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ABSTRACT 

Purpose – The relation between exchange rate and inflation has a vital 

importance, especially in emerging economies where the movements in exchange rate 

can significantly impact inflation rate. This paper focuses on analyzing the 

relationship between exchange rate’s movements and inflation rate by controlling for 

the countries’ trade orientation, source of financing, financial sector development and 

the international oil price. 

Design/ methodology/approach – For the purpose of the paper’s analysis, it 

adopts quantitative methods by using a panel data set obtained from the World Bank 

and the IMF for 19 emerging economies to estimate the model specification using 

pooled OLS, fixed effect, and random effect estimation methods. The sample set of 

countries were chosen to maximize the diversity of the exchange rate regime and their 

geographical position in the world in order to explore the universality of the studied 

relation. At the same time the countries are similar in being emerging market economy 

and facing similar inflationary pressure, economic crisis, and exchange rate 

movements.  

Findings – A positive effect and a statistically significant effect of the exchange 

rate, the financial sector development, and the type of finance in the economy on 

inflation. However, the paper could not find a statistically significant impact of the 

exchange rate regime, trade orientation nor the trade openness factors.  

Originality/ value – The paper incorporates factors that were neglected in the 

literature but have potential impact on inflation during exchange rate movement, 

namely: the financial sector development, the source of financing and trade 

orientation. The paper also adds an updated data set to the existing literature. 
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Paper Type: A Research paper 
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1. INTRODUCTION 

The relation between exchange rate and inflation has vital importance, especially in emerging 

economies where the changes in exchange rate has a potential impact on inflation rate.  The 

long-contested relation between movements in exchange rate and inflation rate must be re-

explored as inflation being the topic of the hour in all economies whether developed or 

emerging due to the leaps in inflation rates after the COVID-19 pandemic and the Russian 

war in Ukraine. This paper studies the impact of exchange rate movements on inflation rate 

while controlling for the influence of financial sector structure and trade orientation, in 

addition to changes in international oil prices; these issues that have not received attention in 

related literature, with data from 19 emerging economies covering an updated data set. 

Inflation has several negative effects on the ordinary citizen in a country, the economy as 

a whole and on the international market. On the individual level, inflation reduces the 

purchasing power of the ordinary person and decreases his real income, when wages remain 

constant, especially for the poor labor force, and thus reduces his standard of living. On the 

economic level, inflation causes uncertainty about future inflationary conditions in the 

economy which may lower investment and saving, encourage hoarding and cause social 

unrest. On the international level, inflation reduces the country’s competitiveness in the 

international markets. In addition to the negative impact of inflation, there are costs that must 

be paid like transaction costs, and the cost of reducing inflation and tax increases. All the 

above-mentioned negative effects of inflation and costs paid by the economy make it 

particularly important to carefully study inflation and the factors affecting it. 

Movements in exchange rates affect the rate of inflation through imported inflation and 

exchange rate passthrough which is defined as the act or action of offsetting increased costs 

by rising prices and several direct and indirect ways: First, an appreciation or a depreciation in 

the exchange rate changes the prices of imported goods and services which has a direct effect 

on the consumer price index through imported inflation, which is an increase in the prices of 

imported fuels, imported raw materials, and components that increases the domestic cost of 

production and leads to the increase in the price of domestically produced goods and services. 

Second, changes in exchange rate affect commodity prices where many commodities are 

priced in dollars or euros, so a change in the exchange rate of the domestic currency against 

the foreign currencies has a direct impact on the domestic price of commodities such as oil 

and food prices. A stronger foreign currency makes it more expensive for the country to 

import such items. Third, the movements in the exchange rate cause some changes in the 

growth of exports and their prices. 

On the empirical level, many studies have examined the effect of the exchange rate 

movements and type of exchange rate regime on the inflation rate. Most of these studies have 

considered variables like the growth of the money supply, growth in government spending, 

trade openness, and capital controls. However, they have neglected to incorporate other 

factors that have potential impact on inflation during exchange rate movement, namely: the 

financial sector development, the source of financing and trade orientation. 

