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Abstract

Capital flight has become a critical challenge for many countries, directly affecting economic
growth and development. Uncertainty about economic policies often prevents investors from
forming clear expectations, prompting them to seek politically and economically stable
environments. Consequently, political, economic, and financial risks are among the most
influential factors driving capital flight. This study investigates the threshold effects of country
risk on capital flight in Iran during 1984-2022. Using unit root and linearity tests, the Smooth
Transition Regression (STR) model was employed to estimate the relevant relationships. Results
show that composite risk has a positive and significant effect on capital flight in both regimes,
with its impact intensifying once the risk exceeds a threshold. Additionally, the real interest rate
negatively influences capital flight, but significantly only in the second regime. The stock market
index positively affects capital flight, but this effect is significant only in the first regime. These
findings highlight the importance of political, economic, and financial stability in reducing
capital outflows.
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Introduction

Capital is the engine of economic growth and a crucial factor in the development of modern
societies. Developing and underdeveloped countries often face capital shortages, and generating
additional capital requires reducing consumption—a challenging task where consumption levels are
already minimal. Since the late 1980s, liberalization and reduced controls over trade and foreign
investment have encouraged capital inflows from developed countries into emerging markets. At
the same time, limited domestic capital in these countries has often flowed outward, resulting in
capital flight (Pradhan & Hiremath, 2020).

Capital flight refers to the movement of cash and financial assets abroad to avoid risks such as
inflation, currency devaluation, or political instability (Akanbi, 2015; Gunter, 2017). It often signals
early-stage crises and reflects investor uncertainty (Beja, 2007). In Iran, the 20-year vision document
for 2025 emphasizes developing a robust financial system, including a strong capital market, to
retain domestic capital and attract foreign investment. Understanding the causes and mechanisms of
capital flight is therefore critical for achieving these national economic goals.

Methodology

This study follows Hasnul & Masih (2017) and employs the Smooth Transition Regression
(STR) model to examine the threshold effects of country risk on capital flight in Iran from 1984 to
2022. The model incorporates the real interest rate and stock market index as control variables. STR
allows for nonlinear relationships, capturing the differential impacts of country risk across regimes
depending on whether risk levels exceed a specified threshold.

Results and Discussion

The analysis identifies a threshold value of 4 for composite risk. Composite risk exerts a positive
and significant effect on capital flight in both regimes, with its influence intensifying once the
threshold is crossed. Political instability elevates asset risk and reduces the value of monetary and
financial holdings, encouraging capital outflows. Similarly, economic instability diminishes the
attractiveness of domestic investment, increases opportunity costs, and lowers investor confidence,
further amplifying capital flight.

The real interest rate negatively affects capital flight in both regimes but is statistically significant
only in the second regime. When domestic real interest rates fall below foreign rates, domestic assets
become less attractive, prompting investors to move capital abroad. The stock market index
positively influences capital flight but is significant only in the first regime, suggesting that stock
market volatility undermines investor confidence and encourages capital transfer abroad.

Conclusion

The study confirms that composite risk has a positive and significant effect on capital flight, with
the intensity rising when risk surpasses its threshold. High political and economic uncertainty
discourages domestic investment and long-term planning, prompting capital outflows. To mitigate
capital flight, governments should implement sound monetary and fiscal policies, enhance the
business environment, and create economic stability. Measures may include reducing administrative
barriers, simplifying regulations, providing incentives for domestic and foreign investment,
strengthening democratic institutions, increasing transparency, and promoting political stability.
Additionally, improving international relations, trade, and legal frameworks can further stabilize the
political and economic environment, attracting and retaining investment.
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1. Investment-Diversion Theory
2. Debt-Driven Theory

3. Property rights

4. Bija (2007)

5. Capital flight
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1. Kahneman & Tversky (1979)

2. The Vector Error Correction Model (VECM)
3. Impulse Response Function

4. Middle East and North Africa (MENA)

5. Iterated Reweighted Least Square (IRLS)
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. Political stability

. Dynamic Panel Approach

. Fully Modified Least Squares (FMOLS)
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. Generalized Methods of Moments (GMM)
. Index of Economic Freedom
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1. Le & Zak (2006)

2. Le & Rishi (2006)

3. Yalta & Yalta (2012)

4. Autoregressive Distributed Lag
5. Cheung et al. (2016)

6. Two-Stage Least Squares

7. Hasnul & Masih (2016)

8. Peprah et al. (2019)

9. Sub-Saharan Africa
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1. Bosupeng et al. (2019)

2. Asongu & Nnanna (2020)

3. Pradhan et al. (2024)

4. BRICS (Brazil, Russia, India, China, South Africa)
5. Smooth Transition Regression
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2. Erbe & World Bank (1985)



