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 Abstract 

 

Using a sample of sixteen Middle East and North Africa (MENA) countries over the sample 

period 1995-2005, the paper analyzes determinants of institutional quality based on six 

separate indicators of governance: voice and accountability, political stability, government 

effectiveness, regulatory quality, rule of law, and control of corruption. The determinants 

under consideration include measures of economic freedom by the Cato Institute and the 

Heritage Foundation, indicators of policy quality, real per capita GDP, risk rating, and the 

degree of openness. Five measures of institutional quality increase real GDP growth 

significantly across MENA countries. In contrast, institutional quality has a negative impact 

on the growth of private credit and private investment. Further, the combined evidence does 

not suggest that improvement in institutional quality is a major factor in attracting FDI flows 

to MENA countries. 
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Introduction 

 

Growth in the Middle East and North Africa (MENA) region has been slow, despite oil 

resources and a number of initiatives to liberalize and pursue economic reforms. Wealth is 

very diverse across countries in the region. Oil-producing countries, with the exception of 

Iran and Iraq, are, in general, scarce in labor resources. Many oil-producing Gulf countries 

have successfully managed to attract labor resources to fill in their deficiencies. Nonetheless, 

growth outside the oil sector remains very modest, providing strong evidence of the adverse 

effects of oil resources on economic management (the Dutch disease).  

 

Non-oil producing countries also lag in terms of economic growth. While they are, in 

general, more resource constrained, compared to oil-producing countries, other resources 

(particularly labor and agriculture) are more abundant in these countries. Some have taken 

serious steps towards reforms and liberalization in an effort to boost investment and attract 

Foreign Direct Investment (FDI) flows. Despite these efforts, growth in these countries 

(Jordan, Tunisia, Egypt, and Morocco) remains modest, compared to the countries' potential. 

 

Overall, MENA countries are not resource-constrained. Even non-oil producing countries 

have tremendous savings power that is coupled, in some cases, with migrants' remittances 

flows and transfers. In most cases, private savings are used to finance a soaring budget deficit 

as the government's role remains dominant in economic management and production.2 

 

Lack of incentives for private investment and FDI flows has hampered efforts to diversify the 

economies of MENA countries. While tremendous opportunities exist, institutional quality 

has remained a major hurdle to improving the investment environment and tapping into non-

oil growth potential. 

 

The MENA region is understudied and worthy of much more empirical work. Many cross-

country studies of the determinants of growth omit oil-producing nations. Focusing on this 

oil rich region is an attempt to fill this void. Unlike previous literature on the relationship 

between institutions and growth, the paper's approach to the issue analyzes micro foundations 

in the transmission channel between institutions and economic growth. 

 

Underlying institutional quality are a variety of factors that are often cited including 

governance, voice and accountability, political stability, government effectiveness, regulatory 

quality, rule of law and control of corruption. Indicators of institutional quality are likely to 

vary with a variety of determinants that include measures of economic freedom, policy 

quality, in addition to a variety of macroeconomic determinants.  

 

                                                 
2 Private savings are channeled into traditional financial institutions, primarily commercial banks. If demand for 

private credit is not adequate, investment in government securities provide an attractive alternative. 
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The objective of this research is to shed some light on determinants of institutional quality 

across a sample of 16 MENA countries over the sample period 1995-2005. Subsequently, the 

analysis investigates variation in major indicators of macroeconomic performance with 

determinants of institutional quality, controlling for other major determinants.3 The results 

shed light on important dimensions to improve institutional quality and potential 

improvements in macroeconomic performance, as a result. 

 

To summarize, the paper provides some interesting empirical regularities that shed light, both 

on the current academic debate within institutional economics and/on the policy debate on 

economic growth, openness and economic liberalization. Measures of economic freedom by 

the Cato Institute and the Heritage Foundation are important determinants of political 

stability and rule of law. The indicator of policy quality appears less important to variation in 

the quality of institutions across MENA countries. The quality of institutions deteriorates 

with the increase in real per capita GDP across MENA countries. In contrast, a higher risk 

rating and a higher degree of openness improve the quality of institutions. 

 

While rich countries do not stand out regarding the quality of institutions, the results indicate 

the importance of institutions to growth and economic development. Institutional quality 

improves macroeconomic performance in a variety of dimensions: it decreases wage and 

price inflation, boosts export growth, supports labor growth, and stimulates real GDP growth. 

Surprisingly, institutional quality has a negative effect on the growth of private credit and 

private investment. Deteriorating institutional quality may have facilitated loan financing and 

the growth of private investment across MENA countries. Moreover, the combined evidence 

does not suggest that improvement in institutional quality is a major factor in attracting FDI 

flows to MENA countries. Nonetheless, failure of many MENA countries to boost private 

investment provides a clear indication that many investment opportunities remain 

underutilized, given the quality of institutions. 

 

The remainder of the investigation is organized as follows. Section II presents a literature 

review. Section III analyzes a variety of indicators of economic freedom and policy quality to 

explain the quality of institutions. Section IV presents cross-country regressions that explain 

major indicators of institutional quality using the scores for economic freedom, and policy 

quality, as well as real per capita GDP, the degree of openness and an index of risk rating. 

Subsequently, cross-country regressions are used to analyze the impact of institutional 

quality, and the underlying determinants, on the major indicators of macroeconomic 

performance. Section V presents a summary and conclusion. 

 

 

                                                 
3 Institutional indicators are limited to data availability. Other determinants, historical and 

cultural, would be an asset for future investigation. Factors, such as ethnic division, type of colony, religious 

factions and/or legal origin, are likely to have shaped the fabric of institutions in the region. 
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Literature Review 

 

A growing literature has considered the quality of governance and institutions in the Middle 

East and North Africa (MENA) region.  

 

Jones and Hall (1999) note variation in output per worker across countries. They document 

that the differences in capital accumulation, productivity, and, therefore, output per worker 

are driven by differences in institutions and government policies. 

