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Abstract

This paper focused on developing a model to study the effect of Islamic finance on the inflation 

rate in top Islamic finance economies at 2012. For this purpose, as the available sample size is 

small, a Bayesian approach to regression model is used which contains key supply and demand 

side factors in addition to the ratio of Islamic finance assets to GDP as potential determinants of 

inflation rate. In the suggested model, inflation rate variable shows an apparent right skewness 

and the efficiency of log transformation for this variable is confirmed via Box-Cox approach. To 

give  Bayesian  estimators  of  the  regression  parameters,  we  have  implemented  an  MCMC 

approach including 100,000 iterations in the WinBUGS software. The results show that Islamic 

finance  is  a  significant  determinant  of  inflation  in  selected  Islamic  countries  in  which  its 

increase could decline the rate of inflation in the corresponding country.  Also the Bayesian 

estimation of the other parameters shows that, although increase of money growth and exchange 

rate growth lead to higher inflation rates, increasing GDP growth decline the inflation. 
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1. Introduction

Management of the annual price level changes within a country, known as the 
inflation rate, is one of the important economic issues for policy makers. Actually 
there are a large number of researchers trying to recognize key determinants of 
inflation in different countries. From the economic perspective, these determinants 
have been categorized to supply side, demand side and structural factors. Supply side 
factors are those economic factors which cause inflation by increasing cost of the 
production. Some important supply side factors include output growth, capital 
formation, oil and import prices, tax and wage levels, and exchange rate. Demand 
side factors lead to higher inflation via creating more buying requests for goods and 
services in the country. 
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