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1

Equity, Competition, and 
Growth in Mexico: An Overview

Santiago Levy and Michael Walton

This volume is concerned with explaining an important puzzle: why 
has Mexico’s development performance been disappointing with 
respect to growth and equity despite an array of economic reforms 
and the transition to democracy? This issue is intensely contested in 
contemporary debates, both in Mexico and beyond.

Introduction

In this introduction, we do three things. We fi rst introduce the puzzle 
and relate it to existing interpretations from market reformists and 
their critics, arguing that both sets of views are inadequate. We then 
offer an alternative interpretation: that entrenched inequities sus-
tained by a rent-sharing political equilibrium are a primary source 
of ineffi ciencies and weak growth. Moreover, this equilibrium has 
been resilient to democratization in ways that can be explained by 
the nature of the underlying forces. Finally, we draw some tentative 
implications for the future, suggesting how public action could 
potentially support a shift to a more equitable and more effi cient 
equilibrium. The volume’s chapters are introduced within the struc-
ture of this argument.
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2 levy and walton

Mexico as a Growth and Development Puzzle

Over the past three decades, Mexico’s growth performance has been 
unsatisfactory. Figure 0.1 plots the country’s gross domestic product 
(GDP) per capita since 1950 and compares it with that of Ireland, the 
Republic of Korea, Malaysia, and the United States. Relative to other 
middle-income and high-income countries, Mexico’s performance can 
at best be classifi ed as lackluster. These results hold even if we concen-
trate on the period 1994–2006. After a sharp drop in 1995 because 
of that year’s macroeconomic crisis, a period of recovery follows, but 
growth tapers off in 2001 and rebounds only mildly thereafter. 

Aside from being disappointing, these results are puzzling, par-
ticularly since 1996. This is so for three reasons. First, starting in 
1985 with Mexico’s accession to the World Trade Organization (then 
the General Agreement on Tariffs and Trade), the country has under-
gone signifi cant economic reforms designed to make the economy 
more effi cient and competitive and has backed these reforms with 
various macroeconomic adjustment programs. Second, because 
Mexico is located next to the United States, the largest economy in 
the world, which, as depicted in fi gure 0.1, has actually grown faster 
than Mexico. Third, because some of the reforms effected in the mid-
1990s—particularly, the North American Free Trade Agreement 
(NAFTA) and a newly autonomous central bank—were meant to 
provide domestic and foreign investors with credible commitments 

Figure 0.1 GDP Per Capita, Mexico and Selected 
Comparators, 1950–2004
(US$ at purchasing power parity)
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to sound money and to integrate Mexico into the world economy; 
as a result, most observers expected that larger fl ows of foreign and 
domestic private investment would follow. It was believed that these 
reforms, together with persistent efforts to reduce fi scal defi cits, 
would produce higher and sustained growth rates of output and 
productivity. Yet productivity has also grown slowly: estimates indi-
cate that during 1995–2004, average product per worker grew at an 
annual average rate of 1.4 percent (Bassi and others 2006). 

Reforms were expected to provide Mexico with both faster growth 
and more equity, at least in the minds of advocates. A reduced infl a-
tion tax, increased real wages as a result of higher labor productivity, 
and reduced protection-induced rents because of NAFTA, along with 
a new competition law and a revamped regulatory framework, were 
all expected to lead to a more equitable development process than the 
process in effect during Mexico’s previous sustained growth period 
that ended in the 1970s.1 However, more equity has not been forth-
coming either. Extreme poverty is less prevalent because of a shift 
from generalized food subsidies to targeted income transfers and 
increased remittances from Mexican workers abroad. This has been 
associated with a mild reduction in income inequality as measured by 
household surveys, but the high degree of concentration of income 
observed before the reforms has persisted and, perhaps, even increased 
at the very top of the distribution. When broader measures of 
inequality are used, such as access to secondary and higher educa-
tion, justice, information, and fi nance, the picture that emerges is 
that of a country characterized by large inequalities. Furthermore, 
levels of private wealth are closely associated with sectors of the 
economy in which competition is absent (Guerrero, López–Calva, 
and Walton, chapter 4 in this volume).

A troubling picture also emerges in relation to access to pensions, 
health, and housing. Mexico has a dualistic system of social provi-
sioning, whereby workers in formal jobs have access to better statu-
tory nonsalary benefi ts than informal workers. However, the number 
of social programs for informal workers has increased over the past 
10 years. Although this increase may have reduced the gap in access 
to some social benefi ts, workers with similar characteristics and 
abilities performing similar jobs still have unequal access and unequal 
rights: some workers with formal contracts in the private sector are 
entitled to health insurance, housing loans, and various pension pro-
grams; others, particularly in the public sector, are entitled to sub-
stantially better benefi ts. However the majority have erratic access 
to various dispersed social programs (Levy, chapter 6).

Overall, despite the reduction in extreme poverty and the modest 
decline in income inequality, what stands out are the persistent high 
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4 levy and walton

levels of income inequality; the unequal social entitlements; and the 
division of fi rms and workers into formal and informal sectors with 
different rights, diverse degrees of compliance with the law, and 
varying productivity. One indicator of the combined effects of high 
inequality and low growth is that approximately three-fourths of 
1 percent of the total labor force migrates abroad every year.

Mexico’s growth and inequality outcomes over the past decade 
are doubly puzzling because, in addition to the economic reforms, 
the country has witnessed a notable transition toward democracy. 
 Constitutional reforms in 1996 and observed practice since that time 
have given credibility to the Federal Electoral Institute and the Elec-
toral Tribunal that were made autonomous in that year. The long-
standing dominance of the main political party, the Institutional 
Revolutionary Party (Partido Revolucionario Institucional, or PRI), 
came to an end in 1997 in the lower house of Congress and in 2000 
in the upper house and the presidency. Rotation between political 
parties at the state and municipal levels of government has accom-
panied these changes. 

A strengthened democracy has ambiguous effects on short-run 
growth, because the links between democracy and growth are 
complex. Although the policies implemented are the result of broad 
consensus, effi ciency considerations may give way to more redis-
tributive efforts. This result can increase uncertainty or increase 
the distortions associated with taxation and translate into lower 
private and public investment, resulting in a negative impact on 
growth. In fact, growth accelerated modestly in the late 1990s, but 
this was at least partly due to the recovery from the 1994–95 
decline and the rapid expansion of output in the United States. 
With respect to taxes, Mexico’s tax effort is almost certainly too 
low rather than too high relative to the need for public goods. An 
alternative view is that strengthened democracy would shift polit-
ical power toward the majority, which should result in measures 
to correct the root causes of inequality. Yet, this shift has not 
occurred. Although the effectiveness of poverty programs has 
increased and each year’s federal budget has approved more 
resources for social programs (notably for workers in the informal 
sector), few legal changes have been approved that would elimi-
nate the conditions that create and sustain special privileges for 
business or labor, whether in the private or public sector. Some 
changes have actually enhanced these privileges, and the few 
approved to reduce them have either not been implemented or 
faced major diffi culties (Elizondo, chapter 5).

In sum, Mexico seems to be caught in a high-inequality, low-growth 
state. Before turning to our argument that this situation is a product 
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of a  self-sustaining equilibrium, let us look at alternative interpreta-
tions in the policy discourse on Mexico.

Interpretations of Market Reformers and Their Critics 

These puzzling and troubling results have generated a search for 
explanations by economists, political scientists, policy makers, and 
the general public. A rich and growing number of analyses contain 
hypotheses and interpretations to this effect. A useful distinction 
among these hypotheses is to split them into the market reform view 
and the critics of this view.

The Market Reform View

Advocates of reform as a central route to faster growth and reduced 
inequalities have played a central role in policy design and debates 
in Mexico since the late 1980s. The starting point of this view is the 
emphasis on sound macroeconomic management as a precondition 
for growth given the negative effects of uncertainty, the crowding 
out of private investment by large public defi cits, the pernicious 
effects of overvalued exchange rates on competitiveness, and the 
high burden on the country’s fi nances of a large external debt. Advo-
cates also argue that prudent macroeconomic management has pos-
itive distributional effects, because of both the regressive nature of 
the infl ation tax and the regressive features of economic crises.

Macroeconomic stability is a necessary, but insuffi cient, condition 
for growth. Measures to increase effi ciency and productivity are also 
essential. In this context, proponents of the market reform view 
argue that the incompleteness of economic reforms is the major 
explanation for Mexico’s continued low growth. More precisely, 
they argue that NAFTA provided the incentives to increase effi ciency 
in the tradable sectors of the economy, but that further reforms are 
necessary to increase effi ciency in sectors producing nontraded 
inputs (nontraded either because of their nature or because of gov-
ernment regulation) that are widely used throughout the economy, 
principally in energy, transport, telecommunications, financial 
 services, and labor. 

The dominance of public enterprises in oil, natural gas, petro-
chemicals, and electricity is a major source of ineffi ciencies for three 
reasons. First, the enterprises themselves have high-cost production 
structures given their large labor costs, slow execution of investments, 
and absence of incentives to reduce costs and provide quality services. 
Second, private investment in many energy-related fi elds is restricted, 
including exploration for natural gas and crude oil, distribution of 
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gasoline and liquefi ed petroleum gas, and production and distribu-
tion of basic petrochemicals.2 Third, high costs and low-quality 
energy lowers the competitiveness of all tradable production (see 
Lajous, chapter 11, for the case of Petróleos Mexicanos [PEMEX]). 

From the market reform point of view, weak performance incen-
tives in public enterprises and the cumbersome regulations govern-
ing their planning, investment, and procurement practices (which 
are at times also subject to political interference and the vagaries of 
the public budget), are substantial impediments to increased effi -
ciency and investment. Proponents of this view argue for increased 
private participation in energy and a progressive reduction in cur-
rent areas of state dominance, or at least for greater fl exibility for 
public enterprises to engage in joint ventures with private fi rms. This 
argument does not imply that natural monopolies should not be 
regulated. On the contrary, those who hold the market reform view-
point argue that the state is better at regulating than producing effi -
ciently. The state does not need to own fi rms to regulate natural 
monopolies. Indeed, regulation through ownership is more costly 
precisely because of monopoly features, weak internal incentives, 
and susceptibility to interest group pressures.

A similar situation occurs in transport, particularly in railroads 
and ports. Mexico privatized these in the mid-1990s, but many 
years of public management meant that these two sectors inherited 
sparse and aging networks that are increasingly inadequate for sup-
porting the integration of Mexico’s producers into the world econ-
omy at low cost. Imported intermediate inputs take too long to 
come in and export products take too long to go out, imposing high 
costs of trading relative to competitors such as China. The situation 
in telecommunications is much the same. Many years of public 
ownership and operation of Teléfonos de Mexico (TELMEX) 
resulted in a low level of telephone penetration and the underdevel-
opment of new services and technologies (del Villar, chapter 9; 
Noll, chapter 10). TELMEX’s privatization in the early 1990s was 
essential to increase competitiveness. Similarly in the banking sec-
tor, the period of public ownership and operation of banks after 
their 1982 expropriation hindered the vigorous competition that 
could have offered fi rms access to the fi nancial products they needed 
to be competitive (Haber, chapter 8).

In all these areas, proponents of the market reform view recognize 
issues of natural monopoly and the need for effi ciency-promoting 
regulations. They see the creation of the Comisión Federal de 
 Competencia (CFC) and of regulatory bodies for specifi c sectors, 
including telecommunications and banking, as an essential element 
for reducing monopoly rents and supporting growth.
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The market reform view also emphasizes labor market distor-
tions, which are especially important because the price of labor 
strongly infl uences income distribution and because labor is a key 
nontraded input. The absence of reforms in this area is particularly 
costly for two reasons. First, obsolete and costly regulations in the 
Federal Labor Law are equivalent to a tax on this primary factor of 
production, further lowering competitiveness and limiting the 
growth of formal employment to the detriment of fi rms and work-
ers. Second, the existence of large and powerful unions of public 
workers reduce the quality of key social services that are indispens-
able to increasing workers’ productivity and welfare (see Elizondo, 
chapter 5, on education; Levy, chapter 6, on social security; and 
Maloney, chapter 7, for a general discussion of labor markets).

An important issue associated with labor is pensions. Proponents 
of the market reform view argue that the 1997 reform of the pen-
sion system for private sector workers was necessary on both 
 effi ciency and fi scal grounds. However, in the short to medium 
term, it worsened Mexico’s fi scal constraints because of the costs of 
the transition from a bankrupt pay-as-you-go pension system to a 
defi ned-contribution system and because of the inability to reform 
the even more bankrupt pension system of public workers.3 
Resources channeled into subsidies for pensions are resources not 
channeled into investments in education and infrastructure that are 
necessary for growth and competitiveness.

The proponents of the market reform view thus argue that priva-
tization of banks, telecommunications, railroads, ports, secondary 
petrochemicals, airlines, and sugar mills in a competitive framework 
generates effi ciency gains that public fi rms are inherently unable to 
deliver. In other words, a “regulating state” is much better for pro-
ductivity growth than a “producing state.” They do not advocate 
the complete withdrawal of the state, nor do they believe that mar-
kets will solve all problems, but they do believe that the state’s role 
needs to change and that market failures need to be addressed by 
means of more effective interventions. Without well-functioning 
markets, Mexico is extremely unlikely to achieve the effi ciency 
required to compete globally.

At the same time, proponents of the market reform view empha-
size the need for two other areas of state action. The fi rst area is 
vigorous and effective social programs as the main instrument to 
increase the welfare and human capital of the poor and reduce 
inequality. The second area is provision of public goods that are 
essential for growth and competitiveness, including public invest-
ment in infrastructure activities where private investment would 
not occur and in the provision of the rule of law and protection of 
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private property rights through well-designed judicial institutions 
and laws. 

Social programs progressively extended to informal workers play 
the leading role in reducing poverty and improving distribution. 
Proponents of the market reform view argue that such programs are 
transitory and should gradually be phased out as faster economic 
growth allows more workers to fi nd jobs in the formal sector. They 
also argue for effi cient targeting of benefi ts directly to needy benefi -
ciaries. They draw a distinction between the fi nancing and regula-
tion of social programs, on the one hand, and the actual provision 
of the goods and services, on the other. For example, fi nancing 
housing may involve government subsidies for the poor, but housing 
construction is best done by private fi rms. Similarly, fi nancing pen-
sions or health care needs government interventions to solve con-
tracting problems in insurance markets, but the management of 
pension funds and the delivery of health services are best done by 
private fi rms. 

Because of the importance of sound public fi nances, proponents 
of the market reform view also emphasize the need for tax reform 
for growth. Higher taxes are a necessity, but they must be obtained 
at the least cost possible in terms of effi ciency. A distorted tax system 
is one more source of lower growth, because the tax burden falls 
mainly on fi rms and workers in the formal sector. A misguided 
attempt to pursue redistributive goals through the revenue side of the 
budget has led to many exemptions and distortions related to specifi c 
 sectors or consumption goods that lower the tax take. The redis-
tributive agenda can be effi ciently pursued only through social pro-
grams, and it is hindered by complex tax laws that punish investment 
and foster evasion. This is why a broadly based value-added tax with 
few or no exemptions is often a preferred tax instrument.

The market reform group, therefore, argues that an incomplete 
transformation of the state is the main impediment to growth and 
equity. The state should do more of some things and less of others. 
The elements associated with macroeconomic stability are generally 
present, although at a suboptimal level of expenditure on public 
goods and social programs. The change from a producing state to 
a regulating state is incomplete, and the use of more effective instru-
ments by the regulating state is very much a work in progress. Fur-
thermore, while China was joining the World Trade Organization 
in 2000 and other middle-income countries in Asia and elsewhere 
were accelerating their reforms to increase their competitiveness, 
Mexico’s reform process—which had already slowed since 1998—
came to a stop and, in some regards, went into reverse. 
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Critics of the Market Reform View

A diverse group of analysts criticize the market reform view. Their 
common denominator is the view that Mexico’s low growth is not 
the product of an incomplete reform process and that the issue is, 
instead, the need for a reassessment of this process. In particular, 
these analysts emphasize that large and systemic errors in the 
sequencing and implementation of reforms are the outcome of a 
conceptually fl awed reform agenda rather than of failures in imple-
mentation. They argue that reforms have increased the concentra-
tion of wealth, weakened the state, and generated large fi scal costs 
and new obstacles to economic growth.

Most critics agree that sound macroeconomic management is nec-
essary for growth, but point out that the events leading to the 1994–
95 crisis were the result of unsound exchange-rate management and 
an imprudent issuance of domestic debt indexed to foreign currency. 
They may also agree that private banks are, in principle, better at 
fi nancial intermediation and risk assessment than public banks, but 
ask why banks were privatized before the regulatory framework was 
put in place and why they were allowed to be bought with borrowed 
resources often from the same banks. Not only were the fiscal 
resources channeled to the subsequent banking rescue regressive and 
fi scally costly, but also they have not even been refl ected in more lend-
ing by banks to the private sector, which remains extraordinarily low, 
especially to small and medium fi rms (Haber, chapter 8). This is surely 
partly responsible for low growth. 

Most critics also agree that private telecommunications fi rms 
 innovate more rapidly than public ones and have more incentives to 
expand coverage and introduce new products, but ask why the tele-
phone company was privatized as a single unit (including fi xed and 
wireless communications), and again why this was done prior to the 
creation of a regulatory commission (del Villar, chapter 9). They may 
agree that private–public partnerships are required for infrastructure 
development, but they may ask why private investors in highway 
construction were given government guarantees against what should 
have been private risks. This also resulted in fi scal subsidies to private 
fi rms. More generally, critics ask if the objective of transferring assets 
from the public to the private sector was effi ciency, then why were 
privatizations designed to maximize revenues instead? 

Some critics might also agree that a defi ned-contribution system 
of portable individual accounts for retirement pensions is better than 
a pay-as-you-go system, given the large mobility of workers in the 
labor market and the demographic transition, and that it may even 
increase domestic savings. However, they ask why these accounts 
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should be administered by a private oligopoly whose commissions 
have so far resulted in low real rates of return on workers’ savings 
while absorbing all of the government’s subsidies meant to increase 
retirement pensions (Levy, chapter 6).

Critics agree with proponents of the market reform view on the 
importance of competition, but point to the ineffectiveness of the CFC 
in eliminating anticompetitive practices in many sectors, highlighting 
cement, airlines, television, telecommunications, and banking. They 
also argue that regulatory bodies in various sectors, notably telecom-
munications and fi nance, fail to ensure that the effi ciency gains of 
TELMEX and private banks translate into more, better, and cheaper 
services for fi rms and households as opposed to high commissions 
and monopoly rents for a few large fi rms (Guerrero, López–Calva, 
and Walton, chapter 4).

Critics also agree on the need to increase taxes to strengthen 
public spending in infrastructure, education, and general public 
goods, but they point to the inequality of the tax burden, because 
various loopholes and legal maneuvers allow wealthier individuals 
and large corporations to lower their effective tax rates (Elizondo, 
chapter 5). It is in this context that they question, for instance, why 
the sale of one of the two largest banks in the country to a foreign 
bank implied no tax payments.

More important, critics point out that these problems are sys-
temic, that is, they are the rule and not the exception. The privatiza-
tion and deregulation process has not been a transition from an 
ineffi cient producing state to an effi cient regulating state. Rather, it 
has been a progressive dismantling of a state that has been unable, 
and perhaps unwilling, to defend small and medium-sized fi rms and 
consumers from rent-seeking activities by a few, increasingly wealthy 
private groups, and also unable to protect workers and agricultural 
producers from external shocks. One manifestation of the ineffec-
tiveness of the new institutions of the regulating state is the increase 
in the number of Mexican billionaires over the past decade. Critics 
of the market reform view are often not criticizing markets, but the 
concrete circumstances in which markets in Mexico operate.

Critics further argue that NAFTA should have been more than a 
commitment device for international integration and protection of 
the property rights of foreign investors. To the extent that the effi -
ciency gains of trade are associated with employment reallocation, 
the social protection system should have been strengthened before, 
or at least in parallel with, the agreement. At the same time, critics 
point out that the social protection system cannot be substituted with 
ad hoc and discretionary social programs that are susceptible to 
political infl uence, especially near elections. They also note that the 
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investments required to offset a NAFTA-induced deepening of 
regional disparities between the north and the south of Mexico have 
yet to be carried out, nor have those needed to increase the competi-
tiveness of agriculture. In other words, in the view of critics, the 
government has been willing to make binding commitments to open 
the economy to international markets, but unwilling to make equally 
binding commitments to compensate those affected by these changes 
and equip all Mexicans with the productive capabilities to participate 
on equal terms in the market.

It is from this perspective that critics interpret the slowdown of 
the reform process in the late 1990s. In their view, Congress’s refusal 
to approve further reforms when a single party no longer controlled 
it was not the product of some parties’ nostalgia for Mexico’s state-
led development. Rather, a more democratic Congress was now able 
to exercise its legitimate veto power on a sequence of reform propos-
als whose only effects so far had been to concentrate income and 
leave the state without the fi scal resources and intervention mecha-
nisms required to promote development, let alone equity.

Tax reform provides an example. Congress rejected proposals to 
increase revenues and the effi ciency of tax collections by switching 
to a uniform value-added tax, because the proposals were not 
accompanied by commitments of equal legal weight to compensate 
low-income households for the negative distributional effects of 
those proposals. Another example is labor reform. Congress rejected 
proposals to modify the labor law to make labor regulations more 
fl exible because the proposals were not accompanied by measures 
of equal legal weight to strengthen social security institutions. 
Indeed, the government was channeling increasing resources to new 
social programs for informal workers, effectively undercutting the 
social security system. Energy reform offers a third example. Experi-
ence had shown that the newly created or revamped commissions to 
promote competition in general and to regulate telecommunica-
tions, banking, and pensions were failing to produce the expected 
effi ciency results. So why should proposals to allow for “appropri-
ately regulated” private investments in oil and natural gas explora-
tion and production be approved?

In sum, critics of the market reform view argue that rapid growth 
cannot occur in the context of a state that lacks credibility in deliv-
ering the institutional mechanisms for effi cient and equitable social 
provisioning and the effective regulation of oligopolists in an econ-
omy integrating into global markets. Further privatization or dereg-
ulation would simply repeat in other sectors the effi ciency-reducing 
and income-concentrating effects observed in telecommunications, 
fi nance, cement, and other sectors. They also argue that although 
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workers’ welfare can be increased in the short term by channeling 
oil rents to an ad hoc set of social programs, the underlying condi-
tions that generate inequity will continue as long as current eco-
nomic policy persists. Critics understand that effi ciency is necessary 
to compete globally, but they are convinced that many Mexican 
markets do not generate effi cient outcomes. They understand that 
labor fl exibility is needed for competitiveness, but they believe this 
cannot be done without unemployment insurance and properly leg-
islated universal social entitlements. They also recognize that public 
unions need to be made more effi cient and accountable, but not 
before the development of the state’s regulatory functions with 
respect to large corporate interests. Critics understand that tax 
reform is needed, but they consider that it should not accentuate 
income inequalities. Finally, they understand the importance of 
NAFTA and globalization, but they argue that this should not occur 
at the costs of enhanced regional inequalities and, according to 
some, the unilateral dismantling of Mexican agriculture. 

The various critics of the market-reform point of view do not 
agree unanimously on a constructive agenda. Some believe that 
growth could be enhanced with sector-specifi c interventions akin to 
Korean or Japanese industrial policy, while others argue that the 
same forces that have led to the capture of other government policies 
would be repeated in this case as well. All probably agree that the 
large fi scal and current account defi cits witnessed in the 1970s and 
early 1980s were counterproductive. However, some would consider 
the government overly zealous if it aimed for an exactly balanced 
budget, and that moderate defi cits, as in other countries of the 
Organisation for Economic Co-operation and Development, could 
be useful if resources were channeled to infrastructure investments. 
Others would worry about the credibility of such policies and the 
risks involved in a context of oil-dependent fi scal revenues. Regard-
less of individual differences about the specifi c contents of an alter-
native package of policies to promote growth and equity, all would 
agree that pursuing further reforms along the lines witnessed in the 
past two decades would do more harm than good. 

Commonalities and Contrasts 

Few, if any, analysts of Mexico unequivocally hold either the market 
reform view or the views of what we have referred to as critics of 
the market. The point of the previous discussion is not to identify 
individual positions or specifi c schools of thought, but rather to 
clarify the broad lines of reasoning behind the main explanations for 
Mexico’s growth and equity puzzle. Most analysts would hold a 
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more nuanced and richer view than the ones sketched here. Some 
would hold more extreme views for or against markets. 

At the same time, proponents of the market reform view and 
their critics agree on some central matters, namely: the importance 
of channeling oil rents to productive investments in infrastructure 
and other areas, and not toward current spending; the essential 
role education plays; the importance of productivity growth; and 
the centrality of equity in its own right and as an important ele-
ment of a solid democracy. Many of the differences relate to the 
weights attached to different objectives and to the sequencing of 
policy. All would perhaps agree that more tax revenues are needed, 
but the balance between consumption and income taxes is a com-
mon point of disagreement. All would agree that more oil and 
natural gas exploration is required, but hold different views on the 
combination of PEMEX and other agents to do so. All would also 
agree that reducing inequality is essential for the health of the 
social fabric and that this is different from eradicating extreme 
poverty, but many would disagree on the factors that produce 
inequality and the measures to reduce it. 

Another aspect of broad agreement is the need for a “distributing 
state.” Whether to improve workers’ human capital to enhance pro-
ductivity and accelerate growth, to simply increase the welfare of 
those in need, or both, all emphasize the importance of social pro-
grams to redistribute income and create opportunities. For some, 
these programs are the tools to correct for inequality. For others, these 
programs are the palliatives that make inequality politically tolerable 
and do not substitute for measures to correct for the forces that 
 generate inequality.

Regardless of the interpretation, an important point for the pur-
poses of this volume is the continuance of an old practice of using 
social programs, particularly those benefi ting informal workers and 
poor households, to bolster the government’s political legitimacy. With 
few exceptions, this practice has been invariant to the political party 
in power. In the exercise of this practice, the programs’ negative impact 
on workers’ and fi rms’ incentives to increase productivity has been 
largely ignored, and the government has not been unduly concerned 
with fi nancing sources. Abundant oil rents have facilitated this prac-
tice, because program costs are not directly internalized by anybody.

The Perspective of This Volume

This book brings a new perspective to the debate on growth and 
equity in Mexico. We argue that economic and social institutions and 
policies are developed within the context of a political equilibrium 
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shaped by the interests and power of many actors—political parties, 
business and labor interests, and organizations—and by legal and 
paralegal arrangements and understandings that are a product of 
history and that mold history. For reasons that are explored later, 
this political equilibrium is characterized by a high degree of rent 
seeking that, in a context of inherited high inequality, translates into 
behaviors that are both effi ciency reducing and wealth concentrat-
ing. The issue is not so much whether the producer is private or 
public, in energy or in telecommunications, say, as it concerns the 
incentives to be effi cient and to pass effi ciency gains on to consumers 
and fi rms in the form of lower prices and better services. The issue 
is also not whether unions exist or not, but the role they play in a 
political context that allows them to extract rents and engage in 
socially harmful behavior. In other words, the problem is not with 
the adjective placed before the state (producing, regulating, or dis-
tributing), but with the institutions that shape the behavior of the 
state—that is, their incentives, the rules that govern their day-to-
day functioning, and their accountability. 

In a maturing democracy such as Mexico’s, the institutions that 
matter are no longer only in the executive branch of government, 
but are also in Congress, the judiciary, and subnational govern-
ments. Rapid growth and increased equity do not occur in a 
 vacuum, but result from an institutional environment that aligns 
everybody’s incentives in the direction of productivity and effi -
ciency and that expands social entitlements to all workers without 
discriminating on the basis of labor status. Few institutions of the 
Mexican state face these incentives. On the contrary, they operate 
mainly in a context of lack of transparency (which has only recently 
begun to be corrected) and little accountability. The same is true 
with respect to the substantial public resources channeled to polit-
ical parties that may develop a dynamic of their own that can 
diverge, at times signifi cantly, from the interests of those whom 
they claim to represent. Regulatory capture, rent seeking, special 
privileges (de facto, if not de jure), and discretionary applications 
of the law are a way of operating that benefi ts a few powerful busi-
ness and trade union interests. In this context, a nomenklatura 
from all political parties shuffl es and balances the interests of those 
in business and labor who are able to exercise voice and power as 
often as needed to maintain and reproduce their hold on power, 
while the population at large is able only to exercise its vote when 
scheduled in formal elections. This arrangement is far removed 
from a world of well-defi ned property rights, systemic rule of law, 
and transparency and accountability, which is where sound money 
and free trade translate into equity and growth.
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We argue that Mexico is characterized by a self-sustaining, 
rent-sharing equilibrium, and that this is the main obstacle to 
faster growth and reduced inequality. This equilibrium evolves 
and changes in form, but its inherent properties are persistent and 
resilient. Understanding the nature of this rent-sharing equilib-
rium is necessary before attempts are made to change it, but chang-
ing this political equilibrium is essential for faster growth and 
reduced inequalities. 

This book brings together 11 essays that attempt to shed light on 
Mexico’s growth-equity puzzle and to contribute to the debate on 
the alternatives for breaking away from the current high-inequality, 
low-growth equilibrium. The essays are written by a mix of Mexican 
and non-Mexican authors and focus on the relationship between 
growth and equity from two perspectives: through an analytical 
exploration of the links between growth and equity; and through 
case studies that try to identify these links in the areas of energy, 
telecommunications, fi nance, labor, and social security. The book 
does not deal with taxation, education, agriculture, and decentral-
ization, all of which are important for shaping productivity and 
equity dynamics and are areas where the volume’s argument applies 
with force. Although some chapters discuss taxation and education, 
they are not dealt with comprehensively, and agriculture and decen-
tralization are not discussed at all. If the approach taken here is 
judged to be fruitful, the hope is that it will lead to further work in 
these areas. 

In the remainder of this overview chapter, we seek to expand on 
the core concept of the rent-sharing equilibrium and how this is 
linked to the high-inequality, low-growth “trap,” drawing on the 
main views contained in the essays.

Interpreting Mexico’s Development Puzzle

Equity, Effi ciency, and Inequality Traps

How are inequality and growth processes linked? The interactions 
are multiple and fl ow in both directions, from growth to patterns 
of inequalities and from patterns of inequalities to growth. This 
volume’s approach draws on work in theoretical and empirical eco-
nomics, political science, and sociology. This work is summarized 
in Bourguignon and Dessus (chapter 1) and synthesized in World 
Bank (2005).4 

The approach involves shifting attention away from ex post 
inequality of incomes, which has dominated empirical work in 
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 economics, to an ex ante concept of inequality of opportunity, or 
inequity. In most philosophical traditions and societal perspectives, 
equity, understood as equality of opportunity, is a fundamental eth-
ical concept that has intrinsic value. Nevertheless, important as such 
an intrinsic concern with equity is, our focus in this volume is on 
exploring the instrumental or causal infl uence of equity on processes 
affecting growth. Inequality of incomes is then an outcome that is a 
product of interactions between these more fundamental dimensions 
of inequity and economic, political, and social processes. 

It is useful to think about two categories of instrumental infl u-
ences from equity to economic processes (World Bank 2005):

•  Interactions between market imperfections (for example, in 
credit, insurance, and education markets) and the distribution 
of wealth, power, or status. When markets are incomplete or 
imperfect, for example, because of information asymmetries 
and failures in contracting, resources are allocated by means 
of other criteria. These typically favor individuals or house-
holds with greater assets and infl uence: credit is allocated to 
people with collateral or connections, wealthy individuals can 
better manage uninsured risks, and those with greater resources 
and social connections are more likely to send their children to 
better schools. These allocations may be ineffi cient because 
they can lead to both underinvestment by groups with lower 
wealth or infl uence and overinvestment by relatively advan-
taged groups with less-effi cient investment opportunities. 

•  Effects of unequal power and infl uence on the choice of policies 
and the design of institutions. The economic institutions that 
shape the structure of opportunities infl uence the pattern of 
market imperfections. In turn, responses to these imperfections 
are themselves refl ections of underlying patterns of power and 
struggle, and can be shaped in ways that further the interests of 
the powerful. These include the whole range of fi nancial, educa-
tional, insurance, infrastructure, social service, and regulatory 
institutions that determine economic interactions in a society.

The second category of infl uence is related to the growing emphasis 
on the infl uence of institutions on development in general, and on 
growth in particular (see, for example, Acemoglu, Johnson, and 
Robinson 2002; Acemoglu and Robinson 2006; Easterly and Levine 
2003; North 1990; Rodrik, Subramanian, and Trebbi 2002; for con-
trasting views, see Glaeser and others 2004; Rajan 2006, chapter 2 
in this volume). The focus here is on links with inequity: market 
failures hurt those with lower incomes more, and institutions and 
policies dominated by the rich will not correct market failures 
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because they have no incentives to do so. For example, the wealthy 
and powerful may have an interest in a weak justice system because 
they can buy or otherwise infl uence judicial decisions (Glaeser, 
 Sheinkman, and Shleifer 2003). 

The primary concern of this volume is how unequal power and 
infl uence shape economic institutions in ways that lead to outcomes 
that are both inequitable and a source of slow growth. To explore 
these infl uences, it is necessary to elaborate on how economic and 
social policies and institutions are formed, how they function, and 
how they relate to political processes. In this context, Bourguignon 
and Dessus (chapter 1) present a political economy perspective in 
which elite and non-elite groups face different payoffs from reforms: 
when those in power stand to lose from a reform, they will resist 
change in the absence of credible mechanisms for compensation. 
Bourguignon and Dessus illustrate this for several areas of policy 
relevant to Mexico. Many of the sectoral chapters take up the sub-
ject in more depth.

An important question for Mexico concerns the role of political 
institutions, especially as Mexico’s transition to democracy has so 
far not led to radical changes in this sphere. Rajan (chapter 2) 
argues that focusing on the pattern of economic interests of differ-
ent groups (or constituencies in his terminology) is essential. In this 
context, in a complementary perspective to that of Bourguignon 
and Dessus, he suggests that interaction between different groups 
can be one source of resistance to effi ciency- and equity-increasing 
reforms. If each group in a society gets some rents from the existing 
system and fundamental change to increase competition might lead 
to the loss of these rents, a form of collective action failure can 
occur whereby each group seeks to resist changes that threaten its 
own rents, even if it has a long-term interest in reform. This behav-
ior can leave a society stuck in an equilibrium characterized by 
inequality and low growth. 

With respect to political institutions, Elizondo (chapter 5) dis-
cusses both the transitions and the continuing areas in which they 
are likely to create distortions in the aggregation of preferences. He 
also suggests that the transition to a more democratic political sys-
tem from the executive-dominated system under the PRI may have 
led to perverse outcomes in the political decision-making process.

The mechanisms that shape institutions (economic, social, and 
political) and policy choices can be sources of the persistence of 
inequalities, creating what has been termed an inequality trap—that 
is, mechanisms that lead to individuals or groups maintaining their 
relative position in the distribution of income, wealth, status, or 
power over time (see Bourguignon, Ferreira, and Walton 2007 for a 
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formal treatment; Rao 2006 for an informal statement; and World 
Bank 2005 for a discussion). This trap is central to connections with 
growth, for if the institutions that lower effi ciency were not persistent, 
growth costs would be transitory. Drawing on the approaches dis-
cussed in Bourguignon and Dessus (chapter 1) and Rajan (chapter 2), 
we characterize Mexico as exemplifying a rent-sharing equilibrium 
that is a form of inequality trap, albeit one whose particular features 
may slowly shift over time. 

To make the rent-sharing equilibrium concept useful, two things 
are needed. First, we need a richer account of how economic and 
political institutions are formed and sustained. Big business, union-
ized workers, and other interests do not exercise their infl uence in a 
vacuum. Policies and institutions are products of a political equilib-
rium that refl ects the strategic interactions between different groups. 
We argue that in Mexico, rent creation and rent sharing are central 
to this equilibrium, but that belief systems also play a signifi cant 
role.5 This is important for Mexico, because it can make effi ciency- 
and equity-increasing reforms more diffi cult. Second, the particular 
mechanisms whereby unequal structures hurt effi ciency and growth 
need to be explored in detail, because the specifi cs matter. A major 
objective of this volume is to work through these interactions and 
explore these mechanisms in a number of sectors that are central to 
Mexico’s growth problem.

To give more context to these general concepts, the remainder 
of this section sketches the nature and evolution of Mexico’s rent-
sharing equilibrium. After reviewing the historical formation of the 
core institutional structures, we focus on the past three six-year 
presidential terms, which include both a major economic liberaliza-
tion and the transition to democracy. 

The Evolution of Mexico’s Rent-Sharing Equilibrium 
in the Transition to Democracy

Mexico’s political equilibrium and associated economic institu-
tions and policies are a product of the interaction between the 
various groups within a complex and changing landscape. This 
interaction can be thought of in terms of two fundamental chal-
lenges that political elites face: (a) provide suffi cient security of 
property rights for private investors to invest, despite the weak-
ness of checks and balances on a powerful state; and (b) provide 
suffi cient social and economic benefi ts to non-elite groups to offset 
the risk of expropriation of elites, whether through revolution or 
other means.
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These challenges are classic dilemmas in the development process. 
Historically, Mexico resolved these through a rent-sharing system in 
which the state mediated two implicit pacts: between the state and the 
private sector and between the state and subordinate groups (see 
Haber, Razo, and Maurer 2003 for an account of the historical forma-
tion of the rent-sharing system; Elizondo, chapter 5 in this volume, for 
a description of rent-sharing pacts; Bazdresch and Levy 1991 on the 
state’s protagonist role). These pacts were institutionalized structures 
that effectively preserved an inequality trap, albeit one that was 
restructured after the 1910–17 revolution. 

The Historical Formation of Credible Pacts

The fi rst challenge concerns how to deal with the risk of expropria-
tion by the state (this section draws on Haber, Razo, and Maurer 
2003). Investment is essential to growth and requires protection of 
investors’ property rights. If investors believe that the profi ts from 
their investments may be expropriated, they will not invest or will 
demand a high risk premium.6 The dilemma is that a state that is 
strong enough to protect property rights is also strong enough to 
take them away. Investment is irreversible, and once it is in place, the 
state has incentives to expropriate it. The long-term historical solu-
tion in countries that are now rich is that of limited government—
that is, the development of institutionalized checks and balances that 
place limits on the opportunistic behavior of governments by means 
of independent judiciaries, autonomous bureaucracies, parliaments, 
strong regulatory agencies, and civil society institutions. However, 
such a system is the product of long-term historical evolution, and 
transplants of formal institutional structures from one country to 
another typically fail.

In Mexico, the threat of expropriation was genuine. The country 
experienced periods of severe political instability during much of the 
19th century and in the two decades following the 1910 revolution. 
Even during relatively stable political periods, the state has at times 
expropriated private investors. The most dramatic examples are the 
nationalization of the petroleum industry by President Lázaro 
 Cárdenas in 1938 and the expropriation of the banks by President 
José López Portillo in 1982.

As Haber, Razo, and Maurer (2003) argue, during both the late 
19th century administration of Porfi rio Díaz and the postrevolution-
ary period, this dilemma was resolved through two inter-related 
mechanisms. The fi rst was the creation of rents for the economic 
elite through various forms of protection, especially in industry 
and fi nance. The second was through the sharing of rents with 
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groups who had the power to impose costs on the government if it 
expropriated investors. The latter were often third parties with de 
facto enforcement powers, including governors and, from the 1920s, 
organized workers. This arrangement was also supported by rent 
sharing with the political elite through both economic and social 
ties, thereby giving them a stake in sustaining the rent-creating struc-
tures. The combination of these types of mechanisms increased 
expected rents and provided suffi cient incentives for investment. 
This was central to the accumulation of capital during the adminis-
tration of Porfi rio Díaz and in the 20th century under the PRI.

With respect to the second challenge, the threat that subordinate 
groups could take power and expropriate economic elites has been 
credible in Mexico, as dramatically illustrated by the revolution. 
Even if full expropriation of the elites is not the objective, these 
groups could still pose diffi cult political problems, as was the case 
with railroad workers in the late 1950s. This dilemma was managed 
by two categories of mechanisms. First, organized workers were 
incorporated into the rent-sharing system: some sharing of the rents 
was associated with monopoly rights to workers’ organizations affi l-
iated with the PRI and its precursors in return for support for the 
governing party. Second, poorer “outsider” households—initially 
dominated by the peasantry—achieved (to some degree) their prin-
cipal demand for land, but were then incorporated into a form of 
submissive dependency with the state that involved modest benefi ts, 
including some basic services (even if of low quality), in exchange 
for political support. These arrangements were formalized in the 
corporatist structures developed under President Cárdenas in the 
1930s. For all groups, mechanisms were in place, both clientelistic 
exchanges of jobs and limited services for political support and 
repressive action when needed, that assured that the ruling party 
maintained support in the formal electoral process. These mecha-
nisms were at times backed by direct manipulation of the vote. How-
ever, repression and manipulation were used only occasionally and 
would not have been sustainable were it not for the broader context 
of the underlying social pacts.

Both pacts were effected and implemented within the context of 
a dominant state, with the presidency as the central protagonist. 
Presidential dominance was not, however, a product of formal insti-
tutions; the constitution actually grants signifi cant powers to the 
legislature and judiciary to balance the executive branch. Rather, it 
was an outcome of the development of the pervasive infl uence of the 
PRI over all societal structures, combined with the PRI’s own inter-
nal presidential bias.
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Complementing these arrangements was the evolution of belief 
systems that pragmatically blended nationalist revolutionary ideology 
with the expectations of economic elites that they would not be 
 expropriated. These belief systems were not based on pure rhetoric: 
the introduction of progressive labor laws, the extension of social 
 security, the development of the ejido system of communal land for 
peasants, and the nationalization of oil and gas in the 1930s and of 
electricity in the 1960s could be interpreted as evidence of a state-led 
socialist, or at least social democratic, system. Critically, however, 
these actions were accompanied by credible mechanisms to support 
the rents of the economic elite and high levels of overall economic 
inequality (for example, incumbent bankers wrote the banking laws 
in ways that protected their own interests). These belief systems 
were—and, in some cases, still are—an important part of understand-
ing both the change that has occurred and the perpetuation of an 
inequitable and ineffi cient system.

The outcome was suffi cient investment to support decades of 
growth, but with major ineffi ciencies, accompanied by steady expan-
sion of social services with a strong bias toward organized urban 
workers. Protected or monopolistic structures for business and 
workers were essential features of both the strengths and the weak-
nesses of the system. Economic ineffi ciencies would eventually come 
home to roost, but these were initially hidden by the expansion of 
oil output and revenues in the late 1970s that provided not only a 
source of growth, but also an abundant (if volatile) additional 
source of rents.

Executive-Led Modernization and Partial Liberalization 
under President Carlos Salinas (1988–94)

Mexico’s economic and political equilibrium was shaken by the 
crisis and stagnation of the 1980s (see Haber and others 2007 for 
a discussion of the period since 1980). The crisis resulted from 
external price and interest rate shocks, internal ineffi ciencies, and 
macroeconomic mismanagement, and the fallout from the crisis 
constituted a major threat to a political equilibrium that had been 
sustained for more than fi ve decades. What we termed the fi rst pact 
with investors was threatened by the 1982 bank expropriation 
(rhetorically termed a nationalization). A decline in profi ts and 
asset values ensued as a result of the protracted economic recession 
that followed. The second pact with social groups was hurt by the 
major decline in real wages and the fi scal constraints on public 
services in the 1980s. Traditional mechanisms for shoring up formal 
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support were increasingly ineffective, and the PRI may have won 
the 1988 presidential election only by a last minute “adjustment” 
of the vote count.

The threats to the system created both opportunities and 
 constraints, and President Salinas responded to these by effecting 
a major shift in economic institutions and policies. Also relevant 
to the reforms promoted at that time were changes in the belief 
 systems of intellectual and political elites worldwide, and espe-
cially in Latin America, in response to the global and regional shift 
to favoring market-led over state-led development solutions (see 
Murillo 2002 for a discussion of the widespread shift to privatiza-
tion in different political regimes across Latin America in the 
1990s). The main elements of change relevant to the discussion in 
this book were the following:

• restructuring the pact with investors through a combination 
of liberalization, NAFTA’s credibility-enhancing effects, and 
central bank independence (which effectively substituted for 
the earlier mechanisms for providing credibility) together 
with the design of privatization in ways that furthered the 
interests of important segments of the domestic economic 
elite—more important, non-oil taxes remained low;

• designing educational and energy reforms in a way that did not 
compromise the interests of organized worker groups, espe-
cially teachers, PEMEX workers, and electricity unions; leaving 
restrictive labor legislation intact; and maintaining the social 
security system together with the privileged position of workers 
in key unions like that of the Mexican Social Security Institute 
(Instituto Mexicano del Seguro Social, or IMSS) staff and those 
of public sector workers;

• developing a large-scale, clientelistic program of basic service 
delivery (the Programa Nacional de Solidaridad) for outsider 
groups that was closely identifi ed with the presidency.

This implied that under President Salinas, economic moderniza-
tion would occur under PRI hegemony, with more democracy nomi-
nally on the list of reforms, but implicitly with lower priority than 
economic change. The power of the presidency was, if anything, 
strengthened during this time: reforms were the product of the exec-
utive branch, with the legislature following closely behind. A number 
of “modern” regulatory agencies were created, including the CFC 
and the Energy Regulatory Commission (Comisión Reguladora de 
Energía, or CRE), but these were, and are, formally subservient to the 
executive branch (Guerrero, López-Calva, and Walton, chapter 4; 
Elizondo, chapter 5). A partial shift from a producing state to a 
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regulating state occurred, but regulators lacked the political and 
institutional basis for real independence, and in any case, the absence 
of changes in the  judiciary would limit the effectiveness of regulators 
because of the intensive use (or abuse) of the amparo.7

Thus, Mexico’s modernization and liberalization were constrained 
by the underlying political equilibrium, and constrained in ways that 
meant that the necessary complementarities for effi cient and rapid 
growth were missing. Some restructuring of the institutionalized pacts 
that sustained the inequality trap did occur, but these were limited. 
Manufacturing lost protection, but gained from a reduced threat of 
expropriation (Tornell and Esquivel 1995). Elements of the economic 
elite gained substantially from the privatizations, as illustrated by the 
rise in the number of billionaires (Guerrero, López-Calva, and Walton, 
chapter 4). Organized industrial workers in the private sector lost 
some product market protection, but they kept their job security, and 
their bargaining position had in any case been reduced by the years 
of stagnant economic growth. Organized workers in the public sector 
had also suffered wage declines, but their contractual position was 
unaffected by changes. The ejido system was partially reformed in 
1992, but in ways that let communities decide on land titling. Farmers 
received transitional protection and compensatory programs, in par-
ticular, the Programa de Apoyos Directos al Campo, a program that 
was designed to provide grants to maize growers and that was intended 
in principle to compensate them for the loss of land rents associated 
with future product market liberalization, but that was rapidly 
extended to other crops not facing the same problems as maize.

Partial Institutional Change under President Ernesto 
Zedillo (1994–2000)

The administration of President Zedillo involved some consolida-
tion of economic reforms, but the more fundamental institutional 
shifts involved laying the basis for the transition to democracy and, 
at least in principle, creating more effective checks and balances. In 
Mexico in the mid-1990s, almost by defi nition more democracy 
involved a reduction in the power of the presidency. Major reforms 
were undertaken to strengthen the independence of the judiciary, but 
these changes would inevitably take time. The mirror image of 
reduced executive power was increased infl uence of  Congress and, 
in practice equally important, increased infl uence of subnational 
governments, principally governors.8 The Zedillo democratization 
could be interpreted as recognition that a  Salinas-type combination 
of economic modernization with preservation of old political struc-
tures was unsustainable at this stage of Mexico’s development. 
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Democratization started with a major electoral reform and, 
gradually, devolution of power to Congress and to subnational 
governments. Budgetary resources were rebalanced as part of the 
rebalancing of political power. Critically, however, power was 
deposited in agents that did not have the right incentives to always 
use it in a socially desirable way and that had low levels of account-
ability (Elizondo, chapter 5). Not surprisingly, big business, orga-
nized labor, and corporatist interests in agriculture and other 
 sectors soon realized that now they had to work with the legisla-
ture as well as with the executive branch to preserve their interests, 
and increased their infl uence in Congress. This was facilitated by 
the lack of transparency in Congress and the lack of experience of 
members of Congress.

Policy design under Zedillo involved formally sound reforms, but 
ones that failed to change deeply ingrained underlying power struc-
tures. The executive branch undertook reforms to telecommunica-
tions in 1995, but the result was a weak regulatory agency easily 
captured by private monopolies in a context of low transparency 
(del Villar, chapter 9; Noll, chapter 10). Pension reform was under-
taken, but, in the initial years, the fi nancial sector captured some of 
the benefi ts of the change from the pay-as-you-go system to the 
defi ned-contribution individual account system in a context of little 
competition. Furthermore, the special pension regime of IMSS 
workers remained in place (Levy, chapter 6).9 Reforms opened up 
access to transportation of natural gas, but without touching 
PEMEX’s commanding role or the special privileges of its workers 
(Lajous, chapter 11). An important reform of poverty policy 
occurred with the creation of the Programa de Educación, Salud y 
Alimentación (better known as PROGRESA and renamed Oportu-
nidades by the next administration), but the dualistic structure of 
social programs for formal and informal workers remained intact. 
Resources for health and education were decentralized to the states, 
but without affecting the interests of the national unions of public 
health and education workers, both key supporters of the PRI 
 (Elizondo, chapter 5; Maloney, chapter 7). The labor legislation 
that, by international standards, provides unusually high levels of 
job protection for formal sector workers did not undergo signifi cant 
changes (Maloney, chapter 7). 

Overall, President Zedillo undertook reforms that supported the 
transition to democracy and increased effi ciency, but that were insuf-
fi cient to structurally weaken the underlying powers that infl uenced 
policy making in ways detrimental to growth and equity. The major 
interests of big business and unionized workers in protected sectors 
learned that they could directly exert their infl uence in new fi elds of 

NGWE_1-42.indd   24 2/21/09   12:15:51 PM



equity, competition, and growth in mexico: an overview  25

action, particularly Congress, and governors learned the same. What 
the presidency could no longer deliver or guarantee could now be 
obtained from the legislature. Indeed, the countervailing power on 
these interests provided by a strong presidency had been reduced 
before alternative institutions had been consolidated. 

Democracy with Weak Institutions under 
President Vicente Fox (2000–06) 

The administration of President Fox is generally characterized as 
having failed in relation to economic reforms. This failure is often 
attributed to the lack of experience of the fi rst non-PRI government 
in 70 years and to insuffi cient decisiveness in both policy design 
and weakness of political resolve. The list of failures is long. Pres-
ident Fox attempted tax reform in 2001 and 2003 and failed twice, 
the administration attempted energy reform that stalled, it tried 
labor reform that stalled, and it attempted reform of public sector 
pensions that failed. The administration did not even attempt some 
potentially endowment-enhancing reforms, notably, fundamental 
changes in incentives for quality in education.

Other reforms did take place, but they were either not enforced, 
such as those affecting IMSS workers (Levy, chapter 6), or involved 
retrogression, such as those aimed at telecommunications (del Villar, 
chapter 9). On a more positive note, pro-effi ciency reforms in rela-
tion to competition policy were undertaken, although their rele-
vance in the face of cumbersome judicial procedures has yet to be 
demonstrated (Guerrero, López-Calva, and Walton, chapter 4; 
 Elizondo, chapter 5). In parallel, weak regulatory structures allowed 
continued rent extraction to the detriment of effi ciency and equity. 
A relevant example is agriculture, where the rising number of cli-
entelistic programs reversed many of the advances in the direction 
of effi ciency observed during the administrations of presidents Sali-
nas and Zedillo (Rodríguez 2006). Yet another example is the 
petroleum and gas sector, where the CRE manipulated input prices 
to the benefi t of a few large industrialists (Lajous, chapter 11). Not 
only did the executive branch obtain or regain special privileges, 
but also Congress did as various laws were passed to target benefi ts 
to teachers (cast as support for education because of its importance 
for development); medium-sized and large agricultural producers 
(cast as support for rural areas because that was where the poor 
were); and incumbents in telecommunications (passed in less than 
an hour in the lower house of Congress without attempts to cast a 
broader justifi cation). The result was that, with the partial excep-
tion of fi nance (Haber, chapter 8), the substantive reforms needed 
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to increase productivity and sustain long-term growth did not 
occur.

As a simple listing of reform failures, this is accurate, but the causal 
explanation of weakness may be incomplete. Another interpretation 
is that a pure effi ciency-seeking reform agenda would not have 
worked even with a more decisive and stronger president. As opposed 
to the full term of President Salinas and the fi rst half of President 
Zedillo’s term, President Fox lacked a majority in both houses of 
Congress from the beginning, and Congress objectively lacked the 
incentives to support such a reform agenda (Elizondo, chapter 5). 
Equally, governors also lacked incentives to pursue an effi ciency- and 
growth-oriented reform agenda: they were getting more of the fruits 
of the rent-sharing equilibrium than before and obtaining greater 
resources from the federal budget at no political cost to themselves, 
and their enhanced presence in Congress became essential to the 
approval of many laws. Disparate belief systems among central polit-
ical actors also played a role in the erratic interplay between the 
presidency and Congress. Some interpreted the stagnation in growth 
as a failure of the president’s reform agenda, while others saw it as a 
result of the failure to implement the president’s reform agenda. 

However, the absence of agreement on growth- and effi ciency-
inducing reforms was accompanied by a de facto, if not de jure, 
agreement on another front: expanding social benefi ts. Indeed, this 
may refl ect what was the most signifi cant structural shift in the polit-
ical equilibrium effected by the transition to democracy. With the 
increased political salience of “outsider” groups of informal and 
rural households—now that votes counted more—both the presi-
dency and Congress had incentives to support the expansion of pop-
ular social programs. Crucially, the availability of oil rents provided 
suffi cient funding for expanded government-fi nanced social provi-
sioning that was concentrated mostly among workers in the informal 
sector. Given the absence of tax reform, this choice implicitly led to 
strong intertemporal effects, because few of the increased oil rents 
were channeled to growth-promoting infrastructure investments. 
Thus, redistribution occurred from the future to the present without 
growth. The more things change, the more they stay the same. Social 
programs sustained a political equilibrium that generated the policies 
and institutions resulting in high inequality and little growth, with 
external rents facilitating this outcome. A change in the political 
party in power might by itself do little to change this political equi-
librium. Differently put, power might have changed from the PRI to 
the National Action Party, but the distributing state persisted, indeed, 
increased in scope, regardless of the shortcomings of the producing 
state or the regulating state.
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More generally, the point is that the results of the Fox presidency 
must be looked at in the context of a rent-driven political equilib-
rium and the institutions and policies that emerge from such an 
equilibrium. There is a role for leadership, but the more important 
outcomes are a question not only of the individual personalities in 
the presidency, Congress, subnational governments, and the rest of 
the structures of formal power, but also of the large business, labor, 
agriculture, and other corporatist interests that have been much 
more resilient and persistent in the face of changing personalities and 
political parties. There is a difference between a weakened presi-
dency and a weak president. Getting the right interpretation is of 
more than historical interest; it is critical for the future. 

