera
Coul i(R®]1¥Ygs wel | as Baba, (0,230 ndedrasng o raen
out sized i mpact of food commodity price
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economies. Nevertheless, it's important to n
to extensive regulation worl dwide aimed at
commodity shocks on domestic food prices. Th
mg not i mmediately and signifi(&amdliy @Rass t
Mor sy, bed®dudeggeul at ed price hikes consistently
rat e, acting a@GFraensktealbi & i Bi n@d if soer qpiee 2t011y,) t |
explanatory power of food commodity prices

emerging and advanced economi es may weaker

Conver seldyer eignulpartiecde economi es, commodity pr
wi hhgher inflation in emerging economies due
basket.

However, since these regulations typically i

(FAO, ,2020)s <challenging to categorize coun
measures. On the other hand,exapo rotbisreg vrealt ii aan g
enforce strict price r e(gkuanadtiilon& KMorsyf,oo0201
Consequently, the elasticity of inflation to
I n -exiplorting countries than in i mporter one

Therefore, sexppaarattiimggy nahtei coond fromlgountry gt

hi gher infllabi dwmod!| a®ommoidti yy prices in emer
advanced ones. In this regard, it is evident
prices would result i n higher inflation vol
shocks to f ooul & olmmeoditto ehsi gshoer i nfl ati on i n

i n advanced ones.

On the other side, if this transmission is t
in food commodity prices may result in much
than i n advanced ones due to basket shares.
i nflationary i mpact of commodity prices can
'However, economies with pricing policies may experi el
t o Itihbeer al i zati on (obu a dé&ni Gia wsift Jea Be@i@prEicce scommodi ty pric
mi ght not synchronize with sudden shifts in internat
price 1 dddwlaatd o@gurwhizxthlOr)esul t in | ower sl ope bet we

commodity prices.
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commodity prices return to their nor mal
suppblbgh shock transmission, the defl ati c
commodity prices fall. This is because co
doingus$ad ¢rigger a (cWerbpeert i & i Waes Mérii |cee2 Gwzalr)
compete for mar ket share, | owering price
prompt competitors to also reduce their

-

educe business profits, pot entc(ibebst gi € e a
2022)
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Figure 2.4 Inflation and Food Commaodity Inflation Relationship
Source: Authors' calculation.
Note: The red line is a degr8epolynomial regression line betweiaflation (on the

y-axis) and the determinant (on thexis).
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Consequently, this institutional pricing bel

seller pripaush tshhoskppl yas clearly observable
food commodity prices fall signifiicantly, di
framewor k, whil e emerging economies witness
commodity shocks compared to advanced econon
defl ationary decline in commodity prices. Th
e coneosmiremai ns hi gh.

I n addition to external shocks such as commo
be significantly influenced by domestic sup
i nstancencomeddlceuntries often experience a

cl i mahtaemge on i nfl at-i manomeo mp@ao ramiteos ,hiagsh i | |
Figure 2.5 (Chapter 4). This further contrib
h

igh and volatile in emerging economies.

Impulse Response for High-income Impulse Response for Middle-income

Median
) Median

Inflation responseto CCl
Inflation response to CCI

0 5 10 15 20 0 5 10 15 20
Period Period

Figure 2.5 Inflation and Climate Change Relationship
Source: Chapter 4.
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2.2. Imbalances in the world system

For economists such as Raul Prebjs€elso Furtado, Juan Noyola Vasquez, and
Osvaldo Sunkel, inflation in underdeveloped countries was a result of a deformed
economic structuréCarvalho, 2019)Rooted in this approach, Latin American (LA)
structuralism highlights sectoral bottlenecks and balafigayments disequilibrium

as the primary causes of inflatig@anavese, 1982)n this regard, inflation is not
merely a monetary phenomenon; it results from real imbalances, especially in

underdeveloped countries compared to industrialized (féexjuez, 2016)

2.2.1. Current and financial account imbalances

The crucial aspect contributing to diff e
di sparities inherent in advanced and erm
typically feature a I|-aegbér i sdusgsitcees,ect
i nnaowatandadvdeelduepr oducti on, as depicted

I mp-dependent -ionnel daewmakaldddiegh product s and
mai ntain surpluses in their current accol
often exhri bagriacullégel & s€aqtorrel2y01leavi |
commodity exports, -vardaidethad eman @gfr aati nrgi @
a | ackslif?dl laddh .

Moreover, when commodity prices rise, em
and, t hus, strong exchange rates against
exchange rates resul't I n i mported inputs
thudihgato | ess competitiveness and a | e:

often termed( MPssoh, dheedefere, unlike ad:
emerging ones-dapendent, | evpvpd-auded ¢ i ypoodinga
and services, whi c-hohgapger $iostad mtos¢ urhr esn
(Figure 2.7).

2For detailed country analyses please refer to WI
leaders, gauging the innovatipne r f or mance of 132 economies. 0
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Outperformers High income Non-outperformers

80
60 +36
+42
40
20 T
+16
Value added Value added Value added
0
1995- 2000- 2005~ 2011- 1995- 2000- 2005~ 2011- 1995- 2000- 2005- 2011-
99 04 10 16 99 04 10 16 99 04 10 16

'Simple average across countries.

*Qutperformers include China, India, Indonesia, Malaysia, Singapore, South Korea, and Thailand; high-income econo-
mies include Canada, France, Germany, Italy, Japan, United Kingdom, and United States; non-outperformers include
Argentina, Brazil, Egypt, Mexico, Nigeria, Pakistan, Poland, Philippines, Russia, South Africa, and Turkey; Hong Kong
is excluded as an outlier (large-company revenue is equivalent to more than 340% of GDP).

*Publicly listed companies with more than $500 million in revenue in 2016.

Figure 2.6 The Ratio of Large Company Revenue to GDP
Source: Woetzel, et g2018)

Considering the high share of i mported good
basket s, when commodity prices rise, t he ap
commo-edxpgrting economies may i mmedi ately e a
t hus, [i cowm . i rHfolweetv e r t he chall enge arises V
commodity prices through global inflation, w
and results in an outflow of reserve curren
cannot clcdwue atthe ugtrremt account deficits, th
reverse domestic currency appreciation, res
therefore, domestic i n(fRaaftii o& R anmaecnhearngdirnagn , e ¢
Therefore, emerging economies reliant on com
sensitive to gl (obaflf eg,i cko .| u&nt Nitzalgéi eoontsR © 2 2h ar
a rise in commodity prices directl-y increase
I mporting emerging economi es, t hus resul tin

out fl ows and higher -exporattii mgn ¢ rreesmg ii mg c e enono a

For instance, many Latin Ameri can
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Source: Authors' calculation.
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currency appreciation and, therefore, l ow i n

when the inevitable downturn occurs, the con
current account, i ncreased capital out fl ows,
inflation. This exposes them to( Bafrfieou,s f or i

Ko h, & Nagl e, 2022)

Consequentl vy, countries with |l arge current
hi gher exchange rate depreciation, as obser

current accoerpodefngicmsnedeewminlomi es (Figure

beceomassociated with historically higher deyg
groups. Moreover, it is clear that98t0Ohe huge
and the subsequent | arge capital outfl ows di
sigmitf iexachange rate depr ecexaptoirotni Rgg amindsdtl et
i ncome economi es. Similar associations are a
A. Median Depreciation + Standard Deviation (outlier adjusted)
60
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&
0
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1960 1973 1982 1998 2010 2020
m==  High income High income-oil exporter === Middle income === Middle income-oil exporter
B. Period Mean Depreciation by Country Groups
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Figure 2.8 Domestic Currency Depreciatidgainst USD

Source: Authors' calculation.
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Considering that exchange rates serve

di fferences bet ween current and financi

particularly in portfolio invest{ Rahtsg
Ramachandragjneélpgprtfolio flows are

and risk premium differential bet ween
deficits tend to raise iIifRafeéest& MRamas hia o
2018)However, chall enges arise in a

advanced economies also incréd&opi pat hcwg

GourinchasThese22)i ghtening cycles in

financi al stress i n emerging economi

macroeconomi c repercussions such as

depreciation, an(dHa,e ckoade ,| e& edlEwvsedhr glee,b pDC

rates rise in emerging economies in

due to higher returns available in advar

aver(sheo,n Kose, & .Ohnsorge, 2022)

A. Period Mean Depreciation by Country Groups

Mean

0 e ——

1960 1973 1982 1998 2010 2020

B. Period Mean Federal Funds Effective Rate
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o
=)
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—
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Figure 2.9 Exchange Rate Depreciation and Federal Funds Effective Rate

Source: Authors' calculation.
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This phenomenon was clearly evident in the 1

the US resulted in high capintcalmeo wetcfolnaowds ,e se
(Figur-B) .2. How€ever, this did not i mmedi ately
curyepegs to the USD in many coulnastiiesgworl|l d
tight monetary conditions caused the coll aps
1990Buttagupt a, Karacadagsu&tkFegnamdez gn200¢6
depreciations against the USD|id#&#besmen i n F
economi es.

For instance, in the 1980s, inflation spiral
countries due to increased f@ODiejigat.dabtl@aetcu
I n this framewor k, contractionary monetary p
the end of the easy borrowing period, and t
reduced demand for primary produot d, WOor sen
ex@gomg devel op(ibnig ksbuaiCoile989 @l ent | vy, t he d
currencies of Latin American countries fell
became more expensive due to scarcity from
exacerbating the (i ¢glhksitmfdA,satlad@ne)ssuilttu attihoens e e
witnessed historically high inflation during
ri ses, emerging economies often experience |
economies due to currenpytdéepoatibbwen resul
More importantly, the resulting differences
with structur al i nfl ation differences 1 n an

groups experiencing significant and persi st e
e xtii t hi gher inflation | evels than other i nc
were observed until the 1980s when exchange

i n emerging economi es.

Furthermore, when currency depreciation exce
i mpacts on inflation (Frankel, Par sl ey, and
Chapt edowdyer, devaluation/ depreciation beca
el evated prices for i mported consumer goods

30



manufacturers due to their heavy relianc
share of i mported inputs -timr@¢wgh sef ftdhet ma
(Pereira &.Onh stshe,ot2l0rd)hand, when i nfl at
pas&rough from exchange rate movements

signi f(ihenitkhy & ZaiAsd,a 2r0e2s0ul t , emerging
experi encet hhrioguhgehr fprassns exchange rate mov
( Ha, Kos e, Ohnsorge, w&i ¥Xihl maxmk wdauys,e 2 Onif9l
with currency volatility (Figure 2.11).

A. Period Mean Inflation by Country Groups

c
3 10
=
—_— fr—
L J
1960 1973 1982 1998 2010 2020
=== High income High income-oil exporter === Middle income === Middle income-oil exporter
B. Period Mean Depreciation by Country Groups
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[ =
@
i}
=
5 —‘
e
0 —
1960 1973 1982 1998 2010 2020

Figure 2.10 Inflation Dynamics and Exchange Rate Depreciation Against USD
Source: Authors' calculation.

As depicted i n-i micpuree ez.ohlo,mi mmisd ckklxgper i enc
frequent depr-eocameopnpnebaexhi ght greater
depreciation <ompameedectomoimi g$. Mor e int
coll appegoregimes, similar to the respon
exchange rate appreciations are not ass

exi stence of institutional asymmetric re
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mi ddlihe omexporlti ng economies, indicating that
i n response to appreciation. However, in the
frequently than they appreciate, heiading to

counterparts (see Figure 2.10).
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Figure 2.11 Exchange Rate Depreciation Dynamics Across Country Groups
Source: Authors' calculation.
Note: The red line is a degr8epolynomial regression line between inflation (on the

y-axis) and the determinant (on thaxis).

2.2.2. Supply chain

I n addition to i mport dependency and rel at e
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economies may | ack devel oped supply chair
supply options compared to advanced econ
to disruptions that can(kKMx,aclkvahaodtea, nOhnm
Unsal, 20M9%)fed diversification and weake
economies vulnerable to disruptions, par!
(Attinasi & Kalnhastetqgiuen20231) supply chain p
domestic inflation in emerg(VYag, edomammed
Ti war i, Raza., & Chen, 2023)

A key indicator of supply chain disparit.i

is their trading partners. But how does

inflation trends among countries?nélthe an
countries, as evident in Argentina's 1intg¢
by Brazil's indhsemkal &gobdi pahetrems BROa&aim
high and volatile inflation in countries
domesti c Hanf Ilavtainoonv a, Mont Holwev&rRedhenis e
trading partner countries i s not straigdg
consumption habits dependent on similar
Consequently, inflation in emerging econc
border countries and imported goods that

may follow regional inflation trends. F
i che i cal inflation trend shifts in Latin

1982098 period, which is specifi-cndomd he
country, stands out as an exception. In
wee | ocated outside of Latin America, <CcOI
i mport partner share (19.54% with the Un
with Germany) . Only the i mport share wit
of t hienirnegmat op fi ve i mport partners, whic
with Brazi/l and 1TWMa%, wi2DRkrMdegeehntit hp) tF
trend in Chile followed North America r a

this period. On the other hand, a weakei
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neighbors resulted in common high inf/
during the period.

A. Period Mean Inflation by Regional Groups
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Figure 2.12 Inflation Dynamics Across Regional Groups

Source: Authors' calculation.

