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Abstract
Whenever a country is domestic currency cannot fulfill its

duties, foreign currency replaces it. Currency substitution is a
common phenomenon in developing countries influenced by
economic and political factors. One of the most significant
economic aspects is exchange rate overshooting. The main
objective of the current study is to investigate the relationship
between exchange rate overshooting and currency substitution
in Iran. Using Kamin-Ericsson (2003) method, we first
examine the foreign currency in circulation and the volume of
currency substitution in Iran’s economy using annual data
from 1961-2021. Then, the self-explanatory Bayesian Vector
Autoregression (BVAR) method is used to investigate the
impact of exchange rate overshooting on currency substitution.
According to the results, exchange rate overshooting and
inflation always lead to increased currency substitution in
Iran’s economy. On the other hand, economic growth has a
negative effect on currency substitution. Additionally,
neutralizing the impact of shocks related to exchange rate
overshooting, economic development, and inflation requires
more than five years; therefore, economic policymakers must
consider the factor when managing currency substitution.
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Introduction

Exchange Rate Overshooting have adverse effects on the majority of economic
variables, the reason is that due to the creation of uncertainty in relative prices, it
causes an increase in economic instability through Production cost channels and
reduce Investment incentives. The outcome of these factors at the
macroeconomic level, it will result in a decrease in production and an increase in
expected inflation. One of the actions of economic brokers to cover future risks
replaced domestic money by valuable assets. Currency Substitution or Demand
for foreign currency by domestic residents is widely observed in developing
economies. In these economies, some stable currency, which is usually the
dollar, replaces the domestic currency firstly as value source and then as a means
of exchange in addition to domestic money. In addition, studies show that in
developing countries, adverse effects of exchange rate overshooting will
intensify due to the possibility of money substitution.

Research method and data

In this research, Using Kamin-Ericsson (2003) method, we first examine the
foreign currency in circulation and the volume of currency substitution in Iran’s
economy using annual data from 1961-2021. Then, the self-explanatory
Bayesian Vector Autoregression (BVAR) method used to investigate the impact
of exchange rate overshooting on currency substitution.

Analysis and discussion

Before estimating the model, it is necessary to examine the nature of all
variables in terms of reliability. The results show that the majority of the
variables in relation to domestic money demand (domestic money demand,
logarithm of Gross Domestic Product (GDP), real deposit interest rate and real
exchange rate) are an unstable surface and only Inflation is maximum stable.
Due to the existence of co-accumulation among the variables of domestic money
demand relationship results of money demand relationship show that production
or income have positive effect on money demand and in the meantime, sangtion
and war will neutralize the effect of production. Maximum inflation and real
return of the currency market have a negative effect on domestic money
demand. Finally, the real bank interest rate has positive effect on money demand
because the real returns of keeping money in the form of deposits can strengthen
the keeping of money in the form of domestic money. Then, the relationship
between Exchange Rate Overshooting and Currency Substitution are investigate.
At the beginning of estimation, it is important to determine the optimal lag.
Using the interrupt selection criteria, the results of the interrupt will be dedicate
one. Therefore, to estimate the Bayesian Vector Autoregression (BVAR) method
used Normal-Whishrt Prior density function.

Therefore, model despite the one lag for each variable and definition of previous
values estimate base on Minnesota / Litterman approach. After estimating the
model and ensuring the stability of the estimated model, analysis of the effects
of shocks and related reactions and variance Analysis can be done. Reaction of
money substitution to inflation shock and exchange rate overshooting as
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expected is positive. An important point is exchange rate overshooting shock
after 6 years and inflation shock after 13 years is neutralized, therefore inflation
has effects that are more lasting. In addition, as expected the reaction of money
substitution to economic growth shock is negative and this effect disappears
after 16 years. Therefore, always in long time exchange rate overshooting lead to
Increase currency substitution in Iran's economy; also due to the mutual effects
that are systemic between Bayesian Vector Autoregression (BVAR) variable are
estimated, exchange rate overshooting shock with long-term effects on the
country's growth and inflation have effect on currency substitution. This is one
of the most important reasons for the high volume of currency substitution in
Iran's economy.
By using Variance Analysis method can define be proportional share of inflation
variables, economic growth and exchange rate overshooting in currency
substitution in Iran's economy. After currency substitution, inflation rate in
explanation of currency substitution changes after 20 periods has the largest
share. However, economic growth rate and exchange rate overshooting always
have shares less than 2 and 1 percent respectively. In the meantime, exchange
rate overshooting had the lowest relative contribution and it will increase from
about 28% in the second year to 0.34% at the end of the tenth year. After 10
periods, contribution of economic growth and currency substitution in
explaining changes in money substitution has almost stabilized but Along with
the decrease in the share of currency substitution, the share of inflation
increases. In general, it can be stated that in the short and long term, after the
currency substitution, inflation has the most impact and exchange rate
overshooting has the lowest impact on explain currency substitution in Iran's
economy.

4. Conclusion
According to the results, exchange rate overshooting and inflation always lead to
increased currency substitution in Iran’s economy. On the other hand, economic
growth has a negative effect on currency substitution. Additionally, neutralizing
the impact of shocks related to exchange rate overshooting, economic
development, and inflation requires more than five years; therefore, economic
policymakers must consider the factor when managing currency substitution.
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