‘o ) 2 delopes )5 g (09805 Sy (Silea] 3] | Oy 50 g (29,8 lindd
N N NN,

ol el Gl 5 oyl 5 o gbacanlow 51 256 Sllugd) VWAL BATY: sla Lo pos 0,90
50 dglo s )18 i BB al8l a5 a5l 51 ¢ 5 (g5luplesy 5 solazdl huss slacaslas 121 L oyg0
B Ik pu Cd> Baal ax STl 79,5 5 99,9 Jutend . CBls ol o2y VYYY LYY glo Lo
G5 1) ol Sllug leyw 18 wm sl Jlo jo 0l Gle pu 75,5 ial38l el DawolisS jo Ll g
5 ol sl Lol w095 al 5o el Al pus z,3 2, il sameplis S Wi, Ll S
Jlo @ bge aslo s )13 e cyiaS e Joll laiils ayle o 5,3 Sllogs o oot s (gl
el 009 VYYF

Sllag 2al38 L oy98 ol el (5L o a3l 5 b 20 2a) VE+ ) BAYAY slalos pows 0,90
4 a3 @yl @ diloy S8 AT Jlo )3 09 olyen hollirn slags 25 wals ik )l £
S s golazdl Sllugs s slaJlo s .ol 5151 2306 sla Sliobolls o by 20 9y 55 socmsyLas
b2 g olud aiile golatl é Jalse w050 cnl o ol ial3dl 495 LB sb 4 |y by 84 &5
095 Gl 50 wloyw )18 (o920 Wg) (S Hobay wlaidls diloyu oy Al o (cotr B 5 (ouln
ol ol slazsl y solamdl sla SLS o g s o0 gite 5l saumslis

Teréisvirta, ) Do JES! Gygum )5y Joo 05 oo ool ailiw! yauw 555,509, 51 (V) dolas 5,91 5 sy
139500 T pa 25 D)peds (sagee g5 ) olie S lyiear (1994

Y, =7'2, +0'7, + F(s,,7,C) +, ")

() Wloads @568 ol Guilly 5 yhe el b Jiies 5 OLuSG 5k 4y lallas 595 0 (28 el jo oS
() Wolse) oled 5 ((F) Wolae) S slop b 4y les o |, F(S,,7,€) Jlil &b (U, xiid(0,07)

2,5 zpal p) g0

1 1
e a0 2 o
F(s,,7,€) =[ 1-exp(-7(s, ~¢))’ | ®)

sazpoplis p el jo a8 W= (1Y, 00 Yip) a5 sba 2 = (W, X[) o(¥) aloles ol
Xe = (X X1 Xig) - oizmed 098 s b a8 el dliannly piite g 55051 gy (sloaady olaws
S wilioe plew (a3 5 (23l5 00 £ Sy Jolb adlllan (ol jo oS Sl s pite k05 )0
@y Sl JEl S e a8 Sl Sl lej Job )3 Y cnd Syl a5 098 o0 (28 9 Canl JU i
oo olid g 4 o el Joo b sl JWE! yiiie (oo ailiwl € rizman a0 LaS 1, 00 @23,
«(S, >C)Hasb alew| a5l 585 JLsl e (ST Sy 0iiS pe S (slew] O S ) TR Jaw 4 STR
S, <€) wik asbiwl as 5l 2o g8 Jlil e ;51,508 By 51F=1) 59 walys \ b ol Jlil b olSST
Joe 4 STR sl Joe yio 4y ot Jlil o b ccnlpogdle (F=0) 592 wales i bl Jil &b «
Wgb oo Jood (s



YA-) Glio AF-F ol & oless opylo Jlo | (o0laidl ol g locuoluw dolilas V&

e QLB s 5 anlllas 350 (slo it (e (5ol Ay 3525 el LSTR Jowo 550 syl 3
51 eolanl b oo sl STR Jaw 091 1 o als o 09 oo Eo s oozl 10 w25y S Sl g JLas
Slr ra Gooseil (il dlse g0l pleices s Sl g, g Ggedly Hig ysS
Om b b bt geesS, alaly sgzg nd sl 0gdige el essliinsn @l jliel b))
Bsonli 9Susy oobol 2 F(81,7,0) Jul b poms aiye sk o ol loj (s sl
3o Olsse |y (1) g )T dloles ol by 0055 g0 arslons Y=0 alail )0 ¥yl o2 5 ' (V23A)
225 (o953l 2
Y, =7'2,+0'2yF (5,7 =0,6)+0'2,7°F (5,7 =0,6)+0'2°F_(S,,7 =0,C) +U, *)
5 St JUl yesie aSol a4 an (JUl 26 poe 4 Jol a0 Dliie (g3luosle b 5 V0 jladke (5,151 L
Om S St JUSH pie S1i098 o0 azeS py (oS Slagsew S5 i b ogd oS Z glaysie (o
De daleS 55 O gods (F) aolre culools dsuns o1 Do 0XliS Zy sl puxio
Yo =BZ +BlLs + B TSI+ BTS] +V, W)
(7)) dolas oodooles ddews wgis odileS Zi slo psio (o 50 St Jl ate 51.2, =(1,7)) e jo &S
1392 Waly> 5 &)g0d
Y, =Bz + Bl zs + BLzSt+ BiLS +Vy, M)
S9y (S bl 4058 pln )0 (edsl g ally Gl it (e alaly oS (e o b3
s plxil 5 ol o QB“)T Chgods Hlgien |y doyiie G S 5ef alal,
Hos: B =5, = ;=0 )
Joe S aS ol o3 olST ol Jas 1é by ypsiie o abasl ) ST .Gl Foao e sl)ls 398 yg05] o)Ll
Gl 25 O ygots sho sloard B b colps gl d ccalio Jow Sl (6l 0gd QL] cnlin (oS 8

