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MODERN ECONOMIC DIPLOMACY AND PROBLEMS
OF EVALUATING ITS EFFECTIVENESS

Abstract. The paper deals with issues and problems of evaluating of efficiency of economic
diplomacy. The article analyzes the available research on this issue, highlights the main
approaches and methods to assessing the effectiveness of economic diplomacy. In the process
of analysis, both positive and negative aspects of each of these methods are identified. There is
a new methodology for analyzing the effectiveness of economic diplomacy proposed, which
would be based on the study of the interconnection between budget financing of diplomatic
activities and the vresults of a country's foreign economic activity. The author's
recommendations are given, which can be used as a bases for both further scientific research

and the development of practical measures aimed at improving the given sphere.
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Introduction

The development of international economic relations constantly implies the existence
of a tough competition among their participants. In such conditions, economic entities are
forced to look for tools and ways to obtain additional advantages against their competitors.
In the realities of the XXI century, one of the most effective means of such support of business
is economic diplomacy. Despite the fact that it is now the object of attention from both theorists
and practitioners, a number of its conceptual foundations continue to be the basis for a rather
acute scientific controversy.

Actually the category "economic diplomacy" in recent years has been actively
considered by a number of scientists from different countries of the world. Particularly we can
name the works of number of authors, including N.Bayne, S.Woolkock (2007), V.Vergun
(2010), A Filipenko (2008), O.Bilorus (2016), D.Degterev (2010), G.Carron de la Carriere
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(2003), T.Zonova (2005), A.Likhachev (2006), E.Molendowski, W.Polan (2007), V.Schetinin
(2001), M.Yankiv, A.R.Koztowski (2020) and others. In particular, these scientists consider
various aspects of the essence of the category "economic diplomacy", analyze the mechanisms
of its use in different countries of the world, summarize the common features of such practice,
forming a common basis for consideration and further research of this problem.

One of the most successful definitions of economic diplomacy, which we will rely on in
the next study, is as follows. Economic diplomacy is an interrelated and joint activity of state
authorities, multi-level business structures, financial and economic institutions, non-
-governmental and international organizations, aimed at defending their own economic
interests, ensuring competitive advantages, creating favorable conditions in foreign economic
activity both for the national economy as a whole and for its individual subjects, strengthening
existing and forming new positive socio-economic results using diplomatic mechanisms and
tools. This definition of the category of economic diplomacy of a country in the context of
identifying its place in the system of economic science is focused on eliminating: firstly the
heterogeneity of interpretations with a shift in understanding of its object and subject to other
branches of science; secondly, deformation of the practical potential of using diplomatic tools
to implement strategic goals of export-import and financial activities of the state. We have
proved that such a definition of the category "economic diplomacy" reveals the essence of an
object, phenomenon or process and, as an abstract generalizing concept, reflects the system of

economic relations between multi-level subjects (Yankiv and others, 2020, Flissak, 2016).

1. Existing methodology for assessing the effectiveness of economic diplomacy and
its disadvantages.
It is important to note that the implementation of theoretical generalization

and justification of methodological foundations, necessary methodological approaches and
development of applied solutions for Ukraine's foreign economic integration into the world
economy based on the use of economic diplomacy will be incomplete in the absence of an
assessment of the effect of economic diplomacy providing. The main problem here is the choice
of an adequate, effective, relevant and relatively easy-to-apply methodology for calculating the
results of using economic diplomacy tools. It should be noted that, such a methodology has not
yet been recorded in scientific sources, despite the long-term use of diplomatic tools by various
states to support national interests in the international arena, guarantee of economic security in
all its displays, promotion own business on world markets, as well as extensive practical

experience accumulated by representatives of different countries.
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We can assume that there are several reasons for this:

