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ABSTRACT

Real exchange rate is an important variable in economy's growth. Its fluctuation

reflected on the stability of a country's currency .as an important criterion shows the

competitiveness of a country in the world. Misalignment of the RER causes disturbance

on consumer price index and affects the prices of tradable goods, trade balance and the

economic growth. Basically, the real exchange rate can be defined as the nominal

exchange rate that takes the inflation differentials among the countries into account. Its

importance stems from the fact that it can be used as an indicator of competitiveness in

the foreign trade of a country.

Because of the important role it plays in an economy as mentioned above, the real

exchange rate has been one of the most debated issues both in terms of theory and the

practice. This study discusses the existing definitions, calculation methods and

interpretations of the real exchange rates. Within this context, the first part of the study

will introduce different definitions of the real exchange rates. The calculation methods

will be discussed in the second part. Finally, several points that should be taken into

account in the interpretation of the real exchange rate movements will be highlighted.

The model used in this study is based on the theoretical model developed by Edwards

(1989), which is an intertemportal general equilibrium path of the real exchange rate.

The ARDL aPJ?roachof cointegration was applied and the empirical analysis of section

five shows that the Iranian economy has been subject to variability in the real exchange

rate, reflecting the corresponding variability in both domestic (fiscal deficits and

inflation) and external (terms of trade) factors.

1
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CHAPTER ONE

INTRODUCTION

1.1 The Importance of Real exchange rate:

One of the most important issues in developing country after World War II has been

Economic growth. The main objective of economic growth hypothesis is assessing of the

determinants of economic growth.

A main important factors that affect economic growth, and after breakdown of Bretton

woods was the most considered by economist is exchange rate literature among of them,

real exchange rate is very important, because RER's fluctuations shows the weakness or

powerfulness of a country's currency against other's, and it's misalignment cause

disequilibrium on country's economic. Evidence shows by exchange rate control in most

of developing country can find a p Basically, the real exchange rate can be defined as the

nominal exchange rate that takes the inflation differentials among the countries into

account. arallel exchange rate in them and Iran is also included.

Basically, the real exchange rate can be defined as the nominal exchange rate that takes

the inflation differentials among the countries into account. Its importance stems from

the fact that itcan be used as an indicator of competitiveness in the foreign trade of a

country.

2
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The importance of the real exchange rate for a Central Bank is related to the effects of

the real exchange rates on the Central Bank balance sheet and, in turn, its ability to

conduct a prudent monetary policy. Any changes in the real exchange rates would lead

to fluctuations in short term capital flows. These fluctuations would then have an effect

on the Central Bank's net foreign assets. The changes in the volume of net foreign assets

would lead to changes in the volume of currency in circulation on the liability side of the

balance sheet. Thus, the changes in the volume of currency in circulation would

necessitate the management of the liquidity fluctuations in the economy through the

utilization of the monetary policy tools by the Central Bank, whose final objective is

price stability.

By comparing RER and nominal exchange rate in parallel market in Iran we find that

differences between them in years after revolution is more than before revolution.

Excess over valued of Rial, which is the result of excess control of exchange rate caused

differences in prices of black market rate and RER, that it didn't exist even in America

Latin and African countries but at 1989 exchange rate in black market reached to

maximum level of 20 times of official rate.

1.2 The Real Exchange Rate Definitions

The various de?nitions of the real exchange rate can mainly be categorized under two

main groups. The first group of definitions is made in line with the purchasing power

parity. The second group of definitions, on the other hand, is based on the distinction

3
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In this definition, Pt and Pt* stand for the domestic and international prices of the

tradables respectively, while the prices of the non-tradables are denoted by Pn• In this

definition, the decline of r indicates the real appreciation of the domestic currency.

RER is an important variable in economy's growth.it's fluctuation reflected on the value

of a country's currency .as an important criterion shows the competitiveness of a country

in the world.

Misalignment of the RER cause disturbance on consumer price index and affect the

price of tradable goods and therefore changes trade balance that affect the economic

growth. Basically, the real exchange rate can be defined as the nominal exchange rate

that takes the inflation differentials among the countries into account. Its importance

stems from the fact that it can be used as an indicator of competitiveness in the foreign

trade of a country.

Because of the important role it plays in an economy as mentioned above, the real

exchange rate has been one of the most debated issues both in theory and the practice.

