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ABSTRACT/RESUME
Reigniting growth through productivity-enhancing reforms in Colombia

Over the past decade, sound macroeconomic policies and an improved business environment have helped
generate relatively strong GDP growth. Investments in infrastructure are improving connectivity and trade
integration has been facilitated by lower tariffs. Simplification in opening of businesses, getting
construction permits, registering property and payment of taxes improved the ease of doing business.
Nevertheless, labour productivity remains low with large differences between firms and regions, and the
contribution of technological progress to growth has been negative in recent years. Low productivity
growth reflects poor educational and managerial quality, still large infrastructure gaps, low investment in
innovation and R&D and stringent regulations in some sectors. To raise productivity growth Colombia
should focus on some key areas. First, reverse the drop in public investment and reduce high transport and
logistics costs. Second, intensify trade links and participation in GVCs, by further improving trade
facilitation, to encourage firms to adopt the best technologies and know how. Third, create better incentives
for firms to invest on R&D, and strengthen the links between the business sector and research institutions
to foster innovation. Fourth, increase competition and reduce regulation in specific sectors to promote
investment and facilitate the allocation of resources towards most productive firms. And fifth, upgrade the
quality of education to develop better skills and professional management to enhance the creation and
diffusion of new technologies. In 2016, the government established the National Policy for Productive
Development to address the impediments to increased productivity.

This Working Paper relates to the 2017 OECD Economic Survey of Colombia
(www.oecd.org/eco/surveys/economic-survey-colombia.htm)

JEL codes: F14, F23, F68, L16, 024

Keywords: productivity, international trade, global value chains, competition, misallocation
Relancer la croissance en Colombie par des réformes visant a accroitre la productivité

Au cours des dix dernieres années, des politiqgues macroéconomiques fortes et un environnement meilleur
pour les entreprises , ont permis de contribuer a une croissance relativement forte du PIB. Les
investissements en infrastructures améliorent la connectivité et l'intégration des échanges est facilitée par
des tarifs plus bas. La simplification de la création des entreprises, I'obtention des permis de construire,
I'enregistrement de la propriété et le paiement des impdts ont permis d'améliorer le climat des affaires.
Néanmoins, la productivité du travail reste faible avec de grandes disparités entre les entreprises et les
régions, et la contribution du progres technologique a la croissance a été négative ces derniéres années. La
faible croissance de la productivité reflete une mauvaise qualité de I'éducation et des capacités de gestion,
des lacunes importantes persistantes dans les infrastructures, un faible investissement dans l'innovation et la
R & D et une réglementation stricte dans certains secteurs. Pour accroitre la croissance de la productivité,
la Colombie devrait se concentrer sur certains domaines clés. Tout d'abord, inverser la baisse de
I'investissement public et réduire les codts élevés de transport et de logistique. Deuxiémement, intensifier
les liens commerciaux et la participation aux chaines de valeurs mondiales, en améliorant davantage la
facilitation du commerce, afin d'encourager les entreprises a adopter les meilleures technologies et savoir-
faire. Troisiemement, créer de meilleures mesures incitatives pour encourager les entreprises a investir dans
la R & D et renforcer les liens entre le secteur des entreprises et les institutions de recherche pour favoriser
I'innovation. Quatriemement, accroitre la concurrence et réduire la réglementation dans des secteurs
spécifiques pour promouvoir l'investissement et faciliter I'affectation des ressources vers les entreprises les
plus productives. Et enfin, cinquiémement, améliorer la qualité de I'éducation pour développer de
meilleures compétences et des capacités de gestion plus efficaces, pour améliorer la création et la diffusion
de nouvelles technologies. En 2016, le gouvernement a créé la Politique nationale de développement
productif pour faire face aux obstacles a une productivité accrue.

Ce Document de travail se rapporte a I'Etude économique de I'OCDE de la Colombie 2017
(www.oecd.org/fr/eco/etudes/etude-economique-colombie.htm).

Codes JEL : F14, F23, F68, L16, 024

Mots clés : productivité, commerce international, chaines de valeur mondiales, concurrence, mauvaise
affectation
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REIGNITING GROWTH THROUGH PRODUCTIVITY-ENHANCING REFORMS IN
COLOMBIA

By Eduardo Olaberria*

Growth has been strong, driven largely by the commodity boom, while productivity growth has
been low (Figure 1). The economy grew by an average of 4.3% between 2000 and 2015, significantly
more than the OECD average of 1.7% (see the A&R). Strong macroeconomic policies and structural
reforms contributed to this performance; for example, simplification in opening of businesses, getting
construction permits, registering property and payment of taxes improved the ease of doing business.
However, most of the strong growth was explained by the remarkable rise in commodity prices that
attracted capital to mining, while the resulting appreciation of the exchange rate made other tradable
sectors less attractive. Indeed, growth between 2000 and 2015 was driven mainly by the accumulation
of physical capital (2.5 percentage points); the combined effect of population growth, employment and
human capital accumulation was much less (1.7 percentage points). Total factor productivity growth,
on the other hand, had a small negative contribution to GDP growth, more pronounced in the last 5
years.

Now that the boom in commodity prices has lost steam, activity has slowed down. This is
particularly worrisome as, despite progress, poverty and inequality remain high relative to the OECD
average. Colombia needs to reignite growth and make it broader and more inclusive to continue
making social progress (see Chapter 2). The best way to reignite growth is with productivity
enhancing reforms, as productivity is the ultimate engine of growth in the long run. Four-fifths of the
income gap between Colombia and OECD countries is explained by differences in labour productivity
(Figure 2). Furthermore, productivity in Colombia is very heterogeneous, even within narrowly
defined sectors, with a very few productive firms and many firms of extremely low productivity. This
suggests there is room to catch up faster.

This chapter discusses how to raise productivity in Colombia. It presents aggregate trends in
productivity and its key drivers based on recent OECD work (OECD, 2015a). It takes an inclusive
approach to productivity growth, hoping to enable all people and firms to raise their productive
potential to yield improved aggregate productivity as well as more equitable share of the proceeds.
After identifying the key factors constraining productivity growth in Colombia (infrastructure gaps,
business environment, informality in labour markets, skills, innovation, global value chains and
institutional settings), it makes relevant recommendations to raise productivity.

! Eduardo Olaberria was a Senior Economist at the OECD at the time of writing this chapter, but is now a Senior
Economist at the World Bank, email: eolaberria@worldbank.org. Feedback from the Economic and
Development Review Committee (EDRC) is appreciated, as well as from Christine de la Maisonneuve,
Piritta Sorsa, Bob Ford and Alvaro Pereira (all from Economics Department). This work benefitted from
important contributions by OECD staff, Dorothee Allain-Dupre (Centre for Entrepreneurship, SMEs, Local
Development and Tourism, Bert Brys (Centre for Tax Policy and Administration), Valerie Frey (Directorate for
Employment,Labour and Social Affairs), Laura Heras Recuero (former Consultant for the OECD Economics
Department), Anna Pons (Directorate for Education and Skills), Sonia Araujo (Economics Department).
Statistical research assistance was provided by Pedro Herrera with general editorial assistance provided by
Assa Fofana(also from the Economics Department).
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Figure 1. Productivity is low

A. GDP per person employed, as a percentage of the US, constant 2010 PPPs
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Note: For OECD and China, data refer to 2014.
Source: OECD, Productivity Statistics Database, February 2016 and OECD calculations based on the STAN database.
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Figure 2. Income gaps with OECD countries remain large because of low labour productivity 2014

A. Difference in GDP per capita compared with the upper half of OECD countries
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B. Differences in GDP per capita explained by labour productivity and utilisation
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Source: OECD, Economic Outlook 99 database.