Considering the regional clustering of economies, such as advanced European and
North American economies, emerging Latin American, African, and Eurasian
economies, and rapidly growing Asian economies, it's evident that any emerging
economy with fewer resoces for alternate supply options and extensive trade
relations with border countries tends to follow regional inflation trends. In this context,
regional clusters act as a "curse of geography,” contributing to structural differences
in inflation across inome groups. Therefore, emerging economies in Latin America,
SubSaharan Africa, and South Asia are prone to have higher overall inflation

compared to countries in other regions.
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2.2.3. Profit and markup -led inflation

The inflationary i mpact of i mbal ances i

exogenous shocks ©but also transmits thrc

when there is a supply bottleneck or a
deprecianhgonol d@d ghtened 1| mport prices,
since they have a mutual expect gdtWedrert hat
& Wasner, 20B, tphpislBbBODamewor k, firms can
onto prices, a phenomelneodn oifntfelna trieofne, r rwehdi
the distributional origins and outcomes

cons(thinki f oros, Grathe, & Weber, 2024)

Emerging economies have weak(eHa, c olnvpaentoivte
Ohnsorge, & Unismailt,e d2 Otlr@GapchezGCaal metzieg r & t .Y aomg ,

and a higher shadow economy, resul ting i
(Aghi on, Cherif¢omfp dHrasschntoowv, a@wW&ni1g¢ged econ
prolfed inflation could be frequently obs:
ol i gopolistic power resulting from inst

potentially pass om cdsta idncrpd ddspdos Mo w o@d |
2023)

Mor eover, when -sfiadcee ds hwictkhs , s upprlnys may not
mar gins but coul d (pWetbeenrt i& | Ways mesxr pdaanzdd 2t3hjeec
Figure 2.13, even in industrialized <cou
hi storical hp agnhdse mic tpleg i pdstin response
di sruptions. Furthermore, similairf i maarktup
reasons f@oandemi cp orsits e i n infl ation ir
( Mat amor.os, 2023)

Unf ortunately, | i-lt ed a e o d-kendanikdbfoltaht | prno fsit
emerging economi es i s |l acking. Al t hough
historically | ow increases i n aggregate
advancedcesendads,fftemences in markup i-ncreas
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tech, i nnovative c¢ompa(nuoeesc kiem ad vEaencckehdo ud ¢ o n;
Therefore, it i's essenti al to focus on indu

basket when analyzing the impact of markups

20%
18%
16%
14%
12%
10%
8%
6%
4%
2%
0%
1980 1985 1990 1995 2000 2005 2010 2015 2020

Figure 2.13 Noffinancial Corporate Profit Margins in the US
Source: Palazz(2023)

For i nstance, mar kup i ncreases i n utilitie
conditioning supply, water suppl vy, sewer age
activities are more prevalent i n emerging me

(D2ez, Fafm8n& h\wizl,IMdazsl ) mportantly, these spe
defined as "systemically(80D,g49rfa camnsipderced"”
hav the greatest!|li mpace ehability. Conseque

wh i h face frequent supply chain shocks and

o O o

to
t h
gr
exchanget hmoegipadse t o (aP éri ggihrea &naMiksuspi a,at 20

e more aflfed tiedf Ibayt imamr ktulpan advanced eco
cgs&kigeperanoRdt)i hBaenesr i EA67 her more, th

ter the proportion of i mported inputs in

(¢

)
QO

2.3. Propagation and expectations

I f the i1 mbalances that trigger high inflatio

can propagate into higher i nfl ation through

(including sociatr agecwsryisttyemand aedhehameai t me
36



price and i ncome (a\W§ ugu ame,n tr2 Quaa)hea n iwsom d s
nomonetary pressures compel authorities
The expansion of the money supply become:
recessadaned monetary shortageés ngar eno nmecyk
endogéCartval ho, 2019)

Due to wage indexation, ci vil service an
problem, causing budget deficits because
tax collection in emerging economies. P
raising prices worsens inflation and pol
t o overl oading and increasi idgedadrd.i ciltOs 2
Mor eover, I n response to inflation, seve
to ease inflationary pressures in the sh
term. For il nstance, price controlnd in s
decreasing producer incentives to produc:
in free credit as r eallBaienrt,e rEeQs6t? hreartneosr eb, e ¢
of exchange rates, especially overvalu
worsening the initiallSefeorsei Gin9 6e2x)e hanhiger s
higmfl ati on economi es, i f not controll ed
functions as an accounting wunit and stor
medi um of( Rixjckhsatnrgad8,hi1s9 c7a)n | ead to peopl e
(l'i ke the doll ar) extensively. When pri
devaluation of the domestic currency aut
fuel i ng(DinffkRattrna,n 1997)

Given that, i n attempting to overcome on
find themsel v(eMa yfnaacri,dn,d dadndbaltnlhgert o fr equent
these instabilities result in a high inf
expectations within the&sedd4eadbhamiesn. eXPpe:
emerging economies are always higher and
even in the | ong run.
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Mor eover, centr al banks in emerging economi

operate within environments of highly vol ati
expectations to(KesemeMansunockare®ani zza, &
Consequentl vy, the response of expectations
economies than in advanced oned$o¢kFigagre 2.
infl ation(€apattatopn€hui, KohlOsic hédheen ,ot&d elUp
hand, trust in the mondtoarky ngut Mmdiriatty ome KIpte
i n advancedGealcaotniomi Resel hekkvdh,j c& Zmadeed20 Bl
i nstitutionally different inflation between

A. Long-term inflation expectations in B. Long-term inflation expectations in

Advanced Economies Emerging Economies

Percent Percent

10 10 Interquartile range —Median
8 8

Interquartile range —Median

6 6

4 4 V\\V\’M\,\\"’
2 ‘\x\/~h——————v————\_, 2

0 0

1990 2000 2010 2020 1995 2000 2005 2010 2015 2020

C. Short-term inflation expectations D. Change in inflation expectations in response to

inflation surprises
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5 —Global Percentage points
—~Advanced economies 0.8
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0.6 Second sub-sample
3
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z 0.2
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Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 economies

Figure 2.14 Inflation Expectations
Source: Ha, Kose, & Ohnsor¢2022)

Unlike advanced economies, unanchored high inflation expectations encourage
consumers to prioritize consumption over saving due to the cost of real loss. While
this behavior will keep the demand alive, it may also result in higher nominal wage

targets forthe labor force (Lavoie, 2022), further driving up costs and prices. This
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persistent inflationary pressure creates a-fsdfifling cycle, further eroding the

credibility of central banks, especially in environments with higher interest rates that

fail to reduce demand and, consequently, inflation.

Consequently, in the event of an inflation shock, expectations remain high and

contribute to prolonged high inflation in emerging countries (Mohanty & Klau, 2001;

Ha, Kose, & Ohnsorge, 2022), further perpetuating structural supply ($%agdscci,

2023)that may reignite exchange rate depreciation and trigger a second inflationary

wave. However, such propagation elements are mechanisms that, while not capable of

initiating inflation on their own, can sustain and even intensify inflationary pressures

originating from structural sourcé€anavese, 1982)

2.4. Concluding remarks
I n conclusi on, our research has provide
structur al dynami e®|l andkeel yinfig ahi gh &ande
compared to advanced ones. By examining
factor s, we have identified five inter
phenomenon.

Emerging economies face continuously hicg

p e
dy
de
Mo
[ i
Th

ar

en
to
do

rsistent current account deficits, con
nami csr edar dt,lgircscowmst rgx periencing signi
preciation generally exhibit hi gher i
reover, the weak supply chain systems

eref

e

mi ted alternati ve sruipnpgl yofoprta gpinesnall eiard
or e, eimeesr giinn gL aetci8na bAamrearni cAaf ,r i Scuab, a nc
0

e prone to have higher overall infl ati

stitutional dynami cs i n emer ging econ
vironment, frequleend |ayn db endapreknuiph it ngo np asf
mai ntain or raise profit margins by p
mesobmpetition and | imited trade integrt
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pressures in these mar ket s. Consequently, du

price reductions, di sinflationary processe
highlighting asymmetry in price adjustments
per sicft eincfel ati on even when external cost fa
Additionally, the Il ack of credibility in cer
price formati on i n emerging economi es. Co
structural/institutional i ssues are |l eading
peetpuate high and persistent inflation rates
The implications of high and volatile inflat
particularly in terms of wealth and i ncome i
of food price volatility, while rfedlesmi ni mum
skill ed workers, further exacerbating i ncome
emerging economies to control infl ation by
i mi t s, whi ch ar e t he true reasoh for i nf
dependency and supply chain vulnerabilities
di versifying sources of essenti al i mports
capabilities. This could involve investments

capi tbhaoll st @r domestic supply <chains and red

mar kets. Additionally, prudent management of
requiring policies to attract stable forei.
associ atleadt iwiet powa f ol i o fl ows. Measures to
such as building foreign exchange reserves a
management frameworks, are crucial to mitiga
exchange uabatensf.| ubMbreover, anchoring i nfl at
credi ble monetary policy frameworks and com
mitigate the i mpact of unanchored expectatio
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CHAPTER 3

I' S AHI GH | NFLATI ONoO ALWAYS AND EVERYWHER
RATE PHENOMENON?3

I n the wake of the pandemic, the world
resurgence ofchhi gkbnginid athen,traditional
mai ntaining price stability. This phenome
critical guestions: What are the main fa
we devel op r ediicatb Ifeu tturod se pios oqpddees of hi gh

To comprehensively address these questio
“"high inflation," analyzing the period
epi sodes. Defining "high inflation" base
ecomemcharacteristics, we set t-hmesesmel d
countries andi nc.oome fcorunhr igéds. These be
i nvestigation into the deter mi niam¢seme,f "

23 umipedine pmand -Mi d-doheeame countries.

OQur study <corroborates the widely accept
I mpact inflation, which is analyzed inter
both mainstreaBatsitnidj eJack€®@M,@a5HoldmhNa rck .
(20,06 RudnI(e2r0,0 7as wel | as heteroddx3d@,74dudi
Bastian &( Z®2 QheafvRobiite® Yt er ms of i1 ncluding

i mported input costs as part of an open

5This chapter was presented at the 27th FMM Conf e
Transition on October 20, 2023, and published on
https:// www. boeckl er.de/ data/downloads/ | MK/ FMM%2
pdf
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i nflation equation apart from mainstream mod
and bargaining power, which are a function o
framewBaktiodn &( B@20@hdriledd, B(axs(t 4 ta)yh , & Mar i
Lavdgiz@.A2d)di ti onall vy, the inclusiosai obod mar kup
shocks, as sudaiddtheld Ly @B Rfewcrkterer di fferenti

infl ation equation fr om Whhiel emae xnasmirneianmg iinnfflla
as a function of mar kup, unit | abor, and mat
of the exchange rate on all three. This frar
bet ween the exchange ramnet andeomnéliiatalohy axp
the majority of existing mainstream | iteratu
I n t he beginning, using scatter di agr ams,
relationships between variabl es, particul ar/l
exchange rates with inflation. For detailed

i nbianary choice framework to analyze deter mi

the random effecBy @amkilnipmgbvdr mopuWelaspects

while establishing a more structur al infl at
detenmsnaf "high inflation," a question hit
Moreover, the panel probit model devel oped i

"high inflation early warning system.

Our study contributes to prior research on i

key aspect s:

l1.Exchange rate fluctuations emerge as the
infl ation. "

2.Sol el vy, exchange rate depreciation itself
hi gh i nf |l anmiidodnin e onmeu pcpoeurnt ri es and a maj or
| oweirddiheome countries.

3.As an early warning indicator of "high i

signals "high inflation, widihcamerobabil

countries ainmWcdmé ¢ oumt gihe s .

With our findings, we (dOmhBihodemeldy yeevichal Frin
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statement that "Inflation is always and ¢

inflation is frequently, and in al most e\
I n concl usi on, our research provi des a
inflationo across income groups, further
of historical exchangedeatactdygnami as camg
compleesxidfi Ahigh infl ation. O Thi s i nsig
policymakers and economi st s, emphasizing
rates as an early warning signal for pot
From the outset, we embarked on identify]
31. 1. Having established the benchmark
|l iteratur e, focusing on major 8la.cz.orilkn ci

Sect3i2on we present our data a.n8&utdleiscers ptth
panel probit md4d ed3bd ands pecti valsy, provi
di scussions. The research concludes witdhth

I mplications.

3.1Literature review

31.1. What is the fAhigho |l evel of inflation"
The concept of Ahigh inflationodo threshol
hinder economic growt h, has gained signi
the relationship between inflation and e
proce&®r instance, inflationary pressure
of i ncreased aggregate demand, whi ch may
(Pol lin & Zhhuu,s ,20sOu6c)h i nfl ation | evels ar
ot her hand, i nflation and economic grow
situations, such as when inflation i s ca
fluctuati omg,updn ossp plfy gdiods$ i and Ihsuyi Qe
Ahigh inflationd determination is based
real growt h, Ahigh inflationdemwanuddf ¢t on
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l't'"s i mportant to note that iin this study,

|l iterature that high inflation is a |evel th
choice rather than a universal truth.

I n earlier research, Bruno and Easterly (19
|l eads to substanti al out put | osses. Howeve
inflationo varies globally due to structur al

Sewdr studies have explored t he di fferences
devel oped and deveépphngnalkysesmi ebat I di st i ng¢
I ndustri aliimdcwustandlnard economies reveal ed
Khan and 29eOmOhjadffjdaun(d t hat devel oped countri
out put | osses when inflation rates reach 1%

tolerate higher inflation rates of 7% to 11%

l barra and R. Trupkin (2016) reveal ed three

focused on emerging economi es. I nfl ation rat
while rates between 5% and 9% have no sighn
Howevemtrces with Aregularo institutions ex|
inflation rates above 12% to 15 %, and rates
with Abado institutions. On the other hand,
exhibit8% im¥% ltacd i on threshold for stimulatin
countriesd growth experienced significant ne
inflation threshold (Thanh 2015) .

Given the variation in Ahigh inflationo thr

studi es ( aTsa bplree s3amnltceodh siemsus about what def i

l evel remains el usive. Considering the exter
t he -ewsetlalbl i shed met hodol ogies for such a det
generate a negw estfilmatieonafo Amist ead, we chos

inflationo threshold as the medomsni dearladk t he
Ahigh inflationo threshol dasb If)g. 03T Htrhoeu glhi ttehri ast
met hodol ogy, uwmda geet a&llriestheod d v alnwceosmeo f 10 %

—+ —_—

countries amnidnc5o.nbe% cfoourn thriigehs .
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Tabl éHi gmil | aThircemsthi d led Retvi reavPanBh & y z e s

Authors Countries Variables Methodology Threshold findings
Bruno and
Easterly 127 countries  CPI, per capita growth Descriptive analysis 40%
(1998)
Khan al"l'(.j ) GDP, CP|., invgs_t'ment, Likelihood ratio De\/e|0ped economies3%
Senhadji 140 countries population, initial (LR) . . 0
(2000) income trade Developing economies-¥1%
David, Pedro, GDP, CPI, investment, Industrlallzeéi fg%r;?mles 2.6%
and Paula 138 countries population, trade, Fixed effects an o7
(2005) openness Norrindustrialized economies
19.2%
GDP, CPI, investment,
government spending, Pooled ordinary
Pollin and Zhu _ fisgal deficit, . least squares (OLS)
(2006) 80 countries  educational level, life between effects, 15-18%
expectancy, trade, fixed effects, and
natural disasters, war random effects
impacts
GDP, CPI, private
credit, bankassets,
Huang et al . liquid liabilities Instrumental
’ 71 countries ) ' variable threshold 7.31:7.96%
(2010) schooling, black market .
) regression
premium, government
expenditure, openness
. Panel Smooth
Om?goi%(; N industria_lized (elels: gg;,rl]r:]veessstment, Tran_sition 2.52%
countries Regression (PSTR)
GDP, CPI, initial . )
Yilmazkuday 8 . secondary enrollment Rollmg-wmldow 89
(2011) 4 countries rate, M3, government two-stage least %

Kremer, Brick,
and Nautz
(2013)

Vinayagathasan
(2013)

Muzaffar and
Junankar
(2014)

Thanh(2015)

Ibarra and
R.Trupkin
(2016)

Aydeén,
and Bayrak
(2016)

Ndoricimpa
(2017)

Kelikume
(2018)

size, openness
GDP, CPI, investment,
population, initial
income, openness
GDP, CPI, investment,

124 countries

32 Asian D
Countries _ population, initial
income, trade, opennes
GDP, CPI, household
consumption, financial
14 Asian deepening, government
developing expenditure, trade
countries openness, agriculture's
share of GDP, Oil and
commaodity price
ASEAN GDP, CPI, employment,
. investment, government
countries

spending, trade

138 countries  GDP per capita, CPI

Azerbaijan,

Kyrgyzstan, GDP, CPI, investment,
Kazakhstan, population, initial
Uzbekistan, income, trade, opennes

Turkmenistan

GDP, CPI, investment,
population, initial

African .
: income, trade, opennes:
countries )
government spending,
political instability
41 African GDP, CPI.’ |nv_es_tment,
; population, initial
countries

income, trade, opennes

Regression (PSTR)

squares regressions

Dynamic Panel
Threshold Model

Industrialized economies 2%
Non-industrialized economies

(DPTM) 17%
Dynamic Panel
Threshold Model 5.43%
(DPTM)
SGMM 13%
Panel Smooth
Transition 7.84%
Regression (PSTR)
AGoodo institu

economies -B%
Panel Smooth

. i R | ro i
Transition Sl et

economies 1:A5%

nst

fiBado institut
economies 19%

Dynamic Panel
Threshold Model
(DPTM)

