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The recent increase in economic complexity in Middle East and North
Africa (MENA) countries reflects potential growth and diversification
in these economies. However, they have not yet closed the gap with
more advanced regions. Previous research on economic complexity in
MENA has highlighted existing gaps and limitations, often stemming
from the omission of crucial variables that could play a significant role
in shaping economic complexity. This critique forms the basis for a
comprehensive investigation in this study. In addition to other factors
influencing economic complexity, this research examines the impact
of financial development (banking and financial system growth),
internet accessibility (access to information and communication
technologies), and foreign investment (capital attraction from other
countries) on the Economic Complexity Index (ECI) in a panel of 12
selected MENA countries during the period 2008-2020. Empirical
findings based on the generalized method of moments (GMM)
methodology indicate that financial development and improved
internet accessibility are associated with increased economic
complexity. However, statistically, the impact of foreign investment on
economic complexity has not been significant, mainly due to
challenges in technology absorption. Additionally, the influence of
foreign investment depends on institutional quality. These findings
emphasize the critical importance of institutional quality in shaping
how these factors affect economic complexity, highlighting the need
for effective governance, transparent regulatory environments, and
efficient institutions to enhance economic growth and complexity.
This study's findings offer valuable insights and guidance for
policymakers working towards long-term, sustainable economic
growth and diversification in the MENA region.
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EXTENDED ABSTRACT

Introduction

The knowledge accumulated in a country determines the activities it can carry out.
Hausmann and Hidalgo (2011) pointed out that the knowledge productivity of a country is
reflected in the diversity and comprehensiveness of the products produced in the country.
Despite the importance of economic complexity in national economic structures, relatively
little information is available on the determinants of economic complexity, especially in
MENA countries. Some preliminary evidence suggests that national income and internet
development may positively affect economic complexity. However, these studies did not
consider the underlying factors affecting the economic complexity of MENA countries. This
group of countries was chosen partly because it is one of the least economically complex
regions compared to other developing regions. Therefore, this study aimed to integrate
these parameters by extending existing models and studies describing the determinants of
economic complexity in MENA countries. Specifically, the models proposed by Lapatinas
(2019) and Yalta and Yalta (2021) were developed through the convergence of internet
development, financial development, and foreign investment.

Methodology

The impact of foreign direct investment, financial development, and Internet access on
the economic complexity of countries in the MENA region were investigated, with the
following formula:

ECly = Bo + B1EClyt—1y + B2F DIy + B3NET; + By FDy + vy Xip + e + py + &;¢ 1)

ECI;; is the economic complexity index calculated by Hidalgo and Hausmann (2009),
was obtained from the MIT Observatory of Economic Complexity (OEC) website, and
ECI(;—q) is the intercept of economic complexity included in the analysis to account for the
persistence of economic complexity. To measure financial development,FD;, domestic
private sector credit as a percentage of GDP was used. The effect of net foreign direct
investment inflow FDI;, and the Internet variable NET;; was the same as used in Lapatinas
(2019) as the percentage of the population using the Internet. It is defined as the percentage
of the total population (obtained from WDI); X;, is the vector of control variables, ‘i and t
denote the number of participating countries and the study period. 7; is the unobserved
time effect, while y; is the unobserved country effect, and ¢;; is the random error term. The
control variables were selected based on previous empirical literature on determinants of
economic complexity. These variables included domestic investment, human capital,
economic growth, natural resource rents, trade openness, and indicators of institutional
quality. Human capital is indexed by education, collected from secondary school enrollment
data in the World Bank database.
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Results and discussion

The results of the model estimation show that the one-period coefficient of the
dependent variable was statistically significant and positive, suggesting that highly
productive knowledge accumulated in the previous period had a positive and stable effect
on the current level of economic complexity. The financial development coefficient was
significantly and positively correlated with economic complexity. The Internet development
coefficient was positive and statistically significant, indicating that Internet access plays an
important role in the economic complexity of MENA countries. The effect of foreign
investment was positive but not statistically significant, possibly due to the lower volume of
foreign investment in MENA countries. The interaction between governance quality and the
variables of financial development, Internet development, and foreign investment shows
that this interaction is positively significant; this means that only in the presence of strong
governance institution investments can the economic complexity of the country have an
impact. Furthermore, financial development and Internet development have a greater
impact on economic complexity in the presence of strong institutions.

All estimates indicated positive and significant effects of economic growth, domestic
investment, and human capital on ECI. These findings suggest that economic growth,
domestic investment, and increased human capital lead to higher levels of economic
complexity. In addition, the impact of institutional quality was also positive and statistically
significant, indicating that institutional quality must positively impact economic complexity
and help improve the country's production capacity. Furthermore, trade openness had a
positive effect on economic complexity. Rents on natural resources negatively affected the
economic complexity of the countries studied, suggesting that reliance on natural resources
reduces the incentive to be more diverse. This finding confirms the "resource curse
hypothesis" in the literature.

Conclusion

This study examined the importance of the Internet, financial development, and foreign
investment in the economic complexity of selected MENA countries. In this study, the
attention of existing research begins with the usual question "What are the consequences of
economic complexity?”

Our empirical findings led us to conclude that, for MENA countries, financial
development and Internet access lead to increased economic complexity, while FDI inflows,
surprisingly, have little effect. FDI in MENA countries can crowd out domestic investment
and economic activity can be used to explain the lack of relationship between FDI and
economic complexity. Easier access to possibilities can provide the skills and knowledge
needed to learn the added complexity of the economy. Furthermore, by considering the
interaction of institutional quality, the results show that the impact of investment on the
economic complexity of the researched countries is only possible in the presence of strong
governance institutions. Furthermore, financial development and Internet development
have a greater impact on economic complexity in the presence of strong institutions.
Furthermore, the results demonstrated that larger economic size is associated with higher
economic complexity. The positive impact of inward investment on the economic
complexity of MENA countries means that inward investment can lead to technological
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improvements that support the production of more complex products. In all three samples,
the effect of mobile phone subscriptions on economic complexity was significantly negative,
suggesting that mobile phone subscriptions reduce economic complexity in general. The
findings on human capital showed that the ability to produce goods depends largely on
human capital.
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