 

Kaufmann, Kraay and Zoido-Lobaton (1999) describe a new database containing over 300 

governance indicators compiled from a variety of sources. In a cross-section of over 150 

countries, they provide new empirical evidence of a strong causal relationship between 

governance and development. 

 

Sewell (2001) examines the relationship between governance and the business environment 

in the West Bank/Gaza (WBG) by analyzing responses to the World Business Environment 

Survey that was undertaken in WBG in mid-2000. Seventy seven percent of respondents to 

the survey cited policy instability and uncertainty as the biggest constraint to their operations 

and growth.  

 

Banerji and Mcliesch (2002) summarize findings for a survey that asked 947 Yemeni firms 

questions about the overall governance and investment climate. Governance issues are an 

important factor impeding firm growth, with large firms significantly more likely to rank 

corruption and smuggling/dumping as their top barrier. 

 

Banerji and Humphreys (2003) emphasize that good governance in the MENA region, in 

which a public institution function responsively, transparently and with accountability, is 

essential to reducing poverty and stimulating growth. Hakura (2003) examines the causes of 

the low economic growth in the countries of the Middle East and North African region over 

the past two decades. Key findings are that for the members of the Gulf Cooperation Council 

(GCC), high oil revenues that financed excessive government expenditures lowered growth 

and that improvements in institutional quality would provide substantial gains for other 

countries in the MENA region. 

 

Nunnenkamp (2003) discusses three possible explanations for the disappointing growth 

performance in the Arab World: (i) an insufficient reform of governments, (ii) 

counterproductive policy recipes, and (iii) more deeply rooted barriers to growth related to 

institutional deficiencies that prevail in various developing countries. Institutional 

development is shown to have a significant impact on policy-related variables and the growth 

performance of developing countries. 

 

https://www.researchgate.net/publication/24091651_Why_Do_Some_Countries_Produce_So_Much_Output_per_Worker_than_Others?el=1_x_8&enrichId=rgreq-b6e14388efd99765616dc9eca24654ac-XXX&enrichSource=Y292ZXJQYWdlOzQ2NTQ1NDAxO0FTOjI3NzE2ODI0NTQ5Mzc2MEAxNDQzMDkzNDY3MDcz
https://www.researchgate.net/publication/5159616_Economic_Policy_Institutional_Development_and_Income_Growth_How_Arab_Countries_Compare_with_Other_Developing_Countries?el=1_x_8&enrichId=rgreq-b6e14388efd99765616dc9eca24654ac-XXX&enrichSource=Y292ZXJQYWdlOzQ2NTQ1NDAxO0FTOjI3NzE2ODI0NTQ5Mzc2MEAxNDQzMDkzNDY3MDcz
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Akoum (2004) contends that a piece-meal myopic approach for reform in the region is not 

effective. The main message of the book is that bad governance, inadequate macroeconomic 

policies, and failure of corporate governance aggravate the incidence of poverty 

and inequality, which in turn would eventually lead to financial, economic, as well as social 

instability.  

 

Casero and Varoudakis (2004) focus on the case of Tunisia. The empirical evidence suggests 

a loss of momentum of private investment since the mid 1990s and possible reasons include 

the limited openness of key services to competition, heightened business uncertainty 

stemming from commercial risks, and weaknesses in economic governance, especially with 

respect to the predictability and transparency of the regulatory framework. 

 

Nunnenkamp (2004) articulates that the gap between the per capita income of most Arab 

countries and that of advanced industrial countries has widened since the early 1990s. 

Various Arab countries lag behind other developing countries when it comes to trimming the 

interventionist role of the state and integrating themselves into the global division of labor 

through trade and foreign direct investment (FDI). 

 

Akoum (2005) cites that research and anecdotal evidence reveal that the region is on the 

weak side with regard to institutional and regulatory frameworks and good governance 

practices. Democratic change, the rule of law, and independence of the judiciary must be 

promoted if the MENA region is to achieve meaningful social and economic progress. 

 

Kaufmann, Kraay and Mastruzzi (2005) present the latest update of estimates of six 

dimensions of governance covering 209 countries and territories for five time periods: 1996, 

1998, 2000, 2002, and 2004. They analyze in some details changes over time in their 

estimates of governance; provide a framework for assessing the statistical significance for 

changes in governance; and suggest a simple rule of thumb for identifying statistically 

significant changes in country governance over time. 

 

Indicators of Economic Freedom and Policy Quality 

 

Towards understanding determinants of institutional quality, this section presents indicators 

of economic freedom and policy quality in MENA countries.4 

 

The Economic Freedom Index of the Arab World 

 

This section describes five areas of economic freedom.5 For each area, Arab countries are 

ranked where data are available. 

                                                 
4 For data sources and details, see Appendix A. 
5 See Giavazzi and Tabellini (2004) for the relationship between political and economic liberalizations. 

https://www.researchgate.net/publication/45123621_Why_economic_growth_has_been_weak_in_Arab_countries_The_role_of_exogenous_shocks_economic_policy_failure_and_institutional_deficiencies?el=1_x_8&enrichId=rgreq-b6e14388efd99765616dc9eca24654ac-XXX&enrichSource=Y292ZXJQYWdlOzQ2NTQ1NDAxO0FTOjI3NzE2ODI0NTQ5Mzc2MEAxNDQzMDkzNDY3MDcz
https://www.researchgate.net/publication/235737519_Governance_Matters_IV_Governance_Indicators_for_1996-2004_WPS3630?el=1_x_8&enrichId=rgreq-b6e14388efd99765616dc9eca24654ac-XXX&enrichSource=Y292ZXJQYWdlOzQ2NTQ1NDAxO0FTOjI3NzE2ODI0NTQ5Mzc2MEAxNDQzMDkzNDY3MDcz
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Area 1: Size of Government: Expenditures, Taxes, and Enterprises 

 

The first area contains four indicators (see Appendix Table A1):  General Government 

Consumption Spending as a Percentage of Total Consumption, Transfers and Subsidies as a 

Percentage of GDP, Government Enterprises and Investment as a Percentage of Total 

Investment and Top Marginal Tax Rate. Underlying indicators are highly correlated with the 

score for Area 1 (see Table A2), attesting the relevance of each indicator to the area score. 

