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Abstract In this research, the relationship between domestic production, investment flow, and development of financial
markets of the Islamic Republic of Iran has been investigated in 2000-2015. The research is post-event, which is applied in
terms of purpose and follows a correlation and regression method to conduct the analysis method. The applied econometric
method is the combined data method, the integration of cross-sectional data, and time series. Fisher's test, regression model,
and Hausman test were used to analyze the data using Eviews. The results of the research showed that the financial market
plays a role in the relationship between direct foreign investment and gross domestic product.
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1. Introduction

Currently, a large part of the economic literature confirms
that the long-term economic growth and welfare of a country
are related to the degree of financial development in that
country in addition to other important factors. Financial
development is generally due to the accumulation and
equipping of capital resources and the optimal allocation of
these resources affects economic growth. In other words,
financial development indicators affect the capital aggregate
indicators and their productivity. These factors also affect
economic growth. The development of the financial system
through the expansion and diversification of the financial
markets of the country leads to a more appropriate allocation
of resources and, ultimately, faster economic growth [10]. In
this research, it is intended to evaluate the impact of financial
market development on the economic growth in Iran in
2000-2015.

2. The Problem Expression and
Theoretical Foundations

Iran's central bank statistics show that Iran's GDP has
experienced a lot of stagnation in the current century. Iran's
gross domestic product reached an upward trend from 44 to
242 trillion Rials (at constant prices in 1992) from 1960 to
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1967. In fact, the size of the Iranian economy has increased
by 5.5 times over the course of 17 years. The production
process is reversed and began its downward trend with the
advent of revolutionary conditions in 1978. The downward
trend in production is due to the instability of the
revolutionary period and then the beginning of the Iran-Iraq
war because the production declined as much as 30% from
242 trillion Rials in 1976 to 170 trillion Rials by the end of
1981. Subsequently, in spite of increasing production in
1982 and 1983, the downward trend continues until 1988
(the end of the war), but the upward trend in production
began again since 1989 and continued until the end of the
year 2009 except for a three-year period (from 1993 to 1995,
when production was stopped) so that the production reached
519 trillion Rials from 180 trillion Rials in 2008. In fact, the
size of the Iranian economy has been 2.9 times over the past
21 years [1].

Theoretically, capital flows are one of the basic
requirements of the economic growth process, which can be
financed from domestic (savings) and foreign sources of
finance. Foreign finance is not only a supplement to
domestic savings, sometimes fills the gap between savings
and investment, which is a solution to the foreign exchange
gap. In developing countries, financial resources include
bilateral assistance from developed countries, financial flows
derived from multiple sources, such as the World Bank and
regional banks, investment, and foreign direct investment
(FDI) [11]. Apart from the first two cases, which actually
involve the debt crisis and debt service problems, often by
governments and institutions such as the International
Monetary Fund and the World Bank, the latter two are most
often carried out by the private sector, and it is referred to as
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the private capital flow [13]. Capital as the engine of
economic growth and development is one of the fundamental
pillars of the economy. Many countries, especially
developing countries, are struggling to achieve economic
development, and they are endeavoring to provide full
employment and continuous economic growth by adopting
economic policies.

Such countries seek to create an appropriate environment
for national investment in order to win the confidence of
foreign and domestic investors by encouraging public
investment and special privileges [4]. Using investment
opportunities through the optimal use of production
resources is one of the most important factors for achieving
economic progress. From a theoretical point of view, the
injection of capital into the economy stems from the belief
that economists consider capital as a growth engine.
Obviously, funding for capital formation is possible in a
variety of ways, including foreign debt, the use of domestic
savings, attracting foreign capital, etc. [14]. Since the
domestic savings of developing countries are not able to
cover the gap between investment and savings and their
stock markets are in the early stages, the study of the
relationship between capital flows and economic growth
should be considered with an emphasis on the role of
financial markets.

Since Iran is one of the developing countries, this can be a
comprehensive study.

