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Colombia consistently exhibits one of the lowest levels of productivity in Latin Americain relative terms
compared to devel oped countries. Between 1951 and 2015, Colombia's total factor productivity is, on average,
just alittle more than half that of the United States. Thisimmense gap in productivity level transatesinto alarge
income difference. What factors might be behind this gap? Why does this productivity gap seem unchanged
throughout six decades?

Recently, academia has emphasized the role of public policies and institutions in explaining the large differences
in productivity and income between countries. These, by distorting the relative prices of the economy, can cause
large differences in productivity. Since relative prices act as signals and incentives for economic agents, these
policies and institutions can cause significant distortionsin the allocation of resources within an economy. Some
concrete examples of such distortions are lack of law enforcement, costs to create and close aformal business,
taxes on more productive firms and exemptions or subsidies to unproductive ones, barriers to competition,
market frictions, monopolistic rights over some kind of economic activity, typically assigned to favor specific
interests, among others.

Within thislist of distortions to the functioning of the economy, there are at least two classes. One that affects all
productive units homogeneously, such as criminality, and another class of distortions that fall more on certain
types of productive units, for example, tax regulation. Our work advances in quantifying the relative importance
of the two classes of distortions.

For this purpose, we use various sources of information at both urban and rural levels and draw on the most
recent economic theories. We use statistical information from firmsin citiesand farmsin rural areas. At the
urban level, we use information contained in the Manufacturing, Trade, Services, and Micro-establishment
surveys for the period between 2010 and 2016.



At therural level, we use the National Agricultural Census, which compiles awide variety of information at the
farm level (agricultural production units). Once the urban and rural information is collected, we use two
theoretical models that allow us to create two artificial economies that share certain characteristics of the
Colombian economy, to perform productivity calculations and quantify the differences.

Oncetheurban and rural information is collected, we use two theoretical models that allow us to create two
artificial economies that share certain characteristics of the Colombian economy, to perform productivity
calculations and quantify the differences.

Findings

Our main finding is that, in the case of the non-agricultural sector, the effect of policies and institutions - which
distort firms decisionsin an aggregate manner - on TFP is modest. In the case of individual distortions, the
results for the two cases contemplated are dissimilar: when institutions that subsidize less productive firms to the
detriment of more productive ones are considered, a substantial drop in TFP is obtained.

Quantitatively, affecting the most productive firms with a distortion of around 40% in magnitude trandates into
a43% drop in TFP compared to the case without distortions. Thus, policies and institutions that generate
distortions for the most productive firms cause a sharp drop in aggregate productivity that is not compensated by
facilitating the actions of less productive firms, understood as the incentive to raise their product level.
Complementary to this fact, policies and institutions that generate distortions to less productive firms and
incentivize the more productive ones to compensate for the effect of such distortion, produce considerably
smaller effectsin terms of aggregate TFP loss.

In the case of the agricultural sector, we use the theoretical model proposed by Adamopoul os and Restuccia
(2014) to quantify the contribution of different factors to the gap in agricultural labor productivity between
Colombia and the United States. This gap is characterized by a value added per agricultural worker in the United
States that is 12.5 times greater than the value added per worker in the sector in Colombia. Our results suggest
that differencesin geographical and climatic conditions between the two countries explain only anegligible
portion of this gap. In contrast, factors common to all sectors of the economy, such as total factor productivity
and total capital stock, explain half of the productivity gap between the two countries.

Likewise, distortionsin the relative prices of factors, which vary systematically with the productivity levels of
agents, explain about 90% of the remaining gap. Factors such as violence, informality in property rights, subsidy
policies that favor producers with certain characteristics, failuresin land and labor markets, among others, can
trigger these distortions. Our way of quantifying their effect refersto a hypothetical factor that systematically
affects farmers with greater productive potential. What are the specific sources of these distortions is a question
that remains open for future research.

In our opinion, we have taken an important step by showing that policies and institutions that affect firmsin an
aggregate manner are likely not the main cause. Also, that it islikely to be those policies and institutions that go
against the most productive. Additionally, we show that distortions associated with income tax are unlikely to be
the cause. Although partial, our answers underscore the importance of arigorous and detailed research agenda
that tries to explain why our economy is so unproductive.