firstly, the use of diplomatic mechanisms for economic purposes is not always explicit:
individual contacts between representatives of the diplomatic environment and
business entities or state authorities of the host country may not have a pronounced
economic meaning and content, although in the future they are transformed into
specific contracts in trade, investment, cooperation or other areas;
secondly, if we accept as apriori the thesis that there is a direct connection between
diplomatic actions and their economic results, then such activity is not recorded in
sufficient volume in the form of summaries or any other reporting materials that would
later be subject of statistical generalization and processing; in some cases (for example
in Poland), an approximate calculation of the activities carried out is done, but even
then there is no direct connection between the action and its financial or economic
result. This makes it impossible for researchers of economic diplomacy to use an
adequate and reliable statistical base, and therefore to offer formulas for calculating
the effectiveness of such activities, which would be based on direct relationships that
are common for other branches of economic science between the efforts spent on the
preparation and implementation of a separate business project or foreign economic
operation and their results;
thirdly, information on the number of personnel employed in diplomatic structures
(including economic divisions) of different countries is mostly in the nature of official
information that is not publicly available, or is displayed in approximate values;

fourthly, information about the sphere of commercial diplomacy (this term often refers
to efforts aimed at supporting commercial activities at the level of individual business
units) is absent due to the fact that almost all contains commercial secrets of individual
business entities;

fifthly, summarizing the experience of economic diplomacy research, it can be argued

that the processes in this area mostly occur unevenly and with regularities that are
difficult to be formalized by the standpoint of mathematical instruments.

Moreover, all this applies not only to the economic diplomacy of Ukraine, but also to
other countries of the world that use it on a full scale. This forces researchers to look for models
that would allow us to answer the question of the effectiveness of economic diplomacy and
justify decisions on its further improvement based on the use of mathematical methods and

economic and mathematical models.
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Noteworthy is the attempt by Mina Yakop and Peter A.G. van Bergeijk to determine the
influence of diplomatic structures on the country's foreign trade flows based on the use of the
gravity model of foreign trade (Yakop, van Bergeijk, 2009). Taking as a basis the gravitational
model in the simplest form as in (1), they modified it by introducing variables into the equation
that, in their opinion, can be significant in determining the influence of economic and
commercial diplomacy on the formation of state export flows as in (2). For our research, it is
fundamentally important to consider the methodology used by P.van Bergeijk and M. Yakop, so
here we present the named formulas in full:

Eij = YianBDiyj (1),
here ¢~ 0. 8- 0.7-0, while Eij — export from country i to country j;

In(X;;) = Bo +B1InDy; + B2 In(Y;) + B3 In(Y;) + B, In(Pop;) + Bs In( Pop;) + BsLang;; +
B;Cont;j + B;Landl;; + Bglsland;; + Bo In(Area; X Area;) + B1oCol;j + f11CU;j + B12FTA;; +
YEmbCon;; + & (2)
where i denotes the exporter, j — the importer, and the next variables: Xij is merchandise export

in USD for given year, from 1 to j; EmbConij is the number of embassies and consulates
(including other official foreign missions), that i has in j; Dij is the distance between i1 and j; Yk
is GDP per capita, for k={i, j}; Popk is average population (in millions of people), for k={i, j};
Areak is the area of the country (in square kilometres), k={i, j}; Langij is 1 if i and j have a
common language, 0 otherwise; Contij is 1 if 1 and j share a land border, 0 otherwise; Colij is 1
if 1 and j are colonies or shared a colonial relationship, 0 otherwise; CUjj is 1 if 1 and j use the
same currency, 0 otherwise; FTA1j is 1 if i and j belong to the same regional trade agreement,
0 otherwise; Landlij is the number of landlocked countries in the country-pair: 0 if both 1 and j
are not landlocked, 1 if either 1 or j is landlocked, and 2 if both 1 and j are landlocked; and the
Ejj is the error term (Yakop, van Bergeijk, 2009).

According to these authors, such a methodology will allow determining the
effectiveness of export promotion, provided that it is properly supported by diplomatic
assistance. However, the developers of this model themselves note that the use of the
gravitational model in the economy remains a controversial issue, which has both its supporters
and opponents. In addition, M.Yakop and P.van Bergeijk note that as additional time periods
will be included in the calculations according to (2), the obtained results will change, and the
model itself will require correction (Yakop, van Bergeijk, 2009).