Large correlation coefficients indicate that transfers and subsidies, as well as government 

investment, are the most relevant indicators to the area score. The negative, although 

insignificant, correlation coefficients indicate deterioration in the area score in response to a 

larger share of government consumption to total consumption and a higher marginal tax rate. 

 

Area 2: Legal Structure and Security of Property Rights  

 

Data are available for four indicators (see Table A3): Military Interference in Rule of Law 

and the Political Process, Integrity of the Legal System, Registering Property, and Enforcing 

Contracts-Payment Dispute. The score for the area, legal structure and security of property 

rights, is highly correlated with the score in all four underlying areas with correlation 

coefficients (0.90, for military interference in rule of law and the political process), (0.68, for 

integrity of the legal system), (0.80, for registering property), and (0.53, for enforcing 

contracts). 

 

Area 3: Access to Sound Money 

 

Data are available for sixteen countries in the MENA region. Four indicators are under 

consideration: Average Annual Growth of the Money Supply in the Last Five Years minus 

Average Annual Growth of Real GDP in the Last Ten Years, Standard Inflation Variability 

during the Last Five Years, Recent Inflation Rate, and Freedom to Own Foreign Currency 

Bank Accounts domestically and Abroad. Correlation coefficients are negative between the 

area score and the data for excess monetary growth, inflation variability and recent inflation. 

None of these correlations is significant. It is interesting to note the high positive and 

significant correlation, 0.47, between excess monetary growth and inflation variability. The 

correlation coefficient is positive and significant, 0.93, between the area score and the score 

for freedom to own foreign currency bank accounts domestically and abroad. 

 

Area 4: Freedom to Trade Internationally 

 

To evaluate this freedom, three indicators in Table A7 are under consideration: Taxes on 

International Trade, Difference between Official Exchange Rate and Black Market Rate, and 

Restrictions on the Freedom of Citizens to Engage in Capital Market Exchange with 
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Foreigners. Significant correlations in Table A8 indicate that freedom to trade internationally 

varies significantly with fewer taxes on international trade with a coefficient 0.78; it varies 

positively with a smaller difference between the official exchange rate and the black market 

rate with a coefficient 0.85; and it varies positively with less restrictions on the freedom of 

citizens to engage in capital market exchange with foreigners with a coefficient 0.91. 

 

Area 5: Regulation of Credit, Labor and Business 

 

Three indicators, in Table A9, are used to evaluate this area: Credit Market Regulations, 

Labor Market Regulations, and Business Regulations. Correlation coefficients, in Table A10, 

establish variation in the area score with various indicators. The area score varies positively 

and significantly with credit market regulations with a correlation coefficient 0.84. The two 

most important indicators under this category are ownership of banks, with a correlation 

coefficient 0.94, and the score of getting credit, with a correlation 0.53. 

 

The area score also varies positively and significantly with labor market regulations with a 

coefficient 0.91. The underlying indicator, the score of employment rigidity, contributes 

positively and significantly to the area score with a correlation coefficient, 0.65.  Higher 

hiring costs vary negatively and significantly with the area index with a correlation, -0.71. 

The area score varies positively, although statistically insignificant, with business regulations 

with a correlation coefficient, 0.26. 

 

Overall Score in the Five Areas 

 

Based on scores in the five areas of economic freedom, an overall score, in Table A9, is 

established in twelve MENA countries.  The lowest score is for Algeria, 5.0, and the highest 

scores are for Lebanon and Oman, 8.1.  

 

Across areas, correlations indicate close comovement between the size of government, access 

to sound money, freedom to trade, and regulations of credit. Access to sound money is highly 

correlated with freedom to trade and regulations of credit. Further, freedom to trade is highly 

correlated with regulations.  

 

Indicators of Policy Quality 

 

In addition to indicators of economic freedom, indicators are available for MENA countries 

to evaluate the quality of policy factors in the following areas: trade policy, fiscal burden, 

government intervention, monetary policy, foreign investment, banking/finance, 

wages/prices, property rights, regulation and informal market. Scores are available to rank 

the quality of each policy factor across 16 MENA countries in Table A12. 
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The overall score indicates the combined quality of all policy factors. The best rank (the best 

quality of policy in all areas) is for Bahrain and the lowest rank is for Iran. \par Based on 

correlation coefficients, in Table A13, the indicator of policy varies with a number of 

underlying components. Except for government intervention, all indicators of policy 

contribute positively and significantly to the quality of policy, as measured by the overall 

policy indicator. 

 

Correlation coefficients establish the relation between the overall score of the five areas of 

economic freedom and individual ranks for the quality of policy. The higher the rank for 

policy (smaller number) the higher is the score. Hence, a negative significant correlation 

would indicate a close association between the score for economic freedom and the score for 

policy quality. The overall score for economic freedom correlates negatively and 

significantly with the rank for trade policy, fiscal liability, banking/finance, and the total 

policy index with correlation coefficients -0.64, -0.67, -0.62, and -0.64. The quality of policy 

contributes to a higher index of economic freedom.  

 

Cross-Country Regressions 

 

The countries under investigation constitute a heterogeneous group. For example, 

institutional quality, macroeconomic performance, and government policies may differ 

greatly across countries like Syria and Iran, on the one hand, and Oman and the U.A.E., on 

the other. In 

regard to the main focus of the study, the average of the six institutional quality measures of 

Kaufman et al. (2005) differs dramatically from lows of -1.05 and -0.94 for Yemen and 

Libya to highs of 0.69 and 0.49 for the U.A.E. and Oman. The heterogeneity of the sample 

provides motivation to study the impact of the difference in institutional quality and 

accompanying implications across countries. 

