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Foreword

Today we can build a better future in Mexico. One in which every
man and woman has greater opportunities to generate income
and create family savings. A future in which retirement from the
workplace can be comfortably enjoyed, in which poverty affects
an increasingly smaller number of families, and in which children
and youth can enjoy quality health care, education and many other
such services. In other words, today we can establish the bases for
Mexico to become a developed country in the next 20 years, and
where its people can have a higher standard of living with a better
distribution of income.

If we are to learn anything from international experience it is that
economic development cannot be considered a given nor can it be
viewed as the exclusive privilege of a few nations. Rather, from
numerous examples evidence shows that in each nation economic
development is essentially the result of individual and collective ef-
forts to obtain sustained gains in productivity. Certainly, this becomes
easier within an institutional framework that offers the appropriate
conditions and incentives for generating physical and human capital,
which in turn enhance the rapid expansion of individual productive ac-
tivity within an environment of competition and fair opportunities.

How to create the most appropriate conditions and incentives to
strengthen Mexico's growth and economic development has been
the main subject discussed in our Serie Propuestas (Proposal Series)
since 1999. Based on this previous work, | am pleased to present
this Special Edition in English of the Serie Propuestas. The aim of this
issue is mainly to compile in a single publication the more relevant
points in our analyses regarding how to achieve greater development
in Mexico, and to present for public opinion and debate ten strategic
actions to boost productivity and well-being.

We hope this work will contribute to the free exchange of ideas that
Mexico requires to define the most appropriate actions that will allow
the country to build a better future. In this context, we believe that a
comprehensive overview of the main economic issues that must be
resolved and their clear interrelation can help the public to understand
better the need to introduce numerous changes in the Mexican insti-
tutional framework. It also offers an opportunity to explain to society
that the short-term costs that such a process of improvement might
impose can be reduced and compensated by appropriate strategic
planning and preparation and that, viewed from a medium- and long-
term standpoint, the social gains derived for Mexico from greater
economic development will ultimately exceed the costs.

Itis therefore time for everyone to provide ideas, reach agreements,
and carry them out as soon as possible.

Hector Rangel Domene



Editorial

The aim of any public policy is to improve the well-being of the people.
Just for this, it is imperative to involve society in its design, particularly
regarding a democracy. But, there are practical reasons for this as well.
One is that actions taken to improve social well-being should be long
term and consequently should extend beyond the customary electoral
periods. Social support is thus necessary for their continuity. The other
is that although the underlying aim of public policy is to improve social
well-being, some decisions can be costly for some population groups,
which tends to result in their dissatisfaction. For this situation not to
become an obstacle to the application of such policies and prevent
improvement in the living conditions of broad sectors of the population,
it is necessary for society to know and value them.

The time is now right for Mexico to enter into a debate on how to improve
social wellHbeing, not only because of the upcoming elections, but because
even though the long term always appears distant, it is in fact, increasingly
closer. An international environment characterized by intense competition
and globalization is here and increases the costs for the country of assum-
ing an indifferent attitude and not advancing decisively toward improving
productivity, which is the only road to enhancing social well-being. Thus,
this special issue of the Serie Propuestas (Proposal Series), while recogniz-
ing that considerable progress has been made to improve living standards
in Mexico, also notes that much still remains to be done.

It is not the aim of this publication to propose an absolute and simple
formula, which rarely exists, but to provide what we consider to be
the key elements to increase productivity and social well-being. To
this end, the document proposes ten actions. Maintaining macro-
economic stability and strengthening the country’s fiscal position
(including pensions) are undeniably of crucial importance, since this
would provide confidence regarding the direction of the economy
and would free resources to increase public spending in areas of high
social benefit. Also, it is necessary to improve efficiency in allocating
resources, assuring the supply of energy and making the labor market
more flexible, as well as strengthening competition and access to
markets, and not deviate from reinforcing respect for the law.

We do not believe that there is only one way to lead Mexico to greater
wealth and a better distribution of income. We are certain that our
analyses may find agreement among some, and inspire healthy dis-
agreement from many others, but we also think it is important to offer
a comprehensive view and to participate in the debate with alternatives
that can lead to positive conclusions. The steps we are proposing are
found in an initial article that serves as an umbrella for specific policies
and explains the reasons why we believe that the quest for higher
living standards in Mexico should be based on improving productivity
and reinforcing the role of the state. This in order to guarantee that the
mechanisms of a market economy operate properly and that the basic
function of providing adequate public goods and improving the distribu-
tion of income are met. Moreover, conscious of the fact that, in the end,
a debate on development must take place in a specific political context,
we are closing this issue with the opinion of an independent collaborator,
who offers a political view on how to achieve new institutional improve-
ments in Mexico. We invite you to read on.
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Chart 1

Bancomer

Selected Indicators

1980 2004
Health
e Basic vaccination program for preschool  nd 98.2
children (%)
¢ |nfant mortality rate for each 1,000 40.2 16.5
births
e Life expectancy at birth (years) 67.1 75.2
Education
e Terminal efficiency
e Primary 63.0 89.7
e Secondary 755 78.8
o |lliteracy (%) 17.0 8.3
e Average schooling (grades) 4.6 8.2

Source:

Chart 2

Appendix to 2005 State of the Nation report

Characteristics of Poverty in Mexico
Percentage of poor

1992 2002 2004

Asset poverty’
National 52.6 51.7 47.0
Urban 44.0 42.0 41.0
Rural 65.0 67.5 56.9
Capacities poverty?
National 28.0 26.5 24.6
Urban 18.4 16.0 17.8
Rural 41.8 43.8 35.7
Nutritional poverty®
National 22.5 20.3 17.3
Urban 13.5 1.4 11.0
Rural 35.6 34.8 27.6
1 People who cannot cover nutritional needs and basic
consumption on the level of clothing, footwear, housing, and
public transportation
2 People in nutritional poverty plus those with limited access to
health-care and educational services
3 People who cannot cover nutritional needs
Source:  Appendix to 2005 State of the Nation report
Chart 3
Average Growth Rates
Percentages
Population  Real GDP Per capita GDP
1981-1985 2.2 2.1 -0.1
1986-1990 2.0 17 03
1991-1995 18 16 0.2
1996-2000 1.4 B.5 4.1
2001-2004 1.6 1.6 0.0

Source:
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What do we need?
Economic Growth for Social Well-being

In the past 25 years, the state in Mexico has taken numerous steps
to improve the welfare of the population.! This is reflected, for ex-
ample, in concrete advances registered in some health and education
indicators. National vaccination campaigns have eradicated illnesses
such as poliomyelitis, diphtheria, and cholera, and the incorporation of
new technologies and medications in the National Health System has
reduced mortality rates and increased life expectancy. In education,
the coverage of basic schooling is almost universal and the percent-
age of students who conclude basic education studies (pre-school,
primary and secondary school) has increased. Thus, between 1980
and 2004, illiteracy in the population has decreased from 17% to 8.3%
and the average number of school years completed has increased
from 4.6 to 8.2 (See Chart 1).

Nevertheless, the disparities in the country are still enormous. In rural
areas, a great number of homes do not have electricity and drinking
water and in the urban areas, public works for street lighting, sewer
systems, and street paving are still pending. In addition, the country
faces a shortage of jobs in the formal sector, there is a housing deficit
of slightly more than four million homes, and 43% of the population
does not have health insurance and social security coverage. These
conditions are even more adverse for some social groups due to their
poverty. Official figures for 2004 indicate that on a national level, 47 %
of the population does not have enough income to cover minimum
basic needs (food, clothing, footwear, health care, education, housing,
and transportation) and 17.3% cannot even pay for food. The situa-
tion becomes more serious in rural areas, where those percentages
rise to 56.9% and 27.6%, respectively (see Chart 2).

The key lies in improving productivity

The lack of resources is not the main cause of the underdevelopment
and poverty that the country faces. Mexico has a young population
and has substantial natural resources. In terms of territorial extension,
Mexico is the 14th largest country in the world and among its assets
are extensive coastlines, seas and rivers; deserts, woodlands and
tropical rainforests; plains, mountains and valleys. It is also an impor-
tant producer of oil, gold and silver; iron and zinc; a major exporter of
meat, vegetables and lumber, and a leading tourist attraction. More-
over, due to its geographical location, Mexico is in a strategic position
to establish business relations with North America and, possibly, to
serve as a link between North America and Europe and Asia.

Mexico's low productive capacity is the main barrier to its devel-
opment. Price instability and the financial crises of the past had a
negative effect on the country’s productive capacity because they
were obstacles to physical and human capital formation and ultimately
economic strength. As a result, real growth in per capita income has
been very low (see Chart 3). This decline in living standards has been
more pronounced in the rural areas due to the number of inhabitants
involved (25.4% of the country’s total population), low productivity,
and the small share of agriculture in gross domestic product.

1 The state encompasses the executive, legislative, and judicial branches on the three levels of
government: federal, state, and municipal.



There is little doubt regarding the need to increase the economy’s
productive capacity in order to achieve greater social well-being.
Evidence indicates that an increase in the production of goods and
services and their free exchange in the markets create greater em-
ployment opportunities and higher income for the population (see
Sala-i-Martin (2000)). Furthermore, various studies show that when
a country's per capita income increases, its social welfare indicators
improve, especially for those living in poverty. More specifically, Dol-
lar and Kraay (2000) demonstrated that as per capita GDP increases,
the income of the population living in poverty also rises in the same
proportion (see Graph 1).

The availability of resources and the productivity with which they
are used determine economic growth. Although Mexico has the
advantage of having substantial resources, it is in productivity where
it faces serious challenges. Faal (2005) revealed that since 1980 the
country's productivity has been negative, only improving after its trade
opening and other economic measures were adopted (see Chart 4).
This is cause for concern because the countries with greater growth
and higher social welfare indicators are those that register greater
increases in productivity and the reason for this is simple: while natu-
ral resources are limited, human creativity is not, and therefore, the
possibilities of improving production due to increases in efficiency
or technological innovations are significant.

Boosting productivity and improving the well-being of the pop-
ulation requires strengthening the institutional framework

Many researchers point out that the conditions and incentives to
achieve gains in productivity depend on each country’s institutional
setting. North and Thomas (1973) note that countries with norms
and institutions that encourage and protect private economic activity
see innovation and the efficient use of resources flourish. They thus
obtain gains in productivity that later materialize in greater produc-
tion and employment. In contrast, in nations where the institutional
framework does not protect, but rather hinders private productive
activities, the general result is a waste of resources, economic stag-
nation, and poverty.

Itis clear, then, that Mexico should strengthen its institutional frame-
work. This is a task in which the state has a key responsibility since
it is in charge of establishing the institutions and setting the norms
that regulate both its own and private participation in the economy.
Fortunately, in Mexico, the state does not have to begin from zero in
undertaking such efforts in favor of greater productivity and economic
growth. Not only major advances in this regard have already been
made, but considering the challenge the country faces, the experi-
ence at the international level offers numerous cases of nations that
boosted their development in this manner. Chile in Latin America,
Spain and Ireland in Europe, Singapore in Asia, and Australia and
New Zealand in Oceania are examples of countries that 25 years
ago had per capita income similar to that of Mexico and that today
have at least doubled or tripled such income levels partly due to the
strengthening of their institutions. Their higher per capita income has
allowed these countries to reduce poverty and approach the levels
of economic welfare enjoyed by the United States (see Graph 2).
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Chart 4
Sources of Economic Growth in Mexico,

1965 - 2003
Contribution to GDP growth, percentage points

1965-1979 1980-2003 1996-2003

Production factors

Labor 2.4 2.0 1.6
Capital 2.0 1.1 1.2
Productivity 2.1 -0.5 0.7
Real GDP growth 6.5 2.6 35

Source:  Faal (2005)

Graph 2

Per Capita Income
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Graph 3
Per Capita GDP and Property Rights
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Graph 4
Government Spending and

Economic Growth
OECD countries

Real GDP % growth during the decade
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Source:  Gwartney (1998)

Chart 5

Economic Freedom Index
Scale of 1 to 5 (best to worst)

1995 2000 2005 Position*

Hong Kong 1.51 1.40 1.35 1

Singapore 1.68 1.59 1.60 2
Ireland 2.15 1.81 1.70 5
New Zealand nd 1.75 1.70 5
Chile 2.60 2.04 1.81 11
United States 1.99 1.88 1.85 12
Mexico 3.10 3.09 2.89 63
* 2005 position in the world

Source: Heritage Foundation
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The national agenda should be centered on three issues: pro-
viding public goods, the efficiency of the state, and greater
economic freedom

The international experience indicates that the process of strengthen-
ing society's institutions for productivity and social well-being should
invariably encompass three areas: the sufficient supply of public
goods by the state, the efficient operation of the public sector, and
the expansion of opportunities for production or economic freedom
for private enterprise.

Public goods such as security, the administration of justice, macroeco-
nomic stability, and the creation of basic infrastructure are essential for
development, because they allow respect and peaceful coexistence
among individuals. They protect people’s life, property and other rights;
they reduce the costs of trade in the markets; they offer certainty to
individuals for the accumulation of physical and human capital, and they
facilitate technological development. Their existence represents a net
social benefit, and it is efficient that the state guarantee and/or supply
them, since contrary to private goods and services, no one can be ex-
cluded from their use or consumption. It should come as no surprise,
then, that the countries that strengthen the position of the state as a
regulator and often as a producer of public goods improve the opportuni-
ties of economic growth and equity for the population (see Graph 3).

Nevertheless, the international experience also indicates that when
government spending exceeds expenditures earmarked for providing
public goods and is not applied efficiently, it can hinder productive
activity (see Graph 4). Gwartney (1998) offered four reasons to explain
this hypothesis: 1) uncontrolled growth in public spending reduces
economic activity because it can potentially impose a higher tax
burden on the population to finance such expenditures, 2) as public
spending shifts away from the production of public goods, its pro-
ductivity decreases; that is, resources are increasingly earmarked for
items with less social benefit, 3) a direct participation of the state
in the production of private goods and services can displace private
productive activity, and 4) as the state grows, its resources become
an objective for interest groups for their redistribution and their so-
cial profitability declines. Estimates by Gwartney indicate that for
each 10-percentage point increase in the ratio of public spending to
GDP, annual economic growth decreases by one percentage point.
Therefore, control over public spending and the efficient application
of such expenditures are essential to improving productivity.

At the same time, in the international agenda for institutional strengthen-
ing, a special emphasis is placed on expanding productive opportunities
forindividuals, because it is widely recognized that they create a nation’s
wealth. Thus, economic freedom—understood as free choice and the
facility to participate in the markets—has been a key factor in explaining
the differences in the progress registered by different countries. In this
regard, Alvarez and Vega (2003) argued that when the markets do not
operate freely or when they are ignored, the benefits of specialization
and trade are not taken advantage of, to the detriment of economic
growth. It should come as no surprise then that countries with important
advances in productivity and social well-being such as Singapore, New
Zealand, Ireland, and Chile, also occupy first places on a worldwide level
in terms of economic freedom (see Chart 5).



Mexico can increase its productivity and social well-being

In Mexico, the state has already led some important institutional
transformations to increase the productive capacity of the economy.
In the 1980s, it began a process of macroeconomic stabilization to
combat inflation and then in the 1990s launched an economic open-
ing and control over public spending to reduce the government’s
excessive intervention.

Measures such as control of the fiscal deficit and the elimination of
monetary financing, the autonomy of the central bank with the man-
date to guarantee price stability, the adoption of a flexible exchange
rate, the deregulation of domestic markets, and the incorporation of
the country’s economy into international trade and investment, have
established the bases for Mexico to have more appropriate conditions
and incentives for greater mobility of the productive factors, lower
price distortions and, of course, gains in efficiency and productivity.
Over time, their impact on the social well-being of the population
will be increasingly positive. Indeed, Dollar and Kraay (2000) have
found long-term evidence that lower inflation, more efficient public
spending, and respect for the law have an important positive effect
on a country’s per capita income and especially in the case of the
poorest strata of its population (see Graph 5).

However, this is only a first step, because the obstacles to productiv-
ity are not static and can assume different forms. In Mexico, such
obstacles range from protective measures for certain industries to
prohibitions on private sector participation in different fields of eco-
nomic activity, passing through price controls, taxes that generate
major distortions, complex and bureaucratic paperwork procedures,
and excessive federal and local regulations. In response to these ob-
stacles, the state should resume its central role in development and
strengthen its institutions to guarantee individuals equality of condi-
tions to produce and compete in the formal economy. This would
create appropriate incentives for greater production, investment, and
employment, but would also open up new opportunities and would
generate resources so that the state can attend more efficiently to
the needs of the population and especially its poorest strata.