The main objective of the paper is to investigate the effect of the changes in the exchange 

rate on inflation in 19 emerging economies, considering the above-mentioned variables 

affecting inflation. The paper thus contributes to the existing literature and joining the 

ongoing debate about impact of the financial factors on the inflation rate by incorporating the 

financial sector development, and the source of financing into the model specification to study 
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the impact of bank-based and market-based finance on inflation and the effect of financial 

sector development on inflation which was also neglected despite of its importance. The paper 

also explores the impact of the trade orientation on inflation. 

The paper is organized into six sections, the first is this introduction. The second section 

reviews the previous literature on the research topic and the third section provides a brief 

history of the exchange rate movements and inflation rate trends and policies in emerging 

economies. The fourth section demonstrates the variables, data, and the methodology used 

and sets up the empirical model. The fifth section presents the estimation results and the 

interpretations. Finally, the sixth section provides the conclusions and recommendations for 

the paper. 

2. LITERATURE REVIEW 

Several studies have examined the extent to which exchange rate movements are transmitted 

to the inflation rate by studying the exchange rate pass-through and imported inflation. 

Imported inflation is caused by increases in foreign prices or by the depreciation of a 

country’s exchange rate. 

Almost all the literature that studied such pass-through effect found a correlation between 

the exchange rate movements and inflation for example papers by McCauley and Ho (2003), 

Liu and Chen (2017), Fisher (1989) and Campa and Goldberg (2005). In Fisher (1989) the 

degree of pass-through differed according to domestic and forign market structures. 

McCauley and Ho (2003) showed that exchange rate movements posed significant challenges 

to inflation targeting policies in emerging market economies, and that developing and 

emerging countries tend to experience higher pass-through than industrial countries do. The 

reason behind that was usually attributed to the degree of openness of the countries which was 

believed to be directly proportional to the exchange rate pass-through although this was not 

always the case empirically. The second reason for the higher exchange rate pass-through was 

the patterns of consumption associated with relatively low incomes. This was explained by 

Engel’s Law which showed that the share of the expenditure on food decreases as income 

increases and vice versa. The third reason was that countries with a history of higher inflation 

tend to suffer from inflation more than others. Campa, Goldberg and Gonzàlez-Minguez 

(2005) set an empirical analysis of transmission rates from exchange rate movements to 

import prices, across countries and product categories, in the euro area in the short run and the 

long run. The results showed that the transmission of exchange rate changes to import prices 

in the short run was high, although incomplete, and that it differed across industries and 

countries; in the long run, exchange rate pass-through was higher and close to one. Finally, 

Liu and Chen (2017) studied the imported inflation and exchange rate pass-through in China. 

They found that a positive shock to the currency had a negative effect on inflation measured 

in CPI, and a more flexible exchange rate regime brought a stronger transmission effect from 

the exchange rate and imported inflation to domestic inflation in China. 

Selim (2010) found that the pass-through to whole price index (WPI) and consumer price 

index (CPI) was incomplete but increasing; the pass-through was larger in the long run than in 

the short run, and that exchange rate fluctuations account for very little of the inflation 

variance while disturbances in the international food price shocks account for about 60% of 

the domestic inflation shocks. According to the author, this was not surprising as more than 

50% of the CPI basket is composed of food items. However, Helmy, Fayed, and Hussien 

(2015) proved that there was an increase in the pass-through to import prices over the first 3 

months after the change in the exchange rate. The impact of exchange rate movements and 

import prices on the producer price index (PPI) and the consumer price index (CPI) was 

notable but incomplete and slow, due to the large number of subsidized commodities that are 
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included when measuring the consumer price index (CPI). The study also concluded that the 

positive response of the CPI to shocks in the exchange rate was larger than its response to 

shocks in imports’ prices, implying that the indirect transmission channel of pass-through was 

stronger than the direct channel in Egypt. The pass-through was larger for the consumer price 

index than for the producer price index, especially during the first 6 months, because the 

producer price index excludes imported goods. 