Trends in productivity across sectors, firms and regions

Recent OECD research shows that to uncover productivity weaknesses and their causes, it is
important to look at total factor productivity, but also at productivity indicators at the industry and
firm level, as aggregate productivity is shaped by structural factors that operate at the industry or firm
level (Albrizio and Nicoletti, 2016; Box 1). These indicators include, among other things, the degree of
heterogeneity in productivity performance across regions sectors and firms, including proximity to
global or national frontier, and industry composition, as cross-country differences in observed labour
productivity developments partly reflect differences in industry structure.

In 2015, the value added of the industrial sector in Colombia was 34% of GDP, the highest
among the 6 largest economies in Latin America and significantly higher than the OECD average of
24% (WDI, 2016). However, this high share is mainly explained by the Mining and Construction
sectors as the importance of Manufacturing has been declining and is lower than the OECD average
(Figure 3). The large mining sector also dominates exports (more than 40% of total exports in 2015
was oil and its derivatives, DANE) and industrial production, and has attracted much of investment
over the last decade. The boom in mining generated a strong real appreciation of the currency, making
it harder for other tradable goods, like parts of agriculture and particularly manufactures, to compete.
It also attracted resources into non-tradables such as housing and construction.
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Box 1. Key structural indicators for productivity diagnosis

Category Sub-category Indicators for Colombia

Labour productivity Growth of labour productivity has been relatively
low, in particular in the manufacturing sector

Investment has increased during the last decade
Capital deepening and is above the LACG6 average, but still below the

Aggregate trends average for emerging markets.

Infrastructure gaps are large but are expected to
improve with the implementation of the 4G

Investment (KBC, ICT infrastructure projects. The share of investment in
intellectual property products is lower than in all
OECD countries (just 2% of GFKF).

Financial market development (credit/GDP, non-
bank financing) is far below OECD average;
Business environment informality is high and widespread, trial lengths are
long with high costs of judiciary procedures, the
complexity of administrative procedures is high.

Framework conditions Colombia has a “Competiveness Council” that
responds directly to the President; it lacks an
independent governance and solid research
capacity. On the other hand, it has strong linkages
to policy-making mechanism with the government
(Eslava et al., 2014).

Productivity-enhancing institutions

Firm-level channels

Overall innovation Indicators for Colombia

R&D, Digital technologies and other  Private investment in R&D is very low relative to
KBC investment OECD countries, but also compared to other Latin
American economies

Despite the improvement achieved in recent years,

a) Knowledge creation and . Colombia performs relatively poorly in PISA scores,
innovation Skills suggesting that the quality of skills is weak
especially

in primary and secondary education.

. o Productivity dispersion across firms is higher in
Productivity, distributions and gaps  colombia than in most and gaps Latin ~ American
economies (above 200 per cent)

b) Knowledge innovation and International cooperation on inventions (patenting)
is relatively low; Colombia patents relatively little in

relation to countries at similar level of development.

Innovation diffusion
diffusion

Business dynamics Participation in GVCs is low.

High hiring and firing costs affect the efficient
reallocation of workers towards the most productive
firms.

Labour and capital allocation

c) Efficiency of reallocation .
Business surveys such as Manpower, suggest that

the level of skill-mismatch is relatively high (see also
Lora, 2015).

Matching jobs to skills

Source: Albrizio and Nicoletti
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Figure 3. Value added of industry is relatively high, sustained by increases in construction and mining

A. Colombia B. OECD
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Source: OECD National account database; and DANE.

Firm-level evidence shows that, in Colombia, productivity is correlated with size, age, regional
location and participation in GVCs (Camacho and Conover, 2010; Eslava and Haltiwanger, 2012).
Most manufacturing businesses are small and medium size that tend to have low productivity, often
due to informality that reduces incentives to grow. Medium sized manufacturing plants account for
48% of total manufacturing establishments, generating 15% of employment. Large and very large ones
are 32% of establishments and 83% of employment; small plants, 21% of total, only contribute to
1.8% of employment (Brown et al., 2015). There are significant differences in firm productivity across
regions; for instance, manufacturing firms in Santander and Casanare are around 500 per cent more
productive than firms in Narifio or Quindio.

Similarly, there are large differences in productivity between industrial sectors and firms within
sectors. Firm-level productivity in the manufacturing sector remains far from the global productivity
frontier. The average firm is only 5.5 % as productive as the global productivity frontier (defined as
the top 25% of firms in the United States) — (Brown et al., 2015)

There is a large dispersion in productivity growth among firms in manufacturing, which usually
indicates inefficient allocation of factors of production among firms. While heterogeneity of firm level
productivity is common around the world, the dispersion in Colombia is much higher than in OECD
countries and especially the United States. In Colombia, firms in the 90th percentile of the
productivity distribution are more than 500% more productive than those in the 10th percentile in
contrast with 200 % in the U.S. (Busso et al., 2012). This is also the highest level of dispersion in all
Latin American countries for which data is available. Such disparities mean that some firms are able to
produce much more given the same inputs, within the same sector.

Colombia’s low performance of manufacturing companies reflects in part high costs and poor
incentive structures (DNP, 2016). Costs beyond the influence of firms make it harder for them to
compete with external competitors both on domestic and export markets, limiting their ability to
exploit scale economies. For example, lack of adequate public infrastructure is a result of regulatory
gaps, such as investment requirements; low and inefficient public investment in transport,

10
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telecommunications and education. However, some of the regulation issues have been addressed, for
example in transportation infrastructure. Skills shortages, high informality and corruption may also
have a negative effect on firms’ growth and investment. Distorted incentives, including low
competitive pressures, mean that firms will not exploit the full potential of internal productivity
improvements. They can also impede the functioning of market mechanisms that reallocate resources
towards the most productive firms, including new entrants. Low productivity also reflects the
economy’s concentration on few sectors of low sophistication and little value added (DNP, 2016).

The high dispersion in productivity shows potential for productivity catch-up to raise aggregate
productivity. Raising the currently limited trade integration into global value chains can foster the
adoption of frontier technologies and new business models, reducing the large productivity gaps.
Global trends that have shaped industrial production have largely bypassed Colombia’s industry.
These include a growing fragmentation and optimization of value chains, which have allowed
companies to focus on their core capabilities, and increased integration into international trade.
Intermediate inputs have come to represent a large share of world trade flows as part of the emergence
of global value chains. While many countries nowadays use significant amounts of imported goods to
produce exports, almost 90% of the value added of Colombia’s exports is domestically produced (see
below).

Productivity is also low in agriculture (Figure 4.C). The agricultural sector continues to be of key
importance in terms of GDP and employment (Figure 4, Panels A and B). Its share in value added (in
GDP) is almost 7%, which is four times higher than the OECD average (1.6%), and higher than in
the large Latin American countries. Similarly, employment in agriculture is above 16% of total
compared to 6% in the OECD.

Figure 4. Productivity per worker in the agricultural sector is relatively low

A. Agriculture value added B. Employment in agriculture? % of total
o
% of GDP employment
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C. Agriculture value added per worker?
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1. For Brazil, Chile and Mexico, data refer to 2013.
2. For OECD, data refer to 2014 instead of 2015.