 

Cross-country regressions employ time-series averages of institutional indicators, and other 

important determinants of institutional quality and macroeconomic indicators. Two sets of 

regressions are estimated. The first set explains variation in institutional indicators across 

countries. The second set explains variation in a variety of indicators of macroeconomic 

performance using a variety of policy and other relevant determinants, including 

institutional quality.6 

 

                                                 
6 Cross-country regressions are estimated using 2SLS where instrumental variables are used to proxy 

endogenous regressors. The predicted values from the time-series regressions of endogenous regressors, e.g., 

``policy quality", ``economic freedom", ``GDP per capita", ``credit risk rating", and ``openness", on their own 

lags and lagged values of the likely determinants of these regressors, e.g., GDP per capita, credit risk rating, and 

openness. The instrumental variable approach accounts for variability in the endogenous variables in the cross-

country regressions. Regressors that are subject to high variability are weighted less heavily in the second stage 

regression. 
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Determinants of Institutional Quality 

 

Towards understanding the quality of institutions, cross-country regressions are employed to 

explain variation in major indicators of institutional quality. The results are reported in Table 

1.  

 

The first measure, CPI (corruption perception index), is likely to vary with the two scores 

summarized above, the overall score for the index of economic freedom (EFSCORE), and the 

overall score for the quality of policy (PQSCORE). Recall that the two indices are negatively 

related. That is, an increase in the index of economic freedom corresponds to a higher quality 

of policy, which is reflected in a smaller number (a higher ranking). Other important 

variables are also likely to differentiate the perception of corruption index across countries. 

We alternate a number of other major determinants in the cross-country regressions to 

explain the corruption perception index.7 These measures include real per capita GDP 

(RPCGDP), credit risk rating (CRATING) and the degree of openness 

((exports+imports))/GDP.  

 

Across countries, the public's perception of less corruption improves in the following order: 

Yemen, Algeria, Lebanon, Iran, Egypt, Morocco, Turkey, Saudi Arabia, Syria, Kuwait, 

Tunisia, Qatar, Jordan, Bahrain, Oman, and the United Arab Emirates. Towards explaining 

the distribution, two models are estimated: Model (i) combines EFSCORE, PQSCORE, and 

RPCGDP, Model (ii) combines EFSCORE, PQSCORE, CRATING, and OPENNESS. 

 

In both models (i) and (ii), the economic freedom index and the policy quality indicator are 

not statistically significant to explain the difference in the corruption perception index across 

countries. The negative and statistically significant coefficient indicates deterioration in the 

perception index (more corruption) the higher real per capita GDP across countries. The 

perception index improves (less corruption) with the increase in the credit rating index and a 

higher degree of openness.  This is evident by the positive and statistically significant 

coefficients across countries. 

 

In addition, Table 1 presents the results of cross-country regressions that explain six 

Kaufmann's measures of institutional quality using specifications (i) and (ii), as described 

above. 

                                                 
7 ICRG credit risk rating is based on a large number of variables that are considered in institutional quality 

indicators and other regressors in Table 1. ICRG's methodology paper shows that ``political risk" is derived 

from 12 variables that include government stability, internal conflict, corruption, law and order, and 

accountability. “Economic risk” is derived from several variables that include GDP per capita, real GDP 

growth, inflation, the budget balance, and the current account balance. “Financial risk” is based on exchange 

rate stability and other similar measures.  Alternating regressors in the cross-country regression aims at avoiding 

large overlaps across the various indicators and variables. 
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Regarding voice and accountability (VACCOUNT), graph 1 presents the distribution of Arab 

countries. The index of policy quality has a negative and significant effect on voice and 

accountability. As an increase in the index indicates deterioration of policy quality, the 

result indicates significant deterioration in voice and accountability with deterioration in 

policy quality across MENA countries. Other variables, the economic freedom index, real per 

capita GDP, credit risk rating, and openness, are not statistically significant to explain the 

difference in voice and accountability across MENA countries. 

 

The distribution of the political stability index (PSTAB), in Graph 2, is more disperse across 

countries. In model (i), political stability improves with the economic freedom index across 

countries, as evident by the positive and statistically significant coefficient. In the same 

regression, higher real per capita GDP decreases political stability. In model (ii), an increase 

in credit risk rating improves political stability, as evident by the positive and statistically 

significant coefficient. 

 

The distribution of the regulatory quality index (REGQUAL), in Graph 3, is also very 

disperse across countries. In model (ii), higher credit risk rating improves regulatory quality 

significantly. In addition, regulatory quality improves with the degree of openness across 

countries. 

 

The distribution of government effectiveness (GOVEFF), in Graph 4, is diverse across 

countries. Neither the score for economic freedom nor the one for policy quality is 

statistically significant to explain the difference in government effectiveness across countries. 

Consistent with the results above, higher real per capita GDP decreases government 

effectiveness significantly. Credit risk rating improves government effectiveness, as evident 

by the positive and statistically significant coefficient. 

 

In Graph 5, countries are diverse across the spectrum according to the institutional quality of 

rule of law (RLAW). Across countries, rule of law improves with the economic freedom 

index in model (i). Nonetheless, higher real per capita GDP decreases rule of law 

significantly. Rule of law improves significantly with risk rating across countries. 

\par In Graph 6, the distribution of countries is disperse according to control of corruption, in 

the following order from low to high: Algeria, Yemen, Iran, Lebanon, Syria, Egypt, 

Morocco, Jordan, Tunisia, Saudi Arabia, Qatar, Bahrain, Oman, Kuwait, and the United Arab 

Emirates. Higher real per capita GDP decreases control of corruption significantly. Control 

of corruption improves significantly with credit risk rating and openness across countries. 