In our opinion, this model cannot be fully used to assess the impact of economic
diplomacy on foreign economic activity of the state. The grounds for this conclusion are the

following arguments. First of all, the controversial aspect of using the gravitational model for
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the sphere of economic diplomacy is related to the fact that, according to A.Kaukin and
G.Idrisov (Kaukin, Idrisov, 2013) , there are a significant number of scientific articles in which
this model or its derivatives were used either without strict theoretical justification (e.g. (Geraci,
Prewo, 1977, Poyhonen, 1963), or for the purpose of searching with a known (given) result,
which they tried to confirm econometrically (e.g. Anderson, 1979, Bergstrand, 1990). Second,
it was tested on data from a narrowed time interval (from 2002 to 2006), after which the world
economy underwent significant changes as a result of the global crisis that began in 2008.
At the same time, the influence of crisis factors on the given processes was not studied. Third,
the coefficient of determination (R2), which was recorded in their calculations by M. Yakop and
P.van Bergeijk, is in the range of 0.49—0.77. This may indicate, on the one hand, that there is a
certain relationship between the factors included in their version of the equation of the
gravitational model (2), but on the other hand, in our opinion, there are good reasons to assume
that, with relatively acceptable values of R2 (0.5 <R2 <0.8), there is a disregard for the criteria
of logic and adequacy of the constructed model. This means that there is no direct correlation
between such factors as the area of a country, its average population, and foreign economic
activity results. Moreover, the latter are not limited to purely commodity exports, but also
include trade in services, the movement of investment capital, and so on. At the same time, such
essential criteria as the level of the customs tariff, the degree of openness of the economy,
the level of development of the country's economy, and some others are ignored.

The next hypothesis for determining the effectiveness of economic diplomacy is based
on comparing the number of foreign diplomatic missions of the state or the number of
diplomatic personnel involved in them with the quantitative results of the country's foreign
economic activity. This is exactly the way went by M.Kostecki, O.Naray (Kostecki, Naray,
2007), H.Ruel, L.Zuidema (Ruél, Zuidema, 2012).

Thus, M.Kostecki and O.Naray focused on the number of foreign missions of countries
that occupy a significant share in global trade (according to the WTO data), and the number of
personnel (for those countries where such data is publicly available) (Kostecki, Naray, 2007).
Agreeing with the conclusions they have drawn regarding the importance of economic and
commercial diplomacy in promoting of business interests on the world stage, we should note a
significant drawback, in our opinion. We mean the purely declarative nature of the thesis about
the need to determine the effectiveness of economic diplomacy, which in the future is not
confirmed in the form of empirical calculations, and the quality of work of diplomats depends

on the data on the distribution of working hours of the relevant personnel, which were obtained
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through a questionnaire survey. This circumstance indicates a pronounced subjective nature of
the results obtained, and therefore limits the possibility of their use in the future.

In order to verify the existence of a connection between the number of foreign missions
and the personnel employed in them and the country's share in World Trade, we determined
correlation coefficients for the data provided in their study by the above authors (Kostecki,
Naray, 2007). So, for the connection between the number of diplomatic institutions and the
country's share in world trade r = 0.519, and for the number of personnel involved and the
country's share in world trade r = 0.634. This could indicate that there is a direct connection of
medium intensity, if not for three comments: first, a small number of countries for which data
are given and even less of them in terms of diplomatic personnel, that can distort the result
obtained if it is extended to other countries; second, in calculations using this method, the factor
of dynamism and variability of world market conditions, and therefore the share of countries
on them, is completely excluded; third, in modern international relations, the number of foreign
missions and the number of personnel involved in them for country and inside the country is
not constant.

Another confirmation of the correctness of our conclusions is an attempt to test this
hypothesis on foreign economic contacts between Ukraine and the United States. The partner
country for these calculations was chosen based on the share of its trade in global values, its
role in international economic relations and the specifics of American economic diplomacy,
which pays attention even to countries which share in American foreign trade and investment
activities is relatively insignificant. Comparing the number of American economic diplomats in
Ukraine for the period from 2008 to the present with the dynamics of export-import flows of
goods and services, as well as with foreign trade turnover (the total value was calculated, as
well as separately for goods and services), we obtained the corresponding correlation
coefficients. Their value (r = [-0.57, 0.10]) indicates that there is no connection between the
given numbers. Moreover, some obtained coefficients have negative values. From a
mathematical point of view, the value of the correlation coefficient between the number of
diplomats involved and the foreign trade turnover of services between the United States and
Ukraine (r = -0.82) cannot serve as a basis for concluding that there is a strong inverse
connection between these data. The reason for this is the influence of other factors that led to a
slowdown in export-import operations for trade in services between the United States and
Ukraine, while the growth of American diplomatic personnel involved by the United States to

maintain economic contacts between states. Thus, the possibility of mechanically determining
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the effectiveness of economic diplomacy based only on the number of diplomatic personnel in
a country is extremely doubtful.