James R. Lothian (2016) researched the relations linking price levels and exchange rate 

movements using panel data for three widely separated time periods; the first period was 

1870–1914, the era of the classical gold standard in many but not all countries. The second 

period was the interwar period, from 1921 to 1939. The third and last period was the Bretton 

Woods and post-Bretton Woods era of floating exchange rates. The results showed that the 

inflation rates and exchange rate movements were highly correlated and showed a direct 

relationship within and across the studied periods and during the different monetary regimes.  

Some researchers while studying the relationship between exchange rate movements and 

inflation decomposed the movements in exchange rate into anticipated and unanticipated 

components to reveal the effect of each component on inflation and growth. The paper 

conducted by Kandil and Dincer (2007) examined the effects of exchange rate fluctuations on 

real output, the price level, and the real value of components of aggregate demand in Egypt 

and Turkey. Anticipated changes in the exchange rate entered the production function through 

the cost of imported goods and producers’ forecasts of relative competitiveness. 

Unanticipated currency fluctuations determined aggregate demand through exports, imports, 

and the demand for domestic currency, and determined aggregate supply through the cost of 

imported intermediate goods. The results showed that, anticipated depreciation in Turkey 

stimulated real growth, but proved to be inflationary. In Egypt, anticipated depreciation 

stimulated export growth. Variability of unanticipated exchange rate shocks could be harmful, 

given the asymmetry in the effects of the exchange rate. Higher variability of the real 

effective exchange rate around its anticipated value had a net negative effect on the trends of 

real growth of output, private consumption, and investment in Turkey. Similarly, it had a net 

negative effect on output and consumption growth in Egypt. Kandil (2015) studied the impact 

of the real effective exchange rate variability on output and inflation in Latin American 

countries, and found that both anticipated and unanticipated devaluations, tended to have a 

restrictive effect on output and accelerate inflation and that unpredictable changes in 

exchange rate had a stronger effect under a floating exchange rate system. 

Another group of literature studied the effect of exchange rate regime on inflation for 

example the research carried out by Ghosh (2014), which compiled de jure (in accordance 

with law) and de facto (true in fact but not official) regime classifications for 137 countries 

over the period from 1999–2012, created measures of capital control index and trade openness 

for the studied nations. The compiled measures were used to analyze their effect on inflation 

using various econometric models. The results showed that higher capital account openness 

and fixed regime tend to lower inflation. No evidence of a negative effect of trade openness 

on inflation was found, except for nations with low trade openness and high inflation rates. 

Yamada (2013) studied the effect of the exchange rate regime and that of inflation targeting 

policies on inflation in emerging countries. The research also distinguished the countries 

adopting inflation targeting as a separate regime. Accordingly, the research considered a 

world of four regimes, namely: fixed, intermediate, flexible, and inflation targeting regimes. 

The research concluded that an inflation targeting regime achieved results better than or at 

least as good as those achieved by a fixed regime at maintaining and lowering inflation rates. 

The research reached the conclusion that for emerging and developing countries, a nominal 

anchor (either a fixed regime or an inflation targeting regime) is recommended to control 
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inflation at a manageable level. However, dedication and a sound institutional structure 

should be a prerequisite for implementing these regimes and making them credible. Wu and 

Wu (2018) concentrated on the effect of the exchange rate regime on inflation persistence. 

The findings showed that inflation persistence was lower under pegged rates than under 

floating rates after controlling for shocks unrelated to regimes, like energy and financial crisis, 

data frequencies, distinct lag selection criteria, a different selection of regimes, the allowance 

of the trend behaviors of inflation rates, the consideration of extrinsic persistence arising from 

output gaps, and the possible endogeneity of de facto exchange rate regime classifications. 

Moreover, some ambiguous effects of the exchange rate regime on the relative inflation 

persistence were found. In short, the results showed that inflation persistence was not intrinsic 

but partly extrinsic, depending on the exchange rate regimes. 