Implications for Equity and Growth 

The interpretation of the past implies that Mexico’s problem of low 
growth is inextricably linked to high levels of inequity. Mexico is not 
moving along the upward segment of a Kuznets-style inverted 
U-shaped relationship between inequality and growth, in which high 
levels of inequality are a necessary and transitional concomitant of 
the development process.10 Rather, high levels of inequality are 
sources of a range of ineffi ciencies that lie at the core of the growth 
problem. Equity is a growth issue.

More precisely, the argument is that the presence of powerful and 
entrenched interests, especially of big business and protected unions, 
have led to a self-sustaining political equilibrium that supports a 
range of inequitable and ineffi cient economic institutions in fi nance, 
petroleum and gas, electricity, education, social security and social 
protection, telecommunications, agriculture, and other sectors. We 
have characterized this as a rent-sharing equilibrium, because the 
creation of economic rents through restrictions on competition in 
product, labor, and capital markets has been intrinsic to its design. 
Economic interests get shares of the rents in return for political 
 support for the government and the continuation of the established 
institutions. Although this equilibrium has been modifi ed by the eco-
nomic liberalization and the advent of democracy, it has not funda-
mentally changed. In some respects, greater democratization may 
have been associated with worse economic policies and institutions, 
in part because of the decline in the power of the presidency that acted 
as a countervailing force against entrenched economic interests.

Both Bourguignon and Dessus (chapter 1) and Rajan (chapter 2) 
present their analyses using highly aggregated social groups. Bour-
guignon and Dessus use three groups: the elite, the middle class, and 
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the poor. Rajan also has three groups: existing oligopolists, the 
skilled, and the unskilled. Table 0.1 takes the spirit of these approaches 
in providing a stylized representation of the various actors. We 
aggregate these into fi ve categories. First are the various actors that 
form part of the state and the formal political process. Second are 
the major interest groups, or constituencies using Rajan’s terminol-
ogy, that are organized into insiders and outsiders among both fi rms 
and workers (and their households), where insider and outsider 
refers to both their economic position and the extent of their 
 institutionalized political infl uence. Insiders are current incumbents, 
with entrenched economic positions among fi rms and households. 
The powerful farmers’ lobby, which largely represents the interests 
of large farmers, falls somewhere in between the fi rm and the worker 
and household sectors. Outsiders are other fi rms, including potential 
new entrants and small informal fi rms, and informal workers and 
peasants. Future cohorts constitute a fi nal and important outsider 
group, with the exception of those who expect to inherit insider 
status, a common feature not only of monopolistic business families, 
but also of protected unions. 

Under our interpretation, the current rent-sharing equilibrium is 

•  inequitable in the sense that opportunities for outsiders, both 
fi rms and workers, are substantially restricted relative to those 
for insiders;

•  ineffi cient because of the range of policies and institutional 
mechanisms whereby restriction of competition in or access to 

Table 0.1 Major Actors in Mexico’s Rent-Sharing Equilibrium

Political actors 
and state 
institutions

Interest groups and constituencies

Firms Workers and households

Insiders Outsiders Insiders Outsiders
The presidency, 

the executive 
branch, Con-
gress, political 
parties, the 
judiciary, state 
governors, 
regulatory 
authorities 

Big business 
incumbents, 
state-owned 
companies 
(PEMEX, 
electricity 
utility, etc.)

Other fi rms, 
especially 
small and 
medium-
sized 
fi rms, 
potential 
new 
entrants

Workers in 
protected 
unions 
(petroleum, 
electricity, 
teachers, 
IMSS, etc.), 
other 
workers in 
formal jobs, 
organized 
farmers

Informal 
workers, 
peasants, 
future 
cohorts of 
workers 
and unborn 
generations 

Source: Authors.
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product, labor, education, and capital markets is leading to 
forgone economic opportunities for outsiders and ineffi cient 
production and investment choices by insiders; and

•  self-sustaining in the sense that its internal dynamics tend to 
reinforce existing structures and, in particular, to sustain the 
position of insiders.

Given our focus on the possibility of policy and institutional 
change, the self-sustaining character of the existing equilibrium is of 
special interest. In abstract terms, its character implies that it is in 
the interests of current insiders to “pay” the political actors (whether 
fi nancially or in terms of political support) to sustain the existing 
structures rather than to support a shift to more effi cient and equi-
table policies and that this “payment” exceeds what outsiders are 
willing to pay for such a change. Bourguignon and Dessus emphasize 
that incumbents often have the power to block change. Rajan sug-
gests that the equilibrium of the strategic interaction is often no 
reform, because benefi ciaries are unwilling to risk losing their rents. 
Both chapters emphasize that compensation of losers from effi ciency 
gains is likely to face credibility problems. 

This gives rise to numerous implications for policy design. As 
summarized earlier, there are alternative, seemingly coherent views 
on this. However, the main contribution of this volume is not 
intended to be a list of desirable policy changes. Rather, its aim is 
to shift the way policy change in Mexico is conceptualized in two 
ways. First, as a direct corollary of the diagnosis, policies aimed 
at promoting effi ciency and growth cannot be separated from 
policies aimed at fostering equity.11 In particular, policy and insti-
tutional changes that tackle the existing inequities between 
entrenched insiders and outsiders are likely to be essential to get 
Mexico onto a dynamic, effi cient growth path, and this applies to 
reducing the power of both big business and protected unions, as 
well as changing the behavior of state actors (table 0.1). This does 
not mean that all pro-equity policies are desirable. Indeed, some 
policies aimed at increasing equity can have adverse effi ciency 
effects as, for example, in the case of expansion of social protec-
tion to informal households (Levy, chapter 6). Second, policy 
design should be assessed in terms of the interactions between the 
various constituencies and political actors shown in table 0.1 that 
are sustaining the current political equilibrium. Otherwise, well-
intentioned policy efforts will never get through the institutions of 
the state into policy action. Alternatively, the implementation of 
seemingly well-designed policies will be distorted or neutralized 
by the behaviors of existing actors.
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Analyses of policy design that recognize political economy 
infl uences often assume that all policy is effectively endogenous, 
in the sense that it represents the underlying structure of power 
and institutions of coordination in a society. Bourguignon and 
Dessus start from this perspective. As already noted, Rajan further 
argues that where major groups share rents, competitive rent pres-
ervation can lead to a form of gridlock. The comprehensive reforms 
needed for effi cient and equitable growth (in relation to education 
and increased competition in his example) do not occur because 
no group is willing to give up its rents, absent credible mechanisms 
to compensate losers out of an expanded pie. 

These perspectives leave those interested in changing policy, 
whether in the executive branch, Congress, or civil society, in a 
somewhat depressing position of impotence. Little can be done 
except wait for the underlying structures to change, whether through 
internal processes of economic and social transformation or through 
exogenous shocks. A more subtle view is that of Greif (2006), who 
distinguishes between whether institutions and policies are self-
enforcing or self-undermining. Self-undermining means that inter-
nal, endogenous processes change the parameters of behavior over 
time, in ways that lead to eventual institutional transition. This is an 
important perspective that is undoubtedly relevant to contemporary 
Mexico, but it still does not help proactive policy makers. Neither 
are such policy makers helped by waiting for a large exogenous 
shock such as the exhaustion of oil resources.

Although recognition of the power of entrenched interests and 
institutional structures is at the center of the argument of this 
book, we adopt a cautiously optimistic view on the potential for 
change: different actors in the system summarized in table 0.1 do 
have some room for maneuver, and this maneuver has potentially 
been enhanced by the increase in democracy and the associated 
expansion in access to information. At the broadest level, this view 
is supported by two considerations that are related to the earlier 
comment on existing payoffs. First, as well-designed change will 
expand the pie over the medium term, there is at least the potential 
for most groups to gain (in principle, all will gain, although com-
pensating all losers may not be desirable). Second, outsiders stand 
to gain substantially from policy change, and their failure to have 
successfully provided political support for such change refl ects fail-
ures in collective action and distorted belief systems, in addition to 
the entrenched infl uence of insiders.

The cross-cutting essays in the volume help us organize thinking 
about possible change in Mexico, and the following subsections 
highlight some of the lessons. 
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Democratic Transition and Collective Action

Can democratization lead to the reduced infl uence of entrenched 
interests and more efficient economic outcomes? Robinson 
(chapter 3) discusses two major episodes in U.S. history that fol-
lowed democratization. In the fi rst case, that of the South after the 
Civil War, entrenched interests reconstructed unequal social and 
economic institutions despite democratization, effectively preserv-
ing the power of oligarchic white groups and the subjugated eco-
nomic, social, and political position of blacks. Many blacks chose 
the exit option, migrating to the industrial cities of the North. Sub-
stantive internal change within the South had to wait until the civil 
rights movement, almost a century later. In the second case, the 
antitrust movement from the late 19th century to the 1920s effec-
tively mobilized to break the power of the major economic monop-
olies. In this case, democracy provided a political framework for 
fundamental change, but this was contingent on a set of other fac-
tors, especially the capacity of outsider groups to solve their collec-
tive action problems to effect change. This episode also illustrates 
that change can take decades rather than a few years. 

The U.S. experience has salutary lessons for Mexico. It illustrates 
how entrenched interests can reshape institutions to further their 
position under new economic and political conditions. This lesson is 
consistent with our interpretation of Mexico’s experience in the past 
15 to 20 years, but it also provides an optimistic note, showing that 
the political equilibrium can shift, even when entrenched economic 
interests appear to be extraordinarily powerful. Although the com-
parison with the United States is only indicative, it appears to have 
at least three features relevant to Mexico (beyond the existence of a 
functioning, if imperfect, democracy): coordination and effective 
action among constituencies interested in change; leadership, includ-
ing from the presidency; and high levels of information and debate. 

Information and Debate

The contributions by Bourguignon and Dessus (chapter 1) and by 
Elizondo (chapter 5) emphasize the role of information. Both chap-
ters argue that part of the reason that the ineffi cient and inequitable 
equilibrium is sustained is that actors have incomplete information. 
This affects both the motives and the organizational capacity of 
outsiders, although it may also lead to insider groups underestimat-
ing the aggregate effi ciency losses of the existing position. Better 
information can potentially lead to a change in the equilibrium. 
Information has many elements: transparency, the media, and the 
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capacity of sophisticated independent groups (commentators, aca-
demics, party intellectuals, and think-tanks) to interpret complex 
developments. Bourguignon and Dessus argue for independent anal-
yses of the distributional effects of current institutional arrange-
ments and of alternative reforms to inform public debate. 

Action to improve information is highly desirable. This is par-
ticularly salient for Mexico given the prevalence of belief systems 
that form part of the self-sustaining institutional structures. For 
example, the belief that public ownership of PEMEX and electricity 
production is good for the country probably extends to outsider 
groups who are almost certainly being hurt by the current highly 
ineffi cient production. Similarly, pro-agriculture policies are often 
framed as being pro-poor, when the substantial subsidies channeled 
to the sector go disproportionately to relatively better-off farmers. 
Increased transparency at the federal level was a notable achieve-
ment of the Fox administration in relation to access to information 
and the introduction of legal requirements on the evaluation of 
social programs.12 There is at least anecdotal evidence that this is 
having specifi c positive effects, though whether access to informa-
tion is having an infl uence on public debate is unclear. 

Better-Functioning Political Institutions

Another view is that the real problems concern how political actors 
and associated institutions of the state aggregate preferences, mobi-
lize support, and countervail arbitrary action by the executive 
branch and powerful interest groups. As Elizondo  discusses (chap-
ter 5), members of the legislature are often inexperienced in policy 
formation, poorly informed, and aligned with specifi c sectoral 
interests. This is, in part, a function of structural features such as 
the no re-election rule. This rule makes members of Congress more 
dependent on their party than on their electoral constituency and 
provides weak incentives to invest in understanding policy. These 
structural distortions to effective decision making in Congress 
(effective in the sense that it makes effi cient choices that represent 
the interests of the electorate) have become more important in view 
of the rising relative power of Congress in relation to the presi-
dency. Of at least equal importance is the weakness of the judiciary, 
particularly at the state level, and especially in the potential for 
powerful interests to use the amparo to hold legal decisions at bay 
for years pending appeal. Guerrero, López-Calva, and Walton 
(chapter 4) provide empirical information on the use of the amparo 
by big business to render anticompetitiveness decisions by the 
CFC ineffective. 
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Better information and structural changes in the functioning of 
the various organs of the state are highly desirable and complement 
each other. They are likely to form an essential part of a successful 
long-term transition and should be pursued. However, whether rapid 
transition toward effective political mechanisms would lead auto-
matically to effi cient and equitable outcomes is unclear in both cases. 
As Rajan (chapter 2) highlights, a substantial risk exists that the dif-
ferent groups that succeed in extracting some rents from the existing 
system will resist the more fundamental changes needed to shift to a 
better equilibrium for all, even if they are better informed.

Also required is longer-term development of capacity in govern-
ment and civil society and changes in political culture. For this 
reason, we see a role for proactive policy design by actors that have 
some degree of autonomy inside the political system, perhaps espe-
cially, but by no means exclusively, in the executive branch. This is 
a complement, not a substitute, for action on information and 
political reform. 

Sequencing

The contributions in this volume have a variety of perspectives on 
what sequencing is likely to be feasible given the initial political 
equilibrium. Rajan argues that a shift to a more effi cient and equi-
table equilibrium may require changes in endowments, because the 
endowments of the different constituencies are what shapes their 
interests and strategies. In particular, he suggests that expanding 
access to human capital-creating institutions is needed to change the 
interests of (payoffs to) different constituencies and make a new 
equilibrium possible. This is an important insight, but an account of 
how to tackle the political economy of access expansion is still 
needed, especially when problems of low-quality education and 
health services fl ow at least in part from protected unions.

A modifi cation of this view is to focus on what is both strategi-
cally effective (by changing structures that shape the overall equilib-
rium, as with Rajan’s argument about endowments) and practically 
feasible in terms of political support. 

Specifi c Coalitions and the Modifi cation of Payoffs

We group two distinct ideas here. The fi rst idea is that specifi c, sec-
toral opportunities for action will often arise, drawing on common-
alities of interest, and with the potential to mobilize public support 
by exerting genuine leadership to solve collective action problems. 
The second idea is that a fundamental change is needed in relation 
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to the perceived payoffs between protecting the status quo and more 
 equitable and effi cient outcomes. In particular, this means two things: 
(a) changing the net benefi ts for insiders in favor of pro-equity, pro-
growth changes; and (b) increasing the willingness of outsider groups 
to support change. The complementarity with the earlier areas of 
action is immediately clear: better information is important so that 
different groups are aware of the potential gains from change and a 
more effective political process can help ensure that the functioning 
of Congress, the judiciary, or regulatory authorities does not subvert 
policy design or implementation.

Concluding Comments

This overview is not the place to propose a specifi c agenda for 
policy change. Rather, its objective is to suggest ways of thinking 
about policy design and implementation and to provide some sug-
gestive illustrations. For example, a more dynamic growth path 
will require action to reduce the power of the private monopolies 
or, more accurately, the large-scale business interests that are orga-
nized in pyramidal corporate structures (Guerrero, López-Calva, 
and Walton, chapter 4). These groups are benefi ciaries of rents in 
the current equilibrium. Although losing rents imposes a cost, they 
will plausibly also prosper under a more competitive environment, 
especially one with better provision of tax-fi nanced public goods. 
Indeed, many of the big businesses are already expanding into 
 foreign markets, demonstrating their capacity to earn profi ts under 
competitive conditions. The state has, in principle, instruments to 
reduce their economic power through existing regulatory authori-
ties, but the effectiveness of these instruments is currently being 
reduced either by the judicial system (for the CFC) or by regulatory 
weakness or apparent capture (for instance, for the telecommuni-
cations authority [del Villar, chapter 9; Noll, chapter 10]). What is 
required is a coalition to support both better regulatory design and 
implementation, effectively increasing the costs to big business of 
sustaining the existing system. In principle, a relatively pro-business 
executive branch is well-placed to do this, given the heightened 
awareness of the power of these interests and the concern among 
business groups that the tight 2006 election outcome could presage 
a more radical, and hence more costly (to them), political resolu-
tion in a future election. Concerted action under President Felipe 
Calderón, supported by better information, could lead to a more 
effi cient outcome for business functioning and a less polarized 
political situation.13
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Both del Villar and Noll argue that reducing TELMEX’s market 
dominance is indispensable for a faster process in relation to technol-
ogy adoption and innovation by fi rms. They also indicate feasible 
ways in which regulatory behavior and specifi c policy decisions could 
lead to a pattern of provision of telecommunications services that is 
both cheaper and more broadly based. Noll also argues that TELMEX 
is a relatively effi cient company by global standards: it effected major 
effi ciency improvements in the wake of privatization, but the gains 
led disproportionately to higher profi ts rather than lower prices and 
better services. From a broader context, action to improve competi-
tiveness in telecommunications would provide a signal that the gov-
ernment is serious about tackling anticompetitive structures. This 
also applies to competition in the provision of television and radio 
services, which now also face restricted competition. This is critical, 
because these are important means of providing better information 
and bringing more informed debate into the public realm.

A small number of private business interests have traditionally 
dominated the fi nancial system. According to Haber (chapter 8) 
and Haber and others (2007), this is one sector where the explicit 
hold of domestic big business was effectively broken: in the after-
math of the 1994–95 crisis, the subsequent regulatory and supervi-
sory reforms, and the sell-off to foreign banks that now own some 
80 percent of the sector. The sector, nevertheless, remains both highly 
concentrated and remarkably averse to lending to private fi rms by 
international standards. Haber argues that one of the main underly-
ing causes is the continued weak property rights system, which 
increases the risks of lending to fi rms. Tackling this will require con-
certed effort, especially at the state level, backed by substantial 
expenditure, and thus, it is also entwined with tax reforms and 
incentives to subnational governments. As an interim measure, 
Haber recommends working to liberalize entry into the sector while 
maintaining strong prudential standards—in this case, building on 
the achievements of the Fox administration.

Many other areas within the existing, self-sustaining, rent-sharing 
equilibrium involve corporatist unions in protected sectors. Because 
of existing protections in the labor market, benefi ts are substantially 
higher for insiders than for outsiders (Guerrero, López-Calva, and 
Walton, chapter 4), incentives for greater effort are weak (Elizondo, 
chapter 5; Maloney, chapter 7), and these highly organized groups 
can be effective lobbies against broader reform in their respective 
sectors. At fi rst sight, change may seem particularly hard to achieve 
in these areas, because pro-effi ciency and pro-equity reform would 
likely reduce benefi ts for these insider groups, and many years of 
growth may be required before positive net gains are apparent. Yet 
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change did occur for the manufacturing sector in the wake of the 
major crisis of the 1980s and, as Maloney argues, in the 1990s, 
unions in manufacturing appeared to negotiate for employment 
rather than wages.14

The case of the IMSS (Levy, chapter 6) illustrates both the poten-
tial of and the obstacles to reform. On the negative side, a legal 
reform promoted by President Fox in 2001 to increase transparency 
and accountability helped expose the risks to the long-term viability 
of the IMSS as a result of the special pension regime of its own work-
ers and highlighted that workers affi liated with the IMSS were the 
main losers. That reform led to a further legal reform in 2004, this 
time promoted by Congress, that took the classic political economy 
approach of grandfathering existing employees in return for creating 
a level playing fi eld for new employees. So far, this could be inter-
preted as a specifi c application of the arguments about the impor-
tance of information and collective action problems emphasized by 
Bourguignon and Dessus and by Elizondo. The IMSS union, which 
operates a closed shop in line with Mexican labor law, stood to lose 
its rents and its leverage over future workers, but the vast majority 
of affi liated workers would gain in the form of better services. In this 
context and even though the reform was legally binding, the union 
was effective in pressurizing the executive branch to shelve it.15 
Instead, the IMSS and its union agreed to a “reverse” pay-as-you-go 
pension scheme, perhaps the only one of its kind in the world, thwart-
ing the reform and creating even larger legal and fi nancial problems 
for the future. The case of the IMSS illustrates the important differ-
ence between transparency and access to information, on the one 
hand, and accountability of public offi cials, on the other. Reforms to 
increase access to information are essential. In this case, they trans-
lated into legal changes to gradually correct the problem, but at least 
in some cases, legal reforms need to be accompanied by measures to 
promote compliance though effective accountability mechanisms. 
Reforms in a context of weak rule of law can produce the same or a 
potentially worse outcome as no reform. 

An example of a positive change concerns reforms that reduced 
rents held by private retirement funds. After the pension reform of 
1997, a new source of ineffi ciency and rent was introduced through 
the excessive profi ts of the retirement fund administrators (admin-
istradoras de fondos para el retiro, or AFORES). A concentrated 
market structure has been associated with unusually high profi ts by 
 Mexican and industry standards, lasting for almost a decade (Levy, 
chapter 6). In this case, both pro-competitive measures promoted 
by the regulators and information provided to Congress and the 
public at large by the CFC led to a debate about the behavior of 
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the AFORES. As a result, the level of their commissions has fallen 
signifi cantly since 2005, and in early 2007, legislation was passed 
to increase transparency and simplify the complex structure of 
commissions that was one of the factors that created diffi culties for 
competition in this industry. Despite the long transition and the 
substantial monopoly rents already extracted at the cost of reduced 
workers’ pensions in the future, these measures are welcome. More 
important in the context of the foregoing discussion, this is a good 
example of how concerted action by regulators and the competition 
authorities, together with increased information and debate, can 
achieve results that are both equity and effi ciency enhancing. An inter-
esting hypothesis for future research is whether these changes were 
facilitated by the change in ownership of banks, because banks were 
the owners of the major AFORES. 

The case of PEMEX, discussed by Lajous (chapter 11), illustrates 
several themes. Lajous argues that rent extraction by the federal gov-
ernment, large business, and PEMEX’s own union have placed 
PEMEX in a position where it not only fails to contribute to growth 
and productivity, but also results in the loss of economic value, 
because the country’s hydrocarbon resources are inefficiently 
exploited. Effective reform of the sector would require both changing 
the  market environment and tackling the internal incentives for inef-
fi ciencies, overstaffi ng, and low effort. Given the strength of belief 
systems about public ownership and the need to build regulatory 
capacity over time, Lajous argues for a gradual process of opening 
up the sector to competition. He also sees reform as inextricably 
linked to tax reform, because otherwise the Ministry of Finance 
would be unwilling to let go of its excessive and ineffi cient controls 
over the company, and to union reform, given the power PEMEX’s 
union to hold up change.

 With respect to general issues of labor market reform, Maloney 
(chapter 7) argues that change is needed, but notes the political 
economy of sequencing. He suggests that introducing more competi-
tion into labor market institutions is likely to be easier after reforms 
to tackle the rents of the truly rich, entrenched business interests in 
the country and, more broadly, greater confi dence that the state is 
representing a reasonably equitable social compact. The government 
may then have more credibility in trying to obtain support both from 
outsider groups and, in some areas, from insider workers.

As noted, this volume contains specialized chapters on selected 
areas of the Mexican economy. As already mentioned, other sectors 
that are central to the existing rent-sharing equilibrium include 
agriculture, education, taxation, and the behavior of subnational 
governments, and reform in each area will be important to move 
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the country toward a more effi cient and equitable equilibrium. We 
believe that the general approach outlined in this overview chapter 
applies to thinking about change in these areas as well as those 
covered in more detail in this volume. 

More generally, however, we believe that what is most important 
at this juncture is to change the terms of the debate and to increase 
awareness of the interactions between equity, institutions, and 
growth, both for economic dynamics and for the political equilib-
rium. The central issues for development in Mexico are not between 
private versus public, between business versus labor, between neo-
liberalism versus structuralism, or between technocrats versus state-
promoters. The central issue is rather how reforms can occur in an 
evolving democracy that are in the direction of both more equity and 
more productivity. This implies preventing such reforms from being 
captured and distorted or diluted by those affected. This can have 
implications for the specifi c content and sequence of reforms. More 
broadly, it concerns the nature of a state that in all three of its roles—
producer, regulator, and distributor—has yet to achieve growth and 
equity outcomes in accordance with the country’s underlying possi-
bilities, and that is by-and-large a spectator in the face of massive 
outmigration of its labor force. 

After reading this book, outside observers unfamiliar with Mexico 
would perhaps ask themselves whether it points to anything new. Are 
not the issues and problems described here the ones we would expect 
in any society experiencing democratic change? Are not rent seeking, 
inequity, and privilege characteristics of many societies whose extent 
and perniciousness diminishes with deepening democracy? Are not 
all these essays, in the end, a refl ection of unjustifi ed impatience given 
that history shows that democratic transformations take decades and 
that ups and downs during the process are inevitable? Such outside 
observers are indeed almost certainly correct in seeing Mexico as an 
example of a much more general condition of developing countries, 
and will, we hope, be proven right with regard to change. However, 
we would point to the urgency of accelerating the process, because 
Mexico is not experiencing its pains and pangs of change in a vac-
uum. It is experiencing them in the context of an increasingly com-
petitive and dynamic international environment, and time lost is 
welfare foregone for most of Mexico’s citizens. Mexico has made 
major advances in macroeconomic management and is not in a crisis 
now. High oil prices may further reduce the pressure to undertake 
change (except, perhaps, for changes necessary to keep the quantity 
of oil fl owing). Nevertheless, undertaking serious change is urgent if 
the majority of Mexico’s citizens are not to remain long-term victims 
of a slow-growth, inequitable society.
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Notes

 1. The previous period occurred from the late 1950s to the early 
1970s when GDP grew at around 6 percent per year. We ignore here the 
1978–81 growth spurt associated with the high oil prices in effect at that 
time (Bazdresch and Levy 1991). 

 2. Mexican legislation makes a unique distinction between basic petro-
chemicals (for example, ethane), which are within the monopoly domain of 
Petróleos Mexicanos (PEMEX), and secondary petrochemicals (for instance, 
ethylene), which are open to private investors. In many cases, the produc-
tion technology does not allow for such a distinction, and private investors 
in ethylene must build their plants next to PEMEX’s ethane facilities and 
depend on PEMEX’s pricing and supply strategies for their medium-term 
plans. This generates substantial uncertainties that deter investment unless 
the pricing rules are clear and long-term contracts can be signed and 
enforced, which PEMEX has few incentives to do. 

 3. The Instituto Mexicano del Seguro Social is responsible for provid-
ing social security benefi ts to formal workers in the private sector, and their 
pension system changed from a pay-as-you-go to a defi ned-contribution 
scheme in 1997. Public sector workers are covered by their own social secu-
rity institute and were under a pay-as-you-go pension scheme until 2007, 
when a change to a defi ned-contribution scheme was fi nally legislated.

 4. There is an immense amount of literature in this area. For surveys of 
the economics literature, see Aghion, Caroli, and García-Peñalosa (1999) 
and Bénabou (1996).

 5. We use the term “belief system” rather than “ideology,” because the 
latter has potentially misleading associations. See Greif (2006) for a discus-
sion of the role of belief systems in supporting self-sustaining equilibriums 
in a game theoretic sense. 

 6. More precisely, they will invest until the expected returns (net of 
expected expropriation) equal their cost of capital, so investment will be 
reduced in line with increases in the risk of expropriation.

 7. The amparo is a mechanism whereby private parties can defer the 
effects of an act of authority by a regulator until the merits of the case are 
thrashed out in the courts (Elizondo, chapter 5). As an example, del Villar 
(chapter 9) points out that the courts took eight years to render their fi nal 
judgment on a ruling by the CFC that TELMEX had “substantial power” 
in the telephone market. The CFC lost the case, because the courts argued 
that the evidence on which the case was based was obsolete.

 8. As the presidency-dominated PRI disappeared in 2001 with the 
election of President Fox, part of the vacuum was fi lled by PRI governors 
(still the majority) who, given the system for nominating, electing, and 
rewarding members of Congress, now acquired—indirectly, but nonethe-
less effectively—an important role in Congress.
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 9. The IMSS provides social security benefi ts for private sector workers 
in formal jobs, but it also provides social security benefi ts for its own 
approximately 360,000 workers, who, through their labor contract, have 
additional, much more favorable benefi ts, particularly with regard to pen-
sions. The same is true for public workers in the two public electricity com-
panies and in PEMEX.

 10. Kuznets famously argued that inequality in the distribution of income 
would rise and fall in the long-run development process, because of labor 
shifts from low- to high-productivity sectors and the dynamics of human 
capital accumulation. In this interpretation, however, high inequality is not 
only transitional, it is also essentially benign, because it does not itself shape 
institutions and policy choices. This is in sharp contrast to the perspective of 
this volume, where inequality is harmful because it helps shape institutions 
and policies that perpetuate inequality and create ineffi ciencies.

 11. For students of economics, this is equivalent to the statement that 
the Fisher Separation Theorem does not hold. Intuitively, this theory states 
that where complete, perfect markets exist, separating decisions about effi -
ciency from decisions about distribution is effi cient. The theorem does not 
hold when markets are imperfect, but this seems to be frequently forgotten 
in policy practice.

 12. Some of the changes enhancing transparency and access to informa-
tion, particularly with regard to budgetary allocations and evaluation of 
social programs, were initiated during the administration of President 
Zedillo in the context resulting from the PRI’s loss of control of the lower 
house of Congress in 1997 (Levy 2004). However, these changes were given 
broader scope and a more solid institutional basis with new legislation pro-
posed by President Fox.

 13. The extent of both polarization and radicalization of the left also 
depends, of course, on a whole range of other factors, including social ser-
vice provision and employment outcomes. 

 14. Excess employment still has effi ciency costs, but in the context of 
competitive product markets, industries have strong incentives for effi ciency 
and the external costs of labor rationing are less.

 15. In this case, the amparo was not the reason for bypassing application 
of the reform. Various judges and magistrates denied the union all the 
amparos solicited after President Fox promulgated the reform, so the reform 
was legally binding all along. In early 2007, the Supreme Court rejected the 
last amparo by the union. 
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1

Equity and Development: 
Political Economy Considerations

François Bourguignon and Sébastien Dessus

Observers frequently explain the lack of dynamism of Latin American 
countries by pointing to their excessive income inequality. This is 
indeed a characteristic common to these countries—and increasingly 
to Sub-Saharan African countries—in comparison with the rapidly 
growing countries in Asia and in Eastern and Central Europe. Yet 
these same observers do not always clearly explain the actual chan-
nels through which inequality acts as a brake on growth. The 2006 
World Development Report (World Bank 2006) explains the rela-
tionship. It emphasizes the logical link between inequality of oppor-
tunities (including access to education, credit, infrastructure, and 
public decision making) and economic growth. Inequality of oppor-
tunities prevents some economic agents—whether individuals, 
households, or fi rms—from fully expressing their economic poten-
tial, thereby reducing economic effi ciency and slowing growth. At 
the same time, and along with other factors, the inequality of oppor-
tunities feeds into inequality of outcomes. In Latin America, inequal-
ity of opportunities appears to be responsible for both slow growth 
and high income inequality.1

If inequality of opportunities, henceforth referred to as inequity, 
is responsible for slower growth, what can be done to redress this 
situation? The basic problem with promoting equality of opportuni-
ties is that this is likely to directly harm the interests of some privi-
leged groups. Either the government will levy more taxes to fund 
equity-promoting programs and such taxes might affect such groups 
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proportionately more, or some economic advantages accruing to 
such groups and the corresponding rents they derive from them will 
be reduced. Whether a country undertakes such policies depends on 
(a) the overall effi ciency gains of such policies and how they are 
distributed among the entire population, and (b) the way in which 
policy decisions are taken. If everybody is likely to gain more or less 
proportionally to his or her initial level of welfare, everyone benefi ts 
from the envisaged reforms and they should eventually be imple-
mented. If this is not the case, policy implementation will depend on 
the relative weights of the groups of winners and losers in the polit-
ical decision process. Even though equity may be beneficial to 
growth, the likelihood of undertaking equity-enhancing policies 
depends on political economy factors. 

Ultimately, political economy factors may be the main reason that 
some countries grow at a slower pace than others. These countries are 
inequitable to start with and, therefore, are ineffi cient, and this situa-
tion is perpetuated because elites have captured both economic and 
political power and naturally have no interest in relinquishing either. 
Such a setting is behind many cases of slow or stagnating develop-
ment. Historically in most such cases, exogenous shocks have been at 
the origin of the weakening of elite capture. Hence, economists and 
other analysts can do little except maybe widen public knowledge of 
the opportunity costs of elite capture. Although not a suffi cient condi-
tion, improved transparency in this area is nonetheless vital to 
enlighten the various actors in the political economy game about 
reforms that might go against the elites’ interests. We argue that more 
empirical work needs to be undertaken in this domain and identify 
some diffi culties that economic analysis confronts in this regard. 

This chapter, which elaborates on the 2006 World Development 
Report, provides a conceptual background for the other chapters in 
this volume.

The Complementarity between Equity and Development

Latin American countries, including Mexico, record extremely high 
levels of income inequality or, more generally, of economic welfare 
inequality. Whereas the Gini coeffi cient, a common measure of 
income inequality, is around 0.35 in developed countries and around 
0.40 or slightly higher in Asian countries, it is closer to 0.5—and 
often more, in most Latin American countries. Given the sharp con-
trast with rapidly growing Asian countries, attributing Latin American 
countries’ disappointing growth performance to this specifi c feature 
of their economies is tempting.2
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Confi rming statistically whether this has actually been the case 
would require measuring the infl uence of inequality on growth rates 
across countries while controlling for all other factors likely to affect 
growth. Unfortunately, the number of such factors is too large, the 
interactions among them are too complex, and the number of statisti-
cal observations is too limited for such an exercise to deliver reliable 
conclusions. The ambiguous results cited in recent cross-country lit-
erature are, therefore, not surprising (for a short survey of the cross-
country literature on the relationship between inequality and growth 
and a candid view of the available evidence, see Banerjee and Dufl o 
2003). Of greater interest is that some of the recent economic litera-
ture focuses on the theoretical mechanisms that could explain why 
inequality may be an obstacle to growth. This literature is essentially 
from the early 1990s, and the pioneering work in this area includes 
Aghion and Bolton (1992), Alesina and Rodrik (1994), Banerjee and 
Newman (1991), Bertola (1993), Galor and Zeira (1993), and  Persson 
and Tabellini (1994). This literature concludes that the inequality of 
income (or of consumption) is less responsible for slow growth than 
for the inequality of endowments—wealth in particular—and of 
access to particular markets, income-generating facilities, and public 
decision making. In other words, both income inequality and slow or 
stagnating growth are consequences of more fundamental inequalities 
in individuals’ opportunities to generate income and infl uence policy. 

Following the social justice literature, referring to these inequali-
ties as inequality of opportunities is logical. Individuals with limited 
access to education, credit, and various types of infrastructure; those 
who are discriminated against in the labor market; or those who 
have little infl uence in local or national political debates have limited 
opportunities to realize their economic potential. We will refer to 
this particular type of inequality as inequity to distinguish it more 
clearly from the concept of inequality that implicitly tends to refer 
to outcomes of economic activity, including incomes, rather than to 
the determinants of those outcomes. Poverty can be seen through 
this lens, because poor people tend to lack opportunities; at the same 
time, their welfare level is below some threshold, but the concept of 
inequity cannot be restricted solely to the analysis of poverty. Ineq-
uity is also apparent elsewhere in society. Elite capture of economic 
or political power is a case in point. It may occur at the expense of 
the opportunities of the poor and of other groups in society. For 
instance, barriers to entry into a specifi c area of economic activity 
restrict the opportunities available to potential entrepreneurs or 
investors in comparison with those available to incumbents. Another 
example is a group of people who control, even if only partially, the 
political decision-making process or who infl uence the justice  system, 



48 bourguignon and dessus

which prevents others, both poor and nonpoor, from expressing 
their views about the provision of certain public goods or from 
defending their property rights. The concept of economic inequity is 
thus much broader than is the distinction between the poor and the 
nonpoor. It encompasses all situations where some opportunities, 
especially income generation, are open to some but not to others.

The idea of capture is central to the defi nition of inequity. Inequal-
ity of access to some economic facilities is unavoidable in any society 
whose level of affl uence does not permit making these facilities avail-
able to all. However, such a situation would not give rise to inequity 
if access were completely independent of individual characteristics 
such as social or parental background, ethnicity, gender, or age—in 
other words, if access to limited facilities were purely random. The 
capture of limited facilities by some specifi c groups and, therefore, 
the exclusion of other groups are what constitute the source of ineq-
uity. The barriers to entry to the fi nancial sector raised by a powerful 
economic elite, the impossibility of getting a job without joining a 
union, the restriction of access to the best schools to children of eco-
nomic or cultural elites, or the control of local public decision making 
by politicians acting in their own personal interests are all examples 
of opportunities being denied to part of the population and, there-
fore, of inequity. 

Inequity negatively affects economic effi ciency and growth through 
three basic channels. The fi rst channel has to do with the realization 
of individual economic potential and the misallocation of talent and 
resources. Lack of access to income-generation opportunities such as 
education or credit prevents talented people from realizing their eco-
nomic potential and reduces their incentives for effort, saving, and 
innovation. It also results in a misallocation of existing resources and 
lowers their average rate of return. Good investment projects are not 
undertaken for lack of credit, whereas mediocre projects are launched 
because their promoters could rely on personal wealth or credit. This 
mechanism applies at all levels, from the talented child of a poor fam-
ily unable to attend school; to a dynamic, innovative entrepreneur 
unable to enter a sector controlled by a monopoly; to the public goods 
that an elite group rather than the majority of citizens will consume. 

The second channel is through the persistence of ineffi cient insti-
tutions for public decision making, for the regulation of the econ-
omy, and for justice. Unequal political rights or the capture of 
political power by a group of citizens prevents the reform of inef-
fi cient institutions. In turn, defi cient institutions—in particular, 
imperfect protection of property rights because of unequal access to 
justice—generate disincentives to effort, saving, and entrepreneur-
ship in that part of the population that is discriminated against. 
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Economic effi ciency and growth are then lower than what they 
could be given adequate institutions.

The third channel is through political tension and confl ict. The per-
manent exclusion of part of the population from income-generation 
facilities and that same group’s lack of voice in public decision making 
inevitably lead to social and political tensions. Those who have politi-
cal and economic power may contain these tensions, but this contain-
ment comes implicitly or explicitly at a cost that reduces the amount 
of resources that can be invested in productive activities. From an 
economic point of view, investing in the production of goods and ser-
vices rather than in security and political repression is certainly prefer-
able. Open confl icts may also result from such a situation, with even 
bigger costs in terms of development. 

Through all these channels, inequity makes the economy less effi -
cient and slows growth. It also tends to perpetuate itself over time 
through its impact on the inequality of outcomes. Unequal opportu-
nities feed into inequality of outcomes and low economic effi ciency, 
which, in turn, are likely to generate inequality of opportunities through 
intergenerational transmission mechanisms. The generation born in 
the poorest group will have limited access to income-generation 
facilities, whereas their high incomes permit elites to pay the bribes 
necessary to maintain their monopoly power over part of the econ-
omy or the policy-making system and to protect their children’s posi-
tion. In that sense, one can refer to inequality traps, where initial 
inequity generates slow economic development and high inequality 
of outcomes, both of which contribute, in turn, to the persistence 
of inequity (for a more formal defi nition of inequality traps, see 
Bourguignon, Ferreira, and Walton 2006). 

Evidence for inequality traps and the various channels through 
which inequity affects development are found at the microeconomic 
rather than at the macroeconomic level. Indeed, summarizing the 
impact of inequity on economic effi ciency into a single coeffi cient 
that could then be related to the pace of economic growth across 
countries or time periods is diffi cult given the multiple dimensions of 
inequity. In other words, the standard cross-country approach is 
unlikely to provide reliable evidence of the relationship between 
inequity and growth. In contrast, ample microeconomic evidence is 
available about how limited access to income-generation facilities 
such as credit, land, or education negatively affects individual eco-
nomic outcomes and potentially reduces economic effi ciency and 
growth at the aggregate level. The 2006 World Development Report 
reviews this evidence in detail (World Bank 2006, in particular, chap-
ters 5 and 6). Cross-country evidence about the negative impact of 
weak governance and institutions on economic growth is probably 
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more reliable than other macroeconomic evidence, given the macro-
economic nature of the institutions examined (see, in particular, Knack 
2006). To the extent that this weakness is most often the result of the 
capture of institutions by an elite, this literature provides another 
confi rmation that inequity has a negative impact on development. 
Finally, analyses of the causes of recent confl icts in several countries 
show how inequity across ethnic groups, along with a low level of 
development, generates fi ghts for the appropriation of existing rents, 
which, in turn, are responsible for weak development and persistent 
inequity (see, for instance, Bannon and Collier 2003; Collier and 
Hoeffl er 2004; Otsby 2006). 

While the recent history of some confl ict-ridden countries pro-
vides a good illustration of the negative development impact of 
inequity, the experience of other countries demonstrates the positive 
role that equity can play in development. Note, in particular, that 
several of the fastest-growing Asian countries started with an 
extremely equitable distribution of opportunities because of major 
land reforms as in the Republic of Korea and Taiwan (China), or 
because of the legacy of communist regimes as in China and  Vietnam. 
At the same time, however, equity is clearly not the only factor 
responsible for growth. Some relatively equitable countries or 
regions have not have always exhibited the best growth performance 
while other more inequitable ones have witnessed periods of accel-
erated growth. The Indian state of West Bengal is an example of the 
former, whereas the so-called Brazilian miracle of the 1960s and 
early 1970s is an example of the latter. 

The Political Economy of Equity-Enhancing Reforms

If equity is conducive to growth and inequity hinders it, then the 
means to promote equity or, in other words, to equalize opportunities 
among citizens is an important policy issue. Identifying reforms to 
make progress in that direction is not diffi cult, from equalizing access 
to education, credit, infrastructure, and justice to regulating competi-
tion and fi ghting corruption. The diffi culty lies in convincing the 
heterogeneous groups that form a society to adopt such policies and 
to free the resources needed to implement them. If most of the ineq-
uities in a society are a result of the capture of economic and political 
power by a specifi c group, correcting the situation implies going 
against the interests of that group. This is clearly impossible if the 
group has the political clout to oppose the reform that is being con-
sidered and if its short-run losses are not compensated for by the 
overall effi ciency gains of the economy in the long run. 
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As mentioned earlier, this is one of the important explanations for 
the existence of inequality traps that lock some countries in a vicious 
circle of inequity and low development. An important cause for slow 
growth in a country is the existence of elites with a limited appetite 
for development because of their own wealth and ability to resist at 
a low cost the pressures for reforms that would reduce the control 
they have on society and that threaten the source of their income. 

A Simple Analytical Framework for Elite Capture

The schematic representation of the costs and benefi ts accruing to styl-
ized, aggregate actors of a potential reform shown in table 1.1 helps 
examine the conditions for getting out of this kind of trap and promot-
ing reforms that will enhance both equity and development. The table 
shows the choice a society faces between (a) the status quo, where 
three groups of citizens, ranked by decreasing order of affl uence, keep 
the same level of income over time, and (b) a reform whereby each 
group registers changes in current and future incomes. The policy 
reform implies an immediate loss for the richest group (�T1), the 
middle class (�T2), and the poorest group (�T3). In the future, all 
groups benefi t from the reform, with the net difference between their 
gains and the status quo being, respectively, g1, g2, and g3.3

This simple representation permits an interesting review of the 
political economy issues that arise when trying to implement equity-
enhancing reforms. Suppose that the three groups have different levels 
of income because they face unequal opportunities, with group 1 
being the most advantaged and group 3 being the most disadvantaged. 

Table 1.1 Schematic Representation of the Distributional 
Impact of an Equity-Enhancing Reform 
(income under status quo or reforms)

Condition
Group 1

(richest group)
Group 2

(middle class)
Group 3

(poorest group)
Status quo
Current period Y1 Y2 Y3
Future Y1 Y2 Y3 
Reform
Current period Y1 � T1 Y2 � T2 Y3 � T3
Future Y1 � g1 Y2 � g2 Y3 � g3
Net Gain
Current Period �T1 �T2 �T3
Future g1 g2 g3 

Total g1 � T1 g2 � T2 g3 � T3 

Source: Authors.
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Suppose also that enhancing equity by improving some specifi c oppor-
tunities available to group 3—say access to education—may be 
achieved by raising taxes that all three groups will pay, but will be 
borne proportionally more by the richer groups. For instance, group 
3’s access to secondary or tertiary education may be improved by rais-
ing taxes in some progressive way so that groups 1 and 2 end up being 
the main contributors to the expansion of access to the education 
system. In the second period, all three groups enjoy some returns from 
the reform either directly, such as group 3 benefi ting from easier access 
to secondary or tertiary education, or indirectly, for instance, because 
a more skilled labor force contributes to higher profi ts in the busi-
nesses run by people in groups 1 and 2 or accelerates overall growth. 

The preceding reform can also be interpreted in terms of privi-
leges rather than in terms of additional spending on education. For 
instance, the reform may consist of making recruitment into second-
ary and tertiary education more merit based, thereby reducing the 
privileges that groups 1 and 2 had enjoyed. The losses T1 and T2 
would then be interpreted as the monetary equivalent of the loss of 
privileged access to secondary school and university, whereas the 
loss T3 could reasonably be assumed to be nil. 

Still another reading of the reform is the partial or complete aboli-
tion of some economic capture by groups 1 or 2 or both. Say that 
group 1 enjoys some monopoly power in a specifi c sector of the 
economy such as fi nance. The reform then consists of opening up that 
sector to competition. Group 1 will lose the monopoly rent it was 
enjoying before, the amount of that rent being T1, whereas T2 and T3 
are nil, or possibly are negative if groups 2 and 3 directly benefi t from 
cheaper fi nancial services. The result of this reform is to increase the 
effi ciency of the economy so that the income of all groups increases 
by different amounts depending on how they are directly or indirectly 
affected by the expansion of the sector opened up to competition, 
that is, through lower prices and higher employment not just in that 
sector, but also in other upstream and downstream sectors.

Many of the monopoly situations in Mexico that are analyzed in 
this volume resemble the latter case. Making the telecommunica-
tions sector more competitive would reduce the rents of the owners 
of that sector, who presumably belong to group 1, and would gener-
ate immediate gains among users in groups 2 and 3 (T2 and T3 thus 
being negative). Second period gains, g, would then be the long-run 
effi ciency gains resulting from the expanded use of all services ema-
nating from the telecommunications sector (see chapter 9 in this 
volume for an assessment of the extent of competition in Mexico’s 
telecommunications sector). In the case of the pension system man-
aged by the Instituto Mexicano del Seguro Social (IMSS), monopoly 
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power is located in the union of IMSS employees (see chapter 6 in 
this volume). Bypassing this power and reforming the pension sys-
tem would correspond to a loss for part of the middle class (T2), to 
a gain for another part of the same class in the form of better social 
services, and potentially a gain for business owners because of 
reduced social security contributions resulting from a lower effective 
cost of IMSS employees. In the long run, group 3 would also gain 
because of the lower degree of informality of the economy, and all 
groups would enjoy faster economic growth. 

Various other situations lead to the same simplifi ed representa-
tion of the costs and benefi ts of an equity-enhancing reform. The 
rent T1 or T2 may come from sources other than monopoly power. 
It may arise through the sheer appropriation by some groups of 
some resources available in the economy, public or private. It may 
also come from corruption. The size of losses T1, T2, and T3 and 
benefi ts g1, g2, and g3 will depend on the kinds of privileges being 
lost and the reform’s effects on overall effi ciency. In the case of cor-
ruption, for instance, T2 and T3 are the payments that groups 2 and 
3 cease to make to group 1 and are thus negative, whereas the gains 
g1, g2, and g3 refl ect how the effi ciency gains brought about by the 
disappearance of corrupt practices are distributed in the economy.

The argument made in the previous section about a complemen-
tarity between equity and economic effi ciency is equivalent to assum-
ing that the sum of benefi ts derived from the reform (g1 � g2 � g3) is 
greater than the costs (T1 � T2 � T3). In other words, the reform is 
more than a mere zero sum game redistribution across groups. The 
reduction of the privileges of the elite—group 1, group 2, or both—
 increases the total income of the community. If B is the overall 
increase in income, then4

B � (g1 � g2 � g3)�(T1 � T2 � T3) � 0.

All groups would, therefore, fi nd the equity-enhancing reform 
being considered acceptable if the total gain could be redistributed 
among all the groups in a lump sum fashion, that is, in a way that 
would be independent of economic activity, so that no one would 
lose. From a simple accounting point of view, this approach is pos-
sible because the overall surplus, B, is taken to be positive.5

In practice, things are much more complicated than this simple 
arithmetic suggests. Practically, redistribution of the overall benefi t 
B may be diffi cult to achieve for economic or political economy 
reasons. On the one hand, lump sum redistribution is never easy. 
Groups directly benefi ting from the reform might oppose lump sum 
redistribution because they may consider it unfair and possibly 
“inequitable.” In the case where T1 corresponds, for instance, to the 
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elite losing some privilege, fully compensating the elite for that loss 
may not be socially or politically acceptable, yet at least full com-
pensation is required for the elite not to oppose the reform. On the 
other hand, time consistency is an issue. If compensation or redistri-
bution is to take place in the future, and if group 1 will be the main 
or only loser, it would not accept losing its privileges for an amount 
equal to T1 without a commitment by the two other groups to com-
pensate it for that loss in the future, but strong political institutions 
need to be in place for such a commitment to be credible. In the 
absence of such institutions, which is often the case, benefi ciary 
groups cannot offer a guarantee that they will not renege on their 
commitment in the future. For these two sets of reasons, just because 
the reform being considered yields a positive overall net gain is no 
guarantee that it will be accepted unanimously.

Economic analysis often overlooks the basic fact that a positive 
overall surplus is a necessary but insuffi cient condition for a reform 
to be unanimously accepted. Appropriate redistribution or compen-
sation mechanisms must also be in place for the reform to be adopted 
and to succeed. Trade liberalization is one of the most obvious 
examples. In accordance with economic theory, advocacy in favor of 
trade liberalization emphasizes that, together with an improvement 
in the functioning of domestic factor markets, it will produce an 
overall gain in effi ciency that could benefi t all groups. At the same 
time, economic theory also suggests that some people will lose as a 
result of the reform. If the appropriate channels for redistributing 
income and compensating the losers will not be available at the time 
the overall gains to the economy will turn positive or will be costly,6 
the reform may not be adopted. 

Of course, these distribution issues should not arise in the case of 
a reform from which all groups actually benefi t (gi – Ti � 0 for i = 1, 
2, and 3). Even in this case, however, some groups might try to block 
the reform if they feel that their gain is proportionally much lower 
than that of other groups. In matters of policy reform, the issue of 
interest is that of the trade-off that arises when some groups gain 
while others lose (whether in absolute or relative terms). If the pos-
sibility of compensation is ruled out, either for economic reasons or 
because of the diffi culty of fi nding time-consistent arrangements, 
then whether the reform takes place depends essentially on how 
public decisions are made—and ultimately on political infl uences. 

We consider various ways that decisions are made according to the 
political institutions in place. To simplify the discussion, consider the 
case where only elite group 1 loses from the reform, so that g1 � T1, 
whereas g2 � T2 and g3 � T3. A fi rst case is when group 1 has cap-
tured political power. Within such an autocratic state, the reform 
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will clearly not be undertaken, thereby reducing the economy’s effi -
ciency and pace of growth. Development-enhancing reforms that 
harm the ruling elite are simply ignored. In such a society, develop-
ment takes place only if it benefi ts the elite. Examples of such 
inequality traps abound, such as Joseph Mobutu’s Zaire.

Of course, such a situation may seem rather obvious. Clearly, the 
elite will not adopt a reform that benefi ts other groups in society but 
is against its own interests. More fundamentally, if the elite has all 
the power, why does it simply not expropriate other groups? The 
answer is that such predatory behavior has a rational limit. Where 
the elite lives on rents levied on non-elites, that limit comes from the 
need to maintain suffi cient incentives for non-elites to invest and pro-
duce. More generally, it also comes from the possibility of rebellion 
by other groups and the cost to the elite of repression, all of which 
increase with the degree of predation. However, because this case is 
somewhat extreme, we will not explore it further, even though it is 
clearly of historical relevance in many countries and is still relevant 
in some countries (see Acemoglu 2006; Acemoglu and Robinson 
2000, 2006, 2008; Robinson 2001).

A second case is where the political decision process is under the 
joint control of groups 1 and 2, with some dominance by group 2. 
Several situations fi t that case. An extreme situation is that of an 
autocratic regime controlled by group 2. Within such a setting, the 
society actually has two elites with divergent views. The economic 
elite, group 1, controls part of the economic power and draws rents 
from it. The political elite, group 2, controls the public decision-
making process and can impose reforms on group 1. In other words, 
a potential confl ict exists within the elite between those who control 
the economy and those who control the politics. Confl ict can be 
avoided by collusion among the two elites, in which case group 1 is 
likely to bribe group 2 so as to block the reform. The outcome is 
the same as with an autocratic regime controlled by group 1 and 
development is slowed. However, collusive arrangements are unsta-
ble. Group 1 will always have an interest in minimizing the bribe 
given to group 2 and in hiding income from it, whereas group 2 will 
always have an interest in passing the reform. The confl ict between 
the two elites may thus reappear at some stage, and the reform may 
eventually pass. 

The outcome would be the same if public decisions were taken 
according to an imperfect democratic process whereby only elite 
groups 1 and 2 have effective infl uence, under the assumption that 
group 2 has a majority and, indeed, has political power. Within 
such a limited democratic regime, an equitable reform would be 
adopted because group 2 gains from the reform along with group 3. 
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Of course, this would not be the case if the interests of group 2 did 
not coincide with those of the majority of group 3. 

Numerous examples are available of this type of two-group situa-
tion where one group controls the natural resources or is the wealth-
iest segment of an economy and another group controls the political 
power. The latter may hold its power from a legacy of some form of 
autocratic regime, but it may also have acquired power through 
apparently democratic processes dominated by patronage and cor-
ruption. The two-group structure may also come from the splitting of 
a single elite group following a fi ght for power, with one side having 
been able to mobilize the rest of the population in its favor. The per-
estroika that Mikhail Gorbachev undertook in the Soviet Union in the 
mid-1980s and the ensuing confrontation with the nomenklatura 
may be interpreted as such a split of initially homogeneous elites.

The third case is that of a fully democratic regime where group 3 
has a majority. Because its gain is positive, the reform will be adopted, 
thereby boosting economic effi ciency and growth. Note, however, 
that this outcome does not necessarily follow directly from the 
numerical dominance of group 3 over the other groups. In demo-
cratic regimes, decisions also depend on political participation and 
activism, which may be weaker among poorer and less educated 
groups. Thus, for group 3 to be able to actually express its views and 
be decisive in the adoption of the reform, previous steps may have 
to be taken, such as mass education, which may themselves form 
part of an equity-enhancing package. In this perspective, separating 
the adoption of equity-enhancing reforms and the structure of polit-
ical decision making may be somewhat artifi cial.7 

Given some trade-off in the gains from reform across population 
groups, the preceding simple analysis suggests that the fi nal decision 
will essentially depend on the nature of the joint structure of politi-
cal and economic power. Who controls the rents or the economic 
privileges that the reform intends to abolish and who controls the 
decision-making process in relation to the reform are the key param-
eters that determine whether equity-enhancing policies with positive 
effects on the economy’s long-run growth will be adopted. Although 
autocratic regimes are unlikely to adopt such policies except in the 
case of confl icting interests within the elite, a democratic regime—
even one with some limitations to the democratic process—might 
move ahead with equity- and development-enhancing reforms. 

