Journal of Economic Policies and Reseatch

Journal of The Department of Economics, University of Kurdistan, Sanandaj, Iran
Journal Homepage: www.jepr.uok.ac.ir
wliusySolSuils Online ISSN: 2821-174X

University of Kurdistan

Volume 5, Issue 2, Summer 2026, Page: 123-155 : 10. j .144603.1309

Research Article

The Effect of Economic Diplomacy on Economic
Complexity, Bilateral Trade and foreign Direct
Investment (Case Study: A Selection of Developed
and Developing Countries) ™

Mehdi Nejati'=“®, Mohammad Javad poorsheykh Joshani?“*©,
Alireza Shakibai’*

1. Associate Professor, Department of Economics, Shahid Bahonar University of Kerman, Kerman, Iran.

2. M.A. Student in Economic Development and Planning, Department of Economics, Shahid Bahonar University of
Kerman, Kerman, Iran.

3. Professor, Department of Economics, Shahid Bahonar University of Kerman, Kerman, Iran.

Received 05 October 2025  Revise 21 February 2026 — Accepted 22 March 2026~ Publish 22 June 2026

Abstract

Recent developments in the global economy indicate that a country’s success in achieving sustainable growth
and enhancing its international standing increasingly hinges on its capacity to employ modern foreign policy
instruments, most notably economic diplomacy. Amid intensifying competition for access to international
markets, foreign direct investment (FDI), and technological capabilities, economic diplomacy has emerged as a
strategic tool bridging the domains of politics and economics in the pursuit of national interests. Accordingly,
this study examines the impact of economic diplomacy on economic complexity, bilateral trade, and FDI in 30
developed and developing countries over the period 2008-2023. A simultaneous equations system was estimated
using the Three-Stage Least Squares (3SLS) method to capture the interrelationships among the variables. The
results indicate that economic diplomacy exerts a positive and statistically significant effect on all three
indicators, simultaneously enhancing economic complexity, expanding trade, and increasing FDI inflows.
Furthermore, the findings reveal a negative and significant relationship between bilateral trade and FDI,
pointing to a substitution effect between these two variables under certain economic conditions. Based on these
results, it is recommended that policymakers reinforce the instruments of economic diplomacy and adopt
balanced strategies to foster both trade expansion and foreign investment attraction simultaneously.
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Introduction

In the contemporary era, rapid advancements in information and communication technologies,
coupled with the expanding influence of the international trading system, have made it imperative
for nations to identify effective instruments for engaging in the global arena and securing a stronger
position in the world economy. Moreover, the globalization of the economy and the growing
interdependence among nations have heightened the importance of deploying these instruments
optimally and efficiently to advance national objectives, rendering this a top priority for all states.
One of the most vital instruments for establishing economic and commercial relations among
countries is economic diplomacy.

Economic diplomacy has now become a principal dimension of states’ foreign policy,
encompassing a broad spectrum of activities including investment protection agreements,
commercial negotiations, development cooperation, sanctions, and other related measures. The
concept comprises the set of governmental actions and strategies designed and implemented to
promote economic interests and strengthen a country’s international standing. Economic complexity
is a concept that has attracted considerable attention in recent decades, and one in which economic
diplomacy has played a significant role in advancing. Economic complexity reflects the level of
knowledge, technology, and the capacity to produce a diverse range of high-value-added products.
Today, economic complexity has increased substantially worldwide due to a range of factors,
including globalization, intensifying competition for foreign direct investment (FDI), financial
market volatility, and political and commercial developments, particularly among major economic
powers such as China and the United States. Economic diplomacy serves as a crucial tool for
managing these complexities and aligning economic policies with national interests. Furthermore,
strengthening economic diplomacy can facilitate the attraction of foreign direct investment and
bolster bilateral trade relations. Bilateral trade, another key factor in the economic interactions of
developed countries, plays a vital role in the transfer of technology, knowledge, and capital among
nations. Achieving these objectives, however, requires the formulation of precise policies and the
effective deployment of diplomatic instruments. Despite the significance of these concepts,
considerable ambiguities and questions remain regarding how economic diplomacy affects
economic complexity, bilateral trade, and foreign direct investment in developed countries. Existing
studies have examined the relationships among these concepts only in a fragmented manner, leaving
a notable gap in the scholarly literature. In particular, the role of economic diplomacy in attracting
foreign direct investment and its impact on the expansion of bilateral trade have not been
comprehensively examined. These issues remain significant challenges in the current research
landscape and warrant further analysis and investigation.

Methodology

This study aims to analyze the effects of economic diplomacy on economic complexity, bilateral
trade, and foreign direct investment. Panel data from 30 developed and developing countries over
the period 2008-2023 were utilized. Given the nature of the variables and the likelihood of
simultaneity among them, a system of simultaneous equations was employed as the modeling
framework. This choice is justified by the fact that the dependent variables are not only influenced
by economic diplomacy but also affect one another. Under such circumstances, single-equation
methods may yield biased and inconsistent estimates. Therefore, the three-stage least squares (3SLS)
method was used to estimate the system of equations and obtain more accurate and consistent results.

Results and Discussion

The estimation results indicate that economic diplomacy exerts a positive and statistically
significant effect on economic complexity. This finding implies that strengthening economic and
political interactions, as well as maintaining an active presence in international arenas, can
contribute to upgrading the productive structure and enhancing countries’ technological capacities.
The results also show that economic diplomacy has a positive and significant impact on bilateral
trade, underscoring the role of economic diplomacy in reducing trade barriers, building trust, and
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expanding commercial ties. Furthermore, the findings demonstrate that economic diplomacy
positively and significantly affects foreign direct investment, suggesting that active diplomatic
engagement can foster an environment of trust and security for foreign investors, thereby facilitating
greater capital inflows.

Conclusion

Based on the research findings, economic diplomacy plays a multifaceted role in economic
performance, simultaneously promoting economic complexity, increasing bilateral trade, and
attracting foreign direct investment. These results underscore the importance of designing and
implementing well-considered, targeted strategies in the field of economic diplomacy to strengthen
a country’s position in the global economy through the development of international relations.
Applying these insights in policymaking can contribute to enhancing competitiveness, improving
the production structure, and fostering sustainable economic interactions.
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