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Economic growth, as one of the key development indicators, plays a significant role
in improving public welfare and enhancing social indicators. Economic growth is
influenced by structural and institutional factors, among which financial
development and geopolitical risk are critical. Financial development significantly
facilitates investment, enhances productivity, and stimulates innovation by
improving access to financial resources. Conversely, geopolitical risks, such as
political tensions, can weaken economic growth by increasing uncertainty. This
study aims to examine the impact of geopolitical risk and financial development on
economic growth in Iran from 1990 to 2023, using the Time-Varying Parameter
Vector Autoregression (TVP-VAR) method. The results indicate a negative effect
of geopolitical risk and a positive impact of financial development on economic
growth in Iran. Geopolitical risks, including security threats, sanctions, domestic
unrest, and regional and international political developments, directly impact the
country's economic growth trajectory. This effect manifests negatively in reduced
economic activity, decreased investment flows, and increased uncertainty in
financial and economic markets. On the other hand, the development of the financial
system, which encompasses improved access to financial resources, strengthened
capital markets, and reinforced financial institutions, has a significant and positive
impact on economic growth. In other words, financial development processes can
accelerate economic growth in Iran by increasing available financial resources for
investment, improving allocation, and economic

resource strengthening

infrastructure.
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Extended Abstract

Introduction Economic growth is widely recognized as a fundamental indicator of a nation's development, playing
a crucial role in enhancing public welfare and improving various social and economic indicators. Sustainable economic
growth contributes to job creation, poverty reduction, and overall improvement in living standards. However, economic
growth does not occur in isolation; rather, it is shaped by a multitude of factors, including structural, institutional, and
macroeconomic variables. Among these, financial development and geopolitical risk are particularly significant due
to their direct and indirect impacts on investment, capital flows, market stability, and overall economic performance.
Financial development refers to the expansion and efficiency of financial institutions, markets, and services that
facilitate access to credit, encourage savings and investment, and promote overall economic efficiency. A well-
developed financial system enhances productivity, stimulates innovation, and accelerates economic activities by
reducing transaction costs and optimizing resource allocation. Countries with strong financial systems tend to
experience more sustainable economic growth as firms and individuals can access the capital necessary for expansion,
technological advancement, and long-term development strategies.

On the other hand, geopolitical risk encompasses a broad range of political and security-related uncertainties that can
negatively impact economic stability. These risks include political tensions, security threats, regional conflicts,
economic sanctions, and instability in governance. High geopolitical risk leads to increased uncertainty in financial
and economic markets, discouraging foreign and domestic investment, disrupting trade flows, and creating an unstable
business environment. Given Iran's geopolitical position and history of economic sanctions, political instability, and
regional tensions, the interplay between geopolitical risk and economic growth is particularly relevant.

The primary objective of this study is to analyze the impact of geopolitical risk and financial development on economic
growth in Iran from 1990 to 2023. This study employs the Time-Varying Parameter Vector Autoregression (TVP-
VAR) method to examine the dynamic relationships between these variables. By adopting a time-varying approach,
the study captures the evolving nature of these relationships over different economic and political periods, providing
a more comprehensive understanding of their effects.

Method To empirically assess the impact of geopolitical risk and financial development on economic growth, this
study utilizes the Time-Varying Parameter Vector Autoregression (TVP-VAR) model. The TVP-VAR model is
beneficial for capturing the dynamic nature of economic relationships, as it allows the coefficients to change over
time in response to structural shifts, policy changes, and external shocks. Unlike traditional static models, the TVP-
VAR approach accounts for nonlinearities and variations in economic conditions, making it particularly suitable for

analyzing Iran’s economy, which has experienced significant policy changes, economic sanctions, and geopolitical
fluctuations over the past three decades.

The dataset used in this study covers the period from 1990 to 2023 and includes three key variables:

1. Economic Growth—Measured by Iran’s Gross Domestic Product (GDP) growth rate, which reflects the
country's overall economic performance.