Source: World Bank,World Development Indicators database.
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Productivity growth in agriculture has been undermined by a variety of factors (OECD, 2015c). The
high cost of transport due to poor internal basic infrastructure connecting producing regions to
consumption centres and ports raise trading costs. Agricultural policy has been heavily based on
subsidies and price smoothing mechanisms, with less attention to productivity enhancing investments
(such as infrastructure and R&D). Finally, as compensation for the unequal distribution of land,
current legislation regarding land tenure and ownership does not favour the creation of new large-scale
production plots. Combined, this factor led to the poor agriculture outcomes observed in the last
decade.

The service sector plays a major role in the Colombian economy, as it explains a high share of the
gross domestic product and employment. Nearly 60% of the GDP and 70% of the workforce are in the
service sector (DANE). Furthermore, firms in the service sector innovate more than their
manufacturing counterparts (Gallego et al., 2015): The share of innovators in the service sector is
almost 14% larger than in manufacturing, and the share of non-technological innovators is about three
times as large in the service industry. However, productivity growth in services remains well below
OECD and large Latin American countries (Figure 5).

Given its importance in the economy, to reignite economic growth and improve the foundations
for the future performance of the economy, the services sector will need to do better. Cross-country
evidence from OECD suggest that low productivity in services could be related to high informality,
which affects job prospects for low-skilled workers, impediments that prevent services firms from
seizing the benefits of ICT, stringent employment protection legislation that affects the capacity of the
economy to create and reallocate employment, poor education and training policies that prevent
workers to rapidly adopt requirements for new skills, and regulatory policies.

Figure 5. Productivity per worker in the service sector has increased but remains low

Constant 2010 US$ Constant 2010 US$
100000 100000
B 2013 3 2000
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1. For Brazil, Chile and Mexico, data refer to 2013.
2. For OECD, data refer to 2014 instead of 2015.

Source: OECD calculations based on data sourced from the World Bank, World Development Indicators database.
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More and better public investment can boost productivity growth by reducing gaps in
infrastructure

Despite significant improvements over recent years, the transport and logistics infrastructure,
which is the backbone of domestic commerce and international trade, remains less developed than in
OECD or other Latin American countries (Figure 6). Road density coverage and percentage of paved
roads is relatively low. Also connectivity between the most important agricultural production,
consumption, and export areas, and ports and airports is limited. High domestic transportation costs
related to the country’s difficult geography and internal conflict act as a significant barrier to
improvements in competitiveness, and particularly penalise the regions that are far from adequate port
or airport facilities.

The differences in labour productivity across regions are influenced by high costs of domestic
transportation. This affects the ability of firms in these regions to compete in domestic and
international markets, which tends to raise productivity. Exporting and exposure to international
competition allows firms to benefit from international technologies and best practices. The low
connectivity is reflected in export performance, which varies markedly from region to region. For
example, just four departments — Antioquia, Bogota, Cundinamarca, and Valle del Cauca —, account
for approximately half of the country’s exports (DANE). The high concentration of exporting activity
in the main metropolises suggests that Colombia’s integration into world markets has not produced a
significant dispersion of production away from the large centres and particularly towards the non-
coastal regions. Exporters in the south-eastern part of the country face various obstacles, including
very low road density. All of these factors limit connectivity for exporters in remote regions
(Fedesarrollo, 2013).

Reducing transport costs by improving or investing in new roads can have large benefits. The
trade impact of reduced transportation costs from better conditions on all roads can be important (IDB,
2013). At the national level, a reduction of 1% in domestic transport costs (ad valorem) could
increase annual exports by 7.8% in the manufacturing sector and 7.9% in agriculture. Therefore,
fostering trade, and in particular improving the chances of less developed regions to benefit from
international trade, is highly dependent on the quality of transport-related infrastructure.

Improving non-road rural infrastructure is also key to increasing productivity in agriculture
(Lozano-Espitia and Ramirez-Villegas, 2016). Deficiencies in physical infrastructure such as irrigation
not only reduce factor productivity and crop yields, but also weaken market competitiveness and limit
their spatial and temporal integration (Fan, Zhang and Rao, 2004; Pinstrup-Andersen and Shimokawa,
2006). The irrigation system coverage was 8% which is low compared to other countries in the region
(Chile, 44%; Peru 40%; Brazil 18% and Argentina 15%). There are also great discrepancies within
regions. The majority of municipalities do not have access to irrigation districts, simply because there
are none available and only a very small number (178 out of 1 122) has access to this type of
infrastructure in restricted circumstances.

Recent research shows that the impact of improving the irrigation and drainage systems on crop
yields in Colombia can be very large (Lozano-Espitia and Ramirez-Villegas, 2016). The larger impact
is on the rice yield (oscillates between 1.7 and 3.5 tons per hectare and year), which could be
associated with the higher humidity requirements for its production cycle from irrigation systems.

To reduce these large infrastructure gaps, Colombia needs to sustain and amplify its public
investment effort. Public investment in relation to GDP has increased over the last decade and since
2012 is above the OECD average (Figure 7). This is welcome. However, the level of investment per
capita remains lower than the OECD average (OECD, 2016a). Given the large investment needs to

13
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catch up with leading countries public investment should be raised and the cut in 2016 reversed (see
A&R). Higher spending is also necessitated by Colombia’s geography. Mountainous terrain makes
building new roads and maintaining existing ones much more expensive than in countries with flatter
topography. As a result, they spend more per kilometre of transport infrastructure than other countries
to maintain and build similar levels of density of its road network.

Figure 6. Infrastructure is of lower quality than in OECD countries
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Source: World Economic Forum, the Global Competitiveness Index Historical Dataset, 2005-2014.
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Figure 7. Public investment has increased above OECD average
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Since the needed investments can hardly be undertaken by the public sector alone, public and
private partnerships (PPPs) can improve transport connectivity across the country. The government
has launched a new generation of public-private infrastructure programmes (fourth generation or 4G)
on road concessions. Over the next eight years, the new 4G programme is expected to deliver 5 892
km of roads in three waves via public-private partnerships. With aggregate capital expenditures of
USD 15 bhillion, the 4G concession program is the most ambitious infrastructure development
initiative in Colombia’s history. As of December 2016, 32 projects through PPP schemes have been
approved and 21 of them have already reached financial close. 20 projects are public initiatives,
meaning that the project has been proposed, designed and funded by the Government, while the other
12 are private initiatives, which have been proposed by a private party and don’t require governmental
funds. Thanks to the regulatory changes made since 2012, all the 4G projects have completed a
rigorous and comprehensive analysis process involving different governmental entities (see Box 4 in
the Assessment and Recommendations). The target is to reduce travel times by 30 % and transport
costs by 20% by 2020. Most PPPs are for large projects financed by the central government, but
subnational governments can also contract PPPs. In April 2016, the government held its first
concession as a part of its highway plan. Colombian pension funds also have played a stronger role in
recent years in financing infrastructure investment. In addition to the 4G program, the government has
also invested in revived river and rail transport and improved telecom infrastructure and access to
internet.

