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Effects of Exchange Rate Fluctuations on Production and Price-Setting in 

Manufacturing Sector: Applying Price and Manufacturing Production Micro Data 

Sajad Ebrahimi1, Saeed Bayat2, Omid Ghaderi3 

Introduction 

Manufacturing production has been negatively affected by increases in exchange rate 

as well as its fluctuations will deteriorate the growth in manufacturing productions. 

Moreover, the frequency of price changes has been increased due to the fluctuations 

and rise in the exchange rate.  

Iranian economy has passed two experiences of exchange rate shocks during the 

recent years according to the policy paper titled as “Effects of Exchange Rate 

Fluctuations on Production and Price-Setting in Manufacturing Sector: Applying 

Price and Manufacturing Production Micro Data”. 

On the one side, the first experience occurred in 2011 and 2012 as a result of the 

West sanctions against Iran and on the other side, the second one has been beginning 

the last months of 2017 as well as the first three months of 2018 continuing to April 

21 through May 21, 2018, happened as a result of political shocks, such as USA 

departure from the Joint Comprehensive Plan of Action (JCPOA), Iran's non-

compliance with the FATF, and extensive military conflicts in the Middle East. 

Besides, Rate of Dollar/IR in free market in November, 2017 touched 41700 till 

April, free market rate of dollar increased by 40 percent. It should be noticed that 

occurring exchange rate shocks affect the most important economic variables and 

economic policy makers should make the best decisions in response to these shocks.  
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Given that many sectors of manufacturing production requires importing raw 

materials, intermediate and capital goods in their production process, exchange rate  

 

changes affect the cost of production, and vary the level of production as well as 

employment of manufacturing sectors.  

Likewise, one can expect that price setting behavior indexes (frequency and size of 

price changes) in manufacturing sectors would be affected. So, exchange rate 

fluctuations can change the structure of production and price setting behavior of 

manufactures.  

Research Objective 

The aim of the paper is to use monthly price indexes of 751 items of producer basket 

in 1990:4 to 1995:01 and the production index of large manufacturing enterprises in 

2012:04 to 2017:03 and some other macroeconomic variables (market exchange rate, 

monetary variables, …), to answer the question regarding what the effects of 

exchange rate changes and fluctuations on structure of production and price setting 

behavior of manufacturing sectors would be. 

Theoretically, the channel through which exchange rate changes affects the 

production of a country would be the trade channel. The more the dependency to 

trade is, the higher the effect of exchange rate on production will be. Some related 

researches (Bruno, 1979 and Van wijnbergen, 1989) show that currency depreciation 

can negatively affect production through a decrease in importing raw material and 

intermediate goods. In addition to the effects of exchange rate changes on production, 

the channels through which exchange rate fluctuations affect production should also 

be considered. Exchange rate fluctuations increases will increase the risk of foreign 

trade and investment and will cause a decrease in trade and investment and finally a 



 
 
 

 

decrease in economic growth (for example, see Staniek, 2007, Schnabl, 2008 and 

Aliyu, 2009).  

Theoretical channel of exchange rate changes and fluctuations influencing on price 

setting behavior is the profit margin one. If, after an exchange rate shock, producers 

would be willing to keep their profit margin as before, they should change the 

frequency and size of price changes in such a manner that the new price of their 

products includes exchange rate changes and fluctuations. If, for example, exchange 

rate increases suddenly, price setter faces three choices. The first is that the frequency 

of price changes increase. The second one is that without any change in frequency of 

price changes, the size of price changes increase in each period of price change. The 

third choice for producers is that combination of the first two choices is adopted. It is 

obvious that for each choice, price setting behavior of producers is affected by 

exchange rate changes and fluctuations.  

Concluding Remarks 

Results indicate that exchange rate increase has negatively affected manufacturing 

production when taking into account the quarterly lags of exchange rate. Also, 

increases in exchange rate fluctuations decrease the growth rate of manufacturing 

productions. Although the effect of exchange rate on employment, similar to the 

effect of that on production, is negative, this negative effect is weaker than the 

negative effect of exchange rate on production. Then it can be concluded that 

employment changes relative to production changes would be more rigid.  

Results also depict that increases in exchange rate and its fluctuations increase the 

frequency of price changes. Also, exchange rate changes do not affect the size of 

price changes, but exchange rate fluctuations negatively affect the size of price 

changes. That is, manufacturers’ response to exchange rate increases is limited to 

increases in frequency of price changes, but increases in exchange rate fluctuations 



 
 
 

 

increase the frequency of price changes and decrease the size of price changes. Also, 

the production in manufacturing sectors with high level of import- to-production 

ratio, private ownership, and capital intensive, and low level in competitiveness and 

raw material inventory, is negatively affected by exchange rate increases. Also, the 

frequency of price changes in manufacturing sectors with high level of 

competitiveness and low level of raw material inventory is positively affected by 

exchange rate increases.   
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