 Arize et al. (2004) and Kandil (2015) studied the effect of exchange rate on the variability 

of inflation and found that there was a positive significant relationship between inflation rate 

variability and exchange rate variability. Arize et al. (2004) also proved that countries with 

high mean inflation rates suffered from high variability of inflation as well. The study used 

cross-country data for 82 countries, from 1973 Q2- 1998 Q1 to test the hypothesis. In addition 

to proving that higher exchange rate variability led to higher variability in inflation, Kandil 

(2015) found that countries with floating exchange rate regimes showed higher variability in 

inflation than pegged countries.  

Credit to market capitalization ratio or the bank-based versus market-based finance is a 

ratio that shows the source of financing in the economy and influences inflation through its 

effect on the growth of a country. There are four views in the literature in this regard, the first 

of which supports bank-based finance saying that banks could be more effective than the 

market-based finance on the economic growth, especially in developing countries. The second 

view supports market-based finance, that enables investors to invest in equity, which is the 

most effective way to share risk. According to the third view, a legal framework is the most 

important aspect for both the bank and market to work together for the best of the economy. 

Finally, the fourth view, known as “financial services view”, shows that it is not about banks 

or markets, but it is about creating an environment in which banks and markets provide sound 

financial services. The financial services view places spotlight on how to create better 

functioning banks and markets and considers the bank-based versus market-based debate to 

be a secondary issue. (Levine and Demirguc-Kunt, 2001). In Levine (2002) the cross-country 

data strongly supported the financial services view. Distinguishing countries by their overall 

level of financial development helps to explain cross-country difference in economic growth. 

3. EXCHANGE RATE AND INFLATION IN EMERGING COUNTRIES 

Since the late seventies of the last century, the number of developing countries adopting 

single currency pegs has decreased, and more and more countries have shifted towards more 

flexible exchange rate regimes. There were two explanations for this, the first of which was 

that these countries were faced by factors that pushed them to use exchange rate changes as a 

part of the macroeconomic adjustments. Those factors differed from one country to another, 

such as the breakdown of the Bretton Woods system, oil shocks in the 70s and the 80s of the 

last century, and the high chronic inflation in Latin America. The second explanation stated 

that the main factor behind the shift away from single currency pegs was the great increase in 

capital mobility and the rising costs of preserving and defending the fixed exchange rate 

system.  

As for the inflation rate, several emerging economies reached low and stable inflation 

levels by the end of the 1990s. It is likely that they have also experienced the decline in the 

pass-through observed in the industrialized world. Emerging countries used to peg their 
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currencies to the US dollar to protect themselves against inflationary pressure that took place 

due to the exposure to external shocks. Continued fluctuations in the dollar relative to other 

major currencies exposed the pegged countries to frequent inflationary pressures and loss of 

competitiveness in the 2000s. Accordingly, several countries considered changing their 

exchange rate policy to a weighted pegging scheme according to the major trading partners 

(Kandil, 2015). 

Emerging countries have faced several crises that led to devaluations and depreciation in 

the exchange rate and consequently causing inflation. The Asian crisis arose in Thailand in 

1997 and quickly spread to the rest of the East Asian countries and their trading partners. The 

crisis produced significant macroeconomic-level effects, including sharp reductions in values 

of currencies, stock markets, and other asset prices in several Asian countries. The nominal 

U.S. dollar GDP of the Asian countries fell by about 30%. Many businesses collapsed and, 

therefore, millions of people fell below the poverty line from 1997 to 1998. Another financial 

crisis erupted in 2007/2008 and many emerging and developing economies suffered large 

depreciations during that time, with the onset of the global financial crisis. Collapsing trade 

and financial flows led to a substantial balance of payments gaps, triggering fast depreciation 

and higher exchange rate volatility, beginning in mid-2008. The exchange rate losses varied 

largely, reaching as high as 40 percent for some currencies and less than 10 percent for others. 

