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ABSTRACT/RESUME

Pedal to the metal: Structural reforms to boost long-term growth in Mexico
and spur recovery from the crisis

While Mexico’s growth performance has gradually improved over the past decades, its convergence
toward OECD countries has been less rapid than in several other emerging markets. The recent significant
reductions in import tariffs should help the economy take fuller advantage of trade and investment integration,
which could be a relative strength for Mexico given its geographic location. Reforms introduced in the past two
years, including those to promote competition and transparency in the financial sector and, to a lesser extent in
telecommunications, will also stimulate the dynamism of the economy. Despite this progress, further reforms
are needed to boost overall and within-sector productivity. Relative weaknesses in education, infrastructure,
financial development, the rule of law, as well as a lack of competition come out in various studies as explaining
why Mexico has not grown as fast as other countries. Focusing attention now on reforms in areas with rapid
pay-offs such as improving competitiveness and infrastructure could yield double benefits in supporting the
recovery from the current recession and longer-term growth. This can be achieved by increasing competition,
especially in network industries, liberalizing further the foreign investment and trade regimes, and improving
education coverage and trade-related infrastructure.

This Working Paper relates to the 2009 Economic Survey of Mexico.
(www.oecd.org/eco/surveys/Mexico)
JEL classification: F13; F43; L4; O4; O16; 047; 043

Key words: trade policy; economic growth; antitrust issues and policies; aggregate productivity; economic
development; financial markets; institutions and growth; cross-country output convergence
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Pied au plancher : des réformes structurelles pour dynamiser la croissance a long terme
au Mexique et accélérer la sortie de crise

Ces derniéres décennies, le Mexique a progressivement amélioré ses performances en matiére de
croissance, mais sa convergence vers les pays de I’OCDE a été beaucoup moins rapide que celle de plusieurs
autres marchés émergents. Les récentes réductions substantielles des droits & I’importation devraient aider
I’économie a profiter plus pleinement de I’intégration des échanges et des investissements, ce qui pourrait
constituer un atout relatif pour le Mexique compte tenu de sa situation géographique. Les réformes lancées ces
deux derniéres années, notamment celles qui visent & promouvoir la concurrence et la transparence dans le
secteur financier et, a un degré moindre, dans les télécommunications, stimuleront également le dynamisme de
I’économie. En dépit de ces progres, de nouvelles réformes s’imposent pour favoriser la productivité globale et
sectorielle. Selon diverses études, si la croissance du Mexique n’a pas €té aussi rapide que celle des autres pays,
cela tient aux faiblesses relatives concernant 1’éducation, le développement du secteur financier et 1’Etat de
droit, & quoi s’ajoute le manque de concurrence. Concentrer maintenant ’attention sur des réformes rapidement
rentables — en améliorant, par exemple, la compétitivité et les infrastructures — pourrait générer un double effet
positif : soutenir la reprise pour sortir de la récession actuelle et créer de la croissance a long terme. On peut y
parvenir en développant la concurrence, notamment dans les industries de réseau, en libéralisant davantage le
régime des investissements étrangers et des échanges commerciaux, et en améliorant la couverture de
I’enseignement et les infrastructures liées au commerce.

Ce document de travail se rapporte a I’Etude économique de I’OCDE du Mexique 2009
(www.oecd.org/etudes/Mexique)

Classification JEL : F13 ; F43 ; L4 ; 04 ; 016 ; 047 ; 043

Mots clés : politique commerciale ; croissance économique ; politiques et mesures anti—trust; productivité
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économique entre pays
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Pedal to the metal: Structural reforms to boost long-term growth and spur
recovery from the crisis in Mexico

By David Haugh and Agustin Redonda'

1. Mexico’s growth record has not been stellar over the past decades and, as a result, living
standards are not converging towards the higher income levels enjoyed elsewhere. The historical
experience of Japan, for example, suggests that the challenge of catching-up can be met and have far-
reaching positive consequences. In 1950 Mexico and Japan had approximately the same level of GDP
per capita. In the subsequent 40 years Mexico continued its relative decline vis-a-vis the United States
contributing to the large gap in living standards between the two countries (Figure 1), while Japan enjoyed
sustained growth and achieved one of the highest standards of living in the world. There have nonetheless
been some improvements towards raising growth more recently in Mexico. Although growth of GDP per
capita remains low compared to other dynamic emerging markets, it is now around 2% per annum, close to
the OECD average and a vast improvement from stagnation in the late 1980s in the aftermath of the Latin
American debt crisis. Instrumental to this have been reforms to open the economy to greater trade and
investment and the establishment of macroeconomic stability. Implementing growth- friendly reforms
would improve long-term prospects and could help in recovering from the crisis. In particular, measures
such as competitively priced telecommunications services, adequate transport infrastructure, improving
education outcomes and a more attractive climate for foreign investment would boost competitiveness and
sustain demand. Greater competition would also contain price pressures and increase purchasing power
over time.

2. This chapter discusses Mexico’s growth performance and policy reforms to improve it. The first
section compares the growth performance with that of other countries. In the second section, the sources of
growth are examined with a view to identifying the causes of structural weaknesses (see Annex 1.A2 for
data sources). The chapter ends by highlighting the structural policy areas that Mexico should address to
shift to a higher growth path and sustain recovery and demand in both the short run and longer term.

1. The paper was originally produced for the 2009 OECD Economic Survey of Mexico, published in July 2009
under the authority of the Economic and Development review Committee of the OECD. We would like to
thank, without implicating, Andrew Dean, Robert Ford, Patrick Lenain, Piritta Sorsa for comments on this
paper and Pablo Fajnzylber for supplying the dataset from Loayza et al. (2005). All remaining errors are
our responsibility. We are also grateful to Roselyne Jamin for research assistance and to Pascal Halim and
Heloise Wickramanayake for editorial assistance.
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Figure 1. The sources of real GDP per capita differences, 2007
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Based on 2005 purchasing power parities (PPPs).

Labour productivity is measured as GDP per person employed.

Labour resource utilisation is measured as the ratio of those employed to the persons of working age.
Measures the change in the ratio of persons of working age (15-64 years) to the total population.

Source: OECD, National Accounts; World Bank , WDI; International Monetary Fund, WEO; United Nations, UNSD.
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Mexico’s growth performance compared — some salient facts

3. Mexico’s GDP growth has been low among emerging markets (Table 1).> Together with Brazil,
South Africa and Russia (a special case however due to the collapse of the planned economy) Mexico grew
at rates around or below those observed on average in the OECD over the past two decades. By contrast,
the better-performing emerging markets - Chile, China, India and Turkey - have grown rapidly during the
whole period ranging from about 4% on average for Turkey to a spectacular 10% for China. Looking at the
two decades separately shows that, while higher-income countries recorded a slow-down in their activity
between the sub-periods, all the emerging countries (except Chile) increased their real GDP growth rates.

2. Mexico’s growth record should be compared to both OECD and emerging economies to get an appropriate
benchmark in line with income levels. As a member of the OECD, Mexico’s performance is regularly
compared with the mostly higher-income members of the OECD. See, for example, Scarpetta, Bassanini,
Pilat and Schreyer (2000). This section extends this analysis by comparing Mexico with a peer group of
large emerging market economies (defined here as those “emerging” in the world economy through greater
participation in world trade and investment flows) such as Brazil, Chile, China, India, Russia, South Africa,
and Turkey. They can be better comparators than OECD countries as their level of GDP per capita and
development issues faced are more similar to Mexico’s. They are also, like Mexico, pursuing economic
reforms designed to assist convergence with the higher-income OECD countries.
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Table 1. Real GDP at 2005 prices and PPPs (US dollars)

In Millions Annual average growth rates
1987 2007 1987-1997  1997-2007  1987-2007
USA 7,173,680 13,016,677 3.13 2.91 3.02
OECD average 705,788 1,198,673 2.74 2.62 2.68
Brazil 1,034,218 1,716,542 2.17 2.97 2.57
Chile 74,146 221,005 6.72 4.52 5.61
China 1,005,139 6,704,554 9.87 10.03 9.95
India 851,278 2,921,748 5.41 7.31 6.36
Mexico 711,849 1,270,664 2.72 3.16 2.94
Russia 1,822,455 1,917,612 -5.03 4.74 0.28
S. Africa 259,056 436,754 1.52 3.78 2.65
Turkey 275,081 621,864 3.89 4.43 4.16

Source: OECD estimations. Where unavailable, World Bank (WDI), International Monetary Fund (WEQ) and United Nations (UNSD)

4. Average GDP per capita growth rates over the last two decades are quite heterogeneous across
the countries analyzed (Table 2). Over the past two decades, Mexico has grown more slowly than the
United States, the OECD and the other emerging markets in the sample, except South Africa and Brazil
(Table 2). This should have been a period of catch up. However, the trend over time is more encouraging -
GDP growth increased from 0.7% in the first decade to 1.9% in the second and closer to the OECD
average.

