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Understanding the determinants of economic complexity is particularly
important for countries in the Middle East and North Africa (MENA) region,
which face significant challenges in keeping pace with rapid developments in the
global economy. Although many researchers identify financial development as
an influential factor on economic complexity, financial development alone may
not be sufficient to achieve an extensive network of economic complexity
without a dynamic institutional framework. Accordingly, this study aims to
examine the impact of financial development on economic complexity,
considering the role of institutional quality, in selected MENA countries over the
period 2005-2021 using the Fully Modified Ordinary Least Squares (FMOLS)
method. The results indicate that per capita GDP and institutional quality have a
positive and significant impact on economic complexity. In contrast, the effect
of the financial development index on economic complexity is negative and
insignificant. However, the coefficient of the interaction term between financial
development and institutional quality is positive and significant, suggesting that
financial development can enhance economic complexity only within an
efficient institutional framework. Additionally, the results show that research and
development expenditures have a positive and significant effect on economic
complexity.
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Introduction

Understanding the determinants of economic complexity has become increasingly important for Middle
East and North Africa (MENA) countries, which face structural challenges in adapting to a rapidly
evolving global economy. Economic complexity, referring to a country’s ability to produce and export
diverse and sophisticated products, is closely associated with long-term growth, innovation capacity,
and resilience to external shocks. Despite abundant natural resources, many MENA countries exhibit
low levels of economic complexity, making them vulnerable to commodity price fluctuations and
limiting their industrial diversification.

Previous studies have identified factors such as human capital, technological readiness, innovation, and
financial openness as key drivers of economic complexity. Among these, financial development has
attracted particular attention due to its potential role in facilitating investment, innovation, and industrial
upgrading. However, the effectiveness of financial development in enhancing economic complexity may
depend on the quality of governance institutions. Strong institutions can channel financial resources
toward productive and innovative sectors, whereas weak institutions may lead to rent-seeking behavior
and misallocation of capital.

This study examines the role of institutional quality in moderating the relationship between financial
development and economic complexity in selected MENA countries over the period 2005-2021. By
introducing an interaction term between financial development and institutional quality, the research
seeks to determine whether financial development alone is sufficient to promote economic complexity
or whether its effect depends on the presence of effective institutions. The study’s novelty lies in its
regional focus on MENA economies, the use of composite indicators based on Principal Component
Analysis (PCA), and the application of the Fully Modified Ordinary Least Squares (FMOLS) method to
estimate long-term relationships in panel data.

Methodology

The empirical analysis is based on a balanced panel dataset from ten MENA countries, including
Algeria, Bahrain, Egypt, Iran, Jordan, Lebanon, Morocco, Oman, Saudi Arabia, and Tunisia. The study
period spans from 2005 to 2021, and data are averaged over five-year intervals to reduce cyclical
fluctuations and enhance the reliability of the estimates.

The dependent variable is the Economic Complexity Index (ECI), extracted from the Harvard Atlas of
Economic Complexity. The key independent variables are:

¢ Financial Development Index (FDI): Comprised of domestic credit to the private sector, broad
money (M2), and stock market turnover ratio, combined using Principal Component Analysis
(PCA).

o Institutional Quality Index (INS): Derived from six governance indicators from the Worldwide
Governance Indicators (WGI) database, including voice and accountability, political stability,
government effectiveness, regulatory quality, rule of law, and control of corruption.

e Interaction Term (FDI x INS): Captures the conditional effect of financial development under
different levels of institutional quality.

e Control Variables: Include the logarithm of per capita GDP (LGE) and research and
development expenditures as a percentage of GDP (RDGDP).

The econometric model is defined as follows:

ECI it = Bo + B1 LGE_it + p RDGDP_it + Bs INS_it + B+ FDI it + Bs (FDI x INS) it + ¢_it

Given the non-stationarity of the variables and the presence of cointegration, the Fully Modified
Ordinary Least Squares (FMOLS) method was employed to estimate the long-run coefficients. This
approach corrects for issues of serial correlation and endogeneity, providing consistent estimates in
panel data. Unit root tests (IPS) and cointegration tests (Kao and Pedroni) confirm the validity of using
FMOLS. Additionally, multicollinearity was assessed using the Variance Inflation Factor (VIF), and all
variables were found to be within acceptable range.
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Results and Discussion

The FMOLS estimates reveal several notable results:

e The coefficient of per capita GDP (LGE) is positive and significant, indicating that higher
income is associated with greater economic complexity.

e Research and development expenditures (RDGDP) also have a positive and significant effect,
underscoring the importance of innovation and knowledge-based investment.

o Institutional quality (INS) exerts a substantial positive impact on economic complexity.
Countries with better governance, effective regulations, and the rule of law provide more
conducive environments for industrial diversification and technological advancement.

o Interestingly, the direct effect of financial development (FDI) on economic complexity is
negative and significant. This suggests that in the absence of strong institutions, financial
development may not translate into productive investment or innovation, and may instead be
diverted toward rent-seeking or speculative activities.

e Most importantly, the interaction term (FDI x INS) is positive and highly significant. This
finding supports the hypothesis that financial development enhances economic complexity only
within a strong institutional framework. In other words, institutions act as facilitators,
channeling financial resources toward complex and advanced sectors.

These results carry important policy implications. First, they highlight the limitations of pursuing
financial reforms independently. Without simultaneous improvements in institutional quality, financial
development may fail to deliver desired outcomes in terms of economic complexity. Second, the
findings underscore the importance of adopting integrated policy approaches that combine financial
development with governance reforms, support for innovation, and human capital development.

For MENA countries striving to diversify their economies and reduce dependence on natural resources,
enhancing institutional effectiveness should be a strategic priority. This includes strengthening legal
frameworks, increasing transparency, combating corruption, and improving accountability in both
public and private sectors. Targeted financial instruments, such as innovation funds, credit guarantees
for small and medium-sized enterprises, and venture capital, can also play a critical role in supporting
complex industries and technological upgrading.

This study provides robust empirical evidence that institutional quality plays a central role in the
effectiveness of financial development in promoting economic complexity. Policymakers in the MENA
region must recognize that financial development alone is not a solution; rather, its impact depends on
the broader institutional context. By aligning financial reforms with strengthened institutional
frameworks and innovative policies, countries can pave the way toward more complex, resilient, and
inclusive economic structures.
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