A some similar point of view is held by H. Ruel and L. Zuidema (Ruél, Zuidema, 2012).
They put forward their comments on the research carried out by M. Kostetsky and O. Naray,
but also agree with the fact that it can serve as a theoretical basis for further steps in this
direction. Focusing on the problems of the micro-level of economic diplomacy and using the
tools of correlation and regression analysis, the authors attempted to determine the factors
which influence is significant for the quality of commercial diplomacy. Among the factors that
in their opinion are significant here, they included the business experience of entrepreneurs
engaged in foreign economic activity, their professional education, experience in foreign
markets, the presence of a business network of the firm and a support network with the
participation of governmental and non-governmental structures of their state, the firm's
willingness to use the tools of economic and commercial diplomacy for their own purposes,
and so on. The results obtained show that the highest value of the coefficient of determination
R? is achieved for the model with the inclusion of the last of the listed factors.

In our opinion, this approach will have a number of disadvantages, the main of which
will be the following. Firstly, ignoring the fact that the coefficient of determination R? increases
with a mechanical increase in the variables used in the calculated model, even if such variables
may have a distant relation to the variable explained. Secondly, the initial data were obtained
by conducting a questionnaire survey of 140 subjects of foreign economic activity in the
Netherlands (and only 110 of them answered all the survey questions), which also gives such
data a pronounced subjective character and makes the final results unsuitable for further use

into the Ukrainian practice of economic diplomacy.

2. Effectiveness of a country's economic diplomacy in relation to its state financing.

Thus, to assess the effectiveness of economic diplomacy, for example, Ukraine, it is
necessary to take into account other factors which would meet the following criteria: first, they
would be objective in nature (that is, they would not depend on the subjective point of view of
an individual respondent, interviewer, random nature of the sample or the organizer of the
survey), they would also have a quantitative measurement and are subject to evaluation using
economic and mathematical methods, and finally, they would be relevant to the processes of
economic diplomacy.

In our opinion, among the data that somehow relate to the scope of this study and would

fully meet these requirements, first of all, we should mention state expenditures on the
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functioning of the mechanism of economic diplomacy of Ukraine (meaning financing from the
state budget). The reason for this choice is that it is from this source that the functioning of
national state authorities is provided, as well as support is provided to non-state components of
the mentioned mechanism. In addition, the laws of Ukraine for the relevant years regularly fixed
the provision that the financing of expenses related to the maintenance of diplomatic missions,
consular offices of Ukraine abroad and their employees, regardless of their departmental
subordination, is carried out exclusively through the Ministry of foreign affairs of Ukraine.

To assess the impact of government spending on the results of foreign economic activity
and check the relationships between them, we have formed a correlation matrix (table 1).
The quantitative results of such activities include the following indicators: GDP of Ukraine,
export of goods and services, their import, foreign trade turnover in general and separately for
goods and services, the amount of accumulated foreign investment in the economy of Ukraine
and Ukrainian-abroad. In order to increase the reliability of the calculated data, these indicators

for the period 2002-2019 were used.

Table 1.
Correlation matrix for macroeconomic indicators and results of foreign economic activity
of Ukraine for 2002-2019

