Supplementary Material

In this section, we explore the relationship between the business climate index and resource misallocation. Because of the word and space limitations, we report the estimates in the supplementary material. Furthermore, due to data availability, we limit our analysis to Egypt and Turkey. The first two measures refer to the covariance between the TFP and the market share. For the latter, we use the deviation of the average sales market share and the actual sales, while for the second measure, we use the deviation between the average labour share and the actual labour. In particular, the decomposition is:

                                     (S1)
Where TFP in the left term of (S1) indicates the aggregate productivity, TFPit is the actual TFP in firm i and time-wave t,  is the average TFP in time t, sit is either the actual sales or number of labour in firm i and time-wave t, and   is the average sales or number of employees. A higher covariance indicates more efficient resource allocation, while lower values show misallocation (Bartelsman et al., 2013). Therefore, our hypothesis is that obstacles in the business and investment climate will reduce efficiency, or are associated with higher resource misallocation. The basic idea underlying these measures is that more productive firms should command more inputs and be more successful in output and labour markets, resulting in a positive covariance. Thus, in the absence of these obstacles, resource allocation will move from low to highly productive firms. If the obstacles are negatively related to resource allocation measures, it will imply how much would be the gain in TFP in the absence of those obstacles or improvements in the business and investment climate. 
The third indicator was developed by Hsieh and Klenow’s (2009), and it measures the resource misallocation as the deviation of TFP from the level that could be obtained if all resources are allocated efficiently across firms within a sector. Hence, it measures what would be the optimal resource allocation in the absence of frictions in factor markets and distortions that prevent the capital and labour from being employed by the more productive firms. We assume that output Ys is produced in each industry within a Cobb-Douglas production technology using capital K and labour L with the individual firm’s TFP given by Ai and is:

                                                                                                                    (S2)
The total final output in the industry Ys, is a Dixit-Stiglitz aggregator of the output produced by each firm as: 

                                                                                                                       (S3)

Where σ denotes the industry-level elasticity of substitution between capital and labour.  Following Hsieh and Klenow (2009) and other studies (León-Ledesma, 2016; Cirera et al., 2017) profits are given by:


                                                           (S4)

We should notice that there are two distortions affecting firms; the first has an impact on the firm output τy,si and the second affects the relative factor inputs τk,si. Since it is impossible to identify separately and disentangle the distortion effects on capital and labour, earlier studies suggest imposing the distortion on capital which actually in this case we interpret the distortion that affects the relative price of labour and capital. As we assume that these distortions are firm-specific and due to heterogeneity will not affect all the firms at the same way, creating differences in the capital-labour ratios among the firms is a good approach to measure and investigate the misallocation. In equation (S4) Psi is the price of the final good, PsiYsi is the value-added, w and R denote the wage rates and the rental price of capital or interest rates respectively. The term τk,si denotes the firm-specific capital distortion that increases the cost of capital relative to labour and it implies that a large(small) value of τk,si. increases the cost of capital (labour) relative to labour (capital). Following Hsieh and Klenow (2009) profit maximisation yields, the standard condition that implies the firm’s output price is a fixed markup over its marginal cost and is defined as: 

                                                           (S5)
Taking the first order condition for the profit maximisation we have:

                                                                                   (S6)

                                                                                (S7)
The conception of (S6)-(S7) is based on the insight that if there is a dispersion of marginal revenue product of capital and labour-inputs-across firms, the economy may achieve higher productivity and therefore output gains, by reallocating capital from firms with low marginal revenue product of capital (MRPK) to firms with high MRPK and similarly for the marginal revenue product of labour (MRPL). Even though we present both MRPK and MRPL, we will explore the log of MRPK, as the concluding remarks will be similar when we consider the MRPL. Furthermore, the BICI indices explored in this study, including corruption, political instability, business permits, electricity, transportation, and access to finance may affect both MRPK and MRPL in the same direction.   
Overall, there are various reasons why a good and efficient business and investment environment can lead to firm growth and increase in performance. Countries that experience high levels of corruption, political instability and tax rates may reduce the firm performance at the national level and misallocate labour and capital from the highly productive firms to firms with low productivity. Increasing also the tax rates, the leverage can be increased, which is correlated with the access of firms to finance, credits and bank loans. Therefore, the availability of funding sources is also an important determinant of firms’ capital structure, which in turn affects their performance (Wu and Yue, 2009). 
We should notice that since this requires a long period and more than one wave, we limit our analysis to Egypt and Turkey. The results in table S1 vary, as we find a significant and negative impact of the business climate obstacles on the covariance of the sales share in the case of Egypt, while a negative relationship between obstacles and covariance of the employment share is found in Turkey. The estimated coefficients for the third measure of resource misallocation, which is the MPRK, are significant, indicating that obstacles related to business climate may better explain this indicator. The estimated coefficient in Egypt is around -0.18, while in Turkey is significantly lower at almost -0.04. This may indicate that the dispersion and resource misallocation is higher in Egypt. Obstacles related to access to finance are negative and significant, suggesting that the credit is not allocated to the firms that could yield the highest return if that credit is used to invest in either capital resource. Therefore, the lack of access to financial and credit markets, in both countries, maybe a contributing factor in the firms’ resource misallocation. Regarding the other obstacles in business and investment climate, we observe that corruption and political instability reduce significantly the potential optimal allocation of productivity, while the negative impact of tax rates may imply that more productive and efficient firms are “taxed” more and their efficiency is lost expressed by the potential yield that they could achieve if the tax rates were not so high.
(Insert Table S1)
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Table S1. OLS and 2SLS Regressions for Misallocation in Egypt and Turkey
	Egypt

	Panel A: OLS
	DV: Covariance  Sales Share
	DV: Covariance Employment Share
	DV: Log of MPRK
	Panel B: IV
	DV: Covariance  Sales Share
	DV: Covariance Employment Share
	DV: Log of MPRK

	Business Climate
	 -0.0002*
(0.00011)
	-0.0007
(0.0009)
	  -0.1879*
(0.0981)
	Business Climate
	-0.00025*
(0.00013)
	-0.0011
(0.0015)
	-0.2445*
(0.1282)

	No. observations 
	1,222
	1,222
	1,218
	No. observations 
	851
	851
	847

	R-Square
	0.1115
	0.1759
	0.0791
	Centered R-Square
	0.0643
	0.0774
	0.0661

	
	
	
	
	Weak Identification Test 
	18.738
 [0.000]
	17.974 [0.000]
	18.903 [0.000]

	
	
	
	
	Hansen J Statistic
	9.722
 [0.1756]
	7.395 [0.2496]
	5.733
 [0.5613]

	Turkey

	Business Climate
	 -0.00035
(0.00024)
	-0.0004*
(0.00021)
	 -0.0388*
(0.0230)
	Business Climate
	   -0.0009
(0.00062)
	-0.0007*
(0.0004)
	-0.0509*
(0.0275)

	No. observations 
	958
	947
	949
	No. observations 
	958
	947
	949

	R-Square
	0.2435
	0.2424
	0.2368
	Centered R-Square
	0.2198
	0.2221
	0.1857

	
	
	
	
	Weak Identification Test 
	12.834
 [0.0064]
	12.332
 [0.0072]
	13.245
[0.0031]

	
	
	
	
	Hansen J Statistic
	   11.122
[0.2675]
	9.644
 [0.3801]
	4.873
 [0.7711]


Standard errors within brackets, p-values within the square brackets, ***, ** and * indicate significance respectively at 1%, 5% and 10% level. The period of analysis is 2008-2016 for Egypt and 2008-2013 for Turkey 
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