A recent OECD study on public investment in Colombia ( Box 2. ) makes recommendations on
how to use more effectively existing resources and catch up to OECD countries in infrastructure
development. The study emphasises that the different investment priorities need to be articulated in
coherent territorial strategies. Colombia has strongly enhanced the territorial approach to its national
investment in the 2014-18 National Development Plan. At the subnational level, major efforts have
also been made to improve the preparation of the territorial development plans for 2016-20.

Overall, the large differences across regions suggest that the different investment priorities need to be

articulated even more in coherent territorial strategies. Colombia should move from a project based
approach to a more strategic and regional approach to investment, through articulated programmes
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rather than just individual projects. Royalties are supposed to encourage regional projects, but in
practice projects funded by royalties are split into thousands of small projects. This fragmentation
means that large scale infrastructure projects with higher social returns are not prioritised. In October
2015, only 5% of the projects approved had a regional dimension (DNP, 2016a).

Greater horizontal cooperation is also required. Coordination between jurisdictions is a recurrent
concern, as for many development and investment issues the relevant scale goes beyond
administrative boundaries. The lack of financial incentives to support cross- jurisdictional cooperation
is a significant obstacle. The General Royalties System, which was restructured in 2012 (OECD,
2014) has been a major achievement to help reduce regional and social disparities. Royalties are
supposed to encourage regional-scale projects, but because of the high number of collegiate bodies of
administration connected with the royalty payments, projects financed by royalties are split into
thousands of projects (OECD, 2014). More coordination tools among departments, such as the
creation of the Central Region (RAPE), which unites the departments of Cundinamarca, Boyaci,
Meta, Tolima and the Capital District of Bogota D.C, could be implemented. The experience of France
and Italy, which have put in place specific financial incentives (e.g. higher central government
transfers for inter- municipal projects) to promote inter-jurisdictional cooperation, might be of interest
to Colombia. The government might consider providing financial incentives to support horizontal
associative schemes across municipalities and departments, for example, through matching grant or
co-financing projects between the national government and subnational governments’ entities.

Box 2. How to make the most of public investment in Colombia

A recent OECD study on public investment in Colombia (OECD, 2016a) provides a diagnosis of the strengths and
challenges of the Colombian system and makes recommendations for how it could be further improved by using more
effectively existing resources and catch up to OECD countries in infrastructure development. The main
recommendations of the report are the following:

Enhance subnational revenues to finance investment through: continuing efforts to update and modernize the cadastral
and land registries to improve the municipal property tax performance; streamlining the portfolio of taxes levied by
departments and municipalities and promoting shared taxation between the central and subnational governments; and
reducing the number of earmarked taxes.

Strengthen the effective use of local development plans as strategic planning tools. Sub-national governments should
have more adequate time schedule to design territorial development plans, allowing better diagnosis and priorities
setting, and better articulation between the national, departmental and municipal levels. The government should intensify
the effort to increase technical assistance to subnational governments for the design of territorial development plans and
land use plans and enhance local capacity.

Support the preparation of integrated investment programmes/projects, including financial plans.

Ensure continuity and stability in the rules to strengthen subnational capacities. Consider developing a comprehensive
assessment (both quantitatively and qualitatively) of employees to get a clearer picture of the needs and gaps of
territorial entities.

Source: OECD, (2016a)
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Product market regulations

Colombia ranks around the OECD average in some dimensions of product market regulation, but
many key sectors face restrictions (Figure 8). Over the last decade Colombia significantly improved its
regulatory environment by simplifying the process to start a business, paying taxes, protecting
investors and resolving insolvency, as well as reducing entry costs and barriers to entrepreneurs. In the
restrictive areas, the state’s involvement in business operations can be further aligned with best
practice. Regulatory procedures in some sectors remain complex, which includes licensing
requirements. Competition in some network sectors such as gas is hampered by still high entry
barriers. Aligning product market regulation with OECD best practice could boost GDP (OECD,
2015Db).

The government is determined to continue enhancing the investment framework, simplifying
procedures and removing unnecessary administrative burdens to investors in the National
Development Plan. The National Policy of Productive Development also aims to raise the quality and
pertinence of human capital, to increase the degree of both innovation and technology adoption by
firms and to improve the quality of managerial skills (DNP, 2016). Colombia’s investment promotion
agency, ProColombia, is in charge of promoting non-traditional exports, international tourism and
foreign investment in Colombia. They are undertaking studies on barriers to investment, and are
putting in place procedures to identify and remove unnecessary barriers to investment.

Figure 8. Business regulation remains restrictive in some areas

Product market restrictiveness, 2013
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Source: OECD, Product Market Regulation Database.

Competition policy

Colombia has made great strides toward OECD standards in competition policy. On product
market regulation (PMR) indicators, Colombia compares well in areas of pro- competition network
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sector regulation, limited state economic activity, and general openness to trade (Figure 9).
Colombia’s extent of state control is comparable to the OECD’s, consistent with the government’s
policy of encouraging growth through enabling private initiative. However, as discussed below,
barriers to competition are hindering well- functioning markets in important sectors.

Regulation in roads and rails remains stringent (Figure 9). The bargaining power of truck drivers
and the existence of barriers to entry affect the level of domestic transport costs (IDB, 2013).
Furthermore, Colombia’s trucking industry is highly fragmented with many one-truck firms that are
relatively inefficient. The cargo fleet is old and operates at only 50% capacity (in weight) which
suggests an excess of supply over demand (Ministry of Transport, 2015). Also the scrapping scheme —
which is currently being modified — has made it profitable to maintain old trucks, as importing a new
truck requires scrapping an old one.

Continuing the regulatory reform process and increasing public-sector efficiency would further
stimulate competition (OECD, 2014). The National Planning Department is in the process of
becoming the single institution responsible for the coordination of regulation efforts across the
administration. There are no comprehensive standards for how to prepare regulations. Although the
government expressed interest in introducing regulatory impact analysis to improve the quality of new
regulations, more political support will be needed to ensure the tool is used at the subnational level.

High barriers to competition prevent entry of new innovative and dynamic firms and contribute to
misallocation of labour and capital resources towards low-productivity firms and sectors. Colombia
could further improve the efficiency of its economy by prioritising reforms that enhance competition
in services markets. The OECD Services Trade Restrictiveness Index Regulatory Database shows that
regulation on broadcasting, telecommunications and insurance services remain restrictive. In
broadcasting, Colombia maintains a 40% foreign equity limit for public broadcasters, and reserves
70% of screen time for local productions in prime time and 50% at other times. Moreover, the number
of shares that foreign investors can acquire in public broadcasters is limited and subject to
authorisation from the government. In telecommunication, there are commercial presence
requirements to provide telecommunication services and the needed pro-competitive regulations are
not all in place to ensure access to foreign providers. In addition, the government can overrule the
decisions of the telecommunications regulator. In the insurance sector, Colombia maintains
commercial presence requirements to provide cross-border services, there are restrictions in writing
insurance contracts in foreign currency.