Table 2. Real GDP per capita

In 2035 PPPs (US Annual average growth rates
ollars)
1087 2007 | 19871997 DT 19872007
USA 29,553 43,026 1.95 1.84 1.90
OECD average 20,800 30,410 1.92 1.92 1.92
Brazil 7,474 9,072 0.45 1.50 0.97
Chile 5,942 13,323 5.06 3.19 4.12
China 918 5,052 8.56 9.24 8.90
India 1,098 2,587 3.26 5.50 4.38
Mexico 9,250 11,983 0.70 191 1.30
Russia 10,199 13,482 -4.39 5.16 1.88
S. Africa 7,492 9,096 -0.53 2.50 0.97
Turkey 5,230 8,387 1.87 291 2.39

Source: OECD estimations. Where unavailable, World Bank (WDI), International Monetary Fund (WEQ) and United Nations (UNSD)

Sources of differences in living standards and growth

5. A comparison of sources of growth among emerging markets shows that weaker labour
productivity is the principal reason accounting for Mexico’s relatively weak performance. Labour
productivity growth was slightly negative over the past 20 years in Mexico, while it was the main driver of
growth in the better performing economies (Figure 2)
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Figure 2. Sources of growth

Average growth, 1987-2007
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Source: OECD, National Accounts; World Bank, WDI; International Monetary Fund, WEO; United Nations, UNSD.

6. Breaking down Mexico’s performance further into 5-year periods reveals a more encouraging
story, as productivity growth has increased continuously from each S5-year period to the next. Per capita
GDP trend growth has been close to the OECD average during the last 5-year period (around
2% per annum), although it remained well below that in better performing emerging markets. The
acceleration in labour productivity explains the increasing GDP per capita growth rate over time (Table 3).

Table 3. Mexico: Sources of growth over time

Mexico 1987-1992 1992-1997 1997-2002 2002-2007
GDP 2.44 2.99 3.16 3.16
GDP per capita 0.25 1.15 1.76 2.06
Labour Productivity -2.03 -0.75 0.82 1.11
Labour Utilisation 1.73 1.32 0.24 0.21
Demographics 0.59 0.59 0.68 0.73

Source: OECD estimations. Where unavailable, World Bank (WDI) and International Monetary Fund (WEQ) and United Nations
Sectoral labour productivity and shift-share analysis

7. A breakdown by industry shows that the poor performance was broad based.’ In Mexico, the
weak relative performance of productivity applies to about 80% of total employment—in agriculture,
manufacturing, wholesale and retail trade and government and social services (Figure 3a).* Even in the
latest five-year period when Mexico’s relative aggregate performance was strongest, it still had lower
growth in agriculture, manufacturing, wholesale and retail trade than in the higher income OECD
countries. Mexico had also not fully closed the growth gap in utilities and government and social services
with the fast growing emerging markets (Figure 3b).

3. Total and sectoral labour productivity in Mexico is compared with 3 groups of countries, slower growing
emerging markets (Brazil and Venezuela), fast growing emerging markets (Chile, India, Korea, Malaysia,
Thailand) and fast growing, high-income OECD countries (Australia, Finland, Ireland, United Kingdom,
United States).

4. Data for emerging countries was sourced from the ten sector database available at the Groningen Growth
and Development Centre and is downloadable at http://www.ggdc.net/dseries/10-sector.html. See Timmer
and De Vires (2007). Data for the OECD countries was sourced from the EU Klems database, March 2008
release, and is downloadable from http://www.euklems.net/. See Timmer, O'Mahony & van Ark (2007).


http://www.ggdc.net/dseries/10-sector.html
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Figure 3. Trend sectoral labour productivity growth
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Source: OECD, based on EU KLEMS database; Groningen Growth and Development Center.
8. The total change in productivity can be further broken down into a “within-sector” effect (driven

by technical change and capital accumulation), a “between-sector” effect (reallocation of labour resources
between sectors), and a “cross-sector effect”, that captures the interaction of productivity changes and
employment shares. Between-sector effects dominated in Mexico until recently and accounted for the
largest proportion of total labour productivity growth in the sample (Figure 4). This was mostly due to a
large fall in agricultural employment, a sector with relatively low productivity. For the past 20 years
within-sector productivity growth in Mexico was low compared to most other countries. Negative cross-
sector effects also largely offset the positive between-sector effect and account for a higher proportion of
total productivity change compared to other countries. This occurred because sectors with relatively poor
productivity growth, such as wholesale and retail trade and construction, gained employment share.



ECO/WKP(2009)74

Figure 4. Shift-share analysis
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Source: OECD, based on EU KLEMS database.

9. In more recent years, productivity growth in Mexico has been mainly driven by within-sector
productivity, a pattern more similar to other countries. Between-sector effects had a much smaller role as
the economy matured and the rate of decline of agriculture’s share of total employment eased. Small
negative cross-sector effects were also much more in line with other countries. This occurred because the
productivity gap between growth in slow growing Mexican sectors gaining employment share and fast
growing sectors losing employment share (such as mining) closed.

10. The changing pattern suggests that Mexico’s more recent sectoral pattern of productivity growth
is becoming more similar to that of higher income countries. It is supported by productivity change at the
industry level in contrast to the 1986-2000 period when productivity growth was mainly a product of
labour migrating from agriculture to industry. Although labour productivity and GDP per capita growth
rates have increased, they remain too low to allow rapid convergence with the high-income OECD
countries. Within-sector productivity growth can be further boosted by capital, innovation and competition,
which tend to be closely related to education, FDI and financial sector development.

Mexico’s convergence with high-income countries has been slow

11. The slow pattern of Mexico’s convergence towards higher-income levels is at odds with what is
suggested by conventional economic theory. In principle, lower-income countries should grow faster than
higher-income ones, due to diminishing returns to capital (Box 1). Empirically there is some evidence that
this theory of convergence holds, but it is far from automatic (Figure 5). There are both converging and
diverging countries within the OECD members and the selected emerging markets. However, the diversity
of growth patterns between emerging countries is greater than for the high-income OECD economies,
which tend to show more homogeneous growth paths.

10
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Box 1 Growth models, convergence and policy

Growth models tend to explain increases in output through the accumulation of inputs that make a contribution to
the production process, and typically imply that public policy has a potentially strong role in influencing these
processes.

A seminal model of economic growth, the augmented Solow-Swan model (Solow, 1956, 1957 and Swan, 1956),
uses a neoclassical production function, Y = F (K; AL) where the marginal productivity is positive but decreasing for
both factors, capital (K) and labour (L). Technical progress, A, grows at an exogenous and constant rate and increases
labour productivity. In this model, capital, labour and the economy move towards a long-run steady state where a
constant growth rate is determined by the population and technical progress growth rates. During the transition, the
speed of convergence will decrease as the economy approaches its steady state because of diminishing marginal
returns to capital. Richer countries closer to the steady state will grow slower than poorer ones. This convergence will
only be absolute, i.e. to the same level of income per capita, if all countries have the same steady state. This in turn
will only occur if the parameters that determine the steady state, population growth and rate of technical progress, are
identical across countries. As these factors and, in particular, technical progress (representing here everything that
augments labour productivity) are neither exogenous nor constant across countries convergence to similar income
levels is not automatic. Public policy can have a large influence on technical progress as defined in the model and
therefore significantly affect the convergence rates of countries.

The role of public policy is even clearer in the endogenous growth models. The most famous ones are the two-sector
AK - or the Uzawa-Lucas - model (Uzawa (1961), Lucas (1988)) and Romer's model (1990). In these models
diminishing returns to factor accumulation do not necessarily arise, and convergence is no longer a property of the
growth process. Growth is driven in the long-run by factors such as human capital and research and development,
where public policy has a strong potential influence.