The Importance of Information

The preceding schematic presentation of the political economy of 
equity-enhancing reforms relies on an important assumption: perfect 
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information. For political decision-making mechanisms to poten-
tially lead to the desired reform, all actors must be able to identify 
with some precision the losers and the winners of the reform and 
must know how much they stand to lose or gain. Practically, this is 
not always the case. Group 3 may be aware of the gains that it would 
get from having better access to secondary and tertiary education 
and that this improvement must somehow be paid for by the upper 
classes in society. Those in group 3 may, therefore, be in favor of a 
more merit-based system of recruitment for higher education or of 
a heavier and more progressive tax system or both. At the same time, 
they may be unaware that they could stand to gain possibly much 
more from the abolition of some of the rents and privileges of the 
elite through overall effi ciency gains and that these effi ciency gains 
might partly compensate for the loss incurred by other groups. Elite 
groups who stand to lose may have better information about the 
extent of their rents or privileges. The absence of such information 
about the full distributional effects of a reform (for example, one 
that reduces elite capture of part of the economy) can lead to biases 
in the exercise of political power across groups, thereby weakening 
democratic mechanisms and leading to a failure to achieve equity 
and effi ciency reforms of the type discussed here.

This lack of information may be why democratic mechanisms 
that could lead to equity- and development-enhancing reforms are 
not triggered. At the same time, it is clearly in the interest of losing 
groups to retain the information or to disguise the truth so as to 
avoid the adoption of specifi c reforms. At the borderline between 
democratic and nondemocratic decision systems, public information 
about all the implications of equity-oriented reforms may itself be 
the object of a complex political game. This area is where third par-
ties, think tanks, nongovernmental organizations, and international 
agencies can play an important role by disclosing information that 
highlights the opportunity costs of the status quo, by having a strong 
reputation for objectivity, and by building and promoting indepen-
dent analytical capacities and a free press.

Several chapters in this volume provide good illustrations of (a) 
the potential power of information in promoting equity-enhancing 
reforms and (b) the incentives for rent-extracting agents to curb it. 
In his analysis of the way regulation works in the Mexican telecom-
munications sector, del Villar (chapter 9 in this volume) emphasizes 
the secret nature of the productivity gain factor entering the deter-
mination of price caps for telecommunications services. The fi gures 
he quotes suggest that the productivity gain taken into account in 
the negotiations with the regulatory authority is much below what 
has been observed in other countries. Levy (chapter 6 in this volume) 
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provides another example, namely, the reform of Mexico’s pension 
system and the apparently oligopolistic power of pension funds, 
which leads to a rate of return on pensions that is below market 
rates. Information now seems to have begun to spread, because 
workers appear to be gravitating toward the pension funds that are 
offering the highest returns. Studies like these and, in effect, most 
chapters in this book are essential for the diffusion of information 
and the promotion of equity-enhancing reforms. 

Information may be an important factor in change and is one 
that tends to be neglected. The arguments developed earlier in this 
section lie behind the rapidly growing economic literature on the 
relationship between institutions and development (see, for instance, 
Acemoglu and Robinson 2006). However, this literature is essen-
tially descriptive, not prescriptive. It tells us about the consequences 
of inequity or discusses the structure of political power in relation 
to development. It does not tell us what to do about it. 

In effect, economists and analysts equipped with this knowledge 
but confronted with apparently stable institutions against which 
they are powerless seem to be heading down a cul de sac. However, 
this is true only as long as one assumes that (a) all actors in society 
have perfect information about the implications of reforms that pro-
mote equity and, indirectly, development; and (b) political equilibria 
are everlasting.

If information is imperfect, considerable scope exists for all parties 
to interact in a public debate on the impact of a particular reform so 
as to try to learn from each other about its distributional effects and 
for credible and neutral third parties to infl uence reforms. Casual 
observation suggests that this debate does not always take place, for 
instance, in strongly autocratic societies, or that it is not as transpar-
ent and informed as it should be, sometimes because the information 
is not available and sometimes because the information made public 
is biased in the interests of some parties. 

Better information might be insuffi cient to unlock political equi-
libria, which are often persistent given the inequitable initial 
 distribution of power and the ability of elites to maintain their domi-
nance over non-elites. Historically, elite capture weakens mostly as 
a result of exogenous shocks, but highlighting the evolution of 
parameters underpinning the equilibrium might be instrumental in 
further unlocking it. 

Take the example of a society in which a political elite has cap-
tured rents stemming from the exploitation of a natural resource and 
in which it redistributes only part of those rents in the form of social 
services provided to the population. As the resource begins to become 
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depleted (that is, depletion is a form of exogenous shock), the elite 
might progressively look for alternative means of rent extraction 
from the population, most likely through increased taxes or the cre-
ation of monopoly situations. During the transition, however, the 
elite group might fi nd itself particularly vulnerable to the disclosure 
of information revealing the distributional effects of the reforms 
envisaged to protect its privileges. The disclosure of that information 
may be necessary for the exogenous shock pertaining to natural 
resources to actually trigger institutional changes. 

Identifying all the distributional effects of a reform is not a simple 
matter. This may be why much of the economic literature and politi-
cal debate about reforms that promote competition and weaken rent-
seeking behavior in an economy focus on the aggregate benefi ts rather 
than on the disaggregated benefi ts of doing so. This section has shown 
that it is not only the overall benefi t, B, of an equity-enhancing reform 
that matters, but also the entire distribution of the individual or 
group net gains, gi – Ti. 

The Distributional Effects of Reforms

A cursory examination of the literature reveals many attempts at 
determining the full distributional impact of unequal opportunities 
in fi elds such as access to education, health care, and specifi c infra-
structure (see, for instance, van de Walle 1998; World Bank 2005).8 
The literature on the distributional impact of obvious cases of elite 
capture is much more limited. It tends to be restricted to analyses of 
monopoly situations without consideration of general equilibrium 
and dynamic effects, yet this is precisely where the arguments pre-
sented earlier suggest that many of the problems arise. 

The diffi culties of identifying the distributional effects of monop-
oly situations within a dynamic general equilibrium framework are 
easily understood. Such identifi cation cannot rely on ex post observa-
tions of an economy with and without a monopoly in some specifi c 
area. Rather, it must rely on ex ante counterfactual analysis based on 
some kind of economic modeling approach.9 Because a systematic 
review of those few studies that have tried this approach is beyond 
the scope of this chapter, this section focuses on the main mechanisms 
that such studies should take into account and the existing general 
evidence. Three situations are analyzed: (a) standard monopoly situ-
ations with non-negligible general equilibrium effects, (b) oligopolis-
tic behavior in the fi nancial sector, and (c) corporatist monopoly 
power exerted by trade unions. 



60 bourguignon and dessus

Monopoly Power in Markets for Goods and Services

The direct effects of monopoly power are well known. Those enjoy-
ing such power receive extra income on top of the normal profi t rate 
in the economy, whereas their customers pay a higher price, have less 
to buy, and possibly obtain goods and services of lower quality than 
under conditions of perfect competition. The size of these distortions 
essentially depends on the elasticity of demand. For instance, an 
elasticity of demand equal to 1.5 leads to a price margin of 3.0 with 
respect to marginal cost. In other words, consumers pay triple the 
price they would pay under perfect competition. At the same time, 
they reduce their demand by two-thirds, which weakens the effect 
of the monopoly on their overall welfare. 

Some of the distributional effects can be easily quantifi ed when 
monopoly situations are well identifi ed, but as Creedy and Dixon 
(1999) note, few studies of the distributional effects of monopoly 
situations are available, even though the identifi cation of direct 
effects does not seem to be conceptually diffi cult. Analyzing the dis-
tributional impact of a change in price of specifi c services resulting 
from monopoly power can be done in a simple way using household 
surveys with information about expenditures on the service supplied 
by a monopoly. Figuring out the markup of the monopoly with 
respect to the competitive price is suffi cient, and the distributional 
effect of the monopoly can be evaluated in the same way as the 
incidence of indirect taxes. A good example of this approach is the 
analysis by Waddams, Price, and Hancock (1998) of the introduc-
tion of more competition in the United Kingdom’s utility sector. 
However, this kind of analysis ignores the possible difference in the 
quantity or quality of the service that the monopoly delivers in com-
parison with delivery in a more competitive market (see chapters 4, 
9, and 10 in this volume with regard to monopoly effects on Mexi-
co’s electricity and telecommunications sectors). Furthermore, in the 
fi eld of infrastructure, the issue is not so much the quantity being 
consumed and the corresponding cost but the unequal access. 

Work on the effects of privatization tries to take access into account 
as well as household consumption and expenditures before and after 
privatization (see, for instance, the various studies in McKenzie and 
Mookherjee 2002 and Nellis and Birdsall 2005), but this approach 
has some drawbacks. First, it is ex post, whereas decision making in 
the fi eld of competitive regulation calls for an ex ante perspective. 
Second, the before and after comparison does not always correct for 
the effects of other phenomena that are contemporaneous with but 
independent of the reform being analyzed. An analysis of the distri-
butional impact of a reform that changes a sector’s competitive 
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structure must rely on some kind of counterfactual, but defi ning 
such a counterfactual is not always a simple matter. 

Complete identifi cation of the distributional effects would require 
going beyond price and quantity effects. It should also take into 
account the impact of the monopoly situation on sectors upstream 
and downstream of the fi rm, as well as the overall impact on factor 
markets and on employment in particular. When dealing with a 
major infrastructure sector such as transport or with any sector that 
has tight links with the rest of the economy (for instance, cement or 
steel) ignoring general equilibrium effects may lead to severe under-
estimation of the impact of monopolistic situations. 

Many applied general equilibrium models now include imperfect 
competition features and can be used to determine the impact of 
introducing more competition in specifi c sectors, but fewer models 
explicitly take into account the heterogeneity of the household popu-
lation and permit a distributional analysis of monopoly power. A 
good example of such a model is Chisari, Estache, and Romero’s 
(1999) analysis of the effects of privatization and regulation in Argen-
tina. In addition to taking distributional factors explicitly into account, 
the general equilibrium model should also be dynamic to account for 
the possible effect of monopolies on labor participation, investment, 
innovation, and growth.10 Conventional static and partial equilib-
rium analyses using Harberger triangles suggest that the aggregate 
welfare loss of a single representative agent caused by monopolies is 
small. The outcomes may be quite different when considering hetero-
geneous population groups, linkages of the sector under monopoly 
with the rest of the economy, and dynamic effects of monopoly; how-
ever, models combining all these features are rare. Thus, the avail-
ability in the literature of only a few estimates of the distributional 
and development effects of monopolies is not surprising. 

Barriers to Entry in the Financial Sector

General equilibrium and dynamic effects are likely to be especially 
important when monopoly or oligopoly power is exerted in the 
fi nancial sector, because of the sector’s impact on practically all pro-
ductive sectors and on their development. The economic literature 
provides some aggregate evidence of the effect of the lack of compe-
tition in the banking sector on access to fi nancial services and on 
economic growth. It also provides evidence of the impact of the 
underdevelopment of credit on the degree of income inequality, 
other things being equal. 

Using fi rm-level survey data for 74 countries, Beck, Demirguc-
Kunt, and Maksimovic (2004) study the impact of bank regulations, 
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concentration, and ownership and of other institutions on access to 
external fi nance. They fi nd that bank regulations that impede com-
petition, such as entry and activity restrictions, result in higher 
fi nancing obstacles for fi rms and decrease the likelihood that they 
will obtain bank fi nance, with this effect being exacerbated for small 
fi rms. A case study confi rms these fi ndings. Cetorelli (2004) presents 
evidence on the effects of changes in banking structure on average 
fi rm size in 27 manufacturing sectors in 29 Organisation for Eco-
nomic Co-operation and Development countries over time. The 
results show that in sectors where incumbent fi rms have more need 
for external fi nance, these fi rms are also of disproportionately larger 
size if they are in countries whose banking sector is more concen-
trated. The results also show that this effect of bank concentration 
is substantially weakened in European Union countries, where the 
banking system is much more competitive because of the implemen-
tation of pro-competition deregulation. 

Empirical evidence also suggests that fi nancial development, as 
measured by access to the banking system or the ratio of credit to 
gross domestic product (GDP), is associated with higher growth, 
lower levels of poverty, and reduced income inequality. Beck, Demir-
guc-Kunt, and Levine (2004) fi nd that higher fi nancial depth leads to 
the incomes of the poorest 20 percent of the population growing more 
rapidly than average GDP per capita and, therefore, to declining 
income inequality. Honohan (2004) fi nds that a 10 percentage point 
change in private credit over GDP is associated with a 3 percentage 
point drop in the headcount poverty index. Burgess and Pande (2005) 
fi nd that a 1.0 percent increase in the number of rural banking loca-
tions in India reduces rural poverty by 0.3 percent. Finally, the success 
of microcredit institutions demonstrates the effectiveness of credit for 
poverty reduction, even if the emergence of such institutions is not 
necessarily linked to lower levels of fi nancial repression.

A substantial body of literature also looks at the political econ-
omy of fi nancial development. For instance, using panel data for 26 
countries over the period 1973–99, Girma and Shortland (2005) 
fi nd that it is predominantly fully democratic regimes that have lib-
eralized their fi nancial systems. Using a panel of 24 countries over 
the period 1913–99, Rajan and Zingales (2003) suggest that fi nan-
cial systems become liberalized as they become ineffective in shield-
ing elite-controlled industries from competition after trade and 
capital account liberalization. Haber (chapter 8 in this volume) 
defends the view that high barriers to entry to Mexico’s banking 
sector were erected to compensate for the high risk of expropriation 
by authoritarian political institutions, thereby refl ecting collusion 
between the business and political elites. 
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All this evidence is consistent with the theoretical considerations 
that some kind of elite capture prevents access to the fi nancial sector 
by small and medium enterprises, microfi rms, and households, 
thereby slowing the pace of growth and contributing to a higher 
level of income inequality. The problem is that most of this evidence 
is based on cross-country comparisons and might be diffi cult to use 
at the country level to feed the debate on reforms aimed at making 
the fi nancial sector more competitive. More work is needed at the 
microeconomic level to identify those agents that are rationed on the 
credit market because of the barriers to entry to the fi nancial market, 
the losses they incur because of this, and the resulting lack of effi -
ciency and economic growth for the entire economy.

Restrictive Corporatist Unions

Capture does not necessarily result from the power of the elite. It may 
also occur in some sectors or professions dominated by groups belong-
ing to the middle class that have been able to erect barriers to entry or 
to regulate part of the labor market in their favor. Trade unions may 
play a positive role for equity by preventing some workers in a given 
profession from being exploited by employers because of their lack of 
bargaining power. In some cases, however, their equity impact is 
debatable, because their primary effect is to protect incumbents from 
outside competition, thereby harming potential outsiders and contrib-
uting to a loss of effi ciency in some part of the economy. 

This is particularly the case in monopolistic or oligopolistic sectors 
where trade unions can capture a signifi cant share of the rents arising 
from imperfect competition (see, for instance, Blanchfl ower, Oswald, 
and Sanfey 1996; Borjas and Ramey 1995).11 In this case, unions will 
obtain above market wages, extending the inequity originating with 
the product market to the labor market (see Spector 2004 for a theo-
retical discussion).12 However, by doing so they also tend to reduce 
the advantages granted to fi rm owners who benefi t from monopolis-
tic positions, and the net effect in terms of equity is, hence, generally 
more diffi cult to establish. On the one hand, unions reduce the rent 
accruing to monopolists and oligopolists in the sectors they control, 
but on the other hand, they contribute to a worsening of the labor 
market for non-union workers outside these sectors. 

The public sector is a special case in this respect. It enjoys a 
monopoly position for most of its activities, and the implicit rent it 
generates—the difference between the monetary equivalent of its 
impact on social welfare and the wages paid to civil servants—accrues 
to the general public if wages refl ect rates in competitive markets in 
the economy. However, in this setting, powerful trade unions can 
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enjoy sizable monopolistic advantages and may have substantial 
effects on the rest of the economy. By setting a wage higher than the 
market wage, they reduce the implicit rent accruing to the population 
from the activities of the government sector and contribute to a low-
ering of workers’ wages in the private sector. In the case of Mexico, 
Levy’s analysis of the IMSS pension system (chapter 6) provides a good 
illustration of how a union in the public sector can indirectly reduce 
the welfare of IMSS affi liates in the private sector and, more gener-
ally, the size of GDP. The negative impact of this lack of competition 
on both equity and effi ciency may be due less to the higher wages 
that union members are able to secure in comparison with the com-
petitive segments of the labor market than to the lower work efforts 
and lower quality of the services delivered (Freeman and Medoff 
1984; Johnson and Mieszkowski 1970; Rees 1963).

Although diffi cult to measure formally, considerable anecdotal 
evidence points to the ineffi ciency of social service delivery in many 
countries where such services are managed by the central govern-
ment, which implicitly or explicitly must deal with organized civil 
servants. Absenteeism or weak performance by teachers and health 
care workers when they are employed directly by a central, or even 
regional, government is well documented in a number of countries 
(World Bank 2004). Whether in education or in health care, the con-
sequences of such a situation for equity and effi ciency are sizable. 
Whereas the elite can substitute public schooling and health care with 
private services, less well-off members of society suffer from the low 
quality of the public services, and human capital does not accumulate 
in the economy proportionately to the money that is spent on these 
public services. An illustration of this phenomenon is given in chapter 
6 of this volume, which notes that workers in formal sectors who 
consider that the value for money of the services they receive is not 
worth their implicit price (in the form of social security contributions, 
for instance) might prefer to move to informal sectors to improve 
their welfare. In turn, growth will suffer if informality is associated 
with lower productivity or slower human and physical capital forma-
tion. Numerous experiments show that these problems tend to disap-
pear when users directly supervise service delivery (for instance, local 
governments and parent associations in the case of teachers). 

Conclusion 

Inequity—inequality of opportunities—is a severe deterrent to eco-
nomic development. In many instances, it mirrors the capture of 
economic opportunities by some powerful groups or elites because 
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of their ability to control the public decision-making process, whether 
directly or indirectly, and to shape institutions to their advantage. In 
turn, the elites’ interests in not relinquishing their economic or polit-
ical advantages and their lack of interest in overall development can 
often explain the persistence of inequity and slow development. 

Historically, external or technological shocks have often given 
rise to shifts in relative power across groups, which have weakened 
elites and encouraged the development of institutions preventing 
future elite capture. Rarely were such shifts the result of an endog-
enous process, and in many countries the persistence of inequity and 
slow development can be seen as a low, but stable, equilibrium.

Improved transparency and widespread economic information 
are probably the best vehicles for fostering equity and development-
enhancing reforms. A better understanding by the population and 
competing elites of the welfare and distributional impacts of the 
status quo versus reform is an indispensable instrument for creating 
the space for reform. Although probably insuffi cient, public aware-
ness is a necessary condition for forging coalitions for change, 
 especially in vertical political structures where programmatic parties 
are absent.

This calls for greater efforts in this domain. Little has been done 
so far and the analytical diffi culties are obvious. Even though precise 
quantifi cation of the distributional effects of selected reforms is 
 diffi cult to obtain, obtaining rough orders of magnitude should be 
possible in a number of cases. Because only those reforms with a 
large potential impact matter, working with schematic counterfactu-
als that yield plausible orders of magnitude of gains and losses of 
relevant population groups may be suffi cient. At a minimum, some 
consensus on the basic economic mechanisms at work, who the los-
ers and the winners are, and whether their losses or gains are large 
or not should be possible in many instances. This should be enough 
to improve the transparency of the public debate and, depending on 
the initial political institutions, to lead to more effective decision 
making for development. 

Notes

 1. Exceptions such as Chile, which exhibits both satisfactory growth 
and relatively high income inequality, would have to be explained by a lower 
level of inequality of opportunities. Testing this hypothesis opens up an 
interesting fi eld of research.

 2. The early literature on the relationship between inequality and 
growth emphasized this stylized fact (see, in particular, Alesina and Rodrik 
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1994; Persson and Tabellini 1994). Interestingly, unlike in other East Asian 
countries, inequality in China has increased substantially over the past two 
decades, with the Gini coeffi cient now standing at around 0.45, but without 
any apparent negative effect on growth as yet.

 3. Note that the short-run costs of an equity-enhancing reform may 
actually be nil—or even negative—for some groups, such as, for instance, 
when abolishing privileges accruing to the richest group or equalizing access 
to some facility initially restricted to the richest group. Note also that the 
net gains, g, in the second (future) period are net of the losses that the reform 
may entail in the fi rst (current) period.

 4. Logically, one should introduce a time discount factor to compare 
the costs and the benefi ts. This discount factor may be implicit in the ben-
efi ts. Taking it into account explicitly would not modify the argument.

 5. The case where B is negative but the reform is, nevertheless, imposed 
by one of the political actors, either within an autocratic regime or even 
through democratic processes, is also important but of no direct interest for 
the issues discussed in this chapter.

 6. The cost of redistribution may even exceed the overall gain of the 
reform, therefore making it impossible that it could benefi t everyone. See 
Guesnerie (2001) and Spector (2001), which extend earlier treatment of this 
issue by Dixit and Norman (1986).

 7. For clarity of the argument, this simultaneity between equity-
enhancing reforms and changes in the structure of political decision making 
will not be discussed here. For a discussion see, for instance, Bourguignon 
and Verdier (2000).

 8. Note that such analyses are often incomplete because they are essen-
tially static and are based on debatable assumptions. See Bourguignon and 
Rogers (2007) for the case of education.

 9. However, most general equilibrium analyses of monopoly power in 
key sectors are based on a single representative consumer and do not permit 
assessments of distributional effects.

 10. In relation to innovation, the conventional Schumpeterian view 
defends the idea that some market power (either on product markets or in 
the form of intellectual property rights) is necessary for enterprises to inno-
vate and that social welfare unambiguously increases as a result. Yet this 
proposition also necessitates assuming that monopolies gain a transitory 
competitive edge only from innovating and not from continued market 
dominance. In relation to growth, Dessus and Ghaleb’s (2008) paper on the 
effects of monopoly power in the Lebanese economy is based on a dynamic 
applied general equilibrium model. It does not incorporate household dis-
tributional effects, but it does analyze changes in factor incomes between 
labor and capital.

 11. Tzannatos and Aidt (2006) conclude that the resources and efforts 
unions will eventually devote to rent seeking depend on the legal environment 
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(nature of collective bargaining, cost of militant actions) and the economic 
environment (degree of product market competition) in which they operate.

12. Spector suggests that the general equilibrium effects of product mar-
ket deregulation on consumers’ welfare might be insuffi cient to compensate 
for the elimination of rents accruing to workers in protected sectors.
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Saving Growth from Unequal 
Infl uence

Raghuram G. Rajan

The relationship between inequality and prosperity is a longstanding 
concern of social scientists and citizens alike. Recent years have seen 
a resurgence of interest in this topic, including among economists. 

An important strand in recent work is that the poverty of nations 
is related to economic inequality because a common causal factor, 
poor political and economic institutions inherited from the past, is 
responsible for both. I will argue for an alternative explanation: that 
when endowments and opportunities are unequally distributed in a 
poor society, disagreements about the most appropriate reform path 
are harder to resolve (see Rajan forthcoming for a model and the 
analysis underlying this chapter). Each subgroup’s desire to preserve 
its economic rents against all others—what I term competitive rent 
preservation—tends to ensure that moving away from the status quo 
is extremely diffi cult. 

This can be seen as complementary to Bourguignon and Dessus’s 
(chapter 1) more classical political economy explanations. As with 
the latter approach, I focus on interactions between distinct groups 
in a society, each concerned with using its infl uence to shape or 
resist policy changes so as to preserve its economic interests. This 
chapter offers an analysis of how these interactions can lead to the 
avoidance of reforms that would raise aggregate welfare. My anal-
ysis supports the view that inequalities between different groups 
can lead to the persistence of both inequality and suboptimal 
 economic policies, despite substantial improvements in political 
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institutions. Mexico’s transition to democracy may be just such a 
case, with political reform not leading to dramatic economic 
reforms, despite the undoubted desire of the country’s presidents 
for economic progress. 

The policy implications are quite different depending on whether 
underdevelopment in a country is seen as primarily fl owing from 
persistent political institutions or from the types of rent-preserving 
equilibria proposed here. This is why this debate is not simply an 
academic one. However, before turning to policy implications, let us 
consider the different views.

Coercive Political Institutions and Underdevelopment

The political institutions’ view of development (see Hoff 2003 for 
an excellent survey) suggests that persistent, coercive political insti-
tutions, typically set up in the past to assert the power of a ruling 
elite, serve to entrench the elite and their suboptimal self-interested 
policies today, even after they have lost their initial sources of 
power. Thus, many former colonies, where the initial colonizers set 
up coercive political structures to entrench their military power 
and economic rents, are still mired in poverty because of the weight 
of history. 

A theory of underdevelopment that relies primarily on inherited, 
coercive political institutions does, however, give rise to several 
questions. For one, underdevelopment has persisted despite a dra-
matic increase in inclusiveness and decrease in coerciveness of the 
political institutions in poor countries, including independence from 
colonial status, emancipation of slaves, democratization, and new 
constitutions. One explanation is the existence of deep, hard-to- 
observe, micro political institutions that completely offset any effects 
resulting from democratization or the rewriting of constitutions and 
that continue to entrench the coercive power of the elite. This is pos-
sible, though it seems implausible. It would imply that micro politi-
cal institutions do shape economic behavior, but that the most impor-
tant macro political institutions we know of do not.

Indeed, if persistent, coercive political institutions were so easy to 
put in place, the reasons why the elite would have to follow subop-
timal economic policies are not clear. Instead, it would be better for 
the elite to follow the best economic policies they could, and then to 
use their political power to tax some of the resulting higher income. 
For instance, instead of allowing suboptimal economic monopo-
lies to limit national income, the elite should allow competition 
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and maximize national income. Of course, the elite’s power to tax 
arbitrarily could reduce incentives to invest (and the elite them-
selves may be the only ones to invest in full confi dence), but this 
is still no reason to limit competition. 

A second problem with the argument that political institutions 
can be used to project power forward is that there is not strong 
evidence that regimes that see their current power waning can cre-
ate institutions to preserve that power. Consider, for example, 
Zimbabwe. As Acemoglu, Johnson, and Robinson (2005: 41) 
write, “The white negotiators at the Lancaster House talks in 
1979 that produced these agreements understood that any prom-
ises made by the black majority negotiators about what would 
happen after independence could not be believed. They sought, 
therefore, to fi nd a set of rules [political institutions] that would 
get around this problem.” However, the political institutions that 
preserved white interests were quickly overridden. In 1990, the Sen-
ate was abolished and the constitution was amended by the Mugabe 
government to allow for redistribution of land, leading Acemoglu, 
Johnson, and Robinson (2005) to conclude that “these guarantees 
were not enough to protect the property rights (and rents) of the 
whites in anything other than the short run.” 

Consider Chile next. Augusto Pinochet had a strong incentive to 
put in place constitutional features that protected him from prosecu-
tion after he relinquished power. Indeed, he was willing to abide by 
the results of the 1989 plebiscite that he lost, in part because, as a 
senator, the constitution protected him from prosecution. Clearly, 
this faith in political institutions was misplaced, because Pinochet 
only escaped impending prosecution by dying.

Indeed, coming up with examples of unpopular political institu-
tions that endured without support from those rendered powerful 
by other means is diffi cult. Most examples of persistence are either 
inclusive institutions, such as the U.S. constitution, that commanded 
popular support or exclusionary institutions, such as literacy 
requirements for voting in Latin America or Jim Crow laws in the 
U.S. South, that were supported by a powerful elite.1

If political institutions cannot project the power of an elite even 
just a few years into the future, imagining them conferring power on 
an elite centuries after the elite have lost their noninstitutional 
sources of power is diffi cult. Coercive political institutions seem 
unlikely to be the primary source of persistence of bad policies. 
More generally, political institutions are not free-fl oating entities, 
but they need to be understood in terms of how they refl ect and 
mediate the interests of different groups in a society. 
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Economic Power as the Source of Persistence

Perhaps the elite have economic power and simply use that power to 
implement preferred policies (see, for example, Engerman and 
Sokoloff 2003; Przeworski 2004). For instance, suppose that the elite 
control economic monopolies. They would then have enough money 
power to buy off legislatures and preserve their monopolies. 

The problem with this view is that economic power that is based 
on rents, purchased from the public using that same economic 
power, is likely to be unstable. At the very least, some dissipation 
of those rents should become apparent when political institutions 
become more inclusive unless we espouse the extreme view that 
political institutions are totally ineffective. If this is the case, then 
why does democratization not lead to a dissipation of those rents, 
a breakup of monopolies, and much stronger economic growth? 
Put another way, why—even in an imperfect democracy—does the 
larger public accept limited opportunities and high costs for itself, 
while the elite enjoy a privileged existence? As many chapters in 
this volume discuss, this is a central question for Mexico. Although 
the process of democratization has indeed led to some shifts (for 
example, in social spending), it has not led to fundamental changes 
in the structure of economic privilege and, in particular, has been 
consistent with the persistence of major domains of monopoly 
power that protect the interests of entrenched groups in both 
 business and labor. 

In my view, the answer lies in doing away with the implicit 
assumption in the preceding question that the wider public is united 
in its interests and in opposing the elite. Let us consider a constitu-
ency to be a group in which each member has the same factor endow-
ments and, therefore, similar preferences about policies, whether or 
not the members are organized.2 In a developing country, the status 
quo constrains the opportunities of all constituencies except the 
elite. If we assume the constrained are one uniform constituency, 
they would be unifi ed in their desire for reform. In that case, why 
reforms do not take place is puzzling. An immediate diagnosis is the 
overwhelming power, de facto or de jure, of the elite. The solution 
to the problem of underdevelopment then seems to be to destroy the 
power of the elite, often through reform of oppressive political insti-
tutions. Yet, as observed earlier, political reform rarely seems to be 
the key to economic growth.

In reality, the constrained in a developing country consist of mul-
tiple, unequal constituencies, and therefore matters are no longer as 
simple as for a two-constituency economy. Each reform typically 
expands the opportunities of a hitherto constrained constituency and 
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reduces the rents of the elite, but its effects on the other  constituencies 
can be uncertain. Indeed, the disproportionate expansion of opportu-
nities for one formerly constrained constituency can make other con-
strained constituencies worse off. As a result, the constrained may not 
act as a unifi ed collective. Instead, they may act like crabs in a bucket—
willing to pull down any crab that appears to be climbing out—with 
the active help of the elite, who prefer them all to stay in the bucket. 
The elite may even forego some reforms that could enhance their rents 
for fear that the reforms would unify the crabs in the bucket and help 
them climb out and overwhelm the elite. Competitive rent preserva-
tion ensures that the collective choice is indeed poverty.

Competitive Rent Preservation: A Stylized Account

Consider a stylized society with three constituencies: the monopo-
lists, who own all the factories; the educated middle class, who are 
employed as factory managers and who hold professional jobs, such 
as architects and doctors; and the uneducated poor, who work in the 
factories. Suppose that any two groups who vote for a reform can 
push it through. As in all democracies, outcomes are a function of 
both money and numbers, with the rich having power because of 
their money, the poor having power because of their numbers, and 
the middle class having a bit of both.

Consider two reforms. First, pro-market reforms allow anyone to 
open a factory in competition with the monopolists. Only the edu-
cated, however, can draw up the business plans and get the fi nance 
to take advantage of this opportunity. Second, education reforms 
allow everyone to get an education of decent quality. 

Clearly, the monopolists will oppose pro-market reforms because 
they will face competition that will reduce their profi ts and the edu-
cated will oppose education reforms because they will experience 
competition from the now educated masses for the lucrative jobs 
they currently occupy. The question is whether either group will 
obtain the support to vote down the reforms they dislike.

The answer could well be yes. The monopolists would prefer to 
educate the poor, because this training would give them a larger 
labor pool from which to pick managers and professional workers, 
thereby allowing them to lower salaries. However, the monopolists 
also know that if they vote to expand education, they will have a 
workforce consisting of the formerly uneducated and the formerly 
educated that is united in their interests. This enlarged constituency 
will then push for pro-market reforms that would reduce or elimi-
nate the monopolists’ rents. If the monopolists face a greater loss 
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from pro-market reforms than gains from being able to reduce the 
salaries of educated workers, the monopolists will align themselves 
with the currently educated against expanding education.

However, if education reforms are unlikely to be enacted, the 
uneducated may reject pro-market reforms, preferring the status 
quo instead. Although pro-market reforms expand opportunities 
for the educated, they also have a dark side for the poor. Given that 
the educated have greater business opportunities, they may benefi t 
disproportionately from pro-market reforms, leading to higher 
salaries for the educated and higher costs for a whole range of 
services involving inputs from the educated, including even basic 
services such as health care. The uneducated, whose job opportuni-
ties go up relatively little, may face a substantially higher cost of 
living because of the opportunities the educated now have. In addi-
tion, the effects of pro-market reform may be uncertain, especially 
if it leads to a (desirable) acceleration of the process of destruction 
of old unskilled jobs and the creation of new skilled jobs. In this 
situation, the uneducated may side with the monopolists in voting 
against pro-market reforms. 

A fuller analysis would undoubtedly involve more constituencies 
interacting with each other. Indeed, many of the chapters in this 
book analyze Mexico’s situation with respect to the three groups in 
this stylized account, but they also consider the role of organized 
labor in protected areas, of the agriculture lobby, and so on. The 
thesis that competitive rent preservation plays a central role could 
readily be extended to a more complex overall structure. 

In sum, even in a society where political institutions ensure that 
citizens’ preferences matter, initial inequalities in education and 
wealth may be self-perpetuating in the form of inequality traps. Fear-
ing that the advantage gained by one group may come at the expense 
of their own meager rents, citizens may block reforms. Uncertainty 
about who will receive the benefi ts of reforms can further compound 
resistance. Underdevelopment can, therefore, persist with the full 
support of the exploited, even with reasonably well-functioning 
political institutions. 

Although highly stylized, the example discussed here is consistent 
with the evidence that far too many poor economies, including India 
and most countries in Latin America, have underemphasized univer-
sal education of decent quality while overemphasizing higher educa-
tion. Pro-market reforms have occurred, but they have typically 
occurred in response to economic crises. In terms of content, reforms 
have typically been partial in their scope and generally in areas such 
as liberalizing trade, opening up to foreign direct investment, and 
divesting bankrupt state enterprises that governments can undertake 
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relatively easily when crisis conditions have weakened popular resis-
tance. As many chapters in this volume illustrate for the case of 
Mexico, reforms have generally not tackled areas in which infl uen-
tial vested interests are important, especially with respect to power-
ful business elites or public sector unions. Some two decades of 
reform in Latin America have seen a combination of signifi cant rises 
in returns to educated workers, alongside the persistence, or even 
extension, of the economic privileges of vested interests. Moreover, 
the poor and uneducated in a number of countries in the region have 
turned against economic liberalization because they see few of the 
new opportunities while bearing additional costs. 

Competitive Rent Preservation in a Theory 
of Underdevelopment

Thus, inequalities in endowments and opportunities within a society 
might themselves cause adverse interactions between exploited con-
stituencies, which might result in an underdevelopment trap. Appeal-
ing to the mediating role of coercive political institutions or some 
other source of power for the elite is unnecessary. This is not to say 
that such coercive, distorted, or weak institutions do not play a 
mediating role, but rather that if the structure of inequality itself is 
the root cause, simply changing political institutions may have little 
effect on economic outcomes. 

In my view, therefore, the primary legacy of the early colonialists 
was the differential degrees of initial inequality in their colonies. In 
some settlements, they came upon existing, heavily populated, hier-
archical societies following feudal modes of production and simply 
displaced the rulers. In others that were amenable to plantation 
modes of agriculture or mining, such as Bolivia and Haiti, they 
enslaved the local population or imported slaves (Engerman and 
Sokoloff 2005). In yet others where land was fertile and plentiful, 
the disease environment was not inhospitable, and the local popula-
tion was scarce, (for example, Costa Rica), the colonists worked the 
land themselves in smallholdings, leading to a relatively equal under-
lying structure of endowments. 

Initial inequality did lead to policies or economic institutions such 
as schooling (Engerman, Mariscal, and Sokoloff 2002) that repro-
duced the inequality. Indeed, my model results in persistence of 
inequality without the imposition of coercive political institutions. 
This result is consistent with the view that political liberalizations 
may have had little effect on economic outcomes if they left the 
underlying inequalities of opportunity and endowments untouched.
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Once we accept that political institutions, especially bad ones, 
may not be able to project power very far on their own, it becomes 
easier to understand why—even though the years spent under com-
munism affected peoples’ attitudes (Alesina and Fuchs-Schundeln 
2005)—market institutions replaced socialist institutions with 
remarkable speed. “Bad” socialist institutions were certainly not 
durable. Indeed, one of the virtues of communism is a strong empha-
sis on education. This emphasis created the broad constituencies 
that could press for market reforms once the power of the nomen-
klatura (which is based on control of the military and the secret 
services) was broken. Ironically, instead of capitalism containing the 
seeds of its own destruction, the seeds for fl ourishing capitalism may 
have been nurtured in the soil of communism.

Evidence

Selected further examples from the empirical literature illustrate the 
thesis of this chapter. Many observers increasingly believe that the 
problem in many poor countries is not so much that they do not 
have any periods of high growth, but that those that stay poor do 
not sustain growth. Berg, Ostry, and Zettelmeyer (2006) analyze the 
factors that lead to longer duration growth spells and fi nd that one 
of the strongest explanatory variables is the degree of income inequal-
ity at the beginning of the spell. By contrast, they do not fi nd that 
the quality of political institutions at the beginning of the spell has 
much explanatory power. 

A study by Banerjee and Iyer (2005) is persuasive that inequality 
of endowments matters, because they examine its effects within a 
common political system, that of colonial and independent India. 
They fi nd that districts in which the British gave proprietary rights 
to large landlords had much greater inequality in land and incomes 
than districts in which they gave rights directly to the cultivators, 
and this inequality persisted until India’s independence. Although 
inequality diminished after independence as a result of land reforms, 
it lingered on because the reforms were incomplete, and sometimes 
ineffective. Banerjee and Iyer fi nd that landlord-dominated areas 
could take much less advantage of the postindependence agricultural 
reforms, spending far less on development, even after correcting for dif-
ferences in income. As a result, agricultural productivity was lower in 
landlord-dominated areas, despite some evidence that the nonlandlord-
dominated areas were poorer at the outset in colonial times. 

Particularly relevant to my model is the fi nding that in the period 
after independence, landlord-dominated areas had 21 percent fewer 
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villages equipped with primary schools, while the gap in middle 
school and high school availability was 61 percent and 63 percent, 
respectively, relative to the more equally endowed nonlandlord-
dominated areas. This occurred within a common national political 
system. The persistence of inequality, the diffi culty of taking advan-
tage of reforms including those funded by the central government, 
and the underemphasis on education in unequal areas are all consistent 
with my model.

In a similar vein, Erikson and Ramcharan (2006) examine the 
effects of inequality in landholdings on public expenditure—such 
as on education—in the United States. Unlike Banerjee and Iyer 
(2005), where the pattern of landholdings is likely to be exogenously 
determined because the colonial system of land tenure was exoge-
nously imposed, the system of land tenure in the states Erikson and 
 Ramcharan examine is likely to be endogenous. Using the volatility 
of weather as an instrument (more volatile weather patterns mean 
that larger farms emerge to diversify risk), they indeed fi nd that higher 
inequality in landholdings around the beginning of the 20th century 
meant lower public expenditure on public goods such as education. 

Thus, the evidence indicates that initial inequality results in poor 
public policies and investment and lower growth, even in systems 
that have broadly the same political institutions. 

Glaeser and others (2004) go further and offer evidence question-
ing whether political institutions play even a contemporaneous role in 
economic growth. They argue that the best measure of institutions—a 
measure of constraints on the executive branch of government—does 
not predict economic growth, while other factors such as human cap-
ital do. Also, the historical instruments in the literature, specifi cally 
settler mortality and population density in 1500, are more highly cor-
related with contemporaneous measures of human capital than with 
contemporaneous measures of political institutions. Indeed, when 
Glaeser and others (2004) use instrumental variable estimation apply-
ing the historical instruments, they fi nd that measures of human capital 
trump measures of political institutions in explaining growth.

Discussion and Implications for Development

When attempting to explain the slow economic growth in a country 
such as Mexico, which has been through independence, revolution, 
one-party rule, and democratization, far too many people continue 
to blame political institutions. When faced with a paralyzed eco-
nomic and social reform process, those with presidential systems 
seek parliamentary systems and vice versa, those with proportional 
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representation seek to change to a majoritarian system and vice 
versa, and some seek to decentralize while others seek to centralize 
decision making. Although economists have found some effects of 
these changes (for an excellent overview, see Persson and Tabellini 
2002, 2005), they are subtle and far more limited than one might 
expect. Indeed, it is hard to rule out the possibility that the eco-
nomic effects refl ect the underlying changes in circumstances that 
prompt the changes in political structures, rather than the effects of 
changes in political structures themselves. 

Thus, economic paralysis may well refl ect the process whereby 
the preferences of the electorate and of other infl uential economic 
groups are aggregated. Even though everyone can see a better place 
for the economy to be in, each constituency’s better place is not the 
same as every other constituency’s better place, because each starts 
with different endowments and opportunities and, therefore, wants 
to protect different rents. The status quo may be the only common 
ground because it happens to be what everyone is standing on.

Sequencing

How does one jumpstart the economy in these circumstances? Doing 
what is possible may be tempting. For instance, some have argued 
that strengthening property rights and expanding competition and 
associated opportunities will help the very poor (see, for example, 
De Soto 1989, 2002). Such reforms could certainly create growth for 
a while, but the lack of endowments, especially of education, may 
leave the poor unprepared for the market economy, and possibly 
worse off. Reforms could grind to a halt. To the extent that a large 
constituency—the uneducated or, more generally, the poorly 
endowed—benefi t little from these pro-market reforms, the outcome 
is general skepticism about reform. Furthermore, this converts a 
constituency—the educated or, more generally, the well-endowed—
that is hungry for reforms into one that is unenthusiastic about further 
reforms. Thus in some situations of extreme inequality, focusing fi rst 
on broadening access to endowments may be wiser. If market-oriented 
reforms follow soon after, they may fall on more fertile ground.

Therefore, sequencing matters. Broadening the ability to take 
advantage of opportunities fi rst and then broadening opportunities 
will ensure widespread support for comprehensive and thorough 
reforms, while the reverse sequence, even though politically more 
feasible in the short term, will likely leave reforms stalled and incom-
plete. Unfortunately, reforms expanding access to endowments such 
as education or land are the hardest to effect, which is perhaps one 
reason why underdevelopment is so hard to cure. 
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Motivated Government

Leaving aside the possibility of a benevolent dictator, which would 
solve many political economy problems—but is an unrealistic and 
unhelpful approach—what if a government sought reform, but was 
in a situation where competitive rent preservation paralyzed polity? 
One common view is that the government’s task is persuasion and 
that it needs only to lay out its long-term vision clearly for everyone 
to buy into the reform process. Information can make a difference 
where groups have inaccurate beliefs about the effects of reforms, 
as Bourguignon and Dessus (chapter 1) stress. Yet if the conditions 
in the model hold, the polity may not want comprehensive reforms, 
and too clear an articulation of the road to reform may mobilize 
the opposition. 

Instead, the government may have to seize every opportunity it can, 
leaving its ultimate destination unclear. As we have seen, the right 
reforms can give political momentum to further reforms. If those ini-
tial reforms can be undertaken without much discussion of future 
steps—reform by stealth, so to speak—a government might have more 
success, especially if this builds sequences that can lead the society to 
a position in which the collective action issue is less problematic.

The right circumstances could also be a spur to reforms. Often, 
economic (especially fi scal) crises can break gridlock (Binswanger 
and Deininger 1997). In normal times, a constituency may be reluc-
tant to place its rents on the negotiating table for fear that only its 
rents will be reformed away. A grave economic crisis may make it 
credible that one constituency’s rents will be insuffi cient to remedy 
the situation, and it could create a more conducive environment for 
negotiation, in which all constituencies have to give up some of their 
rents. As Levy and Walton discuss in the introduction to this volume, 
this was clearly relevant to Mexico’s opening to the World Trade 
Organization (WTO) and the North American Free Trade Agree-
ment, with the private business elite preferring to lose some rents in 
return for greater certainty about respect for property rights in the 
economy. (However, as noted earlier, support for complementary 
reforms in areas where entrenched interests were strong was insuf-
fi cient to support sustained growth.)

At the opposite extreme, rapid growth, especially through trade, 
could also create a conducive environment for reform by creating 
enough opportunities to go around.3 In particular, the educated may 
be more willing to tolerate education for the uneducated when growth 
is rapid and more than enough new jobs are being created. Agglom-
eration economies would make them even more supportive. Simi-
larly, oligopolists—seeing the larger world market they could have 
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access to if they became globally competitive through reform—may 
welcome an educated workforce, even if it eventually means more 
domestic competition. For example, Galor and Moav (2006) docu-
ment that English industrialists supported universal education at the 
end of the 19th century as a way to increase their ability to compete 
with French and German companies. The proposal to use a period 
of growth to undertake reforms that both expand endowments and 
undertake deeper market reforms is perhaps more realistic than may 
appear at fi rst sight: many countries experience periods of several 
years of rapid growth, but only a few are able to sustain growth over 
long periods. Unfortunately, too often governments and their sup-
porters enjoy the immediate pleasures of the growth period without 
undertaking the more diffi cult reforms.

Noneconomic Reasons for Promoting Mass Education

Forces outside economics have played an important part in helping 
some countries overcome the natural incentives of interest groups. 
With respect to expansion of education, perhaps the strongest force 
has been religion. For example, Protestant leaders believed strongly 
in the value of personal knowledge of the Scriptures unmediated 
by the church and, hence, emphasized education. As early as 1524, 
Martin Luther sent a letter to German municipalities insisting that it 
was their duty to provide schools and the parents’ duty to educate their 
children. In 1647, Massachusetts passed the Old Deluder Satan Law, 
requiring local authorities to set up compulsory elementary schools. 
The law was so called because the preamble said the old deluder Satan 
kept men from knowledge of the Scriptures (Wiener 1991). 

Nationalism seems to have been a second factor. After the revolu-
tion, the French government tried to break the hold of the Catholic 
Church on education by creating state-run primary schools, 
thereby forcing religious schools to follow an offi cial curriculum 
and employing teachers as civil servants. It redoubled its efforts as 
a way to strengthen the army after being defeated by Germany in 
1870. In Japan, the Tokugawa elite believed that education would 
make the masses more moral and more obedient (Dore 1965). Indeed, 
a high level of literacy on the eve of the Meiji Restoration facilitated 
the introduction of compulsory education by the state in 1872 
(Wiener 1991). The Japanese concern for education also made its way 
into its colonies, Korea and Taiwan, although the Korean emphasis 
on mass education may have been spurred, in part, as a way of build-
ing national consciousness against Japanese infl uence (Wiener 1991).

Communism has also been a strong force. Weiner (1991) argues 
that although the rulers of imperial China regarded mass education 
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as a political threat, the postimperial regimes saw it as a way to bridge 
the differences between the elite and the masses and to develop China 
as an industrial and military power (see also Easterlin 1981). The com-
munists may also have been more confi dent of their hold on power. 
The Chinese were not uninfl uenced by Japan, whose success they saw 
as resulting from its emphasis on education. Thus again, national 
rivalry can help break the hold of narrower domestic interest groups. 

Finally, successful land reforms also appear to have been under-
taken under circumstances of political change. The rise of the gentry 
in Britain, the force behind the growing power of parliament, accom-
panied the seizure of land from the great lords and the church by 
Henry VII and Henry VIII and the sale of their lands to the gentry 
(Rajan and Zingales 2003; Tawney 1949). Similarly, the desire of the 
Allied occupiers to reduce the power of the Japanese landlords 
who had backed the prior militaristic regime (see, for example, 
 Nelson 1993), or of Koreans to cut down to size landlords who had 
been too cozy with Japanese occupiers (Jeon and Kim 2000), led to 
 successful land reforms in these countries.

External Pressure

Regional organizations such as the European Union or organiza-
tions such as the World Trade Organization can promote reforms by 
offering the substantial benefi ts of membership to only those who 
reform enough to qualify. For instance, countries that desire mem-
bership in the European Union have to undertake a wide set of 
reforms to obtain the market access and transfers that accompany 
membership. Of course, to the extent that the underlying structure 
of a society is still fundamentally unequal upon access and replete 
with rents, the pace of reform could slow considerably after mem-
bership, as has often been the case for accession countries in prac-
tice. For the required reforms to not just mandate macroeconomic 
stability but also more egalitarian access to factor endowments 
might, therefore, be benefi cial. In a similar vein, countries such as 
China have accepted tough conditions for accession to the WTO 
as much because they value the impetus this membership gives to the 
domestic reform process as well as the benefi ts of accession itself.

Finally, consider external advice. As international organizations 
have increasingly realized, the problem in many countries is not so 
much identifying necessary reforms, but instead obtaining political 
support for them. One extreme reaction is to throw up one’s hands 
and to blame the historic weight of institutions, but that way lies 
paralysis. A second approach is to pressure a country into adopting 
reforms that do not have underlying consensus, perhaps through the 
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threat of withdrawing foreign assistance. As the international organi-
zations have learned, this approach will typically be met with subtle 
sabotage as domestic constituencies subvert the reforms. This is why 
international agencies’ recent focus on requiring country authorities 
to demonstrate ownership of reform programs is so important. This 
is not to say that the international agencies are irrelevant. They can 
have some effect at the margin, especially if they can strengthen the 
hand of an emerging reformist constituency in the government.

Conclusion

What lessons does all this suggest for development? The answer “fi x 
the institutions” is probably incomplete, and quite possibly is incor-
rect. “Fix the constituencies” is probably more on the mark. A num-
ber of development successes such as those in the Republic of Korea 
undertook serious land and education reforms before their takeoff, 
as have a number in the rapidly growing Indian states. Reforms that 
reduce inequalities in factor endowments such as land and that 
improve access to education and fi nance can apparently strengthen 
the constituencies for broader economic liberalization. That is, the 
free-access economy may be a necessary stepping stone to the free-
enterprise economy. The diffi culty of enacting such endowment-
spreading reforms in highly unequal societies should not, however, 
be minimized. The bottom line is that development is likely to be a 
complex political process where the people themselves must do 
much of the heavy lifting. The outside world can help at the margin, 
but only if the people have ownership, and ownership—even of 
something as benefi cial as development reforms—cannot be taken 
for granted. 

Notes

 1. Of course, good institutions, such as the U.S. constitution, can for 
all practical purposes become exogenous. Yet a constitution can also be 
simply a piece of paper, as suggested by the very different effects of much 
the same U.S. constitution when transplanted to Liberia. Similarly, the same 
institutional environment and leadership that gave rise to Chiang Kai-Shek, 
whom the United States deemed too corrupt to support against the com-
munists, laid the foundations for the prosperity of Taiwan (China).

 2. I prefer the term “constituency” rather than interest group or class. 
Interest groups (for example, textile workers) are typically much narrower 
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than my notion of constituency (for instance, the uneducated) and imply 
organization and thus, possibly, institutions, while the term “class” has 
prior associations (for example, links to the ownership of the means of 
production) that may confuse rather than enlighten. 

 3. Policies such as pro-market reforms should lead to improved insti-
tutional outcomes such as rule of law. Johnson, Ostry, and Subramanian 
(2005) document an improvement in institutional outcomes as a result of 
growth spurts in poor countries with high initial levels of education and a 
competitive external sector.
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3

The Political Economy 
of Equality and Growth in 
Mexico: Lessons from the 

History of the United States

James A. Robinson

This chapter discusses what Mexico could learn from the economic 
and political history of the United States about how to facilitate the 
creation of a dynamic, innovative, industrial economy. The chal-
lenges facing Mexico are how to overcome the institutional and 
economic overhang resulting from the long period of one-party rule 
under the Institutional Revolutionary Party. Even though democ-
racy has fi nally arrived, the form that this rule took has in many 
ways shaped the initial conditions in which the new democracy must 
function, chief of which is the extremely unequal distribution of 
power and wealth. These inequalities were not simply a coincidence. 
They were a natural outcome of the strategy that the Institutional 
Revolutionary Party used to consolidate and sustain its power 
(Haber and others 2008). 

To illustrate why and how such inequalities matter for the future 
economic prospects of Mexico, this chapter analyzes two critical 
periods in the history of the United States. One is the period of failed 
reform in the U.S. South after the Civil War (1861–65). The other, 
the era of the Populist and Progressive movements from around 
1880 to 1920, is an instance of successful reform. In both cases, the 
main issue was whether to tackle critical inequalities of power and 
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infl uence. In the U.S. South, the victorious North abandoned the 
attempt to challenge the real power structures after 1877. In conse-
quence, the Southern economy stagnated for the next 80 years and 
a highly unequal and divisive system perpetuated itself. During the 
Progressive era, by contrast, the federal state challenged the “robber 
barons,” the monopolies, and the political bosses who engaged in 
endemic political fraud and corruption. These interventions helped 
sustain the dynamic nature of the Northern and Midwestern econ-
omy and facilitated rapidly falling inequality over the subsequent 
half century.

Failed Reform, Economic Stagnation, and 
Persistent Inequality in the Postbellum South

“De landlord is landlord, de politician is landlord, de judge is land-
lord, de shurf is landlord, ever’body is landlord, en we ain’ got 
nothin.” (Testimony of a Mississippi sharecropper to an offi cial of 
the Agricultural Adjustment Administration in 1936, Schulman 
1994: 16.)

The history of the U.S. South before and after the Civil War pro-
vides a cautionary tale of how great concentrations of power and 
assets can cause prolonged economic stagnation. Most striking 
about this experience was the continuation of the economic system 
based on labor repression and cheap, uneducated labor in the U.S. 
South after the signifi cant changes in political and specifi c economic 
institutions brought about by the Civil War.

Before the Civil War, the South was signifi cantly poorer than the 
U.S. average, with income being about 70 percent of national gross 
domestic product per capita (Easterlin 1960).1 The South lacked 
industry (Bateman and Weiss 1981; Wright 1986), and in 1860, the 
total manufacturing output of the entire South was less than that of 
either Massachusetts, New York, or Pennsylvania (Cobb 1984). The 
South had low rates of urbanization, around 9 percent compared 
with 35 percent in the Northeast, and relatively little investment in 
infrastructure. For example, the density of railroads (miles of track 
divided by land area) was three times higher in the North than in the 
South. The situation with respect to canal mileage was similar 
(Wright 1986). Perhaps more important, especially in the context of 
the potential for future economic growth and industrialization, the 
South was not even innovative in the goods in which it specialized. 
For example, during 1837–59, the average numbers of patents issued 
per year relating to corn and to wheat were 12 and 10, respectively, 
but just 1 was issued for cotton (Schmookler 1972).
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The backwardness of the South was clearly related to the  plantation 
economy and slavery. Wright (1986) argues that because slaves were 
a mobile asset, planters had no incentive to support investment in 
public goods such as infrastructure, and thus manufacturing could 
not develop. Bateman and Weiss (1981) show that Southern planters 
did not invest in industry, even when the rate of return was superior 
to that in agriculture. A plausible explanation for the lack of innova-
tion is that slavery limited the possibilities for productive invest-
ment. Slaves were forbidden to own property or to become educated 
in most Southern states, presumably because these restrictions made 
them easier to control, but this pattern of labor repression also con-
demned plantations to low-skilled labor forces and possibly removed 
planters’ incentives to innovate.

