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Abstract

Purpose –Effective business and investment climate can lead to a higher rate of investment, profits and improved
productivity, through the creation of an institutional environment, where the state provides high-quality public
goods. This study aims to explore the impact of the business–investment climate on firmperformance in a sample of
six countries in theMiddle East andNorthAfrica (MENA) region andTurkey. Furthermore, we extend our analysis
to explore the impact of business–investment climate on the resource misallocation in Egypt and Turkey.
Design/methodology/approach – The study used fixed effects models to investigate the relationship
between the business and investment climate, expressed by the obstacles in state–business relations- and the
firm performance, which is measured by the firm’s value-added, the labour productivity and the total factor
productivity To reduce the endogeneity coming from possible reverse causality and the perceptions about the
business climate, an instrumental variables (IV) approach applying the two-stage least squares (2SLS) method
was followed. The empirical analysis relies on data derived from the World Bank Enterprise Surveys.
Findings – Based on estimates, the obstacles in business climate may reduce the firm performance measures
by 15–40%. These findings indicate the importance of quality in the business climate and how the
improvement in its efficiency can have a very considerable positive impact on firms’ performance and thus on
the overall economic growth of a country.
Originality/value – This is the first study exploring the impact of business–investment climate on various
measures of the firm performance and the resource misallocation in a large sample of countries in the MENA
region.

Keywords Economic development, Governance, Middle East and North Africa region, Resource

misallocation, State business relations, Total factor productivity

Paper type Research paper

1. Introduction
An effective business and investment environment is crucial and is seen as a key determinant
of economic growth, development and structural transformation in low-income countries
(Hausmann, 2014). The mechanism and channels through which business climate can boost
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and support economic growth are several. Political stability, anti-corruption, investment
incentives, robust trade and healthy macroeconomic policy can minimize uncertainties in
investors’ planning, and by achieving this, they can raise the investment rates. Creating an
institutional environment where the state provides a high quality of public goods, including
anti-bureaucracy and anti-corruption strategies, can lead to higher investment rates. Quality
of public goods also includes infrastructure, such as electricity and transportation, and the
availability of an educated workforce.

This study attempts to investigate the impact of business and investment climate on the
economic performance of firms in a sample of countries in the Middle East and North Africa
(MENA) region. In this case, we define business and investment climate as the institutional,
policy and regulatory environment in which firms operate. If an economy is characterized by
political instability, if the government’s provision or regulation of infrastructure and financial
services is inefficient, if the local government is highly bureaucratic and corrupt, then returns
on potential investments will be low and uncertain, and accumulation and growth will be
limited. Returns and accumulation, on the other hand, should be high in developing
economies producing a healthy governance environment and an efficient business and
investment climate (Dollar et al., 2005).

Therefore, the aim is to explore the role of business–investment climate expressed by
various indicators on firm performance. These indicators include policies that attempt to
minimize political instability and eliminate corruption; incentives through lower taxes;
supply and quality of public goods, such as electricity and transportation; efficiency in the
financial services and access to land and credit; labour and custom regulations. Sen andVelde
(2009) argue that an effective business–investment climate may contribute to industrial
development and firm growth by two opposite forces. First, the states may not address
market failures because they can be captured by elites or are unlikely to have perfect
information. Second, markets may fail to achieve the optimal allocation of resources, such as
education and innovation.

Thus, we argue that business climate can be an effective underlying factor of economic
growth for firms. It may provide a more optimal allocation of resources in an economy,
including increased efficiency of the state and its involvement in removing obstacles and
supporting the private sector activities, increasing in this way the firm performance and
growth. The motivation of this study for focusing on the business climate as an additional
factor of economic performance is twofold. First, there is long-standing literature in political
economy and political science providing evidence that business and investment climate can
enhance growth and economic performance (Amsden, 1989; Fajnzylber et al., 2009; Sen and
Velde, 2009; Qureshi and Te Velde, 2013). Second, we attempt to explore and evaluate the
impact of business and investment climate index on firm performance in various countries of
the MENA region using detailed micro-level data and an instrumental variables (IV)
approach.

Public sector investments and employment cannot be relied on solely to boost growth and
create much-needed jobs, especially for the region’s young population. However, public
authorities can play an equally important role by fostering a business climate that
encourages private sector development. A motivation for exploring the role of the business
climate and its obstacles in theMENA region countries is that roughly 65% of the population
is under 35 years old, and the youth unemployment is over 25% (Dimova et al., 2016). Thus,
by exploring the impact of business climate obstacles on the firm performance, and
investigating the effect on job creation in future studies, we can identify and understand the
dynamics of those obstacles.

To the best of our knowledge, this is the first study exploring the role of business and
investment climate and its obstacles in the performance of firms in a large sample of MENA
region countries. Moreover, it is one of the few studies attempting to establish a causal
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inference and to explore the relationship between business obstacles and resource
misallocation in Egypt and Turkey. The findings support the argument that an effective
business and investment climate can boost a firm’s performance. In particular, major
obstacles to the business environment have on average a significant negative effect on value-
added, labour productivity and TFP ranging between 15 and 40%.