Figure 5. Convergence towards the leader
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Source: OECD, National Accounts; World Bank, WDI; International Monetary Fund, WEO; United Nations, UNSD.
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12. The speed of convergence has also varied in history. The United States took a relatively short
period of time to converge and surpass the 19" century leader, the United Kingdom. By contrast, Japan and
Germany diverged from the leader prior to the mid 20™ century and then converged rapidly after
World War 11, while Mexico continued to diverge (Figure 6).

Figure 6. GDP per capita
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Source: Angus Madison (2003), The World Economy: Historical Statistics.

13. The speed of convergence has reflected differences in policies, saving and population growth
rates. The latter influence convergence as they determine the steady state countries are converging to.
Higher policy variance is related to the rate of technical progress, which tends to be important in emerging
markets. Indeed, the catch up process should be seen as a potential one that has to be stimulated through
sound policies rather than one that will happen naturally. Historical evidence suggests that divergent
performance can endure a long time, which underlines the importance of ensuring the right policy mix that
will lift growth.

14. To further emphasize the importance of growth-enhancing reforms, the speed of convergence
towards living standards in the United States under different growth scenarios is examined (Table 4). This
shows that if the speed of convergence observed for the past two decades continued, several emerging
markets in the sample, including Mexico, would diverge from the United States or converge only slowly.
The situation improves notably for Mexico if the last decade (which benefited from macroeconomic and
trade policy reforms) is extrapolated - the country switches from divergence to convergence, although
convergence would still take a very long time. Economic reform that generates extra growth can have
large effects. A 1% lift in Mexico’s relative growth rate over the past decades would have moved Mexico
from divergence to convergence at rates much faster than extrapolating even the 1997-2007 period.
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Table 4. Years to reach complete convergence with the United States

GDP per capita at 2005 PPPs ($); (USA = 100) Years to reach convergence
1987 1997 2007 | Il I

Russia n/d 22.73 31.33 -6511 36 121 Russia
Mexico 31.30 27.66 27.85 -219 1848 321 Mexico
Brazil 25.29 21.80 21.09 -171 -470 2029 Brazil
S. Africa 25.35 19.81 21.14 -171 239 2008 South Africa
China 3.11 5.82 11.74 32 31 28 China
Chile 20.10 27.14 30.97 54 89 38 Chile
India 3.72 4.22 6.01 117 80 84 India
Turkey 17.70 17.55 19.49 338 156 112 Turkey
OECD average 70.38 70.13 70.68 1640 442 35 OECD average

I. - Years to reach convergence (87-07 speed of convergence)
1. - Years to reach convergence (97-07 speed of convergence)

Ill. - Years to reach convergence (87-07 speed of convergence augmented by 1%)

Note: Negative numbers indicate a diverging process

Source: OECD estimates. Where unavailable, World Bank (WDI), International Monetary Fund (WEO) and United Nations (UNSD)

15.

Growth in Mexico has relied more on the accumulation of production factors than on rising

productivity. Over the past twenty years, Mexico’s growth pattern has been “extensive”—i.e. based on the
growth of labour utilisation and changes in demographic structure (Figure 7). By contrast, the better
performing countries, such as Chile, China, India, and Turkey exhibit an “intensive” growth path, with a
greater reliance on high labour productivity growth rates.

Figure 7. GDP per capita, various convergence patterns
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1.  This figure shows the decomposition of GDP per capita into its two principal components, which are Labour Productivity (LU)
and Labour Utilisation (LP). Countries in the left upper corner combine a high degree of LU with a low degree of LP. All
contributions are expressed in relation to the USA's values in 1987. The chart also shows the change of positions between 1987
and 2007 for the selected countries (for Russia it shows changes between 1992 and 2007), the USA and the OECD.

Source: OECD, National Accounts; World Bank, WDI; International Monetary Fund, WEO; United Nations, UNSD.

16.

Again, breaking down performance over time reveals a more positive story. Mexico’s growth

pattern has become more technology intensive. While labour productivity has been constantly increasing
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after the 1995 Tequila crisis, labour utilisation has actually been moving in the opposite direction from
each 5-year period to the next (Table 3).

What do models tell about factors that hold back Mexico’s growth rate?

17. Cross-country panel data models suggests that Mexico’s slow catch up with the OECD countries
was due historically to weak structural and macroeconomic policies. Mexico’s growth performance is
analyzed out of sample with several cross-country and panel data models (Annex 1.A3).> They indicate
that, all else equal, in view of the income gap (transitional convergence), Mexico’s growth should have
been 1.3% per annum higher than in the OECD countries between 1981 and 1999. In practice it was 1.9%
lower (Figure 8). The positive convergence effect was more than offset by weaker structural and
macroeconomic stabilisation policies. These are estimated to have reduced Mexican per capita growth by
1.8% in the structural case and between 0.7% and 1.8% in the macroeconomic policy case compared to the
OECD group®. Country specific effects, external conditions and cyclical reversion played a minor role in
explaining the differences over the whole sample period. However, cyclical reversion played a stronger
role in boosting Mexican growth and explaining its relatively strong performance from 1996 to 1999
following the Tequila crisis.

5. These were chosen based on whether they included Mexico and emerging markets, policy variables and
had accessible data. The Loayza, Fajnzylber and Calderon (2005) cross-country panel data model was used
to compare Mexico with three groups with differing growth records--fast growing high income OECD ( the
United States, United Kingdom, Australia, Finland, Ireland and Spain), fast growing emerging markets
(China, India, Malaysia, Thailand, Korea, Turkey, Chile and Egypt), and slower growing emerging markets
(Ecuador, Paraguay, Venezuela, South Africa, Argentina and Brazil).

6 For macroeconomic policies it depends on the magnitude of financial crisis effects used in the model. See
Annex 1.A3 for details.
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Figure 8. Annual average GDP per capita growth performance
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Source: OECD simulations using the Loayza, Fajnzylber and Calderén (2005) model.
18. From 1981 to 1999, the growth difference with emerging markets was mainly due to weaker

macroeconomic stabilization and transitional convergence effects. The former explain between -0.4% and
-1.5% and the latter about -1.0% of the difference in growth between Mexico and other emerging markets.
When compared to the high-growth emerging markets, the results show that the main difference with
Chile, Korea, and Malaysia was their superior structural policy setting. The difference with the lower-
income countries in this group, such as India, was their stronger convergence effect than in Mexico. When
compared with the slower growing emerging markets, Mexico appears to have had stronger structural
policy settings but weaker macroeconomic stabilisation and transitional convergence effects.

19. The comparison highlights the importance of both structural and macroeconomic policies for
economic growth performance. Mexico’s progress in this in recent years is confirmed by the data
(Figure 9). Macroeconomic stabilisation started to contribute positively to growth since the mid-1990’s
relative to emerging markets and also had a smaller drag on catch-up with the fast growing high income
OECD countries. This is further confirmed by extending the data to 2000-07.”

7. The model estimates could not be extended beyond 1999 to other specifications as relevant data is not
available for the emerging market group.
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Figure 9. Relative contribution of macroeconomic stabilisation policies to GDP per capita growth
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Source: OECD simulations using the Loayza, Fajnzylber and Calderén (2005) model.

20. The model suggests that more progress with structural reform remains key to faster growth.
Lower inflation and the prevention of financial crises were important in raising the growth rate while slow
progress with structural reform worked in the opposite direction. This suggests that if Mexico is to grow
faster, it is especially in this area that improvements need to be made. Both higher-income, fast-growing
OECD countries and the fast growing emerging markets have a stronger structural policy contribution to
growth than Mexico. When the structural policy contribution is broken down further, Mexico’s key
weaknesses are in education, infrastructure and financial market development compared with both the high
income OECD countries and the fast-growing emerging economies (Chile, Korea and Malaysia). Trade
integration, governance and the size of government are less important (Figure 10) compared to the OECD
group. The weakness in financial market development, as indicated by the domestic credit-to-GDP ratio,
highlights an important link between macroeconomic stability and structural policy drivers. Mexico’s
previous financial crisis contributed significantly to this structural problem as banks spent a long time
repairing their balance sheets.