In the aftermath of the Civil War, the per capita income of the 
South fell to about 50 percent of the U.S. average. If the slave econ-
omy had been the reason why the South had been relatively back-
ward in 1865, one might have imagined that abolishing slavery in 
1865 and granting freed slaves the right to vote would have removed 
this blockage to Southern prosperity. The evidence and historical 
interpretations show, however, that the abolition of slavery had a 
surprisingly small effect on the Southern economy.

Although planters initially tried and failed to reintroduce the gang 
labor system with freed slaves, a low-wage, labor-intensive economy 
based on labor repression emerged from the ashes of the Civil War. 
Cut off from the rest of the United States, per capita income remained 
at about half the U.S. average until the 1940s, when it fi nally began 
slowly to converge. As Wright (1986: 70) notes: “The isolation of 
the southern unskilled labor market was a basic background condi-
tion for virtually the whole epoch between the Civil War and World 
War II.”

Just as before the Civil War, systematic underinvestment in educa-
tion continued (Margo 1990). The main incentive for this seems to 
have been to impede migration (Wright 1986). By 1900, all but two 
of the non-Southern states had enacted compulsory schooling laws, 
while no Southern states had such laws except Kentucky (Wood-
ward 1951). At the same time, industrial development did begin to 
take place more systematically after 1865. Cobb (1984: 17) notes: 
“The industries that grew most rapidly in the post-Reconstruction 
decades were typical of an underdeveloped economy in that they 
utilized both cheap labor and abundant raw materials. . . . [S]uch 
industries hardly promised to elevate the region to economic parity 
with the rest of the nation.”

Thus, the issue is why the economic system of the South changed 
so little following the Civil War, especially given the signifi cant 
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changes in political and economic institutions. The continuity in the 
economic institutions of the South appears to be at odds with the 
signifi cant changes that took place after the Civil War, for example, 
the enfranchisement of the freed slaves and the repeal of the Mis-
souri Compromise, which had previously cemented the political 
power of the South in the federal government. 

Yet despite these changes, the Southern landed elites persisted after 
the Civil War and were able to regain control of labor and the polit-
ical system. As Wright (1986: 84) notes: “The plantations survived 
the Civil War, and their survival had little to do with their effi ciency 
as producing units. . . . [C]otton and tobacco could be grown just as 
effi ciently on family-sized farms. No, the key to the survival of the 
plantation was the ability of the former slave owners to hold on to 
their land in the midst of intense legal and political struggles after 
1865. In national politics, the planters successfully blocked proposals 
for land confi scation and redistribution to the freedmen.”

Wiener’s (1978) study of the planter elites in four counties of the 
so-called Black Belt of western Alabama points to the considerable 
persistence in the identity and power of the political elites. Tracking 
families using the U.S. census and considering those with at least 
US$10,000 worth of real estate, he fi nds that “of the 236 members 
of the planter elite in 1850, 101 remained in the elite in 1870” (9). 
This rate of persistence was similar to that experienced in the ante-
bellum period: “Of the 236 wealthiest planter families of 1850, only 
110 remained in the elite a decade later” (9). Nevertheless, “Of the 
25 planters with the largest landholdings in 1870, 18 (72%) had 
been in the elite families in 1860; 16 had been in the 1850 elite 
group (Wiener 1978: 18).” Death during the Civil War appears to 
have had little impact on the persistence of the planter elites, 
because the law exempted one slaveholder from military service for 
every 20 slaves held. Table 3.1 reproduces these data from Wiener 
(1978) and shows the high degree of persistence of the southern 
landed elites. 

After the end of the Civil War, more or less the same group of 
planter elites controlled the land and used various instruments to 
re-exert their control over the labor force. Even though the specifi c 
economic institution of slavery did not persist, the economic system 
of the South, a system based on plantation-type agriculture with 
cheap labor, did persist.2 The South, maintained this economic sys-
tem through a variety of channels, including both control of local 
politics and exercise of potentially violent power. As Du Bois (1903: 
88) famously puts it, the South became “simply an armed camp for 
intimidating black folk.”
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The planter elites successfully staffed or co-opted the members 
of the Freedmen’s Bureau, whose remit was to supervise the freed 
slaves. In 1865, Alabama’s state legislature passed the Black Code, 
an important landmark in the repression of black labor. Wiener 
(1978: 58) describes this repression as follows: “The Black Code of 
Alabama included two key laws intended to assure the planters a 

Table 3.1 The Persistence of the Landed Southern Elite in 
Four Black Belt Counties of Alabama, Selected Years

Real estate holdingsa

1870 1860 1850
Name County (US$) (US$) (US$)

Minge, G. Marengo 85,000 — 30,000
Lyon, F. Marengo 75,000 115,000 35,000
Paulling, William Marengo 72,000 150,000 29,000
Hatch, Alfred Hale 70,000 120,000 40,000
Alexander, J. Marengo 69,000 38,000 10,000b

Whitfi eld, B. Marengo 65,000 200,000b 100,000
Terrill, J. Marengo 62,000 93,000 —
Taylor, E. Marengo 61,000 — —
Robertson, R. Marengo 60,000 — —
Dew, Duncan Greene 52,000 200,000b 41,000
Walton, John Marengo 50,000 250,000 25,000
Collins, Charles Hale 50,000 201,000b 30,000
Hays, Charles Greene 50,000 113,000 —
Brown, John Sumter 50,000 69,000 13,000
Pickering, Richard Marengo 50,000 42,000 15,000
Withers, Mary Hale 50,000 40,000 75,000b

Jones, Madison Hale 50,000 36,000b 27,000
Nelson, A. Hale 48,000 — 10,000b

Taylor, J. Hale 48,000 — —
Pickens, Wm. Hale 45,000 210,000b 51,000
Reese, Henry Marengo 45,000 52,000 24,000
Walker, R. Hale 42,000 55,000 —
Smaw, W. Greene 42,000 32,000 —
Blanks, E. Marengo 41,000 — —
Walker, Morns Marengo 41,000 — —
Number of planters — 25 18 16
Percentage present
 in 1870 — — 72 64

Source: Wiener (1978, table 2: 12).
Note: — = not available.
a. Rounded off to the nearest 1,000, as reported in the U.S. Census of Populations' 

manuscript schedules.
b. Wealth of father or husband. 
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reliable supply of labor—a vagrancy law, and a law against the 
‘enticement’ of laborers.” These laws were designed to impede labor 
mobility and reduce competition in the labor market. In addition to 
molding the legal system in their favor, the “planters used Klan ter-
ror to keep blacks from leaving the plantation regions, to get them 
to work, and keep them at work in the cotton fi eld” (62).

In his seminal study of the politics of the South after World War 
II, Key (1949: 9) sums up the persistence of the institutions of the 
South both before and after the Civil War as the “extraordinary 
achievement of a relatively small minority—the whites of the areas 
of heavy Negro population.”

A key to the persistence of the antebellum system after the Civil 
War was the elites’ continued control over land. For example, in the 
debate about the redistribution of 40 acres of land to each freedman 
(which President Andrew Johnson vetoed in 1865), Congressman 
George Washington Julian argued: “Of what avail would be an act of 
congress totally abolishing slavery . . . if the old agricultural basis of 
aristocratic power shall remain?” (quoted in Wiener, 1978: 6).

A complementary strategy was control of the local political sys-
tem. Following the Civil War, the period known as Reconstruction 
lasted until 1877 (see Foner 1989 for a seminal history). During this 
period, Republican politicians contested power in the South and, 
with the help of the Union Army, engineered some social changes. 
However, this induced a systematic backlash in the form of support 
for the Democratic Party and the so-called Redeemers. In 1877, in 
the context of a logroll between President Rutherford B. Hayes and 
southern national politicians, Union soldiers were withdrawn from 
the South, and the region was left to its own devices. The period 
after 1877 marked the real renewal of the antebellum elite. The 
“redemption” of the South involved the systematic disenfranchise-
ment of the black (and poor white) population through the use of 
poll taxes and literacy tests (Key 1949; Kousser 1974) and the cre-
ation of the one-party Democratic regime.3

Wright (1986: 78) confi rms this picture: “Even in the 1930s, 
southern representatives in Washington did not use their powerful 
positions to push for new federal projects, hospitals, public works 
and so on. They didn’t, that is, as long as the foundations of the 
low-wage regional economy persisted.”

In addition to disenfranchisement, Southern states enacted a whole 
gamut of segregationist legislation, the so-called Jim Crow laws (see 
Woodward 1955 for the classic analysis). These laws effectively 
turned the postbellum South into an apartheid society where blacks 
and whites lived different lives. As in South Africa, these laws were 
aimed at controlling the black population and its labor supply.
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Consequently, the South entered the 20th century as a primarily 
rural society. “It remained an agrarian society with a backward 
technology that still employed hand labor and mule power virtually 
unassisted by mechanical implements” (Ransom and Sutch 2001: 
175–76). In 1900, the South’s urbanization rate was 13.5 percent, 
compared with 60 percent in the Northeast (Cobb 1984: 25).

Ransom and Sutch’s (2001: 177, 186) assessment of the implica-
tions for economic progress of this economic and political system in 
the South is representative of the consensus view: 

When whites used threats of violence to keep blacks from gain-
ing an education, practicing a trade, or purchasing land, they 
systematically prevented blacks from following the three routes 
most commonly traveled by other Americans in their quest for 
self-advancement. With over half the population held in igno-
rance and forced to work as agricultural laborers, it is no won-
der that the South was poor, underdeveloped, and without 
signs of economic progress. . . .

Southerners erected an economic system that failed to reward 
individual initiative on the part of blacks and was therefore 
ill-suited to their economic advancement. As a result, the ineq-
uities originally inherited from slavery persisted. But there was 
a by-product of this effort at racial repression, the system 
tended to cripple all economic growth.

The Southern equilibrium, based on the exercise of power by the 
landed elites, plantation agriculture, and cheap labor, persisted well 
into the 20th century and started to crumble only after World War 
II. It was only after the demise of this equilibrium that the South 
started its process of rapid convergence with the North.

Why did the reforms attempted in the South after 1865 not work? 
The main reason is that the victorious North did not change the 
underlying inequalities of asset holdings (no 40 acres and a mule as 
promised to the freed slaves). In consequence, the North also left the 
antebellum elites in power.

Successful Reform, Industrial Dynamism, and Falling 
Inequality in the Progressive Era

“What do I care about the Law? Hain’t I got the power?” Cornelius 
Vanderbilt (quoted in Josephson 1934: 15)
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The absence of reform in the U.S. South in the 1880s and later 
is in stark contrast to the situation in the North. The rapid eco-
nomic growth that the North sustained after the Civil War led to 
the emergence of a class of highly unscrupulous robber barons, who 
began to consolidate large business empires and monopoly “trusts.” 
Perhaps the most notorious of the robber barons was John D. Rock-
efeller, who started Standard Oil in 1870. He quickly eliminated his 
other rivals in Cleveland and attempted to monopolize the trans-
portation and retailing of oil and oil products. In 1882, he created 
a massive trust consisting of all the different companies he owned. 
By 1890, Standard Oil controlled 88 percent of the refi ned oil fl ows 
in the United States, and by 1916, Rockefeller became the world’s 
fi rst billionaire. Figure 3.1 shows a contemporary cartoon depicting 
how Standard Oil wrapped itself around not just the oil industry, 
but also Capitol Hill. 

Almost as famous was J. P. Morgan. In 1901, along with Andrew 
Carnegie, Morgan founded U.S. Steel, which became the fi rst cor-
poration with a capitalized value of more than US$1 billion and by 
far the largest steel corporation in the world. Table 3.2 shows the 
emergence of the great trusts in the 1890s. By the end of the 1890s, 
a large number of trusts had been created that accounted for more 
than 70 percent of the market in a number of industries. These 
trusts included many famous names, such as DuPont, Eastman 
Kodak, and International Harvester. Figure 3.2 shows one of the 
consequences of these trends in the economy: the rapid increase in 
wealth inequality.

Figure 3.1 The Standard Oil Company



Table 3.2 The Merger Boom, 1895–1904 
(market shares of consolidation)

Consolidations with <40% Consolidations with ≥40% but <70% Consolidations with ≥70% 
Amalgamated Copper American Bicycle American Brake Shoe & Foundry
American Cigar American Brass American Can
Cleveland & Sandusky Brewing Co. American Car & Foundry American Chicle 
Dayton Breweries American Felt American Fork & Hoe
Empire Steel & Iron American Fisheries American Hide & Leather
Independent Glass American Linseed American Ice
Maryland Brewing American Malting American Locomotive
Massachusetts Breweries American Sewer Pipe American School Furniture
New Orleans Brewing American Shipbuilding American Seeding Machine
New York & Kentucky American Smelting & Refi ning American Snuff
Pacifi c Coast Biscuit American Stove American Stogie
Pennsylvania Central Brewing American Thread American Window Glass
Pittsburgh Brewing American Woolen American Writing Paper
Providence Ice California Fruit Canners Assoc. Casein Co. of America
Pure Oil General Chemical Central Foundry
Republic Iron & Steel International Salt Chicago Pneumatic Tool
Standard Shoe Machinery International Silver Contiental Tobacco
Susquehanna Iron & Steel National Biscuit Corn Products
United Breweries National Candy Crucible Steel
U.S. Flour Milling National Enameling & Stamping Distilling Co. of America
Virginia Iron, Coal & Coke National Fireproofi ng DuPont
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Table 3.2 (Continued)
Consolidations with <40% Consolidations with ≥40% but <70% Consolidations with ≥70% 

National Glass Eastman Kodak
New England Cotton Yarn General Aristo
Royal Baking Powder Harbison-Walker Refractories
Rubber Goods Mfg. Co. International Harvester
Standard Table Oil Cloth International Paper
United States Cotton Duck International Steam Pump
United States Shipbuilding Mississippi Wire Glass
United States Steel National Asphalt
Virginia-Carolina Chemical National Carbon

National Novelty
Otis Elevator
Pittsburgh Plate Glass
Railway Steel Spring
Standard Sanity Mfg.
Union Bag & Paper
United Shoe Machinery
United Box Board & Paper
United States Bobbin & Shuttle
United States Cast Iron Pipe & 
 Foundry
United States Envelope
United States Gypsum

Source: Lamoreaux 1985: 3–4.
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The political system in the North and the Midwest did not take 
these events lying down, however. The victims of monopolistic 
practices and other features of the institutional status quo began 
to organize against the monopolies, and this strategy led to a series 
of reforms to the role of the state. The opposition coalesced into 
two broad political movements, the Populists and, subsequently, 
the Progressives.

The Populist movement emerged out of the agrarian crisis that 
began to affl ict the Midwest from the late 1860s onward (Sanders 
1999). The National Grange of the Patrons of Husbandry, known 
as the Grangers, was founded in 1867 and began to mobilize farmers 
against what they saw as unfair and discriminatory business prac-
tices. In 1873 and 1874, the Grangers won control of the legislatures 
in 11 Midwest states (Jones 1995), and rural discontent culminated 
in 1892 in the formation of the People’s Party, which got 8.5 percent 
of the popular vote in the 1892 presidential election. In the next two 
elections, the Populists fell in behind the two unsuccessful Demo-
cratic campaigns of William Jennings Bryan, who made many of 
their issues his own. 
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Figure 3.2 The Evolution of Wealth Inequality, 1780–1980
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These political movements began to have a major impact, begin-
ning with the Interstate Commerce Act of 1887, which created the 
Interstate Commerce Commission and initiated federal regulation of 
industry. This legislation was quickly followed by the Sherman Anti-
Trust Act of 1890, which began the attack on business trusts 
(monopolies). However, serious implementation of these only 
occurred later following the election of a series of presidents com-
mitted to reform, namely, Theodore Roosevelt (1901–08), William 
Taft (1908–12), and Woodrow Wilson (1912–20). 

A key political force behind the antitrust movement and the move 
to impose federal regulation of industry was the farming vote. The 
Grangers, a organization of farmers, initiated state-level attempts to 
regulate railroads in the 1870s (Jones 1995). In his study of the 
Chicago meat packers trust, Libecap (1992) also notes the key role 
of farmer interests in pushing antitrust legislation. In particular,

Of the fi fty-nine petitions regarding trusts sent to the 51st Con-
gress prior to the enactment of the Sherman Act, all but two 
came from Illinois, Indiana, Iowa, Kansas, Kentucky, and 
 Tennessee and were presented by such groups as the Farmers 
Union, Farmers Alliance, Farmers Mutual Benefi t Association, 
and Patrons of Animal Husbandry. The lobbying appears to 
have had the desired impact on members of Congress from the 
Midwest. At least thirteen of the sixteen antitrust bills intro-
duced in the House, 50th Congress, 1st session, and all eighteen 
of the bills introduced in the House, 51st Congress, 1st session, 
were sponsored by Midwestern or southern representatives 
(Libecap 1992: 256). 

From the ashes of the Populists came the Progressives. Progres-
sivism was a heterogeneous reform movement that arose in reaction 
to many of the same issues that the Populists found objectionable 
(Cooper 1990; Wiebe 1967). Jones (1995: 369) argues that Progres-
sives were those who were “disturbed by the rise of the trusts, the 
growing concentration of wealth, the spread of political corruption, 
the widening of social divisions, the bitterness of industrial strife.” 
The Progressive movement initially gelled around Theodore 
Roosevelt, who assumed the presidency following William McKin-
ley’s assassination in 1901. In his fi rst address to Congress, Roosevelt 
warned of “the ‘real and grave evils’ of industrial consolidation and 
urged Congress to establish a federal agency with power to investi-
gate the affairs of the great combinations” (Jones 1995: 378). In 
1902, Roosevelt used the Sherman Act to break up the Northern 
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Securities Company, affecting the interests of J. P. Morgan, and the 
federal government brought subsequent suits against DuPont, the 
American Tobacco Company, and the Standard Oil Company. 
Roosevelt strengthened the Interstate Commerce Act with the Hep-
burn Act of 1906, and his successor, William Taft, prosecuted trusts 
even more assiduously. The highpoint was the breakup of Standard 
Oil in 1910. Taft also promoted other important reforms, such as 
the introduction of a federal income tax, which resulted from ratifi -
cation of the 16th Amendment to the Constitution in 1913.

The apogee of progressive reforms came with the election of 
Woodrow Wilson in 1912. As Wilson (1913: 286) notes: “If monop-
oly persists, monopoly will always sit at the helm of government. I 
do not expect to see monopoly restrain itself. If there are men in this 
country big enough to own the government of the United States, they 
are going to own it.”

Wilson signed the Clayton Anti-Trust Act in 1914 and created the 
Federal Trade Commission. In addition, under the impetus of the 
Pujo Committee’s investigation into the “money trust,” Wilson 
moved to increase regulation of the fi nancial sector, which led to the 
creation of the Federal Reserve Board in 1913.

Crucial to this period of reform was the role of the press. In 
1906, Roosevelt had coined the term muckraker (from a character, 
“the man with the muckrake,” in Bunyan’s Pilgrim’s Progress) for 
what he regarded as intrusive journalism. The term stuck and the 
muckrakers played an important role in exposing the ills of the 
existing system. Most famous were people like Ira Tarbell, whose 
1904 History of the Standard Oil Company played a key role in 
moving public opinion against Rockefeller and his business inter-
ests. The newspaper magnate William Randolph Hearst also played 
a salient role, and his 1906 serialization in The Cosmopolitan of 
articles by David Graham Phillips called “The Treason of the Sen-
ate” galvanized the campaign to introduce direct elections for the 
Senate, another key Progressive reform that occurred with the enact-
ment of the 17th Amendment in 1914. A fi nal, much-publicized 
piece of muckraking that infl uenced the public’s reception of Pujo 
Committee’s fi ndings was Brandeis’s (1914) book Other  People’s 
Money and How Bankers Use It, which described a series of fi nan-
cial scandals.

All this antitrust activity seems to have checked, and in some 
cases even reduced, the extent of industrial concentration. Table 
3.3 reports data on the output shares of the four largest fi rms in 
various industries in 1860, 1901, and 1963. Rapid concentration 
is evident in many industries between 1960 and 1901, for example, 



100 robinson

boots and shoes, liquor, meatpacking, and tobacco, but there is 
little evidence of further concentration between 1901 and 1963. 
Figures 3.2 and 3.3 show that the Progressive era coincided with 
the peak of inequality, after which inequality fell quite dramati-
cally. Finally, the assault on monopolies and the power of business 
trusts went hand-in-hand with sustained economic growth. Indeed, 
growth was much faster during 1900–14 than it had been during 
the previous decade. Figure 3.4 shows that sentiment at the time 
linked the breakup of monopolies to growth, and the fi gure shows 
President Wilson fueling the pump of prosperity by breaking up 
the trusts. 

Table 3.3 A Comparison of Industrial Concentration in 
1860, 1901, and 1963 
(output share of four largest fi rms)

1860 1901 1963

Industry Northeast Midwest South National Regional National

Agricultural 
 implements 45 16 20 41 — 43
Boots and 
 shoes 4 16 6 26 — 25
Chemicals 96 100 24 — 56
Clothing 6 15 40 — 8
Cotton 
 goods 14 99 30 20 — 30
Flour 
 milling 12 4 11 39 — 35
Furniture 13 18 10 — 23 11
Iron 
 castings 32 14 66 46 28
Iron bar 29 100 37 46 71 50
Leather 7 26 11 26 — 18
Liquor 7 9 21 39 68 47
Lumber 
 milling 10 6 9  0.5 18 11
Machinery 30 15 25 41 — 93
Meat- 
 packing 21 32 39 39  40 16
Tobacco 17 18 9 50 — 59
Woolen 
 goods 17 7 42 20 — 54

Source: Atack and Passell 1994: 464.
Note: — = not available.
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Reasons Behind the Different Outcomes in the 
South and the North

The contrast between the failed transition after the Civil War in the 
South and the successful antitrust movement can be linked to differ-
ent features of the two cases.

Failure of Reconstruction in the South

If the planter elites were a major impediment to reform, why did the 
North not move against them? The failure of reform began as early 
as 1865, when it became clear that freed blacks would not get the 
40 acres and a mule that they had been promised during the war. In 
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Figure 3.4 A Contemporary View of the Growth Effects of 
Antitrust Actions

addition, the planters remained in place. After the war was over, the 
victorious North was not prepared to pay to reorganize the South 
and had little economic incentive to do so. Northern industrial inter-
ests did not anticipate that the South would be a relatively important 
market for their goods. Not only did the North have little direct 
economic interest in reforming the South, but also it had confl icting 
political motivations. Critically, 700,000 black votes gave Ulysses S. 
Grant the presidency in 1868. The Northern Democrats also saw the 
possibilities of a coalition with white Southern Democrats.

Because the Southern states became pivotal to the outcome of 
national elections, this allowed them to obtain many concessions. 
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The most obvious was the compromise of 1877 and the disputed elec-
tion of Republican Rutherford B. Hayes. The Electoral Commission  
gave disputed Southern Electoral College votes to Hayes, who pla-
cated Southern Democrats by withdrawing Northern troops from 
the South and ending Reconstruction.

Success of the Progressives

Several key factors seem to have led to the success of the Populists’ 
and Progressives’ reforms. Most important, they were preceded by 
decisive political reforms, particularly the introduction between 
1888 and 1892 of the use of the Australian ballot in elections. The 
reform of the ballot massively reduced vote buying and clientelism 
and allowed the emergence of a much less corrupt form of politics 
that was more focused on programmatic issues and reform. Figure 
3.5 shows a contemporary view of the connection between democ-
racy and antitrust activities. 

A realignment of politics in the 1890s followed these reforms. 
The South and many states of the Midwest became Democratic, 
while the Northeast and upper Midwest became Republican. This 
shift had the effect that rural interests, who were hurt by the monop-
olies, found common cause within the Democratic Party. The Dem-
ocrats’ espousal of an antitrust platform naturally infl uenced the 
policy platform of the Republicans. 

Another factor, evidenced in the Wilson quote cited earlier, is that 
the economic elites were separate from the political elites. The 

Figure 3.5 Democracy Demolishing the Trusts
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political  elites feared the power of the economic elites and thus had 
a collective interest in disciplining them and ensuring that they did 
not take over politics that transcended party lines.

Finally, the independence and fl owering of a free press clearly 
played a signifi cant role.

Lessons for Mexico

Theory and evidence suggest that monopolies and concentrated 
industries are less innovative than competitive ones (Aghion and 
Griffi th 2005), and this is certainly consistent with the historical 
evidence from the United States. Large concentrations of wealth can 
also undermine democratic institutions and create political instabil-
ity (Acemoglu and Robinson 2006).

The issue is whether Mexico can or will do something about the 
situation in relation to monopolies and wealth inequalities currently 
prevalent in that country. Can a political coalition along the line of 
the Progressives form in Mexico? Although Mexico has reformed 
politically and has a free press (Lawson 2002), one obvious problem 
is that the country’s progressive coalition seems to cut across party 
lines. An important part of U.S. Progressivism was that it found a 
home in the platform of the Democratic Party. In Mexico, the rural 
sector has, to an extent, already been empowered by democratization, 
as witnessed by such social programs as Oportunidades, which have 
shifted policy away from its historical bias toward the urban sector. 
The catch is that much of the rural sector votes for the Institutional 
Revolutionary Party, which includes many who oppose reform, mak-
ing it unlikely that the party will espouse a progressive platform.

Another interesting feature is the relationship between the eco-
nomic and political elites. In Russia, President Vladimir Putin moved 
against the economic oligarchs because they were too strong and 
blocked his consolidation of power. The balance of power between 
these different elites in Mexico remains to be seen, but this issue is 
certainly a key one for those interested in reforms.

Notes

 1. Scholars have hotly debated the relative poverty of the South. Even 
though Fogel and Engerman (1974) point out that if the South had been an 
independent country, it would have been among the 10 richest in the world 
in 1860, the consensus view is that at that time the South was relatively 
backward with poor institutions, a view that in its modern form goes back 
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to at least Genovese (1965). It was relatively prosperous compared with 
other parts of the world at the time because it had recently benefi ted from 
a huge boom in cotton prices (Wright 1978), and also because it was embed-
ded in a society whose institutions were formed in the 17th century, before 
the development of the plantation economy. 

 2. Du Bois (1903: 120) describes the aftermath of emancipation as 
follows: “What did such a mockery of freedom mean? Not a cent of money, 
not an inch of land, not a mouthful of victuals, not even ownership of the 
rags on his back. Free! On Saturday, once or twice a month, the old master, 
before the war, used to dole out bacon and meal to his Negroes. And after 
the fi rst fl ush of freedom wore off, and his true helplessness dawned on the 
freedman, he came and picked up his hoe, and old master still doled out his 
bacon and meal. The legal form of service was theoretically far different; in 
practice, task-work or ‘cropping’ was substituted for daily toil in gangs; and 
the slave gradually became a metayer, or tenant on shares, in name, but a 
laborer with indeterminate wages in fact.”

 3. Key (1949: 8–9), for example, notes:“Two-party competition would 
have been fatal to the status of black-belt whites. It would have meant in the 
‘nineties an appeal to the Negro vote and it would have meant . . . Negro rule 
in some black-belt counties. From another standpoint, two-party competition 
would have meant the destruction of southern solidarity in national politics. . . . 
Unity on the national scene was essential in order that the largest possible bloc 
could be mobilized to resist any national move towards interference with 
southern authority to deal with the race question as was locally desired.”

References

Acemoglu, Daron, and James A. Robinson. 2006. Economic Origins of 
Dictatorship and Democracy. New York: Cambridge University Press.

Aghion, Philippe, and Rachel Griffi th. 2005. Competition and Growth: 
Reconciling Theory and Evidence. Cambridge, MA: Massachusetts Insti-
tute of Technology Press.

Atack, Jeremy, and Peter Passell. 1994. A New Economic View of American 
History: From Colonial Times to 1940, 2nd ed. New York: Norton.

Bateman, Fred, and Thomas Weiss. 1981. A Deplorable Scarcity: The Failure 
of Industrialization in the Slave Economy. Chapel Hill, NC: University of 
North Carolina Press.

Brandeis, Louis. 1914. Other People’s Money and How the Bankers Use It. 
New York: Stokes.

Cobb, James C. 1984. Industrialization and Southern Society, 1877–1984. 
Lexington, KY: University Press of Kentucky.

Cooper, John M. 1990. Pivotal Decades: The United States 1900–1920. 
New York: W. W. Norton.



106 robinson

Du Bois, W. E. B. 1903. The Souls of Black Folk. New York: A. C. McClurg.
Easterlin, Richard A. 1960. “Interregional Differences in Per Capita Income, 

Population, and Total Income, 1840–1950.” In Conference on Research 
in Income and Wealth: Trends in the American Economy in the Nine-
teenth Century, Studies in Income and Wealth, vol. 24, 73–140. Prince-
ton, NJ: Princeton University Press.

Fogel, Robert W., and Stanley L. Engerman. 1974. Time on the Cross: The 
Economics of American Negro Slavery. Boston: Little, Brown.

Foner, Eric. 1989. Reconstruction: America’s Unfi nished Revolution, 1863–
1877. New York: Perennial Library.

Genovese, Eugene D. 1965. The Political Economy of Slavery: Studies in the 
Economy and Society of the Slave South. New York: Pantheon Books.

Haber, Stephen H., Herbert S. Klein, Noel Maurer, and Kevin J. Middle-
brook. 2008. The Second Mexican Revolution: Economic, Political and 
Social Change since 1980. New York: Cambridge University Press.

Jones, Maldwyn A. 1995. The Limits of Liberty: American History 1607–
1992, 2nd ed. New York: Oxford University Press.

Josephson, Matthew. 1934. The Robber Barons. Orlando, FL: Harcourt.
Key, V. O., Jr. 1949. Southern Politics: In State and Nation. New York: 

Vintage Books.
Kousser, J. Morgan. 1974. The Shaping of Southern Politics: Suffrage 

Restriction and the Establishment of the One-Party South, 1880–1910. 
New Haven, CT: Yale University Press.

Lamoreaux, Naomi R. 1985. The Great Merger Movement in American 
Business, 1895–1904. New York: Cambridge University Press.

Lawson, Chappell H. 2002. Building the Fourth Estate: Democratization 
and the Rise of a Free Press in Mexico. Berkeley, CA: University of 
 California Press.

Libecap, Gary B. 1992. “The Rise of the Chicago Packers and the Origins 
of Meat Inspection and Antitrust.” Economic Inquiry 30: 242–62. 

Lindert, Peter H. 2000. “Three Centuries of Inequality in Britain and  America.” 
In The Handbook of Income Distribution, ed. Anthony B. Atkinson and 
François Bourguignon, 167–216. Amsterdam: North-Holland.

Margo, Robert A. 1990. Race and Schooling in the South, 1880–1950: An 
Economic History. Chicago: University of Chicago Press.

Ransom, Roger L., and Richard Sutch. 2001. One Kind of Freedom: The 
Economic Consequences of Emancipation, 2nd ed. New York: Cambridge 
University Press.

Sanders, Elizabeth. 1999. Roots of Reform: Farmers, Workers and the 
American State, 1877–1917. Chicago: University of Chicago Press.

Schmookler, Jacob. 1972. “Time Series of Patents Classifi ed by Industry, 
United States 1837–1957.” In Patents, Inventions and Economic Change: 
Data and Selected Essays, ed. Zvi Griliches and Leonid Hurwicz.
Cambridge, MA: Harvard University Press.



the political economy in mexico 107

Schulman, Bruce J. 1994. From Cotton Belt to Sunbelt: Federal Policy, 
Economic Development and the Transformation of the South, 1938–
1980, Durham, NC: Duke University Press.

Tarbell, Ida M. 1904. The History of the Standard Oil Company. New 
York: Macmillan.

Wiebe, Robert H. 1967. The Search for Order, 1877–1920. New York: Hill 
and Wang.

Wiener, Jonathan M. 1978. Social Origins of the New South: Alabama, 
1860–1885. Baton Rouge, LA: Louisiana State University Press.

Wilson, Woodrow. 1913. The New Freedom: A Call for the Emancipation 
of the Generous Energies of a People. New York: Doubleday, Page and 
Company.

Woodward, C. Vann. 1951. Origins of the New South, 1877–1913. Baton 
Rouge, LA: Louisiana State University Press.

———. 1955. The Strange Career of Jim Crow. New York: Oxford Univer-
sity Press.

Wright, Gavin. 1978. The Political Economy of the Cotton South: House-
holds, Markets, and Wealth in the Nineteenth Century. New York: 
W. W. Norton.

———. 1986. Old South, New South. New York: Basic Books.





PART II 

Interactions between 
Equity, Institutions, and 

Growth in Mexico





111

4

The Inequality Trap and 
Its Links to Low Growth 

in Mexico

Isabel Guerrero, Luis Felipe 
López-Calva, and Michael Walton

Inequality and slow growth are two of the most important problems 
Mexico faces today. Analysts typically treat them as separate prob-
lems, with different roots and different policy solutions. This chapter 
argues that they are closely interconnected, and it examines a chan-
nel that can explain the link between inequality and low growth.

Social scientists generally consider inequality to be a product of 
historically shaped inequalities of opportunity transmitted across 
generations by education, ethnicity, social position, and place of 
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birth. Mexico has most commonly tackled inequality as a poverty-
related issue through measures that seek to assure decent education, 
health, and risk management instruments for all groups. Some 
interventions have been extremely successful, for example, the 
Oportunidades program. 

Economists have primarily understood low growth to be a prod-
uct of macroeconomic instability and structural problems, such as 
lack of infrastructure, high energy and telecommunications costs, 
high costs of doing business, lack of competition, narrow fi nancial 
systems, and weak rule of law—a set of issues often grouped under 
the label of lack of competitiveness. With macroeconomic stability 
currently appearing to be more robust in Mexico, the focus today is 
on addressing structural constraints and prioritizing interventions to 
yield a stronger growth response. 

However, looking at inequality and competitiveness in a piece-
meal fashion misses important parts of the dynamics of low growth. 
Understanding the loops and reinforcing mechanisms between the 
structures of inequality and weak growth dynamics is an important 
contribution to the public debate and opens many new areas for 
future research.

We argue that understanding the dynamics of the entire distribu-
tion in Mexico is essential. Household surveys seldom capture the 
income of the elite, and the distribution of wealth and power at the 
top of the distributional pyramid is often more important than income 
alone. We then argue that inequalities of infl uence can result in lack 
of competitiveness by affecting both markets and policies. Unequal 
structures can cause ineffi ciencies in how markets and other institu-
tions function through concentrated corporate control and union 
infl uences on product, fi nancial, and labor markets. Infl uences may 
also occur on the choices of policy and institutional designs that favor 
anticompetitive and rent-seeking policies, which are bad for growth.

With a few exceptions, the six-year term of offi ce of President 
Vicente Fox did not address the growth-reducing aspects of inequal-
ities of infl uence. At the time of writing, what would be done during 
the term of President Felipe Calderón remained unclear. This is one 
of most important challenges behind the weak growth dynamics 
underlying the Mexican economy. The World Bank (2005b) argues 
that inequity is not only bad for poverty reduction, but also can 
hurt effi ciency and growth. Mexico is an excellent example of how 
this is taking place today (see also Bourguignon and Walton 2006 
for a general discussion of these issues for Latin America, and 
 Esteban and Rag 2006 for a relevant theoretical account).

We focus on the growth-reducing influence of concentrated 
wealth and monopoly power in the business sector and unions in 
protected sectors. The infl uence of interconnected elites, as well as 
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the infl uence of some organized corporatist groups, such as teachers, 
Instituto Mexicano del Seguro Social (IMSS) workers, and the farm-
ers’ lobby, are of particular relevance in underpinning inequality 
traps—structures of inequality that tend to perpetuate themselves 
over time. (For informal accounts of the concept of an inequality 
trap, see Rao 2006; World Bank 2005a. Also Bourguignon, Ferreira, 
and Walton 2007 present a formal account).

Strong institutions can countervail concentrations of power, but 
when a country’s institutions are weak, a few predominant groups 
can have adverse effects on market functioning and on policy design, 
as schematically presented in fi gure 4.1. By weak institutions, we 
mean those that are incapable of constraining the infl uence of pow-
erful groups in the interests of the broader society, including future 
generations. Relevant institutions include the regulatory bodies, the 
judicial system, the legislature, the civil service, the political parties, 
and the executive itself (see Glaeser, Sheinkman, and Shleifer 2003 
for a discussion of how weak justice systems tend to benefi t the rich 
and powerful). Policy can be distorted in two ways: when policy 
design directly serves powerful interests and when policy makers are 
forced to undertake suboptimal policies because of the effective veto 
of the powerful on fi rst-best reforms.

Both unequal structures and overall institutional arrangements 
are products of the broader pattern of power and history of each 
country. For Mexico, we are particularly interested in whether big 

Figure 4.1 How Unequal Structures Cause Suboptimal 
Development
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business and corporatist groups (primarily unions in protected 
 sectors, part of the legacy of Mexico’s corporatist tradition) have 
continued to distort policy design and market functioning in the 
wake of the large changes associated with economic liberalization, 
the North American Free Trade Agreement, and the recent democ-
ratization under President Fox.

Using the framework in fi gure 4.1 as a basis for analysis, this 
chapter examines the following questions:

•  How are business elites and corporatist groups positioned rela-
tive to traditional measures of distribution in Mexico?

•  What is the institutional context in which these structures 
 operate?

•  What are the potential channels of infl uence by each group, and 
is there empirical evidence that these matter?

•  What is the impact of this infl uence on competition, competi-
tiveness, and low growth?

Groups with substantial power currently benefi t from the status 
quo and have no incentives to deviate from their behavior. Under the 
prevalent political equilibrium, they receive substantial rents at the 
cost of growth dynamism. We are interested in whether a different 
equilibrium exists in which the Mexican economy could be on a 
lower inequality and higher growth path. Such an equilibrium, while 
better for the economy as a whole, would imply that existing power-
ful groups were receiving smaller rents. 

Wealthy and Corporatist Groups within the 
Overall Distribution of Wealth and Power 

Both labor unions and wealthy business groups have a valuable role 
to play in a dynamic economy and society. However, the primary 
focus of this chapter is on the unequal infl uence of particular groups 
under conditions that can hurt growth and resource allocation. A 
useful fi rst step is to fi rst position both business elites and corporat-
ist groups within the traditional measure of the distribution of 
income, for which our basic reference is the National Income and 
Expenditure Survey (Encuesta Nacional de Ingresos y Gastos de los 
Hogares, or ENIGH).

Infl uence of Wealthy Entrepreneurs

In assessing the position of the wealthy, the ENIGH indicates that 
Mexico is highly unequal by international standards when measured 
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by income: in 2000, the incomes of the top 10 percent of the popu-
lation were 45 times those of the bottom 10 percent. The Gini coef-
fi cient was 0.546, high by international standards, but slightly 
lower than in Brazil, Bolivia, Colombia, and Chile (De Ferranti and 
others 2004). However, as the ENIGH does not capture the truly 
wealthy, we complement its measures with the Forbes Magazine 
listing of the wealth of billionaires. This source has many weak-
nesses, but it provides an independent basis for looking at extreme 
wealth in Mexico over time and in an international context.1 In 
2008, the Forbes database showed that Mexico had 10 billionaires 
with a total net worth of US$96 billion, up from US$25 billion in 
2000. Movement occurs in and out of the list, with a total of 
20 individuals or families declaring a net worth of US$1 billion or 
more during 1996–2006, and an additional 10 who appeared for 
only a year or two around 1994. Most of these had inherited part 
of their wealth, and almost half had benefi ted from the privatiza-
tions of the early 1990s. Current wealth derives from businesses in 
a variety of sectors, including mining, banking, telecommunica-
tions, beer, cement, pharmaceuticals, retail, real estate, television, 
and tortillas.

The ratio of total net worth of billionaires to gross domestic prod-
uct (GDP) rose from 4 percent of GDP in 2000, to around 6 percent 
in 2004–06, and then to an estimated 10 percent in 2008 (fi gure 4.2).2 

Figure 4.2 Ratio of Net Worth of Mexican Billionaires to 
GDP, 1990–2008
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Signifi cant changes have occurred over a longer time period. In both 
absolute value and as a ratio of GDP, extraordinary growth was 
apparent between 1989 and 1993, with a high, but short-lived, peak 
in 1994 at the end of President Carlos Salinas de Gortari’s term. 
Sharp fl uctuations took place during the turbulent 1995–96 period, 
and growth has been steady since 2003. 

In an international context, the ratio of Mexico’s billionaire 
wealth to GDP is higher than in most countries, but is not the high-
est (fi gure 4.3). In 2007, Mexico had a higher ratio of billionaires to 
GDP than Brazil, Colombia (both of which have higher measured 
income inequality according to household surveys), most other lower- 
and middle-income countries, Japan, and the United Kingdom. The 
ratio was about the same as for Chile and the United States and 
lower than that for India, Kuwait, Malaysia, Russia, and Saudi Ara-
bia. Compared with the mid-1990s, India has shot up from a very 
low ratio, while countries affected by the East Asian crisis—notably 
Indonesia and Thailand—experienced signifi cant falls in the wealth 
to GDP ratio. 

Information about the income of billionaires that can be compared 
with the ENIGH is not available. To provide a purely indicative com-
parison, we calculated their implicit income, conservatively assuming 
an annual return of 5 percent on their wealth and comparing this 
amount with average income and the income of the top 1 percent, 0.1 
percent, and 0.01 percent of the distribution in the survey (fi gure 4.4). 
For consistency, we used the same family size of three recorded for 
the top 1 percent of the ENIGH. Incomes are on a log scale, because 
otherwise putting the fi gures in one graph would be impossible. 
According to this purely suggestive calculation, billionaires have a 
potential income of almost 400 times the top 0.1 percent in the survey 
and some 14,000 times that of the population average.

Concentrations of family wealth can lead to much greater con-
centrations of corporate infl uence through pyramidal structures of 
corporate ownership, in which interconnected patterns of corpo-
rate ownership imply that families control assets that are a multiple 
of their actual ownership. For Mexico, evidence indicates that fam-
ily control is important: in the mid-1990s, 100 percent of both the 
20 largest fi rms and a sample of 10 medium-sized fi rms were family 
owned, a high ratio by international standards (table 4.1).

Complementing these indicators, securities markets are highly 
concentrated and play a limited role in fi nancing the bulk of the 
private sector. Among listed fi rms, 15 represent more than 80 
 percent of the sample used in the stock market index (Índice de 
Precios y Cotizaciones) and more than 40 percent of total stock 
market capitalization. This is an underestimate of the extent of big 



Figure 4.3 Net Worth of Local Billionaires in Relation to GDP, Mexico in International Context, 2007

Sources: http://www.forbes.com; World Bank 2007.
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business control, as accounting for pyramidal structures would 
show a higher concentration. Mexican stock market legislation 
makes assessing the importance of such a phenomenon diffi cult 
given the absence of information about minority shareholding with 
control rights. Castañeda (2000) analyzes the potential implications 
of pyramidal structures in Mexico’s corporate sector using existing 
information to track the actual control rights structure in several 
Mexican corporations. In particular, he shows that control rights 
are highly concentrated, both because family members own large 
holdings of stock in these fi rms, and also because using pyramids 
and issuing nonvoting shares are common practices. More impor-
tant for the purposes of our argument, control rights in the hands 
of a few large shareholders can provide incentives for extracting 
rents from the controlled fi rms at the cost of other shareholders (a 
phenomenon known as tunneling in the corporate governance lit-
erature) and can reduce aggregate productivity.

A similar picture emerges in the fi nancial sector, where the bank-
ing system has traditionally been highly concentrated in a few banks 
(and with lending going to larger fi rms, often connected to bank 
owners, and at favorable terms) (see Haber, Maurer, and Razo 2003 
on history; Haber 2005 on the 1994 tequila crisis and cleanup; 

Figure 4.4 Implicit Income of Billionaires Compared with 
the Incomes of the Richest Groups in the ENIGH, 2004

Sources: Authors’ calculations from the ENIGH 2004; http://www.forbes.com.
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Table 4.1 Measures of Family Control, Selected Economies, 1995
(percent)

20 largest fi rms 10 medium-sized fi rms 20 largest fi rms 10 medium-sized fi rms

Country
20% 

threshold
10% 

threshold
20% 

threshold
10% 

threshold Country
20% 

threshold
10% 

threshold
20% 

threshold
10% 

threshold
Argentina 65 65 80 80 Japan 5 10 10 10
Australia 5 10 50 50 Korea, Rep. of 20 35 50 80
Austria 15 15 17 17 Mexico 100 10 100 100
Belgium 50 50 40 40 Netherlands 20 20 20 20
Canada 25 30 30 50 New Zealand 25 45 29 36
Denmark 35 35 40 40 Norway 25 25 40 40
Finland 10 10 20 20 Portugal 45 50 50 50
France 20 20 50 50 Singapore 30 45 40 60
Germany 10 10 40 40 Spain 15 25 30 30
Greece 50 65 100 100 Sweden 45 55 60 60
Hong Kong 70 70 90 90 Switzerland 30 40 50 50
Ireland 10 15 13 25 United Kingdom 0 5 40 60
Israel 50 50 60 60 United States 20 20 10 30
Italy 15 20 60 80

Source: Morck and Yeung 2004.
Note: Family control is inferred if the largest shareholder is a family and if its stake is greater than either a 20% or 10% voting-control threshold. 

Samples are the 20 largest publicly traded fi rms, ranked by December 1995 market capitalization, in each country, and the 10 fi rms with market capital-
ization just greater than US$500 million in December 1995.
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La Porta, López-de-Silanes, and Zamarripa 2003 for evidence on 
related lending). The reforms following the 1994 crisis cleaned up 
the system, but they led to an even more concentrated system. The 
share of assets of the fi ve largest banks rose from 74 percent in 1994 
to 88 percent in 2001, making Mexico’s banking system one of the 
most concentrated in the world. However, in contrast to the situa-
tion before 1994, the system is almost entirely in foreign ownership, 
and there is no evidence of favored, related lending.

Effects of Unions

Unions can play a valuable role in protecting the interests of their 
members and in promoting broader public debate in a democratic 
society, but union infl uence can have costs for society as a whole 
when it is exercised in protected sectors and via the political pro-
cess. Of particular interest in Mexico are unions in the state-owned 
sectors: the oil and gas company Petróleos Mexicanos (PEMEX); 
the electricity producing companies, namely, the Comisión Federal 
de Electricidad and Luz y Fuerza Centro; the IMSS; and parts of 
the mining, airlines, education, and health sectors. Farmers’ groups 
in the private and the ejido (system of community ownership of 
land in rural areas) sectors are also part of the corporatist heritage. 
The infl uential Consejo Nacional Agropecuario, which represents 
larger farmers, falls under the business rather than union structure 
of organizations.

These corporatist groups are much less rich than the truly wealthy 
but are generally signifi cantly better off than average citizens. Dif-
ferences lie both in monetary earnings and in a wide array of benefi ts 
that workers in the protected corporatist sectors enjoy, including 
housing, pensions, health benefi ts, and loans. 

Table 4.2 compares average monthly earnings for workers in 
four sectors—petroleum, energy (a proxy for electricity), telecom-
munications, and teaching—for both unionized and nonunionized 
workers for selected years between 2000 and 2005. As the table 
shows, while unionized workers in general earn more than others, 
unionized workers in these sectors earn signifi cantly more, for 
example, Mex$7,149 per month for unionized teachers in 2005 and 
Mex$12,504 per month for unionized petroleum workers, com-
pared with the average for nonunionized Mexican workers in other 
sectors of Mex$3,848 per month. In all sectors except petroleum 
(and telecommunications in some years), unionized workers earn 
more than nonunionized workers (in the petroleum sector, the sur-
vey is probably catching nonunionized managers or specialized non-
unionized fi rms). Some of the earnings differences may be due to 
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differences in the workers’ characteristics, notably, more education 
and experience, which we examine later. 

These results further imply that most unionized workers in pro-
tected sectors are in the top parts of the earnings distribution. For 
instance, in 2005, 91 percent of unionized petroleum workers and 
77 percent of unionized teachers were in the top quartile (table 4.3). 
A small fraction lived in moderate poverty (roughly the bottom half 
of the distribution), and an even smaller proportion in extreme pov-
erty. However, quite a few nonunionized teachers and telecommuni-
cations workers earned low incomes. This concentration in the upper 
levels of the income distribution was steady for petroleum workers 
and teachers, it rose for energy workers, and it decreased for tele-
communications workers. 

The results underscore that union densities are much higher in 
these sectors than in the economy as a whole, with no apparent 
trend over time (table 4.4). These comparisons are only for 

Table 4.2 Average Earnings of Unionized and Nonunionized 
Workers by Sector, Selected Years 
(mean monthly earnings in August 2005, Mex$)

Types of workers 2000 2002 2004 2005
Total all workers 4,362 4,327 4,383 4,416
 Unionized 5,944 6,421 5,999 6,239
 Nonunionized 4,066 3,955 3,998 4,016
Petroleum workers 11,197 12,396 11,439 13,781
 Unionized 10,560 9,175 10,369 12,504
 Nonunionized 12,152 18,079 14,473 15,668
Energy workers 6,100 6,887 8,437 8,243
 Unionized 6,657 6,901 9,018 8,673
 Nonunionized 5,299 6,803 7,122 7,406
Telecommunications workers 9,901 11,061 8,605 6,255
 Unionized 7,134 10,357 10,100 6,640
 Nonunionized 11,591 11,351 7,946 6,080
Manufacturing workers 4,756 4,395 4,512 4,512
 Unionized 4,790 4,837 4,290 4,421
 Nonunionized 4,749 4,307 4,547 4,482
Teachers (elementary and 
 secondary schools) 6,066 6,794 6,349 6,467
 Unionized 6,763 7,455 7,164 7,149
 Nonunionized 4,253 5,027 4,494 4,640
Other workers 4,061 4,076 4,177 4,206
 Unionized 6,113 6,693 6,453 6,598
 Nonunionized 3,796 3,768 3,812 3,848

Source: Authors’ calculations based on the ENIGH 1994, 2000, 2004, and 2005.
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Table 4.3 Percentage of Unionized and Nonunionized 
Workers by Quartile of the Earnings Distribution, 2000 
and 2005
Sector q1 q2 q3 q4

Unionized workers, 2000
 Petroleum workers — — 9.01 90.09
 Energy workers — — 16.99 83.01
 Telecommunications workers — — 31.99 68.01
 Teachers 0.6 2.38 19.84 77.20
 Rest of workers 3.0 17.31 37.63 42.11
Nonunionized workers, 2000
 Petroleum workers 2.55 13.72 — 83.74
 Energy workers 9.82 25.45 12.86 51.88
 Telecommunications workers 20.60 9.43 12.96 57.01
 Teachers 15.94 17.93 28.71 37.42
 Rest of workers 29.31 27.68 22.89 20.12
Unionized workers, 2005
 Petroleum workers 0.37 0.42 8.39 90.82
 Energy workers 2.81 4.01 21.25 71.93
 Telecommunications workers — 24.73 27.97 47.30
 Teachers 1.00 4.10 17.74 77.15
 Rest of workers 4.44 12.85 30.11 52.60
Nonunionized workers, 2005
 Petroleum workers — 0.91 1.98 97.11
 Energy workers 4.74 14.53 25.33 55.39
 Telecommunications workers 15.46 24.66 12.38 47.49
 Teachers 17.65 17.53 27.49 37.32
 Rest of workers 30.47 27.41 23.07 19.04

Source: Authors’ calculations based on the ENIGH 2005.
Note: q = quarter; — = insignifi cant.

Table 4.4 Share of All Workers in Unions, by Sector, 
Selected Years
Sector 2000 2002 2004 2005
Petroleum workers 60.0 63.8 73.3 59.6
Energy workers 58.9 76.9 69.4 65.9
Telecommunications 
 workers 38.0 29.0 30.7 30.9
Teachers (elementary 
 and secondary schools) 71.4 72.8 69.1 72.3
Rest of workers 11.4 10.7 11.0 11.4
Total all workers 15.7 15.4 16.3 16.1

Source: Author’s calculations based on the ENIGH 1994, 2000, 2004, and 2005.
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reported earnings. Differences in non monetary benefi ts are sub-
stantially larger. 

Farmers represent a different and more diverse group. Farming 
households are disproportionately represented among the poor, and 
even more so among the extremely poor (World Bank 2004b). How-
ever, signifi cant inequalities are also apparent among farmers. As 
fi gure 4.5 shows, the distribution of earnings of agricultural workers 
(aged 15 and older) overlaps that of nonagricultural workers. Some 
of the more successful elements of the organized farming lobby have 
come from relatively well-off farmers.

Finally, table 4.5 looks at the pattern of growth of incomes or wealth 
of various groups during 2000–5. As the table shows, the ENIGH fi nds 
some equalization of individual incomes between 2000 and 2005, with 
poorer households and workers experiencing relatively faster growth 
and the top parts of the income distribution experiencing relatively 
slower growth. However, while the earnings of all workers in the top 
quartile of the distribution fell in real terms by 3.5 percent between 
2000 and 2005, corporatist groups saw their incomes grow by as 
much as 18 percent for unionized petroleum workers and 30 percent 
for energy workers, while teachers experienced more modest growth 
of 6 percent. By contrast, the incomes of unionized workers in other 
sectors (which faced more competition) grew by 8 percent. Among the 
rich, the ENIGH fi nds large increases of some 23 percent for the top 1 

Figure 4.5 Distribution of Incomes of Agricultural and 
Nonagricultural Workers
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Table 4.5 Real Increase in Incomes or Wealth in August 
2005 Pesos, 2000–05
(percentage change)

Group Change 2000–05
Workers, average earnings
Total all workers 1.2
Workers in bottom quartile 17.0
Workers in second quartile 13.4
Workers in third quartile 6.3
Workers in top quartile –3.5
Unionized workers in corporatist groups
Petroleum 18.4
Energy 30.3
Telecommunications –6.9
Teachers 5.7
Other sectors 7.9
Actual or implicit income of the rich
Top 10% 0.3
Top 5% 2.7
Top 1% 22.7
Net worth of billionaires unweighteda 27.3
Net worth of billionaires weighteda 32.3

Sources: Authors’ calculations based on the ENIGH 2000, 2005; http://www
.Forbes.com.

Note: All incomes are defl ated by the consumer price index.
a. 2000–04.

percent,3 while the net worth of billionaires also grew substantially 
faster than the mean at around 30 percent.