Fortunately the evidence indicates that it is possible to increase a
country’s social well-being levels. Doing so does not depend on mi-
raculous formulas but on an institutional framework that promotes
productivity and the capacity of the economy to generate employ-
ment. In order to strengthen this institutional framework in Mexico,
we are presenting an agenda consisting of ten strategic actions in
relation to the direction that the country can take, and proposing, in
this regard, some general guidelines and specific policies. Neverthe-
less, the recommendations do not presume to be exhaustive and
certainly they do not represent the only alternatives. In this document
we are only presenting those proposals that might be efficient from
economic and technological standpoints in achieving the objectives
set forth, and viable in terms of their application in accordance with
different national and international experiences. The ten strategic ac-
tions are required to strengthen economic growth. In this context, any
advances made, if in the right direction and regardless of how modest
they might be, represent gains in terms of social well-being.
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Graph 5
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What must be done?
1. Consolidate Macroeconomic Stability

Serie Propuestas

We must do it, because. ..

Budgetary control and reducing inflation generate certainty for eco-
nomic activity and confidence for investment. In recent decades,
greater control over government spending, a responsible handling of
the public debt, and the autonomy of the central bank have allowed a
significant reduction in the public deficit and inflation rates in Mexico.
(See Graph 1). All this has led to a condition of stable prices, reduced
country risk perception and lower interest rates, all of which have
facilitated better investment planning and have extended consump-
tion opportunities for the population.

Nevertheless, to achieve higher and, above all, sustained growth rates
in the Mexican economy, certainty is required in terms of long-term
macroeconomic conditions. This can be achieved by consolidating and
advancing in resolving challenges such as strengthening public finances
and guaranteeing the financing of various contingent liabilities.

How can we do it?
* By reinforcing fiscal discipline

With fiscal discipline, excessive indebtedness can be avoided, the
risks of an economic crisis can be reduced, and price instability cur-
tailed. In addition, with interest rate stability, spaces are opened for
private enterprise to develop greater economic activity in a framework
of certainty. While authorities have scored significant progress in this
regard, it would be worthwhile to reinforce some important factors
so as to ensure that such advances be permanent and that they be
strengthened.

V' By guaranteeing a balanced budget

In Mexico, the evolution of balanced public sector finances has been
favorable. Between 1989 and 2004, the fiscal deficit as a percentage
of GDP, declined from 4.8 to 0.3, as a result of significant control over
spending. If financial costs are excluded from the balance sheet, the
“primary balance” would register a surplus, which on average was
3.4% of GDP between 1990 and 2004. However, the figures also
reveal a decreasing fiscal effort, since in 1990 the primary surplus
was 7.2% of GDP, while in 2004 it had dropped to 2.5%. This shows
how, within the primary structure of spending and revenues, there
are increasingly fewer funds available to attend to financial costs,
without even considering expenditures on guaranteed and contingent
liabilities.

In the future, will the present primary surplus be sufficient? The
response to this question should be formulated in terms of whether
the primary surplus reduces the balance of the public debt or keeps it
constant over time. The details of this estimate, based on the account-
ing data available on the uses and sources of government financing,
can be found in BBVA Bancomer Serie Propuestas (Proposal Series)
No. 23. Here, only the results of two debt scenarios will be discussed:
a) 40% of GDP in relation to the country’s traditional debt in addition

Graph 1
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Graph 2
Performance of 40% of GDP Debt with
a Constant Primary Surplus of 1.4% of
GDP*
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Graph 3
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Graph 4

Chile: Fiscal Balance
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to the federal government’s guaranteed liabilities and b) 95% of GDP,
taking into account the contingent liabilities due to the main public
pension systems. (See Chart 2).

Based on the assumption of constant GDP growth rates (3.5%) and
real interest rates (6%), the primary surplus required to keep debt
constant at the equivalent to 40% of GDP would be 1.0%; and to re-
duce it to zero in 50 years would be 1.4%. (See Graph 2). Meanwhile,
in order to maintain debt at 95% of GDP, the primary surplus would
have to be 2.3% and to eliminate it in 50 years, the corresponding
figure would have to be 3.3%. (See Graph 3). This does not mean
that the debt must be brought to zero in 50 years; it only indicates
that if current fiscal efforts remain constant or increase, there would
be no problem in paying the traditional or guaranteed liabilities, and
substantial funds could even be freed for other social priorities. In
the case of contingent liabilities, fiscal efforts should be greater so
as not to have to face solvency risks.

In order to ensure constant fiscal efforts that would allow the federal
government to meet the liabilities that it is facing in the medium and
long terms, it would be important to approve steps that, codified into
law, would establish the rule of having a balanced budget or a constant
primary surplus in a multi-year period (6 years). Moreover, in order to
allow the application of a counter-cyclical fiscal policy, the rule could be
defined with respect to “structural” balance, as is the case in Chile.

In Chile, “structural balance” is defined as the revenue level minus
government expenditures if economic activity, measured by GDP,
were to grow at its potential rate and if the price of copper were the
same as its medium-term trend. The fiscal policy rule adopted by the
Chilean government consists in setting public spending in the budget
at such a level that the structural balance will register a surplus of
1% of GDP every year. This rule allows the economic balance to be
lower than 1% of GDP when cyclical conditions are unfavorable and
higher than 1% when they are favorable. (See Graph 4).

To provide transparency in the structural balance estimate, the Chil-
ean government consults with External Expert Committees regarding
long-term copper prices and the economy’s potential production level
that must be included in its estimate. The details can be found in the
Internet page of the Chilean Finance Ministry, www.hacienda.gov.cl
and in Marshall (2003). In Mexico, the proposal for balanced public
finances should be related to oil prices.

Vv By establishing financing rules for the new legislation

In Mexico's various legal dispositions one frequently finds a clear
contrast in which there are ample social benefits in the form of free
or highly subsidized services for the population, but there are no le-
gal long-term provisions that would assure government financing of
these services. This is serious because, within a context where the
state sets its budget annually and with variable allocation criteria for
its outlays, it is impossible to guarantee financing of public programs
or institutions in charge of providing the rights promised to society. An
insufficient and/or low-quality provisioning of various services provided
by the state is proof of this frequent reality.



To prevent the legal framework from being a source of unfulfilled
promises to society, despite its good intentions, the proposal, from
now on, is all bills, particularly those with a high impact on the fed-
eral budget, should contain regulatory provisions (articles, sections,
clauses, etc.) that would adequately provide for long-term financing
for all state expenditures. Strict rules should also be established for
exercising public expenditures: a) there should not be any govern-
ment programs with incomplete financing that can later turn into
liabilities for the state, and b) all additional expenditures should be
offset with cutbacks of equal magnitude in the expenditures of other
already budgeted projects or programs, although of lower priority, or
should be backed by new public revenue.

* By strengthening public sector revenue

Strengthening public sector revenue provides viability for the state's
social activity, without causing pressure on the budget and/or the
public debt. In Mexico, the main sources for public sector funds are
revenue from taxes and oil. In this section, proposals will be offered for
strengthening oil revenue due to its importance in budgetary revenue.
(See Graph 5). In the following section —"Improving efficiency in tax
collection”— proposals will be presented to increase tax revenue.

Vv By optimizing oil revenue

In Mexico, Petroleos Mexicanos (Pemex) is responsible for maxi-
mizing the economic value of the country’s oil reserves so that,
subsequently, the state can transform these non-renewable resources
into productive assets, goods and services for the nation. Within this
context, Pemex's fiscal regime should ensure the greatest amount
of funds possible for the government, allowing the expansion in the
productive capacity of the state-run oil company. Through 2005, the
fiscal regime ensures that by means of a combination of duties and
taxes, the state-owned oil company will turn over to the state 60.8%
of its total sales of hydrocarbons and petrochemical products and
any additional funds, whenever oil prices exceed the limit established
in the Revenue Law. While the rates for duties and taxes applied to
Pemex are comparable to those of other oil producing countries, its
fiscal regime discourages productive expansion (which reduces the
generation of revenue for the state in the medium term) because
in the duty on oil extraction, the costs including investment cannot
surpass the amount authorized a priori by the Finance Ministry for
effects of estimating the taxable base (revenue minus costs).

In July 2005, the Chamber of Deputies modified the Pemex fiscal
regime so that the state-owned oil company would have more funds
for the development of its activities. The reform consisted in replacing
three duties by other new fees with lower tax rates and in reducing
its taxable base. (See Chart 1). This was done by defining the concept
of revenue, eliminating a priori limits in costs, and setting periods
and deductible amounts for investment. Also taken into account was
a four-year transition period for deductions for costs, expenditures,
and investments that do not exceed a fixed quota of the volume of
the extracted hydrocarbons. (See Pemex 2005).
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Graph 6
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The fiscal regime approved in July 2005 would grant P$25 billion
in resources to Pemex in 2006 and an accumulated total of P$160
billion through 2009. (See Graph 6). Nevertheless, the correspond-
ing bill was returned to the lower chamber of the legislature by the
executive branch with a series of observations. Once most of these
were included, and an expansion of the amortization period for invest-
ments and a differentiated treatment for natural gas to stimulate its
production were considered, the congressional deputies approved
a motion on a new fiscal regime for the company in October 2005,
which was later sent to the Senate for its consideration and approval.
Under the new tax plan, in 2006 Pemex would receive US$23 billion,
based on an average price of the Mexican mix of US$31.5 per barrel
and considering an exchange rate of P$11.40 per dollar.

However, these steps should be reinforced with measures leading to
a more efficient operation of the state-owned oil company in order to
ensure that the economic value of Mexico’s hydrocarbons is maximized.
For example, the figures of Pemex's operating performance (sales minus
costs and expenditures, excluding taxes and financial costs) indicate that,
with the exception of Pemex Exploration and Production (PEP)—the
company that absorbs the greater part of the tax burden—all the sub-
sidiary bodies of the state-owned enterprise are facing high costs. (See
Graphs 7 and 8). Thus, without improvements in efficiency, there is the
risk that the additional revenue from a new fiscal framework in Pemex
will only have a transitory effect on improving production capacity.

Greater productivity in Pemex is therefore essential not only to guarantee
the company’s competitiveness, but also to reduce high social costs for
the country, since all inefficiency in the state-owned company inevitably
diverts funds that could be used in combating poverty and/or providing
public goods and services. With this in mind, one alternative would be
to correct the decree approved in October 2005 by the Chamber of
Deputies, so that the deductions for costs and expenditures, excluding
investment, will be indefinitely maintained at a costcap of the value of
the hydrocarbons extracted and not only during a transitional period. This
simple correction would allow Pemex to develop its investments, and at
the same time would protect the state’s taxable base from inefficiencies
in production. Nevertheless, the costcap could be reviewed every four
years so that Pemex and its subsidiary divisions can meet their operat-
ing efficiency goals, previously agreed to with the Finance Ministry in
categories such as percentages of utilized capacity, warehousing and
distribution costs, repair times for facilities, etc.

* By strengthening the responsible management of the public
debt

The public debt affects the solvency of government finances, the
effectiveness of monetary policy, and unquestionably, the well-being
of future generations. Therefore, any advance made toward better
management of the debt represents a net social benefit.

Vv By setting stricter rules for public indebtedness
In Mexico, the constitutional framework allows for a judicious man-

agement of the public debt by the executive branch of government,
since the latter must present Congress with a proposal on the net



indebtedness required to finance each year's budget. However, this
does not guarantee a limit, since the legislation in force also provides
for authorization from the executive branch in order to exercise or ap-
prove additional amounts of financing, when, in its opinion, there exist
“extraordinary” circumstances. Under such “extraordinary” circum-
stances, undefined by the law, the executive branch must only inform
Congress of the use of the previously mentioned authorization.

Within this context, the proposal is to remove the executive branch’s
authority to exercise additional debt under “extraordinary” circum-
stances. Rather, in response to “adverse economic shocks”—a term
amply known among economic specialists—the executive branch
should submit a new debt proposal for authorization by Congress.
This is the case because in response to a change in the usual condi-
tions of the economy, there is great uncertainty regarding its future
performance and, as a result, there is considerable room for errors
in estimates. Considering that the management of the public debt
affects the solvency of long-term public finances, it would be worth-
while to hold an extensive debate on the advisability of increasing
the debt in response to short-term shocks and undertake an evalu-
ation of its potential costs, alternative scenarios, and the necessary
mechanisms to reduce such liabilities. The Mexican experience in
the 1970s and 1980s in 1) the oil boom, 2) foreign debt, 3) the drop
in crude oil prices and 4) the foreign debt crisis, illustrates the costly
errors that can be made under the legislation currently in effect.

vV By expanding the administrative faculties of the Finance
Ministry in managing the public debt

The public debt is comprised of the liability obligations of: I) the
federal executive branch and its departments and divisions, Il) the
Federal District (Mexico City) government, Ill) decentralized agencies,
IV) companies with majority state control, V) development banks,
national insurance and bonding companies, and VI) trusts in which
the federal government or any of the previously mentioned entities
participate. It is up to the executive branch, through the Finance
Ministry, to authorize federal public sector departments and state-
owned enterprises (SOEs) to obtain financing in foreign markets. To
this end, the departments and SOEs must provide all the information
that is required. For domestic financing, however, the departments
and SOEs only need the authorization of their respective board gov-
erning bodies and inform the Finance Ministry.

A responsible management of public finances has allowed debt as
a percentage of GDP to be reduced significantly and to reach levels
not registered since the mid-1970s. Similarly, efforts to reduce the
vulnerability of the economy to external shocks, have led to orienting
indebtedness more toward domestic financing sources. (See Graph
9). Within this context, the absence of legal deadlines and terms for
federal public sector entities to inform the Finance Ministry of their
financing requirements in the domestic markets opens up consider-
able room for an inefficient supervision of the public debt.

Also the lack of effective coordination in placements of government
bonds can have significant financing costs for the public and private
sectors. With this in mind, the proposal is to expand the adminis-
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Chart 2
Expanded Balance of the
Public Sector by Type of Liability
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trative faculties of the Finance Ministry regarding the public debt.
Specifically, that all federal public sector departments and SOEs
submit any financing requirement that constitutes public debt to its
authorization, independently of the origin of the funds (domestic or
external). With improved information regarding the public debt, the
Finance Ministry will be better able to program the placement of the
different government bonds. This step coincides with the efforts of
many countries that are seeking increasingly to centralize the man-
agement of all their public debt in a single government agency. See
IMF and World Bank (2003).

Vv By recognizing the federal government’s guaranteed and
contingent liabilities as public debt

In 2004, the public debt was equivalent to 23.9% of GDP. This debt,
considered as “traditional”, includes the federal government, state
agencies and SOEs and government financial intermediaries, without
considering the loans that they have granted to the private sector as
an asset. However, if various liabilities (Pidiregas, IPAB, Farac, etc.)
that are not considered public debt but which are guaranteed by the
federal government are added to this total, the historic balance of
the Financial Requirements of the Public Sector (RFSP for its Spanish
initials) is obtained, which would bring the level of indebtedness to
36.6% of GDP.

In addition, in total liabilities of the federal government, it would
also be necessary to consider others from contingent developments
which include the costs of the transition to the new pension system
in the Mexican Social Security Institute (IMSS for its Spanish initials)
and the actuarial imbalances of the pension system of the State
Workers Social Security and Services Institute (ISSSTE for its Spanish
initials). Similarly, the past-due loan portfolios of the public housing
agencies and the debt of states and municipalities would have to be
considered. Taking into account the contingent liabilities, the balance
of the public sector financial requirements would be close to 100%
of GDP. Thus, the liabilities recognized as public debt represent less
than half of the total. (See Chart 2).

The proposal is to recognize both the guaranteed and the contingent
liabilities of the federal government as public debt. This recognition
would facilitate legally providing the necessary funds for servicing
the debt and could reduce its financing costs, given that for example
public debt pays lower interest rates compared to the yields paid
on bonds issued by the Bank Savings Protection Institute (IPAB for
its Spanish initials). In addition, the consolidation of the debt would
allow establishing more appropriate long-term fiscal goals for the
real financial needs of the public sector, thus benefiting an improved
programming of public spending and coordination with monetary

policy.
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2. Improve Efficiency in Tax Collection
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Chart 4
Fiscal Regimes in the Value-Added Tax
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the informal economy has been estimated at between 12% and 30%
of GDP, the elimination of subsidies in fiscal legislation is a feasible
alternative for increasing equitable treatment among taxpayers and
discouraging the growth of the informal sector. Given the high fiscal
losses to date, it is unquestionable that any advance in this direction
has great potential for strengthening tax collection levels.

v By using public spending to generate income opportunities

Because low tax revenue today represents fewer public goods and
services tomorrow, it is worth considering whether the special tax
treatments really improve income distribution and, with it offset their
high opportunity costs. Evidence reveals that this is not the case. For
example, Martinez-Vazquez (2001) shows that income distribution
in Mexico among ten percentage point brackets of the population
does not change significantly when revenue is compared before and
after taxes, excluding government budgetary transfers. (See Graph
1). In other countries, the same results have been found. (See Engel,
1998 for Chile case).

