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This study aims to examine the determinants of currency depreciation in Iran over the period 1979-2018.
This research utilizes time-series data and the Johansen—Juselius cointegration method. The model
includes key macroeconomic variables such as exchange rate, liquidity, budget deficit, investment, oil N/

revenues, and balance of payments deficit. After testing the stationarity of the variables, the Toda—

Yamamoto causality test and an error correction model (ECM) were used to analyze both long-term and short-term relationships. The
findings reveal that liquidity, budget deficit, and balance of payments deficit have a positive and significant effect on the exchange rate
(indicating depreciation of the national currency). Conversely, investment and oil revenues exhibit a negative and significant impact,
implying their role in strengthening the national currency. The adjustment coefficient in the ECM is —0.80, indicating that 80% of deviations
from the long-run equilibrium are corrected within one period. The Toda—Yamamoto causality results confirmed causal relationships from
allindependent variables to the exchange rate at a 95% confidence level. The study concludes that currency depreciation in Iran is primarily
driven by internal macroeconomic imbalances, particularly the expansion of liquidity, persistent budget deficits, and reduced investment.
On the other hand, increased oil revenues play a compensatory role in stabilizing the national currency. Therefore, coordinated economic
policies targeting fiscal discipline, investment promotion, and monetary control are essential for maintaining currency stability.

Keywords: Currency depreciation, liquidity, budget deficit, investment, oil revenues, balance of payments deficit, error correction model, cointegration test.

Citation: Marvanifard, K. (2025). Identifying the Consequences of Non-Compliance with Accounting Standards in Tax Auditing, Accounting, Finance and Computational

Intelligence, 3(1), 1-14.

Copyright: © 2025 by the authors. Published under the terms and conditions of Creative Commons Attribution-NonCommercial 4.0 International (CC BY-NC 4.0) License.


http://creativecommons.org/licenses/by-nc/4.0
http://creativecommons.org/licenses/by-nc/4.0
https://orcid.org/0009-0003-6317-9642

ACCOUNTING, FINANCE AND COMPUTATIONAL INTELLIGENCE

Extended Abstract

Introduction

The depreciation of national currency has emerged as a persistent macroeconomic challenge for Iran over recent decades.
Fluctuations in the exchange rate, compounded by inflationary pressures and deteriorating purchasing power, have sparked
growing concern among economists and policymakers alike. In a highly import-dependent economy, currency devaluation
not only erodes household welfare but also destabilizes markets, distorts trade balances, and undermines investment
confidence. As a result, identifying and understanding the determinants of currency depreciation is vital for designing
effective policy interventions.

Currency value, as a function of both internal and external variables, reflects the overall health of an economy. Among the
internal factors, excessive liquidity growth has been identified as a primary driver of inflation and currency devaluation
(Shakery, 2018). According to the quantity theory of money, when money supply outpaces output growth, inflation becomes
inevitable and purchasing power declines (Brown & Abraham, 2012; McCarthy, 2007). In Iran, the continued expansion of the
monetary base, fueled by unbacked money creation and government reliance on central bank financing, has led to significant
inflationary pressure, resulting in an upward spiral in exchange rates and a weakening national currency.

Fiscal deficits also play a crucial role in this dynamic. A growing body of literature underscores the impact of persistent
budget deficits on monetary instability and exchange rate depreciation, particularly in developing economies (Davoudi &
Sezavar, 2022; Mousavi Jahromi & Ayat, 2008). Government reliance on borrowing from the central bank exacerbates the
monetary overhang and fuels inflationary expectations. Simultaneously, structural deficits —stemming from inefficient public
expenditure and over-reliance on volatile oil revenues—expose the economy to external shocks, contributing further to
currency volatility (Engler et al., 2014).

Another determinant of exchange rate fluctuations is the balance of payments (BoP). When a country consistently imports
more than it exports, the resulting current account deficit leads to higher demand for foreign currency and downward
pressure on the national currency. This relationship has been well documented in the literature on exchange rate pass-
through and global macroeconomic imbalances (Eichengreen, 2010; Frankel et al., 2012; Rahmani & Esfahani, 2016).

Moreover, investment plays a stabilizing role in supporting currency value. Higher levels of productive investment
stimulate output, reduce import dependency, and promote long-term economic growth (Akbarian & Ali, 2011). By expanding
domestic production capacities, investment mitigates the need for external borrowing and currency inflows, thereby
contributing to exchange rate stability. However, in the Iranian context, insufficient private investment—often a consequence
of policy uncertainty and institutional inefficiencies—has hampered these potential benefits.

Oil revenues, while a major source of foreign exchange in Iran, represent a double-edged sword. On one hand, higher oil
revenues increase foreign exchange reserves, facilitating the central bank’s ability to stabilize the currency in the short term
(Roshani, 2016). On the other hand, excessive dependence on oil exports renders the national currency vulnerable to external
price shocks and volatility in global energy markets (Golshan et al., 2022). This phenomenon has been highlighted in several
studies on exchange rate pass-through, revealing asymmetric impacts of commodity booms and busts on currency
performance (Campa & Goldberg, 2005; Chen & Juvenal, 2016).