It is important that the regulatory authority is vested with the necessary powers as well as human
and financial resources, and that it correctly carries out market analysis. To avoid bid rigging, public
procurement officials should undertake comprehensive market studies on a consistent basis.
Establishing the minimum acceptable content for market studies through the creation of a checklist,
based on best practices, should be used by Colombian procurement groups when they undertake their
market studies. Colombia has made progress in making regulations more accessible and
communicating administrative requirements, yet regulatory management processes need to be
improved, with the introduction of more systematic use of regulatory impact analysis. Colombia also
lacks an appropriate legal framework to carry out market studies, together with adequate resources to
effectively perform them. Market studies provide competition authorities with an in- depth
understanding of how sectors and markets work.
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Figure 9. Regulation remains restrictive in the electricity, roads and rails sectors

A. All sectors
Index Index
6 6
5 5
4 4
3 3
2 2
1 1
BEY 2270552885555 2 0B gET5o0B3TEE22535385¢2
B. Electricity
Index Index
6 6
5
4 4
3 3
2 2
1 1
0a_l—:n:—ln:<(:)2<zl——lo—l—lz><—lwncu.||.uoxmz—lonc«.zn:n:gx0
BEEBSH-E26 582525552250 355608RPE32208%
C. Rail
Index Index
6 6
5 5
4 4
3 3
2 2
1 1
BESNZEEC28FR085223BE5E50800E55550%38280
D. Road
Index Index
6
5 5
4 4
3 3
2 2
1 1
0wg<zn:nc|.uo»—:<z:_-zxx_nn::cmn:oz_u.un—_nn:o_u—zn._no_nén:<0
20E32E5525 855388035832 B08202R838588ERF
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Source: OECD (2015), Product Market Regulation Database
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Further reducing corporate taxes could contribute to investment growth

Colombia’s relatively high corporate taxes and a complicated tax code are important constraints
for investment and productivity growth. Past tax reforms often focused on finding short term fixes
instead of more fundamental structural reforms, thereby creating a very complicated system. For
example, the 2012 tax reform reduced the statutory corporate income tax (CIT) rate from 33% to 25%
but introduced a new “equity” tax on corporate income (known as the CREE) to fund social
programmes which were previously financed through payroll taxes. The CREE applied to a broader
base than the corporate income tax at a rate of 9% through 2015 and 8% thereafter. The resulting
combined statutory rate of 39% is above the average for Latin American and OECD countries (Figure
10), and resulted in a high effective corporate tax rate.

Figure 10. Top combined statutory CIT rate is set to decrease but remains high
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Source: OECD Tax database.

In December 2016, the Congress approved a major tax reform, which includes a reduction in the
corporate tax rate and unification of current rates into one in line with previous OECD
recommendations (A&R). The reform introduces a standard CIT rate of 33% from 2018 onward.
However, during the transition period the rate will be 34% in 2017 and 33% in 2018 augmented by
surtaxes of 6% in 2017 for large corporations (profits exceeding COP 800 million or about EUR 250
000), and 4% in 2018. The surtax rate will be 0% for profits below this threshold (see Table 1). As a
result, the top standard CIT rate will be 40% in 2017 and 37% in 2018 for companies earning profits
above the threshold. The current rate of 40% also applicable in 2017 is the highest in the OECD.
However, after the transition included in the 2016 tax reform the ranking will improved slightly. The
tax burden is further decreased by the deduction of VAT on investment goods from CIT.
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Table 1. Comparison of CIT rates before and after the reform

Before the Reform Afterthereform
Year CREE SURTAX (for profit i
CIT+CREE (orprofts Total o CIT SURTAX (for profits Total
above COP 800 million) above COP 800 million)
2017 25%+9% 8% 42% 34% 6% 40%
2018 25%+9% 9% 43% 33% 4% 37%
2019 25%+9% 0% 34% 33% 0% 33%

While corporate taxation is only one factor that shapes firms’ investment decisions, maintaining
high statutory and effective tax rates is still likely to have a negative impact on domestic and foreign
investment. Therefore, Colombia should continue making efforts to reduce the corporate tax rate
towards the OECD average.

Improving contract enforcement and the efficiency of judicial system will raise productivity

A stronger and more efficient judicial system and rule of law will help reduce corruption and
informality, favoring the reallocation of resources towards the most productive firms. The costs of
doing business in Colombia are pushed up by the difficulties in enforcing contracts through the
judicial system. Companies regularly rely on the court system to enforce contracts or settle
disputes. Lengthy and cumbersome procedures of dealing with courts can substantially add to firms’
costs and reduce their productivity. Enforcing a standard debt contract takes much more time
than in OECD and EMEs (Figure 11). Empirical evidence suggests that higher enforcement costs
hamper firm productivity, and this effect becomes particularly pronounced for young firms (Arnold and
Flach, 2015).

Figure 11. The court system is slow to resolve commercial disputes
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Source: World Bank, Doing Business Database, 2015.

Strengthening contract enforcement through the court system or other forms of arbitration and
ensuring sufficiently quick decisions to make contract enforcement easier would improve productivity.
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Colombia should enhance the efficiency of the judicial system to enforce contracts by introducing a
court or division of a court dedicated solely to hearing commercial cases, and make case
management easier by introducing electronic case management tools.

Skills development
Improving management quality

Firms’ productivity growth has also been hindered by low management quality. Recent economic
literature has drawn attention to the role of differences in management practices in explaining
productivity differences. In particular, this research shows that management practices are like a
“technology”, in the sense that they raise total factor productivity, and can account for a
substantial portion of cross-country differences in development (Bloom et al., 2016). Colombian’s
scores on management practices are among the lowest among emerging markets for which data is
available (Figure 12). This suggests that Colombian manufacturing firms are, on average, poorly
managed in global terms, and similar in standard to many low-income countries. When self-assessed,
however, Colombian firms described their managerial practices as high quality, suggesting lack of
information about best practices around the world. The escalamiento de la productividad program will
help 3600 firms improve their managerial quality over the next ten years. The program was designed
based on a pilot conducted with the World Bank on 180 firms that used a randomized control trial to
assure the positive impact of the pilot on firms’ managerial practices (DNP, 2016).

Evidence shows that low management quality could be related to a shortage of skills (Bloom et al.,
2012), which as it will be discussed below, is an important constrain in Colombia. But research has
shown that the two factors that appear to play an important role are product market competition and
family firms (Bloom and Van Reenen, 2007; Lemos and Scur, 2016a). Higher levels of competition
(measured using a variety of different proxies, but particularly as trade openness) are strongly
associated with better management practices. This competition effect could arise through a number of
channels, including the more rapid exit of badly managed firms and/or the inducement of greater
managerial effort. As it will be discussed below, although Colombia has made significant
improvements integrating to world markets trade openness remains low, and lack of competition in
some sectors continues to be limited.

In terms of family firms, evidence shows that family-owned firms in which the chief executive
officer (CEO) is chosen by family ties tend to be very badly managed (Bloom et al., 2012; Lemos and
Scur, 2016a). Colombia has one of the highest rates of family owned/ family managed firms in the
world (Figure 13). The typical structure of ownership in Colombia is characterised by a majority
shareholder who would also be the manager of the firm. Minority shareholders have then limited
means to redress violation of their rights.

Education, information and incentives are key determinants of the differences in performance. In
terms of education and ability, family CEOs tend to be less well educated than non-family CEOs
(Bennedsen et al., 2007). When the firm stays under family control, the outgoing CEOQ inherently has a
limited talent pool constrained by family size and is thus less likely to find a talented CEO compared
to the broader market. In terms of information, managers in family firms are systematically less aware
of their own shortcomings than those in non-family firms (Lemos and Scur, 2016a). This suggests that
family firms are less well informed about their own level of quality of management, of “best
practices”, or whether it is profitable to implement new practices or how to do it.
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Figure 12. The quality of management is relatively low
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Furthermore, Colombian firms are financed mainly by majority shareholders (usually the family
who owns it), suppliers and banks (Gutierrez et al., 2005; Bernal, 2006). This often means high reliance
on short-term debt, which can restrict growth. Most of the closely held companies in Colombia are
reluctant to seek out an external investor or multiple shareholders through the use of a public
market as a source of capital. This reflects lack of knowledge of the public markets and the
unwillingness of controlling shareholders to lose their control over the company. This is clearly a
constraint to firms’ growth.