On the contrary, public spending can have better results not only
in income distribution, but also in its creation. In the first place, it
improves income distribution because spending can be directed pro-
portionally to benefit low-income individuals the most. (See Graph 2).
In the second place, it creates income opportunities because public
spending, for example in health and education, increases individuals’
productive capacity, and this increases their possibilities for obtaining
new or higher income. In contrast, with tax subsidies, it is difficult
to direct them toward specific groups. Furthermore, their effect is
practically nil on individuals’ productive capacity and they only prolong
their dependence on additional subsidies.

» By strengthening the Federal Taxpayer Registry

The Federal Taxpayer Registry (RFC for its Spanish initials) is the
backbone of the federal tax system, because it contains the informa-
tion to identify and specify individuals' fiscal obligations. However,
the registry contains only 46% of the potential number of individual
taxpayers. To strengthen the RFC, it is necessary for all taxpayers
to have their registry number. This can be achieved in two ways:
through the timely affiliation of potential taxpayers and encouraging
their voluntary incorporation.

Vv By affiliating potential taxpayers in a timely manner

In order to affiliate potential taxpayers in a timely manner, one option
would be for the RFC number to be assigned as one more piece of
data prior to individuals’ entry into economic activity; for example,
on their birth certificate, and for such effects establishing coordina-
tion agreements between the Tax Administration System (SAT for
its Spanish initials) and the Bureau of Vital Statistics offices in each
state. The number thus assigned, would remain inactive until the
individual in question legally comes of age, at which time it would
be activated and he or she would be required to provide a fiscal ad-
dress, perhaps different from that of the parents’, and to file annual
declarations indicating no income was received while the person
was not engaged in a paid activity.



Vv By incorporating benefits to the registry

In order to encourage voluntary registration in the RFC, the proposal
is to include benefits in the registry. This can be done by linking not
only tax obligations to the RFC but other transactions as well, such as
military service records, obtaining a passport, academic transcripts,
etc., and government budgetary transfers (funds for combating pov-
erty, scholarships, subsidies for leveling income, tax refunds, etc.).
To this end, the proposal is to expand the SAT “Virtual Office” at
www.sat.gob.mx and to create a fiscal information system in which
each individual has an account with two sub-accounts: benefits
and taxes. With this system, the taxpayer and the authorities could
achieve better follow-up in terms of their rights and obligations.

This system would also represent an opportunity for establishing a
transparent and efficient mechanism of government budgetary trans-
fers to the population, an instrument that undoubtedly would do away
with the costly use of taxes as a supposed means for the redistribution
of income. For example, individuals registered in the rolls of programs
such as “Opportunities” and “Popular Insurance” should be among
the main groups incorporated in the system in order to be identified
and to receive any additional benefit the state might grant.

* By expanding the tax collection base

To move toward higher federal tax collection levels requires combating
tax evasion and, in particular, reducing fiscal losses or expenditures
due to subsidies contemplated in the corresponding legislation. (See
Chart b). This can be achieved by eliminating special treatment poli-
cies in the ISR and with a low number of rates and exemptions in
the VAT, which would allow increasing the taxpayer base.

Vv By eliminating special fiscal regimes in income tax (ISR)

The proposal is to incorporate companies with consolidated and
simplified fiscal treatment into the general company category and,
in the case of individuals, to simplify the business activity regime,
eliminating the intermediate and small taxpayer schemas. Although
the simplified regime was created to provide administrative facilities
to the primary and auto transportation sectors, its elimination is justi-
fied by the fact that it will encourage taxpayers in the general regime
in these activities to transfer operations to the simplified schemas.
This will occur because in the simplified regime, ISR payments are
reduced by 42.86% (46.67% in 2005) and because, among other
benefits, investments in land and fixed assets can be deducted in
advance.

The fiscal consolidation regime should be eliminated because it does
not significantly reduce the costs of compliance for the taxpayers
and leaves the door open to the possibility of tax evasion through
accounting manipulation. This explains the growing controls and
restrictions in the legislation, so that companies can adhere to the
policy. For example, in 2005, the requirement of a consolidatable
share of the holding companies was increased from 60% to 100%
and the obligation was added for the holding company to present in
its consolidation declaration all the information that will allow its tax
result to be determined as if it were not consolidated.

Chart 5
Fiscal Revenue Losses
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Chart 7

Fiscal Revenue Losses
Prefer. treat., admin. facilities, deduc. & fiscal incent.
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The intermediate and small taxpayer regimes also negatively affect
tax collection levels, without generating any benefits that would justify
them. These regimes were created to incorporate independent work-
ers and those employed in the informal sector into the RFC under a
simple taxpaying policy. Nevertheless, it is clear that with 23% of the
population employed informally, these regimes have lagged behind in
meeting their objectives. On the contrary, they generate opportunities
for those already registered in the RFC to use these regimes and this
results in fiscal revenue losses. For example, fiscal spending based
on revenue from the small taxpayers regime is estimated at 6.6 billion
pesos or 0.03% of GDP for 2005. By eliminating special ISR regimes,
these types of losses can be reduced and the tax collection base can
be significantly expanded. (See Charts 6 and 7).

Vv By standardizing the general and border VAT rates

The co-existence of two VAT rates, 10% for the border area and 15%
for the rest of the country, creates opportunities for tax evasion, be-
cause it makes it possible to falsely attribute the sale of a product at
a lower rate than what should in fact be applied. Standardizing VAT
rates would allow simplifying application of the tax and would elimi-
nate incentives for any accounting manipulation. Applying the 15%
rate would allow eliminating tax losses estimated at 0.12% of GDP
for 2005, while a 10% rate would increase such losses in the short
term, although they should then decrease when tax evasion drops.

V' By eliminating exemptions

An extensive list of exemptions and of products and services taxed at a
0% rate reduces sales that could be taxed with the VAT by almost 50%.
Thus, the effectiveness of the VAT in collecting tax revenue for each
point in its rate is 21 % in Mexico, while in OECD member countries the
average is 40%, due to its broader collection base. (See Graph 3).

Between goods taxed at a 0% rate and those that are exempt, the former
have a higher fiscal cost and the latter a greater social cost. This is because
the VAT that cannot be transferred to the final consumer is returned to
the producers in the first case, while for products and services that are
exempt the reimbursement is partial because it has to be credited as an
expense in calculating the ISR. Nevertheless, the accounting of exempt
goods encourages producers to hide the tax in the price, to transfer it to
consumers, and to partially recover it again with the ISR.

With this in mind, the proposal is to limit the exemption only to services
provided to the public without charge; to the sale of goods that are not
consumed (land, national or foreign currency, social outlays, documents
pending collection, and negotiable instruments); to imports of personal
household furnishings, donated goods, works of art, gold, vehicles of
foreign governments; and insurance and financial instruments that
serve as vehicles for providing social services and savings and that,
therefore, do not represent forms of consumption. (See Chart 8).

v By applying the 0% VAT exclusively to exports and transi-
torily to a basket of medicines and foods

The proposal is to apply the 0% rate exclusively to export sales so
that the exporter can recover the tax that is being transferred and it



will not affect its competitiveness. As regards medicines and foods,
application of the 0% rate should be transitory and restricted only
to a basket of staple products of popular consumption, which can
be reduced gradually as more efficient mechanisms for transfers or
compensation to the population through public spending are devel-
oped. Thus, if initially applying a general VAT rate on products such
as coffee and canned chili peppers might affect the consumption
of some low-income sectors, the state could more than offset this
adverse effect with higher social spending and budgetary transfers.
This is because, by applying a general VAT rate to a greater number of
products in the economy, the tax collection base increases and more
funds can be obtained from the consumption of high-income individu-
als. This would generate additional funds both for social spending and,
if necessary, to cover monetary transfers to low-income sectors that,
in principle, might be affected by a higher VAT rate. All this would be
facilitated by the system of individualized fiscal information.

An alternative for determining the basket of medicines and foods would
be to include patented medicines with active components equivalent to
those of the basic list compiled by the Health Ministry, and in the case of
foods, to consider non-processed and only a few processed products.

Vv By setting low tax rates

Tax collection levels bear a positive correlation to levels of develop-
ment. (See Graph 4). This is because public spending financed by
tax revenue strengthens the population’s productive capacity and
income. Nevertheless, there are limits to the tax burden, because
as it grows, individuals and companies have fewer incentives and
funds for their productive activities. Thus, from a tax standpoint, the
best way to promote well-being is through a broader tax collection
base and not high tax rates, which encourage tax evasion, generate
fewer funds, and finance fewer public services, to the detriment of
economic growth. (See Graph b).

Vv By initiating a virtuous circle between tax collection levels
and growth

In Mexico, important efforts have been made to reduce tax rates and
to simplify their application. For example, between 1990 and 2005,
the highest income tax (ISR) rates were reduced from 42% to 30%
for companies and from 50% to 30% for individuals. Meanwhile,
in 2004, Congress approved an additional reduction in the highest
ISR rate to 28% in 2007. It also approved simplifying the calculation
of the ISR for individuals as of 2006, thereby setting a new rate in
two sections, instead of 50 rates with multiple sections. However,
international trends reveal a lag in the reduction of tax rates. Mexico
registers higher business ISR rates than those applied in countries
that, 25 years ago, had a similar level of development as Mexico,
and which today have a per capita income that is three or four times
higher, such as Ireland (25%) and Singapore (20%).

Continuing the tax rate reduction once again imposes the need to
expand the tax collection base, since if this is not done, the financial
feasibility of the state's social activity would be put at risk. Therefore,
it is important to start the virtuous circle between tax collection and
economic growth.

Serie Propuestas
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The combination of a broad tax collection base with low tax rates
allows the creation of this virtuous circle between tax collection and
economic growth. Indeed, when taxes do not excessively withdraw
funds from society, they strengthen economic growth through public
spending and, in the process, higher income, consumption, and tax
collection levels are generated. This is compatible with the experi-
ence previously referred to of developed OECD member countries.
However, the combination of high tax rates and a narrow tax collec-
tion base has contrary effects since it increases upward pressure on
tax rates, encourages non-compliance, and hurts economic growth,
income, consumption, and tax collection, which, in turn, demands
once again increasing the tax rates or reducing public spending.

* By making the fiscal framework permanent

In Mexico, there have been numerous and constant modifications to
federal tax policies during the past two decades: 1978-1980, 1983,
1985, 1986, 1988, 1989, 1990-1991, 1993, 1994, 1995-1997, 1998,
2002 and 2004. However, increasing efficiency in tax collection re-
quires a stable fiscal framework that offers taxpayers certainty and
legal security.

V' By not introducing new taxes

The proposal is to not introduce new taxes. A permanent applica-
tion of the current taxes and not creating new ones, many of which
have recently been declared unconstitutional by the Supreme Court,
would allow a better knowledge of fiscal obligations and a decrease
in the compliance costs for the taxpayer. Companies and individuals
could, as a result, better plan their economic activities in the long
term, improving efficiency in resources, economic growth and social
well-being.

Vv By replacing the use of the Miscellaneous Fiscal Resolution
with a review of fiscal policies in the middle of each six-
year presidential administration.

The Miscellaneous Fiscal Resolution is the legal instrument used
by the SAT (Spanish initials for Tax Administration Service) so that
every year it may incorporate or modify the rules and general pro-
cedures for tax payment. While these changes seek to clarify and
update tax dispositions, the constant reforms while they are in effect,
generate high costs for the taxpayers. Taxpayers have to constantly
monitor the changes and incorporate them in their obligations, since
the application of the Miscellaneous Fiscal Resolution is obligatory,
provided that it does not generate greater fiscal requirements than
those contained in the law that regulates it and is not contrary to
such legislation.

In order to reduce the compliance cost, the proposal is that the Mis-
cellaneous Fiscal Resolution be replaced by a single review of the
fiscal rules and procedures in the middle of each six-year presiden-
tial administration. This would promote better planning and reduce
the complexity of the tax system. In this way, the costs in activities
that do not generate added value for individuals, corporations or the
economy would be reduced, thereby benefiting tax collection levels
and economic growth.



What must be done?
3. Offer Economic Viability to Pensions

Serie Propuestas

We must do it, because...

In Mexico most of the public pension plans post an actuarial deficit,
given that in present value their expenditures are greater than their
revenues (see Graph 1). The most serious case is that of the State
Employees Social Security and Services Institute (ISSSTE for its
Spanish initials). ISSSTE pension plans already register an imbalance
between current revenue and expenditures that the federal govern-
ment must cover with growing budget transfers so as to not interrupt
the ISSSTE's operation.’ In the long term, to continue pension plans
of this type puts the solvency of public finances at risk.

However, in the short term, the lack of financial viability of public pen-
sions also imposes a high cost. This is because the funds diverted
from the budget to finance their operation could be better used to
fight poverty or expand the supply of public goods and services to
society. Furthermore, the lack of economic viability of such plans
prevents expanding their coverage.

How can we do it?
* By closing defined benefit pension plans

As is the case in many countries, most government agencies in Mexico
operate their pension plans based on a defined benefit plan. Namely, the
pension is defined at the beginning of the plan as a percentage of the wage
(replacement rate) and to obtain it, the worker must complete minimum
requirements of age and the length of time he or she contributes into the
system. The pension is financed with the fees paid by active workers to
a fund managed by the respective government division or agency.

Most of the public pension plans in Mexico have the following common
characteristics: non-individualized fees, low contribution rates, and high
replacement rates. Over the long term, these conditions have gener-
ated imbalances between expenditures and revenues. In addition, the
ratio of active workers to retirees makes financing the pension plans
vulnerable to demographic factors. For example, a higher life expectancy
increases the expenditures by resulting in pensions being paid over a
longer period of time. Such pensions should be made financially solvent
with adjustments in contribution rates or in the required time period for
paying into the system. However, this rarely occurs in Mexico.

Vv By providing a “recognition bond”

In Mexico, over the next 50 years demographic factors will exacerbate
the imbalance between revenues and expenditures of the defined ben-
efit pension plans. The aging of the population and lower birth rates will
continue reducing the ratio of active workers to retirees, while a higher
life expectancy of the population will extend the length of time during
which pensions are paid out in relation to the time that workers have been
paying the corresponding fees (see Graph 2). Therefore, it is imperative
to end the operation of defined benefit pension plans and move toward
a more viable plan.

1 For further details on the IMSS financial situation, see BBVA Bancomer Serie Propuestas No. 31.
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Closing the operation of defined benefit pension plans requires a
mechanism that allows the rights of the workers under such pension
programs to be recognized and then transferred to another plan. A
“recognition bond” issued by the state is an alternative that has been
successfully employed in many countries that have reformed their
pension systems. This bond translates the amount of time a worker
has paid fees under a defined benefit pension plan into money, pays
a fixed real annual interest rate and is provided to the employee at
the moment of his or her retirement together with the corresponding
benefits under the new pension plan.

Mexico could take advantage of the international experience and use the
recognition bond to close defined benefit pension plans through the ap-
plication of three rules: 1. The pensions of workers that are already retired
would not be modified (their pensions would continue to be the respon-
sibility of the corresponding government division or agency) 2. Under the
new plan, all those who pay into a pension system must do so from the
beginning on the basis of the new policies, 3. Those who are paying fees
under a defined benefit pension plan should have the option of remaining
in this system or changing over to the new defined contribution pension
plan with their rights acknowledged with a recognition bond.

* By using defined contribution pension plans

In defined contribution pension plans, the worker pays a defined fee
into an individual capitalization account that generates interest. The bal-
ance in the account determines the amount of the worker's pension at
the moment of his or her retirement, either under the form of scheduled
retirements or by allowing the employee to buy a life annuity with an
insurance company. In the long term, the viability of the defined fee
plan is assured because the worker obtains the amount of his or her
fees plus interest as a benefit. Thus, the defined fee pension plans
do not depend on the ratio of active workers to retirees and always
show a correspondence between rights and obligations.

Vv By extending the Retirement Savings System (SAR)

In 1997 the Mexican Social Security Institute (IMSS for its Spanish
initials) substituted its defined benefit pension plans with those based
on defined fees for workers employed in the private sector. The adop-
tion of the new defined contribution pension plans had the following
advantages: 1. It offered workers an instrument to exercise control over
their pensions through the administration of their fees, 2. It opened
the possibility for employees to retire before the legal retirement age
if they have enough funds in their accounts and 3. It assured the eco-
nomic viability of the pensions, freeing up resources for society and
reducing pressure on the national budget (see Graph 3).