Domestic as well as external factors distinguished the impact. The exchange rate losses varied 

largely with respect to the extent and nature of each country’s exposure to trade and global 

financial markets. (Ben Ltaifa, et al., 2009) 

As of early 2022, in the after pandemic economic recovery, both headline inflation (price 

of all goods and services) and core inflation (excluding food and energy) were significantly 

above target in most advanced economies and emerging markets. According to the IMF in one 

of its latest publications, the war in Ukraine will quicken inflation even more, which is now 

expected to remain elevated for longer than previously forecasted on higher commodity costs 

and broader price pressures. The price increases in emerging market and developing 

economies is expected to accelerate to 8.7 percent, the fastest clip since the global financial 

crisis in 2008. This rate is expected to decrease the next year to 6.5 percent (Alvarez & 

Barrett, 2022). 

4. VARIABLES, DATA AND METHODOLOGY 

Building on the theoretical model in Ghosh (2014), that examines the impact of openness 

(trade openness and capital account openness) and exchange rate regimes on inflation. This 

paper contributes to the literature by examining the relation between exchange rate 

movements and inflation rate by controlling for factors like the trade orientation of the 

counties, and the impact of the financial sector structure on inflation. Variables like exports to 

imports, financial sector development indicator and bank/market-based finance ratio are 

added to the model in an attempt to clarify the ambiguity of their impact on inflation.  

The paper follows the exchange rate regime classification conducted by the IMF and 

Bubula and Otker-Robe (2002) and used by Ghosh (2014) and Yamada (2013). The IMF 

classification of exchange rate regimes was modified, and a new system was adopted in 1999 

distinguishing various types of pegged regimes and classifying the exchange rate regimes 

based on countries’ de facto policies. Our sample period is from 1990 till 2019, where years 

2020 and 2021 were dropped because of the instability of all the financial variables due to 

COVID-19 and the lockdown that may affect the results of the regression model, i.e., an 

outlier.   

As for the control variables, the paper follows Ghosh (2014) in the incorporation of M2 

growth as a percentage of GDP and government expenditure, but due to unavailability of data 
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for the outward flows of capital for the chosen countries, the paper uses a proxy for the capital 

account openness where the FDI as a percentage of GDP is used instead of the sum of the 

absolute value of inward and outward flows of capital as a percentage of GDP. The paper also 

adds an important control variable to the model namely the international oil prices, to account 

for supply shocks and as a proxy for the international price level.  

According to the previously explained theoretical framework, two models are constructed: 

a base model and an extended model. The base model relates the inflation rate (dependent 

variable) to the common variables like capital account openness, international oil prices, 

growth in government expenditure, growth in money supply, and GDP growth as follows: 

 𝐶𝑃𝐼𝑖𝑡 = 𝑓( 𝐶𝐴𝑖𝑡 , ∆𝑃𝑖𝑡, 𝐺𝑖𝑡 , 𝑀2𝑡𝑜𝐺𝐷𝑃𝑖𝑡 , 𝐺𝑟𝑜𝑤𝑡ℎ𝑖𝑡)…………   (1) 

The extended model adds to the above equation the variables of interest like exchange 

rate, terms of trade, financial sector development, a dummy variable accounting for the 

exchange rate regime, and bank loans/ market capitalization ratio as follows: 

𝐶𝑃𝐼𝑖𝑡 = 𝑓 ( 𝐶𝐴𝑖𝑡 , ∆𝑃𝑖𝑡 , 𝐺𝑖𝑡 , 𝑀2𝑡𝑜𝐺𝐷𝑃𝑖𝑡 , 𝐺𝑟𝑜𝑤𝑡ℎ𝑖𝑡  𝐹𝐷𝑖𝑡 , 𝑒𝑥𝑐ℎ𝑖𝑡 , 𝑟𝑒𝑔𝑖𝑚𝑒𝑖𝑡 , 𝑇𝑂𝑖𝑡 , 𝑋
𝑀⁄

𝑖𝑡
, 𝐵

𝑀⁄
𝑖𝑡

) …(2) 