A factor explaining why a relatively high share of manufacturing firms are family owned and
with a family CEO is that in Colombia taxes and other distortive policies favour family-run firms. For
example, the wealth tax created an incentive to create many family own firms and divide the wealth
between a corporation and family members so each taxpayer would own wealth valued at just
below the threshold that triggered the tax. The 2016 tax reform did not extend the wealth tax.

Figure 13. A relatively high share of manufacturing firms are family owned and with a family CEO
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Source: Lemos and Scur (2016a).
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Providing the right skills to the labour force

An important factor behind the low productivity levels in Colombia is the low skill level of the
labour force. Skill shortages affect particularly the industrial sector, with 30% of companies
identifying difficulties in finding skilled workers as the main obstacle to productivity growth
(WEF, 2015). The economic benefits from enrolling more children (see Chapter 2) have been limited
because the quality of education. Since 2006, Colombia has had the second largest improvement in
PISA — among the 52 education systems with comparable data —, however, it still performs below the
OECD average (OECD, 2016b). The majority of students leave school with weak basic skills. The
average student has a PISA score in mathematics of 390 out of 600, which is much lower than
the OECD average of 490. A significant proportion of young people are unable to demonstrate
attainment of Level 2 of skills in PISA exams — 420 points on the PISA mathematics scale — (Figure 14).
This means that many students do not have the basic skills necessary for participating productively in
modern economies.

Figure 14. A high share of students do not attain basic skills
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2011 micro data, transformed to PISA scale.

2. "Long-run growth increase" refers to increase in annual growth rate (in percentage points) once the whole labour force has
reached higher level of educational achievement.

Source: OECD (2015), Universal Basic Skills: What Countries Stand to Gain, OECD Publishing.
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Having a large share of the population below this skill level affects productivity growth in Colombia.
There is a large body of evidence showing the importance of skills in determining the
productivity of individuals, and the value of education in raising skills (Heckman, 2013).
Deficiencies in educational attainment and skills can also have an adverse impact on overall
productivity in times of rapid technological change (Goldin and Katz, 2007). The potential gains of
attaining universal skills — when all students fully attain Level 1 in PISA exams can be very large.
Recent OECD estimates suggest that ensuring universal access to secondary education by 2030 at
the current level of quality could increase Colombia’s annual economic growth by 0.3 percentage
points (OECD, 2015c). Improving quality of education so that students attain basic skills by 2030
could raise annual economic growth by 1.2 per cent per year (Figure 14.B). Improving education
coverage and quality is discussed in more detail in Chapter 2.

An important factor that has affected the quality of education has been the long armed conflict;
ending it will help increase the educational level of Colombian children, particularly in those regions
that were more affected by it. Research shows that violent attacks in Colombian municipalities
where students reside increase the probability of school drop-out (Rodriguez and Sanchez, 2012).
According to these results, on average, the end of the armed conflict in Colombia will increase the
average education of students residing in conflict areas by almost half a year of education.

Colombia also needs to introduce reforms in all levels of education, starting with early childhood
education and care. More investment in Early Childhood Education can help reduce high school
dropout rates, improve student performance and reduce gaps in learning achievement (Heckman, 2013;
OECD, 2011a). Empirical evidence shows that participation in quality early childhood education is
associated with stronger reading performance at age 15, especially for children from families with
disadvantaged socio-economic backgrounds (OECD, 2013).

In primary education, Colombia needs to establish a national curriculum framework for school
education. This would help in setting high, and equal, expectations for all children and provide
guidance to teachers on what students should be learning at each stage of their school career (OECD,
2016b). It should also encourage and support teachers to make more effective use of student
assessment. Teachers need greater assistance in how to assess whether students are learning, identify
those at risk of falling behind early on and design effective support strategies. To this end, teachers need
to be provided with adequate supports such as assessment tools, instructional materials, teacher
assistants and recourse to remedial courses. This should be complemented with the development
of professional standards and improve teacher education and professional development. Research
done for this Economic Survey finds that students at schools that have a higher share of teachers
with university degrees perform significantly better in Saber 11 (a Colombian student test) than
students in schools that have a low share of teachers with university degrees (Box 3).

More efforts should be made to improve technical education. Most pressing skill shortages
faced by industrial companies’ concern technical workers. Evidence shows that these students
perform relatively well: In PISA 2015 students enrolled in pre-vocational or vocational programmes
score 27 points higher in science than students in general programmes, after accounting for
socio-economic status. However, the share of students both at the secondary levels enrolled in
professional and technical degrees in Colombia is low in international comparison (Figure 16.A).
Evidence shows that, out of all online job listings that included the level of education required,
57% specified a preference for candidates with technical degrees (Lora, 2015). It is, without a doubt,
the level of education that has the largest difference between supply and demand, as only 11% of
Colombians have a technical degree (Figure 16. B). Therefore, more investment in vocational
education and training, at both secondary and tertiary level, will help reduce the skill shortage.
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Box 3. What are the main drivers of students’ performance in Colombia?

A research conducted for this Economic Survey estimated the drivers of students’ performance in
Colombia, using data from Saber 11, a national standardized test conducted by Instituto Colombiano para
laEvaluacion de la Educacion. Saber 11 is mandatory for all senior year high school students who wish to
obtain their school degree, and serves as an input for college entrance.

The analysis proposes a model where student performance in mathematics is the dependent variable, and
economic, social and cultural status of students and schools, sex and age are included as
independentvariables. The estimation also exploits differences in policy indicators across regions, and
employsinteractions to study if more investment in public education can help reduce the impact that
socioeconomicfactors, such as family income and level of education of the mother, have on student
performance.Specifically, the following equation was estimated employing different methodologies:

Pi baincj + boMEj +b3Sexj +bgAgej +bs * PSE| +bsincj * PSEj + Aqj +¢j

Where Pj represents the SABER 11 score in mathematics for student i, Incj is family income, ME; is the
level of education of the student’s mother, Sex;j is a dummy variable for sex taking the value 1 for girls, Agej is
the age of student i, A is a matrix containing the identified “traditional” variables (e.g. school characteristics),
PSE;j is the level of public spending per student that varies at the regional level j, and Uj is an error term.

The results show that students’ characteristics and their environment (i.e. sex, age and economic,
socialand cultural status of students and schools, level of education of their mothers) explain more than 20% of
thevariation in education performance in Colombia, a percentage relatively high when compared to those found
by other studies focusing on OECD countries and based on PISA (Avendano et al., 2016). After controlling
forstudents’ characteristics and their environment, the results show that in Colombia, public
spendingper student are positively related to better learning outcomes. The results suggest that if all regions
reach thelevel of spending per student of the region with the highest spending,— average math scores can
increaseby 3.8 to 4.3 points (around 8%), depending on the regions, with the highest improvement for low

incomestudents (Figure 1.15).