The paper is organized as follows: In section 2, we briefly present the earlier studies on the
relationship between business climate and firm performance. In section 3, we describe the
methodological framework and the data employed in the empirical analysis. In section 4, we
report the results, and in section 5, we discuss the main concluding remarks of the study.

2. Literature review
The literature has emphasized the role of good governance on economic development,
including among others the political freedom and stability, lack of corruption and rule of law.
Sen and Velde (2009) argue that besides institutional factors, the business and investment
climate plays a significant role in determining economic growth disparities. According to the
economic theory and previous studies, an effective business and investment climate can have
a positive effect on economic growth and performance by increasing both the rate and
productivity of investment (Rodrik et al., 2004; Qureshi and Te Velde, 2013). The effective
business climate is associated with the establishment of institutional environments that the
state provides a higher quality of public goods, including effective public administration, lack
of corruption and infrastructure, such as Internet provision and water and electricity supply
without interruptions. Overall, at the macro level, a healthy and good business–investment
climate is associated with good governance and institutions, and their importance is well-
documented in promoting growth (Knack and Keefer, 1995; Mauro, 1995; Rodrik et al., 2004).

Following the evidence of macro-level studies, a growing body of literature has attempted
to investigate the growth–institutions nexus at the micro-level. Beck et al. (2005) used firm-
level data for 54 countries to explore the impact of legal, financial and corruption issues on
firms’ growth rates and their findings show that these factors limit and reduce firms’ growth
and the impact is stronger for the small firms. Scarpetta et al. (2002) found that stringent
productmarket regulations and high hiring and firing costs in Organisation for Economic Co-
operation and Development (OECD) countries have significant adverse effects on industrial
productivity. Furthermore, their results show that strict regulations on entrepreneurial
activity discourage the entry of new small firms. The study by Fajnzylber et al. (2009)
provides evidence that state intervention and support contribute to the firm growth. More
specifically, Fajnzylber et al. (2009) used data for Mexican firms and they evaluated the
impact of government support, identifying treatment effects of credit, training and tax
payments on the likelihood of firm survival, profits and growth.

Apart from access to finance, political instability, corruption and tax administration,
infrastructure is also a major component of the quality in the business and investment
climate. More specifically, Dollar et al. (2005) used firm-level data in developing countries to
explore the relationship between investment climate and firm performance, where the former
is proxied by the days required to get a telephone line, sales lost to power outages and time
spent dealingwith government bureaucracy. They found that the factor returns, indicated by
wages and rates of profit, are higher when the investment climate is better. Therefore, these
characteristics contribute to the construction of a better business and investment climate by
coordinating issues and failures in the market, reducing political instability and establishing
a check and balance mechanism for public policies such as expenditures and taxes.

The study most related to ours is the report by Schiffbauer et al. (2015), where the authors
found that political instability, corruption and inadequate electricity supply are negatively
related to firm performance. However, their empirical analysis is limited to evidence provided
by descriptive statistics. Furthermore, they do not explore the relationship between business
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climate obstacles and resource misallocation, as we do in Egypt and Turkey. There are few
recent studies exploring the role of business and investment climate in the MENA region
countries (EBRD et al., 2016; Brown andEarle, 2017; Hosny, 2017; Karahasan andBilgel, 2020;
Ozdamar et al., 2020). For instance, Karahasan and Bilgel (2020) using a causal mediation
analysis explored the role of access to finance in eight MENA region countries and Turkey
over the period 2013–2015, and they found obstacles related to access to finance reduce firm
performance by about 2.3–4.4%. Firm performance in their study is measured by various
indicators, including labour productivity growth, returns on sales and returns on assets
among others. Similarly, Brown and Earle (2017) explored the impact of access to Small
Business Administration (SBA) loans on firms’ employment growth in the USA in 1987–2012.
The findings highlight the importance of access to finance and credit, suggesting that $1
million of loans raises job creation in the recipient firms. In particular, during the first three
post-loan years, the firms have created on average 3.5 jobs for every million dollars of loans,
and between 5 and 7 jobs at five years following the loan receipt.

Various studies have explored the role of governments and financial institutions in firm
performance (Christmann andTaylor, 2001a, b, 2002; Hosny, 2017; Arayssi et al., 2019; Ozdamar
et al., 2020; Abdo and Fakih, 2022). For instance, AbdoandFakih (2022) argue that the legal form
plays a significant role in the firmperformance, and they demonstrate that companieswith open
and closed shareholding and those with a limited partnership perform better than the sole
proprietorship firms in terms of annual sales and annual productivity growth rates.Arayssi et al.
(2019) extended their analysis to consider the causal impact of the Arab Spring and government
institutions on the finance–growth nexus. Their findings demonstrate that political instability
has a negative impact on growth, and while a well-functioning financial system is a necessary
condition it is not a sufficient condition to increase growth. Therefore, governments and policies
should focus on the improvement of a country’s legal system and the efficiency of institutions’
operation, freedom of expression and citizen’s participation in selecting government and to
ensure the persistence of those policies over an extended period.

