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Abstract In the literature on business cycles, a well-documented puzzle
is the excess volatility of consumption relative to income in emerging
economies—despite lower income volatility compared to developed
countries. Two commonly cited explanations for this phenomenon are
differences in the sources of economic shocks and in the transmission
mechanisms of these shocks between emerging and developed
economies. This study aims to explore the volatility of output, consumption, and
investmentin Iran, with a particular focus on the puzzle of excess consumption
volatility. The analysis is grounded in two structural characteristics of the
Iranian economy: the predominance of external shocks—specifically income
shocks in the oil sector—and limited household access to financial markets. To
capture these features, we develop a stochastic dynamic general equilibrium
(DSGE)modelthatincorporatesfinancial frictions through adistinction between
Ricardian and non-Ricardian households, and includes consumption habits
to reflect household preferences for consumption smoothing. Additionally,
a risk premium term is introduced to address the uncovered interest rate
parity puzzle. This modification captures the increased financial vulnerability
of households as the real exchange rate appreciates, raising the burden of
foreign currency-denominated debt. The model successfully replicates the
observed dynamics in the Iranian economy, providing a structural explanation
for the excess volatility of consumption relative to income.

Keywords: General Equilibrium Model, Consumption Fluctuations,
Production Fluctuations, Exchange Rate, Financial Friction.
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