2. Financial Development — Measured using indicators such as domestic credit to the private sector as a
percentage of GDP, stock market capitalization, and financial institution efficiency.

3. Geopolitical Risk — Measured using indices that account for factors such as international conflicts,
economic sanctions, domestic political instability, and security threats.

Data for these variables are sourced from international financial institutions, government reports, and geopolitical
risk databases. The TVP-VAR model estimates the time-varying coefficients of financial development and
geopolitical risk on economic growth, allowing for the identification of periods where their effects have strengthened
or weakened.
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Results: The empirical findings indicate distinct and contrasting effects of financial development and geopolitical
risk on economic growth in Iran. Financial development consistently has a positive impact on economic growth,
whereas geopolitical risk exerts a negative influence.

1. Impact of Financial Development

(@]

Financial development contributes significantly to economic growth by enhancing the efficiency of
capital allocation and facilitating investment.

The expansion of financial institutions and markets has improved access to credit for businesses and
individuals, leading to increased entrepreneurial activity and industrial expansion.

Over time, financial liberalization policies, banking sector reforms, and capital market growth have
reinforced Iran’s economic infrastructure, providing a stable foundation for growth.

Periods of higher financial development, particularly in the early 2000s and post-2015 (after the
temporary easing of international sanctions), correspond to higher economic growth rates,
illustrating the importance of financial sector improvements.

2. Impact of Geopolitical Risk

O

Geopolitical risk negatively affects economic growth through various channels, including reduced
investment, heightened uncertainty, and increased economic volatility.

The findings show that periods of heightened geopolitical tensions, such as the Iran-Iraq conflict,
nuclear-related sanctions, and regional conflicts, coincide with significant declines in economic
growth.

International sanctions imposed on Iran, particularly from 2011 to 2015 and again from 2018
onwards, have led to severe restrictions on financial transactions, foreign investments, and trade
flows, contributing to economic contraction.

The study also finds that domestic political instability and social unrest have exacerbated the
negative impact of geopolitical risks, further discouraging investment and reducing economic
activity.

3. Time-Varying Nature of Effects

O

Conclusion:

The TVP-VAR results reveal that the effects of both financial development and geopolitical risk
fluctuate over time.

During relative political stability and economic reform periods, financial development’s positive
impact on economic growth is more pronounced.

Conversely, during times of heightened geopolitical tension, such as major international sanctions,
the negative impact of geopolitical risk intensifies, overshadowing the benefits of financial
development.

The findings suggest that while financial development is crucial in promoting economic growth, its
effectiveness is diminished in the presence of high geopolitical risk.
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The study concludes that financial development and geopolitical risk exert significant but opposing effects on
economic growth in Iran. While financial development enhances economic growth by improving access to credit,
fostering investment, and strengthening market efficiency, geopolitical risk acts as a constraint by creating economic
instability, reducing investor confidence, and disrupting trade and financial flows.

The policy implications of these findings suggest that Iran should prioritize financial sector reforms to strengthen
economic resilience. Expanding financial inclusion, improving banking sector efficiency, and fostering capital market
development can further enhance the positive effects of financial development on economic growth. However, these
efforts must be accompanied by strategies to mitigate geopolitical risks. Diplomatic engagement, conflict resolution
mechanisms, and economic diversification can help reduce Iran’s economy's vulnerability to external shocks.
Moreover, the time-varying nature of these relationships highlights the need for flexible economic policies that adapt
to changing geopolitical and financial conditions. Policymakers should closely monitor shifts in geopolitical dynamics
and proactively implement measures to minimize economic disruptions.

In summary, while financial development serves as a crucial driver of economic growth in Iran, its effectiveness is

significantly hampered by geopolitical risks. Addressing geopolitical uncertainties through strategic economic
planning and diplomatic efforts is essential for ensuring sustained and stable economic growth in the long run.
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