Hosny (2017), using data on about 6,000 firms in eight countries of the MENA region,
derived from the European Bank for Reconstruction and Development (EBRD) and World
Bank over the period 2009–2012, explored the impact of political instability on firm
performance. The authormeasured the firmperformance as the employment growth and firms’
sales and found a negative effect of the political instability in firm performance. Similarly,
Ozdamar et al. (2020) explored the impact of several obstacles in business and investment
climate on a firm’s performance, in Egypt and Turkey, measured by job creation and
destruction. The findings show that access to finance and political instability are two major
obstacles in the business and investment climate, while other important obstacles found were
quality of the electricity supply and corruption in Egypt, and completion from the informal
sector and high tax rates were the other twomajor obstacles in the business climate of Turkey.

However, this study aims to explore the impact of an aggregate index, comprising various
obstacles in the business and investment climate, on the performance of firms in six countries
of the MENA region and Turkey. Furthermore, we aim to perform a cross-country analysis
and investigate the impact of major individual obstacles, such as access to finance and credit,
corruption, political stability, electricity supply and tax rates among others.

3. Methodology and data
3.1 Methodology
For our empirical work we estimate the following regression:

FPi;s;j;t ¼ β0 þ β1BICIi;j;t þ β0Xi;j;t þ μs þ lj þ θt þ εi;s;j;t (1)
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FP denotes the firm performance, for firm i, in industry s, in state-area j and time t; BICI
indicates the measures of business–investment climate discussed later and X is a vector of
standard control variables. Set μs controls for fixed-industry or sector effects, set lj denotes the
location-area fixed effects and θt is the time-fixed effects in the case we use more than one
wave, while ε is the error term. We use three variables as proxies to firm performance; the
value-added, which is defined as the sales minus the costs purchased from other firms-
businesses; labour productivity and TFP. The region-area effects in regression (1) may
capture geographical and cultural characteristics, such as weather and climatic differences,
infrastructure properties, whether the area is coastal or landlocked and other unobserved
characteristics. The time effects are included to capture time national level shocks, including
weather shocks, oil prices and financial crises and other macroeconomic shocks that may
affect the outcome of interest.

However, the business–investment climate index may be endogenous to firm growth. The
three main courses of endogeneity include omitted-variable bias, reverse causality, self-
statement and perception about the obstacles. For example, some managers may report
complaints even though they are not obstacles, or some inefficient firms may overstate the
constraints that they actually face (Beck et al., 2005; Aterido et al., 2011). Therefore, the
business–investment climate index (BICI) may be endogenous because of measurement error
due to perception, or because of possible reverse causality between BICI and the outcomes of
interest explored in the study. On the one hand, a good BICI may have a positive impact on
firm performance, while on the other hand, more profitable and productive industries may be
able to organize themselves better and bring out a more effective BICI.

For the endogeneity issue, we implement the Two-Stage Least Squares (2SLS) method and
we use two sets of instrumental variables for the BICI. The first set consists of variables that
attempt to solve for the bias derived from the perception about the obstacles and they shift the
focus from the self-reported statements towards contextual factors. The first variable is
completed by the interviewer and the question is “It is my perception that the responses to the
questions regarding opinions and perceptions are”, and the possible answers include (a)
Truthful, (b) Somewhat Truthful and (c)Not truthful. The second variable answers the question
“This questionnaire was completed in” and the possible answers include (a) One visit in face-to-
face interview with one person, (b)One visit in face-to-face interview with different managers/staff
and (c)Several visits. Our suggestion of using these two categorical variables lies in the argument
that they are correlated with the perceptions of the business climate and cannot directly affect
the outcomes of interest, while they may also account for the perception bias. Even though the
business climate can have an impact on a firm’s performance, the perception of the interviewer
cannot affect them, but it can be correlated with the reliability of the individual response.

Cojocaru (2012) has ranked each household’s well-being using the interviewer’s judgment
and perception as an instrumental variable, and the results are consistent. The interviewer’s
influence on the respondent’s replying behaviour is reflected in the first instrument. Although
the respondent’s honesty is what determines the quality of the data, the interviewer’s ability
to create a trusting environment that allows for that is equally important. The second
variable is related to the respondent’s response, and it may serve as a potential instrumental
variable since the perception of obstacles in the state–business relations and the business
climate may vary depending on whether the questions are answered by the same or a
different person across multiple visits. In particular, by interviewing different managers and
staff members, we can reduce the perception bias derived from one person, while their
answers cannot affect the firm performance outcomes.

The second set of instrumental variables includes the industry-location averages of the
following: The percentage of the firms paying for security; the percentage of firms inspected
by tax officials over the last 12 months; the number of inspections; percentage of firms facing
competition from the informal sector; percentage of firms with loan-credit; percentage of
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firms experiencing losses due to theft and vandalism; percentage of firms where a gift-
payment was requested; the percentage of the firmswhose financial statements were checked
and certified by an external auditor; percentage of firms formally registered when they
started the operations and the industry concentration based on sales.