7.97%

Low-income countries 9%
Panel threshold

model
Middle-income countries 6.5%

Dynamic Panel
Threshold Model
(DPTM)

11.10%
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Table 3.1 (continued)

Authors Countries Variables Methodology Threshold findings
GDP, CPI, private credit, liquid

SEEIEE, O T liabilities, government
Lean, and Lee African ; 9 ARDL 5.62%
- expenditure, openness, humar
(2019) countries :
capital
Farahani, 8 GDP, CPI, financial Panel Smooth
Ghabel, and developing . . Transition
] development, physical capital, . 11.88%
Mohammadpour Islamic labor force. trade openness Regression
(2021) countries ' P (PSTR)
36 sub ) . .
Ibrahim, Aluko o GDE, CPI, financial dee_penlng, Thresh(_JId
. investment, population, regression 6.767.65%
and Vo(2022) African .
- openness, human capital model
countries
16 . . )
developi GDP per capita, CPI, investmen Developed economies 5.28%
ping -
Azam and Khan household consumption,
and 11 . FGLS
(2022) develoned government expenditure, real lobi . o
econorﬁies exports, population growth rate Developing economies 12.239

Ta b | eHi3glhX |fAaThircersth d led Retva reev: -sEecahrtalgy s e s

Authors Countries Variables Methodology Thre;hold
findings
Frimpong and .
OtengAbayie Ghana GDP, CPI, IabScL)Jr folrce, trade, mone Threshrcr)]lcc)idreelgressmn 11%
(2010) pply
Bawa and . . .
Ismaila(2012) P / pening
Kenya Kenya 6.77%
Yabu and Tanzania,’ and GDP, C_PI, FDI, investment, Quadratic regression Tanzania 8.8%
Kessy(2015) Uganda population, credit, openness model
9 Uganda 8.41%
Two-regime structural
Dammak and Tunisia GDP, CPI, M2, REER, export, equation in threshold 3.48%
Helali (2017) import autoregression (TAR) OO
model
Jiranyakul . . . Conditional least squart 0
(2017) Thailand GDP, CPI, investment, population (CLS) 3%
Behera and et GDP, CPI, exchange rate, interes Conditional least squart 4%
Mishra(2017) rate (CLS) °
Asaduzzaman GDP, CPI, FDI, M2, trade opennes  Quadratic regression
Bangladesh . : 8%
(2021) government spending, savings model
Alsabban and .
Alnuwaiser Saudi Arabia GDP, CPI, investment, M3, trade s ol e s 3%
(2021) model
Tarawalie and ) GDP, CPI, investment, exchange  Quadratic regression o
Kamara(2022) Sierra Leone rate, trade, openness model 10.30%
Further mor e, we account for #Ahigh inflation

standard deviations (approximately O0.5*4. 5%

robustness check.

However, itds i mportant to acknowledge that
i nsights, these generalized threshold value
within each income group, as Tahldeen8ed by
Nonet hel ess, this |Iimitation does not wunder m
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iI's to establish a global wunderstanding o1

3.1.2. Theoretical framework of determinants of inflation

The inflation equation -ccoasnt bneardeimpi vseed ufp
Keynesian | imiecfraotmd@t ® o nifsm otmhe mai nstr ean
refer tdofAppemei xlerivation of inflation

Accordi ng (t1lo9 Akhadl eWeii(nlt9,7a8uab f i r m, i n t he
profitability, determines the price (p)
cost, as shown bel ow:

nop Q— (1)

, where k is the average markup, wW is av

out Futom this equation, si mi(l2ddra atYio L@l arn lee

(20,22¢yan derive inflation as bel ow:
“ Yp 0 Y0 Ya Yo (2)
,whe¥Yiedentifies change. Il nfl ation arises f

produchoi ¥ t ylf an open econkoanyechkdiZ it t ur e

LavoROEuati on 2 can rewritten as bel ow:

“ Yp 0 YW Ya Yo YQ ( 3)

, whHksethe share of imported materials i
materiaf )priexedha@Que andt ehhafges in the ai
materials Qa( pavdiueti 202 7% ; Bastian & Set
the equation became as foll ows:

“ Yp Q YW Ya Yo o Yj YOmn YQd Yo ( 4)
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, wh¥r &a Yorepresents Unit L¥borYQ®ost (ULC)
YQ4 Yoi s Unit Material Cost (UMC). While Equa

mai nstream inflation equationb)(,pltehaesree raerfeer
structur al di fferences in the markup and wa
conflicting claims between firms and the | ab

can be i1 denti(Ri0O@Bastian (208®@harfee) dBasti a
& Mard®219gnd ot her Post Kednesian authors as
) ] 1 “ Yo Yo (5)

, where a parameter t hat indicates to what
di screpancy between the pr eavnido utsh ep edrei soidrbéesd arce
wage ratle ,0fi dd abaoge i ndexation bargaining po

previous periodé@&noitrefs|l dthieorwagred adj ust ment p.

produdqtLiawiotiye, S2mM22pnr to | abor, firms al so ¢

determine the markup as foll ows:
“ 1 1 N Yo Yo YY0 6 (6)
, wherb& , anare the price adjustment paramet e

to the discrepancy between Jthangrekheofuisr medi

desired real] wWaberratet, productizpgvity, and m
P, i mplying that firms pass all costs to coc
Equation 14, Iwhiidenti fies a change in the mar
However, when inflation rates exceed some sp
Asystematically higho), according to Simonse

(20)2,1)agents often adopt the exchange rate a

“Considering that | abor bargaining p@OBleanamar dvage t ar
Katz, 1997; Ball & Mepfattng20bs; tweaumo iuen,e npd 20y)me n t
results in a wad@d amglhatr (db KA dKiaftRaleld( RO.MbHofwetvte r
unempl oyment is not the only determinant of wage tar
strugnasented in Equation 5.
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i ndexation. Therefore, while nominal wag:
to actual wage and current inflation, ex
component of wage determinati o(nh20asfAijisugge
Charl es, Ba(s20&ad) b el ava:r i e

o

YO T “ Yo Ya Y'Qo (7)

Mor eover, according t¢2Chalkiilngflsl ,atBant inEemM:«
having countries tend to index faster th
continuous real wage erosions become gr ec¢

through hanMfdaeawvwobar daiOitsh)i s framewor k, t h
parameter to depreciation becomes an endc
(- between the target(badotbae 202RAalpread?

T 1 - (8)
But how does this occur? Letds transform
yo o Yp Q Yo Ya Y06 (40)
Real wages are negative(Baatfifeact& dSdtyt enaf
and positively affected by proeoddet is\hiotcyk.0
occur s, or the exchange rate significant
real wages, tr(ilgagveoriien,g 2EOq2u2a)t i on 8

By placing Equation 8 into 7 and 7 into |

‘ T T T T “ Yo Yo 1
T - YOw Yo Ya YYD 6 (9)

Moreover, acco2ddmd L@XVMBA2)ckensd real wag:e

a function of their target markup. I n thi
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production from UMC components, firms increa
costs. Besides, firms encountering a scarcit
side may adopt a more assertive approach to
safeguards profit mar gins but (cWelwled ot ent.i
Wasner, P28, acco(r2didmg tL@aZBH adykenr f aced with

UMC shocks, especially in terms of exchange
real wage target to increase markups or at

i mportant because other wise, amma riknucpr,e aasse i n
di spl ayed i(mBaBdquathi o&n S4ed ter thebkdframeapr k,

wage target of firms (cahhédleow:denti fied as in
] — (10)

, whGkirse the target profit mar kup rat e, whi c|
exchange ratYQowdépredheatitamget real wage can
in linear foe2mBaxtimanL &y HEa Qgenrdf i(BAI0edcik)e r

bel ow:

1 yQon - (100)

One point should be noted: in response to UM
to squeeze nominal wages but can instead i

decreases r e(aMa tvaangpoe otsRre@@dot28B) ng firmsd r eal

(Equation 106) in Equation 9, we obtain the
“ ] 1 yQw ¢ 1T “

Yo Ya T ] - YQw Yo Ya %! Y Qo

yQa Yo (11)

Now, the exchange rate has become not only p
wage indexation, i) the power of i ndexatio
Ahigh. 0 While this formulation may explain L
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experience hi(gthairnfelsat iBoans triaating s &l adwair fi iee s

nolni near relation between inflation and e
After obtaining the theoretical structur e
to analyze Ahigh inflationd determinants
doing that, we need to reconcil e iboont h t h
determinants | iterature. Starting with d
approach of mamyr 8Zedntkr,alentBdamles Q22O )uni t
Our decision is firstly based on the el
exchange rate depreciation, which, i f ig
refer t ob, vAlpgpreevdwe hi ghl i ghted Mazumder 6s
countercyclical mar gi nal costs). While m
endogenous relaobeéepwhl Hghmbet e possibild:i
covariation bet ween "true"” real mar gi ne
i nsignificant mar gi nal cost and inflatic
Nel ¢@00BbBgyghlight t-dcekj satcke otf evq@gati ons i n
Secondl vy, the issue associated with ULC
estimating dynamically changing | abor b a
According( 2mM22ashvdiee t he real wage target
di screpancy between actual and Anor mal o
depends on capacity wutilization and rate
i's also a funenhto(Bb&anaohamg!| &y Kat z, 1997
Lavoie, 2022). Therefore, considering re:
of ULC eases complex dynamics that <can b
| abor mar ket variabl es.

However, the major issue is that utilizi:
estimation, as Neiss and Nelson (2005) d
i n the NK frambworHMotienntAipagple nadutxput (or no
in the Post Keynesian approach) derived
potenti al out put i1is fideter mi ned uinndepwen &
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of outSpeuwrtriano,. 20H®we wer ,6)as Serrano notes,

scarce, and capital accumul ation is deter mirt
mul tiplier mechani sm. Therefore, both the t
I dentical forces,r owitteld timeitrh ed eetveorl nuitn aonnt so f

(Serrano, 2019)

Thus, the commonly used advanced model ing te
Kal man filter to estimate( CapebutHu®dghkhp Kat
Pol 8k, & V8WHroaweve2003)las noted by economists

Bank, such models have forced aim to obtain
usef ul to forecast inflationo because Ait ma
on 1 nfl ati omt itnoa tceosn da ft i pat eent i al out put . For
that i1 nflation is rising makes it more |ikel

(or a bit earlier, (LCiawerk ,t Hd ®da gks iKm ttl h8en ,s yPso
2003,. pSiidde¢ the Kalman filter estimates the

to inflatiomeliBblseubhds uhohi ze this purpos:
variable for inflation determinants anal ysi s
On the other hand, as simple detrended out plt
i mpact on inflation, baswediussceu srseeadl iGD P hger oAwptpl
This preference burdens the cost of i gnoring
potential but minimizes the estimation error
filbtasred undogaspes varmd Apoaentkisal t |, we opted to
analysis with GDP growth, a directly observa
compared to detrended GDP. Nevertheless, to
wi || reeval uate the pampigraipc omd deéelnewi tfh otmh ¢ he
Further more, considering the difficulties o
empirical mo doe Il s aentdt leamidlesd i ¢ @ mmQ di tiyn i ndi ces
the inflation equation for comewpotyi mgnport

SFactors such as the chotiPcree socfotlita nfbHlPa) vfaillutee ri nort hieniHoi
the Kalman filter can |l ead to divergent outcomes i n ¢
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countries, energy and raw food commodi t
intermedi ate goods but rathlem i Sompame\
For bes, Gagn(on0 2 b& Cloal sl ai vnas, Mo(exsOsh@®urnd & T

highly significant results for oil and n
real mar gi nal cost . However, among many
prices are found to be the ndoAstb asi g&n ilLfainc
2020)with impacts wvarying with country ¢
characterized by | arger proportions of f
(CPI1) baskets and higher reliance on f ue

i nfl atiimpmaaznty resulting from f[ Getoati&n
Ustyugova, 2012)

Foll owi ng Qozpoianea)it t heet daolmi nant currency p

Apperbdj xwe wuse | ocal currency value with
NEER, commonly employed in the empirical
it'"s acknowledged that monopolistic prici
t he absuemicveerosfala variable for identifying
countries has prevented their i nclusion

i nf | altoi crma.v"i gat er @ lhaet ecch atld eeixgeect ati ons,
proposed by Nas(2020Hmymglwesandg Vb hat t he
inflation at a given time also shape i
Consequently, we don't explicitly differ:

expectations and the subseqaeninf hé&tuenc

recognize that the iIimpacts of al | i ndepe
directly and indirectly through expectat,
I n concl usi on, considering the determina

Appemdiaxnd the discussion about proxy var

infl ation funsedonnt hht swrebsebech is i dei
“ Y00 Y Qabvn n (12)
At the end, the inflation equation will not diff
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3.2Data and descriptive statistics

3.2.1. Data preparation

The data used in this research gsupanmn efrr oomh t he
2023 and are collected quarterly. The datase
GDP, and exchange rates against t he USD, a
Financi al Statistics (IFS) with &oatherly ob
Africa, GDP growthl@e@a2 apédritwedeins tthlet 4di9%dd fr

To ensure consistency, all variables are con
real GDP data i s alPsy®escswhijte tHPg tfanldt eHo droi adk
gap components, where a | ambda value 1600 i s
Energy and food commodity indices data are
denominated in nominal US doll ars, with a be
100. These monthly indices are transformed i
t he cevse.r a

Due to data availability constraints, the an
datasets for the three variables in the | FSES
categori ziendc oane , h i2h datsih euopnpee,r andni ddlaes | ower
Il ncome,ording to the World Bankdéds income grou

are displ byledi ni nt hTeabApependi x) .

For sever al reasons, we preferred annual C
management of the dat a. Firstly, varying s
countries make it chall-engwng deeseasordalrimd gt

met hods suchEAIISS TamAMOLS These met-hods requi
specific adjustments to account for calendar
consideration could distort the inherent c h
preference for a nrntuearl | yc hcahnagnegse so viesr gquiaded b
|l iterature's focus on identifying Ahigh inf/l

both aspects concentrate on annual changes,
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complicate the distinction of threshol d
Before starting our analysis, it shoul d
substantially i mpacted by outliers speci
influence of these outliers, we i mpl emen
onhe concept of the interquartile range
(Ql1l) to the 75th percentile (Q3) of the
fall bel ow Q1 minus 1.5 times the | QR (I
IQR (uppdmbafsenee)dy, Saeidi, & Heidarzadeh
Min Inner fence Q Q, Inner fence Max

1 1 I |
—o—o ©-0L—o——o0— Fo0—e—— 00 —o—]
Extreme outlie}  Mild outlier! : '
Xtreme ou IET 1 ou 1er:: 1'5 IQR :‘ ' ': 1 5 IQR 4:! :

2 » IQR < >

Outer fence 3 1QR 3IQR  Outer fehce

Figure 3.1 OutlieDetection

Source: Dastjerdy, Saeidi, and Heidarzadeh (2023).
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Figure 3.2 OutlieDetection for EnerggommodityInflation
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met hodol ogy would I ead to the exclusion of p
shocks, such as 1928221938, i2008trandd2021Fi

with their -hsewwri dthedghwelnlf | ati on" epi sodes.
renmolv, we replace these outliers with the bo
all ows wus to retain the most critical year
estimation errors associated with outliers.

