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Abstract

Estimating the real exchange rate misalignment from the equilibrium
value and exploring the factors affecting its changes is crucial for both
economic policymakers and economic agents. Among the various
factors affecting exchange rate misalignment, the exchange rate
regime, has received less attention in experimental studies.
Accordingly, the present paper seeks to find out the answer to the
question of how real exchange rate misalignment is affected by
different exchange rate regimes. In other words, in which of the
exchange rate regimes is the exchange rate misalignment less and in
which one it is higher? To answer the question, the propensity score
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matching approach has been used. For this purpose, we have used data
from 116 developing countries with different exchange rate regimes
in 2019. Other factors such as real exchange rate misalignment in the
previous period, inflation, the quality of institutions and financial
development have been considered as match variables to net the effect
of the exchange rate regime on real exchange rate misalignment and
to separate the effects of other variables. The results showed that the
real exchange rate misalignment from its equilibrium level has
responded significantly to the type of exchange rate regime adopted
by the countries, so that the floating exchange rate regime increases
the real exchange rate misalignment in the selected developing
countries wherever implemented. It can be argued that factors such as
high exchange rate fluctuations, a more drastic adjustment in the price
level, and speculative bubbles or contagion effects in the floating
exchange rate regime have led to an increase in these misalignments.

1. Introduction

It is important for economic policymakers and agents to estimate the
real equilibrium exchange rate and identify the nature and reasons of
the real exchange rate (RER) misalignment defined as the deviation of
the exchange rate from its realized values. Positive or negative
deviations of the RER can disrupt the optimal allocation of resources,
leading to a decrease in welfare and economic crises. Moreover,
maintaining the RER at an incorrect level sends incorrect signals to
economic agents, resulting in higher welfare costs and greater
economic instability (Willet, 1986). Although this phenomenon exists
in all countries, it is a chronic issue particularly in developing
countries such as Iran. Managing the exchange rate and preventing its
fluctuations and misalignments have become one of the most
important concerns of economic policymakers today. The exchange
rate regime in each country is a significant factor in formulating
exchange rate policies and a source of exchange rate fluctuations.
However, despite the long history of exchange rate issues, fewer
studies have been conducted on the relationship between the exchange
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rate regime and RER misalignments. In this respect, the present
research aimed to investigate RER misalignments in different
exchange rate regimes. The study tried to answer the question of what
impact the choice of exchange rate regime has on RER misalignments.

2. Materials and Methods

Theoretical literature suggests that various factors can affect exchange
rate misalignment. The present study aimed to evaluate the impact of
adopting a floating exchange rate regime on the RER misalignment.
According to Nouira and Sekkat (2015) and Soleymani and Ben-Alam
(2018), the factors that influence the RER misalignment (the response
variable) include the exchange rate regime (the treatment variable in
this study), the RER misalignment in the previous period, inflation,
and institutional quality and financial development (matched
variables). To investigate the impact of adopting different exchange
rate regimes on the RER misalignment, the study employed the
propensity score matching (PSM) approach, which is a non-parametric
method in econometrics. Having obtained the probability value for
each observation, the study used the nearest neighbor estimator, as the
most straightforward estimator of propensity score matching, to
estimate the effect of the program based on the propensity score.

3. Results and Discussion

The study estimated the propensity score by using the logit function
to compare the values of the treatment and control groups concerning
the matched variables. The results indicated that the coefficients of
these variables are not significant, and none of the matched variables
have a significant impact on the probability of countries being in a
homogeneous group. The nearest neighbor estimator was used to
estimate the average treatment effect, and the results suggested that
adopting a floating exchange rate regime leads to an increase in the
RER misalignment. Countries with a floating exchange rate regime
experience a higher RER misalignment. To evaluate the pattern of
propensity score matching, the study conducted a balancing test on the
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characteristics of countries in the treatment and control groups. The
results indicated that all the matched variables of the study were well
balanced and matched. Therefore, the means of these variables in both
groups do not differ significantly after matching. In addition, the
common support condition of the propensity score values was
examined to test the validity of the PSM model. The results confirmed
the validity of the model, as the density distribution function of the
propensity score values for both groups had a common support after
PSM model estimation.

4. Conclusion

The significant difference in the coefficient of the treatment effect
(exchange rate regime) on the RER misalignment highlights the
importance of adopting a proper and logical exchange rate regime to
reduce these misalignments. Policymakers who aim to reduce RER
misalignments should consider the exchange rate regime as a
significant factor in their planning. However, considering the higher
RER misalignment in floating exchange rate regimes, such regimes do
not seem to be a suitable choice for developing countries to limit RER
misalignments. Therefore, economic policymakers in these countries
are advised to avoid adopting floating exchange rate regimes and opt
for the regimes with less flexibility to address the issue of the RER
misalignment. Regarding the case of Iran, the results of the panel
smooth transition regression (PSTR) model, along with the previous
research, suggest that the RER misalignment has existed in most
periods, especially in recent years. Since Iran was in the control group
in this study and has almost never adopted a floating exchange rate
regime, the cause of these misalignments should be sought in variables
other than the exchange rate regime, such as inflation, institutional
quality, or financial development.

Keywords: Exchange Rate Regime, Exchange Rate Misalignment,
Developing Countries, Propensity Score Matchin .
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