Economic Modeling )
sanad.iau.ir/journal/eco Volume 18, Issue 68, Winter 2025, 129-153.

Original Article

Modeling capital flight in Iran's economy

Hojatallah Mirzaei'="*, Mirhossein Mosavi‘=™*, Javad Taherpour =,
Hossein Yadollahi“=>

https://doi.org/10.71849/EC0.2025.1186182

Received:

Abstract
Bemuiz The article aims to model capital flight in the Iranian economy,
) considering the specific conditions of the country, during the period 1990-
Accepted: 2022[1To achieve this goal, 36 variables affecting capital flight were
18/04/2025 entered into Bayesian averaging models. To achieve this goal, 36
variables affecting capital flight were entered into Bayesian averaging
Keywords: models. Therefore, based on the BMA model, 11 non-fragile variables
Capital Flight, Political | affecting capital flight were identified. Based on the results, the variables
Stability, Bayesian of sanctions, foreign debt, and economic governance had the highest
g/lod?_ls Averaging, impact on capital flight in the Iranian economy. Finally, the results
anction

indicated that political and international variables have a greater impact
on capital flight in the Iranian economy than economic variables. Based
GEL Classification: | on the results, it can be stated that capital flight has a multidimensional
C02, G11, GO3 nature; to reduce it, a systemic perspective (multidimensional perspective)
must replace the traditional perspective (single-dimensional perspective).
It should be noted that, given the priority of factors affecting capital flight
in the present study, policies of political stability and improvement of
diplomatic relations at the global level should be prioritized..
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1. Introduction

"Capital flight" from developing and underdeveloped countries carries significant
economic and social consequences, underscoring the importance of addressing this
issue. The outflow of capital reduces essential investments in public and social
sectors—particularly in education, healthcare, sanitation, and infrastructure, while
deepening economic and social inequalities. To better understand this phenomenon, the
present study contributes to the literature by analyzing the determinants of capital flight
in developing economies, with a specific focus on Iran. As a developing country, Iran
aims to attract foreign capital; however, challenges such as long-standing unilateral and
multilateral sanctions, political and economic instability, fluctuations in oil prices, and a
heavy reliance on oil revenues have created an unfavorable environment for investment.
Consequently, not only has the country struggled to draw in foreign capital, but it has
also experienced significant domestic capital outflows. According to World Bank data,
Iran ranks poorly in terms of investment appeal; for example, the United Nations
Conference on Trade and Development (UNCTAD) reported a 36.5 percent decline in
foreign direct investment in Iran in 2019. Moreover, although natural resources—
particularly oil—can support economic growth, they have not led to sustained
development in Iran. The government’s overdependence on oil revenues has diverted
attention from other sources of capital, further exacerbating capital flight.

2. Methodology

This study is applied in terms of its purpose and adopts a quantitative approach based on
the nature of the data. The research covers a 33-year time horizon, spanning from 1990
to 2022, with a spatial focus on Iran. Data related to 36 variables influencing capital
flight were collected from various reputable sources, including the Central Bank of the
Islamic Republic of Iran, the Statistical Center of Iran, the World Bank, the
International Monetary Fund (IMF), and the Federal Reserve Bank of St. Louis. To
estimate capital flight, this paper employs the World Bank residual method, which is
recognized as a conservative yet comprehensive measure for capturing capital outflows.

3. Analysis and Discussion

Using nonlinear Bayesian models, the most influential variables affecting capital flight
were identified. Based on the results, 11 key variables were selected as part of the
optimal capital flight model. These include inflation uncertainty, sanctions, external
debt, real exchange rate, interest rate, domestic taxation, corruption, political stability,
regulatory quality, economic governance, and terrorism. These factors were found to
play a critical role in shaping capital flight dynamics in the context of the Iranian
economy.

4. Conclusion

Based on the results, several policy recommendations are proposed to mitigate capital
flight in Iran. First, enhancing transparency and accountability through anti-corruption
measures, legal reforms, and regular retraining of bureaucrats is vital for long-term
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governance improvement. Legal frameworks must be strengthened to prosecute corrupt
practices effectively, and tax reforms should aim to reduce evasion. Political stability
must be prioritized by addressing internal and external conflicts, improving democratic
accountability, and upholding the rule of law. Financial supervision should be
reinforced to prevent the diversion of funds to terrorism, with international and regional
cooperation playing a critical role. Promoting investment through a favorable business
environment, reducing bureaucracy, and encouraging economic diversification beyond
oil can also curb capital outflows. Economic stability should be pursued via sustainable
GDP growth, low and stable inflation, monetary and fiscal discipline, and transparent
financial laws. Strengthening diplomatic relations and institutional capacity building,
alongside public awareness campaigns on the harmful effects of corruption and
terrorism, are also essential. A sound banking sector can protect domestic savings and
attract foreign investment. Overall, the findings highlight the multidimensional nature of
capital flight, necessitating a systemic policy approach. Importantly, given the relative
impact of various factors identified in this study, efforts to enhance political stability
and international diplomacy should be prioritized.
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