In addition, the IMSS reform separated the operation of the retirement
pensions from the administration of their financing. The operation of the
pensions was in the hands of the IMSS, but the administration of their
financing was entrusted to private companies known as Retirement
Fund Administrators (AFORES). From the time it was first established,
the Retirement Savings System (SAR) has successfully operated with
these private management companies. Between 1997 and 2004, the
balance accumulated in individual accounts rose from 0.2% to 6.3% of
the country’s GDP (see Graph 4). The use of the defined contribution



pension plans thus represents a major advance in establishing viable
pension systems and long-term savings mechanisms.

An alternative for extending defined contribution pension plans to other
public sector divisions and agencies would be to use the previously
proposed recognition bond. This would allow the rights acquired under
the defined benefit pension plans to translate into a monetary value and
for this to then be able to be transferred to the new defined fee plans.
This operation, in allowing the full transfer of benefits between pension
plans, also facilitates the worker’s job mobility between the public and
private sector, thus benefiting his or her professional career.

* By strengthening the profitability of the individual ac-
counts system

Given that with a defined contribution pension system, the amount of the
pension depends on the accumulation of funds in an individual account,
it is essential to establish conditions that facilitate the greatest possible
accumulation of such funds. In Mexico, the opportunities to increase the
real profitability of retirement savings funds are still considerable if the
Latin American experience is used as reference (see Graph 5).

V' By making investment policies more flexible

Recently Mexico has taken firm steps toward adopting more flexible in-
vestment policies for retirement savings in the individual account systems.
Since December 2004, the corresponding resources can be assigned to
new investment instruments (international securities and protected capital
bonds tied to stock market indexes) and placed, in accordance with the
decision of the individual involved and with some age-related restrictions,
in one of two types of mutual funds, one corresponding to fixed income
and the other to fixed and variable income securities. This replaces the
basic fund that operated since 1997 with only fixed-income instruments
and that concentrated most of the pension portfolio in government securi-
ties. Such advances will undoubtedly allow an improvement in the yield
paid on retirement funds and expand the risk-return options.

Nevertheless, the experience of other nations with savings systems
similar to Mexico's but with higher average returns, such as Chile
and Uruguay, indicates that the investment policies for their mutual
funds are more flexible than those in our country (see Chart 1). This
is because non-government instruments account for a greater share
of the total in the investment portfolios of retirement funds, which
increases the yield options for each level of risk.

Increasing the share of non-government instruments in Mexico would
allow improving the yield possibilities for retirement savings funds and
reducing risks, beginning with those associated with a limited diversifi-
cation of the portfolios. An alternative for advancing toward these more
flexible and at the same time safe investment policies would involve
strengthening the regulation of risk management in items such as limits
on value at risk (VAR) and the minimum ratings for the instruments. This
would allow opening up spaces so that long-term investments could ob-
tain higher yields and, at the same time, their exposure to risk could be
more efficiently limited than by establishing maximum ceilings a priorion
allocations in international securities or stock, as is currently the case.

Serie Propuestas

Graph 5
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Chart 1
Portfolio of Managed Funds

December 2004, % of fund total

Gov't Financial Non-finan.

debt institutions institutions Sl
Mexico 85.5 4.9 9.6 0.0
El Salvador  83.5 10.5 5.8 0.2
Costa Rica 73.1 14.2 7.9 4.8
Argentina 62.0 6.6 2.0 29.5
Bolivia 67.5 5.6 16.9 10.1
Uruguay 57.9 36.9 4.2 1.0
Chile 18.7 28.5 71 45.8
Peru 24.2 1.4 11.5 52.7
Average 55.3 16.2 7.9 20.6
* Includes shares, mutual and investment funds, foreign issuers

Source:  AIOS
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What must be done?
4. Increase the Effectiveness of Public Spending

Graph 1
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Chart 1

Programmable Spending

in Functional Classification

% of total

1990 2000
Total 100.0 100.0
Social development functions 38.2 60.7
Education 15.6 242
Social security 0.6 14.4
Health 17.4 14.3
Regional & urban development 3.7 6.2
Others’ 1.0 1.6
Productive functions 52.3 25.8
Energy 33.6 19.0
Agriculture & fishing develop. 1.1 3.5
Communications & transport. 6.5 2.8
Other serv. & economic activ. 2.1 0.5
Gov't. management functions 9.4 13.5
Gov't & national terr. sovereignty 8.3 9.1
Law enform’t & admin. of justice 0.8 1.8
Legislation 0.2 0.4
Others? 0.3 2.6
1 Supply and social assistance
2 Environment, natural resources, human rights

Source:
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We must do it, because.. . .

After economic regulation, public spending is the state’s main instru-
ment for promoting development. Thus, for example, construction
of highways, bridges and ports by the government promotes greater
economic activity by facilitating commmunication, the expansion of
trade and investment flows, and the mobility of persons.

Furthermore, public spending is the most effective means for com-
bating poverty and improving income distribution. Expenditures in
health and education have a significant effect on the development
of individuals’ productive capacity, on their opportunities for employ-
ment, income, and social mobility. Moreover, some studies indicate
that public spending has a positive impact, almost six times greater
than that of income taxes on the poorest 30 per cent of the population
(See Graph 1). Because of this and given that public sector resources
in Mexico are extremely reserved and limited, the only way in which
the state can comply with its social function effectively and respon-
sibly is by increasing the efficiency and quality of public spending.

How can we do it?

* By concentrating public spending on the production of
goods with high social gains

There is no activity with greater social gains for the state than ef-
forts focused on the production of “public goods”. This is because
in the case of such goods, there is no individual cost to enjoy their
advantages and it is impossible to exclude anyone from consuming
them. Therefore, the production of these goods benefits all sec-
tors of the population at the same cost. Examples of public goods
include national defense, law enforcement, the administration of
justice, and the creation of basic infrastructure. At the same time,
the production of "“private” goods and services—whose costs vary
in accordance with the quantity produced and where it is possible
to exclude those who do not pay for their consumption—has more
limited social gains depending on the efficiency with which the state
can provide them. Some examples of “private” goods and services
provided by the public sector in Mexico are electric power and health
and education services.

Vv By evaluating the social gains of public projects

In Mexico, most public spending is concentrated on the production
of “private” goods and services rather than “public” goods. Essential
functions of the state such as the administration of justice, provision
supply, and social assistance have a low weight in government spend-
ing, while the production of “private” goods and services such as
energy has greater importance (See Chart 1). It is not surprising then
that, for example, respect for the law is fragile and the administra-
tion of justice deficient. Because of this, it is imperative to evaluate
the social benefit of public spending and to reallocate funds in order
to provide greater weight to spending on goods and services with
greater social gains.



In light of these considerations, an alternative would be that, together
with the proposed expenditures budget decree, the executive branch
could submit a study to Congress, with a 10-year performance pro-
jection, on the economic and financial impact of the main activities
of the state in providing “private” goods and services. This would
allow legislators to have a better-informed and more long-term opin-
ion of the social gains of public resources at the moment in which
budgetary items are allocated. To carry out the suggested studies,
the executive branch could seek support from the various institutions
of the federal public administration, which have ample experience in
the social evaluation of projects and cost-benefit type analysis, such
as Banobras, Nafinsa, and the Finance Ministry itself.

e By strengthening public spending in rural areas and on
the poor population

In Mexico, poverty is relatively concentrated more in the rural areas.
In 2004, six of every 10 individuals in a situation of nutritional poverty
and 5.5 in poverty of capacities lived in rural areas (See Graph 2).
Nevertheless, most public spending with a social or re-distributional
purpose is earmarked for urban areas. While a high demographic
concentration in cities serves to explain this distribution of spending,
it does not necessarily justify it, since the most vulnerable segments
of the population do not benefit in all cases from this spending.

Vv By increasing spending on basic education and rural areas

Most public spending on education is earmarked for urban areas
(78%), as is also the case with such expenditures for basic education
(69%) and middle and higher education (93%). However, while spend-
ing on basic education (pre-school, primary and secondary) mostly
benefits, relatively speaking, the lower 50 per cent of the population
with the lowest consumption capacity, middle and higher education
mainly favors the upper 40 per cent (See Graph 3).

To increase the social gains of public spending not only should more
resources be channeled toward basic education, but the rural areas
should also be especially attended to. Therefore, although a direct
allocation of funds would be ideal, in view of the country’s obvious
budgetary restrictions, one can only trust that economic policy mea-
sures would be accelerated that would allow freeing the state of its
non-essential spending and generate savings in the basic education
system in accordance with demographic changes and their impact
on the urban areas. For example, when due to demographic factors,
the size of the children’s population decreases the demand for basic
education services, the schools that do not cover demand for two
shifts, should stop operating and their few students should have the
option of choosing another alternative on the level of public educa-
tion. The budgetary funds thus freed could then be reallocated to
rural schools. By the same token, to transfer resources from activi-
ties with lesser to greater social gains, a possible alternative would
be for the state to promote voluntary contribution systems for users
of upper-middle and higher public education systems, which would
supplement public financing. In addition, the state could substitute
all its scholarships on these educational levels with loans.

Serie Propuestas
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Graph 4
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Vv By increasing spending on health services for the uninsured
population

In health services, 70.9% of public spending is earmarked for urban
areas, while its benefits vary according to the institution that pro-
vides such care. The subsidy to the uninsured population through the
Health Ministry (SSA for its Spanish initials) mostly benefits, relatively
speaking, those with lower consumption levels, in both rural and
urban areas. However, the health services of the main social security
institutions mostly benefit the upper 50 per cent of the population
with greater consumption capacity and concentrate 85% of their
spending, on average, on the urban areas (See Graph 4).

To increase the social gains of public spending on health care requires an
increase in financing for services earmarked for the uninsured population.
An important advance in improving health care services for this sector of
the population is through the Popular Insurance program. Nevertheless,
its financing could be reinforced, for example by freeing funds allocated
for social security institutions that most benefit sectors with a greater
consumption capacity. An ideal alternative here would be previously
or simultaneously to close those institutions’ defined benefit pension
funds and stop the growing transfers of budgetary funds that resolve
their financial imbalances. Other possible measures could be gradually
to reduce federal government contributions to health insurance and, in
order to finance such programs, to establish a progressive system of
fees in accordance with the income level of the workers affiliated to
the IMSS and the ISSSTE. In addition, fees should begin to be charged
to workers who up to now were exempt from such payments in some
state-owned enterprises, a situation that has resulted in the total cost
of their medical services being transferred to the state.

* By earmarking subsidies to demand for goods or services

In general, the state should not grant subsidies or assume expenditures of
sectors that can pay for their benefits, because this generates considerable
distortions. For example, a generalized subsidy for water or electricity
consumption can lead to a greater use or the waste of such resources
by making them less expensive and/or generate savings for those who
otherwise would have paid for these services. Furthermore, in order to
prevent consumers from turning into captive customers of suppliers of
low-quality services that are financed with public funds, it is important to
subsidize the demand, rather than the supply of such services.

vV By establishing a national system of public budgetary
transfers

An alternative in order to have an efficient system of subsidies in Mexico
would be to create a national system of public budgetary transfers with the
support of the system of individualized tax accounts, discussed in the sec-
tion “Improving Efficiency in Tax Collection”. This national system would
allow: 1) fully defining and identifying the neediest strata of the population,
which, in principle, would be those enrolled in the Popular Insurance and
the Opportunities programs, 2) granting subsidies as monetary transfers
to individual accounts for greater transparency, 3) granting assistance
by income or socio-economic level, and never by source of income or
economic activity, so as not to break with horizontal equity.



What must be done?

5. Ensure the Supply of Energy

Serie Propuestas

We must do it, because. ..

Energy plays a fundamental role in economic development. Insuf-
ficient or unreliable energy supply reduces social well-being, not only
because it limits the use of different items that satisfy the demands
of daily life, but also because it hinders the operation of the country’s
productive plant, the application of technologies, the growth of pro-
ductivity and, ultimately, per capita income. For these reasons, a
large number of nations with varying degrees of development are
boosting the efficiency of their energy sectors. Within the industry,
the private sector is increasingly playing a greater role, because of its
capacity to provide capital as well as experience in the development
and application of new technologies.

In Mexico, important measures have been introduced to increase
the efficiency and productivity of the energy sector. In the past two
decades, the first steps were taken to reintroduce private participa-
tion in the generation of electricity (self-consumption) and in the
transportation, storage, and distribution of natural gas. Nevertheless,
these advances are not sufficient. The delay in investments by the
public sector for the development of the country’s reserves of natural
gas, the main input for generating electricity and for the generation
and transmission of electric power as such, places at risk the suf-
ficient and reliable supply of electricity that Mexico will demand in
the future (see Graph 1). To advance in overcoming these obstacles
is a task that cannot be postponed if we are to ensure the supply of
energy (see Graph 2).

How can we do it?
* By developing a market for electric power

Despite the actions undertaken for the modernization of the electric-
ity sector, the public supply of such services is still affected by major
deficiencies. The supply of electricity is not reliable because it is
highly variable in its voltage and suffers from many interruptions. In
addition, its cost is higher for the commercial and industrial sectors
than in the case of Mexico's main trading partners (see Graph 3).

If at the present time, such situations are serious, the problem will
worsen in the next few years. According to the Energy Regulatory
Commission (CRE), the demand for electric power will increase at an
annual average rate of 5.6% between 2003 and 2012, and therefore
it will be necessary to increase the generation capacity by around
60%." To ensure that the necessary investments in the energy sec-
tor are available and that from now on its infrastructure can respond
to demand in a timely manner, the proposal is to establish an electric
energy market. Among those participating in this market would be
generators (public and private) that would sell their electricity whole-
sale to an electricity exchange, and subsequently the distributor and
supplier companies would acquire electricity from this exchange for
its retail sale and would compete for clients (see Diagram 1).

1 In BBVA Bancomer Serie Propuestas No. 21 the reader can find a broader analysis of the advances
and challenges of the electricity sector in Mexico.
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Vv By expanding private participation in electricity generation
and extending it to distribution

The prevailing legal framework defines the public supply of electric
power as an activity exclusively reserved to the state in terms of its
generation, transmission, and distribution. Nevertheless, in 1992, in
response to the growing demand for electricity and the shortage of
public resources, private participation was allowed in the categories
of co-generation, self-supply, independent producer (PIE), exports and
imports. However, given that self-suppliers and co-generators did not
have clear rules regulating the sale of their surpluses and since the
Federal Electricity Commission (CFE) was the only authorized agency
to purchase electric power for purposes of providing a public service,
these private investment modes have not prospered. Most such ef-
forts have been concentrated in the PIE category, based on long-term
agreements for the sale of electric power exclusively to the CFE.

Given the need to advance toward a reliable supply of energy, the
proposals are to allow public and private participation in electric power
generation; for establishing an electricity exchange in charge of purchas-
ing electric power from the generators and the instructions for its use (the
exchange would be independent of the CFE, regulated by the state but
managed jointly by the public and private generators); and for allowing
private sector participation in the distribution of electricity through open
access to the networks of the public sector companies and the construc-
tion of new networks. Private participation in electricity generation will
allow expanding the industry’s generation capacity, while in distribution
it would create incentives for providing better service to users.

Electricity is an ideal product for trading in an electricity exchange due to
two characteristics: it cannot be stored and no unit of electricity can be
distinguished from another, which makes it impossible to know which
generator produces the current. In different electric power markets, the
electricity exchanges are in charge of distribution through computer-
ized systems that allow a balance to be maintained between supply
and demand and determine reserve capacity and prices.?

Vv By creating an independent public agency in charge of the ad-
ministration of the national electricity transmission network

To guarantee security conditions in the national transmission net-
work, but also open access to all the generators and distributors,
the proposal is to create a new public agency in charge of the overall
operation of the network. The assets of this agency would be the
national electricity transmission network and its expansion and main-
tenance would be financed by interconnection charges to be paid by
generators and distributors. Its operation would be coordinated with
the electricity exchange, but its administration would be independent
of the exchange to avoid conflicts of interest.

v By allowing consumers free choice in selecting their distributor

In any market, in order to improve the quality of services it is indis-
pensable that users be able to select the supplier of their choice. The
national energy market should not be the exception.

2 Forthe case of NEMMCO in Australia see http://www.nemmco.com.au/and for PJM in the United
States see in http://www.pjm.com/about/glance.html



Australia, Chile, Norway, and some states within the United States have
successfully restructured their electricity sectors with private participa-
tion and, above all, by guaranteeing that consumers can choose their
supplier. Itis precisely this freedom to choose and therefore the ability
to use demand to “reward"” and/or “punish” that creates incentives for
competition and quality in electricity services. To reinforce competition
in the electricity market in these countries, the possibilities of vertical
integration between generators and distributors have been limited.