Figure 10. Relative contribution of structural policies to GDP per capita growth
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Source: OECD simulations using the Loayza, Fajnzylber and Calderén (2005) model.
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21. Estimations based on a cross-country growth model by Sala-i-Martin (1997) between 1960 and
1992 show that initial conditions and, again, weak structural policies largely explain Mexico’s weak
growth performance. Mexico’s low level of human capital, measured by the primary school enrolment rate
in 1960, is the largest factor in its underperformance. In addition, four important policy-related variables -
the years of openness of the economy, the rule of law, the proportion of machinery and equipment in
investment and state control of the economy - were also important in explaining Mexico’s weaker growth
during that period. Although the model is estimated for a period that ended 15 years ago, subsequent
developments can be used to determine whether the variables are still relevant and whether the
government’s current policies are helping to deal with the problems.

22. Estimates with another model by Sala-i-Martin, Doppelhoffer and Miller (2004) also point to the
importance of initial conditions in terms of a large convergence gap. The model uses an averaging
technique to detect which among numerous potential variables best explains growth. The exercise shows
that initial conditions were important in Mexico, especially compared with the faster growing OECD with
which Mexico had a large convergence gap. At the same time, this disadvantaged it versus the 10 fastest
growing emerging markets, as they were generally poorer than Mexico in 1960. The weak outcome is
explained by Mexico’s relative poor human capital stock in 1960 vis-a-vis both groups. In addition, human
capital measured by life expectancy explains weaker growth vis-a-vis the faster growing OECD countries.
Only one policy related variable, openness, measured as the number of years the economy has been open
between 1950 and 1994, of the 21 chosen stands out in explaining Mexico’s poor performance relative to
faster growing countries from 1960-1996. Simulations with the two models above identify convergence as
the most important factor that should be contributing to higher growth in Mexico vis-a-vis the OECD
countries. This seems obvious given the large income gap.

23. Studies on determinants of growth in Mexico and comparator countries also point to structural
weaknesses such as lack of competition as important determinants of weak growth performance. Phillips,
Mehrez and Moissinac (2006) compared Mexico with fast-growing countries and found that it has relative
weaknesses in physical capital accumulation and in structural factors such as financial development,
infrastructure, rule of law (including contract enforcement), education attainments and competition. The
findings are in line with other more general growth studies. An extensive panel data regression analysis of
growth in the OECD countries also identified the macroeconomic environment, trade openness and
financial market development as particularly important for explaining growth differences (Bassanini,
Scarpetta, Hemmings, 2001).

24, An important factor explaining slow convergence in Mexico is restrictive product market
regulations (PMR) that tend to capture many structural weaknesses. Mexico’s PMR level is one of the most
restrictive in the OECD (Figure 11). PMRs reduce competition that would motivate firms to enhance
productivity by adopting new technologies and processes. Regulation can also have “knock-on” effects on
non-regulated sectors of the economy that use the output of the regulated sectors as intermediate inputs.
For example, excessive regulation of the electricity sector will have effects on other sectors such as
manufacturing where electricity is an important input. Conway, De Rosa et. al. (2006) using a sectoral
model of labour productivity growth find that while regulation, measured by the regulatory impact
indicators, does not directly lower growth, it impedes convergence towards the global technology frontier.®
This is of particular concern for Mexico as it is the convergence process that should be boosting Mexican
growth Vis-a-vis high income OECD countries.

8. In the model, labour productivity growth is a function of improvements in the global productivity frontier,
the gap to the frontier and the speed of convergence, and in some versions, measures of human and
physical capital. The model was estimated for 21 OECD countries across 39 industries.
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1.

Figure 11. Product market regulation?
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Source: OECD, Product Market Regulation database.

25.

To quantify the “knock-on” effects of PMRs across the economy, OECD regulatory impact

indicators were calculated for Mexico to compare them with those previously done for 21 other OECD
countries (Conway and Nicoletti 2006).°, The regulatory impact of PMR in Mexico is above the OECD
median for all industries, except in real estate and business services (Figure 12). The largest negative
impact is in the network industries (electricity, gas and water) where the regulatory impact of PMR in
Mexico is fourfold compared to the OECD median).

The indicator measures the regulatory impact on 11 industries in Mexico as the weighted average of anti-
competitive PMR in 6 non-manufacturing sectors--electricity, gas and water, post and telecommunications,
transport and storage, wholesale and retail trade, other business activities. The weights are proportional to
the intermediate input requirements of each of the 11 industries from each of the non-manufacturing
sectors. For example, an industry such as paper manufacturing which uses a relatively high amount of
electricity as an intermediate input will have a higher weight on PMR in the electricity sector than another
industry where less electricity is required per unit of final output. In comparison with the rest of the OECD,
the regulatory impact of PMR in the non-manufacturing sectors is relatively high both in the sector and in
those such as manufacturing that use their services. More specifically, the weights are the input-output
coefficients calculated using the 2003 input-output table (matriz insumo-producto) for Mexico available
http://www.inegi.gob.mx. The PMR indicators for the non-manufacturing sectors are obtained from the
OECD PMR database available at http://www.oecd.org. In some cases they are simple averages of the
indicators for several sub-sectors, for example the transport indicator is the average of the PMR indicators
for the airline, road and rail sectors. Figure 5 in Conway and Nicoletti (2006) contains further details. The
finance PMR indicator was calculated by de Serres et. al. (2006) and assesses the degree to which
regulation encourages or inhibits competition in banking and financial services. For the OECD countries
other than Mexico the regulatory impact indicator for total manufacturing is derived by calculating an
industry value-added weighted average of the regulatory impact indicator in individual manufacturing
industries.
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Figure 12. Knock-on effects of product market regulation at the sector level compared
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26. Frontier model simulations confirm that weak anti-competition regulations have a large negative

impact on convergence in Mexico. A simulation by Conway and De Rosa for 21 other OECD countries is
repeated to include Mexico.'® It is carried out from a steady state in which the level of productivity is the
same across all sectors and countries, to which a one-off positive shift in the world productivity frontier of
equal size in all sectors is imposed. The shock results in the same productivity gap in all countries and
sectors initially but the subsequent speed of convergence towards the frontier depends on the relative
restrictiveness of anti-competitive regulations in each industry across countries (Figure 13). Mexico has the
slowest convergence in the sample.

10. Coefficients from the sectoral model in Column 2, Table 1B are used in the simulations. Results for
countries other than Mexico vary somewhat from the original simulations due to subsequent revisions to
the regulatory impact indicators.
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Figure 13. The effect of regulation on the diffusion of a positive supply shock?* 2
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1. Theincrease in the level of aggregate labour productivity 5 years after a positive supply shock to the world technological frontier
of an equal magnitude in each sector. The data are expressed as a percentage of the response that would occur in a country
with regulation that is the least restrictive.

2. Productivity is derived as the value-added weighted average of industry-level productivities.

Source: OECD calculations using model estimates from Conway, De Rosa et al.(2006).

27. Another simulation comparing the United States and Mexico also shows that Mexican
productivity would be higher with a lower level of PMR. The model compares the actual industry labour
productivity gaps between the United States and Mexico in 2005 assuming that US labour productivity
remained constant at 2005 levels. It is simulated under two scenarios - Mexico retains the level of PMRs
prevailing in 2003, and it moves to the least restrictive PMR existing in the OECD across all industries in
2005. This shows that after 10 years Mexico’s labour productivity level would be about 12% higher if it
introduced regulatory reforms. Even after 20 years of catch-up it would still have a labour productivity
level 8% higher than if it retained 2003 PMR levels (Figure 14).

Where to from here? Policy priorities for lifting growth further

28. To boost Mexico’s weak but improving growth performance the above analysis points to both
macroeconomic and structural factors. Mexico has improved its macroeconomic stability in recent years,
which partly explains the improvements in its growth performance this decade. However, structural reform
to boost productivity seems to have been slower and the list of needed reforms is long. The recent
significant reductions in import tariffs should help the economy take fuller advantage of trade and
investment integration, which could be a relative strength for Mexico given its geographic location.
Reforms introduced in the past two years, including those to promote competition and transparency in the
financial sector and, to a lesser extent in telecommunications, will also stimulate the dynamism of the
economy. Despite this progress, further reforms are needed to boost overall and within-sector productivity.
Relative weaknesses in education (Schwellnus 2009), infrastructure, financial development, the rule of
law, as well as a lack of competition arising from overly restrictive product market regulation and
excessive state control come out in various studies as explaining why Mexico has not grown as fast as
other countries. "'

20. Going forward it is important to identify most relevant growth-boosting reforms while taking into
account ongoing efforts. Some of the model estimations reflect time periods when many reforms were not
yet in place in Mexico and may thus give a distorted picture of today’s priorities. Circumstances and
policies change and problems that held growth back in the past are not always relevant for the performance

11. Machinery and equipment investment levels no longer appear to be lower than in faster growing countries.
Mexico’s proportion of machinery investment as a share of GDP between 1993 and 2007 is considerably
higher than the value for the 1960-1992 period and more in line with the faster growing countries.
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of the economy going forward. Furthermore, the areas identified in the above simulations as restricting
growth in Mexico are not exhaustive but rather pointing to some clear relative weakness compared to
faster-growing countries. There are a number of other policies and factors that are likely to influence
growth and will need to be addressed if Mexico is to grow faster. These include, for example, security,
inequality (Box 2), restrictive employment regulations and innovation policies.'? This section examines
developments, both during and subsequent to the model estimation periods, to identify which variables
remain relevant for lifting incomes in Mexico. It also identifies current government policies that have
improved Mexico’s growth and where policy action still needs to be taken.