Beyond these macroeconomic fundamentals, exchange rate fluctuations are also influenced by speculative behavior,

political instability, and policy misalignment. Studies indicate that psychological variables such as inflation expectations and
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lack of public trust in financial institutions can trigger capital flight and intensify pressure on foreign exchange markets
(Allington et al., 2005; Tejesh, 2024). In such contexts, even temporary shocks can be amplified, generating sustained
downward pressure on the currency.

Given the multifaceted nature of currency depreciation, this study aims to empirically examine the main macroeconomic
factors affecting the value of the Iranian national currency from 1979 to 2018. By focusing on five key variables—liquidity,
government budget deficit, balance of payments deficit, investment, and oil revenues—this research provides a
comprehensive econometric analysis using advanced time-series methods to uncover both short- and long-term
relationships.

Methods and Materials

This study adopts a quantitative approach utilizing annual time-series data from 1979 to 2018. The variables included in
the model are exchange rate (as a proxy for currency value), liquidity (monetary aggregate), budget deficit, balance of
payments deficit, gross investment, and oil revenues. Data were obtained from credible sources including the Central Bank
of Iran, the Iranian Statistical Center, and the World Bank.

The stationarity of variables was tested using the Augmented Dickey-Fuller (ADF) test. Due to the presence of non-
stationary series, cointegration techniques were employed to examine the long-run relationships among variables.
Specifically, the Johansen—Juselius cointegration test was used to identify cointegrating vectors. An error correction model
(ECM) was developed to assess short-run dynamics and the speed of adjustment toward long-run equilibrium. To test for
causality, the Toda—Yamamoto modified Wald test was employed.

Findings

The Johansen cointegration test revealed a statistically significant long-run relationship among the selected
macroeconomic variables. The estimated long-run equation indicates that liquidity, budget deficit, and balance of payments
deficit have positive and significant effects on the exchange rate, meaning that increases in these variables lead to
depreciation of the national currency. Conversely, investment and oil revenues were found to have negative and significant
effects, implying their role in strengthening the currency.

The error correction term was negative and significant with a coefficient of —0.80, indicating that 80% of any short-term
disequilibrium in the exchange rate is corrected in each period. This suggests a relatively high speed of adjustment toward
the long-run equilibrium.

The Toda—Yamamoto causality test confirmed the existence of unidirectional causality from all five independent variables
to the exchange rate. In particular, liquidity and the budget deficit were shown to have strong causal effects, supporting the
hypothesis that macroeconomic imbalances drive currency depreciation in Iran.

Discussion and Conclusion

The empirical results of this study reaffirm the centrality of monetary and fiscal discipline in preserving the value of
national currency. The positive and significant impact of liquidity on the exchange rate supports the monetary theory that
uncontrolled money supply growth leads to inflationary pressures and currency depreciation. In the Iranian context, the
persistent increase in monetary aggregates, largely driven by government borrowing and monetization of fiscal deficits, has

contributed to the weakening of the national currency.
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Similarly, the finding that budget deficits exacerbate currency depreciation underscores the importance of fiscal
responsibility. In the absence of structural reforms and sustainable revenue sources, continued reliance on deficit financing
not only crowds out private investment but also undermines confidence in the economy, leading to capital outflows and
speculative attacks on the currency.

The significant role of the balance of payments deficit aligns with the theoretical expectation that external sector
imbalances strain foreign exchange reserves. For an economy like Iran's, where imports are essential for both consumption
and production, persistent trade deficits elevate the demand for foreign currency and put pressure on the rial. Without a
diversified export base and efficient import substitution strategies, the country remains vulnerable to exchange rate shocks.

Investment emerged as a crucial stabilizing factor, consistent with development theory. Enhanced investment promotes
productive capacity, stimulates job creation, and improves the trade balance through import reduction and export
promotion. However, policy uncertainty, weak legal institutions, and geopolitical tensions continue to deter both domestic
and foreign investment in Iran, limiting its positive effects on currency stabilization.

Oil revenues, while temporarily alleviating foreign currency shortages, reflect a structural dependency that undermines
long-term currency stability. The asymmetric effect of oil price volatility has been a recurrent source of macroeconomic
instability. Diversification of revenue sources and reduction of oil dependency are thus essential to mitigate the adverse
impact of external shocks on the currency.

Overall, the findings emphasize that currency depreciation in Iran is the outcome of intertwined monetary, fiscal, and
structural factors. Addressing this complex issue requires coordinated policy actions across multiple domains. Prioritizing
inflation targeting, fiscal consolidation, investment climate reform, and trade diversification are key steps toward achieving

exchange rate stability and restoring confidence in the national currency.
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