Existing Institutions Imperfectly Countervail 
Concentrated Market Power

Every society has unequal structures of power and wealth. In devel-
oped countries, institutions that provide checks and balances partly 
control this power. Such institutions range from those designed to 
offset the power of the executive branch of government through 
legislatures and independent judiciaries to sector-specifi c regulators. 
However, the mere existence of a countervailing institution is not 
enough. Weak regulators can be captured by the fi rms they are 
designed to regulate; weak justice systems are more likely to serve the 
interests of the wealthy and powerful (see, for example, Stigler 1971 
on regulatory capture; Glaeser, Sheinkman, and Shleifer 2003 on 
the judicial system). The contemporary analysis presented in this 
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section draws on a number of historical interpretations, in particu-
lar, Castañeda (1995); Haber, Maurer, and Razo (2003); and Tornell 
and Esquivel (1995). For an account of the recent period, see Haber 
and others (2008).

The legislature is now a genuine forum for the pursuit of interests 
by both parties and factions, but in many respects it remains in a 
transitional state. Corporatist groups have effective representation 
through deputies and senators linked to groups such as teachers, 
farmers’ associations, and specifi c unions, notably the union for 
PEMEX workers. On the positive side, Mexico has the advantage of 
having relatively programmatic parties with distinct policy orienta-
tions. However, the party groups in the legislature have little experi-
ence with policy formulation and debate, and their incentives are to 
further their short-run electoral prospects rather than long-term 
reform processes. With the transition from dominance by the Insti-
tutional Revolutionary Party to democracy, the time horizon for 
policy design has been substantially reduced, with incentives shifting 
from long-term, repeated interactions between different groups to 
shorter-term opportunistic behavior. There is also a weak capacity 
to acquire and analyze information, which is an issue of particular 
importance in policy areas, such as tax reform or private participa-
tion in energy, where public opinion is poorly informed about the 
connections between policy choices and outcomes.

Regulatory agencies are an important set of institutions that 
counterbalance concentrated power in specifi c sectors in developed 
economies, but Mexican regulators lack autonomous power. The 
exception—and an important one—is the Central Bank of Mexico, 
whose independence was granted in the wake of the dramatic costs 
of macroeconomic instability during the 1970s and 1980s. Other 
regulators fall into two categories: (a) de-concentrated bodies, which 
have technical and operational autonomy but fall directly under the 
auspices of sector ministries; and (b) departments within sector min-
istries. None of the regulating agencies is fully autonomous, because 
their budgets and personnel depend on the executive branch. The 
least autonomous are the transport regulators, which are adminis-
trative units within the Department of Transport. All other regula-
tors function as de-concentrated bodies, including the following: 

•  Comisión Nacional del Agua, Environment Department, 
administers and preserves water;

•  Comisión Reguladora de Energía, Department of Energy, regu-
lates natural gas and electricity;

•  Comisión Federal de Telecomunicaciones (COFETEL), 
Transport and Communication Department, regulates tele-
communications;
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•  Comisión Bancaria y de Valores, Treasury, supervises and regu-
lates banks and the fi nancial sector;

•  Comisión Nacional Seguros y Finanzas, Treasury, supervises 
and regulates insurance;

•  Comisión Nacional de Sistemas de Ahorros para el Retiro, 
Treasury, supervises and regulates pension funds;

•  Comisión Federal de Competencia (CFC), Department of the 
Economy, sanctions monopoly practices and oversees com-
petition; and

•  Comisión Federal de Mejora Regulatoria, Department of the 
Economy, ensures transparency in the elaboration and imple-
mentation of administrative regulations. 

The various agencies differ signifi cantly from each other. The anal-
ysis in the next section focuses on the contrast between COFETEL and 
the CFC. COFETEL was set up with little power. It makes recommen-
dations to the secretary of Transport and Communications rather than 
directly imposing sanctions. The CFC, by contrast, was set up with 
greater structural independence, with commissioners appointed for 
extended terms. It has the capacity to make decisions about monopo-
listic practices and to impose fi nes or changes in fi rm behavior. These 
decisions, however, ultimately depend on the judicial system.

An independent and well-functioning judicial system is essential 
for protecting the property rights that fi rms and fi nancial institutions 
need to support investment and lending decisions. It helps to avoid 
biases based on the capacity to bribe or use political infl uence. Legal 
and judicial weakness can have a negative impact on economic 
transactions, and, even when compensatory informal mechanisms 
exist, the resulting distortions lead to excessive and usually unequally 
shared costs.

Despite several reforms, public perceptions of the effi ciency of the 
judicial system in Mexico are among the lowest in Latin America. The 
courts lack legitimacy as confl ict resolution bodies: a 2001 survey 
revealed that only 27 percent of the overall population (and only 15 
percent of young people) trusted the judiciary (World Bank 2004a). 
A Transparency International poll of 38 government agencies placed 
the Mexican judiciary 28th in international rankings (where 1 is 
perceived as the least corrupt).

About 80 percent of all judicial cases, and the great majority of 
commercial cases, are initiated in state courts. The state court system 
receives about 800,000 cases per year, far above its capacity for 
processing. The state courts are also subordinated to federal courts 
through amparos (stays of action), which are designed for federal 
judges to review possible violations at the state level. Some 50,000 
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amparos were sent to federal court in 2000, of which 29,000 came 
from state judiciaries. These extend the length and cost of litigation 
and reduce the legitimacy of local courts. In addition, because plac-
ing an amparo is costly and requires specialized counsel, its use is 
skewed to those with greater resources.4 The result is that the regu-
latory system is not a credible, independent threat to the behavior of 
large business interests.

Evidence on the Exercise of Unequal Power

Big business concentration is likely to be associated with a lack of 
competition, a resistance to tax increases, the existence of favored 
lending, and a narrow fi nancial system. Corporatist union and 
other infl uences are likely to be associated with ineffi cient struc-
tures in the areas of social security, electricity, and petroleum 
 production; agricultural policies favoring large farmers; and restric-
tive labor policies. As emphasized earlier, unequal infl uence can 
work both through the way markets and institutions function and 
through policy design. Furthermore, the capacity for business and 
corporatist groups to exercise unequal infl uence depends on the 
strength of countervailing institutions. 

Evidence on the Effects of Concentrated Wealth 
and Big Business

In this section, we present some evidence that big business uses mar-
ket power to further its private interests from new analysis of regula-
tory agencies’ decisions, from reference to existing analysis of the 
workings of the fi nancial system, and from evidence on the private 
gains from control over large corporations. 

Evidence from Competition Policy

For the fi eld of domestic competition, the institutional structure (the 
CFC) is that of a relatively independent regulatory agency, but one 
that is working within a weak overall judicial context. The CFC makes 
assessments as to whether a company’s behavior is anti competitive 
and imposes fi nes, requires changes in behavior, or both. Market share 
in the relevant market is only one variable the CFC considers in its 
investigations. Following the spirit of most modern competition codes, 
having market power is not unlawful, but exercising such power and 
hurting consumers is considered to be a problem. A sanctioned com-
pany may appeal to the CFC, and if this appeal is unsuccessful, it can 
seek an amparo from a court. Amparos are more common when the 
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CFC’s resolutions imply changing practices that involve permanent 
monopoly rents. Prior to a June 2006 change in the legislation, an 
amparo implied that the company could legally ignore the CFC’s fi nd-
ing pending judicial resolution, a process that could take years.

As the CFC has a high degree of independence, the hypothesis we 
explore is whether the CFC is more likely to fi nd that companies the 
business elites own or control are behaving in an anticompetitive 
fashion. As the judicial system is generally judged to be weak, we 
expect to fi nd the opposite, that is, a bias in favor of these companies 
in issuing amparos. 

From information published by the CFC, we constructed a data-
base of all the resolutions issued during 1998–2004 on mergers and 
acquisitions and monopolistic practices. During this period, the CFC 
recorded a total of resolutions for 381 cases, involving 612 specifi c 
decisions, concerning monopolistic practices (fi gure 4.6). (Some 
cases involve more than one fi rm, and the resolution has to sanction 
or exonerate each specific action, thus the resolutions actually 
involve 612 specifi c decisions.)

In 39 cases, the use of amparos prevented resolutions that declared 
abuse of market power (table 4.6). In 12 of these, the amparo even-
tually resulted in judicial decisions favorable to the fi rms.

Some of the companies that were found guilty of monopolistic 
practices and have invoked amparos include Teléfonos de Mexico 
(TELMEX), RadioMóvil Dipsa (better known as TELCEL), Ferrocar-
riles del Sur, Fomento Económico Mexicano S.A., Grupo Modelo, 

Figure 4.6 CFC Resolutions on Monopolistic Practices, 
1998–2004
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and Grupo Televisa. The company Avantel has sued TELMEX nine 
times for abusing market power. The resolutions by the CFC that have 
been favorable to Avantel have implied fi nes of about US$11 million 
(which does not mean that these fi nes have been collected). Other 
important cases include cable television companies (Grupo Televisa 
and its subsidiaries) and beer production and distribution companies 
(Grupo Modelo and Cervecería Cuauhtémoc Moctezuma). 

To explore whether a big business bias exists, we categorized all 
companies for which there were resolutions with respect to whether 
they were controlled, directly or indirectly, by billionaires as listed by 
Forbes. About 24 percent of the cases of abuse of monopoly power 
were related to fi rms controlled by the Forbes billionaires. To explore 
statistically whether the CFC was more likely to fi nd billionaire-
controlled companies guilty of monopolistic practices, we ran a logit 
model using a dummy variable for billionaire control and a variety 
of other controls for other factors that could infl uence the decision. 
These controls included time and sector dummies and size of fi rm 
(based on the numbers of employees). We also explored the probabil-
ity of a judge upholding an amparo. We found that billionaire-
controlled companies were more likely to be found to be engaged in 
monopolistic practices and more likely to secure an amparo. Both 
results are statistically signifi cant (table 4.7), and the change in prob-
ability, relative to other companies, is noticeable (fi gure 4.7).

The CFC also reviews mergers and acquisitions for their impact 
on competition and authorizes them. Between 1998 and 2006, 
1,297 cases were submitted for analysis, of which the CFC pre-
vented only 14. Of the total submitted, 106 submissions were related 
to billionaire-controlled fi rms and the CFC rejected only 1 of these. 
With so few rejections, a statistical analysis did not make sense.

Thus, we found that billionaire-controlled companies are more 
likely to be engaged in monopolistic practices than other fi rms and, 
if they are sanctioned, are more likely to obtain an amparo. We 
have no view on the rights and wrongs of individual cases, but we 

Table 4.6 Distribution of 
CFC Resolutions, 1998–2004

Resolutions Number of cases

Guilty 206
Not guilty 367
Amparos 39
Total 612

Source: CFC data.
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Table 4.7 Statistical Results on the Probabilities of Finding 
Monopolistic Practice and of Securing an Amparo among 
Billionaires’ Companies

Item Coeffi cient
Robust t 
statistics Marginal effect

Probability of fi nding evidence of the exercise of monopoly power

Billionaires’ companies 1.255 (4.27)*** 0.299
Number of observations 569
Probability of securing an amparo to temporarily prevent action
Billionaires’ companies 1.640 (3.78)*** 0.037
Number of observations 477

Source: Authors’ calculations based on CFC data.
Note: Controlling by size of company (proxied by the number of employees) and 

resolutions’ year and sector. Sectors are classifi ed on the basis of the Mexican clas-
sifi cation of activities and products.

***Signifi cant at 1 percent.

Figure 4.7 Effect of Being a Billionaire-Linked Company on 
the Probability of the CFC Finding Monopolistic Practices 
and Obtaining an Amparo
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note that this statistical evidence is consistent with our hypothesis 
about the interaction between concentrated business infl uence and 
institutional context.5

Evidence from the Regulation of Telecommunications 

We now look at evidence from one sector, telecommunications. 
This is of interest for two reasons. First, the privatization carried 
out under President Salinas granted a temporary monopoly to one 
of the principal companies involved in the sector, TELMEX, that 
could have allowed this company to acquire a position of market 
dominance once competition was allowed in the sector. Second, as 
noted earlier, there is some presumption that the regulatory agency, 
COFETEL, is relatively weak, because it was set up with less struc-
tural independence than the CFC. In contrast to the case of the 
CFC, we would expect regulatory decisions to be biased in favor of 
powerful incumbent fi rms. 

We constructed a database of COFETEL resolutions for those years 
for which public information is available: 1996–98 and 2003–06. 
Two categories of cases are important, namely,

•  the award of concessions (telephony, including cellular tele-
phony and public telephones; television and cable television; 
and radio)

•  the decisions on sanctions in the form of recommendations to 
the ministry on practices that hurt consumers.

We undertook statistical analysis, using a logit model, to explore 
the effect of a fi rm being billionaire controlled (in the sense noted 
earlier). We found that such companies were signifi cantly less likely 
to have a request for concession rejected and a sanction recom-
mended because of practices that hurt consumers (table 4.8). The 
last result contrasts with the relatively large number of CFC deci-
sions about monopolistic practices by the same companies. The 
effects of being a billionaire-controlled company are not trivial. 

As with the analysis of CFC data, we have no views about the 
merits of individual cases, but again we note that the statistical pat-
tern is consistent with our expectations about the interaction between 
concentrated business infl uence and, in this case, a less independent 
regulatory structure.

Evidence from the Financial Sector 

The case of Mexico’s fi nancial system has been well documented in 
past work (see, for example, Haber 2005, 2007; Haber, Maurer, and 
Razo 2003). The long history is of the evolution of a highly concen-
trated and protected fi nancial system, which furthered the private 
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interests of the intermingled banking and industrial elites. Bankers 
infl uenced laws that protected them from competition, and in turn 
provided fi nance for the government, as well as for investment in 
economic sectors. While independent regulation was weak, prior to 
the 1982 “nationalization”,6 the group of private bankers operated 
as a self-monitoring club with a mutual interest in sustaining fi nan-
cial viability.

There were two areas of post-tequila crisis resolution in the fi nan-
cial system. The fi rst was a bailout, which was probably highly 
regressive (Halac and Schmukler 2003), sustaining the belief that 
market-oriented reforms supported or bailed out the rich at the cost 
of others. The second was a set of fi nancial sector reforms that sub-
stantially strengthened the regulatory framework, accompanied by 
opening the sector to foreign ownership. The result was that more 
than 80 percent of the banking system was in foreign hands by the 
early 2000s, and the whole system has been restored to fi nancial 
health. This constitutes an institutional break for this sector from the 
old pattern of dependence on the domestic business elite, but the sec-
tor remains highly concentrated, with unusually low lending to the 
private business sector by international standards. Much of the private 
sector, especially small and medium-sized fi rms, is effectively rationed 
out of the system. Haber (chapter 8 in this volume) discusses whether 
more competition is needed in the fi nancial sector for higher growth.

Evidence from Market Valuations 

A further source of evidence is of an indirect character and concerns 
market valuations of the benefi ts of control in the corporate sector. 

Table 4.8 Statistical Results on the Probabilities of COFETEL 
Not Approving a Concession or Recommending a Sanction 
in the Telecommunications Sector

Item Coeffi cient
Robust t 
statistics

Marginal 
effect

Probability that a concession request is rejected
Billionaires’ companies –0.678 (2.06)** –0.104
Number of observations 538   
Probability that a sanction is recommended
Billionaires’ companies –1.399 (2.82)*** –0.1464
Number of observations 446   

Source: Authors’ calculations based on COFETEL data.
Note: Controlling by resolutions’ year.
**Signifi cant at 5 percent; ***Signifi cant at 1 percent.
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Specifi c evidence that control rights lead to private benefi ts in excess 
of the value to non controlling shareholders comes from the premium 
of block and voting purchases (which confer control rights) to the 
market value (which refl ects the value to noncontrolling share-
holders). Data compiled from two cross-country studies by Morck, 
Wolfenzon, and Yeung (2005) fi nd premiums of 34 to 36 percent for 
Mexico (table 4.9). This fi nding relates to a broader point: groups 
owned by the most powerful families could be the best-performing 
fi rms in a poor-performing economy if unequal infl uence leads to 
either policy design or infl uence over institutional functioning to 
create rents for these groups.

Evidence on the Effects of Corporatist Groups

We now turn to some evidence on the infl uence of corporatist groups, 
including on the rents of unions in protected sectors, on social policy 
design, and on agriculture policy. 

(Continued on the following page)

Table 4.9 Estimated Private Benefi ts of Control Measured as 
Block and Voting Premiums, Selected Countries 
(percentage premium over market value)

Country
Block 

premiuma
Voting 

premiumb Country
Block 

premiuma
Voting

premiumb

Argentina 27 — Malaysia 7 —
Australia 2 23 Mexico 34 36
Austria 38 — Netherlands 2 —
Brazil 65 23 New Zealand 3 —
Canada 1 3 Norway 1 6
Chile 15 23 Peru 14 —
Colombia 27 — Philippines 13 —
Czech 
 Republic 58 —

Poland 
Portugal

11
20

—
—

Denmark 8 1 Singapore 3 —
Egypt, Arab 
 Rep. of 4 —

South Africa
Spain

2
4

7
—

Finland 2 –5 Sweden 6 1
France 2 28 Switzerland 6 5
Germany 10 10 Taiwan, China 0 —
Hong Kong, 
 China 1 –3

Thailand 
Turkey

12
30

—
—
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Evidence on the Effects of Unionized Workers
in Protected Sectors 

Unions can infl uence outcomes in the sectors in which they work in 
two ways: by effective bargaining for better working conditions and 
by infl uencing overall policy for the sector. We are particularly inter-
ested in those unions, originally part of corporatist structures, in the 
major protected or public sectors, notably petroleum, electricity, IMSS 
workers, and teachers. Workers in telecommunications are also of 
interest given the dominant market position of billionaire-controlled 
fi rms. Unions can extract rents and can also prevent productivity-
enhancing reforms from taking place or reduce aggregate productivity 
through their impact on the quality of health services or education. 
Thus, introducing more effi cient and competitive union institutions 
has spillover effects on the overall economy.

As seen earlier, earnings in petroleum, energy, telecommunica-
tions, and teaching are, on average, above those in other sectors, 
especially for unionized workers in these sectors. However, to see if 
there is evidence of workers enjoying rents, we want to know if these 
premiums still hold after controlling for other infl uences on earnings. 
Using the ENIGH, we can control for the education and experience 
of workers, the main individual characteristics affecting earnings in 
the labor market. We use data for all workers with a Heckman-
corrected earnings function and show the results in table 4.10. 
Returns to education are about 10 percent per year of education, and 

Table 4.9 (Continued)

Country
Block 

premiuma
Voting 

premiumb Country
Block 

premiuma
Voting

premiumb

Indonesia 
Israel 

7
27

—
—

United 
 Kingdom 2 10

Italy 37 29 United States 2 2
Japan –4 — Venezuela, 

 R. B. de 27 —Korea, Rep. of 16 29

Source: Morck, Wolfenzon, and Yeung 2005.
Note: — = not available.
a. The block premium is the average across control transactions of the difference 

between the price per share paid for the control block and the exchange price two days 
after the announcement of the control transaction, dividing it by the exchange price 
two days after the announcement, and multiplying the ratio by the proportion of cash 
fl ow rights represented in the controlling block and expressed as a percentage premium, 
(see Dyck and Zingales 2004, table 2, for details). Years are from selected transactions 
from 1900–2000 for the block premium and 1997 for the voting premium.

b. The voting premium is the average of estimated total vote value as a percentage 
of fi rm value, (see Nenova 2003, table 5, for details). Transactions are from 1997.
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Table 4.10 The Effects of Union and Sector on Workers’ 
Earnings, Selected Years

2000 2002 2004 2005

Schooling (in years) 0.123
(29.49)***

0.097
(35.78)***

0.096
(47.44)***

0.094
(52.50)***

Age 0.079
(15.56)***

0.075
(18.02)***

0.073
(20.78)***

0.068
(22.02)***

Age squared –0.001
(12.19)***

–0.001
(13.32)***

–0.001
(16.33)***

–0.001
(17.07)***

Gender 0.177
(5.44)***

0.122
(4.93)***

0.188
(8.06)***

0.167
(9.64)***

Union 0.389
(11.08)***

0.384
(14.79)***

0.333
(7.09)***

0.382
(19.37)***

Petroleum 0.804
(7.43)***

0.783
(8.29)***

0.718
(4.26)***

0.709
(7.27)***

Telecommunica-
tions

0.394
(1.93)*

0.382
(2.14)**

0.318
(3.56)***

0.197
(2.58)***

Manufacturing 0.139
(3.37)***

0.099
(3.78)***

0.133
(5.79)***

0.152
(8.10)***

Teachersa 0.160
–1.63

0.136
–1.53

0.225
(4.23)***

0.275
(4.09)***

Other (omitted) n.a. n.a. n.a. n.a.
Petroleum* union –0.149

–0.86
–0.407
(2.54)**

–0.382
(1.87)*

–0.357
(2.88)***

Telecommunica-
tions* union

–0.353
–1.49

0.002
–0.01

0.101
–0.8

–0.24
–0.92

Manufacturing*
 union

–0.134
(2.14)***

–0.169
(3.52)***

–0.194
(3.48)***

–0.239
(6.50)***

Teachers* uniona –0.081
–0.75

0.021
–0.22

0.026
–0.35

–0.122
(1.67)*

Constant –0.527 –0.004 –0.033 0.116
(4.55)*** –0.05 –0.45 (1.77)*

Number of 
 observations 23,128 39,592 51,319 52,133

Source: Authors’ calculations from the ENIGH 2000, 2002, 2004, and 2005.
Note: The earnings equation was estimated with a Heckman correction for labor 

force participation. Robust statistics are in parentheses. The coeffi cients represent the 
increase in log earnings relative to all workers in other categories and are based on 
hourly earnings.

a. Only elementary and secondary school teachers.
*Signifi cant at 10 percent; **Signifi cant at 5 percent; ***Signifi cant at 1 percent. 

n.a. = not applicable.
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there is a premium of around 17 to 19 for being male for most years 
after controlling for other characteristics. After controlling for these 
factors, being unionized and being in the petroleum, telecommunica-
tions, and teaching sectors confer signifi cant premiums, and such 
premiums are fairly stable between 2000 and 2005. To obtain the 
total effects, we need to add these infl uences, as well as the interac-
tions between them.7 The results are summarized in table 4.11, which 
compares the apparent rents for unionized workers in protected sec-
tors to those of nonunionized workers in other sectors (services and 
agriculture). The average net premium for the period is 80 percent 
for petroleum, 57 percent for telecommunications, and 53 percent 
for teachers, compared with 32 percent for manufacturing workers, 
who generally work in sectors facing international competition.

Manufacturing workers play an important role as a comparison 
group, given that manufacturing went through the liberalization 
process starting in the mid-1980s. Estimating the same model for 
1984, prior to the liberalization process, the premium for being in 
manufacturing was about 28 percent, compared with an average of 
13 percent for 2000–05. Thus in these two decades, the premium fell 
to less than half the preliberalization level. Also in 1984, the premi-
ums were 43 percent for being in petroleum, compared with 75 per-
cent in 2000–05, and 34 percent for being in telecommunications, 
compared with 32 percent in 2000–05 (authors’ calculations based 
on the ENIGH 1984).

The ENIGH data source does not allow us to control for fi rm 
characteristics other than sector—there could be selection issues, 
with unobservable differences between unionized and nonunionized 
fi rms. Maloney (chapter 7 in this volume) fi nds that these further 
reduce any union premium in the manufacturing sector, supporting 
the view that unions in this sector bargain for employment rather 
than wages (see also Maloney and Ribeiro 2001).

Table 4.11 The Premium for Being Unionized and in the 
Following Sectors Relative to Being Nonunionized in 
Other Sectors, Selected Years
(percent)

Sector 2000 2002 2004 2005

Petroleum 104 76 67 73
Telecommunications 43 77 75 34
Manufacturing 39 31 27 30
Teaching 47 54 58 54

Source: Authors’ calculations based on the results reported in table 4.10.
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As noted earlier, earnings differences almost certainly understate 
the relative advantage of groups in corporatist sectors, who receive 
much greater nonmonetary benefi ts. This would imply that the fore-
going results are biased downward in terms of the premiums inclu-
sive of benefi ts. Indeed, in a competitive labor market we would 
expect monetary wages in jobs that received higher benefi ts to be 
lower than in other jobs, as workers would move between sectors 
to equalize their total remuneration, inclusive of benefi ts. Levy 
(2007) presents evidence of large movements of workers in and out 
of IMSS-related jobs (see also Maloney, chapter 7 in this volume).

Further evidence of union appropriation of rents comes from esti-
mates of the relationship between current and contingent liabilities 
implied by labor contracts and asset values. Table 4.12 shows that 
for the two electricity companies, future labor obligations are of the 
same order of magnitude as assets, implying no return to capital for 
the public owners.8 The net worth of the IMSS at the end of 2005 
was Mex$-81,662 million after taking account of the pension liabil-
ities of IMSS workers, but Mex$58,702 million without these liabil-
ities. Its income was Mex$-68,047 million after taking the pension 
costs of its own staff into account, but Mex$200 million pesos 
before (Informe al Ejecutivo Federal y al Congreso de la Unión sobre 
la Situación Financiera y los Riesgos del IMSS, 2005–2006). Exactly 
comparable data are not available for PEMEX, but calculations 
from public sources indicate that PEMEX has suffered a sharp 
decline in net capital over the past 15 years after allowing for debt 
and liabilities for labor (fi gure 4.8).

With respect to policy and institutional design, unions in pro-
tected sectors have been active in resisting policy change, for exam-
ple with respect to private investment in petroleum and energy. Le 
Houcq (2005) reviews the evidence on reform in relation to PEMEX. 
He argues that there is a “widespread consensus that PEMEX is not 
a well-run company. . . . By international standards, PEMEX has too 
many employees (approximately 138,000) . . . 80 percent of which 
belong to a union aligned with the PRI [Institutional Revolutionary 

Table 4.12 The Ratio of the Present Value of 
Liabilities in Collective Labor Agreements to Firm 
Value for Electricity Companies
Company

Luz y Fuerza del Centro
Comisión Federal de Electricidad

1.2
0.8

Benchmark 0.20 < x < 0.30
Source: Authors’ estimates based on information from the companies.
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Party]. . . . A corrupt union sells posts and lets members . . . will their 
posts to their offspring” (22). Attempts at reform to increase oper-
ational autonomy and increase effi ciency have, however, been lim-
ited. President Salinas did succeed in breaking PEMEX up into four 
different companies. President Ernesto Zedillo sought to privatize 
one of these, but he never sent the bill to Congress. President Fox 
sent several bills to Congress, but he succeeded only in making 
relatively minor changes to the appropriation of oil revenues and 
setting up a stabilization fund for extraordinary revenues. There 
was a failure to reach agreement on measures to improve corporate 
governance, including a seemingly mild proposal to place “indepen-
dent experts” on the board. While Le Houcq argues for a number 
of infl uences behind the lack of reform, including the increasing 
 number of veto players with interests in oil revenues and public 
resistance to any dilution of state control, part of the story clearly 
lies in the behavior of the union. Lajous (chapter 11) provides an 
extended discussion.

Evidence on the Impact of the Teachers’ 
Union on Education Quality

The relationship between the teachers’ union (Sindicato Nacional 
de Trabajadores de la Educación, or SNTE) and education quality 
is a further channel of indirect infl uence on institutional function-
ing. There is widespread concern that schooling quality is low in 

Figure 4.8 Net Accounting Capital of PEMEX, 1991–2006
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Mexico: an analysis of standardized student tests places Mexico at 
the bottom of the ranking among Organisation for Economic 
 Co-operation and Development (OECD) countries and among the 
bottom three countries in Latin America (OECD 2006). At the same 
time, variance in test scores across schools is relatively low. Many 
observers attribute this pattern to the weak links between teacher 
performance and learning outcomes associated with the system of 
centralized bargaining over many aspects of working conditions 
(World Bank 2006). The SNTE secured this arrangement in the 1992 
agreement on decentralization, an example of how policy design is 
distorted relative to an optimal design.

The 1992 agreement allowed for supplementary negotiations 
with state governments, and this allows for further exploration of 
the relationship between unions and outcomes. Álvarez, Moreno, 
and Patrinos (2006) explore the impact of two variables on student 
learning: the level of confl ict between the teachers’ union and the 
state government (based on a simple categorization of low, medium, 
and high levels of confl ict) and teachers’ salaries. Relative to high 
levels of confl ict, medium or low confl ict levels increase student tests 
scores by 4.6 and 9.5 points, respectively (table 4.13).

The level of confl ict also affects the association between salaries 
and student learning. Higher teacher salaries have no relationship 
with learning in medium- and high-confl ict states, but a signifi cant 
positive link in low-confl ict states (fi gure 4.9). These results do not 
allow us to draw conclusions about causality, but they are indicative 
of a richer relationship between union behavior and learning out-
comes than the nationwide results suggest. Even within a system in 
which the national union tends to lead to poor quality with relatively 
low dispersion, this suggests that change is possible or, more pre-
cisely, that incentives can make a difference in contexts in which 

Table 4.13 State Characteristics, State-Level Confl ict with 
Unions, and Student Learning
Explanatory factor Signifi cant Coeffi cient
State accountability system
Complete process and design

Yes 13.1 intervention strategies
Confl ict between state and union (relative to high levels of confl ict)
Medium Yes 4.6
Low Yes 9.5

Source: Álvarez, Moreno, and Patrinos 2006.
Note: Includes controls for parental participation, within-state decentralization, 

union infl uence over teacher appointments, and student and family characteristics.
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relationships between unions and local and state levels of govern-
ment are more cooperative. 

Evidence on the Design of Social Policy 

Unequal infl uence also shapes social policy in a variety of ways. 
We highlight two processes here: the role of the IMSS union and 
the expansion of social protection spending in the past decade 
(Levy 2006).

The IMSS’s own workers enjoy social security benefi ts that are 
better than those of private sector workers affi liated with the IMSS, 
and IMSS workers’ benefi ts are effectively cross-subsidized by these 
other workers. After lengthy and confl ictive negotiations about 
reducing these privileges, Congress eventually agreed to a reform 
that involved protecting the benefi ts of all existing IMSS workers 
while treating new entrants on the same basis as private sector 
workers receiving IMSS benefi ts. The loser was thus not incumbents 
but the union, as this effectively withdrew its powers of patronage 
in the allocation of IMSS jobs. The IMSS union successfully pressed 
the executive branch of government to withdraw the reform. This 

Figure 4.9 Interaction between Levels of State-Level Confl ict 
and the Impact of Teacher Incentives
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was a setback not only for the functioning of the IMSS, but also for 
the overall design of social security and social protection. (The 
Supreme Court eventually upheld the reform, but it is too early to 
assess its effects.)

The position of the IMSS’s own workers is only part of the 
broader distortions in the structure of social provisioning. All pri-
vate sector workers affi liated with the IMSS have access to a fi xed 
package of benefi ts, including health care, pensions, child care, and 
an array of other services. As Levy (2006) argues, it is unlikely that 
these are fully valued by all workers because of heterogeneous needs 
and preferences; problems of access to and quality of services; and 
features of the design of benefi ts, for example, the years of service 
required to qualify for a minimum pension. This provides incentives 
for workers and fi rms to choose informal work. At the same time, 
social provisioning for workers outside the IMSS system has 
expanded considerably, driven both by social concerns and the polit-
ical popularity of this category of spending. This has included 
increased support for conditional cash transfers to the extreme poor 
(under the Oportunidades program) and increased health spending 
for the poor (under the Seguro Popular, the health insurance pro-
gram for the poor). Yet to the extent that this provides further 
incentives for informalization, this leads to shifts of workers into 
lower productivity activities. 

This is less of a concern for spending oriented to the extreme 
poor, who would have been unlikely to be in the formal sector in 
any case. However, for all categories of social spending, there has 
not been any link with increased taxes, thus it has effectively been 
financed through reduced infrastructure spending, leading to 
losses in growth potential. This is a further example of unequal 
structures making fi rst-best policies infeasible and leading to a 
distorted policy mix that is neither equitable nor supportive 
of growth.

Evidence on the Agriculture Lobby and Policy Design 

Where groups do not have direct market power, concentrated infl u-
ence can still work through the political process. Farmers’ groups 
provide a good example. The North American Free Trade Agreement 
provided an extended period of protection. While this was partly to 
provide protection for the poor, Tornell and Esquivel (1995) argue 
that this was also based on political judgment. The farmers’ lobby 
can operate through policies on input subsidies and service provi-
sion. Ample evidence points to regressive subsidies for water, elec-
tricity, and other agricultural inputs (World Bank 2004b). 
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Moreover, Mexico’s agricultural labor productivity is one of 
the lowest in Latin America even though Mexico has one of the 
highest levels of public spending on agriculture (fi gure 4.10). 
Although some programs, such as the Programa de Apoyos Direc-
tos al Campo, reach a wide range of farmers, many subsidies to 
agriculture go to the richest farmers, and the aggregate impact has 
not solved Mexico’s problem of low agricultural productivity. The 
World Bank’s (2005a) interpretation is that the lack of dynamism 
is a product of ineffi cient biases toward subsidies and an appar-
ently growing number of clientelistic programs, as opposed to a 
coherent strategy for productivity growth for small and large 
farmers alike. 

The Impact of Unequal Infl uence on Growth

The impact of unequal income and wealth on growth depends on 
whether it is the result of dynamic, wealth-creating individuals or of 
rent-seeking entrepreneurs with high levels of infl uence. Interna-
tional evidence fi nds self-made billionaire wealth to be associated 
with higher growth, but evidence fi nds inherited billionaire wealth 
to be associated with lower growth (Morck, Wolfenzon, and 
Yeung 2005). As noted earlier, most contemporary billionaires in 

Figure 4.10 Low Levels of Agricultural Productivity Despite 
High Levels of Public Spending: A Comparison of Mexico 
and Other Latin American Countries
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Mexico inherited their initial wealth, while some benefi ted from the 
privatizations. Few are fully self-made.

Why should concentrated wealth hurt growth? One interpreta-
tion is that some forms of wealth concentration are associated with 
extensive control that distorts market functioning and policy mak-
ing. As Morck, Wolfenzon, and Yeung (2005: 3) argue: “Entrusting 
the governance of huge slices of a country’s corporate sector to a tiny 
collection of elites can bias capital allocation to advantage those 
elites, and can also reduce the pace of innovation. . . . In addition, to 
preserve their privileged positions under the status quo, the con-
trolling elites arguably use political connections to stymie the insti-
tutional development of capital markets and to erect a variety of 
entry barriers.” 

In the preceding section, we documented areas where there is 
specifi c empirical evidence of the infl uence of either wealthy business 
elites or corporatist groups on economic institutions in ways that 
tend to preserve their economic position. The question is how these 
groups interact with growth processes.

By way of context, there is some cross-country evidence of a neg-
ative association between oligarchic family control and development 
(see table 4.14, which uses the indicators of family control shown in 
table 4.1). Among signifi cant results, with greater family control, 
growth is lower, health status is worse, the quality of government is 
worse, and income inequality is higher. These results should be treated 
as suggestive, because they face the standard problems of potential 
omitted variables and endogeneity of cross-country regressions. 

Of more direct relevance is work on specifi c constraints to growth 
in Mexico. The World Bank has carried out extensive analytic work 
on competitiveness, both in a series of programmatic reports (World 
Bank 2006) and through the preparation of development policy loans 
on competitiveness and on the fi nancial sector and growth. This work 
stressed the importance of competition for growth in Mexico, as well 
as the lack of autonomy of regulatory agencies. What follows draws 
mainly from this work. We fi nd that a number of economic institutions 
and policies that are shaped or affected by unequal structures are 
indeed constraints to Mexico’s growth process.

Growth in Mexico has been much lower than in Chile, China, 
and India for well over a decade. Between 2001 and 2004, growth 
in Mexico averaged around 1.6 percent, while China was growing 
at an average annual rate of 8.6 percent (fi gure 4.11). Relative to 
Mexico’s own history (as well as to comparators), disappointing 
growth since 1980—and since the tequila crisis—is associated both 
with lower investment in capital and, especially, lower total factor 
productivity (fi gure 4.12). We argue that one of the main reasons 
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Table 4.14 Economy Characteristics and Oligarchic Family Control, Controlling for Per Capita Income 
(regression coeffi cient of oligarchic family control measure)

20 largest fi rms 10 medium-sized fi rms  

20% threshold 10% threshold 20% threshold 10% threshold sample
Economic development      
Growth in real per capita GDP at
 purchasing power parity, 1990–2000 –2.37 –2.57 –3.31 –3.10 27 

(0.10) (0.09)  (0.00) (0.02) 
Physical infrastructure 
Average scores for roads, airports,
 telecommunications, and 
 power for how well each meets 
 business needs 0.398 0.431 –0.340 –0.055 25 

(0.45) (0.44)  (0.51) (0.91) 
Health care 
Logarithm of infant mortality rate 
 per 1,000 live births, 1993 0.879 0.802  0.454 0.491 25 

(0.00) (0.01)  (0.14) (0.09)  
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Human development      
Percentage of respondents who agreed 
 that the education system meets the 
 needs of a competitive economy –0.811 –0.681 –1.26 –1.05 25 

 (0.26)  (0.37)  (0.07)  (0.10)  
Quality of government
Average monthly infl ation, 
 1990–2002 0.00483 0.00443 0.00399 0.00266 25 

(0.00) (0.01) (0.00) (0.09) 

Social development 13.6 14.1 11.5 10.9 27 

Income inequality as measured by a 
Gini coeffi cient (0.01) (0.01) (0.03) (0.03)  

Source: adapted from Morck and Yeung 2004.
Note: Numbers in parentheses are probability levels for the null hypothesis of a zero coeffi cient on oligarchic family control in regressions of economy 

characteristic of that variable and the logarithm of 1995 per capita GDP.
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behind this low productivity is lack of competition both in labor and 
in crucial nontradable or protected product markets.

Many studies confi rm that lack of competition is a major problem 
holding back the possibility of strong growth in Mexico. The Insti-
tuto Mexicano para la Competitividad developed a model to assess 
the main factors behind the country’s low and falling competitive-
ness. Drawing on cross-country information, the institute esti-
mated point elasticities for the impact on investment per worker of 

Figure 4.11 Mexican Growth in International Perspective 
and Sources of Growth
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Figure 4.12 GDP Growth in Mexico and Its Components, 
Selected Years
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Table 4.15 Constraints to Competitiveness

Subject area

Impact on investment per 
worker of a 10 percent 

improvement in the 
variables underlying each 

subject area (percent)

Competition environment 7.5
Taxes and tax regulations 7.1
Regulatory and investment climate 6.8
Education 6.0
Trade facilitation and transport 5.8
Corruption 4.7
Innovation 3.8
Finance 3.6
Energy 2.7
Labor market 1.9
Macroeconomic environment 1.0

Source: World Bank staff fi gures based on Instituto Mexicano para la Competi-
tividad data.

Note: The percentages are point elasticities, which refl ect the effect on investment 
per worker of a 10 percent isolated improvement in each variable. Simultaneous 
interventions could have multiplicative effects.

a 10 percent change in various factors. The top four interventions 
that would improve competitiveness in Mexico are as follows:

• improvements in the competition environment
• changes in taxes and tax regulations
•  improvements in administrative regulations and the investment 
  climate 
•  improvements in education (table 4.15).9

Problems of logistics, corruption, fi nance, and energy also hurt 
investment. Moreover, a survey by the Centro de Estudios Económi-
cos del Sector Privado (2005) fi nds that the two largest obstacles to 
business development identifi ed by fi rms in Mexico are public and 
private monopolies. The Global Competition Review (2003) ranked 
Mexico near the bottom of its rankings, with a score of 2.25 (out of 
5.00), which is better than only Greece and Argentina. These results 
are largely based on conditions for formal fi rms. Informal enter-
prises would be expected to have greater problems with lack of 
access to fi nance, electricity, and labor market regulations, though 
exploration of this issue would require further empirical work.
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These results suggest that reforms to increase competition could 
have a signifi cant impact on growth in Mexico. Cross-country evi-
dence, as well as recent research, shows that improving competition 
can increase productivity, promote innovation, promote investment, 
and increase long-run employment. One estimate fi nds that increasing 
competition can increase fi rm innovation by more than 50 percent 
(World Bank 2006). Regulatory reforms to improve competition in 
several U.S. industries resulted in annual gains of 7 percent in those 
parts of GDP. This is exactly what Mexico needs at this stage.

Table 4.15 indicates that other areas of intervention are also 
affected by unequal structures in Mexico. Education, as noted earlier, 
is an example of capture by the teachers’ union; fi nance is diffi cult to 
access for many fi rms because of a history of high concentration in 
the banking system and capital markets; the energy sector needs 
much greater competition and a strategic shift to ensure its long-term 
sustainability; and the labor market and associated social security 
taxes create disincentives for formalization.

The lack of competition creates a heavy burden for Mexican pro-
ducers that want to compete in international markets through 
increased production costs and unreliable supply. For example, both 
the quality and price of utilities affect competitiveness. Business 
opinion surveys give Mexico the lowest ranking of any OECD coun-
try in terms of energy effi ciency and adequacy (IMD 2004). In addi-
tion, prices of natural gas, electricity, and fuel oil are among the 
highest in the world. When adjusted for fl uctuations in frequency 
and voltage, the high electricity costs result in effective costs that are 
10 to 60 percent higher than in the United States.

If we analyze the energy sector in more detail, we fi nd that inad-
equate investments in infrastructure have had a signifi cant negative 
impact on input costs—and thus on investment incentives—in 
 Mexican manufacturing (Instituto Mexicano para la Competitivi-
dad 2005; World Bank 2006). The performance of the Comisión 
Federal de Electricidad, for example, is poor when compared with 
that of other Latin American companies. Mexico’s electricity costs 
are growing and are now among the highest in Latin America, and 
annual interruptions in connections are much more frequent than in 
Argentina, Brazil, and Peru (fi gure 4.13). This is a diffi cult position 
for any fi rm that wants to compete in international markets with 
products that require electricity as an input. Service interruptions 
and voltage fl uctuations affect overall productivity levels of indus-
tries and prevent the installation of modern equipment.

These are high costs despite large subsidies, which are regressive 
in distributional terms. A quasi-Lorenz curve of the incidence of 
electricity consumption subsidies shows that less than 20 percent of 



Figure 4.13 High Costs and Low Quality of Service in Electricity, Selected Latin American Countries 
and Years
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the subsidy goes to the bottom 50 percent of the income distribution 
(fi gure 4.14). Also the electric power service with the highest subsidy 
is for irrigated land in agriculture, which goes to wealthier farmers, 
while poor producers own rain-fed land. 

A similar situation is present in telecommunications, where the 
major fi rms have substantial market power, as noted earlier and dis-
cussed further in del Villar and Noll (chapters 9 and 10 in this vol-
ume). Despite impressive growth in information and communication 
technology (ICT) in the 1990s, Mexico lags behind other Latin 
American and OECD countries in investment (fi gure 4.15). Mexico’s 
level of ICT expenditure as a share of the overall economy (3.1 per-
cent) is signifi cantly below that in OECD countries such as Japan 
(7.4 percent), the United States (8.8 percent), and New Zealand (10 
percent). It is also nearly half of Brazil’s rate of 6.7 percent and 
Chile’s rate of 6.9 percent. 

As a growing number of studies have found, countries with higher 
levels of investment in ICT experience higher economic and social 
development growth (OECD 2004). Low investment in ICT has 
meant that fi xed line growth has not kept pace with that in compa-
rable countries and the digital divide between rural and urban areas 
has increased. Southern states are falling behind the rest of the country 
in ICT. Costs are also high when compared with other countries. 
Telmex dominates the long distance, local, and cellular markets; its 
net profi t margins are more than twice those of its closest rival. In 
addition, telephone charges are high in Mexico compared with those 
in other Latin American countries, especially in relation to local prices 

Figure 4.14 Bias to the Rich of the Distribution of Electricity 
Consumption Subsidies, 2002

100
90
80
70
60
50

pe
rc

en
ta

ge
 o

f 
su

bs
id

ie
s

40
30
20
10
0

0 10 20 30 40 50
percentage of users

60 70 80 90 100

Proportion of total subsidies
received by a given proportion

of the population when
the latter are ranked by income

What would occur if subsidies were
perfectly equally distributed?

Source: ENIGH 2002.



the inequality trap in mexico  151

for businesses (table 4.16). Business telephone charges (factoring in 
installation costs, monthly fees, and per minute rates) in Mexico are 
more than triple those in Argentina and quadruple those in Brazil.

Lack of access to fi nance is an additional part of the story, espe-
cially for small and medium-sized fi rms and new entrants. As noted 
earlier, while Mexico’s fi nancial system now appears to have escaped 
from its long history of concentrated control by domestic economic 
elites, private credit remains extremely low by international stan-
dards. Foreign control undoubtedly helped solve the problem of low 
asset quality and connected lending, but has left Mexico with an 
unusually risk-averse banking system (Haber 2005 and chapter 8 in 
this volume).

There are also sector-specifi c stories related to the unequal struc-
tures discussed earlier. Low productivity and weak growth dynamics 
in both petroleum and agriculture hurt overall growth both directly 
and through links to other sectors. 

Finally, we note the low levels of infrastructure spending in Mexico. 
The political economy of the relationship between this and unequal 
structures is less direct than in other areas, but is still central. In essence, 
infrastructure spending has been squeezed between three forces: the 
inability to raise taxes above a dismally low rate for a middle-income 
country, the growth in social spending, and the pursuit of fi scal pru-
dence. Of these factors, only the third—fi scal prudence—is unrelated 

Figure 4.15 Investment in Telecommunications, Selected 
Countries, early 2000s

12

10

8

6

4

IC
T

 e
xp

en
di

tu
re

 (
as

 a
 p

er
ce

nt
ag

e 
of

 G
D

P)

2

0
0 5,000 10,000 15,000 20,000

GDP per capita purchasing power parity

Mexico

Argentina
China

Peru
Coasta Rica

Brazil Chile Korea, Rep. of

Singapore

y = 9E-05x + 5.3607

United
States

AmericaJapan

Colombia

25,000 30,000 35,000 40,000

R2 = 0.1935

Source: World Bank 2006.



152 guerrero, lópez-calva, and walton

to the political economy concerns addressed here. Failures in tax 
reform refl ect a combination of the unwillingness of the middle classes 
and the elites to pay more taxes and weak administration.

Conclusion

This chapter has developed a two-part argument. First, unequal 
power structures continue to exert infl uence over policy design and 
the workings of economic institutions in Mexico in ways that tend to 
reproduce the structure of inequality. We focused on two categories 
of inequality: extreme wealth and corporate control in the business 
sector and groups that were part of Mexico’s corporatist inheritance, 
expecially unionized workers in protected sectors. 

Traditional analyses of inequality fail to capture the nature and 
extent of inequalities associated with these groups. In terms of 
income and wealth, surveys of income and expenditure never cap-
ture the truly wealthy, who have incomes way above even those of 
the richest households in such surveys. Corporatist groups are 
included in the surveys, and we fi nd that unionized workers have 
incomes in the top part of the distribution. As important as the  levels 
of income and wealth is the way in which unequal infl uence is exer-
cised: this is a product of the interaction between these unequal 
structures and institutions. We argue that democratization did not 
lead to any fundamental change, and, in some respects, the resulting 
political equilibrium is worse with respect to the exercise of unequal 
infl uence and effi ciency. We provided a series of empirically grounded 
examples of the exercise of unequal infl uence.

Table 4.16 Telephone Rates, Selected Countries

Country

Monthly 
rate, 

commercial 
(US$)

Monthly 
rate, 

residential
(US$)

Cost per 
connection, 
residential

(US$)

Cost per call, 
three minutes

(US$)

Argentina 12.94 4.56 51.72 0.02
Brazil 13.71 7.72 13.81 0.05
Chile 9.20 9.20 43.95 0.10
Korea, Rep. of 4.36 4.36 50.35 0.03

Mexico 18.35 14.51 104.73 0.14

Source: World Bank 2006.
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Second, in many areas the economic institutions that are shaped 
by unequal infl uence lie at the center of Mexico’s problem of 
growth and competitiveness. These range from the anticompetitive 
conditions associated with concentrated market power to low 
quality in education. Unless the link between inequality and com-
petitiveness is addressed, Mexico is unlikely to succeed in address-
ing its growth challenge.

Can anything be done? Although this chapter does not discuss 
how to effect changes in policy, we suggest exploring a general 
approach that seeks to defi ne a sequence of policies as follows: 

•  is politically feasible in the sense that it is consistent with the 
initial political equilibrium,

•  is designed to be resilient to capture and to increase competition,
and

•   helps shift the system to a political equilibrium that is both 
more equitable and more supportive of effi cient policy design 
and reduced inequality of infl uence and that moves society 
away from the current inequality trap.

This approach implies not only designing policies that are socially 
desirable on grounds of effi ciency and equity, but also doing so in 
ways that build the political constituency for change as part of the 
policy design. The variation in experience across institutions and 
sectors already provides examples of the potential for change. Ear-
lier, we saw that the CFC was already a much more effective coun-
tervailing institution than COFETEL, a product in part of how it 
was set up. The CFC is going to be further strengthened by an 
amendment to the Competition Law, which will make its resolu-
tions binding immediately and until an appeal is resolved. With 
respect to education, despite the centralized power of the teachers’ 
union, in some states, a more cooperative relationship has evolved 
between the union and the state government, making other reforms 
more effective. Finally, although the fi nancial sector needed a mas-
sive crisis to induce reforms away from a captured system, it has 
successfully passed through the fi rst stage of effecting an institu-
tional break from its prior pattern. Policy approaches will have to 
go further than these examples in developing political support for 
stronger regulation, measures that support entry of fi rms into pro-
tected and concentrated business sectors, and counterbalances to 
the power of corporatist infl uence. However, absent attention to the 
interaction between unequal structures and policy design, Mexico 
faces the prospect of the continuation of both slow long-term 
growth and entrenched inequalities. 
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Notes

 1. The listing is based on a compilation by Forbes of all publicly avail-
able information on wealth, and so it is likely to suffer from errors of under-
reporting (and possibly also of overreporting.). See also de la Torre (2004) 
for a discussion and use of this source in an analysis of wealth in Mexico.

 2. This ratio is not a “share” of GDP, because GDP measures a fl ow of 
income, and net worth is a stock of wealth. The purpose of using this ratio 
is to obtain a comparable scale across countries with very different income 
levels.

 3. Much higher rates of growth were found for the top 0.1 and 0.01 
percent, but the results are subject to high standard errors.

 4. The Libro Blanco de Justicia, to be published in the future by the 
Federal Court, confi rms this problem and adds that judges face many prob-
lems in relation to implementing their sentences and the cumplimiento de 
mandatos judiciales.

 5. We treat this as a suggestive result rather than a defi nitive causal 
account, as the data do not support a clean identifi cation strategy for the 
infl uence of billionaire-controlled companies.

 6. While referred to as a nationalization, this was actually an expro-
priation of domestic private banking interests by the state.

 7. Interactions are negative in petroleum and manufacturing, indicat-
ing that nonunionized workers are paid relatively better within these sec-
tors. Information to assess whether this is due to the survey catching highly 
skilled nonunionized workers within fi rms or to selection effects across fi rms 
is not available. Interaction terms are generally insignifi cant for telecom-
munications and teaching, and so are assumed to be zero in the calculation 
in table 4.11.

 8. In both cases, the denominator is an estimate of the replacement 
value of the fi rms’ assets. Given that these fi rms and the IMSS are not pub-
licly traded companies, it is not possible to obtain a market value.

 9. The methodology does not allow identifying interactions between 
competitiveness dimensions.
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5

Perverse Equilibria: 
Unsuitable but Durable 

Institutions

Carlos Elizondo Mayer-Serra

Economic reforms in Mexico have not resulted in a more dynamic 
economy offering opportunities to progressively more of the popula-
tion. Growth and the creation of formal employment have been low 
in recent years, and it is only thanks to the informal economy and 
emigration that the country has been able to absorb the ever increas-
ing number of young people entering the job market. 

The economic reforms went hand-in-hand with a process of poli-
tical reform that culminated in the election of Vicente Fox, the fi rst 
president from outside the Institutional Revolutionary Party (Par-
tido Revolucionario Institucional, or PRI), in July 2000 (Becerra and 
Woldenberg 2000). The democratization process has led to a disper-
sion of power. This change and an inevitable degree of erosion in the 
legitimacy of the economic reforms that followed the 1994 crisis, 
which was precisely what the reformers said would never happen 
again if reforms were followed, have meant that reforms designed to 
bring down entry barriers—primarily in the service industries and 

I am grateful to Fabrice Lehoucq, Santiago Levy, Oscar Vera, Michael 
Walton, and two anonymous referees for their comments and to Francisco 
Ahued and Ixchel Cruz for their assistance. Any mistakes, of course, 
remain my responsibility.
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labor market—have often been blocked by those who stand to be 
affected by such reforms. These include many business people who 
actually gained from the fi rst wave of reforms. Thus, markets in 
which competition is minimal or nonexistent persist in both the pri-
vate and the public sectors. 

In terms of its direct infl uence on the economy and the number of 
processes it directly controls, the state has shrunk in size. It has not, 
however, become stronger in the sense of being able to protect the 
public’s general interests over the interests of certain groups. To the 
contrary, powerful actors have increased their infl uence on the policy 
process, in relation to both the operation of existing regulation and 
the legislative process that creates new regulation. 

The power the presidency used to have did not stem from a 
powerful state, but from a political pact derived from the presi-
dent’s ability to hand out rewards and punishments, including the 
biggest prize of all—the presidency itself. This pact shattered when 
the party in power lost its de facto monopoly, thereby revealing the 
state’s true fragility. What became evident was that the state as a 
set of rules that permeates society to impose certain behaviors 
had existed in only a limited number of spheres and could not be 
conjured into being simply by the transition to a more democratic 
political system.

In recent decades, economists have gained a deeper understanding 
of the importance of institutions in both political and economic 
development (Acemoglu, Johnson, and Robinson 2005; Engerman 
and Sokoloff 2002; North and Thomas 1973; Parente and Prescott 
2000). A country’s institutions refl ect its past political equilibria; 
therefore, any reform process comes up against actors who continue 
to benefi t from those institutions that survive, even though the cir-
cumstances that originally made them possible may have changed. 
Thus, to understand the economic performance of a society, one has 
fi rst to understand the relationship between de jure power and de 
facto power or, in other words, how institutions function given the 
distribution of power in that country. Institutions promote certain 
behaviors, impose certain limits, and give power to certain actors. 
Those institutions can be less than optimal in terms of growth if they 
allow certain sectors to extract profi ts or to produce goods and ser-
vices of a quality inferior to what is available in other markets, if they 
hinder investment, or if they lead to low-quality public services.

Levels of well-being in different countries do not autom atically 
converge just because an economy has opened up to foreign invest-
ment and the exchange of goods and services. For a country to 
become trapped in institutional equilibria that are suboptimal in 
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terms of growth is much easier than achieving the complex equili-
brium that underpins economies that are able to grow and to sustain 
their growth. 

Even when certain reforms would clearly benefi t society as a 
whole, such reforms may not come about. Similarly, those reforms 
that are undertaken may be applied in such a way that they do not, 
in essence, change the conditions that were impeding faster growth. 
This occurs because some actors may fi nd that it suits them better to 
delay change and that they have the resources to do so. 

