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The main purpose of this research is to investigate the important economic
factors affecting Iran’s exchange rate pass-through to the Consumer Price Index
(CPI) from 1993 to 2020. In this regard, by using the two methods of Bayesian
model averaging (BMA) and weighted average least squares (WALS), which have
been widely considered in recent years, the important factors affecting the
exchange rate transition and the order of importance of these variables in Iran
are determined. Random Forest (RF) algorithm has also been used to determine
the importance and ranking of identified factors.The results of BMA and WALS
methods indicate that government size, level of development, economic
uncertainty, and economic conditions are among the most important
macroeconomic factors affecting the exchange rate. Based on the empirical
findings, government size and economic uncertainty have a positive and

Keywords: significant relationship with the exchange rate pass-through, and the variables of
Exchange Rate Pass- economic conditions and the level of development have a negative and significant
Through, Bayesian Model | effect on it. The random forest (RF) algorithm results also show that economic
Averaging, Weighted- uncertainty has been identified as the most important variable affecting the
Average Least Squares, exchange rate pass-through among the four variables affecting the exchange
Random Forest regressor | rate. According to the research findings, controlling the effects of the exchange
JEL Classification: rate increase on consumer prices (exchange rate pass-through), reducing the size
E31, F3, F4 of the government, controlling economic uncertainties, improving economic

conditions, and improving the level of development are inevitable necessities in
Iran. Therefore, the most important policy recommendation of this research is to
control the effects of the exchange rate increase on the consumer price index in
Iran.
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1. Introduction

Constantly increasing the general level of
prices (inflation) is one of the main
concerns of countries. The increase in the
general level of prices causes irreparable
economic and social effects, such as a
decrease in purchasing power, a decrease
in public trust in governments, a decrease
in productivity, and a decrease in
economic growth in the country. For this
purpose, throughout history, economists
have tried to identify the origin of inflation
by presenting numerous theories and
studies and controlling inflation as much
as possible by providing appropriate
solutions to economic officials.

The historical dependence of Iran's
economy during the last 70 years on the
revenues from oil exports has led to the
heavy dependence of the government's
budget on oil revenues, and any change in
the exchange rate can affect the
government's Rial revenues and thus make
the budget dependent on the exchange
rate. In addition, the increase in the
exchange rate from the direct import
channel of consumer goods can lead to a
rise in consumer prices. On the other
hand, an increase in the exchange rate can
lead to arise in the cost of production and,
ultimately, the level of consumer prices
through the channel of importing
intermediate and capital goods. Therefore,
investigating the relationship between
inflation and the exchange rate is
considered one of the most critical issues
in the world and Iran, and very extensive
studies have been conducted under the
title of exchange rate transition. In recent
decades, the attention of international
macroeconomics and financial literature
has increased on the relationship between

the exchange rate transition and the
economy’s performance. The transfer of
exchange rate changes to the consumer
price index and the import (export) price
of goods to the currency of the destination
market and the total domestic prices are
known as the exchange rate pass-
through. This research has tried to identify
the influencing factors on the exchange
rate transition based on theoretical
foundations and research backgrounds,
and then by using the time series data of
the Iranian economy during the period
1372-1399, the effectiveness and order of
importance of these factors using new
econometric approaches (BMA, WALS, and
RF) are to be tested.

2. Method

The results of empirical econometric
studies of model specifications will almost
always be subject to much uncertainty.
This may result from many different
theories about the study in question,
which can be implemented in empirical
models or may be due to other aspects of
economics, such as the assumptions made
in the model. Regarding the heterogeneity
or independence of observations, it is
essential to recognize that this
uncertainty is an inherent part of
economic modeling, whether it is
accepted or not. This study tried to use
methods of solving the problem, such as
Bayesian and machine learning methods.

3. Finding

The findings show that in the BMA and
WALS, the exchange rate has a positive
and significant effect on the consumer
price index, and hence, the passing of the
exchange rate in Iran is confirmed.
Secondly, the variables of government
size, level of development, uncertainty,
and economic conditions (such as
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recession and recession) are four
important and effective factors in the
influence of the exchange rate on Iran’s

consumer price. The inflationary
environment and the degree of
commercial openness have not

significantly affected the exchange rate.

On the other hand, because the order of
importance of the mentioned variables in
the two methods was not the same, a
machine learning method, called the
random forest method, was used. Based on
this method, the findings show that in the
Bayesian and Waltz averaging methods,
the currency has a positive and significant
effect on the consumer price index.
Hence, the passing of the exchange rate in
Iran is confirmed. Secondly, the variables
of government size, level of development,
uncertainty, and economic conditions
(such as recession and recession) are,
respectively, four important and effective
factors affecting the exchange rate on the
consumer price of Iran. The inflationary
environment and the degree of trade
openness have not had a significant effect
on the exchange rate.

Moreover, as the order of importance of
the mentioned variables in the two
methods was not the same, a machine
learning method, named the random
forest method, was used. Based on this
method, uncertainty and the size of the
government are the most important in
explaining the exchange rate pass-
through, respectively. The exchange rate
as a key variable is in the third place of
importance; hence, the significance of the
exchange rate on the consumer price can
be confirmed. In addition, the variables of
the level of development, degree of trade
openness, economic conditions, and the
inflationary environment are in the next
ranks, respectively.

4. Results

The results of BMA and WALS methods
indicate that the variables of government
size, level of development, economic
uncertainty, and economic conditions are
among the most important
macroeconomic factors affecting
exchange rate pass-through in Iran. Based
on the empirical findings, government size
and economic uncertainty have a positive
and significant relationship with the
exchange rate pass-through, and the
variables of economic conditions and the
level of development have a negative and
significant effect on the exchange rate
pass-through. The random forest (RF)
algorithm results also show that economic
uncertainty has been identified as the
most important variable among the four
variables affecting the exchange rate pass-
through. The variables of government size
and the level of development of economic
conditions are also in the second, third,
and fourth ranks in terms of the
importance of influencing the exchange
rate pass-through. Moreover, the results
showed that the exchange rate has always
been one of the key variables affecting
price level, which is a confirmation of the
effect of the exchange rate on consumer
price. This difference is influenced by the
different economic conditions and
characteristics that prevailed in those
periods.
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7- Ho ! - Random Forest

8 _ Breiman 2 Random Forest (RF)

¥ Machine Learning (ML)
4 Supervised Learning

5 Classification

6 Regression

9 Cutler, and et al.
10 Ensemble Learning
' Decision Tree
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Overcast Cool | Normal | True 43 46.3
Rainy Mild | High False 35
Rainy Cool | Normal | False 38
Sunny Mild Normal False 48 False True Cool Hot Mild
Rainy Mild [ Normal ] True 48
Overcast Mild High True 62
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Sunny Mild High True 30
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Bl Moving Average
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= GDP per Capital
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