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Abstract:

This study aims to examine the effects of financial liberalization on the total factor productivity (TFP) index in Iran’s
manufacturing sector using the Mixed Data Sampling (MIDAS) model, with a specific focus on trade liberalization. The
research is applied in purpose and descriptive—analytical in nature. Post-event statistical data were collected from the World
Bank and Central Bank of Iran for the period 1991-2023. Data were analyzed using EViews software and the MIDAS model.
The dependent variable was total factor productivity (TFP), and the independent variables included stock price index, foreign
direct investment (FDI), financial depth, trade liberalization, oil price, exchange rate, and interest rate. Results revealed that
the stock price index, as an indicator of financial liberalization, had a positive and significant effect on TFP at the 95%
confidence level. Foreign direct investment (coefficient = 0.89, p = 0.0033) and financial depth (coefficient = 0.11, p = 0.000)
also had positive and significant impacts on productivity. In contrast, the exchange rate and interest rate had negative and
significant effects on productivity, while oil prices were statistically insignificant. The model’s R-squared value of 0.92
indicated a strong explanatory power. Financial liberalization enhances productivity by facilitating access to financial
resources, promoting competition in financial markets, and attracting foreign investments. However, effective
implementation requires macroeconomic stability and robust financial supervision mechanisms to mitigate potential risks.
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Extended Abstract

Introduction

In recent decades, financial liberalization has emerged as one of the central pillars of economic reform strategies in both
developed and developing economies. Theoretically, financial liberalization aims to increase the efficiency of financial
systems by reducing government intervention, promoting competition among financial institutions, and improving resource
allocation mechanisms (ldrees et al., 2022). It is widely acknowledged that efficient financial systems play a critical role in
promoting long-term economic growth, particularly by facilitating capital accumulation, enhancing investment efficiency, and
fostering technological innovation (Bazot, 2023). The transition from heavily regulated to liberalized financial markets,
however, is not a uniform process; it depends on institutional quality, regulatory frameworks, and macroeconomic stability
(Pernet & Zhao, 2024).

In emerging markets, the effects of financial liberalization on productivity have been multifaceted. On the one hand, it
facilitates capital inflows, reduces transaction costs, and enhances competitiveness; on the other hand, it can expose
economies to financial volatility and speculative behavior if implemented without sufficient regulatory safeguards (Muriithi,
2022). As financial systems evolve, the interaction between domestic financial policies and global capital markets intensifies.
Globalization of capital markets, along with trade liberalization, creates an environment where capital can move freely,
enabling developing economies to attract foreign direct investment (FDI) and new technologies that drive productivity (Kyei-
Mensah, 2024).

Scholarly works emphasize that the link between financial liberalization and productivity is neither automatic nor linear.
According to (Barradas, 2023), excessive financialization in advanced economies has slowed labor productivity growth by
diverting resources from productive sectors to speculative activities. Similarly, (Remington, 2023) argues that in many
capitalist economies, rising rents and financial concentration have reduced the long-term sustainability of productive
investment. Yet, in developing economies, controlled and well-sequenced liberalization can significantly increase total factor
productivity (TFP), particularly when supported by sound institutional governance and complementary macroeconomic
reforms (BUKey & Akgiil, 2021).

The empirical literature identifies three major channels through which financial liberalization affects productivity: access
to credit, capital market efficiency, and international capital flows. Studies such as (Akhtar, 2022) and (Zhang, 2021)
demonstrate that deregulated banking systems enhance allocative efficiency and stimulate investment in technology and
innovation. Furthermore, (Miyake & Muro, 2022) highlights that in economies with imperfect credit markets, deregulation
and goods market reforms can improve resource utilization and raise aggregate productivity. In the same vein, (Godden,
2023) and (Setiawan, 2021) show that technological and digital transformations—when aligned with financial liberalization—
can strengthen productivity by accelerating capital mobility and improving information flows.

In the Iranian context, the manufacturing sector plays a pivotal role in the national economy, contributing substantially to
GDP, employment, and exports. However, structural inefficiencies, restricted financial systems, and volatility in foreign
exchange markets have long hindered its productivity growth. Against this backdrop, the present study seeks to analyze the
effects of financial liberalization on total factor productivity in Iran’s manufacturing sector, using the Mixed Data Sampling

(MIDAS) model to capture the dynamic and multi-frequency nature of financial and macroeconomic variables. The study




MOUSAVIAN ET AL.

further places a specific emphasis on the complementary role of trade liberalization in shaping the outcomes of financial
reforms.

Methods and Materials

This study adopts an applied quantitative design with a descriptive—analytical approach. Post-event time-series data for
Iran covering the period 1991-2023 were collected from official databases, including the World Bank and the Central Bank of
Iran. The analytical framework employed the Mixed Data Sampling (MIDAS) regression model, which integrates variables of
different temporal frequencies (annual, quarterly, and monthly) into a single econometric model.

The dependent variable is total factor productivity (TFP), measured as the ratio of industrial value-added to the combined
contribution of labor and capital inputs. Independent variables representing financial liberalization include the stock price
index (FM), foreign direct investment inflows (FDI), financial depth ratio (FIND, proxied by liquidity to GDP), and trade
liberalization (OPEN). Control variables include oil price (OIL), exchange rate (EX), and real interest rate (INT).

The MIDAS model was selected for its capability to handle high-frequency financial data alongside lower-frequency
macroeconomic indicators without aggregation bias. Statistical analyses were conducted using EViews software. Tests for
stationarity were performed using the HEGY and Phillips—Perron unit root tests, and long-run equilibrium relationships were
examined using the Johansen—Juselius cointegration approach. The robustness of the estimated coefficients was validated
through diagnostic checks, including Durbin—Watson, Jarque—Bera, and parameter restriction (hAh) tests.