Figure 14. Simulated convergence of labour productivity towards the United States
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Source: OECD calculations using model estimates from Conway, De Rosa et al. (2006).

12. Innovation policy in Mexico is discussed in OECD (2009b).
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Box 2 Growth and Inequality - lessons for Mexico from the current literature

Figure 15. Inequality in Mexico : across countries and over time
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Source: UN WIDER inequality database; World Bank WDI database.

Views have evolved over time on the links between growth and inequality but there seems to be no clear
causality from one to the other. Kuznets hypothesized in the 1950’s that in the initial phases of development income
inequality increases, as an economy moves away from agriculture towards industry. As the economy matures and the
industrial sector expands, income inequality decreases. More recent theories suggest that growth driven by skill biased
technical change may increase income inequality as wages of lower skilled workers decline in relative terms. However,
the consensus view is that there is no robust causal link from growth to inequality (Easterly, 1999, Dollar & Kraay,
2002).

Another strand of literature has focused on the inequality-to-growth link, but with no conclusive evidence. On the
one hand, inequality could promote growth through the accumulation of physical capital as rich individuals have higher
savings rates, and capital indivisibilities require large-scale private investments and tend to improve incentive
structures. On the other hand, inequality is harmful for growth if it reduces accumulation of human capital in the
presence of credit constraints, and increases demand for redistribution through taxation and sociopolitical unrest.
However, empirical evidence on these links is inconclusive. Some find that initial inequality has a negative effect on
subsequent growth (Alesina & Rodrik, 1994, Perotti, 1996) in pooled cross-country regressions, but the effect becomes
insignificant or positive when unobserved cross-country heterogeneity is taken into account (Barro, 2000 and Forbes,
2000)

Two of the channels highlighted by the literature on the relationship between inequality and growth are of
particular relevance for Mexico. The literature on the missing growth-to-inequality link implies that growth in per capita
income alone may not be sufficient to reduce inequality in Mexico. While cross-country evidence suggests that
reducing income inequality would not be sufficient to boost long-term growth in Mexico, inequality can affect growth in
Mexico by reducing human capital accumulation through poor education outcomes (Galor & Zeira (1993), and by
increasing sociopolitical instability (Alesina & Perotti, 1996).
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Figure 16. Inequality and political stability
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Therefore, growth in Mexico could benefit from specific measures aimed at reducing inequality. While reducing
inequality through direct income transfers may not be possible due to a weak tax base, the government can take other
targeted measures. Improving access to secondary education to poor families can ensure that inequality does not
prevent low-income individuals from accumulating human capital. This can be done by expanding the Oportunidades
programme of cash grants to parents in exchange for school attendance, and facilitating the transition from school to
the labour market. These efforts would also help reduce sociopolitical instability and violence in the long run.

Macroeconomic stability

30. Broadly sound macroeconomic policies are contributing to good growth performance and should
continue. Macroeconomic management of the economy has improved substantially since the 1995 Tequila
crisis, as evidenced by a drop in inflation, small current account and fiscal deficits, low public and foreign
debt, and a comfortable reserve cover. Mexico’s commitment to macroeconomic stability, including an
independent inflation targeting central bank and fiscal prudence are important cornerstones of this
improved performance and should continue.

Openness and trade and investment integration

31. Lack of trade integration has ceased to be a major hindrance to growth. Trade integration was an
issue for growth prior to the early 1990s, but subsequent liberalization episodes (WTO 1986, NAFTA
1994, unilateral actions) have substantially increased the share of trade in GDP - from 39% in 1990 to 67%
in 2008. Simulations with the Loayza et al. model show that lack of trade integration is no longer a relative
weakness Vis-a-vis comparators. Furthermore, openness helped Mexico stage a rapid recovery after the
1995 crisis by facilitating strong export growth (Cerra and Saxena, 2005, Tornell, Westermann and
Martinez, 2004). *

32. Continuing with recent progress on more liberalization could make trade and investment
integration more of a strength for growth. The strong export growth in the late 1990s has weakened more
recently. Similarly, FDI that has been close to the OECD average in terms of GDP is on a declining trend

13. A full recovery is a return to the projected trend level of GDP existing prior to the crisis.
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and below rates seen in other catching-up countries in the OECD. It is also concentrated in the
manufacturing and finance sectors where barriers to investment are lower. At the end of 2008, Mexico’s
trade policy was more restrictive (on a combined measure of tariff and non-tariff barriers) than the OECD
average and other emerging market countries (Haugh, Rocha and Jamin, 2008). The substantial reductions
in tariffs announced in December 2008 are a step in the right direction. Investment barriers, including those
for FDI, remain higher than in most OECD and Latin American countries (OECD, 2009a). Further opening
up of sector to private investment and to FDI would contribute to increase productivity. This would be the
case particularly in service and infrastructure sectors, including energy, transport and telecommunications
that provide inputs for the whole economy. Further reforms to boost trade and investment integration could
reinforce openness as a relative strength for growth in Mexico, improve its ability to take advantage of
recovery when it comes, and even help offset other disadvantages that are more difficult to remedy.

33. Given its assets, including geographical position, Mexico’s potential gains from further trade and
investment liberalisation are high. Equations estimated across a panel of OECD countries indicate that an
increase in trade integration of 10 percentage points of GDP (combined measure of export intensity and
import penetration) would raise output per working-age person by 4% (OECD, 2003). OECD estimates
also suggest that reducing FDI restrictions to those prevailing in the least restrictive country in the OECD
would increase the stock of FDI in Mexico by 50% (Nicoletti et al., 2003), with consequent benefits for
growth through technological transfer, increased competition and innovation.

Financial market development

34. Boosting Mexico’s low financial development should also help growth. Despite progress,
Mexico’s financial sector remains underdeveloped compared to emerging market peers. Domestic credit to
the private sector at about 20% of GDP is low compared to countries with similar income levels. For
example, Chile and China (Figure 16b) were close to 80%. Adding credit directly from abroad increases
the ratio only to 25% of GDP. Similarly, while stock market capitalisation has grown from 32% of GDP in
1996 to 42% in 2006, it still remains well below the OECD average of 121% and levels in other fast
growing emerging markets such as Chile, China, India and Korea (Figure 17¢c).

35. Building on recent reforms Mexico can further promote financial development (IMF, 2007).
Mexico introduced reforms to improve the regulation of the financial sector early in the decade and credit
growth accelerated until the recent turmoil especially to households. Given the large gap between financial
sector depth in Mexico and faster-growing countries, Mexico should reinforce reforms in this area,
including those related to the rule of law (see below). At the same time, it is important that any expansion
in financial sector depth is sustainable and that the government maintains fiscal discipline as public-sector
debt has crowded out lending to the private sector in the past.

The rule of law and enforcing credit contracts

36. The rule of law remains the greatest outstanding growth-related problem in Mexico according to
the Sala-i-Martin 1997 model. A comparison of Mexico with the average rule of law prevailing with the
10 fastest growing countries in the model shows that Mexico’s rule of law has worsened between 1996 and
2007 in absolute and relative terms. The enforceability of contracts, a part of the rule of law that is
important for the business environment and the financial sector in particular, is weak. This is evidenced,
for example, by much higher debt recovery costs than the OECD average and many other emerging
markets, including Argentina, Brazil, Chile and China in 2007 (Figure 18). This may also have contributed
to the low level of financial development. Recent government estimates also show that security problems
are reducing annual growth by about 1 percentage point. Increasing security in Colombia, for example, has
been shown to have substantial growth effects.
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Education and human capital

37. Improving human capital by further reforms in the education system remains another priority for
growth with positive spillovers to sustaining demand during the crisis. The model simulations showed that
relative weakness in human capital explains much of the slower growth performance compared to
fast-growing countries. Indeed, human capital in the working age population (as measured by average
years of schooling) is the lowest in the OECD and other emerging markets despite Mexico spending more
than the OECD average on education as a share of GDP. Furthermore, the education system has not
generated the large inter-generational increases in educational attainments observed in faster-growing
economies such as Greece or Korea (Guichard, 2005, OECD, 2007). Only about two-thirds of the relevant
age group attend secondary school.

