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Abstract

This study employs a quantile-to-quantile connectedness framework to examine volatility
spillovers between (i) the growth rate of the free-market exchange rate and inflation, and (ii) the
exchange-rate gap and inflation, using monthly data for the Iranian economy from 1986 to 2024
(1365-1403 SH). The results reveal that, in the growth-rate model, inflation plays the relatively
dominant role in explaining the interaction between the two variables—especially in the median
quantiles—implying that under normal market conditions inflation partly drives the exchange
rate. However, the relationship intensifies at the extreme quantiles: in the tails of the
exchange-rate distribution, the direct pressure of the exchange rate on the price level becomes
predominant. In the exchange-rate-gap model, spillovers are likewise stronger in the extreme
quantiles, while in the middle quantiles—reflecting calmer currency-market conditions—the
exchange-rate gap exerts the larger net effect, rather than inflation. During crisis episodes, the
average total connectedness between corresponding quantiles rises sharply, indicating a
pronounced co-movement of exchange-rate and inflation volatility. Moreover, quantile-based
total connectedness is time-varying and conditional on the state of the economy. These findings
underscore the importance of analysing quantile-level spillovers in both directions to capture the
full dynamics between exchange-rate movements and inflation.
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