The reasoning underlying the validity of the last set of instruments is that industry-
location-year average levels are dependent on industry and location characteristics, such as
dependence on government services industries, industries’ access to land, infrastructure and
underlying technologies. This identification allows for a correlation between those averages
and business–investment climate, but should, however, be uncorrelated with unobservables
that are potentially correlated with the firm performance measures we explore (Collins et al.,
2009). For instance, the time spent for tax officials and meetings with bureaucrats could
depict the degree of control that those bureaucrats exert on the firm (Svensson, 2003), while
the other instruments show the degree of dependence on government services. In particular,
the industry-location effect may capture the shifts in electricity supply from various sources
available, such as hydroelectric power and natural gas availability, and state-level rainfall
and weather conditions.

An individual firm level perception about the business and investment climatewill depend
not only on the characteristics of that particular firm but also on characteristics specific to the
location and industry in which it operates. At the industry and location level, such as those
located in the capital, industrial zones or close to political centres and banking institutions,
the level of rewards, obstacles, inspection by tax officials and engagement with bureaucrats,
will depend on the accountability and transparency of the political system. As specific sectors
may be more dependent on public procurement, other industries can be strategically more
important, thus this variation is not driven by firm characteristics, but by factors determined
by these industry-location characteristics (Angrist and Krueger, 2001). The last outcomes we
explore refer to resource misallocation. Due to word limitations, we present more details
about the methodology and the results in the supplementary material.

Since we use more than one instrumental variable for one endogenous variable, we prefer
the 2SLS method. Furthermore, based on the identification strategy, other frameworks to
infer causality, such as the difference-in-differences (DID), the regression discontinuity design
(RDD) and propensity scorematching (PSM), cannot be implemented. Themain reason is that
we do not evaluate a policy, and there is no treated and control group. Also, we do not have a
shock that has created an exogenous variation in the business and investment climate, and
there is no legislative change that could have been used for randomization (Angrist and
Krueger, 2001). Furthermore, our empirical strategy does not identify any randomized control
trial as we employ observational data from firm surveys. Thus, we use the 2SLS to create an
exogenous variation in the endogenous variable of the business and investment climate.

3.2 Data
The analysis relies on data derived from the WBES [1]. We will explore the following
countries: Egypt, Jordan, Iraq, Morocco, Tunisia, Turkey and Yemen. The period examined is
2006–2016, and it varies by country. For Egypt, we consider the panel data survey in 2008,
2013 and 2016, for Turkeywe obtain the panel data survey over the period 2008–2013, and for
Yemen the panel survey in 2010 and 2013. For Jordan, we use the cross-sectional survey in
2006 and 2013, for Morocco the surveys in years 2007 and 2013. We derived the data for
Tunisia from the cross-sectional survey in 2013, and for Iraq, we use the cross-sectional
survey in 2011.

The core questionnaire contains questions answered by the business owners and high
ranked managers providing information about the business environment. More specifically,
the questions refer to evaluations about the severity of obstacles that firms face. The
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interviewers ask firms to rank 15 components of the business environment, indicating which
one presents the largest obstacle and to rank them on a scale of 0 (no obstacle) to 4 (severe
obstacle).

In Table 1 we report the descriptive statistics for all the countries explored in the study,
including the BICI and the control variables. The summary statistics do not reveal any
important information except for the female ownership that is rather low, especially in Iraq at
6.9%, followed by Jordan at 9%, Yemen at 11%, Morocco at 13% and Egypt at 16%. It is
remarkable to say that the percentage of female firm ownership is much higher in Tunisia at
36% followed by 31% in Turkey. The differences in the proportions of female firm ownership
are attributed to various factors, including obstacles for women to own a firm or being
partners because of their gender, which are linked to social norms and values. Furthermore,
countries characterized by a large informal sector that does not allow women to own firms in
the formal sector recorded in the WBES is another explanation of the differences in the firm
female ownership. Female ownership is also lower in countries where they face more
constraints in access to finance and credit. Capital availability is more restricted for women
business owners in countries where they are considered as less educated about financial
growth strategies and where they face challenges to finance their company due to lack of a
business track record (Youness, 2007; OECD/ILO/CAWTAR, 2020). Furthermore, women
entrepreneurs tend to have a lower socio-economic profile than their male counterparts and
are more likely to have fewer resources to start a business (OECD, 2017), which varies in each
country of our sample.

The value-added and TFP are rather similar among the countries explored. Based on the
data availability and earlier studies, labour productivity is defined as the sales over the
number of employees (Schiffbauer et al., 2015). This index is high in countries, such as Egypt,
Iraq and Yemen, and much lower in Turkey and Jordan, because the former countries
probably face lower labour costs and wages, which are usually a significant part of the total
costs, and therefore increase the value of sales. About the business environment, we created
an aggregate index of business–investment climate considering all the obstacles presented in
Figures 1–7 derived by the predicted values of the principal component analysis. We report
the relevant summary statistics in Table 1.

In Table 2 we present the proportions of the answers to the questions of the first set of the
instruments. We should notice that in Tunisia the second instrumental variable, about the
frequency of the interview completion is missing, so we will use only the first variable as an
instrument in the regression analysis, along with the second set of instruments we discussed
earlier. A shred of initial evidence comes from the correlation between the instrument
variables and the outcomes of interest, which is insignificant, while their correlation with the
business and investment climate index is statistically significant at the 1% level in the
majority.