 

To summarize, neither ``economic freedom" nor ``policy quality" shows a significant effect 

on most institutional quality indicators. Across Model (i), the score of economic freedom has 

a positive and statistically significant effect improving political stability and rule of law. The 
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indicator of policy quality appears less important. Most of the signs in the cross-country 

regressions are negative, indicating that a lower number (higher ranking for policy quality) 

improves the quality of institutions, which is statistically significant for voice and 

accountability. 

 

Openness also affects only two of the six indicators significantly, and the same applies to 

“credit risk taking”. The only consistent pattern in the table shows that real GDP per capita is 

negatively associated with almost all indicators of institutional quality. Higher real per capita 

GDP determines the quality of institutions, as evident by deteriorations in the corruption 

perception index, political stability, government effectiveness, rule of law, and control of 

corruption.8 

 

The estimation of Model (ii) reveals additional important determinants of institutional 

quality. Credit risk rating improves the quality of institutions, as evident by the positive and 

statistically significant effect on the corruption perception index, political stability, regulatory 

quality, government effectiveness, rule of law, and control of corruption. 

 

In addition, an increase in the degree of openness has a positive and statistically significant 

effect, improving the quality of institutions, as evident by improvement in the corruption 

perception index, regulatory quality, and control of corruption.9 

 

Overall, the results provide some suggestions on how to improve institutional quality across 

the sample of countries under consideration.  

The Impact of Institutions on Macroeconomic Performance 

 

This section turns to the analysis of the impact of institutions, along with other major 

determinants, on major indicators of macroeconomic performance. 

 

The macroeconomic indicators under consideration include price inflation, wage inflation, 

export growth, labor growth, private credit growth, real GDP growth, private fixed 

investment growth, private investment growth, and FDI growth. While the main objective 

                                                 
8
 This finding is in contrast to other findings in the literature, using a larger sample of developing countries, to 

establish that a higher initial per capita income is associated with stronger institutions. This is consistent with 

the hypothesis that institutional reforms are easier to implement in countries that are wealthier to begin with 

(see World Economic Outlook, April 2003). For instance, richer countries can pay higher salaries to civil 

servants. Obviously, reforms are not well underway to associate higher per capita GDP with better institutional 

quality across MENA countries. 

9 Openness is robustly associated with greater institutional quality. The estimates suggest that if a typical 

developing country were to increase its openness to the levels prevalent in a typical advanced economy, this 

would be associated with roughly a one-fourth reduction in the “institutional gap” between the two countries 

(see WEO (2005), Rodrik, Subramanian, and Trebbi (2004), and Wei (2000)). 
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is to trace the effect of institutional quality on economic growth, cross-country regressions 

consider the effect of institutional quality on improving determinants of the growth process: 

wage inflation and labor growth. 

 

Two sets of regressions are analyzed. The first set explains macroeconomic indicators using 

policy variables (monetary growth (MONEYG), growth of government spending (GOVG), 

and the change in the real effective exchange rate (CHREER)), along with one measure of 

institutional quality (corruption perception index, voice and accountability, political stability, 

regulatory quality, government effectiveness, rule of law, or control of corruption). 

The second set explains macroeconomic indicators using policy variables along with 

underlying determinants of institutional quality, as analyzed in Section III. To conserve 

space, cross country regressions are reported where one or more explanatory variables are 

statistically significant. 

 

Institutions, Policies, and Macroeconomic Performance 

 

The first set in Table 2 explains variation in price inflation across countries. Among the 

institutional variables, two are evident to be negative and statistically significant: political 

stability and control of corruption. An improvement in either measure of institutional 

quality decreases price inflation significantly across countries. Nonetheless, price inflation 

increases significantly with voice and accountability across countries. 

 

In three of the seven regressions, the growth of government spending decreases price 

inflation. Two factors may explain this evidence. First, countries with a large share of 

government spending to GDP, namely Gulf countries, have relatively lower inflation 

compared to other countries in the sample. Second, the increase in government spending may 

crowd out private activity, resulting in lower inflation. 

 

The evidence is robust, across all regressions, regarding the positive and statistically 

significant effect of monetary growth on price inflation. Monetary growth provides additional 

liquidity to finance spending. Movements in the real exchange rate are not a major 

determinant of price inflation across countries. 

 

The second segment in Table 2 explains variation in wage inflation across countries. In three 

regressions, there is evidence of a reduction in wage inflation with improvement in 

institutional quality (regulatory quality, rule of law, and control of corruption). The sign and 

significance are not robust regarding the effect of government spending on wage inflation. 

The relevance of monetary growth to wage inflation is also limited (statistically significant in 

one regression). 

 

Based on statistical significance, three regressions are reported to explain export growth. 

Political stability and rule of law improve export growth significantly. In both regressions, 
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the growth of government spending decreases export growth significantly. Higher 

government spending crowds out private activity and shrinks export growth. Money growth 

stimulates export growth. Money growth provides the necessary liquidity to finance growth 

in the export sector. There is also evidence of a negative and statistically significant effect of 

exchange rate appreciation on export growth. 

 

Based on statistical significance, three regressions explain labor growth. Two institutional 

measures (corruption perception index and rule of law) contribute to labor growth. One 

measure of institutional quality, voice and accountability, has a negative and statistically 

significant effect on labor growth.10 In the same regression, the evidence supports the 

importance of government spending in creating jobs and stimulating labor growth. Monetary 

growth and exchange rate fluctuations do not explain variation in labor growth significantly. 

 

Seven regressions are employed to explain growth in private credit. Three measures of 

institutional quality impact negatively on the growth of private credit (corruption perception 

index, political stability, and government effectiveness). The evidence, although a bit 

surprising, sheds some light on private credit expansion. This expansion may have benefited 

from deteriorating institutional quality that facilitated private credit growth. 

 

Limited evidence (one regression) supports growth in private credit with the growth in 

government spending or monetary growth. Expansionary policies stimulate economic 

conditions and, therefore, facilitate an expansion in private credit. Nonetheless, credit 

practices determine credit availability, independently of changes in stabilization policies, in 

general. 