Figure 15. Higher spending in education increases math scores, particularly for low income students
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Figure 16. There is a deficit of technicians and technologists

A. The share of students enrolled in professional and technical degrees is low
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B. Composition of labour supply and demand by level of education in Colombia
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Note: Technical/vocational enrolment in secondary education (ISCED 2 and 3) as % of total secondary enrolment (ISCED 2 and
3) is the percentage of all lower and upper secondary students enrolled in technical/vocational education programs including
teacher training, expressed as a percentage of the total number of students who are enrolled in lower and upper secondary
education. Enrolment in technical tertiary education is the enrolment at ISCED level 5B programmes as a percentage of total
enrolment in tertiary education. The content of tertiary ISCED level 5B programmes is practically oriented/occupationally specific
and is mainly designed for participants to acquire the practical skills needed for employment in a particular occupation or trade
or class of occupations or trades - the successful completion of which usually provides the participants with a labor-market
relevant gqualification

Source: UNESCO Institute for Statistics. Data for 2012; Colombian Atlas of Economic Complexity (Lora, 2015).

Producing innovations and facilitating its diffusion to promote productivity gains

Toincrease productivity and strengthen competitiveness in international markets more spending is
needed on research and innovation activities. R&D expenditure at 0.2% of GDP is well below other
countries in the region or the OECD on average of 2.4% (OECD, 2015d). Colombia’s innovation
system is still modest, and lacks a strong business core, which is reflected in low average
product/process innovation in the manufacturing sector (Figure 17). The share of firms
introducing new products to the market is also low (Figure 18.A). However, firms performing
R&D are more likely to introduce new or significantly improved products (Figure 18.B).
Therefore, more public investment in research and development, and better incentives for firms to
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innovate, could help increase productivity. The Productive Development Policy (CONPES document
3866 of 2016) includes actions to strengthen productive units through improvements in managerial skills,
aswell as the incorporation and transfer of knowledge and technology. It includes programs aimed for
the scaling up of productivity and technical assistance plans for the agricultural sector.

Figure 17. Innovation in the manufacturing sector is relatively low

As a percentage of all manufacturing firms within the scope of national innovation surveys, 2010-12
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Note: International comparability may be limited due to differences in innovation survey methodologies and country-specific
response patterns. European countries follow harmonised survey guidelines with the Community Innovation Survey. Please see
www.oecd.org/sti/inno-stats.htm and chapter notes for more details. For countries following the Eurostat CIS 2012 the data
include ongoing or abandoned innovative activities. Only enterprises with 10 or more employees are covered.

Source: OECD Science, Technology and Industry Scoreboard 2015.

Framework conditions for innovation have improved significantly, and Colciencias is promoting
research and innovation activities through a number of programmes. Innovation systems is a
programme by which Colciencias provides specialized training to develop innovation capabilities.
Innovation alliances, managed jointly by Colciencias and the chamber of commerce, promote the
culture of innovation across companies in clusters. The Ministry of Information Technologies and
Communications is also running several programmes linked to innovation, and has an innovation
centre geared towards supporting government bodies in implementing e-government tools, as well as
training government employees to develop a culture of innovation. This ministry also runs
programmes, in conjunction with Colciencias, to finance the development of IT-based innovation
products and services among companies. Finally, another important tool for promoting innovation and
new business creation has been the establishment of iNNpulsa in 2012. Managed by Bancoldex,
a state-owned international commerce and business bank, this government agency promotes
innovative businesses by allocating co-financing grants to start-ups and other firms, and by running
programmes that help strengthen the environment for credit allocation.

To enhance innovation the authorities are implementing measures to encourage expenditure on
research and innovation activities in the private sector. The government plans to double expenditure
on science, technology and innovation from 0.5% of GDP in 2015 to 1% of GDP by 2018 (National
Development Plan 2014-18). The government has also introduced tax incentives for innovation. As a
result of the 2016 tax reform, companies that invest in activities that qualify as research, technological
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development or innovation are able to deduct 100% of related expenditure from their tax base and
can subtract a further 25% of the investment value from the tax due. Most private companies that
benefit from this tax incentive use it to acquire intellectual property products. This is important, as
Colombia has a very low share of investment in intellectual property products (Figure 19).
OECD research shows that productivity is driven by innovation, and that this process relies not only
on investment in research and development (R&D), but also on complementary assets such as
software, design and human capital (OECD, 2015d).

Increasing the efficiency and effectiveness of innovation also requires improvements in
knowledge diffusion channels. Therefore, it is important to increase collaboration between
businesses and education and research institutions, which is weak in Colombia (Figure 20).
Collaboration with higher education or public research institutions constitutes an important
source of knowledge transfer for large firms. Linking business and scientific research institutions
can help demonstrate the importance of research crossing several disciplines in new technology
development and identify need for relevant applied sciences (OECD, 2015d). Colombia should follow
the example of many European countries, where providing grants and loans to firms for R&D is a
common mechanism. Furthermore, it should start subsidizing joint work between companies and
universities or institutes, to boost collaboration. The aforementioned Productive Development
Policy, envisages a scheme of vouchers as a mechanism to promote innovation and collaboration
between high education institutions and the business sector.

Figure 18. Very few firms introduce new products to the market

A. Percentage of firms introducing new products to the market by sector, 2010-12
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B. Percentage of product innovation firms by R&D status, 2010-12
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Note: International comparability may be limited due to differences in innovation survey methodologies and country-specific
response patterns. European countries follow harmonised survey guidelines with the Community Innovation Survey. Please see
www.oecd.org/sti/inno-stats.htm and chapter notes for more details; For Colombia, data refer to the simple average of the
estimates for manufacturing the in 2011-12 and for services in 2012-13. For the OECD, data refer to the simple average of 28
member countries.

Source: OECD Science, Technology and Industry Scoreboard 2015: Innovation for growth and society, OECD Publishing, Paris.
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Share of investment in intellectual property products
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Figure 20.
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Improving the economy’

ability to

innovate and grow ultimately depends on the
participation of citizens in innovative processes, the degree of sophistication of demand, and the
readiness to accept and recognise the potential of science and technology (OECD, 2015d). This requires
empowering society to innovate by encouraging participation in the digital economy. More efforts
are needed to extend broadband communication networks and services provided. Although the
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penetration of fixed broadband networks has increased significantly between 2009 and 2014, it
remains below OECD averages (Figure 21).

Figure 21. Fixed broadband penetration is relatively low

Subscriptions per 100 inhabitants, by technology, June 2016
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Source: OECD, Broadband Portal.

Figure 22. The use of internet to interact with public authorities is low

A. Individuals using the internet to interact with public authorities
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Source: OECD, ICT Database; Eurostat, Information Society Statistics Database and ITU, World Telecommunication/ICT
indicators Database, July 2015.
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Colombia has made important efforts to promote trade integration in the recent years by
negotiating trade agreements with the U.S., EU, Costa Rica, Korea, Israel, and the Pacific Alliance.
These have helped reduce average tariffs from 12.8 % in 2000 to 5.2 % in 2014 (Figure 23.A).
There is evidence that opening the economy increased plant productivity levels for firms that export
goods (Camacho and Conover, 2010). However, while having lower tariffs than many Latin
American countries, Colombia still holds higher tariffs than the average of OECD countries (Figure
23).