38. Recent reforms to improve educational quality should be complemented by improving access to
education further. Mexico has initiated innovative reforms in education through the Oportunidades
programme that aimed at targeted interventions to improve access to schooling of lower income groups.
This may have contributed to the increase in secondary enrolment rates between 1996 and 2005 after
stagnation between 1981 and 1995. This growth is similar to other fast-growing emerging markets.
However, in terms of educational quality, Mexico is lagging both OECD and emerging market countries
(as measured by PISA scores). Faster-growing emerging markets such as Chile, China, Poland and Turkey
are generating better education outcomes relative to their income level than Mexico (Schwellnus 2009).
Raising educational attainment and particularly the quality of educational outcomes in Mexico should
remain a policy priority if Mexico is to lift its growth rate further.
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Figure 17. Domestic credit to the private sector and stock market capitalisation
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Figure 18. Cost of enforcing contracts, 2007
As per cent of total debt values
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Regulation and competition

39. Convergence and recovery would also be boosted by increasing competition by reducing product
market regulations. Apart from directly restricting competition, the regulatory framework is not facilitating
new entrants. For example, it is not providing adequate, non-discriminatory third party access to networks
in areas such as telecommunications and railways (OECD, 2007). The result is an economy with high
levels of concentration and ineffective competition in many sectors. Coupled with restrictive foreign trade
and investment policies this is reducing both the ability and incentive to innovate and adopt new
technology and practices from abroad that are important for higher productivity growth and rapid recovery.
This applies in particular to telecommunications. Deregulation was among the most important determinants
of the growth advantage of the United States and other English-speaking and small EU countries over the
past two decades (Nicoletti and Scarpetta, 2005). However, this may not be sufficient to generate
competition, especially in network industries such as telecommunications, which underlines the importance
of a regulatory regime that facilitates entry and new acquisitions.
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40. Mexico’s decision to conduct a project to strengthen competitiveness is an important step to
achieve higher levels of investment, employment and growth. This process involves identifying and
modifying regulations and policies that unnecessarily restrict competition, and evaluates the regulatory and
legal difficulties facing enterprises, using the OECD Competition Assessment Toolkit (Box 3). The large
number and complexity of laws and regulations that impede competition mean that an ongoing
commitment will be required to gain the maximum return from this strategy.'* The experience in Australia,
where a similar process was conducted, suggests that such an effort is well justified by the subsequent
growth benefits, which are likely to be substantial. Indeed, Australia outperformed the OECD for several
years in both GDP and GDP per capita growth terms since the commencement of the regulatory review
there in 1993. Its performance is currently less impressive and the government attributes that at least in part
to a reduced emphasis on pro-competition reforms lately. Consequently, Australia plans to ratchet up these
actions in the years to come.

41. Reforms to boost access to network industries can help sustain the competitive advantage gained
from the recent real depreciation and help a rapid recovery when world trade picks up. The productivity
gains can be substantial according to the studies reviewed. The government has taken important recent
steps to improve competition especially in the telecommunications area by introducing number portability
and lowering interconnection charges. In addition, plans to carry out additional auctions of radiospectrum
frequencies and of new fiber optic networks should further promote competition in the sector. Additional
reforms would complement those envisaged by the Ministry of Economy to create a one-stop-shop for
business registrations and aid to start-up companies. By attracting investment to new activities the reform
would also help the recovery.

Box 3. Reducing unnecessary restraints on competition using the competition assessment toolkit

The Mexican government represented by the Ministry of the Economy signed in July 2007 a memorandum of
understanding with the OECD to increase Mexico’s competitiveness based on two pillars: strengthening competition
and improving the regulatory framework. Both pillars developed technical and highly experienced task forces to carry
out their process. The competition pillar is coordinated by the Federal Competition Commission (COFECO) and the
other group by the Ministry of the Economy. The competition process is conducted using the OECD’s Competition
Assesment Toolkit (OECD, 2007b). The toolkit contains a checklist that signals when there is a potential competition
problem that should be investigated in-more depth (along the lines of those regularly conducted by Competition
Authorities). The checklist identifies potential problems if the policy, law or regulation will:

e limit the number or range of suppliers, e.g. establishes a licensing process as an operation requirement;
and/or;

e limit the ability of suppliers to compete, e.g. significantly raises production costs of new entrants relative to
incumbents; and/or;

e reduce the incentive of suppliers to compete vigorously; reduce mobility of consumers between suppliers.

If a more in-depth investigation reveals that there is an undue restriction on competition, the toolkit contains
advice on alternatives that may offset or mitigate potential harm to competition while still achieving the policy objective
of the original law/regulation.

Additionally, the project uses the Standard Cost Model to cost administrative burdens, to inform and generate
measures of regulatory improvement and administrative simplification.

The review process is being conducted by a group of both economic and legal experts, who provide advice on
where problems lie and possibilities for resolving them. The Ministry of the Economy then makes recommendations for
regulatory reform to a competitiveness cabinet of ministers. Ensuring the success of this process in eliminating
unnecessary restraints on competition and lifting productivity growth will require both ongoing resourcing and ensuring
that there is a durable mechanism for implementation.

14. In Australia’s case, the National Competition Policy review examined around 1 800 laws and regulations
over the 1995-2005 period.
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Infrastructure

42. Increasing infrastructure levels can have positive effects on economic growth and sustaining
activity in the downturn. Progress has also been made, with an increase in infrastructure investment from
an average of 3% of GDP in 2000-2006 to 5% for 2009, but it will take time to close the infrastructure gap,
as provision in Mexico is low by OECD standards (OECD, 2008) and Mexico faces a number of
challenges in this area. In telecommunications, Mexico tends to underperform other emerging market peers
with fewer mainline telephones, fixed, mobile and broadband subscriptions per capita and lower
international internet bandwidth per capita (Figure 19). Road and rail provision remains relatively limited,
even compared with other emerging markets, as evidenced by the relatively low density of the networks as
measured by lines per square kilometre (Figure 20a and b). Despite having lower population densities
Argentina, Brazil and Chile have higher road and rail network densities than Mexico. At the same time,
existing investments in Mexico seem unbalanced, as many areas are without roads and much is
concentrated close to the US border with high user fees. Road congestion, as indicated by the number of
vehicles per road kilometre, is also relatively high. In energy, while total electricity generation capacity
appears to be adequate or even on the high side in per capita terms at Mexico’s income levels,'” the reserve
margin (total capacity in excess of peak load demand) is high by OECD standards.' Prices also remain
relatively high compared with other OECD countries in electricity and telecommunications (OECD, 2007)
suggesting that benefits from greater competition such as more innovation and higher productivity are
lacking in these sectors. This means that apart from increasing public investment, promoting competition
can also help improve both the quantity and quality of infrastructure in Mexico as pointed out by the PMR
results discussed earlier.

Figure 19. Fixed and mobile subscribers
Per 100 people, 2005
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15. Generation capacity per capita tends to be higher for richer countries as more economic activity generally
requires more electricity use to some degree.
16. See OECD (2008).
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Figure 20. Network density, 2005*
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Concluding remarks
43. Mexico has made some progress in boosting growth but not enough for satisfactory catch-up.

Mexico’s reforms, especially those to increase macroeconomic-stability and open the economy to greater
trade and investment over the last decade have paid off. They have facilitated strong export-led growth
following the 1995 financial crisis and reduced macroeconomic imbalances and vulnerabilities with some
positive impact on growth. Mexico now enjoys a level of macroeconomic stability that rivals many higher
income countries in the OECD. The economy has become far more integrated in the world economy than
two decades ago, increasing the pressure on firms to innovate and exploit the possibilities for technology
transfer, especially in the more open manufacturing sector. Taken together, these factors have helped
increase GDP per capita growth from near zero in the late 1980s to around 2% in the 2002-07 period.
Although this is around the OECD average, it is too low to allow rapid convergence to living standards in
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the higher-income OECD countries. As an emerging market with a large income gap to the rest of the
OECD, and a long border with the world’s largest single market, Mexico should be doing much better than
the average.

