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Abstract :

In recent decades, extreme currency fluctuations have become one of the characteristics of Iran’s economy. In this
regard, in addition to the economic factors that justify exchange rate changes (particularly fluctuations in the value of the
USD) the government’s policy of undervaluation the national currency has attracted significant attention due to the extent
of its predictable effects on the national economy. This policy is particularly emphasized by economic analysts who
support development strategies. However, other analysts focus more on the inflationary consequences of implementing
such policies. So as to scrutinize the economic effects of implementing this policy, the present study examines impact of
national currency undervaluation on the effect of inflation on economic growth in Iran from 1980 to 2023. According to the
results, although the direct control of exchange rates cannot be defended, the positive and expansionary effects of
inflation on economic growth due to the national currency undervaluation in the free market are demonstrated.
Nonetheless, in a country like Iran, where controlling inflation must be a top priority for economic goals and policies, the
policy of depreciating the national currency cannot easily be supported. In fact, the successful implementation of
advanced economic policies requires a deep examination of the country's infrastructure, influential macroeconomic
variables, and level of development. The present study focuses on the level of financial development and physical capital
indices as infrastructures and effective variables influencing economic growth.
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Extended Abstract

1. Introduction

Depreciation of the national currency, as one of the most important economic challenges, affects several aspects of the
economy, including economic growth, inflation, foreign trade, and investment (Demir & Ramzi, 2022). The exchange rate
is an important macroeconomic variable because it determines the relative prices of goods and services inside and
outside the country, and affects the decisions of economic actors. It is assumed that excessive exchange rate reductions
(strengthening the national currency) reduce economic growth; however, exchange rate enhancements can accelerate it.
Although currency depreciation, while assuming that the Marshall-Lerner conditions are met, may provide certain
macroeconomic benefits through increased production and net exports, it could neutralize these growth benefits by

increasing foreign debt and enhancing domestic inflation (Fisera et al., 2021). In the study conducted by Bernoth and
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Herwatz (2019), it was argued that currency depreciation may have negative effects and may also intensify sovereign

risk.
Method

In this study, national currency depreciation index is first calculated based on the methodology of Shahbazi and
Najargabel (2017) for both the official exchange rate and the free market exchange rate. Then, using neural networks and
a genetic algorithm, the variables influencing economic growth are ranked and selected. In the third stage, by employing
the System Generalized Method of Moments (GMM_SYS), the effect of the national currency depreciation on the
relationship between inflation and economic growth in Iran is scrutinized. The model for the impact of national currency
depreciation on the effect of inflation on the country's economic growth is presented in this section, adapted from the
study by Mourvillier (2019).

Growth, = a; + a,Inflation; + azX; + &, if mis < 0 1
Growth, = af + aJInflation, + aJX; + &, if mis > 0 2
Growth, = f3; + B,Inflation; + Bs(Inflationy X mis;_1) + B4X¢ + & 3

In Equations (1) to (3), mis is the national currency depreciation index, and X represent a set of explanatory variables

influencing economic growth.

2. Findings

According to the documentation of the Central Bank of I.R Iran, the Iranian economy has experienced significant
exchange rate fluctuations over the past four decades. First of all, exchange rate policies in the official market show more
fluctuation, while the free market exchange rate, particularly between 1988 and 2017, has been more stable. Second,
between 1980 and 1985, and relatively from 2011 to 2019, government exchange rate policies in the official market were
more aligned with the free market. Third, after 2019, although the government has been supporting the national currency

in the official market, the currency has been depreciating in the free market.

In the present study, the most influential variables on economic growth have been ranked using a genetic algorithm and
artificial neural network. Based on the results of ranking the variables affecting economic growth, after inflation rate and
the national currency depreciation index (calculated using both market and official exchange rates), the explanatory
variables with the most significant impact on economic growth are: money supply, physical capital, good governance, real

interest rates, government consumption expenditures, credit granted to the private sector, and oil revenues.
3. Results

Considering the management of the national currency value through the market exchange rate, which is managed in a
floating manner, there is no significant relationship between the inflation rate and economic growth during periods of
currency valuation. However, during periods of currency depreciation, the relationship between the inflation rate and
economic growth is in line with theoretical expectations and positive. Moreover, irrespective of whether the currency
appreciates or depreciates in the market, an increase in the official exchange rate (currency depreciation through direct

government controls) always reduces economic growth.

The effect of increasing the inflation rate on economic growth in this model is calculated using the following equations:



d
Growth; .
S Bz + B3 * misg_q
Inflation;

Derowh _ 07060 + (~1.1072) * mis;_; = 0.7060 + (—~1.1072) * (—0.0281) = 0.7371

Omfiation;

That is, with the floating management of the exchange rate in the market, an increase in the inflation rate significantly
increases the economic growth rate.

Considering the management of the national currency value through direct government controls, there is no significant
relationship between the inflation rate and economic growth. Also, irrespective of direct government controls over
exchange rate, currency depreciation in the market (i.e., an increase in the market exchange rate) results in higher

economic growth.

The existence of multiple exchange rates in the Iranian economy makes the study of government exchange rate policies
truly complicated. In most years, the government simultaneously manages and controls both the free market and official
exchange rate markets. The findings of this study demonstrate that direct exchange rate controls have had no effect on
the relationship between inflation and economic growth. Moreover, although controlled exchange rate depreciation has
supportive goals, its negative consequences, such as the emergence of a black market for foreign currency and the
creation of opportunities for currency-related rents, outweigh its benefits.

This study discusses that implementing multiple exchange rate policies, while the government controls the exchange rate
directly and announces an official exchange rate with potential objectives such as improving and adjusting the balance of
payments, creating necessary facilities for implementing economic programs, supporting domestic industries, or
generating revenue for the state, is still depreciating the national currency. Depreciation of the national currency, under
certain conditions, can reduce the negative effects of inflation on economic growth and even have a positive impact on
economic growth. On the other hand, one of the most important consequences of national currency depreciation is an
increase in inflation. In fact, in Iran, due to the fact that many capita and intermediate goods used in production are
imported, an increase in the exchange rate leads to higher production costs for final goods, thus resulting in inflation. This
situation reduces the competitiveness of domestic products against foreign production. Additionally, an increase in the
exchange rate can encourage exports and reduce imports of final goods, which benefits domestic industries. The
observable effects of devaluing the national currency are the result of the combination of infrastructure and other

economic conditions.
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