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Abstract

In the two decades since 2003, the Iragi economy has faced political instability, internal
insecurity, and severe institutional fluctuations that have significantly affected the investment
Environment in the country. This study simultaneously examines the factors influencing
investment from an institutional perspective, focusing on the impact of political stability,
measured by the “Political Stability and Absence of Violence / Terrorism” index and
monetary policy institutional arrangements, measured by the "Central Bank Independence”
index, on investment in Irag. Annual data for the period 2003-2023 were used to estimate the
coefficients by an Autoregressive Distributed Lags (ARDL) model. The results indicate that
improvements in political stability and reductions in violence have a positive and statistically
significant effect on investment in both the short and long run. Furthermore, greater central
bank independence strengthens investment over the long run, as reduced governor turnover is
associated with increased monetary policy predictability. Exports and inflation exhibit
positive and significant long-run relationships with investment, whereas economic growth
shows no significant relationship with investment in either the short or long run. The findings
highlight the decisive role of internal security, institutional stability, and monetary
governance quality in shaping Irag's investment environment.
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Extended Abstract

1. Introduction

Investment is one of the principal engines of economic growth. In classical and
neoclassical theories, including Solow (1956), investment contributes to long-
run growth, while Keynesian theory emphasizes its role in aggregate demand.
Political economy literature demonstrates that investment decisions are strongly
affected by institutional quality, political stability, and policy predictability.
Political instability reduces investment by increasing uncertainty. Central bank
independence also plays a decisive role by influencing monetary policy quality.

Since 2003, Iraq’s economy has been marked by political shocks, conflict
damage, and oil revenue fluctuations. Identifying factors affecting investment is
strategically important. This study distinguishes between political stability and
central bank independence. The main research question concerns the
relationship between these factors and investment in lIrag. Two hypotheses are
proposed: first, improved political stability positively affects investment;
second, greater central bank independence enhances investment.

2. Theoretical Framework

Political instability affects investment through several channels, including the
risk and uncertainty channel, through which frequent changes of government
and the likelihood of violence raise the perceived risk associated with
investment decisions; the institutional and transaction-cost channel, whereby
instability increases the costs of protecting assets, securing projects, and
enforcing  agreements; the  governance-quality  channel,  through  which
institutional ~ stability lowers transaction costs and strengthens investor
confidence; the trust and expectations channel, in which negative expectations
may encourage capital flight; and the international capital-flows channel,
whereby instability reduces inflows of foreign direct and portfolio investment.

Central bank independence operates through different channels, the most
important of which include greater macroeconomic and monetary stability,
reduced uncertainty regarding the returns on investment projects, and more
predictable interest-rate conditions. A distinction exists between de jure (legal)
and de facto (actual) central bank independence. In developing countries such as
Irag, a de facto measure based on the turnover rate of central bank governors
may provide a more realistic gauge of central bank independence, since the
legal structure does not always correspond to the actual autonomy of
institutions.  Central bank independence may reduce the time-inconsistency
problem and improve policy credibility by anchoring investors’ expectations
regarding inflation and interest rates and by limiting the inflationary financing
of government expenditure. Iraq’s Central Bank Law No. 56 of 2004 formally
established the Bank’s legal independence; however, in an oil-dependent



229 Mesopotamian Political Studies, 2026, VVol. 5, Issue 2, pp. 227-258

economy characterized by the potential for fiscal dominance, legal
independence does not necessarily translate into actual independence. The
turnover rate of central bank governors is therefore used as an indicator of the
central bank’s de facto independence.

3. Methodology
Using the model introduced by Pastor and Maxfield (1999), the relationship
between the research variables is estimated as follows:

INV, = a4 + a,Poinst, + a,CBI; + as;gro; + a,inf; + asexport, + &

In the model, INV denotes investment (World Bank data, WDI); Poinst
represents the Political Stability and Absence of Violence/Terrorism index
reported by the World Bank, with values ranging from —2.5 to 2.5; CBI is a de
facto measure of central bank independence based on the turnover rate of
central bank governors (Cukierman et al., 1992); GRO represents real GDP
growth; INF denotes inflation, measured by the GDP deflator; and EXPORT
represents Iraq’s exports, which are included in the model because of the central
role of oil revenues in financing investment. Given the time-series nature of the
data and the need to avoid spurious regression, the coefficients were estimated
using the Autoregressive Distributed Lag (ARDL) model introduced by Pesaran
and Shin (1996). The ARDL bounds-testing procedure was also used to test for
the existence of a long-run relationship among the variables.