Where CPI is the consumer price index as a measure of inflation, exch is the exchange 

rate per US$, ∆ P is the change in international oil prices in dollars, M2toGDP is the growth 

of M2 as a percent of GDP in percentage. G is General government final consumption 

expenditure as a percentage of GDP, X/M is the terms of trade measured as the value of 

exports divided by the value of imports, CA is the Capital account openness measured as FDI 

as a percentage of GDP. TO is Trade openness measured as (imports + exports)/GDP, FD is 

the financial sector development indicator measured as domestic credit to the private sector as 

a percentage of GDP, Regime is a dummy variable that indicates the type of regime for each 

country in each year. Growth is the real GDP growth measured as the annual percent change 

and, B/M is the bank/market-based ratio measured as the domestic credit to the private sector 

as a percentage of GDP as a proxy for bank-based finance divided by the market 

capitalization of listed domestic companies as a percentage of GDP. Finally, the subscript 𝑖 
indicates the country and the subscript t indicates the time. 

The data for the inflation rate, capital account openness, government expenditure, growth 

of money supply, financial sector development indicator, exchange rate, market capitalization 

and the values of exports and imports are obtained from the world bank database.  The data 

for international oil prices are obtained from the IMF. Finally, the dummy variable regime is 

collected from the IMF Annual Report on Exchange rate Arrangements and Exchange 

Restrictions (AREAER). The dummy values are assigned as follows: (0) for the flexible 

regimes like Managed floating with no predetermined path for the exchange rate and 

independently floating. The value (1) is assigned for the intermediate exchange rate regimes 

like Pegged regimes within horizontal bands, Crawling pegs, Crawling bands, Stabilized 

arrangements, Pegged exchange rate with horizontal band and Other managed arrangements. 

Finally, the value (2) is assigned for the fixed regimes like Exchange rate arrangement with 

no separate legal tender, Currency board and Conventional fixed pegs. 

The emerging countries chosen are Algeria, Bangladesh, Brazil, China, Ecuador, Egypt, 

El Salvador, India, Indonesia, Jordan, Malaysia, Mexico, Morocco, Pakistan, South Africa, 

Sri Lanka, Tunisia, Turkey, and Vietnam. The sample of countries is diverse in terms of the 

choice of the exchange rate regime and their geographical position in the world but are similar 

in being emerging market economy and facing similar inflationary pressure, economic crisis, 

and changes in exchange rate.  
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Table 1 Descriptive Statistics 

Variables Observations Mean Std. Dev. Min Max 

cpi 328 9.012 14.210 -30.858 102.9412 

Exch 328 1466.411 4424.043 0.01 22602.1 

M2toGDP 328 16.601 17.802 -50.812 144.797 

Growth 328 4.532 3.246 -13.1 14.3 

G 328 12.722 4.395 4.629 21.389 

Ca 328 2.426 2.103 -2.757 15.324 

To 328 68.794 44.899 22.106 220.407 

Fd 328 60.967 41.995 5.388 161.138 

∆P 328 0.207 0.147 0.0095 0.5817 

Xoverm 328 0.928 0.197 0.519 2.024 

Regime 328 0.5548 0.764 0 2 

B/M 328 1.894 2.209 0 23.194 

Note: The descriptive data in this table are done after detecting for outliers by the BACON algorithm 

and removed. 

5. EMPIRICAL RESULTS 

The empirical investigation analyzes panel data of exchange rate, inflation and the other 

control and specific variables in 19 emerging countries. Before applying the models, the 

investigation begins with stationarity tests, where Panel Unit root tests are applied to check 

for the stationarity of the different series. The Null hypothesis is that all panels contain unit 

roots, while the alternative hypothesis is that some panels are stationary. The results are as 

follows: Exchange rate, M2toGDP, Government expenditure, trade openness, financial sector 

development and price of oil are non-stationary at level as we cannot reject the null 

hypothesis. At the first difference level, we can reject the null hypothesis proving the 

stationarity of these variables. Consequently, the model is run at the first difference level to 

assure the stationarity of all the variables. Before the application of the model, we check the 

correlation matrix between variables to detect for endogeneity and none is detected.  