3.2.2. Descriptive statistics

After determining the fAhigh inflat-iono thre:
i ncome countriesnamnme 5c®Wntfroireshidgdnote fAhigh
to validate the reasonability of these thre

Ahh ginflationd cycles Fhgough@wtn hHihset driy,urvee

becomes evident t hat these #fAhigh inflationc
prominent periods such as the 19209€®9t 0 1990s
andhe recent -2y0&&8r sf oaf mdb&G&21 countries. Howe v e
acknowl edge that, as @Bhevibeskyttdresbsesbddvaiah
not universally represent al |l countries. I n
Chi na, and Malaysia demonstrate differing i

counterparts within the same mimgdhdme xgermrdupni nW
di stortion on the global commodity prices an
cont rniobwstte engt hening the relationship bet wee
as exchange rates and demand. Hence, t hese

anal ysi s.

After scrutinizing the reasonability of thre
revisit our central guestion: Wh a 't deter min
factors transform inflationiigutr.@, 3htidhgech | nf |
infl ation elasticity to the exchange rate 1is

to ot her deter mi nant sc.i tCGnd tihnef |oatthieorn hdaentde, r nti hr

infl ation i mpact, seems to be xiimfald&tliyomary o
threshol d l evel, whi ch ma y be explained by
commodity inflation and growth exhibit an in
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l evel in the 51 anal yzlednetnaemtdr ired a¢fi @oams
refer ©ol Fingutrhee Appendi x) .
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Peru | W |
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1960-1 1970-1 1980-1 1990-1 2000-1 20101 2020-1
The arreeda highlights fAhigh infl atthamh empi

Figure 3.3fHighIn f | a Episazles 0

Source: Authorsé calculati on.
However, as evident from the figure, the
I's not wuniform acrogssaiciomeom®ugtoupes. mMor

depreciation and growth are associated
Mor eotvheer , i nfl ation elasticity to depreci
exchange rate depreciates against the US
that, although all four determinants may

threstheol dxchange rate seems to be the p
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inflation beyond the fAhigho |l evel (for addit
scatter plots, bp2 eiams et hree fAeprp etnod iFxi)g.ur e

I'n thenidpgper i ncome scatter plots, the el ast]
much hi ghep*r ntchobame icro umitgh e C.haTHese rBasulitasm,r ¢
Mar i(02Gtygestion that wage indexation to de
wi t h Ahigho infl ation history, such as t ho
depreciation shock occurs alongside the i nj

depreciation mayomacdomesan aedul ting in much

A.AIl I analyzed countries
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Sour ce: Aut horsoé calcul ati on

Note: The yaxis in each graph displays inflation values, while thaxis shows
Pl

middle income, and 7 Lower middiecome) observations. The subplot titles are

associated determinant s. ots display

labeled as: "n carter(s) before" if inflation at time t is related to determinants at time
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t-n.

On the other hand, while the relationship be
uppeirddiheome countries, as theory suggest s,
to drive inflation to high | evels, even when
max i nner fence values. This result may on

di fferences betwearnhkBiogne a@wowdnuppes through
dynami cs, alignidgswvah MbesftBO@BDhgsdoTakat s

I n I-miwkdtheome countries, whil e the comovemer
high as in counterparts, depreciation al ongs:s
be the only determinant of Ahigh inflation.
I mpacgtr oawit h seems defl ationary up to 8%, al

afterward.

However, these descriptive results obtained
as conclusions. Since scatter plots only a

vari abl es, this analysis S not enough to

nfl atd wsned ibrefcl ati on formation is a compl ex
various factors. Therefore, a complex model

nolni nearities.

3.3Panel Probit Mo del

Centr al to our investigation is to unravel 1
Ahigh inflation. o What sets our study apart
di screte tiers: -fithiigh iimffllattiicom® laenwde Inso.n Wi t |
pane.l probit model |, acknowl edged for its ad
vari abl es, emerges as the apt choice to cat
objectives. By <c altsegionrtioz ibnign airnyf |oautticoonmel se voef

high, 0 the panel probit mod el seamlessly al
determinants underpinning Ahigh inflation. o

the Signal approachanBo®gmedm@yracoms, sKemed )y
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ra
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und that the binary choice model - perfo
mp | e -oasnadm pol uet .

wever, anot her i mportant focus is sel e
nce we have 21, 2-3, uppémd -i mcbdriee igerso uipr
spectively, and each country has its u
dilwipdewa f i c effects t o e( Ami nat e Dehght

nderson, &.Pdmmeéethes, rz2@gh2)d, tkepemodel
tercepts to vary randomly across entit
t ween the variables of Moteoest, ipandle
ndom effects models are designed to st
e more flexibl el Baltl em n& hEradnmed ,p ozod Feld)c ime

(which are M®her ,efBdfcumint Kkewtl el, e s&s Pfalr &x

Ho
cCo
en
me
20
Ha
re
b a
P a

wever, I f there is a correlation betwe
nditioning regressors, employing a ranc
dogeneity of the conditioning regresso

an that are bot i{f Ami aas ed Dandjaidm¢ o Heingltee
12)To confirm the compatibility of our
usman testTabalse dxp3oatdeachgim o the test,
garding the exogeneity of the wunobser
cking for adopting(AmimandoDe | gfafd®c¢t sHer
rmeter, 2012)

Tabl elaBsWeasRe sul Usodoava v eBbdoegenei ty

A. High inco B. Upp-ei ddline on C. Lowei ddInecom
. . Chsqua
Chdsqua Chdsqua 0.7603
Stati 5.811 Stati 4.90099 Stati
pvalit 0.723 pval 0.8421 p-val i 0.6838
Al ternative hypothesis: one model i s incct
Since we cannot reject the null hypot hes
model s6 (eAnriircii,enRegl gado, Hen.delrhseo np,a n& |P apr
mo d e | wi t h random effects equations can
i ndi vidual [ i n the panel and time t, tr
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model ed as:

0w pdK M h T w 1 E

AT (13)

, Whoeirse the binary outcome variable for indi:
1 for Ahigh inflatiend amrdct®rotoferewipde;nat or
i ndi vidual i at dififfeepnésémpgs;theideatorfiet

for the expl anatortyhev armmiaabvifiedu;alef f ect t hat

unobservabl e heterogeneiid yt taeee roowsmu lda tf if we edit s

function of the standard nor mal di stribution
ofdf ® f E & 1 | into a probability value be
The random effects assumption introduces an

for the unobsepeabil i¢Greinec dx8I104)

- (14)
, Whéesethe common intercept capturing the av
“is the unobsegpedilfei ci nafifvea cdtu af or i ndi vi dua
normally distributed wi,t;h mean O and constan
I ncorporating the random effects into the pa
0 phd MR A @ © T E & 1 -
‘ (15)
The random effects panel probit madel accoun

and the wunobserpweahlIfd ‘ciated idwicd galf or a more n
understanding of the determinants behind #ffh
i nherent heterogeneity present within the pa
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In the | ag selection, we did not select |

i n a panel probit model, it is generally
the dependent variabl e i n (tGuee vnaordae | & cNaanv ¢
201&BnNd potentially violate the assumption
| agged dependent variable is |ikely to b
i ndependent variables, | eaairnrgo.,t 02 0b0i7a)s e d
l nstead of using |l agged dependent variab
val ues of i ndependent variables that ar e
| agged independent variables can captur
rel ahipnwe are trying to model while avo
with | agged dependent variabl es.
Literature generally refers to three mai |
I nformation Criterion (AI C), t he Bayesi a
psedRdgualrkesdu, . 201Lé) Al C criterion, whi |l e
selection, carries the potenti al risk of
favors model s with a(nMddelr,BElazsd R4g)C ,n udndeir g n
find models that fit data well, often f a\y
the |Iikelihood as parameters increase.
On the other hand, the Bayesian I nfor mat
criterion for model selection that accourt
manner. By placing a heavier penalgteys on t
aparsi moni ous approach, favoring simpl e
essenti al patterns within the data. Uunl i
aligns more closely with the principle ¢

expliacomast shoul d be favored WhezacdmMpetdohg
propensity of BIC to discourage overly coc¢
over f(iMetdienlgg @IOtlidmat ely contributing to t
more | ikely to generalize well to new da

BI'C may fail to fit the model perfectly
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Additionally, Masghaddecan' a pgneeauda commonl y en
probit model s, measures how well t he model
out comes compar(eHtls u,a 2aWHr6l)lel trhed/elpr ovi de 1 nsi
proportion of wvarianceRc@apdmuecedmbdys urmhes moldeu
be solely relied upon as the sole criterion
considered al ongsiAde atntdeBI Cr, i tteor jaa,r i yechatas
and -wednded understanding of a model's goodne
(Hsu,. 2016)

Anot her met hod t hat ensuresotthevalobdasti nes.s o0

processoutf lhaog dsel ecti on offers a strategic

pitfalls associated with excessitvenffag i nclu
speci fic peri od, di stinct from the esti mat
perfor mance. I n ourudassabswatemm| dyed oltawlsd n ¢

period from 2011 to 2023, a span chosen ind:
covgrinel to 2010. By isolating this | ater
the selected | ag structure generalizes to ng¢
readrl d conditions. This method all ows us t ¢

evalgathen model
used for(Hsuj.maodieén

s ability to make accurate p

Taking into account the advantages and di s
selection criteria, it becomes evident t hat
fits all scenari os. Each criterion offers it

psedRdguared hel p-fiiddantnigf ymotdhed ,beBdJdtC ai ds i n
complexity and -overwvatidagj oan®@MBE&l énhances
for unseen dat a. Rat her t han relying on a
assumpt iadompt we comprehensive approach that

resul ts.

To navigatxeitleirs omukldniagi pirmrcess, we rank the
from AIC, -BtfCyuampmpscudand RMSE. -Rsspgeuwcarfeidc,al | vy,
we opt for higher values indicating better f
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values to minimize complexity and increa
all four criteria, we identify the opti ms
from these different perspectivfeer bot hh
higahnd wnp parimeome countri-emsddhdoe foourmtom
(detailed criterion resulhk® amdthankppegs

3.4Resul ts

Once we have established the appropriate
proceed with the estimation using a randc
group. The estimat iTamlree8ullssi mper paasent
to the missing renaddiBPBmeatcauhori eswbetyv
1982, our estimations start in 1982. The
higmcome countri-misddiRd@e ¢é®@pumppied-25 f or
mi ddiheome countries. The random effects g
the estimati ons, utilizing the-RMpkhksmam I

maxi mi zati on.

Tabl Es8i ARetsiud n s

A. High-income B. Upper middle-income C. Lower-middle-income

Number of Countries: 21 Number of Countries: 23 Number of Countries: 7

Total Observations: 2695 Total Observations: 2122 Total Observations: 425

Period: 1961Q% 2023Q1 Period: 1961Q% 2023Q1 Period: 1982Q1 2023Q1

Coefficient Std. error Coefficient Std. error Coefficient Std. error

Intercept -1.591***  (0.068) Intercept -2.212*%*  (0.117) Intercept  -0.842**  (0.178)
GDP (t1) 0.003 (0.014) GDP (t1) 0.013 (0.017) GDP (t2)  -0.066* (0.027)
GDP (t2) 0.011 (0.017) GDP (t2) -0.004 (0.021) FX (t-2) 0.070%** (0.012)
GDP (t3) 0.0z (0.017) GDP (t3) 0.020 (0.020) Energy (£2) 0.006 (0.00%)
GDP (t4) 0.061**  (0.014) GDP (t4) 0.091***  (0.017) Food (t2)  0.020%* (0.008)
FX (t-1) 0.041**  (0.007) | EX (t-1) 0.063***  (0.0(B) sigma 1.194%*  (0.205)
FX (t-2) 0.004 (0.010) FX (t-2) 0.017 (0.02)

FX (t-3) 0.00a (0.010) FX (t-3) -0.0@ (0.012)

FX (t-4) 0.030***  (0.007) FX (t-4) 0.046***  (0.008)

Energy ((1) 0.008**  (0.002) | Energy ((1) 0.011***  (0.003)
Energy (2) -0.00L (0.003) Energy (t2)  0.002 (0.004)
Energy (t3) 0.004 (0.003) Energy (t3) 0.0@® (0.004)
Energy (#4) -0.08 (0.002) Energy (t4) -0.003 (0.003)
Food ((1) 0.0  (0.0066) | Food(t1)  0.016*  (0.006)
Food (t2) 0.001 (0.007) | Food (t2) 0.007 (0.00)
Food (£3) -0.002 (0.007) | Food (3) -0.00 (0.009)
Food (t4) 0.012* (0.0CB) Food (t4) 0.022***  (0.006)
sigma 1.208**  (0.090) sigma 1.2+  (0.1%)

*** jf p -value < 0.001, ** if pvalue < 0.01, * if pvalue < 0.05, . if pralue <0.1

According to model resul ts, both interce
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99. 9% confidence interval, and all significa

are pescepvefor né daiae oime Icowert ri es. GDP sho
t significantly imply the -emar gmprubaal eo f Ahig
Il ncome countries within 4 qunairddlreqgmewvhi |l e t
doesn't el egpewiteld theoretical relationship

This observation could stem-niirdodnh edoantea qual i
countriesd datasets or indicate that demand

infl ationotapeeodesntries.

As anticipated, exchange rates have a sign
Exchange rate depreciation serves as a cl ear
episode after 1 to 4 qgumardtdnreso neec recsosn obno tehs hain
af 2emguart erms dfddire olmeewecrountri es. The findings
uppmeirddiheome countries, etstpbagi alally ghhevi t mpa
conclusions drawn from the resedr2dlH 99gonduct e
and FdrB®da6 Wwhi ch emphasi ze t he gradual and

mechani sms associated with exchange rate mov

Furthermore, the heightened inflation | evel
i ndicate potenti al Ahigh inf-maddlbeomeHowever
countries, the results reveal that energy ir
i hationo episodes. This -magdiheomecaovaset 51 eod
analyzed are oil exporters. Howevef, when we
mi ddlhe omempoarlti ng countries, the coefficien
modell trsesw!| easle 3r.efiemr tthee TAgppleendi x) . Therefo
energy coefficient seems to be the reason fo
1982 in the panel probit model, where we mi
hand, when oi |l |Iplr iccoeusntrriisees ,s hraergpalryd,| eass of i

status, face fdhoiggh infthei Appel&igur e

To assess the model s accuracy in correctly
"Positive coefficients indicate that an increase in t
probability of Ahigh inflationd occurrence.
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empl oy the following evaluation metrics
Spyn(@0:20)

0 0AAEACAA Py UAAE] oI RO @ (16)
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, : L .

5£00a080600 .,§éuéc meéscst,vuaa!lztpe edpcobdbi l (I :Lt%/)
al lourhee,r wi s e

Based on the model results and evalwuatio
success rate in accuratel yhimprhedindtliartg oinn.
i ncome countries. Further more, -mhddl succ

i ncecomountries and rneindadimeso md EBWYn tf oire $ 0 we

i Fi gure 3.5

Moving forward, we computed the Ahigh i
deviations of inflati on determinants froc

deviations ranging from 0O to 3 standard

0.5 points.
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Figure 3.5A c t wHaghin fi | a Episanles osPredictedProbabilities

rce: Aut horsoé calcul ati on

Note: The plots display each country and its associated years eaxfein ascending

68



order. Since gray lines indicate actual high inflation episodes, where the probability is
1, and red lines represent estimated high inflation probabilities by the model, it is
expected to observe that red lines and gray lines overlap. Moreover, whemesed i
exceed the 0.5 threshold, indicating a probability of high inflation occurrence higher
than 50%, the model is considered successful for this episode.