44, However, convergence to higher living standards is far from automatic and requires addressing
structural weaknesses more rigorously. A comparison of Mexico’s performance with better performing
emerging markets and OECD countries reveals that Mexico’s weaker growth is largely driven by lower
labour productivity growth. To raise labour productivity, more reforms are needed on the structural front.
Relative weaknesses in competition, education, the rule of law, infrastructure, and financial development
are areas that explain Mexico’s poorer performance relative to faster growing countries in the past. There
have been important improvements in several of these areas, but efforts along these lines need to continue
going forward (see Annex 1.A1, and OECD 2009a). Further opening up the economy to higher private
investment, both domestic and foreign, would also contribute to higher productivity.

45. Although reforms are needed on a broad front, rapid progress with limited resources can be
obtained by focusing reforms on increasing competition. Mexico also needs to monitor and ensure previous
reforms in areas such as financial markets deliver their aims. It should also complement this with further
policy change to deal with persisting structural weakness. Recent OECD work contains detailed
recommendations for improving education outcomes, lifting competition and improving infrastructure,
increasing the benefits from international trade and investment, especially in the telecommunication sector.

Box 4 Policy recommendations for boosting growth and spurring economic recovery

Boost competition to enhance productivity, growth and recovery

] Increase competition in the main network industries--electricity, gas, water, telecommunications and
transport-- through regulatory action.

e  Further liberalise investment regimes by reducing both barriers to domestic and foreign investment.
Enhance trade links with Asia to diversify trade.

e Increasing competition and reducing entry barriers in telecommunications further is of particular importance
for the diffusion of new technologies.

Sustain demand and improve competitiveness with a better infrastructure

e  Focus on sectors with rapid pay-offs such as education (coverage and quality, see Chapter 3), and transport
networks (road, rail and ports).

e  Continue to increase infrastructure spending provided capacity constraints allow it.
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Annex 1.A1

Progress in structural reform

1. This annex summarises recommendations made in previous Surveys and action taken since the

last Survey was finalised in July 2007. More detailed recommendations based on analysis in this survey are

listed in the relevant chapters.

Recommendations

Action taken since the previous Survey
(July 2007)

A. STRENGTHENING PUBLIC FINANCES

Strengthen the fiscal framework, ensuring fiscal rules and
guidelines are implemented. Save or invest extra windfall
from non-renewable resources.

Upper bound on the maximum level of stabilisation funds
increased for 2009.

Enhance the efficiency of public spending:

Performance budgeting reform measures were included in
the 2007 fiscal reform. Its implementation is in progress.

Increase tax revenues while reducing distortions

The 2007 tax reform (IETU) is aimed at broadening the tax-
base while improving spending efficiency. However, more
reforms on non-oil taxes are needed to reduce dependency
on oil revenues in the budget.

Review powers and
governments

responsibilities of sub-national

The 2007 fiscal reform gave them the capacity to raise a tax
on gasoline.

Limit growth of federal transfers, to give sub national
government incentives to increase and execute their taxing
power.

Formulas for the transfer of resources to subnational
governments were modified to provide them with higher
incentives to increase their own revenues.

Extend the ISSSTE pension reform to other sub-systems for
public sector employees.

The pension systems of CFE and workers of IMSS were
reformed in 2008

Reform PEMEX-management, improving governance and
consider allowing of joint ventures, to ensure much needed
capital and technology.

PEMEX reform passed in October 2008 is being gradually
implemented, mainly improving corporate governance.
Performance based contracts need to be carefully designed
in order to guarantee that they promote higher investment in
the sector.

B. TRADE AND FOREIGN INVESTMENT

Gradually reduce applied most favoured nation tariffs.

Reduce non-tariff barriers including: streamlining customs
and technical and labelling standards; eliminating exclusive
entry ports, reference prices and special registration lists for
imported goods.

Reduce foreign ownership restrictions.

Further facilitate FDI and maximise benefits from FDI.

Strengthen the rule of law to

environment.

improve business

Substantial rate reduction in effect from January 1% 2009.

At the same time the rates were reduced, a wide range of
measures to improve foreign trade procedures were
established.

A new law reducing ownership restrictions in
telecommunications was approved in the lower chamber of
Congress. Approval in the Upper Chamber is pending.

A new law reducing ownership restrictions in
telecommunications was approved in the lower chamber of
Congress. Approval in the upper chamber is pending
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Recommendations

Action taken since the previous Survey
(July 2007)

C. COMPETITION, REGULATION AND INFRASTRUCTURE

Undertake broad review across the economy of legal
restraints at both the federal and the state levels on
competition.

The Government with the support of the OECD has
launched a broad review of laws and regulations to identify
and eliminate unnecessary restraints on competition. The
competition commission has increased its capacity for
economic analysis in competition areas.

Assign adequate resources to the Federal Competition  No action.
Commission and other regulators.

Improve enforcement of competition law. No action.
A. Energy.

Electricity: Increase competition in electricity generation, No action.

encourage private sector investment.
Gas: Continue liberalisation and opening of the sector.

B. Telecommunications

Facilitate new entry and improve the regulatory framework
to enhance competition.

Promote broadband including unbundling the local loop.
Establish a clear legal framework for setting asset prices.
Legal framework should be subject to mandatory CFC
approval.

C. Transport
Border and trucking: improve efficiency at the US border.

Airlines: proceed with privatisation of Aeromexico and
Mexicana as separate entities. Increase foreign ownership
ceiling in airlines to 49%.

Roads: encourage private sector investment.

Railways: introduce an independent regulator and new
access pricing rules to resolve interconnection disputes.
Ports: improve port efficiency including improving wharf to
land transfer and customs procedures.

Reform passed aimed at allowing competition in consumer
provision.

Authorities have initiated phone number portability.
Interconnection charges for mobile phone companies to
fixed line companies for network traffic reduced by more
than 50 percent. Permits to commercialise or resell mobile
phone services granted. Additional spectrum and fibre
optic network auctions have been announced.

Spectrum Auction program issued in March of 2008. The
Basic Technical Plan for interconnection and
interoperability issued, enabling i.e. that end user has
access to any contents, services or application provided by
any operator.

Pilot project with US on cross border trucking. Currently
stopped by the new US administration. Authorities are
working with US Government to reactivate project within
the NAFTA framework.

Privatisation completed fall of 2007 and industry opened to
low-cost carriers.

More use of PPPs introduced. During 2009 SCT will have
38 PPPs underway.

No new action.

Development of logisitics activity zones (LAZ) promoted. A
review of operational processes of transfer and
manoeuvring of delivery-reception initiated. This has
reduced the time goods spend in ports.

D. PROMOTE A BUSINESS FRIENDLY ENVIRONMENT

Facilitate entry and exit of firms.

Reduce business costs.

Further progress in implementing the SARE (Rapid
Business Start-up System). State and municipal procedures
for opening a new low risk business are reduced to up to 3
days.

One-stop-shop project initiated.

E. ENHANCING HUMAN CAPITAL

A. Increase coverage of post compulsory education

Facilitate access of poorer students to upper secondary
education.

B. Increase quality of education services
Modernise curricula and better integrate it between levels.
Evaluate schools and publish results

Two new scholarship programmes initiated: “National
Retention Scholarship Programme” and “Student Support
Scholarship Programme”.

No action.

Results from the ENLACE evaluation are now published at
the school level.
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Recommendations

Action taken since the previous Survey
(July 2007)

Review incentives for teachers

C. Facilitate the transition from school to job

Consider the introduction of apprenticeships contracts for
alternation programmes.

Further strengthen vocational education.

Alianza reform plans to link teacher incentives to
professional development and student test scores; Carrera
Magisterial is being reformed.

No action.

Technical committees have been established to strengthen
school-business links.

D. Adult training
Continue implementation of skill certification.

Strengthen public training programmes.

Upgrade entrepreneurial in small and

medium-size enterprises.

competences

Enrolment within the skill certification model has increased
45% during the 2007-2008 school year.

Work training programmes have been offered within the skill
certification model during the 2007-2008 school year.
Development banks (Nacional Financiera) have stepped up
their programs to support SMEs, both in terms of additional
financing as well as technical assistance.