4. Empirical results
The first step of our analysis involves a visual presentation of the major obstacles to the
business climate in the countries we explore. In particular, the answers reply to the following
question: “Biggest obstacle affecting the operation of this establishment”. In Figure 1, we
illustrate the major obstacles in Egypt. Even though access to finance is reduced by 25% in
2008 to 12% in 2013, it is still considered one of the seven major obstacles. Moreover, we see
that corruption was low in 2008 at 2% but increased at 5% in 2013. The most significant
obstacle in 2013 was political instability, most probably due to the facts followed by the Arab
Springwhile in 2008, the specific obstaclewas low, and in 2016 is reduced at 28%.We observe
a significant reduction from 2008 to 2013 and 2016 for the competition from the informal
sector and the inadequate education of the workforce. Corruption, even though is low, is quite
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Egypt Mean Standard deviation Minimum Maximum

Logarithm of value added 14.635 2.237 3.912 23.927
Labour productivity 11.3629 1.553 1.609 19.847
Logarithm of TFP 2.6933 1.763 �3.3539 12.681
BICI index �3.67e-10 0.8988 �1.508 2.543
Logarithm of firm size 3.623 1.455 0 9.9522
Young firm 0.1367 0.3436 0 1
Is one of the owners female? 0.1607 0.3673 0 1
Manager’s years of experience 18.489 12.041 1 61
International quality assurance qualification 0.2307 0.4213 0 1
Is the firm part of another establishment? 0.1797 0.3840 0 1

Jordan
Logarithm of value added 12.717 2.414 2.0794 19.942
Labour productivity 9.5536 2.404 �1.727 16.060
Logarithm of TFP 1.4768 1.467 �7.698 10.013
BICI index �3.45e-10 0.9029 �1.471 2.544
Logarithm of firm size 3.482 1.474 0.6931 9.047
Young firm 0.2286 0.4201 0 1
Is one of the owners female? 0.0902 0.2866 0 1
Manager’s years of experience 17.381 11.011 1 60
International quality assurance qualification 0.1938 0.3955 0 1
Is the firm part of another establishment? 0.4823 0.4999 0 1

Iraq
Logarithm of value added 19.094 1.157 15.123 23.102
Logarithm of labour productivity 17.112 1.047 13.163 20.654
Logarithm of TFP 0.0513 0.6817 �2.0481 2.771
BICI index �4.72e-10 0.9412 �1.928 2.035
Logarithm of firm size 2.305 0.7515 0 5.459
Young firm 0.2204 0.4148 0 1
Is one of the owners female? 0.0689 0.2535 0 1
Manager’s years of experience 12.308 8.065 1 60
International quality assurance qualification 0.0241 0.1537 0 1
Is the firm part of another establishment? 0.0621 0.2416 0 1

Morocco
Logarithm of value added 15.969 2.001 8.464 22.762
Labour productivity 12.739 1.594 6.897 19.336
Logarithm of TFP 5.573 1.367 1.761 14.570
BICI index 4.06e-10 0.9304 �1.445 1.928
Logarithm of firm size 3.884 1.334 0 8.724
Young firm 0.0816 0.2739 0 1
Is one of the owners female? 0.1292 0.3356 0 1
Manager’s years of experience 21.957 11.277 1 64
International quality assurance qualification 0.2063 0.4048 0 1
Is the firm part of another establishment? 0.4052 0.4911 0 1

Tunisia
Logarithm of value added 14.257 1.676 8.294 19.920
Logarithm of labour productivity 10.736 1.445 7.340 14.976
Logarithm of TFP 4.086 1.273 0.687 10.166
BICI index �1.34e-09 0.8914 �1.170 3.057
Logarithm of firm size 3.5692 1.380 0 7.766
Young firm 0.0813 0.2736 1 1
Is one of the owners female? 0.3675 0.4826 0 1

(continued )

Table 1.
Summary statistics of
the variables employed
in the analysis
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consistent and stable. Other two major obstacles include the electricity and tax rates,
according to the frequency of the responses, while obstacles in business licenses and permits
increased from 2% in 2008 to 9% in 2016.

In the case of Jordan and based on Figure 2, we observe numerous obstacles. Business
permits and transportation were the first and the fourth-highest major obstacles in 2006, and
in 2013 are recorded as two of the least important. In Figure 3, we present the obstacles in Iraq,
where access to finance, corruption, electricity and political instability, respectively at 7, 6, 29
and 16%, are major obstacles, as they are in the majority of the countries we explore.
Competition from the informal sector and access to land are other critical obstacles. In
Figure 4, we illustrate the principal obstacles in Morocco. We observe that tax rates are the
major obstacle at 27%, followed by access to finance, practices from the informal sector and
corruption at 12.5, 11 and 9%, respectively. In Figure 5, we observe that most of the
respondents in Tunisia state that political instability is the major obstacle at 50%, followed
by competition from the informal sector at 12%, inadequate education of the workforce at
10.50 and access to finance at 9%.