4. Discussion

Investment in Iraq followed an overall upward trend over the study period and,
despite fluctuations in some years, rose from $21.921 billion in 2003 to
$279,641 million in 2024, while the political-stability index remained negative
and fell below —2 in most years. The Augmented Dickey-Fuller unit-root test
showed that investment, the political-stability index, and exports became
stationary after first differencing, whereas economic growth and inflation were
stationary at levels. This combination of integration orders justifies the use of
the ARDL model.

In the short-run estimates, the one-year lag of investment has a positive and
significant effect on current investment (0.52; p = 0.000). The political-stability
index also exhibits a positive and significant relationship with investment
(47155.42; p = 0.014). Central bank independence is not significant
contemporaneously (—3,667.41; p = 0.813), but its one-period lag has a negative
and highly significant relationship (=78,241.10; p = 0.004). Given the variable’s
definition as the turnover rate of central bank governors, this negative
coefficient implies that lower turnover, and thus greater de facto independence,
is associated with higher investment in the short run. Inflation is positive
contemporaneously (1,069.64; p = 0.000), negative at one lag (—967.11; p =
0.001), and positive again at two lags (573.37; p = 0.002). Exports also exhibit a
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positive  and  statistically  significant  contemporaneous  relationship  with
investment (0.81; p = 0.035).

The computed bounds-test statistic is 8.4392, exceeding the upper bound at
both the 1% and 5% significance levels. Accordingly, the null hypothesis of no
long-run relationship is rejected. In the long run, the political-stability index has
a positive and significant relationship with investment (86,493.34; p = 0.012);
thus, based on the estimated coefficient, a one-unit improvement in this index is
associated with an increase in investment of roughly $86 billion. Central bank
independence also has a negative and significant long-run relationship when
measured by the governor-turnover variable (—98,205.41; p = 0.037). Because a
lower turnover rate indicates greater de facto independence, this finding implies
a positive long-run relationship between central bank independence and
investment. Exports have a positive and significant long-run relationship with
investment (3.77; p = 0.000). Inflation also has a positive coefficient (836.86; p
= 0.051), although its statistical significance is marginal at conventional levels,
while economic growth again shows no significant relationship with investment
in Iraq in the long run (461.95; p = 0.535).

5. Conclusion

The main contribution of this study is its simultaneous analysis of two distinct
institutional  mechanisms, namely political ~ stability and the institutional
arrangements of monetary policy, within a single framework, using the ARDL
model and a de facto measure of central bank independence in the Iragi context.
The econometric evidence confirms that improved political stability and
reduced violence are associated with increased investment in both the short and
long run, highlighting the importance of institutional stability and domestic
security in attracting investment. Central bank independence, as reflected in
greater stability in central bank leadership, also has a positive and significant
relationship with investment, especially in the long run.

These findings suggest several policy implications. Iragi  policymakers
should pursue institutional reforms aimed at strengthening the rule of law,
reducing internal conflict, and creating a more secure environment conducive to
domestic and foreign investment. Central bank independence should be
strengthened alongside greater transparency in monetary policy and appropriate
coordination with fiscal authorities. Inflation management should focus on
maintaining price stability and avoiding severe inflationary pressures, thereby
reducing uncertainty for investors. Policies aimed at export diversification and
reducing excessive dependence on oil revenues are also necessary to mitigate
the volatility associated with oil-based export earnings. Finally, a stable
institutional framework characterized by transparent laws, reduced corruption,
secure property rights, and effective protection for foreign investors should be
developed to encourage greater inflows of foreign direct investment.
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