wied Foayier sl o yges! ol 51 S slao, Ll Dgd g0

Hl:ﬂ1:0|ﬂ2:ﬂ3:0 )
Hz:ﬂ2=0|ﬂ320 [QRD)]
H,:5,=0 Q)9

Joe a5 amo o plis Hy s ,8 o) 050 0 00ls (Las F3 g F2 Fi b cud 5 a4 398 slogyae;l slao,bel

L Wl o o] 51 (o aS el (ESTR) oles STR L (LSTR2) 33, yuusS 90 b St STR L aige
aige Jow LSTR2 a5 conl e oo (yg05] ol yho 4w 8 o) 09d el H i€ =C, aus 3 fyg0)l
(LSTRI) 35, meis o L LSTR aigy Jow a5 ams oo ylis Ha g Hi sloacs b s, %00 B,k 5l .l
Ot ghls a5 095 o SRl (g yenie wilidee slaan 35 (e Sl celis Jlal erie Sy Sl L e

oobol pr oas bl a8 Joe el o Ll L a8yl .0l 398 slacyge)] o lel (sl (5 o sine law

1. Terasvirta (1984)



Wy Ol g )18 1 (555 Sy SMliol 1 a0 | )0 g (29518 (ylindd
_—

Joe el slaggesl a5 ol o3V oz e Jae (5l 51 e 0gdise 25500 N pgmdly — g pi 555l
o5o3) 5 Teaile B oz alal; 55 (903] (ol T Sinonogs (5051 I luanl byl (55l Jolis
b e Joao oUls (25l sl Jse cnl sl edalcssas slanilony (59, 5 cilise o, 508 sl by ol
ools ailoals LI (V) Jaaz jo (idgh b piie 090 plowl o st (o oz 8 adaly o L8 ) 5l (6l

sl oo VENAYPY loj ojly jo aiVle &)j50; 5

O3 (S ke (Hyxe Y Jos>

831> & aslg goe v slos R £
S Sl sloods ol oxd dpuline | Y o Aoy 3 CF s
58 Sy (ol sLoial, Veoms S o Say a3l CR Jte
55 o Sl elaodls bl s 005 dplxe Sl s s 0y £ R s
S5 o S by 3dee RIS I it

Gabod slaaidly sxie

g3 sbast .f

iwog soT J—F

5 (0eSla) S350 Gal)S 3l alblons lsieas ooyl ool oyt shpogs Jlal Gymo (1) Jpor
Jlo ¥R sl 1) Lo iie Sl Sopn (slmosls x5l Ty (A 5 e ojlome Sl (8 s
oo 8o 5 VY e i3Sl SV/E 5uSile chls oS e Sy i o Jlie (gl s o oyl
Osekes MVOYFIYE Jlaie 3510 Yo fyankes VW VB 0 Silis 15 505 dylopus |3 peicio ool TE/-F
ailos VS Osekes FYV VA e JBlas 5 Yo

B yuiie o g )Loi ¥ Jgas
Olaalie s | SowiS | For | Shredloul | Jlas | e | dle | oebe | by
Y4 \7ARAY <[-5) YEYO-/ Y =EYVNA | AVOYY/YE | AVAY/YD | VYL NF/E CF
Y4 YIvY -\/¥ WY Y¥/¥ vY/-¥ £EIY falAi CR
Y4 YIYY —[55 WY ERIA A -\/& -0/ R
Y4 WY Y/¥ Yy-a0-4 VY Voo BYVLA | DOVIN/E | MAR-E/N SI

o sl e

1. Newton-Raphson method

2. Heterogeneity of Variance

3. Autocorrelation

4. No Remaining Nonlinearity Test
5. Parameter Constancy Test
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1. Unit root test

2. augmented Dickey—Fuller test
3 Structural Break

4. Zivot- Andrews
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