Correlations
Matked correlations are significant at p= 0.03000
N=18 (Cazewize deletion of mizsing datz)
Variable Sample Standard Budget GDP Export Export Import Import FIO FTO FTO FDI (in} FDI
average deviation EXpen- of goods of of goods of (goods) | (services (out)
(Means) (Std.Dev.) ditures services services
Budget 153.6 35,08 1000000 | 0739155 | 0.689393 | 0.668726 | 0748938 | 0.645139 | 0723008 | 0661853 | 0720888 | 0319722 | 0483690 ||
expen-
ditures
GDP 100839.0 | 35030,04 0739155 | 1.000000 [ 0931307 | 0963284 | 0983574 | 0964340 | 0938177 | 0966326 [ 0990202 | 0842077 [ 0.791238
Export of 380605 | 2019174 0680303 | 0,931307 [ 1,000000 | 0.963000 | 0980334 | 0,931266 | 09966350 | 0061443 [ 0997106 | 0,353383 | 0.810694
goods
Export of 30902 380238 0668726 | 0,963284 [ 0963000 | 1000000 | 0940243 | 0987438 | 0957680 | 0008242 [ 0.966048 | 0044437 [ 0904044
services
Importof | 241663 [ 2623923 0,748933 [ 0088574 [ 0030334 | 0,040243 [ 1000000 | 0,935470 | 0998021 | 0046830 [ 0996394 | 0810327 | 0,733633
goods
Tmport of 3807.0 232602 0643130 | 0,264340 | 00951266 | 0987438 [ 0933470 | 1000000 | 0944760 | 0093068 [ 0955124 | 0,043186 | 0,833330
services
FTO (goods) | 331268 [ 4633137 0725008 | 0.,938177 [ 0996650 | 0.057680 | 0993021 | 0044760 | 1000000 | 0953671 [ 0990390 | 0,831200 [ 0.797462
FIO 119872 | 620028 0661853 | 0.,966526 | 0061443 | 0008242 | 0946330 | 0905068 | 0953671 | 1000000 | 0963360 | 0,046738 | 0901026
(services)
FIO 051140 [ 3228868 0720883 | 0.,090202 [ 0997106 | 0966048 | 0996304 | 0,035124 | 0999300 | 0963360 [ 1.000000 | 0343353 [ 0813448
FDI (in) 240874 [ 2043332 0319722 | 0.342077 [ 0853388 | 0044437 | 0810327 | 0043186 | 0831209 | 0046758 [ 0.848833 | 1000000 [ 0935073
FDI (out) 20602 322497 0483600 | 0791288 [ 0810604 | 0004044 | 0785655 | 0.838380 | 0797462 | 0001026 [ 0813448 | 0933075 [ 1000000

where: Budget expenditures denotes the sum of items of the state budget of Ukraine aimed at ensuring external
contacts that can be attributed to the system of economic diplomacy; GDP — gross domestic product of Ukraine;
export (import) of goods (services) — the amount of export (import) of goods (services) of Ukraine; FTO (goods) —
foreign trade turnover of Ukraine in trade in goods; FTO (services) — foreign trade turnover of Ukraine in trade in
services; FTO — total foreign trade turnover of Ukraine; FDI (in) — income of foreign direct investment in Ukraine;
FDI (out) — Ukrainian direct investment abroad.

As can be seen from the table. 1, the reliability of the significance level is less than 0.05,

which allows us to draw a conclusion about the significance of the results. First of all, we are
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interested in the correlation coefficients between state budget expenditures on external activities
and other indicators included in the calculation.

In order to verify the results obtained, we have formed scatter plots for connections that
are of direct interest to this study and confirm our hypothesis that there is a partial relationship
between the considered indicators (Fig. 1 and Fig. 2). At the same time, the corresponding
scatter plot can be used to record the weak impact of financing Ukrainian economic diplomacy

on attracting foreign direct investment in the country's economy (Fig. 3).

Correlation between budget expenditures on foreign relations and GD| ™ g @xPenares
GDP  =-728E2 + 1130,8 * BE Mean = 163624504
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Figure 1. Scatter plot GDP relative to expenditures of the state budget of Ukraine on
external activities
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Figure 2. Scatter plot of foreign trade turnover in relation to expenditures of the state
budget of Ukraine on foreign activities
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Correlation between budget expenditures and FDI
FDI =-213E2 + 295,84 * EB
Correlation: r = 51972
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Figure 3. Scatter plot of foreign direct investment in the economy of Ukraine in relation
to expenditures of its state budget on foreign activities

In addition, based on the calculations performed, it is possible to form a system of
econometric models of the results of foreign economic activity in Ukraine, depending on the
amount of budget allocations intended to finance the components that we refer to the
mechanism of economic diplomacy (table. 2). It should be noted that models for foreign
investment processes were not calculated here due to the relatively low values of correlation
coefficients (r = 0.52 and 0.49) and a significant scattering of dynamic series values (Fig.3).

Thus, we have clarified the nature of functional links between the amount of funding

for economic diplomacy mechanisms and the results of foreign economic activity in Ukraine.