* By strengthening the production of natural gas

On a worldwide level, the consumption of natural gas has increased
considerably. Its wide variety of applications, high efficiency as a fuel,
and low level of polluting emissions explain the high demand for
natural gas in the residential, transportation, and industrial sectors,
especially in the electric power industry. Mexico is not exempt from
these trends and faces the challenge of ensuring domestic supply of
this important energy product in the next few years (see Graph 4).

However, the strategy of the state of maintaining a public monopoly
on natural gas production has shown that it is not able to ensure that
the necessary budgetary resources will be available to carry out the
required investments or that they can be efficiently undertaken. On the
one hand, natural gas production is capital intensive and requires the
continuous introduction of modern technologies to reduce costs and
exploit new deposits; on the other, the production decisions adopted
by the state monopoly do not respond to market price trends. Within
Pemex, the subsidiary division PEP determines exploration and pro-
duction decisions for both gas and oil. Due to the greater profitability
of crude oil as compared to natural gas, the production of the latter
responds more to PEP’s a priori goals than to signs of prices, which
are regulated. Thus, the challenge is in advancing toward a structure
in the industry that ensures supply and production efficiency.®

Vv By formalizing private participation in the production of
natural gas not associated with oil

In 1995, the industry segments corresponding to the transportation,
storage, and distribution of natural gas were opened up to private partici-
pation. This has allowed progress to be made in creating infrastructure
and establishing a more competitive market structure in the industry.
Nevertheless, the effort to deregulate and open up the industry is in-
complete because production remains monopolized by the state. This,
however, does not limit the private sector’s contribution to the develop-
ment of the industry since, in response to the lack of financial resources,
the federal government has sought the assistance of private capital in
carrying out infrastructure projects through the Pidiregas (Productive
Infrastructure Projects with Deferred Expenditure Impact) program since
1996 and through Multiple Services Contracts (CSM) since 2003.

With the Pidiregas, the private sector has built natural gas extraction
and processing plants that have subsequently been transferred to
Pemex. Through the CSM agreements, under similar policies, invest-
ments have been made in natural gas not associated with oil in the

3 In BBVA Bancomer Serie Propuestas No. 30 the reader can find a broader analysis of the natural
gas industry in Mexico.
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Chart 1

Type of Market and Public and Private
Sector Participation in Natural Gas
Production, 2004

TYp.e of Type of Place*
participation market
Russia Mixed Competitive 1
United States Private Competitive 2
Canada Private Competitive 8
United Kingdom Private Competitive 4
Netherlands Private Oligopoly B
Mexico Public sector Monopoly 11

Source:  BBVA Bancomer with data from Sener (Energy Ministry)
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Burgos Basin. However, these schemas are a transitory solution for
financing infrastructure for production, because both represent con-
tingent liabilities for the state, and their effect on the public accounts
is similar to government debt placements. Thus, such instruments
will reach a limit and will impose greater pressure on public finances
to the detriment of a balanced budget.

Therefore, the proposal is to formalize the total participation of the private
sector in the production of natural gas not associated with oil through
concessions granted by the state, as occurs in other fields of economic
activity such as mining. This would allow an increase in production and
the establishment of a market structure with numerous participants and
significant gains in efficiency, because producers must invest in tech-
nology in order to offer attractive prices and place the greatest amount
of production in the market. This ensures conditions for the efficient
use of the country’s energy resources. Furthermore, the international
experience is positive in terms of the possibility of having multiple bid-
ders compete for the concessions (see Chart 1).

In the long term, the formal participation of private investment in the
production of natural gas not associated with oil is also a way of allowing
the state to reallocate its resources from a high-risk business activity to
the administration of justice and fighting extreme poverty, which have
high social profitability. For example, the Ministry of Energy (Sener) esti-
mates that to complete the exploration and production requirements of
the Strategic Gas Program, it is necessary to ensure financing of 15 billion
dollars through 2008. This amount is five times greater than what has
been allocated to the “Opportunities” anti-poverty program in 2005.

V' By guaranteeing open access to the national gas pipeline
network

Although the transportation of natural gas has been open to private
sector participation and the corresponding regulation anticipates open
access to the National Gas Pipeline Network (RNG) under non-discrimi-
natory conditions as long as there is available capacity, the fact that
Pemex is the dominant player both in production and in the transporta-
tion and marketing of the country’s natural gas discourages the entry
of private companies in transporting the resource, especially through
open access. For example, through June 2005, the CRE has granted
124 permits for the transportation of natural gas: 105 for self-use, and
only 19 for open access.

This occurs because Pemex's integration in the production, transpor-
tation, and marketing of natural gas generates strong incentives for
the company to manage the available capacity in its pipelines based
on the interests of its subsidiary divisions, but in detriment to the
competition in its segments. Due to problems of information and
monitoring, it is difficult for the authorities to be able to completely
correct these strategies, but something should be done to ensure
lower costs in the transportation and supply of natural gas. To do
so, Pemex could be withdrawn from natural gas transportation and
a new state-owned company, independent of Pemex, could acquire
ownership and control of the RNG. The function of this new company
would be to transport natural gas, provide maintenance to the net-
work, and manage its available capacity to offer access to all users,
with the right to charge a commission for its services.



What must be done?
6. Support the Formation of Human Capital

Serie Propuestas

We must do it, because. ..

Opportunities for individuals to generate income are tied to their produc-
tivity through the use of their skills and knowledge. Health and education
are important assets to improve both of these tools and increase social
well-being (see Graph 1). A number of studies show a strong positive
relationship between these human capital variables and economic devel-
opment. Barro (1996) found that an additional year in average schooling
or in the life expectancy of the population increases the annual growth
rate in per capita income by 1.2% and 4.2%, respectively.

Given the extensive benefits that health and education represent, it
is common that the state intervene in these sectors to ensure their
coverage and quality. In Mexico, the strategy of the state of providing
these services, has led, in the case of health-care, to the eradication
of most communicable diseases and, in education, has guaranteed
almost universal coverage in basic instruction. Nevertheless, this
strategy has also generated incentives that undermine efficiency
and quality in hospitals and public schools.

Deficiencies in quality prevent the Mexican health-care and educational
systems from being competitive. For example, according to the 2004
World Health Report, Mexico ranks 44" among 192 countries in terms
of the number of years in which its population enjoys a healthy life. Also,
in international studies testing overall knowledge, Mexican students
score low in educational quality. To reduce health risks and increase
the opportunities for improving the income level of the population, the
formation of human capital must be strengthened in Mexico.

How can we do it?
In Health
* By expanding the coverage of health-care services

The formal coverage of the public health-care system is 89%. However,
the Ministry of Health (SSA for its Spanish initials) reports that less than
50% of the population is enrolled in some health insurance system. Since
2002, low-cost insurance for the population (the Popular Insurance plan)
has been an important means in extending medical services to the most
vulnerable population groups (see Graph 2). As has been pointed out, this
instrument should be reinforced with more efficient public spending.

Vv By integrating public health-care services

The segmentation of the supply of public health-care services in different
institutions has generated a gap among their users, limiting their poten-
tial coverage and the resources that could be earmarked to vulnerable
sectors. Among others, this is one reason why the public health-care
system attends to less than half of the total demand for such services.
Meanwhile, recent information from the SSA reveals that the amount
of resources earmarked for fighting poverty through the IMSS-Oppor-
tunities program (of the Mexican Social Security Institute) is very low in
relation to that allocated to other institutions (see Graph 3).

Graph 1
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Graph 4
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Advancing toward viable pension systems in the country’s main social
security institutions offers major possibilities to free resources for
programs such as that of the Popular Insurance and IMSS-Opportuni-
ties. To make available additional resources and expand the coverage
of the public health-care system, the federal health system could be
consolidated into only two institutions, the Mexican Social Security
Institute (IMSS) for private sector workers and the SSA for the general
population and government employees, even those in state-owned
firms. With this, substantial medical care funds now only benefiting
bureaucrats or government administrative employees and officials
could also favor the general population (see Graph 4).

* By increasing the quality of health-care services

The quality of the public health-care system is, on average, low and
dissimilar. In 2001, an SSA study revealed that, on a scale of 0 to 100,
hospitals and ambulatory clinics rated 68.5 and 52.2 respectively in
terms of service quality. (See Graph 5).

The National Crusade for Quality in Health Care Services has represented,
since 2001, an important effort at improving the quality of public health
care services. Nevertheless, its results will take time to materialize, since
through the first half of 2005, less than 40% of the total of public health-
care units were enrolled in the program, and above all because different
factors affect efficiency and quality in public health-care institutions. For
example, the multiplicity of objectives in the social security institutions
hinders accountability. Furthermore, the lack of a direct relation between
salaries paid to health-care personnel and their productivity does not
promote quality in the care provided. Improving the quality of public health-
care services thus requires appropriate conditions and incentives.’

Vv By strengthening free choice in selecting health-care
sservices

In Mexico, the option for users of the health-care system to choose
their doctor and the clinic where they wish to be attended is very
limited. For example, access to social security institutions depends
on the condition of the affiliated worker and in most cases the patient
does not select his or her attending physician. Thus, even though
Graph 6 illustrates that at least 75% of the patients hospitalized in
public health-care institutions indicate that they have participated in
decisions regarding their medical care, the SSA in its report Health
in Mexico in 2004 acknowledges that given low expectations on the
part of the users, they might consider as favorable situations that
would be unacceptable in other circumstances.

The aim is to increase the freedom of choice for users of medical services
because this will allow the quality of the health-care services received
to be “rewarded” or “punished” in terms of their demand. The pay
received by medical personnel should then incorporate a component
that is determined by the quality of the medical care reported by users.
This mechanism would facilitate the accountability of those providing
health-care services and would generate strong incentives to offer quality
health care. Shown in Graph 7, health-care institutions in Mexico extending
greater “freedom of choice” to users register higher satisfaction levels.

1 For further information see BBVA Bancomer Serie Propuestas No. 19.



Vv By adopting certified international quality standards

One of the main actions of the National Crusade for Quality in Health-
Care Services is the certification of hospitals and clinics. This strategy
seeks to ensure a minimum compliance with national regulations
and the standardization of satisfaction procedures for users of such
medical services. Nevertheless, the efforts in this regard should be
reinforced because up until 2004, of 1,005 public hospitals, only
32.7% had current certification, while for a total of 2,822 private
hospitals, the corresponding figure was only 2.6% (see Graph 8).

The low number of certified hospitals is because certification is only
extended to those establishments that request it. Therefore, the pro-
posal is to modify the National Program for Certification of Medical
Care Establishments so that certification is mandatory. However, the
health-care institutions, whether public or private, should have the option
of accrediting their compliance with quality standards, either through a
certificate issued by the national division in charge of such efforts or with
an international certification such as the ISO-9000 standards. This option
would not only allow national quality standards to be made uniform, but
would also mean advancing toward the use of international standards,
which are widely recognized and valued by the public.

In Education
* By improving the quality of educational services

Of the total number of students enrolled in the national educational sys-
tem, 87% are in a public education facility and 77% are studying at the
level of basic education (pre-school, primary, secondary schooling). Thus,
without undermining the importance of other educational levels, the great-
est contribution of the national educational system to the formation of the
country’s human capital should begin with substantial improvements in
basic education services and in public educational facilities.

Although coverage is relatively high in basic education, it is in the quality
of education that significant improvement is required. According to the
Program for International Student Assessment (PISA) sponsored by the
OECD, 15 year-old Mexican students, who are in the final stage of their
basic education, register the lowest scores in international tests measuring
knowledge of mathematics and sciences as well as in reading ability (see
Graph 9). However, rather than a shortage of resources, the low academic
performance of Mexican students reflects the lack of appropriate incen-
tives to improve the quality of education in the public schools?, since, in
Mexico, public spending on education as a percentage of GDP registers
levels similar to those of OECD member countries (see Graph 10).

Vv By allowing free choice in selecting a public school

In any market, freedom of choice by the consumer in relation to his
or her service provider is essential for initiating a healthy competition
among the potential suppliers and to generate incentives among them
that encourage quality in the services they offer. If this is the case with
private sector educational services, those offered by the public sector
should not be an exception. Therefore, the proposal is that parents should

2  For further information see BBVA Bancomer Serie Propuestas No. 26.
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have the freedom to choose the public school they prefer, with no other
limitation than the available space or capacity of the educational institu-

Graph 10 tion, in which case they should select the best alternatives among the
Public Spending on Education, 2001 options available. Free choice of schools will allow demand for educa-
% ofGhP tional services to be a useful instrument in distinguishing between good
7.0 and bad educational institutions and will promote improvements in the

study programs that they provide. For example, Hoxby (2002) points out
that in the United States the option of choosing among different public
schools has led their productivity to increase by 28%.

v By financing the demand for educational services, rather
than their supply

So that parents’ free choice of schools can become an effective means
o Kingcom of ”punishing” or " rgwarding" the qualifty of the Qducational services
Australia provided, the financing model for public education should be trans-
Zifiﬂany formed. Instead of assigning a fixed budget to schools, the proposal is
Ireland that the government should gradually move toward a model whereby
resources are transferred based on the number of students enrolled in
them. Thus, since public education is free, the educational facilities will
have incentives to compete and improve the quality of their services
in order to attract students and thereby obtain greater funds. This step
could also lead to an increase in school enroliment, which would have
a positive impact on the coverage of secondary education.
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v By granting administrative autonomy to the public schools

To enable the public schools to respond efficiently to the demand
for their services, the proposal is that their administration should
have autonomy to manage their resources and in addition, have the
possibility of offering extracurricular courses to the public that can
supplement the official study program.

Administrative autonomy will allow public resources to be used more
efficiently to meet the educational needs of the communities, such
as for example, in the form of better sport facilities and laboratories.
In terms of the possibility of offering extracurricular courses, such
o ) as vocational training, computer sciences, or others very much in
Obesity in OECD Member Countries demand by parents, such administrative autonomy will allow the
% of the population 15 years or older with a body mass .
index higher than 30, 2003 or latest available figure public schools to also compete to attract the best students, based
5 on offering a more complete educational program.

Graph 11

Vv By strengthening the official curriculum

Basic education should provide students with solid bases to advance
toward higher education and/or to improve their quality of life. With this
in mind, the proposal is to make the learning of the English language
and nutritional knowledge mandatory beginning in primary school. Learn-
ing the English language wiill allow Mexican students to have access

A B C D E F G H I J K L M to information and global knowledge. Singapore, China, and Chile are
. JS;);;'; Korea £ Germany ) ﬁu%;aéiSQm among the nations that have already incorporated English into their basic
C  Switzerland H  Canada L Mexico education as a means of strengthening their human capital ® In turn,
D  France | New Zealand M United States . . . 0 g 0
E  Spain nutritional knowledge will allow reducing cases of high impact illnesses
Source:  OECD Factbook 2005 such as obesity and other related diseases that have high mortality rates

(diabetes, heart disease, thrombosis, etc.). (See Graph 11).

. 3 See the case of Singapore at www.moe.gov.sg/cpdd/syllabuses.htm.
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What must be done?

7. Achieve Flexibility in the Labor Markets

Serie Propuestas

We must do it, because. ..

Mexico demands sustained creation of jobs in order to improve the
population’s living conditions. Data from the National Population Council
(Conapo for its Spanish initials) reveal that in the next 10 years the country
should generate at least one million jobs annually just to cover the de-
mand from those who will be entering the work force. (See Graph 1).

However, the legal framework currently in effect for labor protection
imposes high costs for the use of labor and discourages the creation
of formal jobs. For example, several regulatory provisions regarding
work contracts, working hours, and the payment of wages make the
employment of labor in Mexico rigid, and its productivity lower than in
other countries. (See Graph 2). This is cause for concern because the
international experience indicates that inflexible labor markets generate
low levels of employment. The reason for this is simple: companies, par-
ticularly smaller enterprises, have no incentives for employing personnel
if they anticipate that it will be very difficult to move and reposition them
in response to changes in the economic conditions. (See Graph 3).

Therefore, it is imperative to change the previous focus of job protection
in Mexico in favor of a modern promotion of employment, which could
provide formal job opportunities to the unemployed and the underem-
ployed. This can be achieved in a regulatory framework that allows for
part-time employment and the possibility of offering training and retrain-
ing periods for personnel to improve their workplace skills.

How can we do it?