F. LABOUR MARKETS AND POVERTY ALLEVIATION

A. Labour market

Increase the flexibility of employment regulations by easing
employment protection provisions while putting in place a
minimum revenue support in case of job loss.

Introduce probation period, to facilitate job creation through
long-term contracts.

Broaden scope for using short term contracts
Broaden scope for using part-time contracts.
B. Review tax and benefits

Rebalance incentives towards formal employment by
reviewing the tax-benefit package to improve the reliability
and efficiency of social security services. Increase
attractiveness of individual pension savings (SAR).

Bring in line the public sector pension schemes with the
private sector.

Avoid use of payroll tax.
C. Poverty alleviation and public security

Adjust coverage of Oportunidades to include all segments
of the poor population. Improve the quality of supply of
health and education within program to increase
effectiveness.

To aid the poor, replace subsidies by targeted cash
transfers. Review effectiveness of programmes like
DICONSA and LICONSA, if inefficient, refocus them or
discontinue them. In general, rationalise the numerous
programs with social objectives to avoid duplication and
draw on synergies.

Review mix of interventions targeted at rural poverty;
reinforce partnerships among actors involved in rural
development.

Increase cost efficiency of IMSS health care to provide
higher quality services at lower costs.

Take steps to integrate health insurance systems and split
financing from providers

A reform to the retirement savings system has been
approved to allow workers to have greater access to the
resources in their retirement accounts in case of
unemployment. To make up for this, the Government's
contribution was increased.

No action.

No action.
No action.

Social security law reformed in favour of temporary workers
in the agricultural sector, to ensure their incorporation into
IMMS and earning of pension benefits.

Public sector pensions for new employees have been
aligned with the private sector.

No new action.

No action.

No action.

No action.

No action.

No action.
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Annex 1.A2

Data and methodology

1. The data used in the growth accounting and growth comparisons for emerging markets were
sourced from the OECD, the International Monetary Fund (IMF), the World Bank (WB) and the
United Nations (UN). Where official data were unavailable, they were supplemented by OECD country
desk estimates. Databases included: the IMF’s World Economic Outlook (WEO) and the World
Development Indicators (WDI) from the WB and the United Nations Statistic Division (UNSD) Database

from the UN.

Source

Definition

OECD members

Non members

. . OECD World Bank (WD1)
GDP extension GDP in PPP (constant 2005 $) International Monetary Fund (WEO)
Employment OECD WEO
OECD WEO
Working age Analytical Database United Nations

i Segment of the population between ages 15 and 64 (GECD) (UNSD)
Population g pop g OECD UNSD
Population OECD UNSD

UNSD

Note: In some cases, there is available OECD data for non member countries. In these cases the OECD desk estimations are used
instead of the alternative source used for the rest of the non member countries. Series were extended from 1980 to 2012; when the
whole series was not available from the same source, they were extended extrapolating the growth rates from an alternative

database.

2. As the goal of the work is to analyse the long-term growth of the selected countries, cyclical
effects were removed by filtering all the time series using a Hodrick-Prescott Filter (HP) with lambda
=100. The HP filter becomes inaccurate at the end of a time series (Scarpetta, Bassanini, Pilat and
Schreyer (2000)). To mitigate this problem, the series were extended before filtering using either OECD
forecasts or extrapolation using past average growth rates.

38




ECO/WKP(2009)74

Annex 1.A3

More details on the models used

1. The Loayza et al. model covers 78 countries and is estimated for 1961-1999; growth is a function
of transitional convergence (the initial income gap), cyclical reversion (the size of the initial output gap),
structural policies (education, financial depth, trade integration, government size, infrastructure and
governance), macroeconomic stabilisation (inflation, cyclical volatility, real exchange rate overvaluation,
systemic financial crises), external conditions (terms of trade shocks) and time and country dummies. The
advantage of the model is the separation of the effects of structural and macroeconomic parameters from
cyclical and convergence effects.

2. A simulation exercise was conducted to compare Mexico with 20 other economies over
1981-1999. The original model is generally good for Mexico, although it doesn’t fully pick up the effects
of the financial crises. The fit of the model was improved by modifying the original data for financial
crises and the lag on the initial output gap for Mexico, which affects the size of macro-economic
stabilisation policies. Both the original estimates and those that incorporate greater financial crisis effects
are given in the main text to provide a range for the importance of macroeconomic stabilisation policies.
An analysis of the fit of the model for Mexico revealed that, while the fit is generally good, Mexico’s
growth appeared to be over-estimated in the 1986-1990 and 1991-1995 periods and underestimated from
1996-2000. This appears to arise from an incorrect lag on the output gap that underestimates cyclical
reversion effects in 1996-1999 and data inputs that do not fully capture the length of the 1980s debt crisis
or the severity of the 1995 Tequila crisis. This is unsurprising as financial crises are mostly idiosyncratic
and it is hard to generate a series that will adequately measure all crises across all countries. The lag length
on the output gap and financial crises data were calibrated to better measure the effects of these events. For
example, the model predicts Mexican growth between 1991-1994 well, but not for 1995 because the size of
the financial crisis effect implied by the original data (the clear driver of the fall in growth in 1995) is not
large enough. The financial crisis data is calibrated so that it captures the difference between growth
predicted by other factors plus the average equation error for 1991-1994 and actual growth. These changes
improve the fit of the model and its power of the gap between Mexican and the others in the sample, and
has more intuitive signs. Changing the data inputs for financial crises affects the importance of stabilisation
policies. In the extreme, stronger financial crises effects than originally incorporated in the model may
explain the remainder of the gap between the model’s and actual growth for Mexico in these periods and
the effect of stabilisation policies will increase in parallel.

3. The original model data was extended to the 2000-07 period for the macroeconomic stabilisation
variables (CPI, the standard deviation of the output gap, real effective exchange rate overvaluation and the
frequency of systemic banking crises for Mexico and the high-income, fast growing OECD countries
(United States, United Kingdom, Ireland, Finland and Spain) using the OECD Analytical database. The
exchange rate overvaluation index was extended by applying the rate of change in the average real
effective exchange between the 1996-99 and 2000-07 periods to the original 1996-99 index level.
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4, Sala-i-Martin (1997) uses a panel of 134 countries for the period 1960-1992 and tests
62 variables identified previously in the growth literature as significant in at least one growth regression.
Using 2 million regressions to test the robustness of the variables to the inclusion of others, the paper
identifies 21 which appear to have a stronger relationship with growth, defined as the average growth rate
of GDP per capita 1960-1992 i.e. variables with high sign certainty probabilities (i.e. a high proportion of
the coefficient estimates fall on the same side of zero). The paper obtains a density of coefficient estimates
of the effect on growth for each variable using regressions with different additional variables included. The
author defines the strength of the relationship between growth and the explanatory variables in terms of the
proportion of the density of the coefficient estimates that is either to the right or left of zero, i.e., for
variable 1, if 95% of the density of B1 estimates lies to the right of zero and only 52% of the density for 2
estimates for variable 2 lies to the right of zero, then variable 1 is regarded as having a stronger
relationship with growth than variable 2. Estimates of the coefficients of the effect of these 21 variables,
combined with the original dataset are used to identify the variables and including policy ones that appear
to explain the greater part of the growth difference between Mexico and faster growing countries. Mexico
is compared to 2 groups, the 10 fastest growing countries over the period and the OECD countries growing
faster over the period.

5. Sala-i-Martin, Doppelhoffer and Miller (2004) use a model-averaging technique to determine
which of 67 variables have the strongest relationship with growth in GDP per capita from 1960-1996.
Variables are selected on the probability of regressions that contain this variable given the data. In
particular, the authors estimate approximately 89 million OLS regressions where the variables are tested
with combinations of other explanatory variables. Variables are selected on the basis of the sum of the
probabilities given the data of regressions that include that variable (the inclusion probability). This
process identifies 21 variables that are “significantly” related to growth i.e. variables with the highest
inclusion probabilities and high sign certainty probabilities. Again estimates of the linear marginal effect of
each of these 21 variables are used to discover which of these variables appear to be mainly responsible for
the difference between Mexico’s growth and that of the fastest 10 growing countries in the sample from
1960-1996 and the faster growing OECD countries. Most of these variables are either initial conditions,
fixed regional effects or represent factors that are not easily influenced if at all by economic policy.
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