In Figure 6, we report the major obstacles in Turkey, and we observe significant changes
across time. For instance, in 2008, 25% stated the access to finance and credit as one of the
most critical obstacles followed by a decline at 11% in 2013. Tax rates as a major obstacle
increased from 19 to 26% over the same period. The rest of the major obstacles, including the
political instability, electricity and competition from the informal sector, remained almost the
same over the periodwe examine. In Figure 7, the fourmajor obstacles in Yemen are access to
finance at 6%, corruption and electricity at 21% on average, and the most critical obstacle is

Egypt Mean Standard deviation Minimum Maximum

Manager’s years of experience 25.611 11.499 1 61
International quality assurance qualification 0.2432 0.4294 0 1
Is the firm part of another establishment? 0.8817 0.3231 0 1

Turkey Mean Standard deviation Minimum Maximum

Logarithm of value added 12.168 4.828 0 23.025
Logarithm of labour productivity 7.737 4.8696 �2.944 14.853
Logarithm of TFP 5.272 1.654 �4.558 14.479
BICI index �1.56e-09 0.9378 �1.354 2.664
Logarithm of firm size 3.6130 1.447 0 9.944
Young firm 0.1133 0.3170 1 1
Is one of the owners female? 0.3188 0.4660 0 1
Manager’s years of experience 23.125 11.976 1 55
International quality assurance qualification 0.4623 0.4969 0 1
Is the firm part of another establishment? 0.1506 0.3244 0 1

Yemen
Logarithm of value added 16.952 2.774 2.197 26.871
Logarithm of labour productivity 14.519 1.926 7.4437 23.346
Logarithm of TFP 4.8257 1.942 �0.4352 10.416
BICI index 1.53e-09 0.8880 �2.383 1.953
Logarithm of firm size 2.816 1.298 0.6931 8.517
Young firm 0.0718 0.2584 1 1
Is one of the owners female? 0.1092 0.3121 0 1
Manager’s years of experience 19.193 9.810 1 63
International quality assurance qualification 0.1440 0.3513 0 1
Is the firm part of another establishment? 0.3963 0.4894 0 1 Table 1.
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political instability on average 26%.We observe the latter increased considerably from 12%
in 2010 to 44% in 2013.

In Table 3 we present the OLS and 2SLS regression results for the major obstacles in the
business climate in Egypt. Our aim, as we do in the case of Turkey, is to include the whole
sample that refers to the cross-sectional sample, and not only the panel sample, since the latter
limits the number of firms. We use the survey sample weights and strata provided by the
WBES. However, the data for Yemen include only the panel structure.We observe that the set
of instruments employed passes the endogeneity tests, and in particular the Hansen J
statistic. Also, we conclude the instruments are correlated with the endogenous BICI
according to the weak instrument test.

We find a negative impact of the obstacles in the business climate on the firmperformance,
while the effect becomes largerwhenwe apply the 2SLS.According to the 2SLS estimates and
the marginal effects, value-added and labour productivity decrease by 32 and 37%
respectively, while TFP is lower by 19%.While we do not explain the possible impact of other
firm characteristics, such as the firm size and age, the manager’s experience, the location and
regional development, we explore the causal impact of business climate using the marginal
effects controlling for other characteristics.We observe that large firms present higher values
of TFP and value-added, while the estimated coefficient on the labour productivity regression
is insignificant. Regarding young firms, which are defined as the firms established less than
6 years ago from the interview date, present higher labour productivity, but the significance
vanishes when we consider the value-added or the TFP as the outcomes. The gender of the
ownership and whether the largest percentage of shares is owned by the public are
insignificant determinants of the firm performance. On the other hand, we see that firms,
accredited with an international certification of quality assurance-control and whether are
part of another establishment, are more likely to report higher values of value-added and
labour productivity.
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In Table 4, we present the regression results for Jordan, and we observe that obstacles in the
business climate have a significant and negative impact on value-added and TFP at 21 and
19%, respectively. The results show that larger firms present higher values of value-added,
but the significance vanishes when we consider the TFP and labour productivity. The
remaining estimated coefficients are insignificant except for the international qualification of

Egypt Truthful Somewhat truthful Not truthful

Responses to the questions
regarding opinions and perceptions
are

42.54 52.46 5.00

One visit in face-to-face
interview with one person

One visit in face-to-face interview
with different managers/staff

Several
visits

This questionnaire was completed in 91.14 6.92 1.94
Jordan Truthful Somewhat truthful Not truthful

Responses to the questions
regarding opinions and perceptions
are

44.14 48.33 7.53

One visit in face-to-face
interview with one person

One visit in face-to-face interview
with different managers/staff

Several
visits

This questionnaire was completed in 86.85 13.15 0
Iraq Truthful Somewhat truthful Not truthful

Responses to the questions
regarding opinions and perceptions
are

43.12 48.68 8.20

One visit in face-to-face
interview with one person

One visit in face-to-face interview
with different managers/staff

Several
visits

This questionnaire was completed in 80.42 11.78 7.80
Morocco Truthful Somewhat truthful Not truthful