3. Research Literature

So far, many studies have been conducted on the capital
flow, economic growth, and financial markets based on
various case studies and the role of intermediary and control
variables. Beckmann, J. and Czudaj (2017) have examined
the capital flow and GDP in the economic growth of
developing countries. Research results have shown a positive
and strong impact between capital flows and GDP on the
economic growth of developing countries [7]. Baharumshah
et al. (2015) investigated the relationship between different
types of foreign capital and economic growth with regard to
the role of financial markets. The results of this study
indicate that there is a meaningful relationship between
foreign capital and economic growth as a nonlinear
relationship based on financial development [6]. Komla et al.
(2014) evaluated the relationship between the private capital
flow and economic growth with regard to the role of
domestic financial markets. The results of the research have
shown that strong financial markets of the private capital
flow have a positive effect on economic growth. In addition,
controlling population, saving and liberalizing financial
markets also affect economic growth [13]. Carp (2014)
explores the financial information of several countries in the
world. The results of this study showed that the classic
economic growth model is meaningful for variables such as
inflation, the degree of economy openness, population
growth and government size, but the effects of the

liberalization of financial markets and capital flows,
although affect the economic growth, have their effects
largely due to crises and its indirect effects [9]. Ketenci
(2015) has examined the impact of financial market
development on the impact of FDI on economic growth in
host countries. According to the research results, the effect of
foreign direct investment in developed countries is positive
and significant on economic growth in terms of the financial
market. In the less developed countries, the effect of the
foreign direct investment on economic growth has not been
significant [12]. Ahn (2013) concluded in their research that
the relationship between economic growth and capital flows
is positive and affects the effects of globalization and its
implications on the economic environment of the capitalist
countries. In this regard, the variables of the new economic
hypotheses that emerged from the 1990s, such as technology
knowledge and new management practices are effective in
economic growth partly due to foreign investment [2].
Azman- Saini et al. (2010) investigated the relationship
between investment and economic growth. Research results
have shown the positive impact of investment on economic
growth [5]. Beugelsdijk et al. (2008) have analyzed the
impact of horizontal and vertical investment on the economic
growth of the host country. The results of the research
indicate that horizontal and vertical investments have a
positive and significant effect on the economic growth of
developing countries [8]. Alguacil et al. (2011) have
examined the relationship between investment and economic
growth according to economic variables. In the research, it
has been reported that investment in the short term has only
had a negative effect on growth. The trade variable has a
significant and positive effect on economic growth both in
the short run and in the long run [4].

4. Research Method

According to the research data, this paper is a post-event
type, which is applied in terms of purpose and follows a
correlation and regression method to conduct the analysis
method. In the correlation research, the main goal is to
determine if there is a relationship between two or more
variables, and if so, how much. The research plan is
quasi-experimental using the post-event approach (casual).
The applied econometric method is the combined data
method, the integration of cross-sectional data, and time
series. Fisher's test, regression model, and Hausman test
were used to analyze the data using Eviews.

5. Research Model

In this research, the proposed model is based on the
Cobb-Douglas function model, which is presented in the
research (2004) by Alfro et al [3]. The overall form of the
model is as follows:
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Y, :AitKi?Lg (1)

In which, Y is the GDP, and A is productivity level, K is
capital stock, L is labor, and @ and B in this function
represent the elasticities of the factors related to the
production factors that are directly estimated from the
estimated production function, and ¢ and i respectively
indicate Time and country. The linear form is obtained by
conducting logarithm on both sides of Equation (1):

InY=InA; +alnK; + fLnL; )

According to the results presented in the research
literature, it was indicated that foreign direct investment and
the development of the financial market were found to be
effective in the overall efficiency of the production factors.
Accordingly, it is assumed here that the total productivity of
the factors of production is determined by an external sector
(FDI) and financial market development (FI). In addition, the
total factor productivity is a function of factors such as the
degree of economic openness, government expenditures, and
human capital. Therefore, the total productivity factor of the
production factors can be written as follows:

Ait f (FDIit T, ’Openit ’Git ’Hcit ) 3
Ait = BitFDIij‘lF]i}QOPENi}.3Gi}‘4HCi?.5 ( )
In which

A: Factor Productivity

FDI: Foreign Direct Investment

FI: Financial Market Development: Openness of the
economy

G: government expenditure

HC: Human Capital.

Human resource performance has been modeled in this
way and it is important that it is one of the factors
contributing to economic growth. In fact, the qualitative
characteristics of human resource performance are a kind of
capital, because these characteristics can result in higher
productivity and more revenue [14]. The influence of the
remaining factors on the dependent variable of the
production function has also been proven in numerous
studies.