Figurreev3e. a6l s t hat exchange rate deviatio
explanatory variable for occurrences of 7
depreciation (approximately 2 positive s
foregaédhigh inflationd in the subsequent
70% in high andc-08Me% cionu nntirdidelse. When depr
the | ikelihood of Ahi gh i nfmadidome® mseshar
coun®©i0i%e $ M nltiogne countri emi,ddimeo d& %c o mnt 1O
These findings again confirm that exchang
inflationo in nearly every context.

On the other hand, a growdevimagnonsdeoe
necessarily imply a high probability of
associated probaibndomeg, iist 484d If owwiéin gup p ¢
i ncome economies (only 30% and s~cOr%,p trievsep
statistics.

Mor eover, food commodity inflation play:
parti cul amildm neno heo weauntri es, where a de
positive standard deviations in food com
bef wmrmrecfasts Ahigh inflationo with more
probability of signalingandi g gealnnfeloantei o0 n ¢
countries when food commodity prices ri s
On the other hand, energy price shocks pr
i n |l-miwkedrne ome economies when energy i nf|
However, the impact i s not significantly
witkcdeptive statistics and t-be &i Gdiph @s
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(20,19Ki I i an 20RRRgado®20;28moarleover, it synchror
Gel os and Ustyugova (2012), who suggest that
proportion of food in the consumption baske

commodity shocks.

A. AHigh inflationo-i pcomaebgtbtup within th
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Parenthesis in each legend displays mean and standard deviations, respectively.
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D. Thresholdsimédsalttiiom@® i(mh@mi ghobabilit

arll:i]eutglrr:ri]gigf,’ o4 High-income Uppermiddle Lower-middle
Growth 15.7* 18.6* -12.7
Exchange rate 20.9 17.7 12.1
Energy 197.5* 189.8* 144.9*
Food 60.3 60.9 29.3

*There are few observations ttetceed these threshold levels

Figure 3.6 Hi Ig h | a Prababifities inResponse t&hocks toDeterminants

Sour ce: Aut horsodé calcul ati on.

One point to note is that since this ana

responses of countries inflations to t
significance of energy in high inflation

fam factors such as administered energy i

mechanisms, firms' price adjustment parar
it is an inevitable truth that huge oil

I nneer gy inflation) wi || resul t in "high"
policies. Nevertheless, these findings d:¢
|l ess than 200% would not result in "high'

On the other hand, #tuni g mpaotctmnse cheusts araitlhye
| omgn energy i mpacts that may have a mor
suggesTiendarhy, Cudadeé, (CHt @yhier ef ore, furt
studies focusing on the relationship be"
controlling for shelter mechaonnsmsl anido g :

may reveal the true i mpact of energy on I

3.5Di scussrobosandss

351. Robustness check of #Ahigh inflationodo

To assess the robustness of the resul ts,
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threshold. This time, we estimate the panel

defining the Ahigh inflationodo threshold as t

(~0.5*4. 5 %) of |l iterature thresholds for ro
threshold values airrec 8dme 5c amawnrdt r7i.e/s5 amd 7h.i 7ghh
mi ddiheome countries. We compare the model s
gauge the differences in estimation based on

Tabl ®o B uSC€hneecskssHi glin f | &Thircersch ol d

Model Model Evaluation / Share of Successful Predictions
High income Uppermlddle Lovyer—mlddle
income income
Baseline thresholdased model 82% 84% 83%
Threshold + 0.5*stdbased model 88% 89% 91%
Threshold 0.5*std-based model 71% 79% 65%
Accor dianbgl et oiB3né&r easing the inflatien thresho

i ncome and 10 t-oncl2me25i nenr emiseéd!| et he model '
approximately 6 percentage points. This resu
threshold wvaludasn, Bsrwenho asnd4OE%,staes |y (1998),
met hodol ogy with selected determinants wil |l
inflation episodes. Moreover, the model succ
thresholds decrease to 3.25 and 7.75.

3.5.2. Endogeneity check

As our primary focus is on incorporating | a

| agged dependent ones due to concerns about

consistency of our mo d e | selection. Endogen
vari abl esewiombimetai c model ar € GuewvnelaatCed wi
A. 20TI8) s i ssue | eads to estimators of t

(Wool dri dg€o @0ae@h for endogeneity in indepe
i nstrument variables (lIV) for possible endog
food commodity prices) . (2R96RVMRE&®mAANodwi ng Ho
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Jasova, MoesgRrORLOWE& UThkhisze the | ags of
i ndependent variables that are not incl ui
I n this regard, lags from 5 to 8 are uti
Sargan test, similar (t200.2J0ddev Sar Yaas sest
depi cTtaebdl & nBi. $p | awa lttheas arhe Ip, whi ch ensur
( Grace, Fo021lowi2ro@ 1@r M e(l 20,1 2hdd er val i dat i
we estimate our possi ble endogenous I nd
i ndependent variables used in theemwaifn cpr

Il Vs (which8 alreegst)hheiMorS5eovers wé obdapend
variables and replace them in the main p
we utilize the Hausman test t-baaedl yaadbh
effect panel pr obliatb | o 8@ Bk ped ha ghewn tihman
ensuring that there exists no consistenc
noe@exi stence of endogenei ty. Therefore,

endogeneity.

Tabl geBasbul Oss drvagedBbdoegenei ty

A. High incgd B. Upp-eii ddIne on C. Lowei ddlIne om
A. Sargan test results
Test Si{ 38.51 Test Si 29.552 Test S 5.0955:
p-val i 1 p-val. 1 p-val i 1
B. Hausman test resul ts
Chsqua Chsqua Chsqua
Stoati 2. 82¢ Stat i 4. 435 Stoati 0.09011¢
pval i 0.586 pval. 0. 3501 pval 0.764
Alternative hypothesis of Hausman test: .
3.5.3. Robustness check of demand
I n the r eeaelvm| ofpewlelilnf |l ati on analysi s, it
GDP gap holds more wutility as a variable
Literature review section. Thus, in orde
modwithin the framework of economi-c theo
Prescott (HP) filter to estimate the GDP
The HP filter, which employs a unique | a
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potential GDP deviations from actual GDP
ages of the countries in our sampl e, it is

l ue of 1600 is wuniversally applicabl e.

nsidering the variations in development | e
e countries in our study, the choice of a
| ecO@lmou kklsary, HaniMgor &ovegbalth&0dMdgcess o
ti mal | ambda values for each analyzed cour
search objectives. That was why we opted t
directly observablre rweadrniadblle ttyhathaof fGODPs g
tained through the HP filter with a fixed

net heless, in order to assess the robustne
dertaken an additeshamaanedl| yhes RaWe oma Eéd f |
obit model using the GDP gaps derived fro
meemodpeci fications and properties. This p
sights into how dif f eirrefnltatrieopnr erseelna taitad nosnhsi

fluence the outcomes of our analysis.

depiTabkd BmM& deter minant variables maint a
e-bgased probit modlilkelHohweoodergand hMc Laodgde n 6 s

uar ed Vv albuaesse d nmotdheel gaarpe r el atively | ower

sed main moddIC. viaH as e/l Graen dcc on shiassteednt | 'y hi
del , althoughand eimiRilBbriEe o mehcgbntries is | o
en selecting t he opti mal -l mekdkel hoowe apnrdi o
Faddenoss glusaerveddo vRal ues, along with | ower Al
nt ext, the Panel Probit model , i ncorpor at.
bust cpbopetereifbesmay be | inked to the appl

l ue (1600) f or atblascduretsrtiiensatiimnt od HMhef i3
proach might not accurately capture the nt
untry, Ipeocatdeamtgi attd y |l es s reliable output g i
nceivable that i f opti mateslta nmbada dv adDuPe sg awpe
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measures were availabl e, the integratio

robustness of this research's findings.

Tabl EsB8i #Retsiudn s f oMo Bahoewt Bambit

A. High income B. Upper middle-income C. Lower middle-income
Number of Countries: 21 Number of Countries: 23 Number of Countries: 7
Total Observations: 2695 Total Observations: 1838 Total Observations: 425
Period: 1961Q% 2023Q1 Period: 1992Q1 2023Q1 Period: 1982Q1 2023Q1
Log-Likelihood:-991.1% (-961.303) | Log-Likelihood:-498.1( (-497.54) Log-Likelihood: -136.825 {133.88)

Coefficient Std. error Coefficient Std. error Coefficient Std. error

Intercept -0.9**  (0.049) | Intercept -2.323***  (0.120) Intercept -1.1574*  (0.12)
Outp Gap (t1) 2.352**  (0.766) | Outp Gap (¢1) 3.52*  (1.135) | Outp Gap (£2) -0.057 (1.660)
Outp. Gap (¢2) 2.893*** (0.763) | Outp. Gap (t2) 3.3%8** (1.110) FX (t-2) 0.078*+* (0.011)
Outp. Gap (¢3) 2.757**  (0.762) | Outp. Gap (t3) 3.3H** (1.106) Energy (t2) 0.04 (0.00%)
Outp Gap (t4) 2617~  (0.762) | Outp Gap (t¢4) 3.737**  (1.112) | Food (t2) 0.080%*  (0.008)
FX (t-1) 0.039**  (0.007) | FX (t-1) 0.0+  (0.008) | sigma 1.25%*  (0.197)
FX (t-2) 0.003 (0.01) FX (t-2) 0.020 (0.012) .
FX (t3) 0.001 (0.01) FX (t3) 0.00L (0.013) AIC Values: 285.65 (279.695)

BIC Values: 309.338 (303.
FX (t-4) 0.027 (0.007) | FX (t-4) 0.033™*  (0.009) McFadden's Pseudoéﬁuargg Values:
Energy (t1) 0.007**  (0.002) | Energy (1)  0.000** (0.003) | 3@ (0.318)

Energy (t2) -0.000 (0.003) | Energy (t2) 0.003 (0.0%®) In sample RMSE Values:

Energy (t3) 0.004 (0.003) | Energy (t3) 0.0@ (0.00B) 1.108 (1.117)
Energy (t4) -0.0@ (0.002) | Energy (t4) -0.002 (0.003)

Food (t1) 0.015** (0.00) Food (t1) 0.023*** (0.007)

Food (t2) -0.00aL (0.007) Food (t2) 0.002 (0.01)

Food (t3) -0.001 (0.007) | Food (t3) -0.0® (0.011)

Food (t4) 0.012* (0.00k) Food (t4) 0.024** (0.007)

sigma 0.904***  (0.0M) | sigma 1.00*** (0.10)

AIC Values: 2018.31 (1958.606) AIC Values: 1032.205 (1031.091)
BIC Values: 2123.414 (2063.711) BIC Values: 1130.064 (1128.95)
McFadden's Pseudo-sjuared Values] McFadden's Pseudo-®juared Values

0.255 (0.278) 0.354 (0.35)
In sample RMSE Values: In sample RMSE Values:
1.065 (1.334) 1.950(1.54)

*** jf p -value < 0.001, ** if pvalue < 0.01, * if pvalue < 0.05, .if p-value < 0.1
(é) bracket sbasedpgbitresylts gr owt h

3.5.4. Sole depreciationbased Panel Probit Model

I n the previous sechbasad wmodelevewe i de md
significant influence fHi gl cihrafnlgaet iran e 4|
analyzed countries. For Il nstance, by na
experienced chronic exchange rate deprec
American economies, T¢rkiyepeKatakhhshant

dynamics between high exchangeFirgautdee d3e.p7r

As sd&dmuirret Be7magni tude of depreciation

of inflation that exceeds the high thres
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resulted in very high inflation in Brazi/l a
the USD |l ed to high inflation in all/|l anal yze
On the other hand, moder ate depreghations ar
i nfl ationo in Hungary and Kazakhstan compare
Inflation Depreciation Inflation Depreciation Inflation Depreciation
[} L ]
[ ]
[ ] L ]
<C * 1 -
I Q
5 b 8] ! © 222
' ! 14.5
201.6 ﬁ 2332 20.7 154 |
High periods 1 year before High periods 1 year before High periods 1 year before
Inflation Depreciation Inflation Depreciation Inflation Depreciation
L L ] [ ]
[ ] [ ]
°
x x >
b= B ° x
05 ! 20.1 225
‘ 108 I p— . 472
High periods 1 year hefore High periods 1 year before High periods 1 year hefore
Inflation Depreciation Inflation Depreciation Inflation Depreciation
L]
L]
10.2
g 2 Yy e
= I x
39.5 36.5 .
10.6 °
I T 194 — 1.5
High periods 1 year before High periods 1 year before High periods 1 year before

Figure 3.7Exchange Rate and Inflatidynamics inSelectedCountries

Source: Aut horsoé calcul ati on.

Note: High periods identify the distributions of higfflation, while the 1 year before
plots show exchange rate depreciations against the USD one year prior to high inflation

episodes. The plots focus on median values.

These case studies also strengthen our rese
depreciations are the major factor behind "
depreci at es, and then economies witness " hiocg
cawe go a step further and examine a stron:q
depreciation alone account for the occurren
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without considering other determinants? |
cases be attributed solely to exchange r .
To test this hgpotmase st hewer asmd dmreffect
this time with only one independent vari.
|l ags. While the |l ags for each income gro
mo d e | di Seccutsisgendb 8itnh  variables in this moc
rat e) wi || cover the entire analysis per
ti meframe allows us to delve into the dyr
| oewmi ddIne o me economi es, whi ch can provi
i nvestigation.

Tabl EsB8i 8Retsiudn s of the RandomOnEHfyf ect s F

Depend on the Exchange Rate

A. Highincome B. Upper middle income C. Lower middle income
Number of Countries: 21 Number of Countries: 23 Number of Countries: 7
Total Observation4956 Total Observations: 4816 Total Observations: 1593
Period: 1961Q1 2023Q1 Period: 1961Q1 2023Q1 Period: 1961Q% 2023Q1

Coefficient  Std. error Coefficient Std. error Coefficient Std. error

Intercept  -0.345%** (0.037) Intercept  -0.768**  (0.05) Intercept  -0.28**  (0.043)
FX (1)  0.028**  (0.004) FX (t-1) 0.043**  (0.004) FX (t-2) 0.034**  (0.004)
FX (t-2)  -0.0(8 (0.006) FX (t-2) -0.00L (0.007) sigma 0.494%+ (0.045)
FX (t-3)  -9.8E05 (0.006) FX (t-3) -0.001 (0.007)
FX (t-4)  0.014%* (0.004) FX (t-4) 0.0Zr***  (0.004)
sigma 0.444%+* (0.08) sigma 0.3B*** (0.04)
*** jf p -value < 0.001, ** if pvalue < 0.01, * if pvalue < 0.05, . if pralue <0.1
According toablhe tBhed udxcshanfge rate retain
same | ags, similar to theFicpourpd ¢ he8 mod &
depreciation of the exchange rate is of
epi sodes .nclomehicghuntri es, the exchange r a
rate in predicting whether i nf |l autcicoens swi |
rate of the c¢ompmiedtdenemakeelcoulnt rugpser t he
figures are 77% a-mdeb®Womehiclbent oi elsowe h
8 3 %. These results strongly f%insdiaapei mare
driver of Ahigh inflation. o These findin
and al most wuniversally an exchange rate |
8 The reasons for the high exchange rate depreciat
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C. dAhigh infl ati olnodweprr cibnachd hhe tgyr owipt hi n t h

H High inflation episodes 'A High inflation probabilities (predicted probabilites)

Model Evaluati
Figure 3.8PredictedProbabilities thatOnly Depend on the Exchange Rate

High inflation
o
o1

0.25

0.0

Sour ce: Aut horso calcul ati on.