From the point of view of growth and equity, inequality facilitates 
the persistence of ineffi cient institutions, because privileged groups 
have many resources they can draw on to defend their position. 
Indeed, the more unequal a society, the more threatening the pres-
sure of the majority can seem, because the privileged few have much 
more to lose in a context where reform would imply greater sharing. 
By the same token, in order not to lose everything, these same privi-
leged groups will begin to feel the incentive to reform once the threat 
of an even more dramatic change becomes a credible possibility. The 
threat of revolution, for example, is an effective spur to the sharing 
of power and wealth (Acemoglu 2003).

The problems of growth in the Mexican economy and the main 
causes of these have been well studied (see Grupo Huatusco 2004, 
2006a, 2006b, 2007, 2008; for a general overview of the perfor-
mance of Mexico’s economy, see OECD 2007a). Mexico has found 
itself bogged down in an equilibrium that is less than optimal for its 
growth and well-being.

The central argument made in this chapter is that two sets of 
actors have used the power they enjoy to hinder legal reforms that 
would negatively affect them and their power. These two sets of 
actors are big business and the most powerful trade unions, particu-
larly those representing central government workers and those in the 
various government agencies. Both sets of actors have managed to 
shield themselves from competition with the help of political parties 
that are also protected from competition. 

Clearly, the lack of competition is not the only factor that explains 
Mexico’s failure to grow. The country also faces serious problems in 
relation to human capital, infrastructure, the rule of law, and so on. 
However, some of these other failings are not wholly unrelated to 
the lack of competition to the extent that privileged groups (those 
who, precisely because of their power, would have the greatest capa-
city to redress these defi ciencies) are not interested in making chan-
ges, because they themselves have no need of such changes to sustain 
or increase their current levels of income.
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Low Growth

In the long term, growth in Mexico has been mediocre compared 
with growth in other countries. Gross domestic product (GDP) per 
capita in Mexico has grown at a rate above that of the United States 
on only two occasions since the early 19th century: from 1885 to 
1910 and from the early 1950s to 1987. As fi gure 5.1 shows, both 
occasions ended in disaster in terms of growth, one because of the 
1910 revolution and the other because of the 1982 debt crisis.

The 1982 crisis was the consequence of a system based on com-
mercial protection that permitted accelerated industrialization, but 
was politically linked to the discretionary distribution of rewards 
and punishments. Indeed, the aim of the privatizing and liberalizing 
reforms initiated in 1985 was to deal with the crisis this model had 
provoked. The ultimate aim of these reforms was, however, political. 
The group in power was facing an economy in crisis that went beyond 
the fi nancial bankruptcy of 1982 and threatened their chances of 
remaining in power. What was at stake was the survival of the 
government and the group that controlled it, and this group was 
already facing serious doubts about its legitimacy as a result of suc-
cessive devaluations and infl ation and the lack of growth (Centeno 
1997). Moreover, the government’s relationship with investors had 
been seriously damaged following the nationalization of the banks 
(Elizondo 2001b). 

Figure 5.1 Comparison of Per Capita GDP in China and 
Selected Latin American Countries with That in the United 
States, 1820–2000

Source: Maddison 2003.
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Even though the reform process was intense and painful, the 
government was unable to boost the economy to the rates of growth 
expected, and productivity and growth rates in per capita income 
have remained low: from 1987 to 2004, growth rates in GDP per 
hour worked fl uctuated between 0.3 and 0.9 percent (table 5.1). 
This can be explained as much by the many reforms the country 
still needs (Lehoucq 2006) as by errors in the implementation of 
those reforms that actually were passed, with the most visible errors 
becoming apparent during the crisis of 1994. 

The 1994 crisis was not, however, the most serious mistake. 
One of the core objectives of privatization was to increase the 
availability of fi scal resources. Less attention was given to solid regu-
lation and competition.

Limited Competition

A fair amount of theoretical work and empirical evidence suggest 
that competition can stimulate innovation and greater productivity. 
When competition is limited, levels of productivity will likely remain 
low. In an economy open to competition, profi t rates tend to be low 
and fairly similar. It is in the search for temporary monopolies result-
ing from some type of innovation where investments yielding high 
profi t margins are to be found. Failure to innovate is what limits 
fi rms and individuals to the ordinary profi tability of an economy. 
The search for new ways to generate value is what progressively 
increases productivity. If the same profi ts can be acquired in the 
political market, or if little protection is available for profi ts gener-
ated by innovation, then the incentive to innovate will be less.1 

Econometric studies of the relationship between competition and 
productivity growth are not, however, robust. This is partly because 
an actor holding the biggest share of a given market today may 
actually be in that position because of higher productivity growth in 
the past (Nickell 1996). At the same time, some evidence shows that 
greater market power (defi ned as a percentage of a given market) 
leads to lower levels of productivity (Nickell 1996). 

Given the institutions that protect them, Mexican business people 
in general seem to have few incentives to innovate and develop. 
Instead of seeking temporary monopolies through innovation, they 
are more likely to seek higher profi ts through rent seeking. 

Spending on research and development is low in Mexico and is 
funded almost entirely by public spending. Private spending on 
research and development is equivalent to only 0.15 percent of GDP, 
the lowest level among countries of the Organisation for Economic 



Table 5.1 Growth Rates in Per Capita GDP and GDP Per Hour Worked, Selected Countries and Periods
(percent)

 GDP per capita GDP per hour worked (productivity)

Country 1987–95 1995–2004 2000–04 1987–95 1995–2004     2000–04
China 5.7 6.6 7.7 4.7 6.1 6.8
Estonia — 6.6 7.0 — 7.1 6.6
India 3.9 4.5 5.2 3.7 3.9 3.1
Ireland 5.1 6.6 4.0 4.0 4.7 3.5
Mexico 0.4 2.2 –0.5 0.6 0.3 0.9
Spain 2.5 3.2 2.6 2.1 0.0 0.2

Source: Bank of France 2005.
Note: — = not available.
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Co-operation and Development (OECD). Private fi nancing repre-
sents 34.7 percent of what Mexico spends on research and develop-
ment, whereas the OECD average is 61.9 percent, and even in Turkey 
the fi gure is 41.3 percent (OECD 2006). In Mexico, a monopoly 
based on institutional privilege is more durable than one based on 
an innovation that can be made obsolete by a more skillful actor.

Figure 5.2 shows research and development as a percentage of 
GDP in selected economies in 2005. While Finland, Japan, the 
Republic of Korea, and Sweden reported the highest levels of invest-
ment, Mexico’s performance was the lowest of the economies shown 
in the fi gure. 

In one of the most active sectors, telecommunications (in which 
Mexico has a large international fi rm), Mexico did not register any 
telecommunications patents with the European Patent Offi ce between 
1991 and 2003 (fi gure 5.3). Other countries such as Brazil (a non-
OECD member) and Turkey (an OECD member) also did not regis-
ter any patents. By contrast, India (a non-OECD member), registered 
5 patents in 2001 and 13 in 2003. 

In Mexico, the lack of competition stemmed originally from high 
entry barriers and a business culture focusing more on profi ts than on 
innovation, a culture that was the result of a history of protectionism. 

Figure 5.2 Research and Development as a Percentage of 
GDP, Selected Economies and Groups of Countries, 2005

Source: OECD 2006.
a. Includes R&D performed by the government, higher education instiutions, and 

private nonprofi t organizations.
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Figure 5.3 Telecommunications Patent Applications Filed with the European Patent Offi ce, Selected Countries 
and Years

Source: OECD patent database.
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Figure 5.4 Regulation in Products Market, OECD 
Countries, 2003

Source: OECD 2005.
Note: a = Index range goes from “0” to “6”, with “0” being the least restrictive 

and “6” the most restrictive.
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Not much appears to have changed in this regard. A look at regula-
tion in products markets reveals that among OECD countries, Mexico 
is relatively restrictive (fi gure 5.4). 

When competition is limited, prices tend to be high. As fi gure 5.5 
shows and as discussed in other chapters in this volume, compared 
with other OECD countries, Mexico has among the highest rates in 
the telecommunications sector. The number of users in Mexico has 
increased, but less than in other countries. The dominant mobile 
telephone fi rm (RadioMóvil Dipsa, known as TELCEL) is much 
larger than any other such fi rms, so users have few incentives to 
change to another company (OECD 2007b). 

In the case of most Mexican manufactured goods, competition is 
wider, because imports are relatively open. Some evidence suggests 
that opening the market has generated more competition and grea-
ter growth in productivity (Van Wijnbergen and Venables 1993). 
Studies also show that those sectors of the Japanese economy that 
are competitive internationally today are mainly those sectors that 
already faced competition at home prior to market opening (see, for 
example, Porter and Sakakibara 2001). By contrast, the success of 
Korea and Taiwan (China) was underpinned by protection and 
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internal subsidies; however, they were given up in exchange for 
being able to compete abroad (Wade 1990). In Mexico, the aviation 
industry is a recent example of how much the consumer can benefi t 
from a “simple” reform that opens up the sector to new actors (table 
5.2) (for the United States, see Graham, Kaplan, and Sibley 1983). 

Figure 5.5 Telephone Charges, OECD Countries, 
August 2005

Source: OECD 2007b.
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Many countries have had to become competitive and learn how 
to live with permanent competition simply to survive as indepen-
dent nations. Not to do so implied the risk of being swallowed up 
by a neighbor. When one part of a country is under the control of 
a government with a different development model than other parts, 
and if this government were to succeed, it would displace the govern-
ment ruling the rest of the country. This was the case of the Korean 
 peninsula and of Taiwan in relation to communist China (Cumings 
1984). Mexico has never been in such a critical situation, nor has it 
faced wars with its neighbors that might have threatened the country’s 
independence. The United States never wanted to conquer the whole 
country, only the sparsely populated areas, which it annexed more 
than 150 years ago.

Nevertheless, following the 1917 revolution, Mexico’s strategy 
was to cut itself off from the rest of the world on the premise that 
the world, particularly the United States, was a threat. Even so, 
Mexico never really impeded the fl ows of investment, tourism, and 
commerce. For example, there was freedom of capital movements 
throughout this period, which reassured investors that the revolu-
tionary rhetoric was unlikely to do them any real harm. Moreover, 
Mexico is blessed with a relatively abundant supply of natural 
resources, and these have allowed the country to fi nance the wrong 
type of economic policies for too long. 

Mexico’s border with the United States, once the source of threat, 
now gives Mexico a competitive edge over other countries. This 
edge is still so, even though the institutional advantages that resul-
ted from the North American Free Trade Agreement are being ero-
ded every time the United States signs a similar treaty with another 
country and by China’s entry into the World Trade Organization. 

Table 5.2 Price Differences in Airline Tariffs, December 
2005 to August 2006
(Mex$, real prices)

Route December 2005 August 2006
Mexico City–Monterrey 3,200 1,500
Mexico City–Guadalajara 4,200 1,500
Mexico City–Cancún 4,000 2,000
Mexico City–Tijuana 4,000 2,500
Mexico City–Zacatecas 2,150a 2,000a

Source: Cruz 2005.
a. One-way ticket.
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Mexico’s proximity to the United States not only reduces the cost 
of transporting products, but also allows Mexico to import goods 
at which the country is not competitive, even the government servi-
ces and judicial protection available north of the border when doing 
so is benefi cial for investors. Another feature of this common bor-
der is that it allows a sizable exodus of Mexicans in search of better 
incomes, and this exodus has helped reduce the political pressure 
back home created by Mexico’s poor record in relation to growth 
and employment.2

Education and Competition

The effects of the lack of competition are seen in many of the areas 
analyzed in this volume. One area where the effects are highly sig-
nifi cant is the education system.

According to the OECD’s Programme for International Student 
Assessment study of performance in secondary schools, Mexico’s 
education system is performing dismally, but the system is surpris-
ingly egalitarian, which indicates that both public and private edu-
cation are of low quality. Figure 5.6 illustrates performance in 
mathematics by students in selected economies. The scale has six 
levels that represent different tasks of ascending diffi culty, with level 
1 representing tasks of low diffi culty and level 6 representing tasks 
of high diffi culty (OECD 2004). According to this scale, students 
who can solve tasks from levels 1 through 5 are likely to complete 
level 6 tasks and are A students with relatively high profi ciency. B 
students can complete tasks from levels 1 through 3, but have a low 
probability of solving more diffi cult tasks. C students are not expec-
ted to solve tasks beyond level 1. Students below level 1 are placed 
in level 0, though this does not mean that they are unable to do any 
mathematics. 

Figure 5.6 reveals that Mexico ranks way below other OECD 
countries, including Turkey, whose per capita GDP is lower than 
Mexico’s, and below that of some nonmember countries such as 
Uruguay. It shows that 38 percent of Mexican students fall into the 
lowest level on the Programme for International Student Assessment 
scale (level 1) and 28 percent do not even reach this level (level 0). 
Conversely, only 0.4 percent of Mexican students fall into levels 5 
and 6, while in Brazil this percentage is 1.2 percent and in Finland 
it is 23.4 percent. 

Note that the test examined only a representative sample of stu-
dents in school. It did not measure the performance of the worst 
students, who are generally those no longer in the education system 
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because they abandoned it. In Mexico’s case, this group represents 
a much greater percentage than the average for the other countries 
studied. Only 56 percent of children of secondary school age attend 
secondary school in Mexico, compared with 90 percent on average 
in OECD countries. 

In Mexico, 13 percent of 15-year-old students are in private 
schools, which is more than the mean for OECD countries (OECD 
2004). The widespread perception of public education is that it is 
of lower quality than private education. This is due to badly main-
tained infrastructure, problems of teacher attendance, and large 
class sizes. There is also a marked weakness in the teaching of a 
second language in public schools. 

The performance of Mexico’s private school students is, on ave-
rage, slightly better than that of their peers in public schools (fi gure 
5.7). However, taking into account that students from higher-income 
families already have more household resources, including greater 
cultural capital, and that private schools have better infrastructure 
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(which makes the teacher’s job easier), public school students actually 
perform slightly better overall.3

Parents often choose to pay for private school even when an 
equivalent public school is available. It does not seem to matter that 
the quality of the service is, on average, not that good. Lack of 
information about each school’s performance is a serious problem: 
it leaves parents without objective criteria on which to select a 
school. Until 2006, there were no national examinations that would 
allow schools to be compared, and all schools face the monopoly 
in teacher training, which limits schools’ ability to provide good 
quality education.

The size of the private education market is not trivial: some 
3.5 million students attend private elementary and secondary schools 
(OECD 2004). Interestingly, this market is where the country’s bet-
ter informed individuals are to be found. The absence of pressure to 
provide more objective criteria that would permit better school 
selection in terms of quality may indicate that quality is not the 
highest priority for many parents. One hypothesis is that what 
parents are really looking for when choosing a school is entry for 
their children into certain social circles that promote particular 
values, plus the possibility of earning a higher income because of the 
network of contacts made. 

Many countries such as India and Korea have national public 
university entrance examinations, and success or failure at such 
examinations often determines students’ professional prospects. 
Mexico has no such examination. Also, countries such as the United 
States have elite private universities with stringent entry require-
ments. Even though these universities may exhibit some bias toward 
the children of prominent citizens, particularly benefactors, the uni-
versities still remain extremely strict in terms of student selection. 
This type of elite private university does not exist in Mexico. At the 
same time, public universities in Mexico, except perhaps for some 
degree courses, are no longer the fi rst choice for children from 
wealthier families. 

Apart from having a certain minimum of skills, all students have 
to do to gain admission to most private universities in Mexico is to 
pay. Some of these universities are simply business ventures. To the 
extent that the job market seems to depend much more on whom 
one knows than on merit, parents will consider their selection vali-
dated according to whether their children fi nd jobs or simply enter 
the family business. Indeed, the Instituto Nacional de Estadística y 
Geografía’s national survey of occupation and employment reveals 
that more than half those employed obtained their jobs as the result 
of a recommendation (Rivero 2006).
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In the past, education was limited to a privileged few: the gross 
rate of access to university education was 2.7 percent in 1960 and 
20.0 percent in 2000. Overall enrollment during the same period 
rose from 78,753 to 1,585,408 students (Grediaga, Rodríguez, and 
Padilla 2004). Thus, what mattered was to have a degree, regardless 
of its worth. The need was even less in the context of a closed eco-
nomy that had a large number of de facto monopolies in which the 
quality of goods and services provided had little relevance. In a glo-
bal economy, however, the situation is radically different, particu-
larly with the emergence of China and India, where highly educated 
workers are available at relatively low cost. 

What is not clear is the incentives that would engineer a switch 
from an education based on people’s socioeconomic position to an 
education based on merit. Some sectors continue to hire more on the 
basis of employment personal networks than on merit. This is possible 
for businesses in sectors with relatively little competition and is what 
tends to happen in the public sector and in state-owned companies, 
where the trade unions are actively involved in the hiring process. 

Institutions of the Past

Mexico’s current institutions were useful for a different development 
model that is based on neither economic nor political competition. 
The institutions made political control possible and had the capacity 
to stimulate investment and, therefore, growth in a context where 
industrialization did lead to a period of quite remarkable growth in 
investment and productivity rates. 

Today, these same institutions have not managed to stimulate the 
growth that was hoped for when the reform process began. The for-
mer development model failed, and anyway, it belonged to another 
more closed world. Nevertheless, certain institutions continue to live 
on even though they are totally unsuitable, simply because powerful 
groups continue to benefi t from them.

The distinctive feature of these institutions is their corporate nature. 
They organized business people, workers, and peasant laborers from 
the top in order to exercise political control over them (Bizberg 
1990; Camp 1989; Garrido and Puga 1990). In exchange for a cer-
tain degree of political discipline, the institutions afforded their 
members the following privileges: commercial protection, subsidies, 
and low taxes. In addition, the government passed a labor law that, 
instead of stimulating productivity, protects the trade unions by 
means of money and autonomy. Finally, the government guaranteed 
an almost zero turnover of workers in the public sector, especially in 
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the central government, plus the provision of attractive fringe bene-
fi ts, especially pensions. These benefi ts have become increasingly 
more costly because of the tradition of improving one of the clauses 
of the collective contract every year. 

The government actually had much less room to maneuver than 
is normally believed. Far from being a dictatorial system, the govern-
ment was a complex balance of interests with power at the top that 
could demand discipline in certain extreme cases of direct defi ance.4 

On the whole, the government preferred negotiation to confronta-
tion with these interests, and it attracted allies by distributing pre-
serves of power and infl uence. 

The system generated remarkable political stability, in contrast 
to what was happening in other countries in the region. The 
power concentrated in the government made it possible to extend 
infrastructure, strengthen the fi nancial system, and stabilize the 
macroeconomy—at least until the 1976 devaluation, when the 
fi rst poststabilizing development crisis broke. The system, plus an 
initially well-designed policy of import substitution, made high 
growth rates possible, but it relied heavily on the capacity to dis-
tribute profi ts and on a closed economy that allowed business 
people to operate at low levels of competitiveness (Vernon 1971). 
Table 5.3 demonstrates the logic of this arrangement.

This pact collapsed because its wealth-generating motor, the import 
substitution policy, ran out of steam. Increasingly more public spen-
ding was necessary to stimulate the economy and to keep in check 
those actors who had an ever increasing capacity to extract profi ts. 
This client type of relationship was undermining fi scal incomes, and 
thus the government found itself with a growing defi cit and a cor-
respondingly increasing need to incur debt (Elizondo 2001a).

In addition, social spending was hardly progressive at all, given 
that corporate actors always came out on top in the budget battle. 
The increasing cost of this arrangement ended up bankrupting public 
fi nances and setting the scene for the 1982 economic crisis. The 
crisis did not happen earlier because oil and the funds generated by 
an increasing external debt kept the arrangement afl oat even after 
the 1976 devaluation.

Following the 1982 crisis, the government no longer had any 
alternative but to acknowledge that the country’s institutions had 
to be reformed. The issue was only partially addressed, however. 
Given that the government had not confronted the main trade 
unions of public sector workers during the years of greatest presi-
dential power, the chances of this happening when real wages had 
to fall dramatically because of growing infl ation were slim. Indeed, 
as increased fringe benefi ts (especially pensions) partly offset drops 
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in income, the problem was made even more complex and put off 
to the future. 

The relatively easier decisions, such as opening up the economy, 
were taken, but the more diffi cult decisions, such as reforming the 
Labor Law, were not taken. In other words, liberalization happened 
externally but not internally. There was a certain strategic logic to 

Table 5.3 Main Social Agreements between the State and 
Society under the PRI
Credible area of commitment on 
the part of the state Society’s part of the deal

Government and the political elite
Support for the creation of profi t-
 making sectors (import substitution 
 and restrictive regulation in general)
Selective protection for the rights 
 of ownership and appropriation of 
 profi t
Exchange rate freedom
Exchange rate stability
Low taxes
Forums for negotiation

Business elite
Investment in well-being and 
 creation of profi t
Prevention of runs on capital
Political neutrality
Negotiation at forums provided 
 by the government

Government and the political elite
Profi t sharing
Strong labor rights
Union autonomy (as long as 
  political discipline was 

mentioned)
Provision for social programs 
Forums for negotiation (through 
 corporate structures)

Workers’ sector
Political support, including votes
Absence of social confl icts
Negotiation at formal forums
Control of radical groups

Government and the political elite
Good macroeconomic performance: 
 high growth, low infl ation
Exchange rate freedom and freedom 
 of movement of the population
Employment
Public security
Social peace
Low tax rates with privileges for the 
 politically most important sectors
Gradual expansion of social services 
 favoring political allies

Citizens
Political acceptance of the one-
 party regime with little 
 accountability
Acceptance of voting as a ritual 
  and not as an act of 

empowerment
Acceptance of the discretionary 
 power of the authorities
Acceptance of a nationalist, 
 revolutionary ideology

Source: Adapted from World Bank 2006: 8.
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this approach, because it implied creating new allies to confront the 
adversaries who would come later. However, for the strategy to 
work, success was needed in relation to macroeconomic stability and 
growth, but hope for that was dashed by the 1994 crisis. The govern-
ment did much better in situations where it simply had to make a 
decision (for example, whether or not to sell). It did not do so well 
in situations that called for the creation of sophisticated institutional 
infrastructure (for example, to regulate what was sold). 

In terms of the value of assets in government hands, what was 
privatized was actually less important than is normally assumed 
because the energy sector, including oil, still remained in government 
hands. Nevertheless, the number of companies in government hands 
fell signifi cantly. This reduction improved public fi nances in the short 
run and led to better functioning of those parts of the manufacturing 
sector that had also previously been in government hands. However, 
the two largest privatizations—of banks and telephone companies—
ended up costing the country dearly, if for different reasons. The 
banking system crashed only a few years after it had been privatized; 
in the telecommunications sector, a colossus emerged—in the form 
of Teléfonos de Mexico—that was diffi cult to regulate.

What is left over from the corporatism of the past is now an 
obstacle to growth, because it extracts profi ts from the rest of an 
economy that is no longer isolated from the rest of the world. Those 
who have enjoyed such profi ts have stood in the way of effective 
reform. When the political system was democratized, in part as a 
result of the crisis of the former development model that had handed 
out rewards and punishments to well-organized trade unions, these 
same groups found themselves able to operate with more freedom 
from control by the executive branch, which had partially coordi-
nated and disciplined them. If the government had not been pre-
pared to tackle the diffi cult issues before democratization, when it 
exerted greater control, it is going to fi nd that task even more com-
plicated today.

Mexico’s economic and political transition can be studied in com-
parison with the transition that the Russian Federation underwent 
when the Soviet Union collapsed and that China underwent when it 
emerged from the Cultural Revolution. In the case of Russia, the 
collapse of the Soviet regime resulted in an oligarchy that acquired 
almost complete control of the country’s main resources. The state 
practically collapsed. As concerns labor regulation, however, those 
who managed to keep their jobs continued to enjoy signifi cant pro-
tection, despite the fall in wages. Vladimir Putin has subsequently 
tried to re-assert government control over big business by renation-
alizing a sizable part of what had previously been privatized. 
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In China, the state has been able to choose where to promote 
competition among both public and private companies and among 
workers, who have practically no labor rights at all. It has achieved 
this without losing control of the process, although, of course, China 
is a clear case of an authoritarian state (Krussel and Rios-Rull 2002; 
Parente and Prescott 1999).

The situation in Mexico resembles Russia’s experience more 
closely than China’s. The government lacks the political clout to 
force either the biggest businesses, especially those in sectors with 
limited competition, or the trade unions of public sector workers to 
compete. The way in which legislation is applied and the govern-
ment’s capacity to reform legislation have been partially captured. 
The power of some of these groups, such as the trade unions, is so 
great that one part of the reform that is known to be a political hot 
potato (profound labor reform to produce a more effi cient public 
sector) is no longer even on the agenda.

Big businesses in sectors with limited competition and the main 
trade unions are two sides of the same problem: sectors with scant 
competition that extract profi ts. In the fi rst case, business people 
do this through relatively high prices and low personal taxes. 
Signifi cantly, for a country with such marked inequality, the idea 
of an inheritance tax is not even up for consideration, something 
that refl ects the power of those who stand to be affected. Quite 
apart from whether an inheritance tax is a good tax (given that it 
brings in little and can be evaded), it is surprising that the idea is 
not part of the debate, because the proportion of wealth in the 
hands of billionaires is greater in Mexico than in many other coun-
tries, including some of the countries in the region with the greatest 
inequality, and because most of Mexico’s billionaires inherited 
their wealth.

In the case of the trade unions, they extract profi ts through high 
wages relative to those earned by workers in the manufacturing 
sector, which does face competition. The unions also extract profi ts 
in the form of good pensions, no accountability, and low producti-
vity (see chapter 4 in this volume by Guerrero, López-Calva, and 
Walton). In general, the public sector trade unions are unaffected by 
low product quality or by losses their employers suffer. Even though 
the income that public sector workers earn is miniscule compared 
with the salaries of owners of large businesses, and even though 
these workers continue to earn less than the upper-middle class, they 
still enjoy working conditions that are costly to the public purse. 
This situation reduces the possibility of instituting more progressive 
and better quality social spending and saddles the economy as a 
whole with expensive, poor quality services. Proposing greater public 
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spending that would narrow the inequality gap through focused 
transfers and better public services in education and health is diffi -
cult if one part of such spending has been captured by the trade 
unions and if the capacity to provide a good quality service is limited 
because of labor agreements that do not promote productivity.

One extreme case is Luz y Fuerza del Centro, a state-owned elec-
tricity utility company. It supplies electricity to a territorially concen-
trated market, central Mexico, where per capita income levels are 
high compared with the rest of the country. The company does not 
sell its electricity cheaply, but it is still losing a good deal of money. 
In 2008, transfers and subsidies to the company to avoid bank-
ruptcy will amount to some Mex$32.5 billion, which is equivalent 
to 157 percent of the budget of Mexico’s largest public university 
(Secretaría de Hacienda y Crédito Público 2008). 

The ineffi ciencies in the public sector are manifold. Some efforts 
have been made to quantify the problem (Lehoucq 2006), but even 
anecdotal evidence reveals sizable productivity problems, which are 
the result of a politicized corporate system that tolerates deadwood 
in personnel and low productivity (World Bank 2006). In Petróleos 
Mexicanos (PEMEX), for example, 11,450 workers on the payroll 
do absolutely nothing, because the collective contract makes it 
impossible to dismiss personnel whose jobs no longer exist. The cost 
to the company is Mex$4 billion per year. These numbers do not 
include excess staff members in many processes who are also effec-
tively doing nothing (Hernández 2006b). One study of PEMEX has 
identifi ed potential annual savings of Mex$17,600 million, but part 
of this saving would come only at the expense of confronting the 
trade union (Hernández 2006a).

Fragile Democracy

Despite the high expectations surrounding Mexico’s democratiza-
tion process, there are many concerns about the political situation 
and the weakness of democracy. Democracy has neither managed to 
discipline actors that benefi t from the status quo nor opened up 
opportunities to other sectors; thus, majorities have not been 
strengthened in relation to special interest groups as was hoped. The 
dispersion of power has actually made controlling certain actors 
more diffi cult, because the provincial states and other groups for-
merly organized from above now operate with much more freedom. 
In contrast, society is not well organized from below, even though 
some organized groups have been capable of pressuring legislators 
and the government in their favor.
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The history of President Fox’s six-year term illustrates the risk of 
control by private interests, given that a good part of the legislation 
passed was driven by specifi c interest groups who were also able to 
hold back many reforms that might have affected them negatively. 
These groups have enough incentives to spend political and other 
capital to defend institutions that give them preference. 

Democratization was expected to end the system of privileges or, 
at least, to allow the government to remove some of these privileges. 
However, comparing today’s capacity to legislate with capacity in 
the past is not easy. The World Bank (2006) argues that the capacity 
to legislate has not been signifi cantly inferior to what it was before 
democratization, but no signifi cant progress has been made in rela-
tion to reforms that would affect the privileges discussed here. Note, 
however, that this analysis is based on the number of laws passed 
and does not distinguish between the laws according to their effec-
tiveness. Indeed, simply calling for more legal reforms as a demon-
stration of effi cacy would be a mistake, given that many of the new 
laws passed have actually been a step backward.

Congresses can easily be held hostage by well-organized special 
interests. In the case of Mexico, no appropriate regulation governs 
confl icts of interest, and even though members of Congress do not 
need money to run for reelection, they still pursue money to use after 
their term of offi ce is over. 

The only body that can, in principle at least, prevent laws devoted 
to special interests is the executive branch of government. Because 
Mexico does not permit the president to serve consecutive terms of 
offi ce, presidents do not pay a cost in terms of future elections, even 
though they must still consider the future success of their party. By 
means of the presidential veto, the executive branch has managed to 
put a stop to some laws that might have been harmful to the general 
public’s interests, such as the Book Law, which sought price controls 
in the book industry (although this law was fi nally approved in 
2008, because President Felipe Calderón decided not to veto it). 
However, it has not vetoed all the laws it should have, for instance, 
the so-called Televisa Law.5 The cost the executive branch pays for 
each veto is high, because the executive branch itself is not immune 
to pressures from well-organized groups, especially when the admin-
istration includes representatives of the same special interest groups 
that need to be reformed. During the Fox administration, the most 
obvious example was the appointment of the communications and 
transport secretary. The closer to the heart of government the special 
interest groups can position their allies, the more diffi cult the battle 
is, and if the battle is won, it comes at a far heavier cost.
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The offi ce of president has been losing power. Much of this power 
was metaconstitutional. In other words, it was the result of the 
PRI’s hegemony and its discipline in relation to the president, who 
controlled the public purse and had the capacity to hire or fi re not 
only public offi cials, but even governors.6 Now that the president’s 
party no longer controls legislative power, these metaconstitutional 
powers have been weakened. Thus, the true fragility of the Mexican 
state has become evident in relation to its basic duties, such as com-
bating delinquency, collecting taxes, and regulating land use in 
towns. The personality and style of Fox’s administration also served 
to weaken the presidency in its symbolic sense.7

The battle may be hard, but some laws advancing the general 
public’s interests have been passed. The Freedom of Information Act 
and the Law Promoting a Career in Civil Service in the Federal Public 
Administration both serve to strengthen the average citizen in rela-
tion to the government and to limit the government’s discretionary 
power in hiring and fi ring top bureaucrats (World Bank 2006).8 

Nevertheless, the Freedom of Information Act has not been as 
powerful as was hoped, for example, as del Villar explains (chapter 
9 in this volume), it has not been able to declassify information 
about the methodology the Comisión Federal de Telecomunicacio-
nes uses to establish its prices. 

Although these laws were desirable, the net result has been to 
further diminish the president’s power. In a context of increasing 
decentralization of spending in favor of local states, where transpa-
rency in the use of public money is usually much less, the relative 
loss of presidential power appears to be even greater. 

Signifi cant legislative changes have been made in the fi nancial sec-
tor; however, the losers in these reforms suffer from not being part of 
the better organized groups. The greatest change is the increased 
capacity of creditors to recoup money in cases of nonpayment. Because 
past debtors have already been rescued, debtors’ associations such as 
El Barzón have been losing force, and future debtors will have little 
political clout. One interesting reform affecting powerful interests is 
the reform to the Federal Law on Economic Competition. Despite 
resistance from big business, several parties supported the reform. 

Some interesting lessons can be learned from this success. The 
reform process itself arose out of the stand taken against privileges in 
2006 by the then candidate for the presidency, Andrés Manuel López 
Obrador. It was a sort of compensation for the excesses of the Televisa 
Law and was carried out under the leadership of the president of the 
Comisión Federal de Competencia. However, the reforms passed in 
Mexico were more limited in scope than elsewhere in the world.
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The political parties have been adapting to the new environment. 
Even the Party of the Democratic Revolution (Partido de la Revolu-
ción Democrática or PRD) has many times opted for nonconfronta-
tion with certain interests. The parties require the support of both big 
business and the principal trade unions, as much for the money they 
receive from business,9 as for the organizational capacity of the 
unions. The parties also have their own resources to defend, which 
are provided by law from the public purse, are substantially higher 
than in other political systems, and were designed as a way of keeping 
dirty money out of political campaigns. 

Diffi culties of Reform

Transition came to Mexico in a context where the president’s party 
no longer had an overall majority in either of the two chambers. 
Divided governments have made it diffi cult for the executive branch 
to assume the short-term cost of certain legal reforms and then to 
enjoy the medium- to long-term benefi ts. Nevertheless, all the reforms 
still needed were not passed during the years of unifi ed government, 
and thus, the causality of divided government having less capacity 
for action is not clear (Cheibub 2007). 

Even though divided government does not seem to inhibit the U.S. 
government’s capacity to promote its own agenda, signifi cant differ-
ences between Mexico and the United States might explain why a 
divided government is much more dysfunctional in Mexico, although 
in the United States the presence of a divided government has become 
more polarizing and less effi cacious in recent decades (Ware 2001). 

Where Mexico is concerned, four reasons that reform has been so 
diffi cult in a divided government are worth considering. The fi rst is 
that the reforms still outstanding are unpopular. The 1994 crisis 
seriously eroded the credibility of the new economic model that the 
Carlos Salinas presidency had been constructing, and implied that 
the 1994 election had not really been about an alternative economic 
model. Indeed, the National Action Party candidate was not critical 
of the economic model, and had actively defended many of the 
reforms proposed by Salinas. Cuauhtémoc Cárdenas, the PRD can-
didate who had done so well in 1988 running on a platform that was 
highly critical of Miguel de la Madrid’s economic model (a much 
more moderate model than Salinas’s), not only came in a distant 
third, but also had even moderated his stance.

In October 1994, at the end of President Salinas’s six-year term, 
52.2 percent of those interviewed for a survey were in favor of priva-
tization, 38.2 percent were against it, and the remaining 9.6 percent 
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were indifferent. After the 1994 crisis, and only one year into 
Ernesto Zedillo’s government, the perception of privatization had 
changed. In April 1995, the percentage of those in favor of privati-
zation had fallen below 28.1 percent (that is, slightly more than half 
the earlier level), 35.7 percent were against it, and 36.2 were indif-
ferent. The legislators confronting the current president, Calderón, 
in his attempts at fi scal, energy, and labor reform—the three most 
visible reform areas—have already won the media debate. The 
public now sees these reforms not as favorable to the interests of the 
majority, but as part of a sinister plan to erode its interests. Accor-
ding to a national poll by the polling company Parametría, 73 per-
cent of those surveyed believe that the government should control 
the econ omy and 55 percent are opposed to any increase in private 
capital in the oil and electricity industries. By the same token, a 
2007 Mitofsky poll shows that more than half the population is 
opposed to private investment in energy.

The second reason is that Mexico’s electoral system and political 
history have led to the emergence of three major parties, plus a few 
small ones that often team up in coalition with the major parties. In 
addition, the parties are fairly well disciplined, as much because of 
the political culture as because the future of their members depends 
in good measure on keeping in with the party leadership. 

The existence of three big parties complicates the mechanics of 
reform. Given the unpopularity of the reform agenda, if one oppo-
sition party supports the government, it risks being thought of as a 
traitor. Moreover, for a party to support the reforms makes little 
sense, because if the reforms succeed, the executive branch is more 
likely to reap the political benefi ts than the party. 

The opposition is currently in the hands of two parties who are 
heirs to the ideological principles, revolutionary nationalism, and 
political practices of the PRI governments. In the case of the PRD, 
rejection of the most important outstanding reforms is almost auto-
matic, because the PRD arose out of opposition to Salinas’s reform 
agenda. In the case of the PRI, the relationship is more ambiguous; 
however, after the 1994 crisis, a lot of power was lost by the mod-
ernizers, who had come from the high levels of the bureaucracy 
controlling the party and who were not really a product of traditional 
PRI cadres closer to the rank and fi le of the party. 

Moreover, as a recent World Bank (2006) study points out, the 
result of the 2006 election was that more than 90 percent of mem-
bers of Congress came from organized groups within the PRI, in 
particular, trade unions and peasant laborer organizations. This is 
because the candidates are higher up on the lists of proportional 
representation candidates, from which 200 of the 500 deputies are 
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elected. The other 300 are elected in fi rst-past-the-post districts. The 
PRI itself won fewer fi rst-past-the-post majority seats in the lower 
chamber than ever before. The exit of the PRI from the federal 
government has strengthened the provincial state governments and 
groups such as the trade unions who have an autonomous power 
base. Given the government’s need for PRI support simply to be able 
to address most of its legislative agenda and given the PRD’s reluc-
tance to negotiate with the government, the power of the union 
leaders is signifi cant. 

The third reason is the fact that consecutive re-election of all 
members of Congress is not allowed. There is thus no incentive for 
collaboration based on direct pressure from the electorate. Instead 
of fulfi lling citizens’ mandate, what is important is keeping in with 
the party leadership and not being seen as a traitor to the cause. This 
argument also assumes that the electorate is in favor of the reforms 
that have not yet been passed. This is not, however, the case with 
respect to fi scal, energy, and labor reform. In the absence of the poten-
tial pressure for re-election, “going public” does not function well.

The fourth reason is the public funds the parties receive by law. 
The amount is staggering. In addition to tying up increasingly more 
federal resources, the executive branch cannot exert pressure through 
campaign resources as was the case in the past. The political parties 
are guaranteed a good part of public resources for election purposes. 
The three major parties enjoy pretending that they want the amount 
reduced, because there is some public pressure in this direction; 
however, as such a reduction would not really suit any of the parties, 
it has not happened.

An interesting debate is going on about the many institutional 
reforms that could be carried out to make the political system better 
able to promote the changes the country requires. Whether any of 
the proposed reforms would actually yield the hoped-for results is 
not clear. 

The faith of many analysts and actors in Mexico regarding the 
possibility of controlling powerful actors simply by changing the 
electoral rules or by changing the power of the president relative to 
Congress is curious. No one would disagree that much needs to be 
improved, but the cost of carrying out such reforms is high and the 
potential gains so uncertain that it seems better to concentrate atten-
tion on reforms likely to produce more concrete results. The fact that 
in the case of a legal reform one knows what is being introduced into 
Congress but not what is going to emerge makes this type of reform 
much less attractive. In addition, even though a law may appear 
perfect in the abstract, when it is eventually implemented, it may 
turn out to have implications in practice that legislators had not 
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envisaged. The country’s historical context and the existing distribu-
tion of power create a certain mystery around the operation of each 
new law.

Even though the arrival of democracy has not led to changes in 
the structure of privileges, some reforms worthy of note have been 
passed. These include, as noted earlier, the Freedom of Information 
Act and the Law Promoting a Career in Civil Service in the Federal 
Public Administration, plus somewhat more progressive public 
spending. Even though we would have to better understand the 
mechanisms that made it possible, it does not seem to be mere chance 
that social spending, which is still captured to a certain degree by 
powerful interests, is today more progressive than it was in the past 
(World Bank 2004). 

One part of this increase in public spending has had an inertia 
component that is the result of the government’s legal obligations, 
such as universal coverage of primary education, which has occurred 
partly for demographic reasons. For the fi rst time, Mexico has enacted 
medical insurance (known as Seguro Popular) that is, in principle, 
for everyone. Although socially fair, it can stimulate the informal 
economy, because people can now obtain some sort of social protec-
tion without paying for the expensive insurance required when they 
are hired in the formal sector. This can therefore backfi re by redu-
cing the capacity to grow the formal economy. It also stimulates 
evasion of social security, which results in fewer savings for retire-
ment, as demonstrated by Levy (chapter 6 in this volume). Never-
theless, the medical insurance program does address a sizable defi cit 
in terms of health coverage for the poor. The challenge now is to 
apply universal coverage, but with the proper incentives. 

Another pro-poor program linked to the transition to democracy 
is Oportunidades (Scott 2003). Although the original program started 
before 2000, one could argue that Mexico was already a democratic 
country after 1997, when it became clear that the PRI had lost in the 
lower chamber and accepted its defeat (Przeworski and others 2000). 
The Oportunidades program absorbs only a small fraction of the 
budget compared with such extremely regressive programs as social 
security, higher education, and subsidies paid to the energy and agri-
culture sectors. Thus, much more still needs to be done to make 
Mexico’s spending a more powerful redistributive instrument.

Mechanisms for Protecting Privileges

Big business groups and conglomerates have a range of mecha-
nisms for protecting their privileges. The law is one of them. 
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Amparos (legal stays of action) can halt government regulatory 
action in many spheres. Amparos are within the reach of whoever 
can afford to pay for them, regardless of sector, but they really 
come into their own in the more heavily regulated sectors and in 
relation to taxation. 

Contrary to what much of the discourse suggests, constructing a 
situation of genuine rule of law is not simply a matter of applying 
existing laws. Although this is part of the problem, in many cases 
changing laws is necessary to ensure that the rule of law extends its 
authority over everyone, but at the same time affords everyone 
some protection. 

In some matters, such as those that have to do with the govern-
ment’s capacity to regulate and impose taxes, amparos seem to vio-
late the very idea of a law within the reach of everyone and a state 
that can regulate everyone. A law on taxes passed by Congress that 
others have to abide by is not being applied to business people who 
can win amparos against that law. 

This idea of legality protects the powerful and does so better than 
in other legal systems. It stems from a curious interpretation of 
Constitution Article 31, Paragraph 4, which addresses citizens’ obli-
gations. It was taken from the 1857 constitution and, until 1960, 
was interpreted to mean that amparos were not allowed in tax mat-
ters. The change in interpretation has led to an ongoing dispute 
about the constitutionality of fi scal laws and about the constitution-
ality of actions by the government that can give notable protection 
to big business and can grant big businesses lower tax rates than 
those paid by smaller businesses that cannot afford the same legal 
apparatus to defend themselves (Elizondo and Perez de Acha 
2006). Amparos are a mechanism used mainly by the largest com-
panies, which also have more success with their claims than smaller 
companies (González 2006). 

A similar problem exists in the area of competition, where the 
authorities experience a great deal of trouble in applying the law. Until 
recently, actually collecting a fi ne was virtually impossible. Those 
affected can seek amparos, and even if the result goes against them, 
the time that passes before they can be sanctioned already gives them 
an advantage over their competitors (see chapter 4 in this volume). 
The reforms passed at the end of 2006 should change this somewhat. 
What interpretation the judges will make remains to be seen.

Using amparos allows people to protect themselves from laws 
that have already been passed. This has the advantage, therefore, 
of needing no further organization. In theory, amparos are available 
to everyone; however, if the litigation involves a lot of money, then 
the protection afforded by amparos is not available to everyone. 
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Even though the problem is not new, in the past the government 
was better able to pressure the Supreme Court in the more high-
profi le cases.10

Big businesses have always been able to affect government actions. 
For many decades, big businesses concentrated their actions on 
the executive branch with considerable success. This was the case 
from 1954 to 1970, the years of the so-called alliances for profi t. The 
governing principle was support for making money in exchange for 
noninterference in politics (Reynolds 1970).

In a democratic world, the playing fi eld is much bigger. Businesses 
seeking to infl uence all actors in the policy process have had to create 
departments to handle relationships with the government, especially 
Congress, and also to infl uence public opinion. Some business peo-
ple have actively sought the presidency, as was the case with Fox. 
Others have played an active role in elections by contributing money 
and other forms of support.

Given the absence of regulation on lobbying, the room for action 
is wide open, and special interests have achieved notable successes. 
For example, the so-called Televisa Law was apparently drawn up 
by Televisa’s own lawyers and passed unanimously and almost 
without discussion in the lower chamber. Despite greater resistance 
in the Senate because some of the press had reacted to the contents 
of the law, in the end it was passed exactly as the representatives in 
the lower chamber had left it. 

The big trade unions also have enormous resources at their dis-
posal. A trade union’s power structure is largely based on a series of 
privileges, established by law, which give trade unions considerable 
organizational capacity for defending their unions and their political 
interests. The most important rule in the game is the monopoly over 
workers’ representation held by registered trade unions. Every worker 
has to belong to a trade union and no company may have a minority 
trade union. The trade unions registered on a collective labor contract 
are unlikely to be displaced when another group in the same com-
pany tries to demonstrate that it has become the majority, in part 
because the burden of proof rests with the side seeking to change the 
status quo. Many unions have no limit to the number of times lea-
ders may be “elected” as leaders; thus, turnover in the leadership of 
trade unions is extremely slow.

Another mechanism whereby unions exert their power is union 
dues. By law, these dues are deducted at source from all workers in 
the system. Thus, the economic resources the trade unions have are 
enormous, even though precise data as to the exact amount are not 
available. Saldierna and Garduño (2005) calculate that union dues 
collected by the Sindicato Nacional de Trabajadores de la Educación 
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Nacional (SNTE) are at least Mex$2 billion a year. This sum is vast, 
not only in terms of its size, but also because of the associated lack 
of accountability. Unions also have illegal sources of income from, 
for example, the sale of job placements, which seems to be wide-
spread in the case of teachers. Such practices inevitably undermine 
service quality. 

The accounts of trade unions are almost impossible to audit. Even 
though, in principle, workers can demand to see them, in practice, 
the system is controlled from the top. In theory, the government 
could seek to have them audited through a legal mandate. This has 
never happened, and whether the judicial system would accept such 
request is not clear. Apart from the problems of corruption associa-
ted with a lack of accountability, having these resources available to 
spend at their own discretion gives union leaders a great deal of 
power, not only inside the unions, but also outside them.

Trade unions’ power extends far beyond the money they control. 
Some union leaders are members of Congress, who mostly belong to 
the PRI and gradually account for a larger proportion of the PRI’s 
legislators. Union leaders are increasingly found also in the ranks of 
the PRD. The SNTE is an extreme case. Not only has it been gathering 
allies in all the other political parties, but also it now has a political 
party of its own, New Alliance. The party was registered in 2005 
and fi elded candidates in the 2006 elections, winning 4.6 percent of 
the votes for representatives under the proportional representation 
scheme and 4.0 percent of the vote for the Senate.

With a political party controlled by the SNTE plus SNTE mem-
bers in various other political parties, it is hardly surprising that the 
SNTE has been able to legislate in its own favor. The most obvious 
example is the 2002 reform of the Education Law, which obliged the 
government to spend the equivalent of 8 percent of GDP on educa-
tion in 2006. The number is absurd given the level of tax revenues 
collected in Mexico: 8 percent of GDP amounts to almost the total 
of income tax and value added tax combined. This ploy is just one 
more in the union’s search for resources, and without the SNTE 
being bound by any reciprocal performance commitment in return. 
Note that the target was not met. Public spending on education in 
2006 was only 5.4 percent of GDP, itself no small sum, because it 
accounted for 25 percent of the federal budget (Secretaría de 
Hacienda y Crédito Público 2006).

The trade unions also have other power mechanisms. For exam-
ple, members of the PEMEX trade union sit on PEMEX’s board of 
directors, and the SNTE controls the Ministry of Education’s struc-
ture supervising the work of teachers. This situation effectively 
means that the administration of a school has little control over what 
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happens in its school. In addition, the SNTE is directly responsible 
for administering many of the fringe benefi ts given to teachers, 
such as loans and housing credits, and it does so with blatant dis-
cretion in most cases.

The greatest source of union power lies in being able to control 
who works and who is dismissed. In most cases, trade unions must 
approve the hiring of unionized personnel. This approval not only 
leads to ample opportunities for corruption, but also builds networks 
of relatives and cronies loyal to the leadership. Studies of the issue 
that have actually measured the density of these networks do not 
appear to be available, but such networks certainly forge strong 
links between the leadership and the workers. In some trade unions, 
leadership positions have been handed down from father to son 
without the son needing to have had any work experience in the 
sector before his designation as leader.11 

The trade unions can also protect their members from being 
fi red. This benefi t derives not only from a labor law and collective 
contracts that make it diffi cult to dismiss workers, but also even 
when a dismissal is justifi ed, if the worker has the support of the 
trade union, because the authorities’ pursuit of the case is extremely 
costly politically. The problem is particularly acute in the public 
sector, because under Constitution Article 123, Provision B, workers 
contracted by the government are afforded even greater protection. 
Under this provision, dismissing anyone is practically impossible, 
even when severance pay is provided.

Another source of union power is being able to assign members 
to special union duties. These members can be absent from their 
regular employment temporarily or permanently while on full pay 
and benefi ts. The trade unions do not provide information about the 
numbers involved, but the newspaper Reforma used the Freedom of 
Information Act to obtain information from the federal government. 
The number supplied was 17,843, of which 10,187 are employees 
of the Ministry of Public Education (Carrillo and Rivero 2006). The 
employees thus assigned carry out many types of duties for the 
unions or are simply free to attend to other affairs, including running 
their own businesses on offi cially paid time. This means that almost 
18,000 workers, equivalent to the entire workforce employed by 
Volkswagen in Mexico, do nothing for their employers.

The trade unions have served their members well. Their average 
wages are higher than in the rest of the economy (see chapter 4 in 
this volume). Between 1998 and 2001, that is, during the end of 
Zedillo’s term and the beginning of Fox’s administration, a teacher’s 
basic salary rose by 52.4 percent and fringe benefi ts rose by 9.1 
percent. Indeed, since 1993, teachers’ wages have risen more in real 
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terms than GDP (World Bank 2006). Even though their salaries 
continue to be low compared with those of teachers in more devel-
oped countries, they are high in comparison with Mexico’s per capita 
GDP. In general, despite the commonly held perception, primary 
school teachers in the public education system earn more than those 
in other professions with comparable levels of qualifi cations (López 
Acevedo 2004). In addition, they have much better working condi-
tions: more vacation days, more fl exible work schedules that allow 
them to hold second jobs, and greater job security. No wonder that 
selling job placements is a profi table business.

The 2005 national survey of beliefs, attitudes, and values revealed 
some interesting statistics. At the national level, 65 percent of the 
teachers surveyed earned more than six times the minimum wage. 
This contrasted sharply with the earnings of parents surveyed, of 
whom 75 percent earned between one and fi ve times the minimum 
wage. Nevertheless, in response to whether they considered that an 
improvement in education quality depended on an improvement in 
teachers’ salaries, 59 percent of teachers replied in the affi rmative. 
Even though 72 percent of the teachers claimed that they were 
“barely satisfi ed or dissatisfi ed” with their salaries, 81 percent 
answered that if they had to make a choice of career again, they 
would enter the same profession (Fundación Este País 2005).

Clearly, the trade unions cannot simply be thought of as puppets 
in the service of the government or of other interests. There is no 
question that the unions are sustained by the money and lack of 
accountability the law allows them and that this has led to abuse by 
union leaders on many occasions. At the same time, the unions have 
earned themselves a solid power base in society because of the favor-
able working conditions they have negotiated for their members. 

The most extreme case is that of the Sindicato Mexicano de Elec-
tricistas to which Luz y Fuerza del Centro workers belong. This is 
probably the most democratic and independent of the public sector 
workers’ unions. It has also achieved the best working conditions for 
its members, including retirement pensions at a level not found in 
any developed country.12

Because public sector fi rms are not subject to competition and do 
not live off income earned from the market, they are in a position to 
perpetuate ineffi cient union agreements that continue to be paid for 
out of the public purse. This is very different from what happens in 
the manufacturing sector, where productivity has improved dramat-
ically, even without reform to Mexico’s burdensome Labor Law. In 
sectors open to competition, the trade unions are limited as to what 
they can demand. They understand what is at stake, and most have 
moderated their stance accordingly. Even a combative trade union 
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such as that of Volkswagen of Mexico knows that the company can 
take its investment to Brazil or back to Germany.13 

A few cases of sector collapse have resulted from the power of the 
trade unions and their resistance to any changes that might affect 
them. The Euzkadi fi rm’s workers are an example: they chose to 
defend a legal contract that was so rigid that it killed off most of the 
tire sector. This has not been the norm, however, and private enter-
prises facing competition have had to adjust their labor practices, 
though at no small cost.

The Labor Law imposes many restrictions, but the biggest prob-
lems occur in sectors that face little competition or that cannot go 
bankrupt because they are subsidized by the government. Given the 
political clout of the trade unions, withdrawing subsidies that allow 
the fi rms to survive is diffi cult. Even when this appears to have been 
achieved, a trade union can always renege on its decision. Luz y 
Fuerza del Centro was already in the hands of liquidators when 
Salinas halted the process, and the government ended up absorbing 
the company’s liabilities. This was apparently in compensation for a 
close relationship that had proved useful to his candidacy when the 
oil workers union withdrew its support. 

Final Thoughts 

How can Mexico build a political coalition that will break with the 
prevailing equilibrium that is obstructing greater growth and unduly 
favors those who have resources and organizational power? Democ-
racy can serve to unite the public against the special interest groups 
and can propagate reforms benefi cial to the majority in the medium 
term. This condition calls for strong leadership with a clear strategy 
for standing up to these well-organized groups and with solid infor-
mation that would enable that leadership to justify its actions. It also 
calls for citizens ready to involve themselves in the public policy 
debate and to take a stand in defense of their own interests.

The 2006 electoral campaign emphasized the need to confront 
privilege, even though it focused mainly on the privileges enjoyed 
by business people and did not link its criticism to any project for 
building a more effi cient economy. Indeed, putting the theme of 
privileges squarely at the center of the debate was one of the greatest 
triumphs of López Obrador, the PRD presidential candidate. This 
asset is one that could have been used to fuel the PRD’s agenda for 
government, especially because President Felipe Calderón’s govern-
ment should also be interested in reforms favoring competition and 
reinforcing the government’s regulatory capacity.
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The economy cannot grow any faster if it has to carry the dead-
weight of companies and other entities, whether public or private, 
that face little or no competition and that provide expensive, poor 
quality, or both services. The public’s support is key in addressing this 
situation. A start can be made by revealing the privileges that such 
entities have managed to accumulate and hold on to and that have 
until now been immune to a regime that gives voice to the majority. 

With regard to the business sectors, the current government has 
the best opportunity to effect change, because it is free to move 
toward the center without having to neglect its right wing. There 
is no danger of the PRD taking over the right, although the PRI 
might try. If the National Action Party were to produce a coherent 
agenda on the issue, the PRD could do little to oppose it. Opposi-
tion is unlikely from the PRI either, because of the cost in terms of 
internal coherence. 

The fi rst step would be to carry out a systematic comparison of 
the prices of certain goods and services in Mexico with those 
elsewhere. The same thing needs to happen with regulations. The 
fi nes and sanctions Mexico applies to those who collude to fi x prices 
or who fail to pay taxes should be compared with what happens in 
other countries. 

