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A Primer on Misallocation



A Primer on Misallocation

Big question: Why are some countries rich and others poor?

Y = AKαL1−α ⇒ Y

L
= A

(
K

L

)α

• Cross-country differences in living standards too large to be explained by inputs

• The rest is differences in productivity
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A Primer on Misallocation

• What explains differences in productivity?

• Technology?

• Allocation of inputs across different producers?

• Misallocation: productive firms “too small” and unproductive firms “too large”
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A Primer on Misallocation

• In an efficient economy, firms will borrow up to the point where the marginal product
of capital equals the interest rate.

• Suppose there are two identical firms: one has access to subsidized credit and the
other can only borrow at a high interest rate. Then the marginal product will be
lower for the firm with subsidized credit.

• The productivity loss comes from the “wrong” firms using too many resources. If
capital was reallocated from the firm with low marginal product to the firm with high
marginal product then output would increase.
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A Primer on Misallocation

• Main idea: Look for dispersion in marginal product as evidence of misallocation

• In practice, marginal products are not typically observable, so measuring their
dispersion requires imposing some structure
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Measuring Misallocation
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https://doi.org/10.1162/qjec.2009.124.4.1403


Hsieh–Klenow Framework

• Consider an industry s with heterogeneous firms i

• Industry output is a CES aggregate of firm varieties:

Ys =

(∑
i

Y
σ−1
σ

si

) σ
σ−1

σ > 1

• Each firm produces using capital and labor:

Ysi = AsiK
αs
si L

1−αs
si

• Firms differ in physical productivity Asi
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Firm problem

• Firm i in industry s chooses capital and labor to maximize profits:

πsi = (1− τYsi )PsiYsi − wLsi − (1 + τKsi )RKsi

• Optimal input choices satisfy:

αs
PsiYsi

Ksi
=

(
σ

σ − 1

)(
1 + τKsi
1− τYsi

)
R

(1− αs)
PsiYsi

Lsi
=

(
σ

σ − 1

)(
1

1− τYsi

)
w

• τYsi distorts the scale of the firm, τKsi distorts the capital-labor ratio
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TFPQ and TFPR

• Hsieh–Klenow distinguish between physical productivity (TFPQ) and revenue
productivity (TFPR)

TFPQsi = Asi =
Ysi

Kαs
si L

1−αs
si

TFPRsi = PsiAsi =
PsiYsi

Kαs
si L

1−αs
si

• The gap between TFPs and TFP∗
s measures the cost of misallocation:

TFPs =

[∑
i

(
Asi

TFPRs

TFPRsi

)σ−1
] 1

σ−1

TFP∗
s =

[∑
i

Aσ−1
si

] 1
σ−1
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TFPQ
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TFPR
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Counterfactual
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Dynamics of Misallocation
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https://doi.org/10.1093/qje/qjx024


Background

• South Europe since 1990s characterized by:

• Declining interest rates

• Large capital inflows

• Low TFP growth rates

• Hypothesis: Low TFP because capital was misallocated after interest rate decline
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Spanish Manufacturing
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Overview

• Document empirical evidence of misallocation in manufacturing firms:

• No trend in dispersion of log(MRPL) → labor no more misallocated than before

• Increase in dispersion of log(MPRK) → increased capital misallocation

• Develop model of heterogeneous producers with financial frictions:

• Size-dependent borrowing constraint: Large firms can borrow more

• Fall in interest rate → TFP decline

• How? Lower interest rate → Increases optimal capital

• Large firms can borrow, so they increase capital (return to capital falls)

• Small firms cannot borrow, so they cannot expand (return to capital increases)
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Dispersion in MP
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Model

• Firms produce varieties of manufacturing goods with production function
y = Zitk

α
it l

1−α
it and face downward sloping demand y = p−ϵ

it

• Firms choose consumption, debt, investment, labor, and price to maximize
E0
∑∞

t=0 β
tu(cit)

• Productivity Zit has an aggregate effect, an idiosyncratic permanent effect, and an
idiosyncratic transitory effect

• Size-dependent borrowing constraint

• Costly capital adjustments
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Model

Let ait = kit − bit :