3.6Concluding remarKks

This study analyzes the determinants of |
the value of Ahigh inflation. o To accomg
concerningstidgmawetd!l Ahigh inflationd thre
threshold as the median value derived fro
mi dd lhe o me countries-iaodme . 6@urftorri elsi. g hH
met hodol ogyc huaspetelenra inn st heef f ecti ve even wit
l ower th83e2bhotds high-ianodmé&) 75 for middl ¢

Having set the benchmark for #Ahigh inflat
focusing on key factors contributing t
understanding of the determinants of inf

79



at
Wi
e q
ou
ma
| e

i n

Ac

S i

- 0 o o =
> O ® @® =S o

TQ
—

e X

tention turns to investigating whether the
thin the context of the 51 countries under
ually contribute or i f some arienimoiraet @ mpac
r l nvestigation with random effects panel
naging binary response variabl es. This «c¢h
vel s i nto di screte ehui tgcho, nbe s e noafb | i higg had faol

veattiion into the determinants of Ahigh inf

cording to model results, exchange rate de
gnal s potenti al Ahigh inflationd in all [
vels exceeding 35% are associated with m
flani omimacdloene countri-eecamd ©60&nt ni BsghWhil
terminant s, such as demand, food commodi t
monstrate significance in specific i ncome
nsi stenstalandrFourniivhesrt ance, demand plays a r
hinglome countries, as an approximately 3 s
owt h forecasts fAhigh inflationo with a 44°¢
flationntpir &l esndi-dndeveme nati ons, with devi at
75 positive standard deviations, signal i ng
milarly, energy price shocks exhibit a 30%
l-oiwveddhheme economies when energy inflation
wever, these Iimpacts are |l ess pronounced i

ructur al di fferences discussed earlier.

nce exchange rates have consistently emei
flationo in both descriptive and economet:

amine whether exchange rate depreciation

Empl oyhegrandom effects panel probit mo d e |

i n
i h
e x

i n

dependent variable shows that exchange r at
igh inflanicomegni dipplr ghindd Heovea countries,
change ent® anolvieenne success rates of 70 %,

predicting Ahigh inflation, o indicating i
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Finally, we conclude that:

T Sol ely, exchange rate depregindtliaadn ont
cases -mhddppeme countriied| andomostaski
and mowarimeome countries.

T As an early warning indicator of #fAhig
Ahigh inflationd with t he prnocboarbei |aintdy

70% i # nitciogne countries.

I n conclusi on, our research has wunearthe
inflation, o illuminating the interplay o
di fferent i1 ncome groups. The convergence
mode results solidifies the significance
driver of Ahigh inflationo while acknowl
i ndicator. Appreciating the significance
preour $o elevated inflation not only en;
responses but also adds substanti al val u
the pivotal role played by h-ssterifaalt oex
our rusntdeendi ng of the intricacies of Ahigh
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CHAPTER 4

GLOBAL INFLATION DYNAMICS IN THE FACE OF CLIMATE
CHANGE: A UNIFIED APPROACH USING THE CLIMATE CONDITION

INDEX (CCI)
I n recent decades, the growing iIimpact of «cl |
gl obal concern. This phenomenon, characteriz

extreme weat h-eeaeliengsi mpbhscédarons for wvario
agiculture. However, the intricate relations

remdianrsgakeypl ored in economic |iterature.

Drawing inspiration( 2fOr22whlr iiendreisech g&at el ¢ il
gl obalization and digitization on inflation,
i nfl ati onl nf rtahmeswocroknt ext, we expl ore how cl i
cost through productivity and can also modi f
through several mechani sms, including sl ope
Regarding prododucedtyj etdi mabeks may decrea

i ncreased real mar gi nal acowsmisng@nlda bsaurb saemad ew
remain constant. Mor eover, common climate sbh
or droughts, may el evate the elasticity of i
uni que <costs for compani esatiendugedi addppliyn
bottl enecks, potentially resulting in an ag
mai ntain profit margins.

However, the main challenge I|ies in integra
equati on, given the absence of a singul ar
Previous studies have utilized (dDdweargpe cl i ma
Mi sati, Kamau,, &c IKiima t(ePwudriksedfhtzerishd&89) e change
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news f(Adamg, 20@3) qMPereat&urienatlq a&X0R12y)z e

i solated impacts on inflation. Yet , none
climate <change, necessitating théaincor
complex task due to dimensionality i ssue:
To address this challenge, we propose a ¢
variables intoondidtnomgke (CCI nateai @i ng to
conditions accurately and assess their u
i ndex addresses the dimensionality 1issue
and serves as a comprienhfelnastiivoen tnooodle | fi anrg . ¢
designed to function as a time series, o0
rael spublic awareness about <climate cost s.
The CCl I s obtained as a weighted aver
precipitation, wet day frequency, and va

Vector Error Correction Model (VECM) equ

dependeihée vearsab as cumul ative price | ev
| omgn trends in climate wvariables while
determining inflation in the analyzed col
a di frfeesrpeonntse t o cl i mate shocks, we <Ccrea

separately for t-h@é2period between 1950

Utilizing the obtained CCI, the study e
inflation through VEG@QMH, -1l ommgsetiati ngshopl
prices and the CClI. By analyzing the char
i ndeex ,set our research apart from previou

climate variable shock. I n this regard, ¢

1. We propose a Climate Condit iraomd Fnareg t

run change in climate conditions.

2. We find that7%pofoxanmatyeled countries
affected by climate change, whil e 3 o
from cl i m&tccoucntangees, wi tness signific
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I mpul ses.

3.l n response to climad4 ecomangeuninfilkatnenga
affected is al most-i Actoimmae £ cltoing@hme re st. h &mritrh
the respoinmeorotfi nfgpodountries is two ti me

exporter ones.

Findings reveaunthaesodigplay insignificant
var i aMoiroenosveesru,l ts highlight the substanti al i
i nflation, edmeonimel Inatiimnmi cachlde economi es r el
which resonates with insight(20D6RWan etar &l er |

(20,19Facci a, Par2il0e2rl)and Stracca

From the outset, we review the |iterature to
climate change in inflation formation in Se
data and methodol ogy t &@agédipdroatiedet teheCCle.sud
and discussions, respectively. The research

findings and i mplications

4. 1Literature review

4.1.1. Theoretical framework of determinants of inflation

A fundament al understanding of opti mal pric
climate change into the Phillips curve. For
pricing, the primary lobhatt mari mbzee espabte

over t he effhRacltmver.gp @dmde®@®@&pPpt i mi zati on probl

expressed as foll ows:
dOwoOB [ —wp — —® (1)
, Whesethe probability of the firm not bei ncg

periofdp; amd the stocha9tisc ndims dvabntpuft pattor .
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anddo is the firm' s -manganakedosbl uihenl ¢

i s

n p I —a® n 1 on (2)

, whigries the real mar gi nal cost . Equati ol
price rigidity, rational firms will estahb

value of current and anticipated future |

In its simple f@OX9ge)Gavae mardgiGealt l-ecast t
Douglas produtdownl f unddeirdennt(i fi exl techn

denot esbicsapliateolr,, p)anads ! el ow

dw —0 G n o 3)

, Whetwei s t he nomi nal wage i $eMeolg ilmbobdoog
O a N W is unit | abor cost (the | abor
mar gi nal cost in equation k2 aind Ydenot i n

similar to Gh9,99vwen do bGearitnl eirnf | ati on as be

“«  pf—V0 &/ @ “ | o (4)

Upon this point, it is assumed that fir m
margi ngdHotmmbe't g, HboOe,vep. 3InNarkup may cha
factors during asheatyassateoonorpaghbhitobri:
changes i mpact on prices, Wei(mDturtakwbvsdkeyf i&
Gi anturco, 1986)

0 L— (5)

' n thi sf (edgiusacduwmt, factor) identifies time prefer
On the other hand, the real marginal costs can |
whed ed 0 "O00 ( héabies i mport emd —i mp,utsi minldar to Hol r
CMTLY
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, Wwhodrse nomi dbiag Iwalgervihso uarvse,r aagned mar kup. Di f f «

Equation 5 in a logarithmic form, we obtain
expected inflation term:
“ Yo _Yo Ya Yo (6)

, whY®denotes the changewoiun dt kxpmatkdptande
(Dut kowsky & Gianturco, 1986)

4.1.2. Where should climate changebe placed in the theoretical framework of

determinants of inflation?

Since the onset of the I ndustri al Revol uti
production in the 1970s, there has been a ¢
temperature increase disrupts the balance ¢
preci pvtagpboiran, oa, cloud coverage, and vapor
weat her events such as drought, wildfires,
climate 1I mpacts exacerbate weather and | and

agriculturaMaphoduBauv|t &§AKatusdy kby 2I0@248K, Ro
and Ramaga&fuédyxryd that between 1964 and 2007,
decr easdéd pey c®Ent due to droughts and heat we

However, the more important aspect is the ex

hi ghlighting more severe product(izdG%) | osses

i ndicates that major grain yields are expect
2050. Li(@ni deptndalt.hat regardless of technol c
total factor productivity of-iadustulalburkeevel
by 2050. Rao, Pr(eaRsaaod , Pamds aMaqg h agprastdrhaa p atar 8 0 2 (
percent reduction in crop yieldc20M3)Sout h A
estimates a prodBwOWctppieomehecri maserofmgsivheat yi
I n Southern Eu(t2@a2893} Hoiiasttevgleaball .war mi ng wi
decrease in wheat yield by 2050, -Wh&reas Nor
percent agricultural welfare gé&aCnsbwr 2080 wun
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., .Ia2a0Bx)azil, agriculture is projected

74 per Rmatt ttiisl,l. e2a0@&@0 ., 2021)

en there is a decrease in yield and pro
pply and demand, potentially | eading t
t yet built the t heorrreetliadald qgorsmdescttdaimnd
flation. Therefore, to introduce cl i ma
spiration from (F20,22whac h maasur al ctulkke
obalization and digitalization on i nf
terminants into the Phillips curve, auil

e sl ope of -+ha nPlEiqlulaitgionnc Eg v @atnidon 6. M

ey found considerable change in the sl
tercept, which is exptpched dbdgoeghoi mg
d mar kup.

mil ar to global cH2m0@2eg!l i maFei edangb /e

il lips curve through productivity, sl or
de, when f alcaesde dwi ytihed ¢dini segptoektsi, ons 4 an
crease. Hol ding | abor and wages const
creased real mar ginal (Daoaskeswakyg &nfGl ar

86)

terms of sl opes, esksenpardihere pe@batbe htirn
rm not being all owed to Wkanddetrlee i gr is

ock into product-iehatéaodrdisasstaeace, orc!| d
all agricultural producers, "firms car
pectation that all midveber @Al &Vesener wi 20:
us, in terms of common climate change

pectwittHatdecrease and rise the el astici
ssible increment in slope doubles the
odudbtaisweidt i gh mar gi nal costs and throu

sts.
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Furthermore, when faced with unique costs fc
margins intact, firms increase( Wehbeerno&mi nal

Wasner Y1MbOG 2DV er, firms encountering a scarc
bottl eneck on the supply side may adopt a
prices. This strategy not only safeguards pr

t heir e xWeabresgi o& Was Adrer e2 ®22) wheomsfeaced wit
bottl ene¥&XimgEquaei on 6 may rise and amplif

inflation. However, since the mainstream Ph
Equation 4 becomes weak in understanding sinm
Addi tional speci al consideration should be
di fferent i mpact s in different countries. f

agriculture as a key sector may( Yoechepaetti cul a
al . 2006; Facci a, PRurrtkleer, mama m8itevwaooamR621) e
highly on(Hdagyri Kobetur edhnsorngaek,i ng Wrhsean ,mo2 E1 ¢
susceptible to economic fragility resulting
economies may witness higher elasticity to
advanced economi es.

Af ter understanding the possible transmissi

inflation, one can introduce climate change
sl ope parameter and mar kup. However, there I
vaabl e that represents <c¢climate change. Thus,
climate indicators and analyzed their i mpac
Odongo, Mi sat i, (KaOnBafu),| iaznedd Kriasiinnfgaul I amount
significant iIimpact (201L8pedl ecnftlthei enfedts ke

types of <climate di(s2aGGa&pd tome imlfilmati e nc h a&rhg
i ndex,cowHnextiss r el ated to climate(@Q®&2R2Je dange

=
[N

fiConsider a firm that produces good x at a selling i
per cent or a nominal mar kup above total costs of $1
$10. I f the cost incremsmrgia Bomphgl pmaskdpoabowmai no
the price of good x would be raised to $110. But whi l
the profit margin has fallen to 9.09 per cent. The f
ttoal costs to $11, rai 6Walget h& Wasrmcer 0of2@23d,d x. tb94)11
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used temperature as a representative cl i

However, t tdikeaalsls inmt emegr et ati on of cl| i me

temperatures may have different effects

countries, rising temperatures may | ead
fequency, and i mproved optimal temperatur
the sole rainfaldl amount may fnrod q ben dyn da
the wet MOdaeowwenm ,vahioati ons | i ke cli mate
wh e n analyzing productivity. To avoid

i ncorporate multiple climate variables a
di spl-aymnbar responses to the same c¢cl i mal
Since existing models for determining 1in
the addition -oél amuediphei abli enaties constr e
di mensional i t(yBuoft eehe maoadel snckx, Boose,
address these |Iimitations, this study ai.
i ndex that accurately represents change

infl ation. Ulti mately, this iodexmodegl ing
infl ation on a gl obal scal e. Furthermore
monitoring climate change, which can r ai

foster stakeholder engagement .

4. 2Data and Met hodol ogy

The climate varmiaglrlee o busaa d eidn ftrhoem t he ClI
(University of East Anglia) and M&t2210ffi c
The cloud coverage, temperature, precipit

are ppearucssentnaddsds medegrse ggserCarnon

c
=]
—
(2]

dat a
and days, respectively. The variabl es are
hand, cumulative price |l evel data is retr
(I'FS) as yeaasr lbye tovBHdriviadtsida ch cover-s 39 ¢
rel ated natur al di saster f-DAQueatcyb alad aof
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Centre for Research on the Epidemiology of
bet wee-?202901

As seen in Figure 4.1, c¢cloud coverage i s dec
temperature and vapor pressure are continuo

common trend in precipitation and wet day fr

Cloud Coverage Temperature
Relative to 1950-1970 average Relative to 1950-1970 average
25 3
2
0 1
0
25 4
2
1960 1980 2000 2020 1960 1980 2000 2020
Precipitation Wet Day Frequency
Relative to 1950-1970 average Relative to 1950-1970 average

1960 1980 2000 2020 1960 1980 2000 2020

Vapor Pressure
Relative to 1950-1970 average

1960 1980 2000 2020

Figure 4.1 Climaté&/ariables
Source: Author's Calculation.