An outcry from the business community is inevitable, but the 
challenge for the government is to convince business people that 
giving them viability in the medium term requires limiting them in 
the short term through better regulation for all that is more in line 
with what pertains in other OECD countries. In many cases, this 
will simply imply reinforcing the government’s ability to impose 
existing regulation, and having a government useful to business 
development as a whole usually implies not favoring any one busi-
ness in particular. As economist Maynard Keynes used to say, capi-
talism needs to be saved from the capitalists. 

This fi rst step of a systematic comparison, although important, 
is no guarantee of success even if it led to legal reforms that would 
modernize Mexico’s legal framework. Take the case of the 2004 
reforms to the law governing the Instituto Mexicano del Seguro 
Social. The 2004 reform revealed how much pensions were costing 
the institution and proposed a legal reform to avoid continuing to 
fi nance the pensions of future institute workers from the premiums 
being paid by contributors, yet the legal mechanisms for obliging 
the Instituto Mexicano del Seguro Social to comply with this law 
are not clear. 

Union privileges are one of the most entrenched inheritances left 
behind by the old regime. The PRI government was in no position 
to reveal the extent of these privileges, because the privileges were 
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the product of the regime itself: the main benefi ciaries were the PRI’s 
most loyal allies. 

Fox’s government pursued a somewhat erratic strategy in relation 
to the main PRI organizations. In the end, however, Fox chose not 
to upset the applecart. Despite public revelation of the illegal diver-
sion of PEMEX union funds to fi nance the campaign of the PRI 
presidential candidate Francisco Labastida (which came to be 
known as PEMEXgate), no trade union leader has gone to prison, 
and a cordial relationship between Fox’s administration and the 
PEMEX trade union was maintained, at least in public, until the end 
of his administration. 

Calderón’s government is in a position to pursue a more  consistent 
strategy, and a good start would be providing better information 
about the nature of the privileges and their implications. Unfortu-
nately, the appointment of the SNTE leader’s son-in-law as educa-
tion undersecretary does not augur well in this regard, and it smacks 
of a reward to the trade union for its support prior to the elections. 
At the same time, given that the appointment sparked signifi cant 
criticism in the press regarding union power, that criticism could 
now be turned to good use by seeking conditions in the administra-
tion of the school system that, without affecting teachers’ income, 
could be tied to better compliance with their obligations. This, in 
turn, would result in an increase in quality and a reduction in the 
costs of the system. A process such as this would strengthen the 
 bodies responsible for evaluation and make proactive use of inter-
national test results such as the Programme for International Stu-
dent Assessment.14

The government will always be limited in its ability to confront 
the country’s most powerful actors. What is really needed is to 
involve society by making people understand that they are the ones 
who are actually paying for these privileges. In the short term at 
least, this would be a win-win situation for the privileged and the 
citizens in their role as consumers: the more effi cient a company 
becomes, the more the economy and the market will grow, and this 
situation is ultimately of benefi t to all business people as well. As 
concerns the trade unions, the losses would be less easy to compen-
sate, but there are areas (pensions, for example) where it would at 
least be possible to limit the cost to future employees, although not 
necessarily to the current workforce.

A party such as the National Action Party, with its more citi-
zen-based origins than the corporate origins of the PRI and the 
PRD, should be able to capitalize on a movement that is more 
critical of the government, which, by having conceded so much to 
the trade unions, is providing poor quality services. Citizens must 
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be persuaded to see themselves fi rst and foremost as consumers of 
public services. 

The small parties, such as the Alternative Social-Democrat and 
Peasant Laborer Party, that do not depend on any trade union in 
particular, could build themselves a following by producing informed 
criticism of the privileges. However, as the cost of organizing society 
is so high, even this party needed the help of more traditional sectors 
simply to achieve offi cial registration as a political party, and the 
fi ght between the two internal factions could destroy the party.

A presidential leadership that provides information could be 
important too, but the information would have to be accompanied 
by a strategy for legislative reform that would level the playing fi eld 
both politically and economically.

The fi rst reform needed is better regulation of activities inherent 
to the decision-making process in Congress. Rules must govern how 
lobbyists operate and how to deal with confl icts of interest. A start 
must be made by limiting the outside professional duties legislators 
are allowed to undertake while in offi ce.

In terms of the electoral and political system, the reform that 
would have the greatest impact would be reducing campaign costs 
and the cost overall of engaging in politics. This second reform has 
already been undertaken, but in such a way that its benefi ts will be 
limited. Although the purchase of advertising space in the media for 
political ends was prohibited, political parties will have a vast 
legally mandatory space in the electronic media to promote their 
proposals. So-called negative campaigns were banned, which will 
limit the information made available to citizens. No important 
reduction in the prerogatives of the political parties took place, and 
more limits to the creation of new parties were imposed. A new 
council for the Instituto Federal Electoral was elected, but its auton-
omy is likely to be more limited, and it will also be even more 
expensive, because it is now responsible for regulating and allocat-
ing spots in the electronic media. A third reform must be to limit 
the abuse of amparos. These cases not only fl ood the legal system, 
making the process expensive and slow, but also generate inequities 
between big and small actors and erode the government’s capacity 
to impose the law. This will be a complicated reform and must not 
leave average citizens defenseless against the government, a situa-
tion they are already in today unless they have the resources to 
afford a good lawyer. The answer lies in adapting some of Mexico’s 
practices to those in the developed world. 

The legal profession will react whatever the change in this regard, 
and so will the wealthiest actors who have abused the system hitherto. 
However, given society’s demand for justice, given how this device has 
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been misused, and given Supreme Court judges with a more modern 
view on the subject, putting the issue onto the agenda should now be 
possible and some support from society can be expected. 

Labor reform is one of the most complicated areas still to be 
tackled and is one that costs the country a great deal in terms of 
competitiveness. The challenge is to craft a reform that will credibly 
provide more possibilities for formal employment to a majority of 
Mexicans, but at the same time not take away vital union protection 
against employer abuse. 

For companies in sectors subject to competition, the current law is 
not as costly as for companies in sectors not currently subject to 
competition, because they have more leverage with their trade unions. 
Thus, starting with a reform to make public companies as competitive 
as possible and then removing their subsidies makes sense. Revealing 
the exact cost of the services they provide and the cost of the current 
labor agreements could help eventual more rational use of the coun-
try’s resources. 

Beyond the evident political restrictions to an effort of this nature, 
this strategy will be easier to apply in public sector companies than 
in the central government itself, where services are usually provided 
free of charge. To generate support from society, which is the con-
sumer of government services, the best approach would probably be 
to persuade consumers to demand more and better information 
about the performance of all public services. A fourth reform would 
be to strengthen the laws protecting consumers, who are currently 
poorly organized. Mexico has no sizable consumers’ association. 
There is a Federal Procurator’s Offi ce for Consumers, but it is not 
always headed by effective prosecutors and the law does not give it 
enough teeth. In addition, the law does not allow groups of suppos-
edly defrauded people to bring class action suits. Thus, to confront 
big companies, where consumers have few alternatives, the answer 
may be to pass a law that allows collective lawsuits. 

Finally, and probably an area where there is the most to gain, 
reform is needed in the government’s regulatory agencies, in particu-
lar, the Comisión Federal de Competencia. Even though it has more 
legal resources today than in the past because of the reforms of June 
2006, the commission still has fewer teeth than many of its counter-
parts in other OECD countries. For example, a U.S. entrepreneur 
who is shown to have tried to manipulate prices faces the risk not 
only of paying a heavy fi ne, but also of going to prison. 

All these proposed reforms will run up against opposition, because 
they will affect some powerful interests. However, if the required 
actions are not taken, the loser is the public as a whole, which, being 
badly organized and ill-informed, sees laws being passed that only 
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affect people adversely, even though some of those laws may be 
disguised as being in the general interest.

Not to carry out the reforms would be to leave Mexico with an 
institutional framework that, by shielding broad sectors from com-
petition, is debilitating the economy as a whole and, thereby, under-
mining the well-being of the average citizen. Attracting the vote of 
this average person by offering pro-competition policies that put 
consumers and tax-paying citizens at the center of the debate is one 
of the greatest challenges facing the current administration.

Notes

 1. This does not mean that conditions in which it is possible to stimulate 
productive investment in barely competitive markets cannot exist. Examples 
are Mexico during the period of stabilizing development (1954–70), as well 
as the Republic of Korea. However, it is easy to end up trapped in the ineffi -
ciencies and profi ts such a model generates (Parente and Prescott 2000). The 
main benefi ciaries of protectionist policies are industrialists and unions. When 
these actors acquire a lot of power, change becomes diffi cult and the original 
purpose of promoting development ends up being defeated by the very actors 
who at the beginning helped to propel movement in this direction.

 2. The net income from foreign commerce in oil products in 2006 was 
US$27.6 billion, equivalent to 3.59 percent of GDP. Remittances totaled 
US$25.0 billion, equal to 3.26 percent of GDP (http://www.pemex.com; 
http://www.oecd.stat; Hernández 2007). This income forced the real 
exchange rate up in 2006, generating additional pressure on exporters of 
manufactured goods.

 3. This can be shown by comparing students with similar socioeco-
nomic backgrounds attending private and public schools and by comparing 
schools with similar infrastructure.

 4. In some high-profi le cases, the president simply had to tolerate the 
defi ance, as when President Miguel de la Madrid (1982–88) was threatened 
by a Petróleos Mexicanos trade union leader. De la Madrid’s successor 
fi nally put the leader in prison (de la Madrid Hurtado 2004).

 5. The Televisa Law is a set of reforms to the laws governing radio, 
television, and telecommunications. It does not confront the current concen-
tration of telecommunications concessions. The new law grants current 
concessionholders the remaining space in a frequency if it is digitalized, 
increases entry barriers, and facilitates the possibility for radio and television 
concessionholders to extend their services into other areas of communica-
tions. In addition, the Comisión Federal de Telecomunicaciones was not 
endowed with autonomy, but has remained under the control of the Ministry 
of Communications and Transport. Even worse, the commissioners who have 
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been selected have little experience in the fi eld, including their recently appointed 
president, who was one of the main promoters of the law in the Senate.

 6. As Weldon (1997) argues, during the Maximato period, 1928–34 
(known by this name because former president Plutarco Elías Calles main-
tained control of the country as “El jefe máximo de la Revolución”), wide-
spread control had already been established by the PRI’s forerunner, but the 
country’s president was weak, because party leadership was in the hands of 
Plutarco Elías Calles. 

 7. In public events headed by President Fox, sometimes secretaries of 
state taking part arrived late. This virtually never happened during PRI 
governments. Because he was afraid of seeming authoritarian, President Fox 
did not exert his authority even in relation to symbolic matters.

 8. Despite the advantages of greater professionalization of top bureau-
crats, the law has made the appointment of certain types of public offi ce-
holders more rigid than necessary and is still working suboptimally.

 9. Even though private donations are restricted, there are ways of get-
ting around that. For example, some campaign donations are made in kind 
(such as the use of transport) and are diffi cult to monitor. 

 10. This is what it did to avoid the amparo brought by the bankers after 
the bank expropriation and when it opted to apply a fl at rate company profi t 
tax that seemed to be neither proportional nor equitable.

 11. This happened in the Sindicato Nacional de Trabajadores Mineros, 
Metalúrgicos y Similares, whose lifetime leader, Napoleón Gómez Sada, 
handed the post down to his son, Napoleón Gómez Urrutia, in 2001. Gómez 
Urrutia, who was educated at Oxford, had never worked in a mine, which 
should have disqualifi ed him from occupying the post.

 12. The secretary general of the trade union is 35 years old and has 
belonged to the union for 20 years. According to the collective labor con-
tract, Article 64: “Any worker can request and obtain retirement provided 
he has completed twenty-fi ve years of service and is fi fty-fi ve years old, or 
provided that he has completed thirty years of service regardless of age. By 
the same token, women workers can request and obtain retirement with 
100% (a hundred per cent) of their basic salary, when they have completed 
twenty-fi ve years of service regardless of age.” Thus, in 10 years’ time, the 
secretary general will be able to retire on his full salary, which each year 
includes a Christmas bonus equivalent to 50 days’ pay (http://www.sme.org
.mx/construccion_frame/UntitledFrameset-3.htm).

 13. Legal contracts are more complicated in the sugar or mining indus-
try, for example, where they oblige all companies in the sector to have the 
same conditions for their workers. Some of the more troubled sectors are in 
this legal situation.

 14. The launch of the Alianza por la Calidad de la Educación in May 
2008 is an attempt to make merit the basis of all hiring and promotion of 
teachers within the system and seems to go in the correct direction.
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Social Security Reform in 
Mexico: For Whom?

Santiago Levy

Social security is a centerpiece of Mexico’s social policy, thereby 
providing workers with access to health insurance; housing loans; 
day care centers; and retirement, disability, and work-risk pensions. 
However, because social security is mostly fi nanced by wage-based 
contributions that are not fully valued by affi liated workers, it acts 
partly as a pure tax on salaried employment, which in Mexico is the 
only form of employment covered by social security. Firms and 
workers avoid this tax legally by shifting to activities with nonsala-
ried contractual relationships and to self-employment, and illegally 
by employing large-scale evasion. Thus, the labor force is divided 
into a formal sector with social security coverage and an informal 
sector without such coverage that consists of a legal segment 
 (self-employment and nonsalaried employment) and an illegal 
 segment (salaried employment with fi rms evading social security) 
(Levy 2008). The resulting overemployment in the informal sector 
has negative effects on productivity and growth.

Legal reforms have sought to improve the functioning of social 
security, two of which are discussed here. The fi rst, in 1995, changed 

I want to thank Isabel Guerrero and Michael Walton for useful comments, 
encouragement, and support. I also thank Rafael del Villar, Ernesto Estrada, 
and Eduardo Pérez Mota for useful discussions on pensions. The views 
expressed here are my own and the usual disclaimers apply.
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retirement pensions from a defi ned benefi t pay-as-you-go system to 
a defi ned contribution pre-funded scheme, with individual accounts 
administered by private fi nancial fi rms known as retirement fund 
administrators (administradoras de fondos para el retiro, or 
AFORES). The second, in 2004, centered on reducing the costs of 
the special pension regime of the Instituto Mexicano del Seguro 
Social’s (IMSS’s) own workers so that social security contributions 
were channeled to provide services to affi liated workers and not 
diverted to pay for this special pension regime.

I use these two reforms to study the link between productivity and 
income or power concentration. The core hypothesis is that rent- 
seeking by groups associated with the provision of social security 
services—the AFORES in the administration of individual retire-
ment accounts and the IMSS union in labor services directly pro-
vided to the IMSS—widens the pure tax component of social security 
contributions, thereby lowering productivity and gross domestic 
product (GDP). A subsidiary hypothesis is that when the lack of 
social security for informal workers is remedied through parallel 
social programs fi nanced out of general revenues, the implicit subsidy 
to informal employment magnifi es the effi ciency losses derived from 
the pure tax on formal employment, further lowering aggregate 
labor productivity and GDP.

Background

Three features of Mexico’s social security system deserve attention. 
First, article 123 of the Constitution separates workers into those 
employed in the private sector (referred to as segment A) and in the 
public sector (referred to as segment B). Different social security 
regimes and labor laws apply to workers in segments A and B: work-
ers in A are governed by the Federal Labor Law and the Social 
Security Law, while workers in B are governed by the Labor Law for 
State Workers and the Law of the Institute of Social Security Services 
for State Workers (ISSSTE Law). In what follows, I focus on the 
social security system of workers in segment A and the institutions 
associated with it. 

The second feature is that the Social Security and Federal Labor 
laws establish that social security is a right of salaried workers 
only and an obligation of fi rms only with respect to the salaried 
workers they hire. Other members of the labor force, such as the 
self-employed and workers who have nonsalaried relationships 
with fi rms, may voluntarily join the social security system, but 
they are not obliged to do so. 
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The third feature is that social security coverage involves a wide 
set of benefi ts, namely: (a) health insurance, (b) day care services, 
(c) life insurance, (d) disability pensions, (e) work-risk pensions, 
(f) sports and cultural facilities, (g) retirement pensions, and 
(i) housing loans.

The fi rst six of these benefi ts fall under the mandate of the IMSS. 
Retirement pensions take the form of a defi ned contribution indi-
vidual accounts system administered by private AFORES regulated 
by the Comisión Nacional del Sistema del Ahorro para el Retiro 
(National Commission for the Pension System, CONSAR). Finally, 
the Instituto del Fondo Nacional para la Vivienda de los Trabaja-
dores (INFONAVIT) administers housing loans. These three agencies 
form the core of Mexico’s social security institutions for segment A 
workers. They have a similar governance structure with boards 
composed of government offi cials and worker and fi rm representa-
tives. This tripartite composition refl ects the tripartite source of the 
funds collected to fi nance social security, as well as the political 
conceptualization of social security as a shared responsibility 
between workers, fi rms, and the government.

Despite similarities in their legal structure, the IMSS, CONSAR, 
and INFONAVIT differ in critical ways. Perhaps the most important 
is that the IMSS, in addition to acting as a social insurance agency, 
is, for the most part, the main provider of the services under its 
mandate, particularly health services.1 The IMSS directly operates 
health services for its affi liated workers and their families, making it 
the largest single provider of medical services in Mexico and prob-
ably one of the largest in the world. As a result, the IMSS has more 
than 370,000 employees, making it the largest single employer in 
Mexico. IMSS workers are organized in the Sindicato Nacional de 
Trabajadores del Seguro Social (SNTSS), the second largest union 
in Mexico.2 By contrast, the other two entities serve a regulatory 
or fi nancial role, but INFONAVIT does not build housing and 
CONSAR does not operate AFORES.

As noted earlier, coverage of social security follows the distribu-
tion of the labor force between public and private sector workers, 
and for the latter, between salaried and nonsalaried workers. If we 
associate coverage of social security with “formality” and lack of 
coverage with “informality,” then the labor force is divided into a 
formal sector and an informal sector, with formal sector workers 
receiving social security coverage (segment A by means of the IMSS 
and segment “B” by means of the ISSSTE), and informal sector 
workers not receiving such coverage. In principle, this distinction 
should coincide with the distinction between salaried and nonsala-
ried workers, but this is not the case because of large-scale evasion 
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of social security in segment A: many salaried workers without social 
security add to informal employment levels. Table 6.1 breaks down 
the labor force by social security coverage.

Four points made by the table are relevant. First, social security 
covers less than 40 percent of the labor force. Second, excluding seg-
ment B, the labor force consists of some 40.5 million workers, of 
whom only 13.8 million (34 percent) have social security, a telling 
situation more than 60 years after the creation of the IMSS. Third, 
more than half of formal workers earn three times the minimum wage 
or less a month.3 This distinction cannot be made for all informal 
workers, because information is lacking on the earnings of informal 
(illegal) salaried workers, but if one considers only nonsalaried infor-
mal workers, 85 percent earn three times the minimum wage or less 
a month. All in all, at least 24 million workers, more than half the 
labor force, receive low wages. Finally, evasion of social security is 
rampant, equal to 36 percent of salaried workers in segment A. 

Workers’ mobility between sectors takes place on a large scale, 
and this mobility is greater at lower wage levels. Levy (2006) 
describes an exercise where the length of stay in the formal sector of 
9 million workers, measured by affi liation with the IMSS, was fol-
lowed from July 1997, when the current Social Security Law came 
into effect, to July 2005.4 The key results are that only 11.6 percent 
of low-wage workers were enrolled with the IMSS for the entire 
nine-year period, as opposed to 42.4 percent of high-wage workers. 

Table 6.1 Labor Force and Social Security Coverage, 2005

Labor force 
Number (thousands 

of workers) Share (percent)
Formal 17,159 39.1
 ISSSTE (B)a 3,327 7.6
 IMSS (A) 13,831 31.5
  Earning more than 3 times 
   the minimum wage 6,007 13.7
  Earning 3 times the 
   minimum wage or less 7,824 17.8
Informal 26,707 60.9
 Nonsalaried earning more 
   than 3 times the minimum 

 wage 2,860 6.5
 Nonsalaried earning 3 times 
  the minimum wage or less 16,147 36.8
 Salaried (evasion) 7,699 17.6
Total 43,866 100.0

Source: Levy (2006). 
a. Includes state-level social security institutions.
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At the other end, of all the low-wage workers who were enrolled in 
the IMSS in 1997, almost 18 percent were in the formal sector for 
one of the nine years, in contrast with 7.6 percent of high-wage 
workers. All in all, the average low-wage worker who was enrolled 
in the IMSS in 1997 had social security coverage for only 4.3 of 
the 9.0 years during which he or she could have been covered, or 
48 percent of the time. The corresponding average for high-wage 
workers was 6.5 years, or 72 percent of the time.

More generally, workers have spells of formality with social security 
coverage and spells of informality without it, with these transitions 
being more frequent the lower the worker’s wage.5 There appear to be 
no substantive barriers preventing workers from entering formality 
and gaining access to social security.6 Thus, the formal-informal 
dichotomy is a characterization of the legal status of workers at a point 
in time, but not a permanent separation of individual workers into two 
mutually exclusive subsets. Furthermore, the dichotomy is less useful 
the lower workers’ wages are. For low-wage workers, the problem is 
not accessing a formal sector job with social security, but rather that 
for a variety of reasons their participation in social security is erratic.

Transitions between formality and informality raise fundamen-
tal questions about Mexico’s social security system. Consider 
retirement pensions, for instance. If the patterns of mobility 
observed during 1997–2005 continue, the average low-wage 
worker will have to work 50 years to qualify for a minimum pen-
sion (because the law requires at least 25 years of contributions to 
qualify). Such workers will be forced to save for retirement only 
during the formal half of their working lives. During the informal 
half, they might save for retirement, and they might do so in their 
AFORE when they are forced to save during their formal employ-
ment, but then again they might not do so, or might do so in an 
instrument other than their AFORE. Similar observations apply to 
health benefi ts and work-risk coverage. If low-wage workers are 
ill during their formal employment, they will access IMSS health 
services, but not if this illness occurs during their informal employ-
ment. The same is true of an accident at work. Depending on 
when this health problem occurs, they may or may not have a 
work-risk pension or access to rehabilitation services.

I do not pursue this issue here, but it is, nonetheless, relevant for 
three reasons: (a) because it signals that social security is not work-
ing well, particularly for low-income workers; (b) because under 
these circumstances, the economy incurs important effi ciency losses 
as the productivity of labor and capital falls; and (c) because there 
are important equity implications—the costs of the malfunctioning 
system are not absorbed by fi rms and workers in the formal sector 
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only, who in principle are the benefi ciaries of the system, but are 
spread out to informal workers also.

Equity and Effi ciency Effects of Social Security

This section summarizes a framework to identify the equity and 
effi ciency effects of social security (Levy 2008). The simplest case 
occurs when the total labor force, L, is divided into salaried (for-
mal) and nonsalaried (informal) employment, with and without 
social security coverage, respectively. From table 6.1, L consists of 
approximately 40.5 million workers (excluding segment B), 13.8 
million formal and 26.7 informal. In parallel, fi rms are divided 
along formal and informal lines, respectively hiring salaried and 
nonsalaried workers. 

Let Tf be the monetary costs of social security benefi ts and wf the 
formal sector wage so that formal fi rms’ cost of hiring one worker 
with social security coverage is given by (wf � Tf). Table 6.2 shows 
the components of Tf for a worker earning twice the minimum wage. 

Each month the worker gets Mex$2,789, while the fi rm pays 
Mex$3,611. The worker is then entitled to receive health and day 
care services from the IMSS, is covered by a disability and work-risk 
pension, and has Mex$175 deposited in his or her AFORE account 
for retirement and Mex$139 in his or her INFONAVIT housing 
loan account.7 Social security contributions account for 30 percent of 
the wage.

Note that benefi ts are bundled together. Workers cannot choose 
to forego a particular benefi t, such as the housing fund, saving for 
retirement, or day care services, because of their individual prefer-
ences. The law obliges them to participate in all of them. Similarly, 

Table 6.2 Wages and Social Security Costs for a Worker 
Earning Twice the Minimum Wage, 2006
Item 2006 Mex$
Monthly wage (wf) 2,788.80
Cost of Tf 822.18
 Health insurance 341.10
 Work-risk pension 72.48
 Disability pension, life insurance 66.24
 Retirement pension 175.03
 Day care, sports, and cultural services 27.89
 Housing 139.44
Total labor cost (wf � Tf) 3,610.98

Source: Author’s calculations based on current legislation.
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formal fi rms employing salaried workers must also pay for all the 
components of social security. Formal fi rms have a demand for 
labor, Df, and hire workers up to the point where their marginal 
product, MPLf, equals their cost to the fi rm (wf � Tf). Note that 
participating in social security implies that workers’ productivity 
must be 30 percent higher than their wage if they are to be hired by 
a formal fi rm.

For various reasons, formal workers might not attach a value to 
social security benefi ts equivalent to their costs; that is, they might 
not consider that the Mex$822 that they are getting in benefi ts are 
worth Mex$822 to them. Consider, for example, a worker living in 
a small urban area where the IMSS has few medical facilities. The 
worker expects medical care in return for the Mex$341, but if the 
facilities are of low quality (or nonexistent), the lines are long, the 
equipment is old, and the availability of some medicines is unreli-
able, that worker’s view about paying for the medical care benefi t 
might change. Various reasons account for low-quality services, but 
certainly one of them is that the IMSS uses Mex$55 of the Mex$341 
contribution to pay for the special pension regime of its own work-
ers and only Mex$286 to cover the salaries of doctors and nurses, 
medicines, and equipment.8 

Or consider agricultural workers who, for reasons associated 
with the seasonality of production, are in salaried employment for 
only half of the year and would, therefore, have to be employed for 
50 years to receive a minimum retirement pension. Or consider the 
value of the AFORES account for the approximately 350,000 work-
ers who migrate abroad each year. Many of these workers might 
prefer their Mex$175 in cash today, perhaps to pay for migration 
costs, than a retirement pension in the distant future that they might 
never enjoy because they may not retire in Mexico. 

Yet another case might be that of a married worker whose spouse 
is already covered by social security. Because the wife’s or husband’s 
health insurance already covers the other spouse, the marginal ben-
efi t of the Mex$341 for health coverage is zero. 

Or, fi nally, consider the case of workers who have the opportunity 
to save in a fi nancial instrument or a productive project with real 
rates of return of 5 percent.9 This in contrast to the average annual 
rate of return that they received in their AFORE over the past nine 
years and that, net of AFORE charges, has been less than 1 percent. 

Let bf ∈[0, 1] be the valuation coeffi cient that workers attach 
to social security benefi ts, so that their utility from a formal job 
is (wf � bf Tf). Clearly, if workers value social security fully, so that 
bf � 1, formal fi rms’ labor costs equal formal workers’ utility. 
Conversely, if workers do not fully value the benefi ts of social 
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security, so that bf  � 1, there is a difference between what fi rms 
pay and what workers receive. This difference is equal to (1 � bf)
Tf and is exactly equivalent to a tax on formal employment (not 
on labor).

The informal sector consists of the self-employed and fi rms with 
a demand for nonsalaried labor Di hiring Li workers, with the impor-
tant difference that no social security costs are involved. Thus, if wi 
is the informal wage, these fi rms hire workers up until the point at 
which the MPLi is equal to wi. In other words, in the informal sector, 
workers’ productivity does not need to be 30 percent higher than 
their wage for them to be hired. Of course, informal workers know 
that they will receive only wi as their pay and will not have access to 
social security: no IMSS health coverage, no AFORE, and no INFO-
NAVIT housing loan. How much this matters to them depends on 
what these benefi ts really mean to them and the alternatives that are 
available to them. 

Figure 6.1 provides a simple representation of the equilibrium 
distribution of the labor force L between formal employment Lf 
and informal employment Li, with the demand for labor Df drawn 
from the left-hand side of the graph and the demand for informal 
labor Di drawn from the right-hand side, in the standard two- 
sector general equilibrium setup. Consider fi rst the case where 
social security is fully valued, so that bf

 � 1. In this case, the equi-
librium is at point A with Lf

∗ workers employed in the formal  sector 

Df
Di

C

Gw f +   fTfβ′
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Figure 6.1 Social Security with a Formal and an Informal 
Sector

Source: Author.
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with social security coverage, and Li
∗—not drawn, but equal to 

(L � Lf
∗)—workers employed in the informal sector without social 

security coverage. Workers in the informal sector receive a wage of 
wi

∗, while workers in the formal sector get wf
∗. However, when the 

value of the social security benefi ts received by formal workers is 
considered, total utility is equalized across sectors.

This fi gure presents three messages. First, the MPL in the formal 
sector, (wf

∗ � Tf), is equal to the MPL in the informal sector, w i∗, so 
that the allocation of labor is effi cient: there is no possibility of 
increasing the country’s GDP by reallocating workers from one sec-
tor to the other. So the fi rst message is that a well-functioning social 
security system, interpreted here as bf � 1, allows maximizing the 
productivity of labor in the economy and workers’ wages.

The second message is that social security contributions are fully 
paid for by formal workers.10 This is important. The Social Security 
Law states that workers, and fi rms must both contribute to social 
security, but this contribution is just a legal formality. An adjustment 
process in response to this law takes place in the labor market, and 
this process involves a reduction of wages in the formal sector, so 
that fi rms save in wages what they pay in social security contribu-
tions. In other words, social security changed only the composition 
of formal workers’ consumption: before social security, they could 
freely dispose of their wage wi

* on whatever bundle of goods they 
chose. With social security, they can dispose freely only of their wage 
wf

∗. In addition, these workers now get health insurance provided by 
the IMSS, are saving part of their income in an AFORE, and so on— 
all at a cost of Tf. However, because workers value their health 
insurance with the IMSS, their individual savings accounts with their 
AFORES, and their other benefi ts at exactly Tf, the sum of their 
freely disposed wage wf

∗ and their social security benefi ts valued at 
Tf are the same to them as working in the informal sector and earn-
ing a higher wage of w i∗, but with no social security benefi ts. Thus, 
the second message is that a well-functioning social security system 
is not redistributive in the sense of lowering formal fi rms’ profi ts to 
increase formal sector workers’ wages, but it does force workers to 
consume a bundle of goods that is important to their welfare (at least 
from the government’s point of view). 

The third message is that when social security works well, there 
is no change in the informal sector. Informal employment is the same 
with or without social security, as is the output of informal fi rms. 
Evidently, informality in the sense of lack of social security coverage 
is inevitable in a legal framework that excludes nonsalaried workers 
from the obligations of social security. In any economy, there are 
many valid reasons for nonsalaried employment: because fi rms and 
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workers fi nd that engaging in such relationships is profi table for 
risk-sharing or effort-eliciting reasons, and also because many work-
ers might fi nd that working on their own is profi table because they 
have entrepreneurial abilities or because they own some productive 
assets such as land. Informality in this context is as effi cient as for-
mality, except that informal workers consume a different bundle of 
goods than formal workers.

These three messages change in signifi cant ways when social 
security is not fully valued. Note that when bf  � 1, then (wf

∗ � Tf) 
� w i∗, so that workers in the formal sector are less well-off than 
those in the informal sector. This induces some workers to move 
out of the formal sector, with formal sector employment falling 
from Lf

∗ to Lf � and, therefore, informal employment increasing (fi g-
ure 6.1), but with fewer workers in the formal sector, the formal 
wage inevitably increases from wf

∗ to wf �. A key point here, how-
ever, is that formal fi rms still have to incorporate the full amount 
of social security contributions, Tf, into their labor costs regardless 
of whether workers value them fully or not, thus inevitably, their 
labor costs increase. This induces formal fi rms to move from point 
A to point C, where MPLf is equal to (wf � � Tf). At the same time, 
if more workers are now in the informal sector, they can be 
employed only if their wages fall from wi

∗ to wi �. This allows infor-
mal sector fi rms to increase their employment from point A to 
point G, where MPLi � wi �. Note that at wages wf � and wi � workers 
are indifferent between formal and informal employment because
(wf � � bf  Tf) � wi �. 

Consider the fi rst message noted earlier. The productivity of for-
mal sector workers is (wf � � Tf), while that of informal workers is 
wi �. As wf and wi move in opposite directions, formal workers are 
more productive than informal workers, but this is not because 
they are more educated or because of a barrier to entry into formal 
employment. The differences in productivity between similar work-
ers are caused by an undervalued social security system. Note also 
that as formal sector fi rms face higher labor costs, they are less com-
petitive than when social security was fully valued, which is why 
they employ fewer workers and their output is lower. 

Turning to message two, because (wf
∗ � Tf) � (wf � � bf Tf), for-

mal workers are not as well-off as before, and because wi
∗ � wi �, 

informal workers are also not as well-off as before. Thus, the fact 
that social security does not work well hurts all workers, formal 
and informal. In turn, because the formal sector’s output is lower 
and its labor costs are higher, formal firms’ profits are reduced. 
Yet this is not because profits were redistributed to wages, 
because workers are also worse off. It is because bf  � 1 acts like 
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a tax on wages and profits in the formal sector. At the same time, 
fewer workers are covered by social security given the growth in 
informal employment.

Considering message three, informal employment without social 
security coverage results from a legal design that ex ante excludes 
nonsalaried workers from social security coverage and from a social 
security system that does not work well. The result is not surprising: 
if fi rms and workers are being forced to pay for something but they 
are receiving less than what they paid for, they will turn to informal-
ity. The fall in gross domestic product (GDP) as a byproduct of their 
behavior is something that they are probably unaware of and may 
not care about. 

As bf → 0, incentives for fi rms and workers to evade social security 
increase. This phenomenon is widespread. Evasion by workers is mir-
rored by evasion by fi rms, but because the probability of being fi ned 
by the IMSS increases with the number of unregistered workers, eva-
sion is mostly concentrated among small and micro fi rms.11 Thus, in 
addition to reducing the coverage of social security, evasion also 
affects fi rms’ size. Some fi rms will fi nd that staying small and informal, 
as opposed to being larger and formal, is profi table, but this reduces 
their chances of exploiting economies of scale, accessing formal 
sources of credit, innovating, and investing in training their workers. 
Even though this behavior is clearly the result of many factors, a large 
implicit tax on salaried employment is one of them, particularly for 
fi rms where labor costs are a large share of total costs. Although not 
part of the foregoing discussion, the productivity costs of an under-
valued social security system must also include the costs associated 
with a large number of stagnant fi rms that do not innovate, invest in 
training their workers, or exploit economies of scale.

The next two sections focus on some of the reasons why two 
central components of social security—retirement pensions and 
health services—reduce the performance of Mexico’s social security 
system. Note that I do not argue that the only problems with social 
security are in these two areas or that the problems in these two 
areas are caused only by the factors examined. This is not the case. 
On the one hand, a revision of the functioning of INFONAVIT, of 
day care services, and of other components of social security would 
show similar problems. On the other hand, the problems facing 
retirement pensions and health services have multiple causes.12 Nev-
ertheless, the factors identifi ed in the following sections are among 
some of these causes, and these factors are associated with large 
rents or other concentrations of power or control by two key groups 
involved in the administration and provision of retirement pensions 
and health services. 
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The 1995 Pension Reform

In December 1995, Congress approved the new Social Security 
Law, whose main feature was the replacement of a defi ned benefi t 
pay-as-you-go retirement pension regime by a defi ned contribution 
pre-funded regime. 

Many reasons induced the government to effect this change, 
including the three given here. First, given Mexico’s demographic 
transition, the IMSS would be unable to cover the pensions of 
workers retiring by the end of the 1990s unless contribution rates 
were increased by more than 14 percent of wages, particularly as 
the IMSS had not created any fi nancial reserves. Indeed, in 1995, 
estimates indicated that in the coming years the rate of growth of 
pensioners would be double the rate of growth of active workers. 
Second, the vertically integrated nature of the IMSS as a provider 
of health services and retirement pensions had implied that, in prac-
tice, contributions for retirement pensions were being invested in 
health infrastructure. Third, the 1994–95 economic crisis was asso-
ciated with a low national savings rate, and the government thought 
that a pre-funded scheme would help increase aggregate savings, 
accompanied as it was by budget cuts to pay for the costs of the 
transition generation.

An important operational characteristic of the new retirement 
pension regime was that workers’ retirement savings would be 
deposited in individual accounts administered by private fi nancial 
intermediaries, AFORES. A new agency (CONSAR) was created to 
regulate the latter. As of July 1, 1997, when this new scheme came 
into effect, the IMSS would no longer be responsible for workers’ 
retirement pensions.

It is important to separate two features of the 1995 reform that 
are usually lumped together: a pre-funded defi ned contribution pen-
sion scheme on the one hand, and administration of workers’ con-
tributions in individual accounts by private fi nancial fi rms on the 
other. A pre-funded defi ned contribution scheme with individual 
accounts could be administered by a public agency (not necessarily 
the IMSS) or by a public–private entity. The choice is not so much 
associated with macroeconomic considerations as it is with agency 
and political economy issues. Who can manage the funds with the 
best risk–reward combination? What institutional arrangement 
avoids the potential deviation of funds to other uses? The 1995 
reform tried to solve these problems by making workers the owners 
of the funds in the accounts and by having private fi rms manage the 
accounts. Clearly, however, many other combinations are possible 
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while keeping the pre-funded nature of the regime and its positive 
effects on aggregate savings and the country’s fi nancial system.

The 1995 law established a transition regime for all workers 
affi liated with the IMSS up to June 30, 1997. Although these work-
ers, referred to as the transition generation, would have individual 
accounts with an AFORE, they would retain the option of retiring 
under the provisions of the 1973 Social Security Law. If they did so, 
savings accumulated in their AFORE account would be transferred 
to the federal government, which, in turn, would pay for their pen-
sions out of general revenues. If they chose instead to retire on the 
basis of the 1995 law, savings accumulated in their AFORE account 
would be used to purchase an annuity at the time of retirement, just 
as for workers enrolled after July 1997, referred to as the new gen-
eration. That is, the difference between the transition and the new 
generation was that the former could choose between the pay-as-
you-go defi ned benefi t scheme of the 1973 law or the pre-funded 
defi ned contribution scheme of the 1995 law, while the latter were 
obligated to retire under the provisions of the 1995 law. 

Savings channeled to an AFORE account derive from two sources: 
from workers’ and fi rms’ wage-based contributions, equivalent to 
6.5 percent of the wage, and from a new government subsidy of equal 
amount for all workers, known as the social subsidy and paid for out 
of general tax revenues. This social subsidy is set at 5.5 percent of the 
1997 minimum wage indexed to the consumer price index and is 
approximately equivalent to Mex$1,030 (2006 pesos) a year (about 
US$94). When the uniform social subsidy is added to the wage-based 
contribution by fi rms and workers, the average contribution to the 
AFORE account is 8.4 percent of the wage. In addition, there is a 
contribution of 5 percent of the wage for INFONAVIT, which is also 
deposited in the AFORE account. This implies that for those workers 
who do not get a housing loan (particularly low-wage workers), the 
savings rate is around 13.4 percent of the wage, 11.5 percent out of 
wages (6.5 percent � 5 percent), and 1.9 percent equivalent from the 
social subsidy.

The social subsidy has two purposes. The fi rst is to incorporate 
a redistributive component to retirement pensions, because it is pro-
portionately larger for lower-wage workers. The second is to increase 
the amounts accumulated in workers’ AFORE accounts so that all 
can aspire to a pension equivalent to at least the minimum wage. 
This charge, in turn, would ensure that no additional fi scal contingen-
cies would arise from the new scheme beyond the costs of the pensions 
of the transition generation under the 1973 law, because a government 
guarantee of a minimum pension equivalent to the minimum wage 
was another feature of the 1995 law. 
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An assessment of the 1995 reform must incorporate at least two 
dimensions. The fi rst is the macroeconomic dimensions associated 
with its effects on aggregate national savings and with the potential of 
the AFORES to deepen and widen Mexico’s fi nancial sector by facili-
tating longer-term investments through a stable supply of fi nancial 
savings with a long-term horizon. The second is the microeconomic 
dimensions associated with the reform’s effects on workers’ pensions, 
the AFORES’ profi ts, the incentives to save, and the contribution of 
forced retirement savings to workers’ overall valuation of formality 
and social security coverage. CONSAR’s role as a regulatory agency 
encompasses these two dimensions: on the one hand, the regulation 
of the investment regime of the AFORES (composition of the portfo-
lio, risk levels, time profi le of investments, and the like); on the other 
hand, the regulation of the industrial organization aspects of the 
industry (entry of new AFORES, information to workers, rules for 
changing workers’ accounts from one AFORE to another, and com-
mission levels). The remainder of this section focuses on the second 
dimension, thereby providing only a partial assessment.

AFORES’ Profi ts and Workers’ Valuation 
of Retirement Savings

By defi nition, any system of forced savings imposes costs on workers 
to the extent that the composition of their consumption between the 
present and the future is altered contrary to their preferences. Many 
governments mandate that workers save for retirements as part of 
their social security systems to preclude potentially myopic behavior 
by workers, free-riding by some—or for other reasons not explored 
here. In the absence of cross-subsidies between workers and of exter-
nal subsidies, a scheme in which forced savings occur in individual 
accounts has potentially larger benefi ts for workers, because their 
savings efforts are fully refl ected in their future pensions. Further-
more, their individual accounts follow them from their entry into to 
their exit from the labor force. Contributions and benefi ts are, in 
principle, brought closer together.

For these reasons, a reasonable supposition is that if workers 
are forced to save, and if per worker subsidies are the same for 
any system of forced saving, workers will prefer individual retire-
ment accounts. This judgment, however, needs to be modifi ed by 
the net risk-adjusted rate of return on workers’ individual accounts 
resulting from the interplay between the gross rate of return on 
the portfolio invested on their behalf by their AFORES and the 
commissions AFORES charge to manage their accounts. Thus, 
from workers’ point of view, the superiority of individual accounts 
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managed by private fi rms over an alternative scheme of forced 
savings is not absolute.

The 1995 reform relied on competition between AFORES to 
bring commissions in line with AFORES’ administrative costs, in 
principle maximizing the benefi ts of the new scheme for workers. 
Implicit in this mechanism were three critical assumptions: (a) that 
the regulatory regime of the AFORES would be conducive to intense 
competition between them, (b) that workers would have access to 
and be able to understand the information needed to make a rational 
choice among AFORES, and (c) that workers would have the incen-
tives to make choices compatible with a competitive outcome. That 
is, the 1995 reform implicitly assumed that a market for forced retire-
ment savings could be created, as well as that under proper regula-
tion, this market could produce a competitive outcome, with 
AFORES’ commissions basically refl ecting AFORES’ marginal costs. 
Nine years after the reform, however, these three critical assump-
tions have clearly not been a reasonable approximation to the nature 
of the industry, at least so far. To the contrary, what has been 
observed to date are net rates of return to workers that have been 
substantially below expectations and, in parallel, substantial rents 
accruing to the AFORES. 

Table 6.3 compares AFORES’ profi ts (approximated by their 
earnings before income taxes, depreciation, and amortization) and 
AFORES’ income from commissions with government subsidies to 

Table 6.3 AFORE’s Profi ts, Commissions, and Subsidies, 
1998–2005
(Mex$ millions)

Year

Profi ts (earning 
before income taxes, 

depreciation, and 
amortization)

Income from 
commissions

Pension subsidies 
(social subsidy)

1998 1,283 4,778 5,297
1999 3,083 6,958 7,201
2000 3,868 8,779 8,343
2001 5,175 10,390 9,798
2002 6,160 10,960 9,984
2003 7,240 12,173 8,778
2004 6,996 13,119 11,081
2005 6,070 13,726 11,947

Source: Pension subsidies: Ministry of Finance and Public Credit data; profi ts and 
income from commissions: http://www.consar.gob.mx/estadisticas/index.shtml.

Note: Data for 1997 are not provided, because the reform operated for only six 
months of that year. 
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workers’ AFORE accounts (the social subsidy) during 1998–2005. 
For six of the eight years, AFORES’ incomes from commissions have 
exceeded government subsidies for workers’ retirement pensions. 
For the period as a whole, AFORES’ income was 1.1 times the social 
subsidy. The implication is simple but powerful: since the start of the 
1995 reform through 2005, AFORES’ commissions have absorbed 
the full amount of government subsidies to workers’ retirement sav-
ings. Indeed, their commissions have exceeded government subsidies 
by 10 percent, meaning that the AFORES have also absorbed part 
of workers’ and fi rms’ contributions into the system. 

Table 6.4 presents the annualized real rates of return to workers’ 
savings net of commissions during 1997–2005 for six AFORES that 
jointly represent 70 percent of all accounts (with the fi rst fi ve listed 
accounting for 50 percent). These rates of return differ between 
AFORES and wage levels for the following reasons. First, rates of 
return on AFORES’ investment portfolios differ as a result of varia-
tions in investment strategies across AFORES. Second, the composi-
tion of commissions differs between AFORES.13 Third, the variations 
in the composition of commissions have a different incidence depend-
ing on workers’ wage levels: although the social subsidy is the same 
for all wage levels, the fl ow commission is not charged on this com-
ponent of the resources channeled to the account, and this compo-
nent is relatively more important for lower-wage workers. 

The results are striking. The simple average of these rates of return 
over the period is less than 1 percent.14 The rates of return are com-
parable to what workers would get in an ordinary savings account 
at a bank, except that workers cannot make withdrawals from their 
AFORES account until they have reached retirement age and that their 

Table 6.4 Real Annualized Net Rates of Return, 1997–2005
(percent)

Wage level 2 3 5 7
Contribution density

AFORE 47% 61% 77% 79%
Santander 0.8 0.5 0.2 0.1
Banco Bilbao Viscaya 1.1 0.8 0.5 0.3
Grupo Nacional Provincial 1.2 0.9 0.6 0.5
ING 1.3 1.0 0.7 0.5
Banamex 1.5 1.2 0.9 0.8
Inbursa 2.1 2.1 2.1 2.1

Source: Author’s calculations based on http://www.consar.gob.mx.
Note: The wage level is measured in multiples of the minimum wage. Contribution 

density measures the share of time that a worker contributes to an AFORE.
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AFORES accounts cannot serve as collateral for a loan, although 
they could make withdrawals from ordinary savings accounts at any 
time and could use such savings as collateral. 

These results provide a measure of the costs that workers incur 
not because they save, but because they are forced to do so in an 
AFORE. Consider, for example, a worker who saved Mex$100 each 
year for the past eight years. If that worker had done so in a savings 
account with a rate of return of 3.5 percent, at the end of the eighth 
year, he or she would have Mex$936. If the worker had instead been 
forced to save in an AFORE with a rate of return of 0.9 percent, he 
or she would have Mex$833, a difference of Mex$103 or 12 percent 
in just eight years. Depending on the length of the worker’s working 
life, such differences in rates of return, if maintained in the future, 
could account for a pension that is 30 percent lower than it might 
have been. 

The other side of the net rates of return to workers’ savings are 
AFORES’ profi ts, which have been extremely large. A recent offi cial 
opinion by Mexico’s Comisión Federal de Competencia (Federal 
Competition Commission) (2006) provides evidence of monopoly 
rents. In 2005, AFORES’ revenues as a proportion of administered 
funds were 2.1 times higher in Mexico than in comparable Latin 
American countries. The commission also notes that rates of return 
on equity for the AFORES are high from any perspective and that 
they are not accompanied by any corresponding value to workers.

Focusing only on the industrial organization issues of the 1995 
reform, one can conclude that the system of channeling workers’ 
retirement savings to private administrators has so far generated 
large profi ts for the AFORES and low real rates of returns to work-
ers’ savings, government subsidies notwithstanding. Aside from the 
obvious effects on inequality, this contributes to workers’ under-
valuation of social security insofar as its savings for retirement com-
ponent has unnecessarily high costs, and this hurts effi ciency and 
lowers aggregate labor productivity. 

More Competition May Not Be Enough

In the past few years, legal reforms and regulatory changes by 
CONSAR have increased competition and reduced AFORES’ com-
missions. These measures have facilitated workers’ shifts from one 
AFORE to another, have increased access to information, have 
reduced barriers to the entry of new AFORES, and have reduced 
the system’s operating costs. As a result, entry has occurred; workers’ 
shifts between AFORES have increased; and commissions have 
fallen, particularly in the higher-cost AFORES. The evidence shows 
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that CONSAR has used its regulatory powers to steer the industry in 
the direction of more competition. As competition intensifi es, lower 
commissions will imply lower AFORE rents and higher net rates of 
return on workers’ savings in the future, although little can be done 
about the rents realized in the past eight years. Note, however, that 
lower monopoly rents need not imply a one-to-one reduction in com-
missions and higher pensions, because AFORES’ operating costs will 
increase as they devote more resources to marketing, sales personnel, 
and the like in the context of a more competitive market.

Whether measures that only enhance competition will be suffi -
cient to bring commissions in line with marginal costs, assuming 
more of these measures can be legislated and enforced, is an open 
question. Even if there are no barriers to entry and workers have full 
information—the hallmarks of a competitive market—one must ask 
whether the design features of the 1995 reform are suffi cient to pro-
duce a competitive outcome in a reasonably short time period given 
the nine years that have already elapsed since the reform took effect, 
or whether these features will make such an outcome diffi cult to 
attain. This is important, because if the latter is the case, changes to 
the design of the system may be required for the 1995 pension 
reform to fully achieve its objectives in parallel with the promotion 
of more competition.

A discussion of these issues is beyond the scope of this chapter, 
but four remarks are pertinent. First, for many workers of the tran-
sition generation, the option of retiring under the 1973 law implies 
that AFORES’ commissions are not very relevant. Under almost any 
scenario, but particularly given the rates of return observed over the 
past eight years, the 1973 pension will dominate the 1995 pension, 
and for these workers, competition or collusion between AFORES 
is not an issue. In other words, an important segment of the demand 
side of the market is price insensitive.15 

Second, the same occurs with workers whose savings will be 
insuffi cient to reach the guaranteed minimum pension. In both this 
and the fi rst case, the government bears the costs of AFORES’ high 
commissions, because pensions will be paid out of general tax rev-
enues (with the accumulated savings in the AFORES accounts 
devolved to the government).16 This is consistent with fully rational 
workers acting with perfect information. Contrary to one of the 
implicit assumptions of the 1995 reform, these workers have no 
incentives to choose rationally among AFORES, because they are 
rationally choosing a better alternative.17 

Third, the nature of the demand for the “product” needs to be 
looked at, because all workers are obligated to purchase it. Consumer 
choice in this context is restricted to the administrator of funds, the 
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product of which workers will consume 20 or 30 years hence. Given 
this, and the complex structure of commissions, more research is 
required to establish whether workers who do have a stake in the 
level of commissions can process this information appropriately and 
make rational choices.18

Fourth, when the 1995 law was designed, perhaps insuffi cient 
attention was paid to what is probably the most troublesome issue 
of all: workers’ mobility between the formal and informal sectors 
and the implications of this mobility for the length of periods during 
which workers are contributing to an AFORE—and thus for the size 
of retirement pensions. 

The 1995 reform was a fundamental transformation of the 
retirement pension regime. Given the unviable nature of the previ-
ous pay-as-you defi ned benefi t system, change was necessary and 
inevitable, but the large AFORE rents observed to date were cer-
tainly not an objective of the reform. On the contrary, they are a 
feature that detracts from the reform’s objectives, centered as they 
were on making the system fi scally sustainable, more equitable, and 
more effi cient—and with wider coverage. This is why determining 
whether more competition in the market for retirement savings, by 
itself, can achieve this result is so important. 

The 2004 Pension Reform

Mexico’s constitutional separation between private and public 
workers into segments A and B is not complete, because segment A 
includes some public workers, including IMSS employees (although 
there are no private sector workers in B). As a result, relationships 
between the IMSS and its union, the SNTSS, are ruled by the same 
Federal Labor Law as relationships between any private fi rm and 
private workers represented by a union. This is important for two 
reasons. First, although workers in A have the right to strike, work-
ers in B do not. Second, workers in A can negotiate additional pen-
sion benefi ts beyond those established by the Social Security Law as 
part of their labor contracts, whereas for workers in B, their pen-
sion benefi ts are all established in the ISSSTE Law. 

The importance of the differences between segments A and B is 
highlighted by comparing the labor regimes of IMSS workers and 
ISSSTE workers, such as doctors and nurses in both institutions who 
have similar qualifi cations and perform similar work. ISSSTE work-
ers cannot strike nor can they negotiate their pensions with ISSSTE 
directors, while IMSS workers can do both. In relation to pensions, 
this asymmetry has resulted in a special regime for IMSS workers 
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known as the IMSS pension and retirement system (régimen de jubi-
laciones y pensiones or RJP).

The fi rst negotiations between the IMSS and the SNTSS estab-
lishing the RJP took place in 1955, 12 years after the creation of the 
IMSS, and resulted in a pay-as-you-go defi ned benefi t pension that 
was additional to the one provided by the Social Security Law. Since 
then, benefi ts have been progressively increased in successive nego-
tiations up to 1999, with the increased contributions being patently 
insuffi cient to cover them (IMSS 2005). The main characteristics of 
the RJP are as follows: there is no minimum retirement age, with 
women being able to retire after 27 years of service and men after 
28 years of service; the pension is 130 percent of the last salary; 
pensions are indexed to the wage increases of active workers; and 
workers contribute 3 percent of their salary, with the rest covered 
by the IMSS. By contrast, other workers in segment A have a mini-
mum retirement age of 65 and an endogenous replacement rate 
given the defi ned contribution nature of the system (but rarely 
exceeding 50 percent). 

The RJP was negotiated by the SNTSS with the directors of the 
IMSS with no need for approval by Congress, or even the IMSS’s 
tripartite board of directors. This institutional arrangement gener-
ates deep incentive problems. On the one hand, the IMSS is a public 
agency whose liabilities are implicitly guaranteed by the federal 
government, implying that bankruptcy does not follow when the 
organization’s net worth is negative, nor is it a credible threat in the 
context of bargaining between the IMSS and the union. On the other 
hand, the bargaining process is carried out under a legal framework 
that assumes symmetry between the parties. However, the position 
of the IMSS as a provider of health services to around 40 percent of 
the country’s population—making a strike a potentially catastrophic 
event for the government—and the absence of a credible bankruptcy 
threat turns this arrangement into a de facto asymmetric bargaining 
situation that affects the nature of the outcome.

Three more conditions have influenced the bargaining game 
between the IMSS and the SNTSS. First, for a long time the SNTSS 
was part of the corporatist structure of workers’ organizations that 
played an important political role in supporting Mexico’s quasi-
monopoly political party throughout much of the last two-thirds of 
the 20th century, the Institutional Revolutionary Party. Second, bar-
gaining between the IMSS and the SNTSS took place in a context of 
little transparency and accountability. By its very nature, the RJP 
establishes long-term benefi ts for IMSS workers and long-term obli-
gations for the IMSS, yet until 2002, the IMSS was not obligated to 
refl ect the RJP-derived liabilities in its balance sheet or in its fi nancial 



social security reform in mexico: for whom? 223

statements to Congress or to create reserves for these purposes. 
Third, the demographic structure of the IMSS’s labor force implied 
that the costs of the RJP would be borne gradually, with little imme-
diate implications for the operating costs of the IMSS at the time 
negotiations were being carried out. The costs of servicing the RJP 
have mattered only over the past 15 years, although these costs have 
grown exponentially and will continue to do so.