* By respecting the right of those involved to freely enter
into contracts

The success of the markets in recognizing the creation of value in differ-
ent activities and services lies in the free and voluntary participation of
those on both the providing and receiving ends. There is no reason for the
labor markets to be an exception since this limits job opportunities.

Vv By eliminating the use of industry-wide collective bargain-
ing agreements

In Mexico, one of the most important legal obstacles for flexible labor
relations lies in what is known as industry-wide collective bargaining
agreements. These contracts characteristically impose labor conditions
on the country for specific sectors of economic activity. Currently, there
are eight branches of activity with an industry-wide collective bargain-
ing agreement, five of which belong to the textile sector, while the
remaining correspond to industries using rubber, radio and television,
and the sugar and alcohol industries. Since companies in these sec-
tors must comply with the same labor obligations, independently of
how long they have been in existence, size, or their financial situation,
the industry-wide collective bargaining agreements are an obstacle to
adapting to market changes and put the competitiveness and durability
of companies as sources of employment at risk.

1 For further details, see BBVA Bancomer Serie Propuestas No. 27.
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This has been the case with the textile sector and industries that use
rubber, labor-intensive activities in which the lack of labor flexibility
has translated into high production costs and unemployment. For
example, in apparel and tires, this situation has clearly weakened the
position of the national industry against very competitive foreign pro-
ducers. (See Graph 4). Based on these considerations, the proposal is
to eliminate the collective bargaining agreements in these industries
and use individual work contracts to formalize labor relations. This
will allow management and workers in each company to define the
most appropriate conditions to preserve sources of employment,
and, at the same time, achieve gains in productivity that will make
the operation of each business viable. This occurs within a context
of global competition, and will also provide real support to productive
expansion and to obtaining competitive wages.

Furthermore, individual labor contracts will be an excellent option
for employees and employers to conduct their labor relations on a
more equitable plane. This is the case because, with such contracts,
differences in each worker’s productivity can better be rewarded to
the advantage of those involved. Employers have strong incentives
to pay each worker a wage that will recognize the value of his or her
contribution to production, and each worker is motivated, in turn, to
improve his or her productive capacity, thus benefiting the company,
in order to obtain higher income. Clearly this does not prevent the
existence of wages or contracts on a collective level. These incen-
tives, which favor productivity, together help achieve sustainable
expansion in production and favor employment in the country.

» By facilitating the use of labor

Mexican legislation does not consider the possibility of per-hour
contracting, and it is particularly rigid as regards temporary hiring.
As illustrated in Chart 1, Mexico is one of the countries with the
highest restrictions on temporary employment.

v By establishing work contracts by packages of service hours

As shown in Graph 5, the temporary use of labor represents an impor-
tant share of the job market in many countries. In Australia and New
Zealand, temporary employment has led to sustained gains in produc-
tivity due to improved synchronization between productive activities
and demand for such labor. It has also allowed for offering more jobs
and stable sources of income for the population, since, even with a
high turnover in the workplace, the likelihood of finding new temporary
jobs is greater than obtaining permanent employment.

To increase formal employment and improve income opportunities
among Mexico's population, the possibilities to hire workers in Mex-
ico should be more in line with the needs of the various productive
processes (cyclical, seasonal, etc.). With this in mind, the proposal
is to incorporate in the country’s labor legislation the possibility of
contracting workers by packages of hours of service. Service hours
assigned in these packages should be freely negotiated by the par-
ties involved in terms of schedule and terms, which may or may not
coincide with calendar periods. Those employed under such packages
should have the same benefits and obligations of permanent workers



while their contracts are in effect (medical insurance, taxes, social
security fees, etc.). When the contracts expire, they may negotiate
a new package or leave the job without the employer bearing any
responsibility. Nevertheless, independently of the employer, workers
should accumulate the hours of their service packages with the social
security institution to which they are affiliated, so as to maintain their
pension rights for retirement following lifetime work.

Employment by packages of service hours will allow for greater and
more efficient use of labor in the productive processes, thereby
increasing productivity, job opportunities and income for the popu-
lation. In particular, it will benefit women, students and the elderly,
who, under the current legal framework, have few or almost no op-
portunities for formal employment. Above all, it will not affect the
rights of permanent workers, since temporary jobs are typically used
as a complement to respond to peaks in demand or when there is
uncertainty regarding how long jobs will last.

* By reducing hiring costs

An important obstacle to greater job creation in Mexico is the high
payroll costs for items other than wages. Typically, various com-
pensations are added to wages for social security fees and other
encumbrances such as those applied to payrolls by some state gov-
ernments. This increases wages by at least 33%), which can result
in companies hiring fewer workers.

V' By balancing fees paid into the social security system

Social security is an important mechanism for risk prevention and is
a workers' right. Nevertheless, it should not be nor is it necessary for
it to represent an obstacle to hiring workers and to productivity. As
illustrated in Graph 6, in contrast with Mexico, in various countries,
the social security system is financed with fees that are relatively
balanced between employees and employers. This not only provides
financial feasibility to the system but also facilitates hiring workers.

In Mexico employment could be further promoted by changing the
structure of worker-employer fees paid into the IMSS. Such fees
could be based on progressive criteria in the case of the employee,
that s, in accordance with his or her income level, with the employer
only completing the difference to the IMSS. Another possibility is
that fees for workers with an income of up to four times the monthly
minimum wage would remain unchanged and the rest would pay
progressive rates up to a maximum equal to that paid by employers.
This measure would maintain solidarity-based financing of the social
security system, would increase its feasibility, reduce hiring costs,
and boost employment. Furthermore, it would raise productivity and
benefit workers, because employers could use payroll plans that
would make it easier to obtain higher income (variables) based on
performance, without being penalized with higher social security
fees (see Graph 7). In addition, employment could be boosted at a
state level, eliminating payroll taxes and offsetting the corresponding
revenue with a local sales tax with the same basis as the VAT.
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What must be done?
8. Strengthen Respect for the Law

Graph 1
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We must do it, because

A system based on the rule of law is essential for peaceful coexis-
tence and equality of opportunities, but for economic development
as well. This is because respect for the rights of individuals and
legal sanctions for failure to comply with contracts allows people to
organize their productive activity and participate with legal certainty
in the markets. Thus, the relationship between respect for the rule
of law and economic growth is clearly positive (see Graph 1).

In Mexico, the possibilities of greater development are limited by
deficient legal protection of property rights and an inadequate appli-
cation of the law. This is the case because frequently individuals or
groups can invade plots of land, damage the property of others, or
deprive individuals of their freedom or even their lives without being
sanctioned. The seriousness of these problems has been reflected
for some time in the low ratings for Mexico’s system of administra-
tion and application of justice.” (See Graph 2).

Advancing toward a better application of the law, legal sanctions for fail-
ure to comply with contracts, and respect for property rights can have a
notable effect on the performance of private investment and economic
growth. Barro (1996) estimated that a one-point improvement in the rat-
ing of the rule of law (on a scale of 1 to 6) results in an average increase
of 2.62 percentage points in the growth rate of per capita income.

How can we do it?
* By increasing legal certainty

The international experience shows that in countries where the rule
of law is most respected, better conditions exist for investment and
economic growth (see La Porta (1998)). This is because legal certainty
allows individuals to expand their productive activities, in the under-
standing that they will be able to enjoy the benefits of their efforts.

Vv By strengthening the protection of private property

There are many areas in which Mexico must strengthen the protection of
property rights. In terms of intellectual and industrial property, it is clear
that the use of law enforcement agents and police intelligence should
be increased to reduce piracy. Real estate property, extremely important
for family patrimony and companies, lacks effective protection and faces
high costs and uncertainty due to various institutional deficiencies. One
being the operation of the Public Property Registry (RPP).

In Mexico, the RPP operates in accordance with the procedures
established in the laws of each state. Thus, the content and man-
agement of real estate information differs widely within the country.
Furthermore, the handling of this information is slow and not very
reliable because many states, with a few exceptions, keep a manual
registration of such data based on a system of accounting books and
not real estate folios, which hinders the updating and consulting of

1 For a more extensive analysis, see BBVA Bancomer Serie Propuestas No. 20.



the records in question. This generates uncertainty for individuals re-
garding the legal status of properties and their background history.

To increase legal certainty in relation to the country’s real estate prop-
erty, the information in all the RPPs should be standardized and brought
into line to facilitate its consultation on a national level, especially elec-
tronically. With this in mind, the proposal is to provide continuity to the
Comprehensive Registration Management System, which provides
for the operation of a National Public Registry of Commerce, and to
strengthen it to create a national Public Registry of Property and Com-
merce (RPPyC for its Spanish initials) through coordination agreements
between the states and the federal government in which: a) the federal
government develops and manages an information system to which
the local RPP can funnel data to form a national database, b) the states
modify the operation of their RPP so that the latter can function as a
service counter or office to enter or remove data from the RPPyC,)
and c) participation in the national RPPyC is voluntary, but the federal
government can facilitate it by financing the development of the local
RPPs that comply with its specifications (see Chart 1).

A national RPPyC will offer greater certainty regarding the legality of real
estate property, the registration of loan collateral, and a better knowl-
edge of individuals' legal rights and proceedings. This will strengthen
the regional development of the real estate markets, which has been
a source of economic growth in other countries and will facilitate the
financing of the country’s productive activities, especially in those
states where at the present time the RPPs are most deficient.

V' By offering legal certainty in applying the law

In Mexico there are important deficiencies in the protection of
people’s rights due to lack of clarity, contradictions, and loopholes
in legislation. To address the problem of deficiencies in the country’'s
legislation, the Mexican Supreme Court (SCJIN for its Spanish initials)
rules on the meaning and the scope of the law through jurisprudential
decisions. However, the SCJN'’s jurisprudence does not have the
power to amend the law, since its rulings do not have general effects
and can only be applied at the request of an interested party.

Strengthening the country's legal framework requires a review of the
laws to facilitate their application in concrete cases. For such effects,
the proposal is that Congress through its organic law create a bi-cham-
ber commission for legislative improvement. This commission would
be responsible for the permanent review of SCJN jurisprudential rulings
in order to point out the deficiencies detected in the drafting of laws
and to present legislative reform proposals to correct such problems
(see Diagram 1). This measure would allow for coordination between
the legislative and judicial branches to expand the benefits of the law
to the population. More specifically, the judiciary branch and individu-
als engaged in legal conflicts would not repeatedly have to spend
resources in resolving disputes involving the same assumptions.
Furthermore, broad sectors of the population that due to ignorance
or lack of funds are unable to go to court and/or file a writ of amparo
(a legal claim in Mexico to make constitutional rights effective), could
benefit from the general effects that would result from amendments
approved by the Commission on Legislative Improvement.
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Graph 3

Impartiality of Judges, 2004
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* By assuring impartiality in court decisions

An impartial judicial system is key in resolving disputes and for the
efficient operation of the markets.

Vv By guaranteeing the independence of the judicial branch
of the state

Recently, the federal judiciary branch strengthened its powers and
independence. For the appointment of a SCJN justice, the country’s
president submits a list of three candidates to the Senate, which—with
a two-thirds vote of its members present at the session—designates
the Supreme Court Justice appointee. After a period of 30 days with
no resolution by the Senate, the president designates one of the three
candidates he has proposed as Supreme Court Justice.

At a state level, the governor's office has a stronger intervention in the
appointment of members of the local judiciary. The existence of possible
conflicts of interest between the state executive and judicial branches
works against impartiality in court rulings. Data from the Financial Co-
ordinating Council (2004) indicate that on a sliding scale of dependence
ranging from 0 at 5, the ranking of the local judicial branches is, on aver-
age, 2.3; while, on a scale of 0 to 5 that rates impartiality, local justices
and judges register, on average, 3.0 and 2.9. (See Graph 3).

The influence of the state executive branch in the local judicial branches
obstructs the use of the court system as a means of resolving disputes.
Therefore, it is necessary to guarantee the independence of the local
judicial branch of government to guarantee impartiality in the adminis-
tration of justice. An alternative for achieving the independence of the
court system would be to ensure that all the states have a Judiciary
Council and that based on these institutions all the members of the
local judicial branch be designated based on the criteria of experience
and technical competence. This measure would not only strengthen the
independence of the judiciary in relation to the other branches of the
state, but would also encourage its efficient and merit-based operation,
since the appointment of its members would correspond to the bodies
responsible for the judicial system as a professional career option.

v By making judiciary rulings transparent

Following the approval of the Federal Law on Transparency and Access to
Public Government Information, different federal government activities
have been subject to greater public disclosure. A notable example is the
SCJN sessions, which are televised so that the population is informed
on the background and criteria behind Supreme Court resolutions.

To extend the example established by the federal courts to the local
level will result in increasing the quality of court rulings in the country,
given that decisions will be subject to public scrutiny and it will be easier
to identify the criteria used by judges. With this in mind, the proposal
is that the state courts also air their sessions over the Internet or on
television so as to make their accountability explicit to the population
and consolidate their independence. Furthermore, the local legislatures
that have not yet enacted a law on transparency should set a deadline
for doing so and act on behalf of their constituents.



» By facilitating the application of justice

In Mexico, the time frame in which court decisions are implemented, for
example, in commercial or business disputes, varies tremendously and
there are even cases where rulings are never carried out (see Graph 4).
Given that a court decision establishes a right or a sanction, it is necessary
to guarantee its implementation in order for the rule of law to prevail.

V' By creating specialized federal courts

The administration of justice should not fall behind in the face of a
reality marked by a growing specialization and changes in the forms
of economic organization. Such a situation demands up-to-date juridi-
cal statutes and regulations and specialized courts that can provide
more rapid and effective solutions in accordance with the law.

In Mexico, the work of the judicial branch is still not sufficiently special-
ized. Although an important precedent exists with the Federal Electoral
Tribunal of the Judicial Branch of the Federation, a specialized court for
electoral disputes, the organization of the judicial branch anticipates that
different issues in the fields of financial affairs and economic competi-
tion are analyzed by courts that have only a generalized knowledge of
business issues. This organization does not facilitate a rapid application
of justice because such guestions demand knowledge that is increas-
ingly technical such as that related to financial derivatives and relative
monopolistic practices. This merely extends the time frame for the ad-
ministration of justice. To correct this situation, the proposal is to modify
the Organic Law of the Federal Judicial Branch so that the judiciary can
develop other specialized courts similar to the Electoral Tribunal at least
on the level of financial affairs and economic competence. This will al-
low the specialization of judges, the unification of their criteria on these
issues, and a more rapid response in applying the law.

Vv By standardizing criteria: the Public Prosecutor’s Office
with the Judiciary

The most serious challenge faced by the judicial bodies responsible
for enforcing the law and administering justice in Mexico in criminal
cases is impunity. Of every 100 crimes, only 20 are reported to the
authorities, and only 10 of them are subject to a criminal investigation
before a judge (see Navarrete (2004)). Because the Public Prosecu-
tor's Office (MP, for its Spanish initials) is responsible for pursuing
crimes and presenting evidence that establishes responsibility, the
fight against impunity can only improve by strengthening the MP.

Not denying that all resources at the disposal of the Public Prosecutor’s
Office play a key role in the effective exercise of its functions, it is im-
portant to strengthen the MP's capacity to offer quality value judgments
on the juridical considerations for it to determine whether or not to file
an indictment. Proof of this is that judges continually deny the MP arrest
warrants due to deficiencies in the criminal investigation procedures. The
proposal is for the Federal and State Judiciary Councils, in coordination
with the attorney generals’ offices to provide permanent training to MP
personnel and grant them a certification of knowledge that is renewable
every four years. This certification of the MP by the judiciary will enable
both of them to have uniform criteria on the interpretation and application
of the law, which will allow a more effective fight against impunity.
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Graph 1
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What must be done?
9. Strengthen Economic Competition

We must do it, because.. . .

Competition is the essential ingredient for the Mexican markets to
be increasingly more efficient. This is because in serving consumers
who freely decide who should supply them, competing companies
have strong incentives to innovate and expand the supply and improve
the quality of their services. In the long term, competition generates
important benefits for society, because it strengthens the growth
of the economy. Indeed, when individuals and companies have to
improve their efficiency and incorporate technological innovations in
their activities, they obtain gains in productivity.'

Various international institutions such as the OECD and the Inter-
American Development Bank agree in pointing out that Mexico has
an advanced institutional framework to protect competition, but
that it is necessary to strengthen it. This will permit increasing the
competitiveness of Mexican products and companies and improv-
ing social well-being. As Graph 1 illustrates, countries with intensely
competitive markets also tend to experience high growth and offer
better living conditions for their population.