Responses to the questions
regarding opinions and perceptions
are

67.08 30.18 2.74

One visit in face-to-face
interview with one person

One visit in face-to-face interview
with different managers/staff

Several
visits

This questionnaire was completed in 18.45 20.03 61.52
Tunisia Truthful Somewhat truthful Not truthful

Responses to the questions
regarding opinions and perceptions
are

76.35 23.31 0.34

Turkey Truthful Somewhat truthful Not truthful

Responses to the questions
regarding opinions and perceptions
are

75.48 22.80 1.72

One visit in face-to-face
interview with one person

One visit in face-to-face interview
with different managers/staff

Several
visits

This questionnaire was completed in 93.11 6.57 0.32
Yemen Truthful Somewhat truthful Not truthful

Responses to the questions
regarding opinions and perceptions
are

45.78 49.76 4.46

One visit in face-to-face
interview with one person

One visit in face-to-face interview
with different managers/staff

Several
visits

This questionnaire was completed in 87.00 9.44 3.56

Table 2.
Proportions for the
instrument variables
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quality assurance, which has a positive impact on TFP, while firms with female owners
present lower performance.

In Table 5, we report our OLS and 2SLS estimates for the obstacles in the business climate
in Iraq, associated with a decrease in value-added by 22% and a decrease of labour
productivity and TFP at 16 and 15%, respectively. A remarkable finding in Table 5 is that
firm size is positively correlated with value-added but negatively associated with labour
productivity and TFP. This finding indicates that value-added may not serve as the best
indicator for measuring firm performance. Hence, smaller firms may use the labour inputs
more efficiently, such as skilled employees, lower input costs, while large firms can achieve a
higher sales volume because of economies of scale, market share and other characteristics.

In Tables 6 and 7, we present the estimated results for the obstacles in the business climate
inMorocco and Tunisia, respectively. In the case ofMorocco, we find significant effects of the
obstacles in business climate on value-added at 39% and TFP at 23%. In Tunisia, we find a
negative and significant effect on value-added andTFP at 24 and 11%, respectively. As in the
case of Iraq, we observe that the firm size is positively correlatedwith the value-added but has
a negative relationship with both labour productivity and TFP. This may indicate that the
state and public local authorities in these countries favour these firms by providing more
subsidies, access to financial markets and other benefits, allowing them to keep sales and
value-added at higher levels, compared to the small-medium firms. However, this does not
imply that this also improves their productivity.

In Table 8, we report the estimates for the major obstacles to business and investment
climate in Turkey. Based on the results, we observe that the overall index of obstacles in
business and investment climate in Turkey reduce the value-added and labour productivity
by 17% and TFP by 12%. The effect becomes significantly higher based on the 2SLS and
Panel B of Table 8, where the reduction reaches 27 and 25% respectively for value-added and
labour productivity and 18% for the TFP. Firm size and young firms seem to be positively
correlated with firm performance. Also, firms whose ownership consists of at least one
female, have acquired an international certification of quality control and are part of another
establishment, report higher value-added.

In Table 9, we find that the obstacles in Yemen are significantly and negatively related to
labour productivity and TFP at 24 and 34%, respectively. Large firms, as well as firms that
are part of another establishment, and accredited with an international certification of
quality, control present higher performance levels.

In Table 10, we implement a cross-section country analysis. Themain aim is to investigate
the obstacles in BICI individually by pooling all the firms across the seven countries we
explore and identifying the most important ones. The estimates derived from both OLS and
2SLS show that political instability followed by corruption and obstacles in access to finance
and credit have the largest negative impact on the firm performance. Other major obstacles
are the poor quality of the electricity supply, delays and obstacles in business licensing and
permits, inadequately educated workforce and labour regulations. We should notice that
even though tax rates were found to be a significant obstacle in Turkey, according to
Figure 6, and up to some degree in Jordan and Egypt, overall they have a lower adverse effect
on the firm performance, according to the remaining figures. The last part of the analysis
refers to the misallocation using the covariance of the sales share and employment share
based on the estimated TFP we employed in the earlier estimates. However, because of word
limits, we present and discuss the results in the supplementary material.

Overall, the results are consistent with the findings from previous studies (Amsden, 1989;
Fajnzylber et al., 2009; Sen andVelde, 2009; Qureshi and Te Velde, 2013; Hosny, 2017; Arayssi
et al., 2019; Karahasan and Bilgel, 2020; Ozdamar et al., 2020; Abdo and Fakih, 2022). Our
results show that the obstacles in business and investment climate can negatively affect the
firm performance, which is also found in the previous studies. In particular, Hosny (2017),
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Arayssi et al. (2019) and Ozdamar et al. (2020) show that political stability is a significant
determinant of firm performance, while Karahasan and Bilgel (2020) found obstacles related
to access to finance reduce firm performance by 2.3–4.4% in eight MENA region countries
and Turkey. These findings confirm the results of our study where we employ an index of
business and investment climate that includes various obstacles, such as access to finance,
political instability, corruption and electricity infrastructure among others.

