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Abstract

This study aims at investigating the impact of bilateral investment treaties on foreign
investment inflows into Iran from developed source countries. To achieve this purpose,
the two common approach in foreign investment literature, that is, the gravity and
knowledge-capital model has been used as the analytical framework of the study, as well
as the pseudo-Poisson maximum likelihood method for the years 2002-2020. The results
show that both gravity and knowledge-capital models provide an acceptable explanation
of foreign investment inflows into Iran from developed countries. Except of Iran’s real
GDP, the main variables of the gravity model, that is, the geographical distance and real
GDP of developed source countries are statistically significant and have the expected signs.
All the main variables of the knowledge-capital model, including the difference between
gross enrollment ratio in tertiary education of developed source countries and Iran (with
a negative coeflicient), sum of real GDP of developed source countries and Iran (with a
positive coefficient) as well as Interaction of the difference between gross enrollment ratio
in tertiary education of developed source countries and Iran and difference between real
GDP of developed source countries and Iran (with a positive coefficient) are statistically
significant and indicate that the foreign investment of developed countries in Iran is more
horizontal than vertical. There is a positive and statistically significant relationship between
bilateral investment treaties and foreign investment inflows into Iran from developed source
countries in both gravity and knowledge-capital models. Finally, the sanctions imposed
against Iran have reduced foreign investment inflows into the country.
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1. Introduction

Countries seek to attract foreign direct investment for various reasons. Foreign Direct
investment is a source of capital and jobs. Foreign direct investment can provide foreign
currency; Because foreign direct investment is often concentrated in export-oriented
industries (Kerner, 2009: 75). Foreign direct investment inflows are the easiest way to close
capital deficiencies in a developing country and converge to levels of technology in
developed countries. FDI inflow contribute to speed up R&D and innovation activities that
enable host counties to produce value-added products and help to increase the national
income via export revenues from high-tech products (Erdal & Gocer, 2015: 757); so
attracting foreign direct investment is very important for developing countries.

Many developing countries have tried to attract more foreign investment inflows by
various instruments. In this regard, providing investment guarantees to foreign investors
through bilateral investment treaties is one of the approaches adopted to promote foreign
investment. The overwhelming majority of international investment agreements (I1As), in
particular the majority of BITs, promote foreign investment by protecting foreign investors
against certain political risks in the host country. 11As may impact on FDI inflows through
improving individual components of the policy and institutional framework for FDI in the
host country, thus contributing to an improvement of the investment climate (UNCTAD,
2009: 14).

Similar to many countries, Iran has actively followed the policy of negotiating and
signing bilateral investment treaties. It is expected that along with the increase of bilateral
investment treaties between Iran and other countries, the foreign investment inflows into
Iran will increase. Our main aim in this study is to investigate the impact of bilateral
investment treaties on foreign investment inflows into Iran from 14 developed source
countries in the framework of the gravity and knowledge-capital model, and in this way, it
contributes to the literature of Foreign investment and bilateral investment treaties in Iran.
Especially, the framework of the knowledge-capital model lets to explain the dominant
type of foreign investment, i.e. horizontal or vertical in Iran.

2. Materials and Methods

In this study, in order to empirically investigate the impact of bilateral investment treaties
on foreign direct investment inflows from developed countries to Iran for the years 2002-
2020, the gravity and knowledge-capital model as well as pseudo-Poisson Maximum
Likelihood (PPML) regression are used. The dependent variable is the foreign investment
inflows from country i into Iran (country j) in year t, which is converted to real value by
the US GDP deflator. The explanatory variables used in the estimation of Gravity and
knowledge-capital models are presented in tables (1) and (2), respectively.

3. Data

Data for the current GDP of Iran and the developed countries are from the World Bank
website. The current GDP of Iran and the home developed countries, as well as the foreign
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investment inflows into Iran, are converted into real value by the US GDP deflator. Data
for bilateral investment treaties of Iran are from UNCTAD IIA data base. Data for gross
enrollment ratio in tertiary education of Iran and development countries as well as foreign
trade of Iran are from the World Bank website.

The list of developed source countries of the foreign investment inflows into Iran for
estimation of gravity and knowledge- capital models in this research are presented in table
(3). Data for the foreign investment inflows into Iran from these countries are from
Organization for Investment Economic and Technical Assistance of Iran.

4. Discussion

The results of the gravity model estimation show that there are a positive and statistically
significant relationship between the variables of bilateral investment treaties (BIT) and the
cumulative number of bilateral investment treaties (BITs) and Foreign investment inflows
of development countries into Iran. Sanctions imposed against Iran had a negative and
statistically significant effect on Foreign investment inflows of development countries into
Iran, which is consistent with the results of Naeini et al. (2023). The coefficient of real GDP
of developed countries is positive and statistically significant. The negative and statistically
significant coefficient of the distance variable means that as the geographical distance
between Iran and developed source countries increases, the attraction of foreign investment
decreases.

The results of the knowledge-capital model estimation show that there is a positive and
statistically significant relationship between the variables of BIT and Foreign investment
inflows of developing countries into Iran; While the coefficient of BITs is negative and
statistically significant. The positive and statistically significant coefficient of the
Lnsumgdp indicates that with the increase in the sum of Iran and source countries’ log of
real GDP, the horizontal foreign investment in Iran increases. The negative and statistically
significant coefficient of the Lngdpdifsq indicates that the existence of similar- sized
markets leads to an increase in horizontal foreign investment. The negative and statistically
significant coefficient of the variables Lnskilldif and Lnskilldiftoperiran along with the
positive and statistically significant coefficient of the variable Lnskilldiflngdpdif indicates
that the dominant type of foreign investment in Iran is horizontal because based on
theoretical literature, similar in factor endowments (skilled- labor endowment in our study)
will lead to horizontal foreign investment. Finally, similar to the result of gravity model
estimation, the coefficient of Sanctions is negative and statistically significant.

5. Conclusion

In this study, the impact of bilateral investment treaties on foreign investment inflows into
Iran from 14 developed source countries was investigated by the pseudo-Poisson maximum
likelihood method in the framework of the gravity and knowledge-capital model for the
years 2002-2020. The coefficient of The bilateral investment treaty dummy is positive and
statistically significant in both gravity and knowledge-capital models estimations. Also, the
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negative and statistically significant coefficient of the sanctions in the both models shows
that Developed countries are investing less in Iran following the sanctions imposed against
the country. Except of Iran's real GDP Other Covariates of the gravity model are statistically
significant and have the expected signs.

In addition to evaluating the impact of bilateral investment treaties on foreign
investment inflows into Iran, the dominant type of foreign investment in Iran, i.e. horizontal
or vertical through variables Lnskilldif and Lnskilldiftoperiran in the framework of
knowledge- capital model was measured. According to the results, Lnskilldif and
Lnskilldiftoperiran have a negative and statistically significant impact on foreign
investment inflow into Iran. As well as the coefficient of Lnskilldiflngdpdif is positive and
statistically significant. These findings indicate that foreign investment in Iran is more
horizontal than vertical.
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Tab. 4: Unit root test results for variables of the gravity model.
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Tab. 7: Estimation results of the gravity model by Pseudo-Poisson Maximum Likelihood
(PPML) method.
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Tab. 8: Estimation results of the knowledge-capital model by Pseudo-Poisson Maximum
Likelihood (PPML) method.
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