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The complexity of countries' economies which is defined as the
application of knowledge in production and the high capacity and
diversity of production and exports, is influenced by the exchange
rate. On the other hand, geopolitical risk, which refers to political
and geographic tensions and risks, affects the exchange rate by
impacting the trends of exports and imports. This paper aims to
analyze the effect of geopolitical risk on economic complexity
through the exchange rate channel in a selected group of oil-
producing countries over the period 2010-2023, using the System
Generalized Method of Moments (Sys-GMM). The results indicate
that geopolitical risk has a positive effect on the exchange rate
(0.06), and in turn, the exchange rate positively influences economic
complexity (0.11). Therefore, geopolitical risk indirectly and
positively affects economic complexity through the exchange rate
channel. Other findings of this study include the positive effect of
budget deficit (0.05) and the negative effect of monetary freedom (-
0.2) and economic complexity (-0.28) on the exchange rate.
Additionally, population has a positive impact (0.23) and the
reduction of government legitimacy has a negative impact (-0.22) on
economic complexity. The results emphasize the necessity of
implementing stabilizing policies and long-term structural reforms to
cope with the sudden increase in the exchange rate caused by
geopolitical risk. It is also essential for policymakers to monitor
geopolitical risks timely manner, and implement necessary policies
for coping with them and optimizing conditions to enhance
economic complexity.

Vol. 4, No. 4, Autumn2025

COPYRIGHTS

©2023 by the authors. Published by the Islamic Azad University, West Tehran Branch. This article is an
open-access article distributed under the terms and conditions of the Creative Commons Attribution 4.0
International (CC BY 4.0) https://creativecommons.org/licenses/by/4.0



mailto:sharifi55r@iau.ac.ir
https://creativecommons.org/licenses/by/4.0

The Impact of Geopolitical Risk on Economic Complexity through the Exchange Rate ...

Extended Abstract

Purpose

Economic complexity represents the capacity and diversity of national production
and, through enhancing production capabilities, can lead to economic growth and
increased per capita income. More complex economies tend to have better
institutions, more educated workforces, and more competitive environments.
Economic complexity boosts high-quality industrial production by developing
knowledge and organizational learning related to producing and exporting complex
products (Lapatinas, 2019). One key factor influencing economic complexity is the
exchange rate. According to the classical Mundell-Fleming model in open
economies, depreciation of the domestic currency makes domestic goods cheaper
relative to foreign goods, thereby increasing competitive strength, stimulating
investment, and boosting production and exports. However, Alejandro (1963)
argued that in economies dependent on imported capital goods, currency
appreciation reduces the cost of foreign capital goods, increasing investment,
production, and exports. These opposing effects may reflect different levels of
economic complexity (Hausmann and Hidalgo, 2011). Economic and political
tensions in the international arena, as parts of geopolitical events, play a significant
role in risk analysis components. Geopolitical risk, as a concept encompassing
political, economic, and natural aspects (Engle and Campos-Martinez, 2020),
focuses on threats from war, terrorism, and international tensions that disrupt normal
peaceful international relations (Caldara and lacoviello, 2022). Additionally,
geopolitical risk is a key driver of financial market price volatility. Trade disruptions
caused by sanctions, military actions, political instability, or internal conflicts—as
parts of geopolitical events—can affect export-import flows and capital movements,
influencing currency demand and supply and thus its value (Ftiti et al., 2024). By
increasing uncertainty across economic sectors including the currency market,
geopolitical risk can negatively affect investment activities, which are key to
enhancing economic complexity. However, some researchers believe that
uncertainty from geopolitical risk may stimulate investment in research and
development through a self-development approach, resulting in technological
progress (Hoang et al., 2023). Given these points, geopolitical risk can affect
economic complexity through the exchange rate channel, but since the exchange rate
has dual effects on economic complexity, this impact may be bidirectional and vary
across regions depending on their economic structures. Due to the importance of this
subject, this study aims to analyze the effect of geopolitical risk on economic
complexity via the exchange rate channel for a selection of oil-exporting countries
during the period 2010-2023.

Methodology

The statistical population includes selected OPEC countries over 2010-2023.
Following studies like Yeboah et al. (2025) and Yilmazkuday (2025), equation (1) is
employed to analyze the effect of geopolitical risk on the exchange rate.
Additionally, to analyze the effect of the exchange rate on economic complexity,
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following Foster-McGregor and Spinola (2024), equation (2) is used.
EXR;; = ay + a,GBD;; + a,GR;; + a3IR;; + a,MF;; + asEC;, + €, (D)
ECyy = Bo + BLEXRyt + B, GOy + B3 POPy + oGl + s HC + wry, (2)

In equations (1) and (2), official exchange rate, economic complexity, budget deficit,
geopolitical risk, interest rate, monetary freedom, globalization, population,
governance acceptance, and human capital are variables. To address endogeneity
issues, the System Generalized Method of Moments (Sys-GMM) is used in this
study.

Finding

Geopolitical risk has a positive effect on the exchange rate, indicating depreciation
of the domestic currencies in the studied countries. Thus, geopolitical events have
increased exchange rates by affecting foreign trade flows and investor behavior
through their expectations regarding these events.

The exchange rate has a positive effect on economic complexity. An increase in the
exchange rate, representing domestic currency depreciation, makes domestic goods
cheaper relative to foreign goods, enhancing competitiveness in foreign markets.
This promotes investment in production and exports, thereby raising economic
complexity. Given the positive effect of geopolitical risk on the exchange rate and
the positive effect of the exchange rate on economic complexity, the exchange rate
mediates the positive impact of geopolitical risk on economic complexity. Exchange
rate changes following geopolitical risk amplify uncertainty in the economy,
encouraging agents in the studied countries to invest in research and development
and technological progress, using a self-development strategy to achieve higher
returns despite higher risk. The government budget deficit positively affects the
exchange rate, while monetary freedom and economic complexity negatively impact
the exchange rate. Population positively affects economic complexity, whereas the
institutional governance acceptance index (where a higher value indicates lower
governance acceptance) negatively impacts economic complexity.

Conclusion

Given the positive transmission of geopolitical risk effects on economic complexity
via rising exchange rates, governments should adopt a combination of short-term
stabilization policies and long-term structural reforms. Interventions in the currency
market and temporary restrictions during geopolitical events, alongside long-term
policies such as strengthening innovation and technology, improving the business
environment, and managing geopolitical risks, can form part of policymakers'
strategic roadmap.
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