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Abstract: 
Inflation volatility is one of the characteristics 

of Iranian economy over the past four decades. 
Inflation volatility by creating macroeconomic 
instability can affect the relation of economic 
variables. The purpose of this study is the 
evaluation of the impact of nonlinear inflation 
volatility on the relationships between the Iranian 
trade balance with the exchange rate during the 
1973-2016.  

For this purpose, firstly inflation volatility by 
using EGARCH method has been estimated and the 
model was estimated by Markov-switching model. 
The results show that the behavior of trade balance 
in Iran can be divided in 3 regimes (high, medium 
and low trade deficit). Increased exchange rate has 
induced the improvement of trade balance in 3 
regimes. The effect of inflation volatility on the 
relationship of exchange rate to trade balance in the 
high and medium trade deficit regime is 
insignificant. Whereas in the regime 3 (low trade 
balance deficit) is negative and significant. So that 
in the regime 3(low trade deficit) inflation volatility 
has caused to debilitation of exchange rate effect on 
the trade balance and with the increase in inflation 
volatility exchange rate effect on the trade balance 
is further debilitation. 

 
Keywords: Exchange Rate, Inflation Volatility, Trade 
Balance, Markov-Switching Model. 
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1. Sequential Quadratic Programming (FSQP) 

Algorithm. 

2. Expectation Maximization (EM) Algorithm. 

3. Broyden-Fletcher-Goldfarb-Shanno (BFGS) 

Algorithm. 

4. Kwiatkowski-Phillips-Schmidt-Shin 

5. Correlogram 

6. Akaike Information Criterion  

7. Schwarz Baysesian Criterion 
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