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Abstract

International trade plays a crucial role in macroeconomics, with its expansion
linked to the removal of trade barriers, reduction of tariffs, cancellation of
import quotas, and similar actions. In economic studies, the degree of trade
openness, often measured by the ratio of total imports and exports to GDP, is
used to assess this aspect. Numerous studies have investigated the effects of
increasing trade openness on economic growth, focusing on both real and
nominal aspects. Today's economies generally exhibit some level of trade
openness, which is particularly significant for developing countries. The
consensus among economists is that trade openness can positively influence
economic development. For instance, Noosa et al. (2019) argue that expanding
trade openness allows developing countries to benefit from a diverse range of
products and technological innovations, thereby boosting economic growth.
However, the side effects of increased trade openness, particularly regarding
exchange rate fluctuations, remain debated. Some studies (e.g., Hao, 2002;
Stancik, 2007; Bellini, 2006) suggest that open economies experience less
instability in real exchange rates. In contrast, other researchers (e.g., Kubota
and Calderon, 2018; Mpofa, 2021) challenge this view, arguing that increasing
trade openness does not necessarily reduce exchange rate fluctuations.
Exchange rate fluctuations, defined as changes in the value of one currency
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relative to another, impact a country's trade, imports, exports, and overall
economic structure (Chen, 2022). Stability in exchange rates is crucial for
attracting foreign investment, maintaining price stability, and achieving
sustainable economic growth. Conversely, instability can undermine
macroeconomic performance and competitiveness. Given this context,
examining how trade openness affects exchange rate fluctuations is
particularly important for lIran's economy. The expansion of international
trade, a key determinant of economic welfare, can have ambiguous effects on
the nominal sector. For Iran, where exchange rate fluctuations significantly
impact the real economy and macroeconomic environment, understanding this
relationship is vital for policymaking. This study employs the Markov
switching model and data from 1974 to 2022 to explore the non-linear
relationship between trade openness and exchange rate uncertainty. The
findings indicate that the effect of trade openness on exchange rate uncertainty
is non-linear and dependent on the extent of currency market fluctuations.
When market fluctuations are mild, increased trade openness exacerbates
uncertainty. This phenomenon is influenced by the composition of export and
import goods, the anchoring of exchange rates to control inflation, and
monetary policy. However, in periods of high market uncertainty, increased
trade openness does not significantly impact exchange rate uncertainty. The
results also reveal that economic growth negatively impacts exchange rate
uncertainty—higher economic growth rates reduce uncertainty, while lower
rates increase it. Conversely, liquidity growth, a major source of inflation in
Iran, positively affects exchange rate uncertainty. Efforts to stabilize the
exchange rate can lead to increased liquidity growth and heightened demand
for foreign exchange, ultimately spiking the exchange rate.

Based on these findings, policymakers are advised to avoid anchoring the
exchange rate to harness the benefits of trade openness. Additionally,
diversifying export compositions can help mitigate currency market
uncertainty when trade openness increases.
Keywords: Exchange rate Uncertainty, Trade Openness, Markov Switching
Model.
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