Limited access to and competition from international markets tends to lower productivity
and potential growth. A large body of literature suggests that more integrated economies tend to grow
more rapidly than less integrated ones. Recent empirical studies show that tariffs have a negative
effect on productivity and export decisions of firms in downstream industries. Bas (2012) and
Chevassus-Lozza et al. (2013) demonstrate that the probability of entering the export market is lower
for firms in industries that face higher input tariffs (if the country has no duty-draw-back scheme).
Trade openness can reduce the marginal cost of investments in research and development (R&D) or
knowledge capital by reducing the price of “knowledge capital.” Similarly, international integration can
affect the incentives of the private sector and households to invest in human capital. Finally, trade
openness increases competition, lowering inputs, capital, and final prices. Recent OECD research
finds evidence suggesting that the negative effect of tariffs has been increasing in time due to the
increasing role of GVC (Johansson and Olaberria, 2014). This is because higher tariffs can
significantly reduce the degree of integration to GVCs (OECD, 2013).

Recent OECD analysis suggests that efficient integration into global value chains (GVCs) can
be an important element in raising productivity (OECD, 2016c). Colombia’s participation in
GVCs is limited. It mainly supplies primary inputs via downstream linkages, which is likely to
reflect the dominance of commodities in exports (Figure 24). Colombia participates little in sectors
typically associated with dynamic GVCs like motor vehicles, electronics, and services offshoring,
which is likely to reflect the high costs of transport and trade (Figure 24B).

Colombia seems to be better integrated to GVCs from a forward participation perspective
(Figure 25.A), which means that the share of Colombia’s value added in trading partners’ gross exports
is important. Colombia’s forward participation is mainly connected with the European Union, United
States and Canada, and is mainly explained by the mining sector (Figure 25, Panels C and D).
Colombia’s forward participation in medium-high and high technology industries is the lowest of all
Latin American countries for which data is available. The government is aware of the importance of a
better integration, therefore the aforementioned Productive Development Policy (CONPES 3866)
focuses on implementing policies for the productive apparatus to diversify into more sophisticated
products for which the country has (or is close to having) a comparative advantage, there is high
potential demand in local and international markets and products that are similar, as regards know-
how and technology, to the ones that the country already produces.

Colombia remains below peer countries regarding its backward participation to GVCs (Figure
25.B). This means that the share of foreign value added embodied in Colombia’s exports is low and
under-performing against peer countries (Figure 26). This is shown in a recent paper (OECD, 2016d),
which finds that trade policy and FDI openness play an important role for Colombia when
compared with countries such as Argentina or Brazil, but not as much when compared with Chile.
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Figure 23.  Significant effort has been made to promote trade integration
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Source: World Bank, World Development Indicators 2016.

Barriers to trading at the border can be measures by the OECD Trade Facilitation Index (TFI).
Colombia performs well in information availability, involvement of the trade community,
simplification and harmonisation of documents and internal border agency cooperation matching or
exceeding the average performance of upper middle income countries in all areas measured by the
Trade Facilitation Index (OECD, 2015e). Performance in the other TFIl areas is stable with the
exception of appeal procedures, fees and charges, the streamlining of border procedures and
governance and impartiality. Performance in advance rulings, appeal procedures, fees and charges,
automation, the streamlining of procedures, external border agency cooperation and governance and
impartiality continue to be below best practice.
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Figure 24. Paricipation in GVC is very low

A. Backward participation in GVC is very low
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Source: Trade in Value Added (TiVA) database, OECD (2015); World Bank (2015), Doing Business 2015 data.
Figure 25. Colombia’s backward and forward participation in GVCs,2011
2011
A. Backward participation by origin region B. Backward participation by broad sector
composition
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Note: The backward participation index is defined as the share of foreign value added in a country's gross exports. Forward
participation is defined as the share of domestic value added embodied in foreign countries' exports. For comparibility reasons,
most countries included are non-OECD peer countries, such as Brazil, Argentina, Indonesia, Romania, Vietham, among others.

Source: OECD-WTO Trade in Value Added database.
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Figure 26. Backward GVC participation: Ratio-relative contribution of policy and non-policy factors
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For upper middle income countries like Colombia the assessment of the impact of trade
facilitation measures, both on bilateral trade flows and on trade costs, shows that reforms with the
greatest benefit are in the areas of formalities (streamlining border procedures, simplifying and
harmonizing documents, and automation), governance and impartiality and information availability
(Box 4). The indicators involvement of the trade community, advance rulings, and fees and charges
also have a significant impact on trade flows. Efforts at reforming these areas should continue.
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Box 4. Main determinants of GVC participation in Emerging Economies

In a recent OECD study, Kowalski et al. (OECD, 2015a) quantify the importance of GVC participation
determinants across a large number of developed and developing economies. They found that trade facilitation
and logistics performance, quality of infrastructure and of institutions, intellectual property protection and quality
of electricity supply are particularly important (Figure 27). These are all areas where Colombia performs
relatively poorly, and where efforts are required to improve GVC participation. Improving infrastructure for trade and
logistics, and dealing with other behind-the-border issues present a significant opportunity to boost trade. Colombia’s
logistics costs, about 23% of product value, are well above OECD countries, including the Latin American members
(Chile is 18%, the OECD average is only 9% of product value).

Figure 27. The impact on GVC integration of other policies
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Strengthen productivity-enhancing institutions

Productivity-enhancing institutions are important in the identification and implementation
of policies to solve productivity challenges (Albrizio and Nicoletti, 2016). Unlike most Latin
American countries, Colombia has one such institution: the Competitiveness and Innovation
System is in charge of articulating policies to strengthen competitiveness. As part of this system,
the National Commission for Competitiveness is a consultative body that provides recommendations
for the competitiveness agenda. Given its large size, this commission is very broad and well
represented in terms of bringing together different interest in society. This is critical to
legitimizing the main policy strategies. At the same time, broadness can make the commission
ineffective in terms of making reform happen (Eslava et al., 2014). In practice, the true heart of the
system is the commission’s executive committee, composed of the heads of four government
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agencies and two private representatives: the Private Council for Competitiveness and Confecamaras.

The active public-private collaboration in the Executive Committee of the National
Competitiveness Council has given some degree of continuity to a public agenda of
competitiveness, which used to be affected by changes in government or ministers. It has been
successful in the removal of government failures, such as lack of regulations, complexity of
procedures, lack of coordination between government agencies, which were identified through the
interaction between the program and the private sector (Eslava etal., 2014).

Box 5. Policy Recommendations for reigniting growth by boosting productivity

Key recommendations

Sustain the increase in public investment.

Finance more infrastructure programmes on a regional basis. Implement the road infrastructure
program (4G) and guarantee that Private-Public-Partnerships continue to have proper cost-benefit
analysis.

Provide more grants and loans for R&D to enterprises. Fund R&D projects that bring industry and
academia together.

Remove regulations on public ownership and vertical integration in electricity, vertical integration and
market structure in rail. Introduce a court or a division of a court dedicated solely to commercial cases
and facilitate case management through electronic case management tools.

Make information on advance rulings on import conditions available more quickly and with higher visibility.

Other recommendations

Establish a body/forum to engage employers and unions in vocational programs. Ensure that good data
on the labour market outcomes of vocational programs is available to inform student career choice and
reduce the technicians’ gap.

Provide more grants and loans for R&D to enterprises. Continue to increase the number of e-government
services and monitor service quality, and Stimulate competition in the telecommunications sector.

Fund longer-term projects that bring industry and academia together. Ensure affordable Internet access,
especially for lower-income groups.
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