Findings

The results of the MIDAS estimation reveal that financial liberalization significantly influences productivity dynamics in
Iran’s manufacturing sector. Specifically, the stock price index—a key indicator of market liberalization—exerted a positive
and statistically significant effect on total factor productivity at the 95% confidence level. This implies that capital market
expansion, through increased liquidity and investment opportunities, enhanced productive efficiency across industrial units.

Foreign direct investment (FDI) exhibited a strong positive relationship with productivity, with a coefficient of 0.89 and a
corresponding probability of 0.0033. This finding confirms the crucial role of foreign capital inflows in facilitating technology
transfer, managerial innovation, and integration into global production networks. Similarly, financial depth (FIND)
demonstrated a positive and significant coefficient (0.11, p = 0.000), indicating that deepening financial markets improved
access to credit and supported capital formation within the production sector.

Conversely, the effects of exchange rate (EX) and interest rate (INT) on productivity were found to be negative and
significant. The estimated coefficients suggest that currency depreciation and high lending rates increased input costs,
discouraged investment, and reduced competitiveness among manufacturers. Meanwhile, oil prices (OIL) were statistically
insignificant, implying that fluctuations in global oil markets did not directly translate into productivity variations within the
non-oil manufacturing sector.

Diagnostic results confirmed the robustness of the estimated model: the R-squared value of 0.92 indicated a high
explanatory power; the Durbin—Watson statistic of 1.97 suggested no autocorrelation in residuals; and the Jarque—Bera test
confirmed the normal distribution of errors. Overall, the empirical findings validate the hypothesized positive linkage
between financial liberalization and productivity growth, moderated by macroeconomic stability and institutional efficiency.

Discussion and Conclusion
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The findings of this study underscore the pivotal role of financial liberalization as a catalyst for productivity enhancement
in Iran’s manufacturing sector. The positive and significant impact of capital market indicators supports the argument that
liberalized financial environments facilitate efficient capital allocation and enable firms to undertake long-term investments
in innovation and technology. These results are consistent with prior evidence from (Bazot, 2023), who highlighted that
deregulation and the reduction of intermediation costs enhance financial sector competitiveness and economic performance.

The strong influence of foreign direct investment aligns with (Zhang, 2021), who found that China’s financial innovation
policies, integrated with liberalization reforms, led to notable improvements in industrial productivity. Likewise, (Kyei-
Mensah, 2024) emphasized that the interaction between financial development and international trade serves as a
reinforcing mechanism that magnifies the productivity effects of liberalization. The present study corroborates these
observations, suggesting that the simultaneous advancement of financial and trade reforms yields synergistic gains for the
manufacturing economy.

The positive coefficient of financial depth further confirms the theoretical proposition that deeper financial markets foster
greater access to credit, thus reducing financing constraints for businesses. As (BUKey & Akgiil, 2021) noted, financial
deepening promotes inclusive growth and equal distribution of capital resources, which ultimately enhances productivity. In
Iran, where small and medium enterprises face chronic liquidity shortages, the expansion of banking and capital market
activities has likely contributed to the observed productivity gains.

However, the negative effects of the exchange rate and interest rate highlight the limitations of financial liberalization in
the absence of macroeconomic coordination. Exchange rate volatility, particularly in economies heavily reliant on imported
intermediate and capital goods, can erode competitiveness and offset the productivity gains from liberalization. This outcome
resonates with (Barradas, 2023), who argued that unregulated financialization can distort productive investment by
prioritizing short-term speculative motives. Similarly, (Remington, 2023) observed that rising financial rents and unproductive
credit allocation hinder the reallocation of resources toward growth-enhancing sectors.

In line with (Pernet & Zhao, 2024) and (Miyake & Muro, 2022), the current findings suggest that the success of financial
liberalization depends heavily on institutional robustness and market transparency. Without effective regulation,
liberalization may amplify financial instability and weaken the productive capacity of the economy. Thus, while liberalization
offers substantial potential for productivity growth, it must be implemented in conjunction with governance reforms and
prudent monetary policy frameworks.

The study’s evidence also supports the emerging perspective that digital and technological transformation can reinforce
the benefits of financial liberalization. According to (Setiawan, 2021), financial digitalization and the proliferation of fintech
platforms enhance capital circulation and democratize access to investment opportunities. Similarly, (Maghfirullah et al.,
2024) emphasized that regionally adapted regulatory frameworks can help channel financial resources toward small and
medium enterprises, ensuring that the benefits of liberalization are broadly distributed across the economy.

In conclusion, this research provides strong empirical support for the proposition that financial liberalization —when
complemented by trade openness and sound macroeconomic management—contributes positively to total factor
productivity in the manufacturing sector. The evidence from Iran highlights that capital market growth, FDI inflows, and
financial deepening collectively enhance industrial efficiency, while policy-induced volatility in interest and exchange rates

can undermine these gains.
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To maximize the long-term benefits of liberalization, policymakers must adopt a balanced approach that couples
deregulation with institutional strengthening and risk management mechanisms. In particular, fostering transparency,
enhancing financial literacy, and developing inclusive credit systems will be essential to ensure that liberalization contributes
to sustainable productivity growth rather than speculative instability. Ultimately, the study reaffirms that the pathway to
higher productivity in developing economies lies not merely in opening financial markets but in cultivating resilient, inclusive,
and innovation-driven financial systems that bridge the gap between finance and the real economy.
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