How can we do it?
* By strengthening the Federal Law on Economic Competition
vV By expanding the scope of its application

Article 4 of the Federal Law on Economic Competition (LFCE for its
Spanish initials) points out that the functions exclusively reserved to
the state do not constitute monopolies in the strategic areas indicated
in Article 28 of the Constitution. However, in non-strategic sectors, the
exclusive handling of certain specific assets , in practice, confers on
the state a relative advantage in relation to other competitors, which
can hardly be considered compatible with free market competition.
This occurs, for example, in natural gas transportation—a non-strate-
gic activity—in which the main network of gas pipelines also belongs
to the only national producer of the hydrocarbon. This has restricted
the development of new private transportation networks for open
access and, more subtly, competition in the transportation service,
when access to the network is conditioned on signing long-term
supply contracts with the natural gas producer. In this regard, also
see the section entitled “Facilitating Access to the Markets”.

Moreover, although most of the sectorial or regional legal codes and
regulations in Mexico contain general provisions that adhere to the
principles of competition, their historic evolution prior to the LFCE and
their lack of precision leads to their having their own or ad hoc regula-
tions in accordance with the characteristics of each sector or region.
Such regulations do not necessarily coincide nor are applied with the
same intensity demanded by the LFCE. For this reason, the proposal
is to extend the scope of the application of the LFCE, so that it will be
the legislation that regulates competition with a uniform criterion.

1 See BBVA Bancomer Serie Propuestas No. 32 for a more extensive analysis of the relation between
productivity and well-being.



Among the alternatives for achieving such competition are: a) con-
ducting a re-evaluation of the state’s productive activity—for example,
based on criteria of social and economic profitability— to redefine its
strategic areas. Thus, based on solid arguments, some state activities
could remain excluded from the application of the LFCE, but others
could now be included, b) divesting assets that are non-strategic for
the state, so as to promote greater participation and competition on
the part of private enterprise in all the markets and, c) reaching coor-
dination agreements between the Federal Competition Commission
(CFC for its Spanish initials) and the local governments on different
legal issues, such as those involving business law and health controls
so as to standardize criteria in relation to the restrictions that could
emerge on free trade and competition. (See Diagram 1).

V' By strengthening the LFCE’s legal criteria

The LFCE does not contain the necessary legal provisions that could
remedy some behaviors that, in practice, inhibit competition. For
example, in Article 7 of its regulatory decree, the LFCE establishes
five concrete behaviors that represent relative monopolistic practices:
predatory prices, exclusivity agreements in exchange for a discount,
crossed financing, discrimination in prices or sale conditions, and
boosting competitors’ costs. However, although the CFC has resolved
cases in which these monopolistic behaviors are stipulated in the
law, such decisions have been declared unconstitutional by Mexico's
Supreme Court (SCJUN for its Spanish initials) because they are con-
tained in the regulatory decree but not in the legislation itself.

This clearly undercuts competition, although it can be corrected easily.
With this in mind, the proposal is to include the five sections of the
regulatory decree relative to such practices in the LFCE. This would
eliminate the unconstitutional nature of the disposition determined
by the SCJN and would strengthen the CFC's capacity to comply with
its legal mandate to defend competition by preventing and combating
activities prohibited by the LFCE.

V' By increasing the law’s sanctions

Although the law provides for fines on practices that harm competi-
tion and free market participation, the sanctions in many cases are
mild in terms of discouraging illicit behavior. This is the case because,
while the law contemplates a maximum sentence of 375,000 times
the daily minimum wage (US$1.6 million) for an absolute monopolistic
practice and, in serious cases, fines of up to 10% of the value of the
assets or of the annual sales of the offender, whichever is higher,
OECD studies indicate that the typical profits of an economic agent
that incurs in such illicit practices are within a range of 10% to 15%
of the value of its sales. Thus, while the maximum sanction for a
monopolistic practice could be within the lower limit of its potential
profits, this will hardly discourage such behavior.

It is more with the objective of discouraging rather than punishing mo-
nopolistic practices in Mexico that the sanctions in the LFCE should be
increased. However, since it is very difficult to detect monopolistic prac-
tices, itis necessary to raise the fines significantly, so that the expected
corresponding losses will be much higher than their potential benefits.
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Graph 2
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To this end, Mexico could consider the international experience. In the
United Kingdom, for example, fines can reach up to 10% of the sales of
the offender, although they are applied over the entire period in which
the law was violated (up to three years). Other countries, such as the
United States, apply a maximum fine of US$100 million or double the
profits or losses that the illicit practice generates.

* By expanding the powers of the Federal Competition
Commission

vV By extending the scope of its resolutions on competition

The CFC, as an agency in charge of applying the LFCE, has made
important advances in protecting competition and free market par-
ticipation. However, the existence of multiple sectorial regulatory
agencies in Mexico, with short-term objectives different from those
of the CFC, has resulted in a lack of coordination in public policies in
the field of economic competition, which has only created confusion
for those involved. Even worse, this has led to opportunities for CFC
procedures and resolutions to be obstructed on numerous occasions,
through legal claims or injunctions called “amparos”, to the detriment
of greater competition in the markets. (See Graph 2).

It is imperative to unify public policies on economic competition in
Mexico. To this end, the proposal is to strengthen the authority of
the CFC, providing it with the power to issue opinions binding on
federal public administration ministries and departments in dealing
with actions contemplated by the LFCE. Giving the CFC the last
word in relation to competition and making its resolutions applicable
to other federal government divisions, meaning that they must be
accepted by other authorities, will lead to an effective application of
the law on competition and to obtaining all of its anticipated benefits
such as making markets efficient, limiting market power, optimizing
the use of resources, and favoring economic growth.

v By incorporating the CFC'’s opinion in the Regulatory Im-
pact Analysis (RIA)

In Mexico, draft regulatory proposals for the federal public admin-
istration should be submitted to the Commission for Regulatory
Improvement (Cofemer) for review and for the corresponding ruling
to be issued, together with a regulatory impact analysis (RIA) in those
cases where compliance costs are implied for the parties involved.

The RIA is a document that presents a thorough study on the jus-
tification of issuing a specific regulation, identifying the problem or
situation that the draft proposal seeks to resolve or deal with. It also
verifies that the draft proposal is consistent with the national legal
framework and estimates the expected costs and benefits for the
parties involved. As can be seen, the RIA is a very complete docu-
ment, which, should it incorporate the opinions of the CFC into law
as we have proposed, would be an even more effective instrument,
since, by facilitating the inclusion of the concepts of competition in
the legislation, it would be much easier to prevent than correct the
practices that harm competition and, at the same time, promote the
self-regulation of the productive sectors.



What must be done?
10. Facilitate Access to the Markets

Serie Propuestas

We must do it, because. . .

People’s sources of funds are defined, in the final analysis, in terms
of their possibility of exchanging goods and/or services in the markets
(commercial, labor, capital, etc.). Thus, to the extent that there is an
open and low-cost access to these markets, individuals' opportunities
for generating business and income are multiplied. This is why countries
where there is greater economic freedom —those where businesses
can be conducted in various productive activities, where regulation of
such activities is simple and low-cost, and there is a greater trade open-
ing—also register a high per capita income. (See Graph 1).

Therefore, it is encouraging that in the past few decades, the state
in Mexico has taken firm steps to expand economic freedom in
various spheres by reducing its direct intervention in production,
facilitating the entry of competitors in various economic branches,
introducing market mechanisms in providing public services, and
negotiating trade agreements. The World Bank (2004) has reported
that the North American Free Trade Agreement (NAFTA) expanded
Mexico's possibilities for development in its first 10 years because it
increased the country’s export levels and foreign direct investment
by 25% and 40%, respectively. (See Graph 2). In addition, various
measures were undertaken to increase economic efficiency and
promote competition in the country’s domestic markets.

While the previous examples represent important advances in
strengthening economic freedom, additional steps must still be taken.
Such measures must be extended to many other spheres, since,
compared to other countries, serious barriers to trade, investment
and business activity still persist in Mexico, which are an obstacle to
free access to markets, undermining greater economic development
and well-being for the population. (See Graph 3).

How can we do it?
* By strengthening the creation of infrastructure

For the country to achieve higher levels of social well-being, com-
munications and transportation infrastructure must be expanded.
(See Chart 1 and Graph 4). This will lower the cost of moving mer-
chandise and people, expedite foreign and domestic trade, reduce
gaps in productivity between regions, and contribute to improving
the country’s standard of living. Nevertheless, in view of the insuf-
ficiency of public funds that could only be increased with improved
tax collection levels and/or a greater tax base, it is imperative to
facilitate private participation in such activities.

V' By promoting greater competition in infrastructure net-
works

In Mexico, infrastructure networks (telecommmunications, railways, trans-
portation and gas distribution, etc.) have traditionally been operated by
the state, although, more recently, private sector participation has been
allowed. Nevertheless, on occasions the absence of conditions for in-
tense competition has inhibited greater private sector participation.
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Chart 1
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This has occurred because in this infrastructure there generally ex-
ists a service provider, concessionaire, or license holder enjoying
some relative advantage in the use or operation of the network.
This generates strong incentives to obstruct access or to set high
interconnection fees for other suppliers of substitute services that
could represent competition. The same phenomenon has occurred
where there are independent infrastructure networks in existence
that should interconnect, but which are characterized by an unequal
negotiating power among the parties involved. See studies by Del
Villar and Soto (2005) regarding telecommunications and railways,
and Brito and Rosellén (2005) for natural gas transportation.

To a certain extent, the sectorial regulation recognizes this situation, since
it forces concessionaires and license holders of public networks to allow
connection, access, or interconnection to other networks, through freely
negotiated contracts. However, when there is no agreement between
the parties involved, the sectorial authorities generally have the right to
determine the corresponding interconnection conditions. Among the most
important conditions are the connection and interconnection fees.

To strengthen Mexico's development, free entry to and competition in
infrastructure networks should be encouraged. One alternative for this
is for connection and interconnection rates, which should be determined
by the sectorial regulatory bodies in the absence of an agreement be-
tween the parties involved, to be subsequently submitted for approval
and possible modification by the Federal Competition Commission (CFC
for its Spanish Initials). This would also allow such rates to incorporate
uniform criteria regarding access and competition.

* By facilitating foreign trade

Today, economic growth is increasingly linked to foreign trade and
a satisfactory integration in international production. China is one
of the best examples of specialization in production and integration
in the value chains of different Asian countries, since, while it is a
large-scale exporter, it is also a major importer of raw materials and
intermediate goods, especially from Asia.

Similarly, Mexico’s geographic position with respect to the United States
offers the country comparative advantages to attend to the world's most
important market efficiently and reap many benefits. Thus, in principle,
Mexico's proximity to the United States offers advantages in relation to
other countries in terms of productive processes involving merchandise
with high shipping costs or value chains that must be rapidly adjusted in
response to changes in demand. To derive greater benefit from these
assets, Mexico should adopt measures such as strengthening competi-
tion in infrastructure development, improving the quality of education,
making the formal labor market flexible, ensuring the supply of energy,
and facilitating flexible trade conditions.

V' By reducing most favored nation tariffs

About 85% of Mexico's foreign trade is conducted with countries with
which it has free trade agreements. The tariff that Mexico applies
to imports from these countries is 2.2%, on average. So, to begin
with, Mexican markets are among the most open in the world, which
favors the competitiveness of the country’s productive plant.



Nevertheless, for countries that are not signatories to the free trade
agreements with most favored nation status, Mexico maintains relatively
high tariff rates, set at an average of 16%. However, maintaining a dual
structure for Mexico's imports is, in the long term, very detrimental.
This is because to the extent that tariff differentials are high between
countries with and without a free trade agreement with Mexico, (see
Graph b), importers have strong incentives to seek to pay the lowest tariff
rate and undertake illegal “triangulation” practices; that is, by importing
products as if they were originally produced in free trade agreement
countries even though they were manufactured in other nations.

In order to eliminate illegal practices that are harmful to free trade, the
proposal is to reduce the most favored nation tariffs to the average
level applied by the country’s NAFTA partners. (See Chart 2). This
will strengthen the competitiveness of Mexican companies, since,
by reducing the apparent “protection” in some sectors, the capacity
of the national productive plant to respond will improve in face of
the unilateral trade opening that the country’s main trading partners
have agreed to with third countries.

v By making customs clearance more efficient

More dynamic trade requires fast-moving operations for merchandise
and people crossing borders. This demands that operations in Mexi-
can ports and airports be expedited, particularly in customs clearance.
However, customs operations in Mexico are still slow and costly. For
example, at the Nuevo Laredo (Tamaulipas)-Laredo (Texas) border,
the most important for Mexico-U.S. bilateral trade, the time that it
takes for a tractor-trailer to cross into Mexico varies greatly, depend-
ing on the merchandise, the hour, and even the season of the year.
Furthermore, the flow of traffic is affected not only by the saturation
of the highway infrastructure but also by excessive delays in official
inspections, procedures involving documentation, and changes in
requirements without prior notice. See Canada BCR (2004)

In recent years, important advances have been made toward a more
efficient operation in Mexican customs in the automation of customs
clearance systems, the electronic registration of foreign trade trans-
actions, the use of non-intrusive inspection technologies, such as X
and gamma rays, etc. However, it is necessary to simplify customs
regulations and procedures more to promote and motivate efficiency
in dispatching merchandise and to reduce costs. (See Graph 6). This
simplification will also allow greater transparency in customs proce-
dures, offer legal security to importers and exporters, and discourage
the illegal introduction of merchandise.

To achieve these objectives, the proposal is to facilitate procedures for
releasing merchandise from customs by bringing Mexico's import-export
customs tariff rates into line with those of the United States; to expand
and coordinate the business hours of the various federal authorities
with the customs offices, since there are serious differences between
them; to standardize procedures and formats used by Mexican authori-
ties with those of their U.S. counterparts, and in time, to comply with
all the import/export paperwork procedures for moving merchandise
before the physical shipments actually reach the borders, by adopting,
for example, the use of electronic seals on the containers, in coordina-
tion with U.S. and Canadian authorities. This technology allows the use
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Graph 5

Tariff Structure
Percentage, simple average, 2004

FTAs Non-FTAs

Source:  BBVA Bancomer with Ministry of the Economy data

Chart 2

Most Favored Nation Tariff
%, simple average

Total Agricultural Non-agric.

products products
Mexico* 18.0 24.5 17.1
Canada 4.1 3.1 4.2
United States 89 5.1 8.7
Average 4.0 4.1 4.0
* Has 2003 as reference year, while for Canada and the United

States, it is 2002
Source:  World Trade Report, 2004, WTO

Graph 6

Border Trade

Time, in days, that export-import paperwork
procedures take for a standardized shipment

26

Exports Imports
| Mexico

OECD
Source:  BBVA Bancomer with World Bank data, Doing Business 2006
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Graph 7
Average Time in Procedures
for Opening a Business
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Source:
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of satellite systems and radio frequencies to determine the contents,
the position, and integrity of the containers, which would facilitate and
expedite customs revision in warehouses, ports, railways, tractor-trailers,
etc. Thailand and Singapore are pioneer countries in the use of this tech-
nology, which is now at an experimental stage in the United States. (See
http://www.itsdocs.fhwa.dot.gov/ JPODOCS/REPTS_TE/13770.html)

* By eliminating obstacles to business operations

Mexico's institutional framework imposes a high cost on social well-
being, because its excessive regulation discourages the creation of
companies and formal jobs. (See Graph 7). It is necessary to correct
this situation in order to increase the number of efficient productive
units, to obtain gains in productivity, and to improve the possibilities
for growth of the country’s economy.

Vv By strengthening local deregulation programs

Mexico has taken important steps to reduce the costs that its fed-
eral government regulations impose on business operations. For
example, the System for the Rapid Opening of Companies (SARE
for its Spanish initials) currently allows 685 industrial, commercial,
and service business lines, considered to be low-risk and able to be
developed by micro, small and medium-size firms, to receive federal
authorization to be established in just one working day.

However, a strong limitation to the SARE is that it does not include
state or municipal regulations. This could sometimes cancel out the
benefits of improved federal regulations, due to heavy local regulations.
While efforts have been made to correct these deficiencies by signing
coordination agreements between federal and local authorities, the
participation of the parties involved is voluntary, and is influenced by
political considerations. Thus, through May 2005, of the 2,443 of the
country’s municipalities, only 65 had mechanisms by which to comply
with the paperwork procedures of the three levels of government in
order for companies to be able to open in less than 72 hours.

In order to expedite the use of mechanisms similar to the SARE at a
local level, it would be necessary for the public and the authorities to
be better informed of its potential benefits. To this end, the proposal
is for the Federal Regulatory Improvement Commission (Cofemer for
its Spanish initials) to more thoroughly publicize its successful cases
with the SARE at a local level. Furthermore, the Cofemer should pres-
ent an annual evaluation, for information purposes, of the regulatory
costs for business activity at a local level. Among the indicators that
due to their national scope could serve as parameters to measure
such costs would be those associated with the paperwork procedures
on zoning restrictions or sanitary licenses.