This study aims at summarizing the existing definitions, calculation methods and

interpretations of the real exchange rates. Within this context, the first part of the study

will introduce different definitions of the real exchange rates. The calculation methods

will be discussed in the second part. Finally, several points that should be taken into

account in the interpretation of the real exchange rate movements will be highlighted.

5
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1.3 Problem Statement:

We can distinguish three different growth episodes in Iran during the second half of the

twentieth century: 1950-1977 (corresponding to Persian calendar years 1329- 1356),

1978-1988, and 1989-2000 (Jalali-Naini 2002).

The average growth rate of non-oil GDP in constant prices during the first period was

8.15 per cent per annum (8.46 per cent per annum during 1959-1976). A clear break in

growth trend can be observed during the second period. In the third period, there is

another break in the trend as economic growth resumes following the end of war with

Iraq. The average annual growth rate in the third period is 5.2 per cent per annum. On a

per-worker basis, the distinctions between the three different periods are starker. In this

case, the average growth rate in the second period (corresponding to the war years) is

negative.

With the growing internationalization of production and spatial specialization on a

global scale, both interest and concern over specialization along domestic economic

sectors has dwindled considerably. Instead a different view of sectorial composition has

become popular: tradable and nontradable sectors. This decomposition in the case of an

oil exporting country has the added advantage of allowing to trace the impact of an oil-

boom, or an oil-bust, on the real exchange rate and the consequent movement of capital

and labor betw~en traded and non-traded goods sectors (Gelb 1988).

The internal and external real exchange rates signaled resources out of tradables whilst

due to the war the quantity of oil exports declined. The Budget deficits grew, in part due

6
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to government finance of war-related expenditures, and given the above-mentioned

adverse conditions, total private sector investments fell and its composition changed.

The share of private sector investment in machinery and equipment fell relative to the

share of private investment in construction.

In post war period Correction of exchange rate misalignment in favor of tradables and
->

lifting of restriction on export could signal the movement of capital and labor to non-oil

exports and domestic production of import competing goods, hence increased supply of

much needed foreign exchange by the private sector.

A currency board or the replacement of a currency with a foreign currency (euroization

or dollari7Jltion) denies a country sovereignty in cauying out monetary and exchange

rate policies. It removes the possibility to absorb shocks and adjust monetary policy to

the macro-economic conditions (cycle). This could be very serious when the effects of

macroeconomic shocks and the economic trend in a given countzy significantly differ

from the effects on the country or region in which the central bank is making decisions

regarding monetaIy policy (asymmetric shocks).

The problem is that under unfavourable external cin:umstances a rigid fixed exchange

rate may become a strong hindrance to economic growth. Also, exiting this type of

system is difficult and may exacerbate the destabilization of the economy in a aisis.

7
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Assessments show that real exchange rate misalignment of structural and unsuitable

policy exists in Iran's economy. To eliminate ofreal exchange rate misalignment policy

of that caused by economic policies, tum it to equilibrium the policy of devaluate of

exchange rate is considerable.

1.4 Significant of the Study

The importance of the real exchange rate for a Central Bank is related to the effects of

the real exchange rates on the Central Bank balance sheet and, in tum, with its ability to

conduct a prudent monetary policy. Any changes in the real exchange rates would lead

to fluctuations in short term capital flows. These fluctuations would then have an affect

on the Central Bank's net foreign assets. The changes in the volume of net foreign assets

would lead to changes in the volume of currency in circulation on the liability side of the

balance sheet. Thus, the changes in the volume of the currency in circulation would

necessitate the management of the liquidity fluctuations in the economy through the

utilization of the monetary policy tools by the Central Bank, which its final objective is

price stability.

1.5 Objectives of the Study

1.5.1 The general Objective

the general objective of this study is to find the relationships between the real exchange

rate and the economic fundamentals in a developing economy.

8
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1.5.2 The specific Objectives

The specific objectives of this study are as follows:

1. To find short run relationship between equilibrium of real exchange rate and

economic fundamentals such as Term of trade, fixed capital formation, the rate

of growth of Real GDP, monetary policy (in years 1970-2002)

2. To find long ~ relationship between equilibrium of real exchange rate and

economic fundamentals such as Term of trade, fixed capital formation, the rate0

of growth of Real GDP, monetary policy (in years 1970-2002)

3. To suggest some policy recommendations.

9
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