Economic Modeling
sanad.iau.ir/journal/eco Volume 18, Issue 66, Summer 2024, 57-80.

Original Article

The influence of country risks on economic complexity: examining the role

of open economy strategies

Hussein Alaa Jaafar™ , Samad Hekmati Farid™ , Yousef Mohammadzadeh*

DOl

b Abstract _ N
This paper examines the impact of country risks on economic complexity

S amiEn and the moderating role of economic openness, using a Panel Smooth

14/11/2024' Transition Regression (PSTR) approach on a sample of 47 emerging
countries from 2007 to 2021. To enhance the robustness of results,
country risks assesse through separate models. Country risk encompasses
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Economy Strat,egy PSTR approach in this study uncovers new evidence on the asymmetric effects
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levels of trade openness. Results indicate that financial, economic, and
JEL Classification: political risks negatively affect economic complexity, with a stronger
D24, M10, 014, P33 effect observed in highly open economies. Additionally, information and

communication technology, control of corruption, social capital, and
foreign direct investment positively influence economic complexity.
However, government expenditure and population density show varied
effects on economic complexity depending on a country's trade openness
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information and communication technology, bolstering social capital,
attracting foreign investment, controlling corruption, and fostering free
trade to enhance economic complexity.
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1. Introduction

Economic complexity serves as a key indicator of aldountry’s development and global
competitiveness (Le et al., 2022; Saad et al., 2023). By uncovering the underlying
drivers of international disparities in economic complexity, policymakers can formulate
targeted strategies to address underdevelopment. As a result, economic complexity has
garnered significant attention, with numerous studies examining its determinants.
Among these, country risks—comprising financial, economic, and political risks—have
a notable influence on economic complexity by constraining economic activities and
encouraging simpler, resource-based production models (Michaud, 1981). Furthermore,
adequate infrastructure is essential for enhancing economic complexity (Cristelli et al.,
2018; Chauke & Ncanywa, 2021), yet various country risks inhibit infrastructure
development (Henisz & Zelner, 1999). The production of complex goods relies on
financial development (Nguyen & Su, 2021; Chu, 2020), but financial and economic
risks frequently obstruct this process (Samsul, 2016). This study investigates the impact
of country risks—financial, economic, and political—and the moderating role of an
open economy strategy on economic complexity, with a particular emphasis on
emerging and developing countries.

2. Research Method and Data

To examine the impact of country risks on economic complexity, we employed three
distinct models to evaluate each type of risk separately, with similar findings across
models underscoring the robustness of the results. The study utilized the Panel Smooth
Transition Regression (PSTR) approach to explore the role of economic openness in this
relationship, treating the degree of economic openness as the transition variable. The
sample consists of 47 emerging countries, selected based on established studies and
indices, with the study period spanning from 2007 to 2021, reflecting data availability.

3. Analysis and Discussion

An analysis of the specified regimes and varying levels of economic openness reveals a
positive and significant relationship between financial risk and economic complexity.
Specifically, as financial risk decreases—indicated by higher rankings in risk data that
correspond to lower risk levels—the conditions for enhancing economic complexity
improve, especially once a certain trade openness threshold is surpassed. This finding
suggests that reductions in financial risk more effectively boost economic complexity in
open economies than in closed economies.

Information and communication technology (ICT) also exerts a positive and significant
influence on economic complexity in both open and closed regimes; though its impact
somewhat less pronounced in economies that are more open. The results further indicate
that government spending has a positive and significant effect on economic complexity
in closed economies, yet this effect turns negative when the threshold of openness is
reached, implying that government intervention is more critical for advancing economic
complexity in less open economies.
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Corruption control, social capital, and foreign direct investment (FDI) also contribute
positively and significantly to economic complexity across both regimes. Notably, the
effects of social capital and FDI on economic complexity are more pronounced after the
trade openness threshold is crossed, suggesting that these factors become increasingly
valuable as economies open.

An intriguing finding is the effect of population density on economic complexity: it is
negative and significant in less open economies but shifts to positive and significant
beyond the openness threshold. This suggests that in open economies, a larger
population can fuel growth in industrial and production sectors by supplying low-cost
labor, thereby enhancing economic complexity. The experiences of several Southeast
Asian economies support this observation. In contrast, 40

4. Conclusion

The findings indicate that financial, economic, and political risks—where lower
rankings signify higher risk—negatively impact economic complexity across models.
As macroeconomic risks intensify, an environment of uncertainty and apprehension
permeates the investment landscape, deterring both domestic and foreign investment,
with foreign investment being particularly crucial to advancing economic complexity.
Economic complexity also relies on sustained, long-term investments in knowledge-
intensive and complex industries; however, elevated risks and uncertainties tend to steer
investors toward short-term, less complex projects. In economic literature, heightened
risks and uncertainties increase the production costs of manufactured goods,
undermining competitiveness and thereby diminishing economic complexity.
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