 

The evidence supports growth in private credit with the appreciation in real effective 

exchange rate in several regressions. Appreciation may be the result of capital inflow that 

increases liquidity and stimulates an expansion in private credit. 

 

Six regressions are reported to explain real GDP growth. Five measures of institutional 

quality increase real GDP growth significantly (corruption perception index, political 

stability, regulatory quality, government effectiveness, and rule of law). 

 

Consistent with the crowding out story, the growth of government spending has a negative 

and statistically significant effect on real GDP growth. Monetary growth matters to growth 

across MENA countries, attesting to the importance of monetary policy in providing the 

necessary liquidity to accommodate a growing economy. 

 

                                                 
10 The reader may recall that MENA countries rank the lowest n voice and accountability. The negative effect of 

this indicator on economic performance is robust across regressions. 
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The relationship between the exchange rate and real growth indicates an export-oriented 

growth in MENA countries. Accordingly, appreciation of the exchange rate depresses 

exports and, in turn, real GDP growth. 

 

In six regressions that explain the growth of private fixed investment, the overwhelming 

evidence, except for voice and accountability, supports a negative effect of institutional 

quality (political stability, regulatory quality, government effectiveness, and control of 

corruption) on private fixed investment. Consistent with the evidence for private credit 

expansion, deterioration in institutional quality may have facilitated connected lending and 

the growth of private fixed investment, particularly in the real estate market. Nonetheless, the 

record of MENA countries in private investment remains far below its potential, suggesting 

the need to establish a closer association between improvement in institutional quality and 

investment growth. 

 

Limited evidence (one regression) supports the relevance of monetary and fiscal policies to 

private fixed investment growth. Monetary policy provides additional liquidity to finance the 

growth in private fixed investment. Government spending, in contrast, shrinks liquidity and 

crowds out private fixed investment. The evidence is robust regarding the positive effect of 

exchange rate appreciation on the growth of private fixed investment. As noted above, 

appreciation maybe induced by capital inflows that finance private fixed investment growth. 

 

Four cross-country regressions are presented to explain private investment, a wider measure 

compared to private fixed investment. The institutional quality indicators are statistically 

significant to explain private investment. These indicators include political stability, 

regulatory quality, and control of corruption. In all cases, the negative significance indicates 

that private investment growth benefited from suboptimal institutional quality across 

countries of the Middle East. Deteriorating institutional quality may have provided an 

opportunity for connected business to develop and benefit from privileged opportunities to 

borrow and grow. It is easier for the elites to make the institutions work for their 

convenience. Hence, a lower quality of institutions may boost private investment. 

Nonetheless, an improved institutional quality may be still necessary to boost investment 

growth, which remains below its potential in many MENA countries. 

 

The crowding out effect of government spending on private investment growth is evident by 

the negative and statistically significant coefficient in one regression. While monetary growth 

does not determine investment growth significantly, exchange rate appreciation has a positive 

and statistically significant effect on private investment. Private capital inflows, by 

increasing liquidity, help finance growth in private investment, despite currency appreciation. 

 

The final set of cross-country regressions explains FDI growth. The only institutional quality 

that is statistically significant is voice and accountability, which has a negative and 

statistically significant effect on FDI flows. The combined evidence does not suggest that 
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improvement in institutional quality is a major factor in attracting FDI flows to MENA 

countries. 

 

The growth of government spending counters the growth of FDI flows, as evident by the 

negative and statistically significant effect in several regressions. Fiscal dominance may 

counter incentives for private activity, decreasing both domestic and foreign private 

investment. Neither monetary growth nor the change in the exchange rate contributes to FDI 

flows across MENA countries.  

 

Institutional Fundamentals and macroeconomic Performance 

 

In addition to the above regressions using measures of institutional quality, this subsection 

presents extensions that explain variation in macroeconomic indicators using selected 

underlying fundamentals. Selected regressions are presented in Table 3 based on statistical 

significance of the variables in the model. 

 

The first regression explains average inflation using indicators of economic freedom, policy 

quality and primary school education (PRED). The evidence remains robust regarding the 

effect of economic freedom to reduce average inflation across countries. Economic freedom 

improves institutional quality, which reinforces efforts to curb inflation. In addition, an 

increase in primary school education has a positive significant effect on demand and, in 

turn, on price inflation across countries. 

 

The second set of regressions explains wage inflation using the index of economic freedom, 

the indicator of policy quality, and selected other major determinants based on statistical 

significance. In three out of four regressions, improvement in economic freedom is evident to 

decrease average wage inflation significantly. In contrast, improvement in policy quality 

does not determine wage inflation significantly. 

 

Selected other determinants determine wage inflation significantly in various regressions, as 

follows. Monetary growth (MONEYG) increases wage inflation significantly. Monetary 

growth stimulates economic activity and hence the demand for labor. 

 

Per capita real GDP (RPCGDP) increases standard of living and, therefore, wage inflation. 

School enrollment (EN) has a positive and significant effect on average wage inflation. 

School enrollment contributes to human capital, which increases the cost of labor. 

 

Higher degree of openness (OPENNESS) decreases average wage inflation across countries. 

Openness forces countries to control labor cost in an effort to boost international 

competitiveness. An improvement in the credit risk rating (CRATING) is consistent with 

lower wage inflation. As countries gain an improved credit rating, they control wage inflation 

in an effort to boost competitiveness and encourage investment. 
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The next set of results explains variation in export growth using the index of economic 

freedom, the indicator of policy quality and selected determinants of underlying 

fundamentals based on statistical significance. An improvement in the index of economic 

freedom stimulates export growth, as evident by the positive and statistically significant 

coefficient in one regression. 

 

The positive significant effect of the policy indicator in two regressions is puzzling. As an 

increase in this indicator indicates policy deterioration, the results indicate that improvement 

in policy quality does not boost export growth across MENA countries. 