V (a, k, zP , zT ,X ) = max
a′,k ′,l ,p

u(c) + βEV (a′, k ′, zP , zT ′,X ′)

s.t.: c + a′ +
ψ(k ′ − k)2

2k
= p(y)y − wl − (r + δ)k + (1 + r)a

y = p−ϵ

y = Zkαl1−α

Z = ZAzP exp(zT )

k ′ ≤
(
λ0 + λ1Ψ(k ′)/a′

)
a′
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Aggregate Variables
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Financial Frictions
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Mechanism

kis,07 − kis,99
kis,99

= ds + βz log(Zis,99) + βa log(ais,99) + βk log(kis,99) + ukis

Data Model HeF Model HoF Model NoF

βa 0.17 0.21 0.11 -0.03

β̂a = 0.17%: firms that in 1999 had a 1% higher net worth invested 0.17% more in
capital by 2007

Why? Larger firms more likely than small firms to overcome their borrowing constraints
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Mechanism
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Other Countries
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Other Countries

29 / 34



Where to go from here
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https://www.globalcapitalallocation.com/teaching
https://www.globalcapitalallocation.com/teaching
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https://cepr.org/events/event-series/steg-pedl-virtual-course-private-enterprise-productivity-and-economic-growth


Where to go from here

• Measurement

Carrillo et al. (2023); Kehrig–Vincent (2025); Bergquist–Lashkari–Verhoogen (2026)

• Microfoundations of misallocation

David–Venkateswaran (2019); Liang (2023); Ropele–Gorodnichenko–Coibion (2024); Gupta
(2024); Bornstein–Peter (2025); Li–Lian–Ma–Martell (2025); Baqaee–Burstein (2025);
Holgúın–Ocampo–Salgado (2026)

• Discrimination and inequality

Hsieh–Hurst–Jones–Klenow (2019); Morazzoni–Sy (2022); Goraya (2023); Tan–Zeida
(2024); Hsieh–Klenow–Manu–Rockall (2026)

33 / 34

https://www.nber.org/papers/w31311
https://academic.oup.com/restud/article/93/2/1103/8172429
https://www.nber.org/papers/w34756
https://www.aeaweb.org/articles?id=10.1257/aer.20180336
https://www.sciencedirect.com/science/article/abs/pii/S1094202522000746
https://www.aeaweb.org/articles?id=10.1257/aeri.20230201
https://apoorvgupta-econ.github.io/pdf/MarkupsMisallocationIndia.pdf
https://apoorvgupta-econ.github.io/pdf/MarkupsMisallocationIndia.pdf
https://www.aeaweb.org/articles?id=10.1257/aer.20230168
https://www.nber.org/papers/w33960
https://www.nber.org/papers/w34233
https://ocamp020.github.io/HOS_Markup_Accounting.pdf
https://doi.org/10.3982/ECTA11427
https://www.sciencedirect.com/science/article/pii/S0304393222000381
https://www.sciencedirect.com/science/article/pii/S0304393223000144
https://www.sciencedirect.com/science/article/pii/S0304393223001514
https://www.sciencedirect.com/science/article/pii/S0304393223001514
http://klenow.com/Misallocation_versus_Inequality.pdf


Where to go from here

• Misallocation of innovation

Ottonello–Winberry (2024); Dou–Ji–Tian–Wang (2024); Aghion et al. (2025); Lehr (2025)

• International aspects

Bau–Matray (2023); Bai–Jin–Lu (2024); Kilumelume et al. (2025)

• Organizational aspects

Chauvin–Chauvin–Chaves (2025); Schymik (2025)
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https://www.nber.org/papers/w32056
https://www.nber.org/papers/w32147
https://www.nber.org/papers/w34190
https://www.imf.org/en/publications/wp/issues/2025/09/12/did-r-d-misallocation-contribute-to-slower-growth-570339
https://onlinelibrary.wiley.com/doi/abs/10.3982/ECTA19039
https://www.aeaweb.org/articles?id=10.1257/aer.20200596
https://academic.oup.com/wber/article/40/2/277/8112537
https://publications.iadb.org/en/connectivity-and-misallocation-multi-unit-firms
https://www.crctr224.de/research/discussion-papers/archive/dp637
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