Various techniques can be chbhasgederepgr ¢oent ati

index from the five climate variables. The f
i ndex, assigning equal i mportanceighbtall cli
oversimplify the impact of climate variabl es
i n some countries, cloud coverage may be m
precipitation, vapor pressure, Or awi ce versa
not be optimal. The second dlhttecmomantmione i harmr xi |
generation method of Principal Component Ana

equal weight approach, the PCA methodol ogy's
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as equall §Adsmpmo,rtBotugi I I, megStercitnignegr ,t h2e

i mportance of <climate variables affectini
Since we want to preserve the trends 1in

and want to consider their i mportance o0
overall, we choose to weight climate var.i
mod,elwhere the dependent variable is th
selection, we can weigh climate variabl e:
inflationary events. However, since we wa
espad |l y in temperature and vapor pressu
stationary ones. We should be aware that

that I s determined by climate trends rel
witdé mbl tidi mensi onal causality between ¢

became a fuosre fwetil gthoatige vari abl es basaed on

price | evels.

Before proceeding with VECM, the existen

among the variables is verified using th
that all Johansen trace statistics for r:
val ue for al | analyzed countries. Since
coint egbhwtt k @pmohlwe 20a0M)ut i |l i ze VETHWMe f or
mod el i's specified as foll ows:

Yo - B 3Yh 1QQ06 Q64 Qo4 - (7)

, wh¥Yoies the vector x variables' (cumul .
precipitation, temperature, vapor —-pressul

i's the cointegrating r3dlsattilmemshags cotef fd

vari abl es’ c QOfofsi ca emectmant riok, detiersmini
corresponding @cef i ciremat malt miat ur al di s
storm, fl ood, l andsl i de, wildfire, extr e
frequency du@myi sasitahbilce sy al break dummy
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the modie$,amandrror ter m.

The coeffi—cheanbemwtriiken as:

— | fee (8)

, wheire the speed of conveérigse ntclreeutnioonegqui | i

cointegration (or equilibrium) coefficient n

f coefficients -larteo muddud itelle byompl exi ty of

Hence, i ncreased CCI means good climate cond
the price | evel

As discussed earlier, since each country may
climate shocks, we avoid wutilizing panel an
separately for 38 edneaclty ztehde caopupnrtorpireisat e | ag

HanprQun nn criterion (HQ), whiLah kesptgihrhgt € 004r)c
and we display |l ag orders in Table 4.1.B. I
constant term for eawrchncsuedtdey gtroo wetrhs wrfe vtahre
(which ar e di(fLfuetrkeenpta htlh,a n2 0zOe4r)o )

As seen in Figure 4.1, some <climate variabl ¢
vapor pressure have shifted in their history

i mpact the model( Cmdrzaame tGarrst nsetrgrthiélristbyaosa, 20

ensure the stability of model pgr2dfet)er s, fo
we detect structural break points in the par
I n this regard, foll owing the authors, t he (
mo d e | for the entire sample and twumah testin
change in parameters when the sample perioc
utilizes resi diNakl sems &ofif¥hac ) btgh e 8eDrLt5i)r e s a mp |

from each subsample to assess whether there
full and reduced models (Please refer to Ta
breakpoints ar eQédieaserIni afetder wtehes eltat est br eas
country.
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Tabl e

4 Prlo pModiele s

Country

AUS
AUT
BEL
BOL
CAN
COL
CRI
CYP
DNK
EGY
SLV
FIN
FRA
DEU
GRC
HND
ISL
IND
IRL
ITA
LUX
MYS
MLT
MEX
MAR
NLD
NZL
NOR
PAN
PRY
PER
PHL
PRT
ESP
LKA
SWE
CHE
USA
URY

A. Johansen Test Statistics (trace)

for r=0 (no
cointegration)
199.49
265.87
220.97
161.95
200.13
166.7
193.4
231.48
221.61
217.87
193.6
220.23
202.06
198.69
225.59
197.21
178.3
189.59
206.35
220.76
180.75
158.92
161.77
200.08
215.33
202.66
213.21
232.13
197.58
217.55
188.98
174.32
214.13
235.7
199.05
204.37
235.77
173.26
193.69

Critical Value (95%)

131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
102.14
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7
131.7

B. Optimal Lag

based on HQ

B R R P P P NP NRPRNRPRDANRPRR R R R R PR PR RPRPEPEPNRERNERRRNRRRRPREPRPR PR

C. ChowBP

Break years

19511965
1951-1959

19511964

19531963
19511955

19521953

19551956
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4. 3Resul

AUS

1960 1980 2000

CAN

1960 1980 2000

CYP

1960 1980 2000

ESP

1960 1980 2000

HND

1960 1980 2000

ITA

1960 1980 2000

MEX

1960 1980 2000

NOR

1960 1980 2000

PHL

1960 1980 2000
SWE

1960 1980 2000

Bl ack |

AUT

2020 1960 1980 2000
CHE

2020 1960 1980 2000
DEU

2020 1960 1980 2000
FIN

2020 1960 1980 2000
IND

2020 1960 1980 2000
LKA

2020 1960 1980 2000
MLT

2020 1960 1980 2000
NZL

2020 1960 1980 2000
PRT

2020 1960 1980 2000
URY

2020 1960 1980 2000

ines denot e

BEL

1960 1980 2000 2020

cOoL

1960 1980 2000 2020

DNK

1960 1980 2000 2020

FRA

1960 1980 2000 2020

IRL

1960 1980 2000 2020

LUX

1960 1980 2000 2020

MYS

1960 1980 2000 2020

PAN

1960 1980 2000 2020

PRY
1960 1980 2000 2020
USA
1960 1980 2000 2020
ccl , and
il ter

BOL

1960 1980 2000 2020

CRI

1960 1980 2000 2020

EGY

1960 1980 2000 2020

GRC

1960 1980 2000 2020

ISL

1960 1980 2000 2020

MAR

1960 1980 2000 2020

NLD

1960 1980 2000 2020

PER

1960 1980 2000 2020

SLV

1960 1980 2000 2020

r Heodd riPircrkessc oa r

Figure 4.2 Climate Condition. Index (CCI)
Source: Author's Calculation.



After running the VECM for eaaoh effjut heb8!
coefficients for our 5 climate indices. |
coefficients as the weight with cleismate s
As depicted in Figure 4.2. climate condi"
which may highlight that climate condit]i

maj ority of analyzed countbeeseelmhenpodsi

Norway, the Philippinesl celraungdu.ayHovaenwder ,a
be careful when explaining the CCI I n t
becausandgdhbwimgi mpacts on inflation exi st

i n the CCI but al so the chckhoukcthabgesan

through a robust model

With the indices in hand, we proceeded t
affects inflation and whether such chang
For this purpose, we employed VECM with

and )CGQlnd exogenous dummy Vvareispmlnesse. aidadi

was conducted to reveal the impact of <clii
i nterval

As depicted in Figure 4.3.A., inflation
analyzed countries in the Middle East &
Central Asian countries. However, the in
counies. Sigmuinfimpatctshart observed i n M
run I mpacts in Australia and I ndi a. Mor e

sherutn for the Phirunppiomne£,gyiptr,undafdmi dNetw

Zeal,andsting | onger. The <climate i mpul se
Lanka.

I n the Americas, similar to previous regil
i mpul ses from cl| i maitne cthhaengemp ullms et hes ssh ag
Peru, and Uruguay. The i-mpol sesCanaa,dai g@i
and Costa Rica. Furpérmanoe ret, | x| a fmfaeg et cBal
Me xi co, Panama, Paraguay, and EI Sal vadol
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As seen in Figure 4.3.C., in Europe & Centr
climate change has significant defl ationary

andnsignificant but defl ati onar y-r uinn t he N €
i nfl ationary <c¢limate I mpul s-ean ar mpaodtsr aed

witnessed in Belgium, Finland, I'taly, and S
per manentl!l yni Aulsatri@anamDenmar k, Spain, and Pc
i nsignificant in Switzerland, Cyprus, Ger man

and Nor way.
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C.l mpuResponse of Europe and Central Asi
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Figure 4.3 Responses of Prices to the CCl
Source: Author's Calculation.

As we witnessed in i mpul se -ureisqopwer siemp a cctl
i nflation across countries. The I nteres
di fferences can be generalized according
the 41 oaweme countries may be pronéYodobebe ¢
et al. 2006; Ha et al. 2010 ;t éexatcct ai, s Play |

we group countries by their income stat.u
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depicted 1li.n iTmbtlhee Appendi x. Mor emev eurt,i lasz ed ey

each country's impul se respoemsgess eannd tthaek e rtoh
characteristics.

A.l mpuRes@onse-i haeamomi B.l mpuResponse {facol

Median

Inflation response to CCI
Inflation response to CCI

0 5 10 15 20 0 5 10
Period Period

Figure 4.4 Structural Differences in Response to theAxtdssincomeGroups
Source: Author's Calculation.

According to the figure, climate c¢change has
i ncome count riineso nteh aom eisn hwhgeh e t he medi an i
than 4 nclmghcountries. Moreover; nfcormeup to 1
couinetsr have been negatively affected by clin
and I reland di stionrctoneh ec oruensturlitess.f or hi gh

Simil ar -taos eidncgorneeupi ng results, the grouping

al so di spl-iamgportthiantg fcoooudnt ri es are more aff e

conditions, as seen in Figure 4.5,

Al t hough not conclusive evidence, these resu
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have hi storicall-yncowomesempdrtmrddteuntri
productivity. Thus, mar gi nal costs- in tfF

i ncome/ exporter ones. Moreover, the el as

and marllgomby highercomedrexpor heghcountr
these countries may face more supply bot
as proposed by (WoORaSHi amd Washdr be more c

rivals do the same, e rbaabsleidn gs utplpd g tco st &1

prices.
A.l mpuRes@onse for | B.l mpuRes@onse for |
0 o — e = = e A = [ g o m———— -

Inflation responseto CCI
Inflation response to CCl

0 5 10 15 20 0 5 10 15 20
Period Period

Figure 4.5Structural Differences in Response to the @Ctoss Export Status
Source: Author's Calculation

4. 4Di scussi on

The results obtained in this study are
i nstance, <c¢limate conditions'’ unfavorabl
Aust ( &l. Kaem & K. Autshte nP b VZROPLE3p 2 fledR®a a ,

Prasad, & Mo, h aFpréaitngcaej Ad 8, A ONle k2-0elo9g), Krueger
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Oppenhei merLatZOnI ®mxee i &a, abt, @A22he ot her h
favorabl e i mpacts ar e CGinsaclayrz,e.de ti mlnor t2h0elrln E
Anot her test of the robustness of the CCI
established climate indices: The gl obal SPEI
Il ndex (GCRI ). However, these indices differ
struct utruer asn.d Hcera exampl e, -shecCClcisiame asaeer
whil e the SPEI i's a database with a spatial
a ranking system that assesses the magnitude
takeacicouot drought, weather, surreflaacteedenvi r o
di saster s, while the SPEI only considers hy
focuses on extreme weather events I|ike storm
Due to their di fferences, each index has i1
favorable and unfavorable climate changes fo
more di saggregated data available, such as d
its higher spatial resolution. The GCRI I's m
overall ri sk analysis. However, neither t he
friendly structures, which makes CClI require
According to the SPEI (Figure 4.6.A), Canada
surplus probl ems, I ridndacedgdt aghtcl o mawat €h
not a major issue in most parts of Canada,
Caada' s ranking in GCRI aligns with CCI. (@)
significant challenges with drought and exce
findings. Additionally, the iimpact of dr oug
Uruguay, , CahdmBioai vi a, aligning with unfavor
ccCl The three indices generally produce sir
northern European countries have not faced i
Europe, tbée, Maddl AukEaralia face drought s. I n
countries are mostly affected by water surpl
productivity. The GCRI i's also high for t he
aligned withtC€&€hasyiconclusions.
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I n spdiitfef eafences i n index making process
high consistency with both indices, whi c
i nsights into the worldwide wuneven i nfl
di fferencetsr iaemo.ngl mcotumi s regard, structul
may measure C€uLUhscdntecbutitiomg to inflati
FriedricH2&,23fceak proving CCI's signifi
inclusion ofdleC€l oped aPlwielllli ps curve may
cost gap, sl ope of the Phi-ddn gtsancturmear kaun
the economy.t Whoitl ef athuseisesedrch, -such s
based discussions in worldwide Central B
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Besides, CCI may be a handf ul -pdr fionrdmicrag or s

agricultural |l oans for an overall banking s
vulnerability of agriculture toimndbdemel i mat e
depeayweonon agriculture also makes CCI useful
Product (GDP) estimations, which may attract
It is important to note that the generation

to the availability and accessibility of obs
price | evel data starting fromha&s&8@, ouhe i nc
conclusion about significant I-iyn cdo nfef/efroeond I m
i mporter countri-iersc avind /hf o @& peexpgontoehi gmes. M
has | imitations in capturing thearsggni fican
countries. The index cannot account for regi
the country, which makes it |l ess effective

nations. However, this |Iimitation does not a
tendency of cl i maQne tihre loauhgearr ehoauneds, e afesh cou
I mprove the CCI by incorporating regional di

focusing soleVvgl oanabyst sy

4. 5Concluding remar ks

I n summary, this study addresses the | ack of
change to inflation by drawing parallels wi
Sel ¢2l.22We propose that cl iimaftlea td hoann geeq ucaa n o
through marginal cost, slope, and mar kup. Ho
change variable for integration into the Ph
Climate Condition Index (CCIl). This index i
cdud coverage, wet day frequency, and vapor

the -rfvomgequilibrium coefficients of a Vector
with price |lentelvasi abkeedepend

The applicatsiperci 6f ccv&aceMsy for 39 nations re
negative trend in the CCI for the majority,
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Wi t h
usi ng
rel at
respd
being

cl i ma

These
parti
sugge
conce
mar ku
about
stage
conve

negl e

the CCl in hand, the study assesses
VECMs between prices aamnd tdhemgCCl ,
i onships. Resul ts indicate that on
msed i mate change. While five exper.i
significant, in contrast, 34 countr
te conditions, with only seven of t|
findings underscore the significatrl
cul a-r hgome mbdd-t mpestand €oodomi es,

stions fromAlptrlevu phus ndtit exptl ucet!ly

ivabl e that these econbdbmaéesocamdghtst
ps in respbncedtohad ksnat Bhus, we cCr €
the inclusion ndfl adliiomatfeorenaanm®eébbE
,atnogrpbe CCI into an inflation eq
rsations regarding i ndfal afta coent tfrri egogue
cted in contemporary central banki n

10¢



CHAPTER 5

CONCLUSION
I n thisfobesed, oweseveral perspectives of st
a primary focus on emerging economies. This
and findings of this thesis. The first essa)

i nfl atiemgiing emonomi es compared t o advance
Il nstitutional, structural, and historical I
i mbal ances within the gl obal system that C
infl ation ratessi.n Tevme rpgiviog ad c qruemit i ons gui
does inflation tend to be higher i n emerging

and why is inflation more volatile in these

We critically-Samsessonhé BBal aypat hesi s, a f
often invoked to explain inflation disparit.