The logarithmic form of Equation (3) is as follows:

LnA, =y, +y,LnFDI, +y,LnFI, )
+y,LnOPEN,, +y,LnG, + y,LnHC,

In which, y, is the intercept of the efficiency equation.
Now, by putting Equation (4) in Equation (2), the
mathematical model of economic growth for country i and
time t can be defined:

LnY, =y, + 3 LnFDI;, +y,LnFT,
+y3LnOPEN,, + y,LnG,, + ysLnHC, %)
+alLnK, + BLnL,

The stochastic equation of economic growth can also be
defined:

LnYit = 7/0 + 7/1LI’IFDIU« + }/anFIlt
+73LnOPEN,, + 7,LnG,, + ysLnHC,, ~ (6)

In which, y;; describes the individual effects of the
states, and 9J;; also defines a random error that is supposed
to be good behavior. In this study, foreign direct investment
(FDI) was used as a percentage of gross domestic product.
FI is the development of the financial market, which is the
ratio of payments from the private sector to the gross
domestic product. Openness is also derived from the total
export-import ratio to the gross domestic product. In
addition, G is government costs as a percentage of GDP.
HC is human capital. In most studies, such as Doytch and
Uctum (2011), the rate of enrollment for high school
students is used as a human capital indicator [11]. K is the
capital stock used by the Perpetual Inventory Method (PIM)
to estimate capital stock. L is also considered as the labor
force of the total labor force population in the country.

' [FDII.,,FI. FDI,
it *

it>
xFIil,Openi,,G[,,HC[,j

Yl -7 Y2 13 @
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Thus, the model will look like this:
LnY, = yo + 7, LnFDI;, + y,LnFI;, + y3Ln(FDI;, x FL)
+y4LnOPEN;, + ysLnG;, + yoLnHC;, + aLnkK, ®)
+BLnLy +y; +vy

In which, FDI * FI has a cross-border effect of foreign
direct investment and the development of the financial
market. Therefore, model (8) is applied to assess the impact
of foreign direct investment, financial market development,
crossover of foreign direct investment and financial market
development, the degree of openness, government
expenditures and human capital on Iran's economic growth
over the time period 2000 to 2015. The data were obtained
from the Central Bank of Iran and the World Development
Indicators (WDI).

6. Research Results

In this section, the impact of financial market
development on the impact of foreign direct investment on
economic growth in Iran over the period 2000 to 2015 has
been analyzed using the combined data and model estimation.
First, it is necessary to test the variability of all the variables
used in the estimates. For this purpose, Fisher test has been
used. The results for the variability of the variables are
reported in Table (1):
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Table 1. Durability analysis of variables using Fisher test
Variable Variable | g istic | Probability
symbol

Gross Domestic Product LnGDP 99.1099 0.00
Economic openness degree LnOPEN | 211.408 0.00
Labor LnL 412.657 0.00
Government costs LnG 166.134 0.00
Capital stock LnK 64.7779 0.00
Foreign direct investment LnFDI 416.769 0.00
Financial development LnFI 175.769 0.00
Human Capital LnHC 438.949 0.00

The surplus variable of
foreign direct investment and | LnFDIFI 151.301 0.00

financial development

Considering the results of the variability of the variables in
Table (1), it can be concluded that durability assumption of
the applied variables in the regression model is confirmed.

The results of the estimated economic growth model under
three conditions are reported in Table (2): The first model

introduced the regression model without cross-effects of
foreign direct investment and the development of the
financial market, and evaluated the estimated coefficients; in
the second case, the model was examined by adding the
evaluated crossover effect, and in the third case, the model is
examined only with the crossover effect of foreign direct
investment and the development of the financial market.
According to the F lemmer test statistic, it can be determined
whether the model is validated using pooled method or a
fixed effect method. According to the results presented in
Table 1 and 2, the probability value of the test was observed.

F is below 1% (equal to zero), and the null hypothesis is
based on the existence of a pooled data model. Therefore, the
model has a panel data type. After determining this type of
the model, it should be determined based on Hausman test
whether the model has fixed effects or random effects. In
table (2), given the probable value of this test, it can be
concluded that the null hypothesis is accepted with random
effects versus fixed effects. Hence, it can be said that the
approved model in this section is a panel data model with
random effects:

Table 2. Estimates of the Economic Growth Model

Variable Variable symbol First state Second state Third state
-0.002 0.001
Intercept C -0-002 t:-0.035 t:0.010
:-0.045 p:0.964
p:0971 p:0.991
0.49 0.491 0.539
Economic openness degree LnOPEN t:3.873 1:3.342 t:3.321
p:0.000 p:0.000 p:0.001
0.042 0.043 0.067
Labor LnL :2.391 t:1.976 :2.787
p:0.017 p:0.049 p:0.005
-1.637 -1.640 -1.653
Government costs LnG t:-3.725 t:-3.465 :-3.077
p:0.000 p:0.000 p:0.002
0.605 0.379 0.854
Capital stock LnK t:2.544 t:2.119 t:4.410
p:0.023 p:0.035 p:0.000
0.109 0.084 0.102
Human capital LnHC :2.196 :2.007 t:2.199
p:0.050 p:0.012 p:0.017
0.085 0.098
Foreign direct investment LnFDI :1.682 t:1.187 -
p:0.093 p:0.236
1.078 1.092
Financial development LnFI :7.106 :8.683 -
p:0.000 p:0.000
The surplus variable of -0.016 0.183
foreign direct investment and LnFDIFI - t:-0.260 t:3.306
financial development p:0.794 p:0.001
R-Squared: 0.377 R-Squared: 0.477 R-Squared: 0.392
F-Statistics: F-Statistics: F-Statistics:
22.876(0.000) 19.954(0.000) 10.560(0.000)
F-test F(2,26)=306.52 F(2,25)=116.23 F(2,26)=299.01
X27=0.963562 X?7=1.120982 X%7=0.992342
Hausman test
P:0.9954 P:0.8743 P:0.8991
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As can be seen, when the model is examined without
crossover, financial development variable (FI) has a
significant and positive effect on GDP at all levels so that 1%
increase in the credits granted to the private sector by the
banking sector will increase the growth rate as much as
1.07%. In fact, active investment companies are able to
provide the definition and financing of various investment
projects that will increase the level of investment and,
consequently, higher economic growth. The direct foreign
investment variable alone does not have a significant effect
on the gross domestic product.

In the second state, as the results of this estimate in Table 2
show, the effect of the cross-flow of foreign direct
investment and financial development has fluctuated.
Therefore, the third state is evaluated.

In the third state, the openness degree of the economy
(OPEN) has a positive and positive effect on GDP at 91%
confidence level. If the economic openness level increases
1%, GDP will increase as much as 53%. The greater the
degree of openness of the economy of the host country, the
more direct foreign investment will have an impact on the

country's exports and will lead to increased economic growth.

In addition, capital stock (K) has a significant and positive
effect on GDP. If the capital stock increases 1%, GDP will
increase as much as 85%. Labor force L has a positive and
significant effect on GDP, so that 1% increase in labor force
will increase economic growth as much as 0.6%. The
government costs variable has a negative and significant
effect on GDP, so that 1% increase in government costs
reduces GDP as much as 1.65. Greater costs of governments
put away the private sector investment and consequently, it
slows production and therefore its effect on negative
production. Human capital (HC) variable has a positive and
significant effect on the dependent variable, which is the
GDP, according to the amount of statistics in Table 2. The
more workforce benefits from training, and as much as this
training is more beneficial, the improvement in the quality of
labor will be more effective in increasing production, as
Baharumshah et al. reported, higher production depends on
the skilled and trained labor [6].

As shown in Table 2 in examining the cross-border effects
of foreign direct investment and financial development on
GDP, FDIFI) has a positive and significant effect on the
research model at 95% confidence level. As can be observed,
the direct foreign investment variable alone does not have
a significant effect on GDP, as the reason for the
ineffectiveness of foreign direct investment can be due to the
lack of necessary resources in the country to make better use
of foreign direct investment. In other words, if foreign direct
investment added to the financial development, then its
positive effects can be seen on GDP because of the crossover
effects that occur. Komla et al. also concluded that less
developed countries should improve their financial
development system in order to improve the impact of
foreign direct investment on growth. Ahn (2013) argued that
in practice, attracting foreign direct investment would play a
positive role in the economic growth of Asian countries,

along with financial development [2].

7. Discussion and Conclusions

The results of this study showed that the financial market
plays a significant role in the relationship between direct
foreign investment and gross domestic product. Despite the
fact that the FDI does not have a significant effect on GDP in
the financial market of Iran, the results showed that the
crossover of foreign direct investment and the financial
market index (banking sector credit to the private sector) had
a positive and significant effect on GDP. Therefore, this
indicator should be strengthened so that the financial market
affects the foreign direct investment on GDP in a greater
level. It is also necessary to reduce the government's
ownership of banks, and the transfer of credits to inefficient
economic sectors without high added value should be
stopped by creating a competitive environment in the
banking system and efficient interest rates.

On the other hand, due to the fact that the development of
the financial market and the crossover of foreign direct
investment and financial market development have a positive
and significant effect on economic growth; if Iran pursues
the development of its financial market through the
expansion of foreign direct investment, it can affect the
country's economic growth. Crossover effect has caused
direct foreign investment in the country to affect economic
growth if foreign direct investment alone has not had a
significant effect on the country's economic growth.
Therefore, as stated, the effectiveness of this crossover effect
indicates that when there is financial development in the
country, direct foreign investment will be effective on
economic growth.
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