Table 2.
A system of econometric models of dependence of the results of foreign economic activity
on the volume of corresponding budget allocations

econometric models R? F

GDP Y =-72874,38 + 1130,8 x X 0,5464 19,2696

Export of goods Y,=-20483,3 + 386,9 x X 0,4755 14,5074

Export of services Y;=-3022,674 + 72,338xX 0,4472 12,9432

Import of goods Y4=-39792,807 + 546,521 xX 0,5609 20,4388

Import of services Ys=-2509,256 + 41,701 xX 0,4162 11,4068

Foreign trade turnover of Ukraine Y= -60276,077+ 933 ,463xX 0,5256 17,7294

in trade in goods

Foreign trade turnover of Ukraine Yo=-5531,93 + 114,039xX 0,4381 12,4722
in trade in services

Total foreign trade turnover of Ukraine Ys=-65808,007 + 1047,502xX 0,5197 17,3111

where: Y1-Y8 — dependent variables, X — the amount of budget allocations intended to finance the mechanism of
external relations and economic diplomacy, R2 — coefficient of determination, F — Fisher's criterion

10
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Note that the econometric models calculated by us meet the necessary significance
criterion, and not the highest values of the coefficients of determination confirm our thesis about
the heterogeneous nature of processes in this area, which mostly occur unevenly, often
inconsistently and with difficult to grasp patterns, and are also affected by a significant number
of factors that are not subject to transformation into a numerical form without obtaining a
subjectivity due to the presence of the human factor. V.P.Gutnik commented on a similar
situation: “The model is most often perceived as a formalized (and therefore rather abstract)
connection of individual parameters selected according to the degree of relevance, which can
be mathematically calculated. In our case, this is the connection of specific and, as a rule,
unformalized elements” (Gutnik, 2002). In the context of economic diplomacy, there are
grounds to assert that without proper state support, the prospects for Ukrainian export-import,
international investment and cooperation activities are extremely doubtful and contradictory, at
the same time, a mechanical increase in funds allocated to support these forms of foreign
economic activity will not guarantee a directly proportional increase in their effectiveness.

Factors that are unformalized or may be subjective include the state and prospects of
state participation in the processes of economic integration, the development of the national
economy, the level of development of the mechanism of economic diplomacy and the quality

of its personnel support, and so on.

Conclusion

Research and analysis of the problem of evaluating modern economic diplomacy
effectiveness give grounds to draw the following conclusions about the relevance and practical
solution of the problem of choosing criteria and forming a methodology for considered problem.

Firstly, as a significant component of assessing the effectiveness of economic diplomacy
should be considered the use of mathematical methods and economic and mathematical models,
on the basis of which it becomes possible to justify decisions on its further improvement.
Secondly, the performed economic and mathematical analysis on the example of Ukraine
regarding the level of effectiveness of its modern economic diplomacy confirms the inadequate
level of allocation and use of funds by the state to finance structures and actions related to the
mechanisms of economic diplomacy, as a result, the proper return in the form of foreign
economic results is not provided. This is especially evident in the sphere of attracting FDI to
the Ukrainian economy. Thirdly the mechanisms of economic diplomacy of Ukraine in their
current form do not contribute to the integration of the state both in the world economy in

general and in the European Union in particular. At the same time, leaving businesses in difficult

11
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internal conditions without proper support in foreign economic relations is an unacceptable
luxury, which can lead to a further reduction in the absolute values of the volume of national
goods and services on international markets. Under this condition, the growth of relative
indicators of integration activity is not considered a positive feature and does not give grounds
to assert the formation of positive trends. Fourthly, the problem of promoting national interests
in foreign economic activity in the context of a globalized world economic system and growing
competition in international markets is relevant for other countries, and not only in Central and
Eastern Europe. At the same time, the economic diplomacy of states, including within the
framework of their EU membership, is an important tool for the success of the country's foreign
economic policy, ensuring its export expansion in international markets and intensive
investment cooperation with foreign investors. At the same time, the issue of evaluating the
effectiveness of economic diplomacy continues to be open, since changes in the international
business environment and in the tools used by relevant entities lead to modification of both
external and internal factors of economic diplomacy. And this, in turn, opens up new
opportunities for studying the effectiveness of economic diplomacy in both Ukraine and other

states.
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