empirical findings challenge the Bl hypothes

economies. This has prompted us to develop a
considers the unique structur al dynamics of
we are conceptwualizing a new althodaxi ve by
and heterodox perspectives. While orthodox |
nexus bet ween inflation anddmoxspgecrattd oiny ,

Kal eckdesercmistsetdt pnigodésrhamewmruk under standi ng
foriman within emerging economies. Our theor et
of gl obal economic conditions and resource ¢
highlighting the intricate interplay between
t ma subscribing sol el-basteod nmeompertoaarcihsets ,0rwed ecroar
i nfl ationary dynamics are fundamentally root
framewor ks.
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This essay has identified five intercon

di fferent infl ation phenomena: persisten
account deficits, commodity price fluctu
hi gmport prices; weak supply chain syste
resulting in regional i nfl ation trends

perpetuatliedg amrdd fendar kaopl ati on tthhrmawwdh toc
c

onsumaks;domestic competition and | i mite
inflationary pressures; and the | ack of
i nfl ation expectations. These interconnec
hi ghemomaedpersistent infl ation rates i n
chall enges in price formation and disinf|
Buil di ndggy maamitchse of structur al and instit

examines the factors <contributing to "h
detri ment al effects of high i nfl ation

di stributiont alainldi teyconeompihcassi zi ng the ur
preemptively address this issue. To begi
"high inflation" by | everaging existing

mi dd lhe o me coubt btesf aenmcdhimgh countries b &
comprehensi ve review of established t hr

provides a framework for identifying and

After defining "high inflation," drawing
perspectives, the essay explores the un
infl ation" episodes. Supported by theore
ssumweils the prominence of exchange r at
nflation across diverse economic conte
indicate a very high | i keilnchoonoed coofu n"thriigeh:
95

role of exchange rate depreciations as a

%) andclhimgh countries (90%). Based on t

mod el as a novel early warning model for
the moded '"satsaicces predicting high infl a
effectiveness stems from exchange rate d)
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commodity prices,
across income grou
Notablydrdemand nfl
wher easn itnrfilgagteiroe d

i ncome economi es,

and energy price shocks e
ps, with | ess consistent
ati on i s-i mooonmnee po oounnoturniceesd,
by food and emeddy prices
highlighting the structur a

The third essay departs from conventional

exploring t he I mpact of cli mate change as
acknowledging the gl obal repercussions of «cl
agri @uwl tianr e al sector t hat significantly T

especially in emer

Recognizing the <co
essay addresses th
novel Cli mate Cond
i ota single metric
i nflation across v

measuring <c¢limate

ging economi es.

mplexity of integrating c|
e challenge of wutilizing |
ition I ndex (CCl). This 1in
, enablingebhamedei mMmphCctsti o
arious countries and ti me

change through this nove

t rainsgmi on mechanisms of <c¢climate i mpacts on i

framewor ks that ex
setting behaviors,
theokFetundarpinning
al ter infl ationary

di sruptions.

pl ore the relationship bet
and nominal mar kup dynami
s, the essadycebdeddobkghtat

dynamics through changes

Ultimately, following the acquisition of the
transmission mechanisms, the essay seeks to
effect on inflation. Our examination demonst
eamined are notably impacted by <climate char
While only 3 out of the 39 countries analyze
climate <change, 27 countries are susceptibl

drilwvenclriemaatteed f ac
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APPENDICES

A. DATA SOURCES, ADDITIONAL FIGURES AND TABLES

a. Data
Tabad 8¢ An &b yrzterdi e s
A. High-income B. Middle-income
Abbreviation Name Oil exporter Abbreviation Name Oil
exporter
CHE Switzerland CHN China
CHL Chile CRI Costa Rica
Hong Kong -
HKG SAR. China DMA Dominica
ISR Israel GEO Georgia
KOR Korea, Rep. GTM Guatemala
SGP Singapore JAM Jamaica
URY Uruguay JOR Jordan
Czech
CZE Republic KEN Kenya
HUN Hungary MDA Moldova
ISL Iceland MUS Mauritius
JPN Japan PER Peru
POL Poland PHL Philippines
ROU Romania PRY Paraguay
SVK Slovak SRB Serbia
Republic
SWE Sweden ZAF SouthAfrica
SAU Saudi Arabia + ALB Albania
AUS Australia + BGR Bulgaria
DNK Denmark + IND India
United .
GBR Kingdom + MNG Mongolia
NOR Norway + THA Thailand
NZL New Zealand + TUR Tirkiye
BRA Brazil +
COL Colombia +
EGY Egypt, ArabRep. +
IDN Indonesia +
KAZ Kazakhstan +
MEX Mexico +
MYS Malaysia +
NGA Nigeria +
Russian
RUS Federation *
The data wutilized in this research covers th
first guarter of 2023, coll ected quarterly.
|l evel s, current and financial a0O8bunalilstatis
sourced from the International Financi al St s
The food commodity index is obtained from ¢t/
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r

nomi nal US doll ars, with a base year of =z

index i s aggregated into quarterly obser:
Due to data availability constraints, the
datasets for the three variables in the

categoriitaeadome hAngd~h hQ oarsee , miakckloee di ng t o t
i mene group clasdi)fi Maorcowpdiabihge i &t us ¢
i's obtained from The Worl d Factbook 202
countries (excluding China) are classifi.:
expsoritn the remaining cadepemidesnt.making t

To address the influence of outliers, we
utilizes the interquartile range (1 QR),
75th percentile (Q3) of the dataset. Out
minus 1.5 times the | QR (Il ower fence) or
fenc@2gstjerdy, Saei di , & Hei dar zadeh, 20 2
Min Inner fence Q, Q, Inner fence Max
Extremeout]ie? Mild outlieri:il-S IQR . , - 1510R t? ::

e » IQR = >

Outer fence  31QR 3IQR  Outer fehce

Figure a.1 OutlieDetection
Source: Dastjerdy, Saeidi, and Heidarza(&€23)

Generally, the standard practice involves removing outliers once detected in the
samples. However, this approach does not align with our dataset and research
objectives. Implementing this methodology would lead to the exclusion of pivotal
years marked byignificant energy shocks, such as 1973, 1979, 2000, andZT22,

as illustrated in Figura.2, along with their associated w&hown "high inflation”
episodes. Instead of outright removal, we replace these outliers with the border inner
fence values. Tik decision allows us to retain the most critical years in our analysis

while mitigating the estimation errors associated with outliers.
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Figurea.2 OutlierDetection for Energgommoditylnflation

Source: Authorstalculation.

b. New Keynesian inflation derivation

To comprehend the determinants of Ahigh i1 nfl
formation within nominal price rigidity i s
reassesses its pricing, thed phamamagxbdblmjeresi v
expected profit dwHel mblee gelfhf2d @tiXxviemipzeartiioodn pr
can be expressed as foll ows:

dwwoOB | —wpy —o —® (1)

, Whesethe probability of the firm not bei ncg
perioldp; drsd the stocha$tisc ndims cddabsntp uft p@ttor .

andé is the firm's -manganakedosol uihenl édgr ¢t
I S

n p I —a® i 1 -en (2)

, whieries the real mar gi nal cost, defined in &
Equation 2 illustrates that in the presence
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prices by applying a margin over a combi

mar gi n&l <costs

A commonly wused empirical version is ba
rel ation between maGaliinad& Gersttl elvjie DUS Pal
actual output (real GDP) exceeds the ecor
demand for goods and services. To meet tF

businesses may need to hire moret hwearrker :

exi sting workforce. As | abor becomes mor ¢
be upward pressure on wages. Workers may
be willing to pay more to attract and re€
d i ven by excess demand, can | ead to a ri
mar ginal cost i1is identified as bel ow:
GO Qo ( 3)

, whkesethe output el e@ssi togyadabpmbhreginadlu
l evel of output in | og tEISE)e rHolwiewed , Mdt:
of Moments estimations for the US demons
out put gap and inflation, contrary to th
mar ginal cost-Dohglbbaghptbaed€Cobon ,f umhcerie n

oidentifiesderctheasilicgpiatbeolr,, p)anads bel ow:

Gw —0 a N (4)

: whie ries t he nomi nal wagea i eveodlg ilmbbbpg
O a N wis unit |l abor cost (the | abor sh
Gali and Gertler find a highly significart
real marginal cost (unit | abor cost) and
Sborda&med 2al t hougHo Innob{e2r@d @) Mt he case of $
However, accor (P20,§o0tlerMazairmad etrwo f undamer
2 n eduast(iadinscount factor) identifies time prefer
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|l abor cost (ULC), which are described above

the countercyclicality of | abor share, i n co
mar gi nal costs. For example, Galj lkhabdoGertl e
share increases due to acyclical real wages
contrary to the theoretically expected f al

not the only sourcéAtods omplgue,a sdlea®Buminect above

According t o bot h aut hor s, aut onomous gr o
countercyclicality may explain the negative
mar gi nal cost coefficient Iin(XIRhRhe9WUS Phillips
The second issue is related to the restricti
flexibly adjusted at a fixed real wage to ob
Mazumder divides | abor I nto empl oyment and
awege hourly real wages, maki ng mar gi nal
countercyclical marginal cost into theoretic

a significantly negative relationship bet wee

out puetstgianpat es.

On the other ha@200&Eorssi adaemrd tNeé sowmt put gap
theoretical model . I n thei-conessbenh,otuthputu
estimati on, Il nstead of detrended out put, r
relationship betweemni 6oheiouthmet USap UKnd ainaf
Furthermore, in more Yiemstnaad ewxsfe atricen dietirldmred
For bes, Gagnoa0Q2®unGoldiasasgnificant rel ati on
analyzed ¥simoluarritees,  Neiss and Nelson. The:

i mportance of output gap determination in th

I n addition to true output gap esti mates, t h

or ULC and inflation could be attributed to

B'n their research, measure whemplackmemtptuates and feste
No-Accel erating Inflation Rate of Unempl oyment ( NAIT RL
share of workemeempbabfyadeopatemporary.

“Only 4 of them are emerging economies: Chile, Hungar
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cost , which does not account for supply
goods, ene(dal i aadef &odMokw&kra,t R®dUglh) nAwag
main determinant of prices does not neces
cause of petLaeociafl 20R®dpopdi B3)o Mal i kat
i f supply factors significantly drive 1in
|l i kely exhibit a negative correlation wi
be the reason f oranthec aehfefoirceite nctaldfy ssliagenki

the Phillips curve of2pB@dibes, Gagnon, an

However, it's worth considering that the
di ffer from those of advanced economies
restrictions are not as prevalent, exces:
mi gdhtti mul ate supply by reducing unempl oy
(Braga & Serr@Gmmseqd@®@nid) vy, infl ationary
demabnads ed factors might not be as evident

findings of Jasov@z0,Mojehsesrnee ri,n fa nadt i Toank ait ss

by gl obal forces

Firms' costs are not only related to | a
i mported inter médBiaat i godaclpsojmw,.e svBerNa c k
production fdnoti ©a0 bec(ohs@Bes i mported ir
antd — p) (11 AAOCe I n this regard, the rea

def i nHeod nblyrf 0@y ROUMNOF¥ DPg deviation from t
as bel ow:

dw —| 0 a N W =-p | N Qd n W (5)

, whei s i mporte®Qdai spthepiimpeyrted input
n Qd n wishsehare of i mported intermedia
current prices. Consindeannbetbavi dédeé i mg
i nput's invoice price change and change

equation as bel ow:
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4 ——1 0 a f ® -p | A Vo QA

@ (6)

, wherei s invoicxi pribe bhadal currency's val
exporter countries' currenci es. I n general,
asQwHowever, selecting the appropriate excha
accurate and meaningf ul analyébko6B@asul ts. F

recently highlighted the inadeqgthcpugh using

regressions. The Dominant Currency Paradigm
a dominant currency, such as thegeS adtod,l ar,
not the bilateral exchange rate, drives gl ot
Chen, Chung(,2 02r2¢ptahskeovuyg h f or i mports is | ow
estimated based on the ©bilateral exchange
countries. However, when the study allows th
depend on the exchanagendr athee lveethwecd ne sctuerrieinmn
through is much | arger at 59.2% for the UK.
under est i-tnhartoeusg hp absesc ause it does n-ot adequal
rel evant exchange rate variation.

However, introducing exchange rates to real

pri gesn MMwassumes that the sntameamdnount of

"Qumust have the sakbthmpgbttbef sampabamopnt ce

i ncrease causes a price rise only by 10%, t
i ncreases prices ((bMonR&as n& AMgeadibpna 2022)
observation wunderscores a possible nonlinea

infl ation and exehwamagle reaseasr cHerdeegrowed t |
relation between infl atlliiomed@amdnkdal, eRahahegye,
Wei(">0E2jyor Correction Model (ECM) estimates
exchange rate on prices becomes proportionat
Similarly, Cageloldioadydi Roiotf m&r' £ mer gi ng mar k
threshol d |l eading to nonlinearities when t|
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depreciation 'Si nmolraer tthoa ne m2e4r%.i ng economi
Local projections mode(l20 5@golwavtelcathi ei @ami
chaf®des exchange rates havtehraowgh atte ri refflf
the euTbemefe@re, recent YRhYQa i pyddbcar ves

capture such nonlinearity (29.20Howaws®rv,a,t
theoreticad imeasonyofi snomot yet derived f

in this framewor k.

Concluding exchange ratesd nonlinear re|

Moessner, (20,240gdmk aitsported input pricesbo

and other 1imported inputs prices and exc
bel ow:
a o
|0 a n w
\ \ N N N r \ r (7)

-p I N n NQw Qv Qw Qa n o
Afterward, we replace real mar gi nal cost
setting as a | ogtdchdwi atsi drelforwom st eady

n p
| 0 a n o
T_

-p | N n Qo Qw Qw QG N w
n 1 on (8)

This final version of the price setting

oil, food, and other i mported input price
%Such high depreciations in exchange rates are re€
and Rb9@86)a nominal depreciation of the currency
One standard deviation of the first difference «
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which i s al

so determined by exchange

Tabl e b. CoWwmtad iyese d

High-income countries

AUS  Australia

CHE Switzerland

CHL  Chile

CZE Czech Republic
DNK  Denmark

GBR  United Kingdom
Hong Kong SAR,

HKG China

HUN  Hungary

ISL Iceland

ISR Israel

JPN  Japan

KOR Korea, Rep.
NOR Norway

NZL  New Zealand
POL Poland

ROU Romania

SAU  Saudi Arabia
SGP  Singapore

SVK  Slovak Republic
SWE Sweden

URY  Uruguay

Upper middleincome countries Lower middleincome countries

ALB Albania EGY Egypt, Arab Rep.
BGR Bulgaria IDN Indonesia
BRA Brazil IND India
CHN China KEN Kenya
COL Colombia MNG Mongolia
CRI Costa Rica NGA Nigeria
DMA Dominica PHL Philippines
GEO Georgia

GTM Guatemala

JAM Jamaica

JOR Jordan

KAZ Kazakhstan

MDA Moldova

MEX Mexico

MUS Mauritius

MYS Malaysia

PER Peru

PRY Paraguay

RUS Russian Federation

SRB Serbia

THA Thailand

TUR Tarkiye

ZAF South Africa
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Figure b.1 Inflatiomssociated witlbeterminantd8eyond the 75tercentile

Sour ce: Aut horsoé calcul ati on.

A.Hi gmcome
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