The base model is empirically estimated, and the results are shown in table (2) below.  

Table 2 Base Model Regression results 

Variables OLS FE RE 

∆P 2.483 

(0.264) 

2.462 

(0.278) 

2.483 

(0.263) 

Ca 0.777*** 

(0.018) 

0.876*** 

(0.012) 

0.777*** 

(0.018) 

G 0.862** 

(0.086) 

0.948** 

(0.069) 

0.862** 

(0.085) 

Growth 0.0289 

(0.817) 

0.035 

(0.783) 

0.028 

(0.817) 

M2toGDP 0.071 

(0.402) 

0.0908 

(0.317) 

0.0716 

(0.401) 

𝑅2 0.0358 0.0562 0.0513 

No. of Observations 325 325 325 

Note(s): The probabilities are in parenthesis. 

***, **, * denotes the level of statistical significance equals 1,5,10% respectively 

The international oil prices, money supply growth and the GDP growth variables are 

positive but statistically insignificant in explaining the changes in inflation. The Capital 

account openness, and government expenditure are positive and statistically significant. The 
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regression shows that inflation is positively affected by the increase of capital account 

openness, government expenditure, GDP growth, international oil prices and increase in 

money supply. 

The extended model is applied to include the variables of interest namely the exchange 

rate, exchange rate regime, trade openness, exports to imports, and Bank-based to market-

based finance. Three runs are applied using pooled OLS, Fixed effect and Random effect, the 

results are shown in table (3) below 

Table 3 Extended Model Regression Results 

Variables OLS FE RE 

∆P 1.600 

(0.433) 

1.269 

(0.539) 

1.600 

(0.423) 

Ca 0.750*** 

(0.021) 

0.794*** 

(0.018) 

0.7505*** 

(0.020) 

G 0.853* 

(0.074) 

0.883* 

(0.071) 

0.8539* 

(0.073) 

growth 0.251** 

(0.046) 

0.295** 

(0.023) 

0.2511** 

(0.046) 

M2toGDP -0.0309 

(0.732) 

0.0117 

(0.901) 

-0.0309 

(0.731) 

Exch 0.0031*** 

(0.000) 

0.0032*** 

(0.000) 

0.003*** 

(0.000) 

Regime 0.637 

(0.236) 

0.1788 

(0.839) 

0.637 

(0.236) 

X/M 5.124 

(0.281) 

7.041 

(0.169) 

5.143 

(0.284) 

Fd 0.293*** 

(0.000) 

0.302*** 

(0.000) 

0.292*** 

(0.000) 

To -0.042 

(0.473) 

-0.0314 

(0.607) 

-0.0423 

(0.472) 

BM 0.794*** 

(0.007) 

0.8805*** 

(0.008) 

0.794*** 

(0.006) 

𝑅2 0.242 0.2398 0.2429 

Number of 
observations 

308 307 307 

Hausman Test chi2  0.9588 

Wald test chi2  0.0000 

Wooldridge test F  0.0511 

Note(s): ***, **, * denotes the level of statistical significance equals 1,5,10% respectively 

The probabilities are in parenthesis 

 The result of the extended model shows a positive significant effect of the capital account 

openness, government expenditure, GDP growth, financial sector development, exchange 

rate, and bank-based to market-based variables. Exchange rate has a positive statistically 

significant effect on inflation as expected according to the theory and literature, while the type 

of exchange rate regime the country adopts has no statistically significant effect on inflation. 

Also, the growth in money supply has no statistically significant effect on inflation in the 

model which opposes the theory, a reason behind that may be the fact that when the growth in 

real output is equal to the growth of money, inflation is not affected. The Financial sector 

development indicator which is measured as the loans to the private sector as a percentage of 

GDP, has a positive and statistically significant impact on inflation, which is reasonable 

because the increase in loans increases money supply in the economy and so increases 

inflation. 
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On the other hand, the result shows a negative significant effect of trade openness on 

inflation which supports the argument that the greater the trade openness of a country the 

lower the inflation. 