In addition, Cofemer should offer, for information purposes, proposals
for the deregulation of local paperwork and administrative procedures on
its Internet web page. These proposals should be presented in a format
that would allow for an easy comparison between what is currently in
effect and what is being proposed. This would facilitate deregulation
efforts and, at the same time, would guide the public regarding the
deregulation that should be demanded.



Building a democracy is slow and difficult. It implies not
only juridical and procedural type reforms, but also a trans-
formation of the political culture. The political culture is the
result, in part, of the socioeconomic conditions that prevail
in a given country. Mexico began the 20" century as an
agrarian, predominantly rural society, with extremely high
levels of illiteracy, a very geographically dispersed popula-
tion, and a very low per capita income. At that time, the
country was ruled by a long-standing dictatorship that led
to the Maderista revolution. Effective suffrage was sought.
However, the conditions for national integration were not
in place. This initial spark of the transformation propelled
the country into a long period of internal conflicts with a
high human cost, of around a million deaths. At the same
time, the national economy entered into a downturn that
would last about two decades. Local and regional centrifu-
gal forces led by political leaders known as “caciques”
strongly resisted national integration. It would not be until
the beginning of the third decade of the 20" century that
based on an authoritarian system that subdued the caci-
ques and very different peripheral interests, the country
would again resume its economic direction.

There were three pillars of the authoritarian system that
generated a phase of stability and growth. The first was
an agrarian land reform that pacified rural demands but
which, taken to the extreme, ended up distorting the
country’s true agricultural calling. The second political
anchor of the predominant system for more than half a
century was a corporativism that allowed the state to erect
political intermediaries between the massive peasant
population, the growing working class, and the nascent
middle classes. The third anchor for the system was a
presidentialist regime that concentrated three leadership
positions, namely head of state, of the government, and
of the political party, in a single individual. The absolute
domination of the legislative branch achieved through
internal negotiations in the ruling party allowed the presi-
dency to become a force for modernization in the face of
a disarticulated and dispersed society. This is why many
authors describe the founding of the modern Mexican
state as an inverse process, namely, from the top down.
The way in which the system was designed afforded state
projects—electrification, commmunications, education, and
health-care—certain continuity in their goals. The formula
was not democratic but was indeed quite efficient.

Propuestas

The democratization of Mexico has to do with various
phenomena occurring simultaneously. The first would
perhaps be the improvement of educational levels that
slowly allowed for the emergence of more informed and
demanding sectors of society. The second phenomenon
involves a social mobility that was very rapid, especially
during the period of stabilizing development. High
economic growth and the generation of urban employ-
ment led to the emergence of middle income layers of
the population for whom the old satisfying benefits of
the authoritarian system were no longer sufficient. The
responses of stability and growth were not enough.
Demands were raised for a greater political opening,
greater liberties and greater participation.

The emergence and development of this new country
experienced several implosions: the various organized
movements of railway workers and doctors, the student
uprising of 1968, the repressive measures of 1971, the
social organization following the 1985 earthquake, the
division of the predominant or hegemonic party in 1988.
Meanwhile, the government was opening up partly in
response to social demands and partly because its own
political stability demanded it. The party’s congressional
deputies and the different political reforms of the 1970s
and 1980s, which allowed for the incorporation of new
political parties and the clear expansion of liberties,
also enabled a peaceful transition toward a democratic
system. The opposition was gaining spaces, first on the
level of municipal mayoral races and state legislatures,
and later in the national Congress, until in 1989 the first
opposition governor was elected and finally, in 2000, a
change in party was achieved in the presidency.

Throughout this entire long journey filled with exciting
episodes and modernizing advances in the political arena,
two factors necessary for promoting the modernization of
any country were, however, lost in the process. The firstis
that the old superstructure had instruments at its disposal
to generate the necessary base consensus to be able to
move the country. The second is that the Presidency,
which in the past was considered as almighty, appears
weak in a multiparty system. With all crudeness, it is
necessary to admit that the recent structural changes in
Mexico still took place as a result of an initiative on the part
of the Presidency, with the executive branch achieving a

*  Independent text. The author’s opinions do not necessarily reflect the institutional viewpoint of BBVA Bancomer.
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consensus between two of the main political forces, the
Institutional Revolutionary Party (the PRI) and the National
Action Party (the PAN). The North American Free Trade
Agreement, the reforms to constitutional articles 127,
130, and even the juridical independence of the agency
that today administers Mexico's electoral system were
born this way. This was also the case with the reform of
the judicial system, to which we can attribute the same
explanation. This painful paradox does not allow for much
maneuvering room: is it possible that Mexico, with all its
traditional anchors, could only be modernized at the eco-
nomic level based on a greater concentration of power
in a single party and in particular, in the Presidency of the
country? Is it that perhaps democracy, with the current
institutional agreement, presupposes paralysis?

From a distance, it would appear that Mexico is trapped
in a multi-party system in which a perverse competition
on the part of the political players prevents reaching a
consensus. Mexico is faced with several reforms that
cannot be postponed, such as modifications to the
pension system, which is aggravated by a population
pyramid whose aging is already forewarned, and the capi-
talization of the energy sector, which severely burdens
the country’s productivity. There are also the legislative
modifications that must necessarily arise from the in-
vestment required in infrastructure, especially in urban
development, in order to provide room and housing for
the 135 million inhabitants that Mexico will have by the
middle of this century, and the reforms that will inevitably
flow from a demand for investment in infrastructure to
ensure that the needs of a global economy are not held
back by problems of coommunication and transportation
and, above all, there is the need for skilled human capi-
tal to contend with the labor requirements of the 21st
century. The list of challenges cannot exclude the need
to make the country’s currently existing labor legislation
more flexible, given that it is presently characterized by
a rigidity that harms employees and employers alike.

And of course there is also in-depth fiscal reform. But
where are we to begin? All of these reform proposals
presume the need to leave behind traditions and social
agreements. Some small sectors will lose their privileges
for the benefit of the majorities. Although none of the
proposals are popular, all are necessary.

The first point would be to recognize that the paralysis
that many are concerned about basically occurs at the
federal level. The different state governments, led by
different political parties, have reached important internal
agreements that contrast with what has occurred at the
federal level. The same citizens and the same political
parties are involved, and the negotiations, which are
equally complex, have prospered, based on rules of the
game that are very similar to those that guide the federal
government. The systemic thesis, in the sense that there
will be no successful reforms unless we move toward
a semi-parliamentary regime, collapses with the local
examples in which complex renegotiations on public debt
or new fiscal policies have made progress. There is no
maneuvering room for speculations and indeed, we do
not even have an agreement to achieve a new govern-
ment formula that would lead to new agreements. What
should be done? It would seem that communication has
been much more efficient at the state level than at the
federal. What has failed in the past few years? How can
we reach such consensus?

First of all, it must be emphasized that, since there is no
possibility of reelection in Congress, this has led to a lack
of specialization at the legislative level. Independently of
the ideological positions of the different parties, it is clear
that there is an enormous lack of information among the
five hundred legislators that are elected every three years
to the Chamber of Deputies. The learning period compli-
cates the possibility of reaching agreements, a process
that only takes place slowly. Therefore, it is not surprising
to see how the same arguments and counter-arguments
are repeated, without reaching any conclusion. Schemes
are hatched and un-hatched to Mexico's detriment. This
has been the case with reforms to the energy sector, in
particular, in relation to electric power.

A second element that has hindered the negotiations has
been the division of segments within the different political
parties. Among the country’s main political forces, in the
past few years the party leaderships have been particu-
larly weak, which has not helped the process of reaching
agreements. How can stable leaderships be guaranteed?
It is impossible to do so from the ranks of society.

A third element that, viewed in perspective is no mi-
nor matter, is the fact that the population lacks the
information necessary to understand the urgency and



importance of some of the reforms that are pending.
The dynamics, perhaps explainable but for this reason
no less perverse, has led public opinion in the past few
years to be much more attuned to everyday problems,
to superficial issues, than to the underlying questions on
which there should be agreements. Here the question
arises as to whether the mass media could not have been
able to play a more decisive role in offering an explana-
tion of the problems that the country is facing, in order
to achieve a social clamor in favor of a more prosperous
future. It should also be noted that business associa-
tions have also been unable to find efficient formulas to
transmit to the general public the enormous challenges
and opportunities that Mexico faces.

The result is that in a country inhabited predominantly
by young people, two out of every three Mexicans do
not consider corruption to be a serious issue, the great
majority does not have the slightest knowledge of the cri-
sis of the pension system, and even less of the growing
unsatisfied demand for energy. A misinformed popula-
tion is the best breeding ground for launching demagogic
proposals that have nothing to do with why it is neces-
sary to increase fiscal resources or the sad future that
awaits us if we do not improve our country’s educational
levels. Given the absence of a generalized social clamor
that pressures the political parties through public opinion,
what has occurred is an extremely costly dispersion of
the debate. This has made it easier for groundless argu-
ments to advance. Can this situation be corrected? Of
course it can, but this requires a coordinated effort on
the part of the public sector, private enterprise, and the
media in order to focus the national agenda.

By broadening the knowledge of the problems and con-
vincing public opinion of the need for the reforms that the
country faces, what has come to be called the “political
cost"” decreases or disappears. This expression refers to
a condition in which a political force can electorally make
gains by not entering into an unpopular discussion. This
leads to the political forces avoiding thorny discussions
because they know that someone will wind up unduly
profiting as a result of avoiding such a debate. But this
“political cost” only functions in misinformed societies.
In a society that is attuned to problems of any nature that
directly concern it, the mechanics operate inversely and
by avoiding a discussion of the political agenda the cost
could be losing part of the electorate. This eliminates a

Propuestas

false dilemma in the sense that in-depth reforms, which
in the short term might be unpopular, are only feasible
in societies with strong or frankly authoritarian regimes.
Most of the democratic countries face their discussions
with wide-ranging publicity campaigns that inform the
citizens of the alternatives. This way, there is no escape
for political forces to resort to the option of avoiding a
discussion.

What have we done in Mexico in the past few years to
promote a common agenda? Very little. It is enough to re-
view the use that has been made of the official time slots
on radio and television to conclude that these spaces that
belong to all Mexicans and which could facilitate generat-
ing consensus, unfortunately have been used for political
gain based on a very short-term vision. We thus face
the paradox that the first president elected as a result of
parties alternating in office will conclude his administra-
tion with a high level of approval, but with a low or zero
popular understanding of the dilemmas that he and the
country have faced. As to the question of how and who
should lead the economic reform processes, the only valid
answer is everyone. No matter how popular a president is,
he appears weak if the problems within his administration
are not shared with public opinion. Meanwhile, the political
parties that believe they have been astute in avoiding the
complex problems of the national agenda cannot have a
worse rating in public opinion, which frequently rates them
last in an institutional evaluation. A similar phenomenon
occurs with the legislative branch, which suffers from
enormous discredit among the country’s citizens. The
myopic thinking that avoiding problems improves their
rating in the eyes of the population could not receive a
more decisive response.

The 2006 elections are an excellent opportunity to pre-
vent this vicious cycle from being renewed. If through the
communications media, companies, mass organizations,
those responsible for forming public opinion, and why
not, the contending players themselves, we are able to
inject an unavoidable national agenda into the debate, we
will prevent such evasion of the discussion from being
rewarded. The topics are clear: taking advantage of the
favorable demographic panorama that will last around a
quarter of a century more and finding a new system for
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financing pensions that affects public institutions such
as the Mexican Social Security Institute (IMSS), the
State Employees Social Security and Services Institute
(ISSSTE), Petroleos Mexicanos, the public universities,
and state and municipal governments. In resolving the
problem of pensions, which is medium and long-term,
we could simultaneously increase domestic savings,
which is one of the country’s biggest weaknesses.
By finding formulas for the capitalization of the energy
sector, this could allow us to put the finances of Petro-
leos Mexicanos on a healthy footing and in the process
expand its horizon, avoiding parallel financing such as
the PIDIREGAS (Productive Infrastructure Projects with
Differed Expenditure Impact) program. By explaining to
Mexicans that only by inappropriately diminishing the re-
sources of Petroleos Mexicanos can public finances—to
which 50% of potential taxpayers do not contribute what
they should—be sustained. All of these questions are
of such importance that they cannot be subject to con-
siderations of a temporary nature.

If the population is not aware that Petroleos Mexicanos
could exhaust its reserves and that the country might
see the need to import crude in a not very distant future
and if it also does not understand that Petroleos Mexica-
nos has ceased providing value to the energy resources
that it extracts for lack of capital, any proposal will seem
appropriate. If we are not able to socialize the discus-
sion on productivity and through it, raise awareness
among potential voters that in a globalized world there
are no magic solutions, we will have lost the battle. If
Mexicans do not have information on the growth rates
of other nations and of the in-depth transformations that
are occurring in the world, any proposal offered by the
candidates could seem attractive to them.

Promoting a long-term vision is an effort that could seem
monumental and that, nevertheless, is the only guaran-
tee, over the long run, that the ups and downs of political
developments do not harm what are authentic state
projects. In a population in which 55% of the country’s
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inhabitants are still under 25 years of age, the challenge
would not seem impossible to meet. Already in the past
we have had national campaigns that have demonstrated
the public's capacity to absorb this type of information.
An example in this regard is the information used by the
Federal Electoral Institute as to the importance of citizen
participation in the electoral processes, which allows us
to guarantee that every three years almost one million
Mexicans will vote to make sure this process is carried
out as intended.

Something has been made clear in the democratic ex-
perience of the past few years, and | am referring to
the fact that the way in which a country is run cannot
be relegated exclusively to the domain of the political
parties and the elected representatives. In the process
of Mexico's modernization, there is a missing piece, the
importance of which is quite clear today. If the popula-
tion does not organize balances and counterbalances to
the traditional mechanisms of governance, the latter will
be insufficient. In the old way of politically running the
country ... centralized on the Presidency of the Republic,
the participation of the private sector, of the communica-
tions media, of the civic organizations appeared merely
as a decorative covering or as an element that could be
dispensed with. When 85% of a country's citizens admit
to never having been involved in a community issue, we
do not have to search for many further explanations for
our mistakes. Despite the electoral game, despite the
democratic progress, the great majority of Mexicans
continue to believe that the responsibility of leading the
country falls on others.

In Mexico, liberties have been expanded and highly
intense election campaigns take place in around 80%
of the country. Divided governments and balances and
counterbalances are now very common OcCcurrences.
Political parties alternating in office occurs in all levels.
However, today we have to admit that the puzzle of that
democratic and prosperous society that we all desire will
only be complete when its citizens are fully involved.
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No.
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11

12

13

14

15

16

17

18

Title

Politica Econdmica para una Transicién Sexenal Estable
Como Separar la Politica de la Economia
Educacion para el Crecimiento Econémico
Gasto Publico para el Bienestar Social
Competencia en el Mercado Laboral

Reforma Tributaria Federal

Los Ingresos Estatales y Municipales

Bases para un Programa de Gobierno

Estado de Derecho y Financiamiento Bancario
La Regulacion y Supervision Bancarias
Elementos para una Politica Industrial

Banca Popular y Microcréditos

Reduccion de Pasivos Gubernamentales
Combate a la Pobreza

Desregulacion de la Actividad Econémica
Infraestructura Energética y de Comunicaciones
Desarrollo Econdmico Regional

Seguridad Publica

Serie Propuestas

Date

February 1999
April 1999

June 1999
August 1999
October 1999
December 1999
February 2000
April 2000

June 2000
August 2000
October 2000
December 2000
February 2001
April 2001

June 2001
August 2001
October 2001

December 2001
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Title

Calidad de los Servicios de Salud Publica
Proteccion de los Derechos de Propiedad
Apertura del Sector Eléctrico

Competencia en Telecomunicaciones

El Imperativo del Superavit Fiscal

Hacia la Estabilidad Permanente de los Precios
Racionalizacién del Gasto Publico Laboral
Calidad en los Servicios de Educacion Basica
Flexibilizacién del Mercado Laboral
Desarrollo del Campo

Una Reforma Fiscal Federal

Liberacion de la Industria del Gas Natural
Fortalecimiento de las Pensiones del ISSSTE

La Productividad en México

Diez Acciones para Impulsar la Productividad y el Bienestar

Ten Actions to Boost Productivity and Well-being
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Date

February 2002
April 2002

June 2002
August 2002
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December 2002
February 2003
April 2003

June 2003
August 2003
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December 2003
March 2004
June 2004
January 2006

February 2006
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