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Abstract

This paper examines the asymmetric impact of economic policy uncertainty (EPU) and oil price uncertainty
(OPU) on inflation by using a Nonlinear ARDL (NARDL) model, which is compared to a benchmark linear
ARDL one. Using monthly data from the 1990s until August 2022 for a number of developed and emerging
countries, we find that
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1. Introduction
Understanding the determinants of inflation is crucial for establishing the empirical relevance
of alternative theoretical models and for designing appropriate policies. Numerous studies have
analysed this topic and provided evidence on the importance of factors such as domestic

demand shocks (






international grain prices, and reported that a rise (fall) in global EPU tends to increase

(decrease) them, with the negative effect being stronger in the long run.

Oil price shocks have also been found to affect inflation. Choi et al. (2018) ran a panel
regression including 72 countries and estimated that a 10% increase in global oil inflation
increases consumer price inflation in most developed and developing countries by 0.4
percentage points, but this effect declines over time with an increase in central bank credibility.
Kose and Unal (2021) estimated a structural VAR model and provided evidence that oil prices
and oil price volatility are important determinants of inflation dynamics in Turkey. Several
studies using the NARDL approach have shown that oil price shocks are the most important
determinants of inflation and inflation variability in developed and emerging countries in both
the short and the long run (Lily et al., 2019; Lacheheb and Sirag, 2019; Ali, 2020; Deluna et
al., 2021). An exception are the BRICS countries, for which there is only limited evidence of
an asymmetric impact of oil shocks on inflation (Li and Guo, 2022), with only Abu-Bakar and
Masih (2018) reporting an asymmetric pass-through for India, and Long and Liang (2018) for
China. Finally, Bala and Chin (2018) showed that for African OPEC members higher rates of
inflation are associated with a decrease in oil prices, while Husaini and Lean (2021) found that

oil price shocks have a strong positive impact on inflation in the South East Asian economies.

The above mentioned studies mainly assess the impact of oil price changes









The general Nonlinear ARDL model takes the following form:

- S+ (07 LX)+ (4)
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where is the regressand and is a vector of multiple regressors integrated of order (0O) or
(1) defined as before, but now the  are decomposed into their partial sum processes of

negative and positive changes around a threshold of zeroas = o+ ¥+ ~.Also, isthe



patterns of dynamic adjustment towards equilibrium (Shin et al., 2014). Similarly to the linear
ARDL model, the NARDL one can be estimated using standard OLS, since the it is nonlinear
in the variables only, but linear in the parameters. We also calculate asymmetric cumulative
dynamic multipliers, which show the asymmetric adjustment patterns of inflation following

positive and negative shocks to economic policy and oil price uncertainty.

One can test for the existence of a long-run relationship by using the dynamic bounds testing

+ —

procedure which is based on an F-test with the null hypothesis o= = "= = =0. This

test is adapted to account for hidden cointegration. Pesaran et al.
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Table 3. ARDL Model Specification Tests
Breusch-
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4.3 NARDL Model Results
The results for the NARDL model are reported in Tables 5 and 6 and show that the relationship

between inflation and the explanatory variables is indeed asymmetric. The existing literature
reports mixed effects of economic uncertainty on inflation (Grier and Perry, 1998; Neanidis
and Savva, 2013). We find that both EPU and OPU shocks appear to be more important drivers

of inflation in a nonlinear framework. More specifically, in the short run, positive EPU shocks

14



Table 5. Nonlinear Autoregressive Distributed Lag Model Results

United States United Kingdom Canada Australia New Zealand Denmark
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less significant than in the short run. The long-run relationship between the interest rate and
inflation indicates that contractionary monetary policies influence inflation more strongly than

expansionary ones, whilst the opposite holds in the short run. Output does not seem to have
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Table 7. Long-Run Asymmetries
United States
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OPU shocks have an initial strong positive effect on inflation, which converges to zero after

two months in the former and after five months in the latter.

Figure 3. Dynamic Multiplier Graphs of OPU Shocks

United States United Kingdom Canada

Australia New Zealand Denmark
Japan Sweden Brazil
Chile Mexico Russia

Finally, for robustness purposes we evaluate the in-sample and out-of-sample predictive
accuracy of the NARDL model forecasts relative to those of the linear ARDL model by using
a Diebold-Mariano test; these results are reported in Table 9. It can be seen that the NARDL
model outperforms the linear ARDL one in terms of forecast accuracy. We also test for

parameter constancy in the NARDL m
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On the whole, our results provide extensive evidence that economic policy uncertainty (EPU)
is a key determinant of inflation, and have some important policy implications. In particular,
since EPU reflects, at least to some extent, uncertainty related to monetary policy (which
possibly influences inflation expectations, see Al-Thageb and Algharabali, 2019), it would
appear that a greater degree of transparency and more timely communications from monetary
authorities to the public would be helpful to anchor inflation expectations (Istiak and Alam,
2019).
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Appendix B

Figure B1. CUSUM Graphs
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