 

Higher degree of openness stimulates additional increase in export growth, as evident by the 

positive and significant coefficient in one regression. Monetary growth also provides 

liquidity to finance investment and stimulate export growth significantly. Countries with 

lower per capita real GDP seem to be interested in stimulating export growth, as evident 

by the negative and statistically significant coefficient.  

 

The next set of regressions explains changes in labor growth. Both indices of economic 

freedom and policy quality are not statistically significant to explain variation in labor 

growth across MENA countries. It is interesting, however, to note the negative effect of aid 

flows per gross national income (AID/GNI) on labor growth.11 The higher the ratios of aid to 

GNI the lower labor growth is, as evident by the negative and statistically significant 

coefficient. This is in contrast to the positive effect of openness on labor growth. Openness 

creates more job opportunities. The difference provides a definitive answer that favors 

openness, compared to aid dependency, as a primary determinant of job creation. 

 

In addition to openness, two other factors contribute to labor growth significantly: per capita 

real GDP and credit risk rating. The higher per capita real GDP the higher is the potential of 

growth and investment which supports labor growth. Improved risk rating creates an 

environment that stimulates investment and supports labor growth. 

 

Four regressions are presented in Table 3 to shed additional light on variation in private 

credit expansion across MENA countries. Private credit expansion increases with 

improvement in the index of economic freedom, as evident by the positive and statistically 

                                                 
11 There is wide agreement in the international community on the need for substantially increased levels of 

financial assistance to low-income countries to alleviate poverty and lay the basis for long-run sustained growth 

(see UN Millennium Project (2005) and the Commission for Africa Report (2005)). Aid can affect institutions 

in a variety of ways (see Knack (2001) and Brautigam and Knack (2004)) for a detailed elaboration of possible 

factors to consider. Higher levels of aid can improve the functioning of executive and judicial institutions-

including through higher civil service pay- and the quality of economic policies undertaken by countries, 

especially when accompanied by technical assistance and conditionality targeted toward improving policy 

making. 

https://www.researchgate.net/publication/24098168_Foreign_Aid_Institutions_and_Governance_in_Sub-Saharan_Africa?el=1_x_8&enrichId=rgreq-b6e14388efd99765616dc9eca24654ac-XXX&enrichSource=Y292ZXJQYWdlOzQ2NTQ1NDAxO0FTOjI3NzE2ODI0NTQ5Mzc2MEAxNDQzMDkzNDY3MDcz


  18  

 

significant coefficient across all four regressions. The policy quality indicator is not 

statistically significant to explain the difference in private credit growth across MENA 

countries. 

 

An increase in money growth provides additional liquidity that finances an increase in 

private credit expansion. Real per capita GDP stimulates an increase in savings and, 

therefore, an expansion in private credit growth. An increase in school enrollment 

also contributes to an increase in human capital, supporting higher income and private credit 

expansion. 

 

Two factors contribute negatively to private credit expansion. An increase in openness may 

divert resources towards more imports, reducing private credit expansion. In addition, higher 

credit rating has a negative and significant effect on private credit expansion. This result 

supports the evidence that credit expansion may have benefited from deteriorating 

institutional quality, absent proper prudential measures. 

 

Two additional regressions are reported to explain real GDP growth. Real GDP growth 

increases with the index of economic freedom. In support of the crowding out effect, the 

growth of government spending has a negative and statistically significant effect on real GDP 

growth. Both openness and the ratio of aid to GNI are not significant to explain the 

difference in real GDP across MENA countries. 

 

The next set of regressions explains the difference in private fixed investment growth across 

MENA countries. In two regressions, the index of economic freedom has a positive and 

statistically significant effect on the growth of private fixed investment. Real per capita GDP 

has a positive and significant effect on the growth of private fixed investment. Additional 

income provides resources to finance the growth of private investment. Money growth also 

increases liquidity and supports the growth of private investment. Consistent with the 

evidence for private credit expansion, higher credit rating has a negative and significant 

effect on the growth of private fixed investment. Despite low credit rating, other factors have 

determined the growth of private fixed investment across MENA countries. 

 

Considering the larger pool, private investment growth, two determinants remain statistically 

significant in the cross-country regressions: money growth and real per capita GDP. Both 

factors generate liquidity to finance the growth in private investment. In addition, school 

enrollment increases human capital. Private investment growth increases to accommodate 

upgraded labor quality. Credit rating has a negative and significant effect on private 

investment growth. Investment growth increases despite deterioration in credit rating across 

MENA countries. 

 

The last set of regressions sheds additional light on determinants of FDI flows across MENA 

countries. The economic freedom index has a positive and statistically significant effect 
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on FDI flows. Other factors that have increased FDI growth across countries include aid per 

capita (AID/CAP) and a higher literacy rate (LIT). Higher growth in government spending 

crowds out private investment and discourages FDI flows. 

 

There are two surprising results in the regressions. Higher degree of openness discourages 

FDI flows. It is possible that openness accounts for high imports and exports of natural 

resources that do not coincide with an increase in FDI flows. Further, the policy quality 

indicator has a positive and significant effect on FDI flows. An increase in the indicator 

(deterioration in policy quality) did not discourage FDI growth across MENA countries. 

 

Summary and Conclusion 

 

Setting aside real growth associated with oil production, MENA countries have lacked 

growth and diversification of resources. Overall, countries in the MENA region are not 

resource-constrained. The saving power, even in non-oil producing countries, is high. In 

contrast, the momentum for the growth of private investment, let alone FDI flows, has been 

very moderate. Governments in the region have contributed to this result in two directions. 

First, the government dominates economic activity and absorbs private resources 

to finance soaring budget deficits. Second, slow reform and deteriorating institutional quality 

have hampered private activity and incentives for investment. 

