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Abstract

The aim of this research is to investigate the dynamic effects of foreign direct
investment (FDI) and macroeconomic shocks on the performance of lIran's
industrial sector during the period 1984 to 2024, using a Vector Autoregression
(VAR) model. The study was conducted in the form of two comparative models.
The first model analyzes the effect of intra-industrial sector variables, including
the industrial sector's share of foreign direct investment (FDII), industrial
exports and imports, and fixed capital formation in the industrial sector, on
industrial value-added growth; the second model evaluates the impact of
macroeconomic variables such as total foreign direct investment, total fixed
capital formation, exchange rate, inflation, and total exports and imports. The
results show that the effects of industrial variables on the industrial sector's
performance are stronger in terms of magnitude and duration than the effects of
macroeconomic variables. In the first model, a positive shock to FDII and
industrial fixed capital formation led to a significant and relatively stable
increase in the industrial sector's performance, while the effect of total FDI and
total fixed capital formation in the second model was weaker and shorter-term.
Also, a positive shock to industrial exports had an immediate and relatively
stable effect, while the effect of total exports was smaller and shorter-term. An
inflation shock had a negative effect on the industrial sector's performance in
both models, but its intensity was greater in the industrial model. A positive
exchange rate shock in both models had a short-term positive effect and an
adjusting long-term effect, with the difference that the industrial model's reaction
was more severe. An examination of future trends shows that the growth of the
industrial sector will decrease in 2025, reaching approximately 0.5%, but with
the adjustment of restrictions in subsequent years, it will increase to 0.8%
(2026), 1% (2027), and 1.2% (2028), respectively. This slow growth path
indicates the necessity of fundamental reforms, improving the business
environment, and reducing restrictions to achieve sustainable industrial growth.
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Introduction

Industrial advancement, as the cornerstone of economic development,
drives transformation and growth across nations (Alam et al., 2022).
Furthermore, the pivotal role of industrialization extends beyond mere
economic expansion, encompassing the creation of diverse services, job
opportunities, and increased global competitiveness (Boubacar et al.,
2024; Logina et al., 2022). Successful industrialization experiences,
observed in countries such as Indonesia, China, Taiwan, and the Republic
of Korea, underscore the profound impact of industrial development on
sustainable economic growth (lvan et al., 2020).

Despite the global recognition of the importance of industrialization,
Iran's path toward industrial expansion has faced numerous challenges.
While initiatives such as the Sixth Development Plan, the general policies
of the Resistance Economy, and national plans to boost industrial growth
have been implemented, structural and economic obstacles continue to
hinder the achievement of industrialization goals.

Efforts to diversify the economy and reduce reliance on natural resources,
especially oil, have been prioritized, but economic instability,
international sanctions, and infrastructural problems are among the
challenges that have slowed down the industrialization process. For this
reason, there is a need for a comprehensive and coordinated approach to
strengthen the industrial sector and increase its competitive power in
domestic and international markets.

In this regard, Foreign Direct Investment (FDI) is considered a
transformative factor in Iran's industrialization path. FDI, globally
recognized as a key driver in industrial development, can facilitate capital
flow, technology transfer, access to new markets, and job creation (Otuo
and Kashi, 2023). Countries such as the United States, Germany, and
Japan have utilized significant foreign direct investment to strengthen
their manufacturing sectors, demonstrating the transformative power of
foreign investments in driving economic growth and competitiveness
(Geda and Yimer, 2023). Iran has tried to attract foreign investments,
especially in natural resource-dependent sectors like oil and gas, but to
harness the potential for industrial growth, it is essential to expand the



scope of these investments towards manufacturing and agricultural
sectors as well.

Background

Kaminomerg et al. (2024) showed that vertical DIF (between industries)
has a stronger positive impact on economic growth than horizontal DIF
(within the same industry).

Igbal et al. (2023) emphasized the importance of attracting foreign direct
investment in high value-added sectors for industrial transformation. By
focusing on sectors with high growth potential and value-added, they
concluded that FDI can upgrade industrial structure and increase
productivity and innovation.

Logina et al. (2022) showed that foreign direct investment (FDI) had a
significant positive impact on the economic growth of the industrial sector
in Tanzania from 1970 to 2005.

Ivan et al. (2020) emphasized the positive correlation between foreign
direct investment and industrialization, attributing this to the transfer of
knowledge and technology that increases production efficiency.

Innovation

To date, no studies, either domestic or international, have analyzed the
effect of industrial variables on the performance of the industrial sector,
nor have there been comparative analyses of the effect of industrial
variables versus macroeconomic variables on the performance of Iran's
industrial sector. This research gap further highlights the necessity of
conducting studies that can explain these relationships with a dynamic
and structural approach.

Objective and Method

The objective of this research is to conduct a comparative analysis of the
effects of industrial variables and macroeconomic variables on the
performance of Iran's industrial sector during the period 1984 to 2024,
using the Vector Autoregression (VAR) model. The study was conducted
in the form of two comparative models. The first model analyzes the
effect of intra-sectoral industrial variables, including the industrial
sector's share of foreign direct investment (FDII), industrial exports and
imports, and fixed capital formation in the industrial sector, on industrial
value-added growth. The second model evaluates the impact of



macroeconomic variables such as total foreign direct investment (FDI),
total fixed capital formation, exchange rate, inflation, and total exports
and imports.

Research results

It indicates that the effects of industrial variables on the performance of
the industrial sector are stronger in scope and duration than the effects of
macroeconomic variables. In the first model, a positive shock to FDII and
industrial fixed capital formation created a significant and relatively
stable increase in the performance of the industrial sector, while the effect
of total FDI and total fixed capital formation in the second model was
weaker and shorter-term. Also, a positive shock to industrial exports had
an immediate and relatively stable effect, while the effect of total exports
was less and shorter-term. An inflation shock had a negative effect on the
performance of the industrial sector in both models, but its intensity was
greater in the industrial model. A positive exchange rate shock had a
short-term positive effect and an adjusting long-term effect in both
models, with the difference that the reaction of the industrial model was
more severe. A review of future trends shows that the growth of the
industrial sector will decrease in 2025 to about 0.5%, but with the
adjustment of restrictions in subsequent years, it will increase to 0.8%
(2026), 1% (2027), and 1.2% (2028) respectively. This slow growth path
indicates the necessity of fundamental reforms, improving the business
environment, and reducing restrictions to achieve sustainable industrial
growth.
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