 The regression shows a positive but insignificant relationship between inflation and the 

change in international oil prices which is consistent with the theory. The growth in 

government expenditure shows a positive and statistically significant impact, which is due to 

the type of expenditure of the government on consumption goods and not capital goods which 

causes inflation. The research cannot prove one of the tested arguments concerning the impact 

of the trade orientation of the country on inflation due to the insignificant coefficient resulting 

for the exports to imports variable. Finally, the bank-based to market-based coefficient is 

positive and statistically significant indicating that the more the country is bank-based 

oriented, the higher the inflation, thus resolving one of the proposed arguments.  

Hausman test has been performed to decide whether the random effect or the fixed effect 

is the preferred model to use, where the null hypothesis is that the random effects would be 

the preferred model and the alternative hypothesis is that the fixed effect would be the 

preferred model. The null hypothesis cannot be rejected which indicates that random effect 

should be used (because the unique errors 𝑢𝑖 are not correlated with the regressors). Modified 

Wald test for groupwise heteroskedasticity in fixed effect regression model is used to test for 

the presence of heteroskedasticity leading to the rejection of the null hypothesis and 

confirming the presence of heteroskedasticity. Finally, Wooldridge test for autocorrelation in 

panel data is applied and we failed to reject the null hypothesis and conclude that the data 

does not have first order autocorrelation.  

To sum up, the economic interpretation of the results is that in the emerging economies, 

inflation is positively affected by the exchange rate movements and factors like trade 

openness decreases inflation, but the trade orientation of the country does not have a 

significant impact on inflation. The Financial sector development adds the inflationary 

pressures and bank-based finance is more inflationary than market-based finance in the 

emerging economies studied. The findings of this paper can help in designing economic 

policies in emerging economies especially in the ongoing rising inflation where recent IMF 

studies say that prolonged input supply shortages due to the pandemic and the war in Ukraine 

could keep inflation elevated for longer. Accordingly, financial sector development measured 

as increase in loans to the private sector would increase inflationary pressures on the economy 

which leads to the recommendation that the financial sector development should be done in 

the regulations and the structure and not in the increase in loans. A more shift towards the 

market-based finance is also recommended.  

6. CONCLUSION 

The paper specified a model that relates the inflation rate as the dependent variable to the 

exchange rate movements, terms of trade, financial sector development, trade openness, the 

exchange rate regime and bank/market finance ratio in addition to control variables including 

international oil prices, growth of money supply, growth in government spending, capital 

account openness, and GDP growth as explanatory variables. The data for 19 emerging 

economies have been used in the period from 1990 till 2019 which coincides with several 

changes in the inflation rate in the studied countries. Employing different econometric runs 

and several pre and post estimation checks, the paper finds that the exchange rate movements 

of a country have a positive and statistically significant impact on inflation which has been 

confirmed by the paper’s regression specification. However, there is no clear evidence of a 

significant effect of trade openness, trade orientation and the choice of the exchange rate 

regime on inflation which, makes it hard to specify which type of regime would be more 
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favorable to decrease inflationary pressures. Several studies stated that the effect of financial 

structure on inflation was arguable, the paper was successful to settle the argument as the 

empirical estimates prove that the development of the financial sector has a positive effect on 

inflation. The other variable representing the financial sector structure is the bank-based to 

market-based capitalization ratio, which showed a positive significant effect on inflation in 

the estimation methods, thus proving that the bank-based finance has more inflationary 

pressures than the market-based finance. From the policy perspective, the paper recommends 

shifting more towards market-based finance to decrease inflationary pressure. The paper does 

not advocate a specific exchange rate regime or trade orientation or a certain extend of trade 

openness but recommends that policy makers in emerging economies undergo country 

specific studies in order to make such policy choices when designing inflation control 

strategies.   
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