About the firm characteristics, our findings are consistent with the studies by Ozdamar
et al. (2020) and Abdo and Fakih (2022) that found female ownership, exporting activities,
international certification of quality assurance and if are part of another establishment, are
positively related to firm performance in MENA region countries and Turkey. Similarly, our
results confirm the findings by Sen and Velde (2009), who found that institutional quality
measured by the rule of law, executive constraints, the degree of corruption and the quality of
the bureaucracy are significant determinants of economic growth in 19 sub-Saharan African
countries. Furthermore, their results show countries that have improved the quality of state–
business relations and reduced the obstacles in the business and investment climate have
experienced higher economic growth.

5. Discussion and conclusion
Using data from the World Bank Enterprise Surveys from 2006 to 2016, this study
examined the effect of obstacles in business and investment climate and the challenges
associated with them, on the firm performance in Turkey and a sample of MENA countries.
It is critical to conduct further research, evaluate the effectiveness of the business climate
and introduce related policies and reforms. The findings have various policy implications in
designing programmes aimed at reducing the obstacles in state–business relations and
investment climate and promoting firm performance, productivity and job creation. The
results show that firm performance is hindered, not only by firm characteristics and firm
entry barriers, which are proxied by the firm age and size in our estimates but also by the
costs, challenges and obstacles in the investment climate, including corruption, political
instability, electricity supply and tax rates. Therefore, policies could include programmes
that reduce the corruption and steps required to register and operate a business.
Furthermore, the main findings may offer useful insights, as the state and policymakers in
these countries should provide security and political stability, and fight corruption,
especially in regions that were the most affected, reducing inequalities in unemployment
and wealth.

Policies should provide a reliable electricity and transportation infrastructure, access to
finance, especially for the young and small firms, and incentives in terms of favourable tax
credit schemes to firms that are highly productive, such as those employing high-skilled
workers and technological advances, and firms that use energy-efficient resources.
Diversification requires increased access to capital, hence, the governments in MENA
countries should take initiatives to improve access to finance and credit, allowing small-
medium enterprises (SMEs) to obtain credit using collateral instead of traditional fixed assets.

The results show that obstacles in the business and investment climate are associated
with substantial resources reallocation from more productive to less productive firms, which
may further lead to significant losses in productivity and value-added. Obstacles such as
corruption, tax rates, political instability, poor electricity and transportation network may
result in a greater share of firms becoming informal or remaining informal or semi-informal,
implying that the state will be unable to collect taxes that can be further used to invest in
infrastructure and basic but important inputs of development, such as the health care and
education system. Long-standing structural issues that stifle development and prevent
economic diversification must be urgently addressed. Policies should overcome structural
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constraints, increase public investment performance, step up efforts to improve education
and health outcomes and strengthen governance, transparency and anti-corruption efforts.

Another important aspect is the frequency of the WBES and their consolidation with the
Ease of Doing Business (EODB) report that will allow the analysis to account for both micro-
level and country-level factors. The Ease of Doing Businessmeasures comprise 41 indicators
and higher values imply better regulatory performance and the ease for doing measures
reflect important factors such as the length of firm start-up procedures and the cost of doing
business (Fonseca et al., 2001). In our empirical analysis, we have considered firm-level
characteristics, and their role on the firm performance, such as firm size and age and
information about the ownership. Nevertheless, there are also important unobserved factors
at the country-level that may serve as confounders affecting both the business and
investment climate functions and the firm performance outcomes. More specifically, the
doing-business report comprises two aggregate measures: the ease of doing business ranking
that compares the differences and performance between economics, and the ease of doing
business score, which compares economies in terms of regulatory best practices, displaying
the absolute distance between the best regulatory performance scores on eachDoing Business
metric.

Along with the WEBS and EODB consolidation, we recommend the methodology
employed in this study in future research applications implementing a structural review of
successful business climate interventions and related challenges in low and middle-income
countries, which can be used as a guide for economic policymaking. Even though this can be a
challenging task, it needs to be done in order to comprehend how reforms and related
industrial policies may work best.

However, our study is not without major drawbacks. In particular, even though we have
attempted to reduce the endogeneity issue by implementing the 2SLS method, our sample of
study and the datasets used rely on repeated cross-sectional surveys and not on panel data.
This may reduce the problem of attrition and non-response; however, the data sets do not
allow us to follow the same firms across the time and to investigate the dynamics of business
climate on their performance. The second limitation is that 2SLS can identify only a local
average treatment effect (LATE). The third limitation is that the sample of firms is rather low,
compared with other firm surveys. Also, the WBES include only firms operating in the
manufacturing and services sectors but not in the agriculture sector. However, the main
reason for using the WBES lies in the information recorded about the perception in business
and investment climate and the obstacles in state-business relations, which is the main
objective of this study. Fourth, we have included a set of potential factors, but other
unobserved determinants of firm performance are not included. While we have attempted to
investigate the importance of major obstacles individually in a pool of countries, future
research studies may further explore the role of each obstacle separately and their impact on
firm performance employing firm-level data for each country. Thus, another limitation is that
we have aggregated in a business and investment climate index, the obstacles in state–
business relations. This implies that we have not investigated or disentangled the impact of
each obstacle that may provide insights into policymaking.
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