 

This paper analyzes the role of institutions in determining economic growth in the MENA 

region. Except for government effectiveness and rule of law, the literature includes a number 

of institutional quality indicators that illustrate relatively lower scores of quality, particularly 

for voice and accountability, in the MENA region. The paper has provided analysis to 

explain determinants of institutional quality using measures of economic freedom by the 

Cato Institute and the Heritage Foundation, indicators of policy quality, real per capita GDP, 

credit risk rating, and the degree of openness. Economic freedom contributes positively to 

political stability and rule of law. The indicator of policy quality appears less important to the 

quality of institutions in MENA countries. Institutional quality deteriorates with higher real 

per capita GDP across MENA countries. In contrast, credit risk rating and a higher degree of 

openness improve the quality of institutions across MENA countries. 

 

Having analyzed important determinants of institutional quality, the analysis turns to the link 

between institutions and indicators of macroeconomic performance. An improvement in 

institutional quality decreases both price and wage inflation across countries. Political 

stability and rule of law improve export growth significantly. An improvement in the 

corruption perception index and rule of law contribute to labor growth. In contrast, 

deteriorating institutional quality may have facilitated loan financing and the 

growth of private investment. Nonetheless, the record of MENA countries in private 

investment leaves a lot to be desired, necessitating an improvement in institutional quality. 

Five measures of institutional quality increase real GDP growth significantly 
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across MENA countries. The combined evidence does not suggest that improvement in 

institutional quality is a major factor in attracting FDI flows to MENA countries. 

 

The research provides startling evidence that illustrates how institutions have impacted 

macroeconomic performance and the underlying roots of institutional quality. Addressing 

shortcomings in institutions should top the policy agenda in an effort to drive the growth 

process. Improving institutional quality would distribute the benefits of growth and enhance 

macroeconomic performance in the MENA region, which is rich in endowed resources.  

Nonetheless, the region lacks fundamentals of economic management and quality 

governance to utilize resources in the most efficient and productive fashion in order to 

maximize the welfare for a growing population that is constantly seeking productive 

opportunities to secure employment and a higher real standard of living. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Appendix A 

Data Sources 

 

The measures of institutional quality are as follows: 

 

 Corruption Perception Index: Global Competitiveness Report of the World Economic 

Forum, Source: Transparency International and University of Passau. 
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 Five Separate Indicators of Governance by Kaufmann, Kraay, and Mastruzzi (2005): 

 

1. Corruption-measures perception or corruption, conventionally defined as the 

exercise of public power for private gain. 

2. Rule of Law-measures the extent to which property rights are protected, and 

the perceptions of the incidence of crime, the effectiveness of the judiciary 

and the enforceability of contracts. 

3. Political Stability-measures perceptions of the likelihood that the government 

will be overthrown by unconstitutional and/or violent means. 

4. Government Effectiveness-measures the quality of public service, the 

competence and independence of civil service, and the credibility of 

government's policies. 

5. Regulatory Quality-measures the lack of controls on the goods market, 

banking system, international trade, and business development. 

 

Data are available biennially for the period 1996-2005. 

 

 Measures of Economic Freedom by the Cato Institute and the Heritage Foundation. 

The Cato Institute index by Gwartney and Lawson (2004) determines a country's 

degree of economic freedom by looking at five major areas: the size of government, 

legal structure and security of property rights, access to sound money, freedom to 

trade internationally, and regulation of credit, labor and business. Country scores 

range from 5 (repressed) to 1 (free). Data are available periodically for 1970-2002. 

 Policy Quality: The Heritage Foundation (2005) index contains 10 components: trade 

policy, fiscal burden, government intervention, monetary policy, capital flows and 

foreign investment, banking and finance, wages and prices, property rights, 

regulation, and black market. Data are available for 1995-2005. 

 Real per Capita GDP: GDP at constant prices in PPP U.S. dollars, WEO, 

WNGDPD, divided by population, IFTS, 612999Z...ZF. 

 Credit Risk Ratings: political risk, financial risk, and economic risk, 

http://www.Icrgonline.com/showregtable.aspx?table=Mideast 

 Trade Openness: comes from Wacziarg and Welch (2003) and is based on average 

tariff rates, average non-tariff barriers, the average parallel market premium for 

foreign exchange, the existence of an export marketing board, and the existence of a 

communist party in power. The variable is equal to zero prior to liberalization and 

unity from the beginning of liberalization. Alternative Measure: WEO, net export, 

WNX, plus net imports, WNM, as a share of GDP. 

 Government Spending: General government final expenditure, WD12K5, 

NECONGOVTK_1. 

 Money Supply: Money and quasi money, Database WD12K5, code 

MLBLMQMYZG. 
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 Real effective exchange rate, Database INSIEREER, code PXREXREER. 

Alternative Measure: IFTS, code RECZF. 

 The price level: Consumer price index, Data base WD12K5, code FPCPITOTL.GDP 

deflator, Data base, code NYGDPDEFLk_1. 

 Nominal wage: Database IFTS, 61264XXF. 

 Exports of Goods and Services (annual % growth), WD12K5, NEEXPGNFSK_1. 

 Labor: labor force, total, WD12K5, SLTFTOTLIN. 

 Employment, IFTS, E...ZF. 

 Private Credit: Claims on private sector, Data base IFTS, code 41922D.ZF, 

44332D.ZF. 

 Real GDP Growth: (annual %), Data base WD12K5, code NYGDPMKTPK_1. 

 Private Fixed Investment: Gross private fixed capital formation, Data Base WEO, 

Code WNFIP. 

 Private Investment: Gross private capital formation, Data Base WEO, Code WNIP. 

 Aid per capita: Data base WD12K5, Code DTODAALLDP_1. 

 Literacy rate: % of people ages 15 and above, Data Base WD12K5. 

 School Enrollment: Secondary (% net), Data Base WD12K5, Code SECENRL. 

 Foreign Direct Investment Net: Data Base WD12K5, code BXKLTDINVC_1, 

GDF2K5, Code BXKLTDINVC_1. 
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