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Extended Abstract

Purpose: Complexity and inflation are among the variables that consistently attract
the attention of many policymakers and economists such that they are among the
critical and effective issues in strategic and macroeconomic policies that can influence
other economic variables. With a brief overview of the studies conducted on the
economic complexity index, one can find that, despite the numerous studies in this
field, the role of economic complexity in explaining the differences between
developing and developed countries and its impact on the inflationary effect of
liquidity, which is a key aim of macroeconomic policies, are somehow neglected.
Considering the significance of economic complexity and its potential influence on
the inflation rate, the purpose of this study is to investigate the role of economic
complexity and its impact on inflationary effect of liquidity in 77 developing and
developed countries. In order to answer why the complexity of economies can reduce
the intensity of inflationary effect of liquidity growth, the research model has been
analyzed for 47 developing economies and 30 developed economies.

Methodology: The research model to investigate the interactive effect of economic
complexity and liquidity on inflation is derived from the model proposed by Al
Marhubi (2021), in which the logarithm of inflation is the dependent variable and a
function of the annual change in the consumer price index. The research model is
logarithmic. Liquidity is calculated as the difference between the logarithm of the
liquidity volume and the logarithm of the GDP (at constant 2015 prices). The World
Bank database was used to extract the data for these variables. The logarithm variable
of economic complexity measures the knowledge production capabilities of the
economy and quantifies its capacity to generate complex goods. The Atlas of
Economic Complexity is the source of the information contained in this index. In order
to investigate the impact of economic complexity on how liquidity affects inflation,
the research model incorporates the interactive variable of the logarithm of economic
complexity and liquidity. Thus, it is expected that the interaction coefficient in the
model will be negative. This implies that the intensity of the inflationary effect of
liquidity will diminish as economic complexity increases. Additional control
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variables, including the logarithm of per capita production (at constant 2015 prices)
and the degree of the openness of the economy (sum of exports and imports divided
by GDP as a percentage), were downloaded from the World Bank website. Also, the
logarithm of the legal index of the central bank independence, which is referred to as
the developed CBIE, is on a scale of 0 to 1, with O representing the lowest level of
independence and 1 representing the highest level of independence. The data for this
index was obtained from the Quality of Government (QoG) Institute in the Political
Science Department of the University of Gothenburg. The average of five indices of
electoral democracy, liberal democracy, participatory democracy, consultative
democracy, and egalitarian democracy is used to calculate the logarithm of
democracy. This index ranges from 0 (limited democracy) to 1 (high democracy). The
data for this index were collected from V-DEM. The research period spanned from
1995 to 2021. The generalized method of moments (GMM) model was employed to
conduct the research.

Findings and Discussion: Based on the coefficients estimated through the GMM
method, a rise in economic complexity decreases the impact of liquidity on inflation.
The coefficients of developing and developed countries are statistically significant
and justifiable, and they are consistent with the research hypothesis. The coefficient
of the interactive variable was -0.03 in developing countries and -0.05 in developed
countries. As predicted by the research hypothesis, economic complexity has a much
more reducing impact on inflationary effect of liquidity in developed countries than
in developing countries. In economies with a complex economic structure, liquidity
growth is restricted, resulting in low and limited inflation. However, the ratio of
liquidity to GDP is significantly higher than in economies with a low level of
economic complexity. The Sargan test was implemented to verify the coefficients of
the model. As indicated by this test, the null hypothesis was rejected, and the estimated
model proved to have the required validity. The significance of the total regression
was also demonstrated by the Wald test result. In the initial instance, the null
hypothesis was rejected by the Arellano-Bond test results. Therefore, the estimated
coefficients were found valid.

Conclusions and Policy Implications: The purpose of this research was to examine
the role of economic complexity in the relationship between liquidity and inflation.
The research hypothesis was verified using the data from 77 countries from 1995 to
2021 and the GMM model. Also, the research hypothesis was evaluated for 47
developing countries and 30 developed countries. The research findings indicated that
the impact of liquidity on inflation is diminished when the economic complexity index
is enhanced. In other words, when an economy has a high degree of complexity, the
increase in liquidity leads to lower inflation compared to an economy that has a lower
degree of complexity. The coefficient of the interactive variable was found to be -0.03
in developing countries and -0.05 in developed countries. As expected, based on the
research hypothesis, in developed countries, economic complexity has a much more
reducing effect on the inflationary role of liquidity than in developing countries.
Among the other research findings, one may refer to the negative impacts of the
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variables of per capita production, the degree of openness of the economy, the impact
of the central bank independence and democracy on inflation, as well as the positive
impact of liquidity on inflation in all research models. This study assists policymakers
in comprehending the consequences of policies that are designed to enhance the
country’s production capabilities and technical knowledge with respect to inflation,
which is the primary objective of macroeconomic policies. Additionally, countries
should specialize and diversify their export structures. The negative effect of
economic complexity on the inflationary effect of liquidity is in favor of development
strategies that seek to diversify the export portfolio rather than specializing exports.
This is because export diversification is a basic component of economic complexity.

Keywords: Economic Complexity, Inflation, Price Level, Liquidity, Generalized
Method of Moments (GMM).
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