Table 6.5 compares the RJP with the pension regime of workers 
affi liated with the IMSS.19 To facilitate the comparison, the table 
assumes the same wage and a fl at wage profi le throughout both 
workers’ lives.20 In addition to the obvious differences in replace-
ment rates (that is, the ratio of pension payments to salaries) (1.29 
versus. 0.42) and in years of retirement (12.5 more, on average, for 
IMSS pensioners), note the difference in the amount of the pension 
not contributed by the worker, which in this example is almost 
Mex$2 million (about US$180,000).21 This sum is signifi cant for 
workers who earned Mex$5,000 a month over their working lives, 
and it derives only from the fact that the IMSS worker has RJP rights 
while the worker affi liated with IMSS has the pension rights of the 
Social Security Law. Let us refer to this as the RJP rent.22 

Without barriers to entry into the IMSS, this rent could not be 
sustained, but it is sustained because yet another feature of the IMSS–
SNTSS labor contract is that entry is determined by the SNTSS. Thus, 
a market for entry rights into the IMSS could arise given the demand 
for entry into a job with a large rent, on the one hand, and control of 
the supply of entry into the IMSS by the SNTSS, on the other. If this 
hypothetical market operated, potential entrants would have to pay 

Table 6.5 A Comparison of the Pensions of an IMSS Worker 
and a Worker Affi liated with the IMSS

Category IMSS worker (RJP)
IMSS affi liate worker 
(Social Security Law)

Monthly wage (Mex$) 5,000 5,000
Length of service (years) 27 for women

28 for men
40

Retirement age (years) 52.5 (average) 65
Monthly pension (Mex$) 6,450 2,106
Total income during 
 retirement (Mex$) 2,557,425 506,415
Pension income not 
  fi nanced by workers’ 

contribution (Mex$) 2,449,765 450,451
Indexing rule Wages of workers Consumer price index

Source: IMSS 2005, table III.4.
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an entry fee to the SNTSS up to the (discounted) value of the RJP rent 
associated with entry into the IMSS. Of course, the total RJP rent 
would be the product of the per worker rent times the number of 
entrants, a potentially large sum, because even without any expansion 
in infrastructure, the number of entrants per year is more than 11,000 
(because those retiring are replaced to keep the IMSS labor force 
constant). If such were the case, however, the per worker value of the 
RJP rent would clearly be a direct function of the difference between 
the pension regime of an IMSS worker versus the pension regime of 
an IMSS affi liate, that is, between the net benefi ts of the RJP and the 
net benefi ts of the Social Security Law pension. If this imaginary 
market existed, then any measures that lower net RJP benefi ts to new 
entrants into the IMSS, although not affecting the welfare of existing 
IMSS workers, would nonetheless reduce rents to the SNTSS.

In relation to who pays for the RJP, as mentioned earlier, IMSS 
workers contribute 3 percent of their salaries and the IMSS covers 
the rest. However, because IMSS revenues derive mostly from the 
social security contributions of fi rms and workers affi liated with it, 
most RJP rents are paid for by IMSS affi liate workers and by the fi rms 
that hire them.

From 1966, when workers began to retire under the RJP, to 
2004, the cumulative cost of this regime has been Mex$165,590 
million, of which Mex$24,198 million have come from IMSS work-
ers’ contributions (namely, their 3 percent fee) and Mex$141,392 
million from the IMSS (that is, from the social security contribu-
tions of fi rms and workers affi liated with the IMSS). These fi gures 
do not take into account the time profi le of expenditures, which are 
a function of the demographic dynamics of the IMSS’s labor force. 
Two additional fi gures show that these costs have been incurred 
mostly in recent years and how they affect IMSS operations. 
First, during 1994 to 2004, total IMSS contributions to the RJP 
(excluding IMSS workers’ 3 percent fees) were Mex$122,256 mil-
lion. During the same period, cumulative investment by the IMSS 
(including investments in hospitals, clinics, medical equipment, and 
the like to provide medical and other services to its affi liated work-
ers) has been Mex$32,110 million, a ratio of 3.8 to 1.0. Second, in 
2005, the IMSS allocated Mex$20,206 million to the RJP out of its 
total yearly budget, compared with Mex$45,432 million for medi-
cines, medical equipment, day care services, and operating expendi-
tures to provide services to almost 40 million benefi ciaries (affi liated 
workers and their families). 

Table 6.6 shows the evolution of IMSS investment expenditures 
over the past quarter of a century. Given the fi gures shown there, the 
drop in the number of hospital beds per 1,000 benefi ciaries from 
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1.85 in 1980 to 0.83 in 2005 and in the number of doctors’ offi ces 
at fi rst-level health clinics from 0.60 to 0.42 should come as no sur-
prise (IMSS 2006).

Unfortunately, most of the costs of the RJP have yet to be incurred. 
In the next decade, the number of IMSS workers reaching retirement 
age will double the existing stock of retired workers, and RJP expen-
ditures will increase much more rapidly than IMSS revenues given 
the level of growth in formal employment. As a result, resources left 
over to provide medical and other services for IMSS benefi ciaries 
will continue to decline. More precisely, estimates indicate that oper-
ating and capital expenditures per benefi ciary will decline from 
Mex$847 in 2004 to zero by 2025. The implications for the future 
quality of IMSS health services are obvious, particularly given that 
the Mex$847 spent in 2004 for these purposes is already insuffi -
cient to provide IMSS affi liates with reasonable medical services and 
that no medical services can be provided in the absence of medicines 
and other intermediate inputs. 

Preliminary Step

With the exception of a few IMSS offi cials and board members and 
some Finance Ministry offi cials, few were aware of the nature of 
the RJP and the problems associated with it. In 2001, Congress 
approved a proposal by President Vicente Fox to modify the Social 
Security Law and to make the IMSS more transparent and account-
able. In particular, the reform obligated the IMSS’s board to deliver 
to the president and to Congress an annual report certifi ed by 
external auditors that included (a) an actuarial valuation of its 
pension liabilities, (b) a net income statement produced using the 
same accounting standards applied to private fi rms, and (c) a bal-
ance sheet showing the institution’s net worth. Table 6.7 summa-
rizes this information.

Table 6.6 IMSS Investments per Benefi ciary, 1981–2005

Years

Investment (a) 
(2004 Mex$ 

millions)
Benefi ciaries (b) 

(thousands)

(a)/(b) 
(2004 Mex$ 

millions)
1981–85 18,579 28,339 655
1986–90 17,415 35,250 494
1991–95 15,744 36,806 427
1996–2000 17,238 41,951 410
2001–05 17,396 44,103 394

Source: IMSS 2005, table IX.35.
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These annual reports include the net present value of RJP liabili-
ties. At the end of December 2005, these were valued at Mex$775,975 
million, equivalent to 9.3 percent of that year’s GDP. This sum cor-
responds to the pension liabilities of a total of 504,054 workers, of 
whom 139,572 are already retired and 364,482 will retire over the 
next 28 years. 

Transparency was not the only objective of the 2001 reform. A 
second relevant feature was a new provision to force the IMSS to 
create reserves for the RJP and, equally important, to ensure that as 
of the date when the reform came into effect, the future pension 
costs of new entrants were reserved as of the time of entry, so that 
at the time they retired there would be suffi cient reserves in the RJP 
pension fund to cover their pensions. This was extremely important, 
because the IMSS was now obligated to internalize the full costs of 
hiring personnel, eliminating the possibility of ignoring these future 
costs in its decisions to expand its medical and other infrastructure 
and hire personnel. In consequence, the 2001 reform aligned the real 
social costs of hiring personnel at the IMSS with the costs faced by 
the institution in its day-to-day operations. In other words, the IMSS 
had to convert the pay-as-you-go nature of the RJP into a capital-
ized, pre-funded scheme, although without individual accounts. 

Critically, the 2001 reform did not specify where the funds to be 
reserved for future pensions would come from. This was addressed 
by the 2004 reform. Nonetheless, the new regime of transparency 
achieved a fundamental objective: the RJP was no longer an internal 
problem of the IMSS only, but it was now the joint responsibility of 
the president and Congress. Having been offi cially notifi ed of the 
problem, these two branches of government could no longer ignore 
(a) that the institution was in deep fi nancial trouble and that its ability 
to provide quality health care and other services was already seriously 
undermined and (b) that in the absence of corrective measures, the 

Table 6.7 Net Income and Net Worth, IMSS, 2001–05
(Mex$ millions)

Category 2001 2002 2003 2004 2005
Net income
 Without the RJP 37 63 48 241 200
 With the RJP �18,606 �19,962 �17,004 �32,210 �68,047
Net worth
 Without the RJP 78,776 61,143 63,538 68,349 58,702
 With the RJP �41,028 �61,511 �75,692 �92,669 �81,662

Source: IMSS 2002, 2003, 2004, 2005, 2006.
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IMSS was heading toward operational collapse. Furthermore, after 
the fi rst report was delivered to the president and Congress, the 
IMSS board disseminated its contents to the general public through 
an intense communication campaign. 

Defi nite Step, Odd Step, or Reverse Step? 

In October 2004, this time at the initiative of Congress, the Social 
Security Law was reformed again with a single purpose: the IMSS 
had to ensure that the RJP obligations of any new hires were fully 
funded, as stated in the 2001 reform, but it could no longer use IMSS 
resources to do so. If one is to understand the implications of this, 
three points are important. First, the reform did not modify the 
existing IMSS–SNTSS labor contract. Indeed, Congress does not 
have the power to do so. Second, Congress does have the power to 
legislate on matters concerning the use of public monies, and because 
IMSS monies are public monies, Congress can legislate what the 
IMSS may or may not do with the social security contributions that 
it collects and the subsidies that it receives from the government.23 
The reform imposed a constraint on the IMSS, not on the SNTSS or 
the labor contract. Third, the Federal Labor Law stipulates that the 
parties to a labor contract have the right to renegotiate various 
clauses, or even the full contract, every two years. 

The implications of the 2004 reform are simple but powerful. The 
IMSS could no longer hire new workers without renegotiating the 
labor contract with the SNTSS. Moreover, at the time of such rene-
gotiation, it could no longer sign the contract unless the new work-
ers fully bore their RJP costs, because the IMSS could not sign any 
contract contrary to existing law.

The reform allowed the IMSS to continue using its resources to 
pay for the RJP obligations of existing workers, thereby leaving 
their rights untouched. The reform also left the rights of new entrants 
to a pension according to the Social Security Law untouched, as for 
any other segment A worker. It did not prohibit the IMSS from 
covering the share of workers’ contributions to the standard Social 
Security Law pension (their AFORE accounts) as the IMSS was 
doing for workers already hired, it did not eliminate the RJP for new 
workers, and it did not impose any constraints on the RJP’s charac-
teristics. New entrants could continue to retire after 27 or 28 years 
and with a replacement rate of 1.3 if the SNTSS so wished—or with 
any other combination of retirement ages and replacement rates. In 
practice, the only point of the reform was that whatever form the 
RJP took for new workers, they would have to fund it fully. In other 
words, Congress legislated away the RJP rent.
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The 2004 reform separated IMSS workers into two groups: those 
hired prior to the reform (the old generation) and those hired after 
(the new generation). The IMSS could service the accumulated RJP 
liabilities of the old generation, although the reform specifi cally 
stated that the terms under which these liabilities were to be serviced 
would follow from negotiations between the parties. As noted earlier, 
these liabilities will place an increasing burden on the IMSS for at least 
two more decades, making operation of the system practically unman-
ageable, but, of critical importance, they would no longer grow.

The reform has four further implications: legal, economic, politi-
cal, and judicial. As mentioned before, the institutional framework 
in which the IMSS and the SNTSS bargained over the labor contract 
was unbalanced given the impossibility of bankruptcy or any other 
legal remedy to reduce a contractual obligation whose burden was 
increasingly unbearable. Congress modifi ed this framework. In the 
face of IMSS’s refusal to renew existing RJP obligations for new 
entrants during the renewal of the labor contract, the SNTSS could 
no longer threaten a strike because, indeed, there can be no legal 
strike against the provisions of a law. Furthermore, by making it 
illegal for the IMSS to renew the RJP under the existing terms, Con-
gress made credible the commitment to reform the RJP. The refusal 
to continue using social security contributions to fund the RJP for 
new workers no longer refl ected the will of IMSS offi cials or board 
members, but it was the fulfi llment of a legal obligation. 

The second implication was economic: the marginal cost of labor 
to the IMSS would fall by a factor of more than 60 percent, because 
the costs of creating reserves for the RJP liabilities of new entrants 
would no longer fall on its fi nances. To the extent that labor costs 
account for the largest share of providing medical services, the mar-
ginal social costs of the IMSS as a provider of health services would 
fall as well—dramatically. Of course, the IMSS still had to service 
the RJP liabilities of the old generation, but this service was now a 
closed set and could be treated as a sunk cost. Indeed, after some 
negotiation about the terms of additional contributions by the old 
generation to reduce the burden on the IMSS of their pensions, these 
liabilities could be treated like public debt whose profi le and terms 
could then be arranged so as to minimize the distortionary costs 
associated with its service. By closing the RJP’s liabilities and by 
legally prohibiting the IMSS from establishing new ones in the future, 
the moral hazard problem associated with the bailout of a debt that 
the IMSS could not service without considerable further deterioration 
of its health services could be avoided.24 

The third implication was political. This was the fi rst pension 
reform after the 1995 reform and the fi rst to reduce the pension 
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rights of public sector workers, whether in segment A or B (only for 
future workers). On the one hand, the precedent for other public 
sector unions with similar pension regimes was important. On the 
other hand, the 2004 reform could be interpreted as the beginning 
of the unraveling of the special position held by public sector unions 
in a context in which the economic costs imposed by these unions 
were increasing and their political role was being modifi ed. In this 
context, support of the reform by most Institutional Revolutionary 
Party legislators in Congress is noteworthy. 

The fourth implication was judicial. Soon after the reform was 
approved, the SNTSS contested its legal validity. From the point of 
view of the SNTSS, what was at stake was the power of Congress 
to modify what to the union had been gains obtained at the bargain-
ing table. From the point of view of the IMSS, what was at stake 
was the power of Congress to determine the use of public monies. 
From the point of view of the public, what was at stake was whether 
Congress could intervene in public matters that had an impact on 
the welfare of millions. The issue was fi rst discussed at administra-
tive tribunals, next at labor tribunals, and eventually by the Supreme 
Court without the law being suspended at any time by any judicial 
authority. All amparos (stays of action) by the SNTSS were denied. 
At every step the courts confi rmed the legality of the reforms, with 
matters coming to a fi nal and defi nite end in March 2007 as a result 
of a nine-to-two vote in the Supreme Court. Since its enactment in 
2004, the reform has been deemed legal. 

In October 2005, the IMSS and the SNTSS faced the fi rst renewal 
of the labor contract since the 2004 reform. The RJP provisions 
for new entrants were modifi ed. They would now retire after 34 years 
of service for women and 35 for men, with a minimum retirement 
age of 60 and with a replacement rate of 1. Yet despite the reform, 
the new generation of workers will not fund fully these revised RJP 
benefi ts. To do so, the contribution rate should have been 23 percent 
of their salary, as opposed to the 10 percent specifi ed in the labor 
contract. Thus, new workers are funding less than half the costs of 
their future pensions, and despite the intent of Congress, the RJP 
rent will still be in effect for new entrants—diminished, but none-
theless positive.

The provisions of the 2004 reform were bypassed by raising the 
contributions of the old generation of workers from 3 percent to 10 
percent of their salaries. Their resources are not, however, used to 
contribute to the fi nancing of their own RJP liabilities, which would 
lower the burden of servicing these liabilities on the IMSS, thereby 
releasing resources for capital and operating expenditures to improve 
services. Rather, they are used to fi nance the difference between what 
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new workers should contribute according to the law to fully fund 
their own RJP and what they will contribute, that is, to fi nance the 
difference between the 23 percent contribution rate needed to fund 
the agreed-upon benefi ts and the 10 percent agreed-upon contribu-
tion. The bypassing of the 2004 reform thus resulted in a perhaps 
unique innovation: a reverse pay-as-you-go pension scheme whereby 
the old generation of workers subsidizes the pensions of workers 
that are about to enter the IMSS.

The new RJP provisions of the labor contract are unsustainable: 
as the generation of old workers retires, the number of people con-
tributing 7 percent of their salary to subsidize the pensions of the 
new entrants shrinks, and the number of new entrants requiring a 
subsidy for their future pension increases. When the scheme is 
exhausted, a new RJP will have to be negotiated if the law is not to 
be further bypassed.25 The IMSS will then have three different types 
of active workers with three different RJPs: the old generation hired 
before October 2005, the new generation hired under the auspices 
of the October 2005 contract, and a newer generation hired with a 
different RJP based on a still-to-be-negotiated contract.

In the meantime, as a result of the reverse pay-as-you-go system, 
the old generation of workers will contribute about Mex$50,000 
million to the pensions of the new generation of workers and not to 
their own; their working conditions in terms of access to infrastruc-
ture, equipment, and intermediate inputs will fail to improve as a 
result of their additional effort; and their future pension will be no 
more secure. Plus, the IMSS will have lost Mex$50,000 million in 
workers’ contributions to reduce the burden of the RJP of the old 
generation and will have to replace this amount with social security 
contributions from affi liated workers and fi rms, which is what the 
2004 reform sought to avoid. In sum, despite the intent of Congress, 
the RJP rent, though diminished, will still be in place, at least for a 
few more years. 

Discussion

Earlier sections argued that the rents associated with AFORES and 
the RJP reduce the benefi ts of social security to formal workers. 
Saving for retirement is one thing, but being forced to do so in an 
instrument that has to date paid an annual real rate of return of less 
than 1 percent is something else. Similarly, contributing to health 
insurance is one thing, but doing so through an institution that 
diverts increasing amounts of contributions to a different purpose 
is another.
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Clearly, AFORE and SNTSS rents lower bf  compared with a sce-
nario in which the IMSS fully used its contributions to provide 
health services and rates of return on AFORES were competitive 
with alternatives for voluntary saving. A direct connection exists 
between these rents and lower aggregate labor productivity, reduced 
competitiveness, and increased informality. 

Other factors also contribute to this outcome, because bf  also 
refl ects the valuation of other components of social security (hous-
ing, day care services, and so on). Nor are they the only reasons 
workers may undervalue AFORE accounts and IMSS health ser-
vices. Nevertheless, the evidence suggests that the poor performance 
of AFORES and the IMSS results, at least in part, from the rent- or 
power-seeking behavior of the AFORES and the SNTSS. This is not 
to say that the 1995 and 2004 reforms were counterproductive 
because this is not the case. Mexico’s pay-as-you-go retirement 
pension system was unsustainable, and the pre-funded defi ned con-
tribution system is a better alternative. Equally, the RJP for new 
entrants is better than the previous one from the IMSS’s perspective. 
Thus, both reforms have resulted in benefi ts; on balance, the situa-
tion is better with them that it was without them. 

Nonetheless, weak competition and regulatory problems in the 
market for retirement savings and the bypassing of the 2004 reform 
to lower RJP costs have allowed the AFORES and the SNTSS to 
capture—and continue to capture—signifi cant rents at the expense 
of all workers. Reducing these rents is essential. In the case of the 
AFORES, this can be achieved by means of a careful review of 
the nature of the market for retirement savings and of the appro-
priate combination of competition inducing and regulatory changes 
that could further reduce AFORES’ commissions and increase the 
real rates of return to workers. In the case of the SNTSS, what is 
needed is recognition that the reverse pay-as-you-go RJP scheme 
negotiated in 2005—aside from bypassing the law—serves no other 
purpose than rent preservation for a few. 

The transition to AFORES’ commissions that refl ect marginal 
costs and an IMSS–SNTSS labor contract that does not bypass the 
law needs to be accelerated. In the case of the AFORES, the rents 
already captured over the past nine years will inevitably translate 
into lower pensions. Even if commissions were lowered to equal 
marginal costs tomorrow, workers’ losses could not be undone. In 
the case of the IMSS, hiring new workers under a pension regime 
condemned to collapse in a few years makes little sense. In both 
cases, the central point is that given the current strongly suboptimal 
equilibrium, the pursuit of equity through the elimination of rents 
is also the pursuit of productivity. 
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Note that there is nothing illegal about the behavior of AFORES 
or the SNTSS.26 The problem is with the institutional structure and 
the design and implementation of the reforms. The AFORES’ goal 
is to maximize profi ts. They face an extremely inelastic demand, a 
legally mandated supply of funds, and a market where “consumers” 
have substantive diffi culties in valuing a product that they will con-
sume many years from today but that they are obligated to purchase 
anyway. The AFORES also work in a context where information is 
diffi cult to understand. Thus, the high price-cost margins and exces-
sive profi ts should not come as a surprise. The fact that workers’ 
pensions will be low and that eventually the government may have 
to commit funds to pay for workers’ minimum pensions is not the 
AFORES’ problem. 

The goal of the SNTSS is to maximize rents for its affi liates and 
for itself. It faces a quasi-monopoly situation in the provision of 
critical services; a fi rm that cannot go bankrupt and whose liabilities 
have an implicit government guarantee; a bargaining context where 
the fi rm has little accountability; and a political context where, until 
recently, its role in supporting a political party was valued by a gov-
ernment from the same party. That benefi ts for IMSS workers will 
be substantially larger than for other workers is, therefore, not sur-
prising, and the IMSS’s increasing inability to deliver services to 
affi liated workers is not the SNTSS’s problem. 

The AFORES and SNTSS will not internalize the negative equity 
and productivity effects of their behavior. That is not their role. 
The issue is not that the government has not responded to the 
excessive rents of the AFORES. As mentioned, the government has 
pursued various legal reforms and administrative measures to 
improve transparency, provide better information to workers, 
reduce barriers to entry for new AFORES, and facilitate workers’ 
transfer from one AFORE to another (Madero and Mora 2006). 
Nor is the issue that the government has not tried to modify the 
RJP, as the 2001 and 2004 reforms attest. It is that the effectiveness 
of these measures has fallen substantially short of what is needed, 
that some have been too slow in coming, and that large equity and 
productivity costs are being paid in the meantime. The issue is why 
the pressures to reduce AFORES’ commissions and to modify the 
IMSS–SNTSS labor contract are not greater. 

Three reasons account for this problem. First, the government 
has not pursued a clear agenda to improve social security and pro-
mote formal employment; in particular, budgetary resources have 
not fl owed in this direction. Second, social pressures to force the 
government to improve social security have so far not been over-
whelming. Third, as a result, mustering the political capital to face 
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the complex technical, budgetary, and political problems of the 
AFORES and the SNTSS has not been essential. These three reasons 
also help explain the behavior of Congress. Finally, a fourth reason 
underlies the fi rst three: the existence of an external source of rents, 
derived from oil, that sustains the difference between the underlying 
effi ciency and productivity of the economy and workers’ standards of 
living and that allows social protection programs to partly compensate 
for the defi ciencies of social security without the need to raise taxes. 

Social Protection as a Policy Response

Even under the best of circumstances, not all workers would be 
covered by social security, because in any economy there are reasons 
for nonsalaried labor relationships between fi rms and workers or for 
workers to be self-employed.27 As a result, over the years the govern-
ment has promoted a number of social programs to provide health, 
housing, day care, and, more recently, pensions to workers lacking 
access to social security. These programs, referred to here as social 
protection programs, differ from social security in two relevant 
senses for the purposes of this discussion. First, they are not bundled, 
so workers can access one, such as a health program, without neces-
sarily accessing another, such as a housing program. Second, they 
are not paid for by contributions from workers or fi rms but by gen-
eral revenues. The key point is that informal workers have access to 
social protection programs that—even if not of the same quality as 
social security—are, nonetheless, unbundled and free.

Figure 6.2 shows the evolution of government subsidies for social 
security and social protection programs since the Social Security 
Law went into effect in 1997.28 Resources for social security include 
subsidies for workers’ AFORE accounts (the social subsidy) and 
for IMSS health insurance. They exclude government resources for 
pensions of the transition generation, because these resources do 
not benefi t workers currently in the labor market. Resources for 
social protection programs include those for various federal health 
and housing programs, but they exclude state resources, and thus 
underestimate the total amount of public resources spent on social 
protection programs. Figure 6.2 depicts a powerful fact: federal 
subsidies for social protection programs have grown much faster 
than those for social security, and have been larger in absolute 
terms since 2003.29 Over the same period, 1998–2006, no major 
increase in tax rates has occurred. The share of nonoil revenues in 
GDP has been basically constant: 14.2 percent in 1998 and 14.8 
percent in 2005. Revenues from oil rents, by contrast, increased 
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from 6 percent of GDP in 1998 to 8.8 percent in 2005 (Levy 2006). 
The political costs to the government and to Congress of increasing 
social protection programs have so far not been signifi cant.

Resources channeled to informal workers in the form of social 
protection programs are equivalent to a subsidy to informal employ-
ment (Levy 2008). This subsidy is in addition to the pure tax on 
formal employment associated with the undervaluation of social 
security; therefore, in terms of the composition of employment, it 
has the effect of further reducing formal employment and increasing 
informal employment. 

Let us now turn to the effect of social protection programs on the 
three messages highlighted earlier in the context of fi gure 6.1. The 
fi rst message was that an undervalued social security system acts 
like a tax on formal employment, thus reducing average labor pro-
ductivity. Social protection programs accentuate this effect. In the 
formal sector, workers’ productivity increases further as the stimulus 
to informal employment reduces the supply of labor to the formal 
sector and increases the formal wage. In the informal sector, the 
productivity of labor falls as the supply of labor to that sector 
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increases. The result is that the productivity difference between 
 formal and informal workers widens. So the fi rst message is now 
that social protection programs will generate productivity losses in 
addition to the ones created by an undervalued social security sys-
tem. The economy will be less competitive; in particular, the output 
and profi ts of formal fi rms will fall more.

The second message was that the costs of an undervalued social 
security system were paid by formal and informal workers. Now, as 
a result of social protection programs, both informal and formal 
workers are better off. Even though wages in the informal sector fall, 
workers now receive benefi ts that they were not getting before, and 
because there are fewer formal sector workers, their wages increase. 
Note that workers are better off even though they are less productive 
and the economy is less effi cient. This improvement happens because 
of benefi ts that (apparently) nobody is paying for: the cost of social 
protection programs for informal workers. Of course, these pro-
grams must be paid for, but this outlay of funds is from general tax 
revenues or from other sources; their costs are not internalized by 
workers and fi rms in the informal sector. As a result, incentives are 
modifi ed in the direction of informality, particularly because these 
benefi ts are “free” only under the condition of informality.

The third message was that informal employment resulted from 
a legal design that excludes nonsalaried workers from social security 
and from a tax on salaried employment associated with a social 
security system that does not work well. When social protection 
programs are introduced, there is a third reason for informal employ-
ment: a policy response that acts like a subsidy to nonsalaried 
employment (and to illegal salaried employment). Of course, many 
other reasons account for informality, but of the factors that explain 
the distribution of Mexico’s labor force presented in table 6.1, the 
ones just mentioned are among them. 

One last but critical observation: if bf  � 1 is “compensated for” 
with social protection benefi ts, the undervaluation of social security 
need not translate into lower workers’ welfare, formal or informal. 
If, as suggested earlier, bf � 1 partly as a result of the rent-seeking 
or power-preserving behavior of the AFORES and the SNTSS, the 
resulting low productivity and high income concentration equilib-
rium may not be refl ected in lower workers’ welfare if resources for 
social programs are increased in parallel. Because the reforms nec-
essary for bf → 1 may be politically costly or complex, this low 
productivity and high income concentration equilibrium may per-
sist for as long as the fi scal costs of social protection programs can 
somehow be paid for. 
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Voice and Exit 

Hirschman’s (1970) study of responses to the decline of fi rms, 
organizations, and states provides a valuable framework for under-
standing the forces supporting the high inequality and low 
 productivity equilibrium described in the previous sections. In 
Hirschman’s analysis, voice is the political reaction to the decline of 
a fi rm, an organization, or a state. Voice occurs through the estab-
lished channels of executive and congressional action; through the 
active expression of opinions in the media and other forms of polit-
ical action; or, eventually, through demonstrations, street protests, 
and the like. In parallel, exit is the economic reaction to the same 
phenomenon and occurs through the discipline of market forces. For 
example, it occurs when consumers cease to buy a fi rm’s product or 
through the abandonment of a geographic space (for instance, when 
workers migrate to another country). Depending (a) on a country’s 
political institutions; (b) on its cultural traditions; and (c) on specifi c 
characteristics of the fi rm, organization, or state, the voice and exit 
interplay can determine outcomes in terms of when any of the enti ties 
has the incentives and ability to correct defi ciencies and poor perfor-
mance generally, as well as when they fail to do so.

Consider the example of public schools and assume that educa-
tional quality is low. Voice occurs when parents express their dissat-
isfaction with the status quo and use their vote and other forms of 
political action to demand corrective measures from the executive 
branch and Congress. Exit occurs when parents take their children 
out of public schools, assuming that private schools are available and 
are, at least to some, affordable. If voice prevails, the performance of 
public schools improves. If exit prevails, bad quality persists (and 
the strength of voice is dampened because those most able to exercise 
it—that is, higher-income families—loose incentives to do so). The 
balance of voice and exit matters for the future of public schools. This 
balance depends on the responses of the executive branch and Con-
gress, which, in turn, depend on their objectives and the costs and 
benefi ts of a particular course of action (for instance, facing the teach-
ers’ union if that is what is causing low quality or letting the public 
schools deteriorate while the more vociferous parents are subdued by 
their exit to private schools). 

In this context, Mexico’s social security can be thought of as a com-
plex organization or, better still, a system made up of (a) a legal frame-
work; (b) a set of public agencies; (c) an institutional framework char-
acterized by the presence of two central political entities, the executive 
branch and Congress; (d) a set of large and dispersed private actors 
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consisting of the fi rms and workers contributing to social security; and 
(e) a small concentrated set of private actors supplying the labor or the 
fi nancial skills or assets necessary for the provision of social security 
services. The performance of this system is central for Mexico from 
two equally important perspectives. On the one hand, if the system 
underperforms (in the sense of bf  � 1), aggregate output and productiv-
ity losses will occur. On the other hand, if the system underperforms, 
workers suffer from a loss of welfare resulting from poor health ser-
vices and low retirement pensions, among other benefi ts. 

I have argued that the underperformance of social security derives 
partly from the rent-seeking behavior of a few of the actors associ-
ated with the provision of social security services, namely, the 
AFORES and the SNTSS. Their behavior is as expected of businesses 
and trade unions, and the resulting income or power concentration 
and loss of aggregate productivity is not their concern. Therefore, 
the central question does not concern them, but rather the institu-
tional and incentive structure that allows their behavior to be 
refl ected in the underperformance of Mexico’s social security system. 
Or, to put the question in Hirschman’s terms, why has the interplay 
of voice and exit produced such an outcome? 

For voice to be effective, information must be easily accessible so 
that those affected by the system’s underperformance are aware of 
the phenomenon and of its causes. That is, there must be transpar-
ency. For voice to be effective, a mechanism whereby those affected 
can express their concern must also be available. In other words, 
affected actors must be organized and represented. Finally, for voice 
to be effective, those that are its intended recipients must answer to 
those who express it. That is, there must be accountability. 

Transparency, effective representation, and accountability 
enhance voice. One could argue that Congress would not have ini-
tiated the 2004 reform without the prior 2001 reform that made it 
offi cially aware of the problems of the RJP. One could also argue 
that the recent changes in AFORES’ commissions have refl ected the 
exercise of voice, as CONSAR responded to increasing concerns 
about these commissions. Yet another exercise of voice is the recent 
Comisión Federal de Competencia opinion on competition condi-
tions in the market for retirement savings. Thus, voice has been 
present as a mechanism to correct the underperformance of Mexico’s 
social security, and although not fully effective, it has mattered. 

Exit has been present as well, refl ected perhaps most openly in the 
large number of workers and fi rms in informality. Not all informal 
employment is a response to a poorly functioning social security 
system. Some workers will always be informal given Mexico’s legal 
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framework, and these workers did not exit into informality, but were 
never allowed into formality because of legal constraints. However, 
many more workers should legally be in formality, but they have 
exercised the option of exit into informality—most obviously the 
almost 8 million salaried workers who have been illegally hired by 
fi rms without social security coverage. The exercise of the exit option 
has a mirror image in an equally signifi cant number of fi rms that are 
also in illegality. 

Voice has not always been there, but when it has, the executive 
branch and Congress have not ignored it completely. They have also 
facilitated and promoted exit, even generously subsidized it, as evi-
denced by social protection programs that partly substitute for 
workers’ lack of social security benefi ts. Given the constraints to 
formality and the massive exit from formality, informal employment 
accounts for more than half of total employment. A likely outcome 
is that voice will increasingly be exercised by those in informal 
employment, who will demand more and better social protection 
programs for themselves. 

The interplay of voice and exit in response to bf  � 1 matters 
greatly for competitiveness and for workers’ welfare, because social 
security and social protection are not the same. To reiterate just one 
important implication associated with pensions: in the fi rst case, 
workers are forced to save for retirement; in the second, they are 
given the option of doing so. Plus the productivity of workers with 
similar characteristics is not the same, nor are fi rms’ dynamics the 
same. That is why the role of voice to promote bf → 1 needs to be 
strengthened and the role of exit into informality weakened. This 
will occur, however, only if incentives to the executive branch and 
Congress, firms, and workers change. Of the many measures 
required for this change, two may play a critical role: forcing 
 Congress and the executive branch to internalize the costs of exit 
and facilitating workers’ and fi rms’ use of voice and enhancing its 
effectiveness, particularly for low-wage workers and small fi rms.

Note that fi nancing social protection programs from oil rents is not 
the same as fi nancing them from taxes on fi rms and workers, particu-
larly if such taxes are paid by formal fi rms and workers. To the extent 
that oil rents can be channeled to social protection programs, exit has 
no costs, while responding to voice has political costs. In other words, 
because the future costs of using oil rents are not fully internalized by 
the executive branch and Congress today, exit may dominate voice. 
This is an important element supporting the current high inequality 
and low productivity equilibrium in which almost everybody loses. 
Enhancing voice and removing the constraint to entry into formality 
(that is, moving to a universal, well-functioning social security system) 
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is fundamental for equity and effi ciency. Focusing attention on the 
AFORES and the RJP is a good place to start.

Postscript

In June 2008, the IMSS and the SNTSS renegotiated the RJP provi-
sions of the labor contract, eliminating the reverse pay-as-you-go 
provisions negotiated in October 2005 to bypass the 2004 pension 
reform. Between these two time periods, events unfolded as hypoth-
esized in this chapter: the contributions of the old generation of 
workers could no longer fi nance the RJP regime of new entrants. 
With no other sources of funds to bypass the law, all new workers 
hired by the IMSS as of June 2008 will fund their RJP with their 
own resources. Thus, for these new workers and for the SNTSS, 
there will be no RJP rent. The reverse pay-as-you-regime lasted less 
than three years, but because of it, the opportunity to use the 
increased contributions of the old generation of workers to fund 
their own pension liabilities, thereby releasing resources to the IMSS 
to provide better services, was lost. Henceforth, the IMSS can hire 
new workers without further compromising its future ability to 
offer services to affi liated workers. The problem of the accumulated 
RJP pension liabilities still remains, however, and needs urgent 
attention to avoid further deterioration in the quality of services 
provided by the IMSS. I argue that the federal government should 
absorb these liabilities in the context of a broader reform to extend 
the right to social security to all Mexican workers (Levy 2008). 

Notes

 1. The IMSS does not have a monopoly in the provision of services, but 
since its inception in 1943, this has been the case in practice. Some services 
are outsourced, but this arrangement is the exception rather than the rule. 
Furthermore, affi liated workers have no say in this regard, so the behavior 
of IMSS is very much that of a monopolist.

 2. The teachers’ union is the largest, with approximately 1 million 
workers who are, however, in segment B and whose direct contractual rela-
tionship is with state governments.

 3. The minimum wage in 2005 was Mex$1,400 a month (approxi-
mately US$130). Three times the minimum wages is used here as the cutoff 
point between workers with high and low wages.

 4. Of the 9 million workers affi liated with the IMSS in July 1, 1997, 
3 million earned more than three times the minimum wage and 6 million 
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earned three times the minimum wage or less. Workers aged 56 or older in 
1997 were excluded from the database, so that departures from formality 
were not due to retirement. As a result, when workers were not in the formal 
sector, they either were in the informal sector, were openly unemployed, had 
dropped out of the labor force altogether, or had migrated abroad. 

 5. These results are confi rmed using the National Survey of Urban 
Employment, a panel data set that allows for following workers’ formal– 
informal transitions (although only for a year). According to this data set, 
in 2005, 16 percent of low-wage workers who began the year in the formal 
sector ended it in the informal sector and 10 percent of low-wage workers 
who started the year in the informal sector ended it in the formal sector 
(Levy 2008). Calderon-Madrid (2006) computes transition matrixes for 
1997, 2001, and 2005 and fi nds similar results. See also Bosch and Maloney 
(2006); Gong, Soest, and Villagomez (2004); and Kaplan, Martínez, and 
Robertson (2005). At the same time, movements from formality and infor-
mality into open unemployment are small and spells of open unemployment 
are short (IDB 2004). Mexico does not have unemployment insurance. 

 6. Evidence also suggests that the minimum wage is not binding (Bell 
1997; Maloney and Nuñez Mendez 2004).

 7. The mechanics associated with the Mex$139 are complex. The 
funds are deposited in a subaccount of the worker’s AFORE account, 
although these resources are not managed by the AFORE, but by INFO-
NAVIT. The worker may request a housing credit against the balance of the 
housing subaccount. If the worker does not get such a credit before retire-
ment, the funds accumulated in the housing subaccount are added to the 
funds in the retirement account and are used to purchase an annuity for 
retirement income, so that ex post the worker is being forced to save 
Mex$314 a month (Mex$175 � Mex$139). In general, lower-wage workers 
have less access to housing loans because of their lower wages and higher 
mobility. Thus, they end up saving a larger proportion of their wages for 
retirement than workers with higher wages. 

 8. In 2005, the IMSS channeled 16 percent of its revenues to the special 
pension regime of its workers. This amount will double in the next decade 
(IMSS 2005).

 9. Gertler, Martinez, and Rubio (2005) fi nd that the families of workers 
covered by the Oportunidades program are liquidity constrained. However, 
when they have access to credit, some have investment opportunities with 
real rates of return of about 5 percent. The opportunity cost of saving for 
retirement in an AFORE is then too high for these workers. 

 10. To see this, consider what happens in the absence of social security. 
Formal fi rms’ labor costs would be wf, while informal fi rms’ labor costs 
would be wi. Given labor mobility, the equilibrium wage in the formal and 
the informal sectors would be the same (indeed, the distinction between the 
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sectors would not be meaningful). This wage could be wi
∗ only where all 

workers are employed. When there is social security and it is fully valued, 
the wage in the formal sector falls to wf

∗, although when added to the value 
of benefi ts Tf it equals wi

∗.
 11. The IMSS reports that in 2005 approximately 550,000 fi rms regis-

tered with the IMSS with up to 5 workers employed a total of 1.2 million 
workers, with an average fi rm size of 2.2 workers. The economic census 
for 2004 records approximately 2.8 million small and micro fi rms employ-
ing 6.8 million workers, with an average fi rm size of 2.4 workers. These 
numbers underestimate evasion because the census excludes fi rms in 
rural areas.

 12. Mexico’s epidemiological transition has increased the costs of pro-
viding health services, while the erosion of real wages associated with the 
country’s various macroeconomic crises has reduced the IMSS’s wage-based 
revenues (IMSS 2003, 2004, 2005, 2006).

 13. Commissions are of two types: on the stock of accumulated resources 
in the account and on the fl ow of resources that are continuously deposited 
in the account. AFORES choose any combination of these two (although 
approval by CONSAR is required). In addition, AFORES can offer com-
mission discounts after depositors have remained with them for a given 
length of time. In 2006, fl ow commissions ranged from a low of 0.5 percent 
to a high of 1.64 percent and stock commissions ranged from a low of 
0.15 percent to a high of 1.48 percent. Discounts for time vary widely 
(Madero and Mora 2006). The resulting structure of commissions is, there-
fore, complex, because the effective cost to workers depends on their age, 
the length of time before they can retire, their effective time contributing to 
the system given their patterns of (future) transition between formality and 
informality, and their present (and future) wages. Workers also have to 
consider the rates of return on AFORES’ investment portfolios. 

 14. This rate can be contrasted with the 3.5 percent rate usually assumed 
by the IMSS for its actuarial calculations (IMSS 2005).

 15. On July 1, 1997, this segment of the market was the whole market, 
because all workers who started in the AFORES had rights under the 1973 
law. This segment will decline gradually as the transition generation retires, 
but this decline will take a long time, because the last worker enrolled in the 
IMSS on June 30, 1997, may not retire until around 2027. 

 16. From this perspective, one could argue that for the transition gen-
eration the AFORES are an unnecessary intermediate step in acquiring a 
pension: resources are deposited in AFORES accounts, profi ts are made on 
these accounts, the accumulated amounts in these accounts are devolved to 
the government, and the government pays the pensions out of general tax 
revenues. This is equivalent to the government lending resources to the 
AFORES at an annual real rate of interest of around 0.9 percent.
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 17. Workers from the transition generation must be enrolled in the IMSS 
for at least 500 weeks to qualify for a 1973 pension, or else they obtain a 
pension on the basis of the amounts accumulated in their AFORES.

 18. The consumers in this market are odd characters. They clearly lack 
perfect foresight and cannot discount the future appropriately, so they are 
forced to save. At this point, however, they act under perfect rationality and 
choose the best AFORE, discounting the expected future costs of stock and 
fl ow commissions and incentives derived from remaining with a particular 
AFORE. However, to protect them from the lure of some AFORE’s market-
ing techniques, CONSAR regulations allow them to switch freely between 
AFORES only if they choose progressively cheaper ones. 

 19. All IMSS workers are subject to the Social Security Law and, there-
fore, are entitled to a pension under the provisions of this law. Thus, IMSS 
workers have their AFORE accounts. The RJP pension regime complements 
the Social Security Law pension regime. The IMSS must pay for any differ-
ence between RJP benefi ts and the Social Security Law pension. 

 20. This is done only for comparison purposes. The average wage of an 
IMSS worker is double that of a worker in an IMSS affi liate, and IMSS 
workers’ wages are higher even for comparable occupations.

 21. This formal comparison assumes that the fi rms’ contributions to 
workers’ retirement accounts are actually borne by the fi rms and not shifted 
to the workers through lower wages. Shifting fi rms’ contributions to work-
ers is probably the case for workers in private fi rms given free mobility of 
labor, but the IMSS is not characterized by free mobility of labor, and the 
share paid by the IMSS for workers’ pensions is not shifted to them. Further-
more, the IMSS labor contract states that all social security contributions 
that should be paid by workers are also paid by the IMSS. As a result, the 
differences in the share of pensions of IMSS workers and IMSS affi liate 
workers not paid for by each are much larger, and so are the rents discussed 
later. For the purposes of argument, however, this fi nding is suffi cient. 

 22. Actual RJP rents are larger, because most IMSS workers earn more than 
Mex$5,000 a month. Their average wage is about Mex$11,200 a month.

 23. Social security contributions have the same status as taxes, and the 
IMSS can and must use the provisions of the Federal Fiscal Code to collect 
them. Furthermore, IMSS resources are subject to audit by the relevant 
authorities in Congress and in the executive branch. 

 24. The analogy with the 1995 reform is clear. Before that reform, the 
pension liabilities of IMSS-affi liated workers were an obligation of the IMSS, 
which could not service them without further reducing resources for health 
services. The reform transferred these liabilities from the IMSS’s balance 
sheet to the government’s. At the same time, the change to the defi ned con-
tribution system ensured that there would be no new pension liabilities from 
new IMSS-affi liated workers (ignoring the minimum pension guarantee). 
Finally, the pension liabilities of the old generation of workers transferred 
from the IMSS to the government would be serviced by the government from 
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general tax revenues (social security contributions were not increased for this 
purpose). Therefore, these liabilities—correctly in my opinion—are not being 
covered by labor taxes, which is exactly what would happen if Tf were 
increased. Following the earlier discussion, consider what would happen to 
labor productivity, to the incentives to evade, to the size distribution of fi rms, 
and to informal employment if Tf were increased to service the RJP with no 
improvements in the quality of health services (so that bf Tf falls).

 25. The scheme allows the fi nancing of the future pensions of between 
39,000 and 67,000 new entrants (IMSS 2006). If the IMSS replaces only retir-
ing workers, this replacement would imply between three to fi ve years before 
the reverse pay-as-you-go scheme runs out, given that the retirement rate will 
accelerate in the next few years from about 11,000 workers per year to 13,000 
workers per year. If the IMSS expanded its medical infrastructure and hired 
more personnel, the scheme would be exhausted sooner. As a reverse pay-as-
you-go scheme, it has the reverse properties of a traditional pay-as-you-go: the 
faster the growth of new entrants, the shorter the duration of the scheme.

 26. The 2004 reform imposes a legal constraint on the IMSS, not on the 
SNTSS. The issue of whether the IMSS complied with the law by signing the 
2005 labor contract or not is not relevant to the SNTSS. 

 27. This can be seen in fi gure 6.1. If bf  � 1, the equilibrium is at point 
A and only Lf

∗ � L workers have social security coverage.
 28. The data for fi gure 6.2 start in 1998 because the Social Security Law 

went into effect on July 1, 1997, and all data are presented on a yearly basis.
 29. Even if one includes social security contributions, more resources are 

available as of 2003 to provide health services to informal workers than to  
formal workers (Levy 2006).
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7

Mexican Labor Markets: 
Protection, Productivity, 

and Power

William F. Maloney

Labor markets intermediate the fl ows of human talent and energy 
among enterprises. As such, their smooth functioning is critical to 
the growth process and to the attainment of higher levels of worker 
welfare. The latter can be thought of as a combination of higher 
incomes driven by increased productivity of workers and reduced 
exposure to risks that they and their families face.

That said, what set of institutions and norms will generate these 
outcomes? The basic neoclassical model of an infi nite number of 
atomistic fi rms contracting at will an infi nite number of atomistic 
workers offers a useful benchmark, but it applies virtually nowhere 
in the world. This includes Mexico, where a sizable share of the 
market is characterized by fi rms with substantial market power 
employing workers represented by powerful unions covered by, on 
paper and often in actual fact, extraordinarily protective labor leg-
islation. At the same time, roughly half of the market, the informal 
sector, seems closer to the textbook model: not covered by labor 
protections and consisting largely of microfi rms. 

The striking contrast between the two halves of the labor market 
has led to the classic dualistic view of Mexican and, indeed, of 
developing country labor markets in general that focuses on the 
segmentation arising from distortionary labor institutions, includ-
ing high minimum wages and union power. Not only do induced 
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wage rigidities potentially lead to a misallocation of workers among 
jobs and sectors, but also they leave a large fraction of the work-
force outside the labor protection system, thereby exacerbating 
inequities and leading to lower welfare as insiders benefi t from access 
to exaggerated protections and benefi ts, preserving their privileged 
position from the outsiders who are excluded and uncovered. 

I argue elsewhere (Maloney 1999, 2004) that in Mexico’s case, 
this classic insider–outsider image largely misses the mark, and that 
the evidence suggests that, in practice, the formal and informal labor 
markets seem to be remarkably integrated. Workers frequently exit, 
to use Hirschman’s (1970) term, formal employment and enter the 
informal sector voluntarily, implying that, at the margin, welfare in 
the two sectors is equated. Whatever risk they take on leaving the 
formal protection system, workers receive some compensation in 
terms of higher incomes, greater fl exibility, or other nonpecuniary 
benefi ts. I also argue, concurring with Levy (chapter 6 in this vol-
ume), that saying the market is not segmented does not imply that 
all is well, because potentially important effi ciency losses arise from 
such exit, either due to the push from the poor design of formal sec-
tor protections or the pull from implicit subsidies to informality. 
Furthermore, the concept of exit was conceived as a reaction to the 
lack of responsiveness of public institutions and, as such, suggests a 
poor social equilibrium where citizens lack confi dence in the state 
and, hence, evade its mandates. It suggests that a very different lens 
needs to be taken to the labor code and union infl uence, one that, in 
particular, deemphasizes their distortionary impact on wages. 

This alternative lens focuses on how the interaction of fi rm behav-
ior on the one side and labor legislation and union interests on the 
other generate impediments to the accumulation and allocation of 
the factors of production that raise worker productivity—namely, 
education, capital, and knowledge. Roughly half the difference in 
worker productivity around the world is driven by the accumulation 
of physical and human capital or education. However, the other half 
is less well understood and is lumped under total factor productivity, 
which includes how resources are allocated across fi rms and indus-
tries and innovation, defi ned as the accumulation of knowledge 
capital captured in the adoption of new processes and technologies. 
The combination of these two phenomena is at the core of the pro-
cess of Schumpeterian (1975) creative destruction that has been the 
driver of growth for the past few hundred years. Both “creation” 
and “destruction” are essential elements of the process: the entry of 
new fi rms will cause old capital to be scrapped, and the introduction 
of new ideas will render both old knowledge and previous ways of 
producing goods obsolete. 
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Both the rules of the game that fi rms play by and the legislation 
and institutions affecting labor would ideally recognize the need for 
the destructive aspect of modern growth and the need to cushion its 
impact on those who are adversely affected in the process of overall 
advance. Both sets of actors would see the need for localized short-
term losses to support a more general long-term advance. Firms 
would recognize the need to produce in a competitive market, to 
aggressively pursue innovation, and to potentially be driven out of 
business. Labor would recognize fi rms’ needs to cause short-run 
pain in order to advance productivity. Both fi rms and labor would 
recognize the need for institutions that provide a cushion for laid-off 
workers and support for the transition to new jobs. This would 
require changing the current protections embodied in the formal 
social security system and labor code that arguably protect formal 
workers at the same time both excessively and inadequately. 

However, Mexico is arguably locked in a long-standing and self-
defeating equilibrium. On the one hand, numerous chapters in this 
volume demonstrate the power that fi rms have to protect their priv-
ileged rentier positions and, in the process, dampen the impetus to 
innovation. On the other hand, the rigidities built into the labor 
code, and the particular modality of operation of some critical 
unions, although not especially segmenting, refl ect a focus by labor 
on the redistribution of existing rents rather than on long-run pro-
ductivity growth. Both work against the generation of high-paying 
jobs in the modern sector that, over the long run, is the most power-
ful tool for reducing the size of the informal sector and, arguably, 
reducing the risks that workers face. 

Informality and Worker Protections: Beyond 
Segmentation to Exit

The large share of the labor force that is informal or unprotected by 
labor institutions has long been seen as evidence of the inequities in 
developing country labor markets and, often, the severe distortions. 
A literature with its roots in Harris and Todaro (1970) equates the 
informal sector with underemployment or disguised unemployment, 
that is, the disadvantaged sector of a market segmented by rigidities 
in the formal or covered sector of the economy. The classic view 
argues that wages that are set above market-clearing force workers 
to queue for preferred jobs while subsisting in the informal microfi rm 
sector, which is characterized by an absence of benefi ts and by irreg-
ular work conditions, high turnover, and lower rates of remunera-
tion. The implications for Mexico of this view are indeed dire: roughly 
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half the country’s workers are effectively second-class citizens and 
are excluded from labor protections, while a minority enjoys a rel-
atively privileged position. Furthermore, labor legislation, other 
regulations, or union demands must be onerous and distorting to 
have caused this degree of segmentation. 

However, another emerging view argues that the informal sector 
should be seen, as a fi rst approximation, as an unregulated, largely 
voluntary, self-employed sector (see Perry and others 2007 for a 
recent survey of the Latin American literature). I argue (Maloney 
1999, 2004) that, at the very least, most informal independent work-
ers, either the self-employed or the owners of small businesses employ-
ing others, enter voluntarily from formal salaried labor on the basis 
of a cost-benefi t analysis of being self-employed versus being salaried, 
and then of being formal versus being informal (see also Davila-
Capalleja 1994). The corollary of this view is that regulation- or 
union-induced distortions that segment the labor market by provid-
ing insiders—those with formal labor contracts, and especially those 
covered by unions—with wages higher than market-clearing is not 
the primary driver of the structure of the labor market in Mexico. As 
already noted, in this view, labor market and social security regula-
tions may still have signifi cant effi ciency costs, but not through the 
mechanisms envisaged in the traditional rationing perspective. 

Segmentation in the Mexican Labor Market 

Labor legislation and union power are the prime candidates for the 
source of segmentation and of a dual system of labor insiders and 
outsiders. For example, minimum wages are justifi ed as a way of guar-
anteeing an income fl oor that permits families to at least meet their 
subsistence requirements. At the same time, many agree that raising 
the wage excessively above market-clearing levels can lead to job 
losses. In this case, income transfer occurs from those who lose their 
jobs to those who keep them at a higher level of remuneration. In 
some countries, this effect is pronounced and can lead to a net increase 
in poverty (Arango and Pachon 2003). However, although the mini-
mum wage was binding in Mexico in the 1980s, a variety of authors 
conclude that it was certainly not binding in the 1990s (Castellanos, 
García-Verdú, and Kaplan 2004; Cunningham 2007; Maloney and 
Nuñez 2004). This is probably most clearly illustrated by noting that 
the presence of the minimum wage does not appear to have a major 
impact on the distribution of wages (fi gure 7.1). Indeed, Maloney and 
Nuñez argue that minimum wages may have a role in providing a 
fl oor to wages in the informal sector, suggesting that social norms exist 
around wage setting that transcend the formal–informal divide. 
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The second panel of fi gure 7.1 presents the cumulative distribution 
of wages and shows a discrete “cliff” at the minimum wage for infor-
mal workers. Castellanos, García-Verdú, and Kaplan (2004) also fi nd 
some evidence that changes in the minimum wage affect changes in 
wages, but, overall, the conclusion holds that any impact on segmen-
tation between formal and informal sectors is minor at best. 

Unions and Wage Segmentation

The impact of unions on wages is more diffi cult to assess empirically. 
Mexico has a long tradition of unionization dating back to the rev-
olution. Estimates of coverage range from roughly 10 to 25 percent 
of the total workforce of roughly 32 million (Brooks and Cason 
1998). During the 1990s, Mexico had the highest union density in 
Latin America (O’Connell 1999). The 1992 National Survey of 
Employment, Salaries, Technology, and Training (Encuesta Nacio-
nal de Empleo, Salarios, Tecnologia y Capacitacion or ENESTYC) 
suggests that only 18 percent of manufacturing fi rms have no union 
representation and that the rest have a mean unionization rate of 
roughly 70 percent. 

The most common view of union behavior sees unions as identify-
ing the wage level that maximizes their utility, while fi rms then set the 
level of employment (these kinds of views are termed right-to-manage 
models). By pushing wages above market-clearing levels, this creates 
segmentation (see Guerrero, López-Calva, and Walton, chapter 4 in 
this volume, for how Mexican workers, especially in the petroleum 
sector, have acted in this classic fashion). However, an alternative view, 
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referred to as effi cient bargaining, argues that if a fi rm is a monopolist 
or oligopolist and earns excess profi ts, then both unions and fi rms may 
be better-off by moving off the labor demand curve and bargaining 
over a combination of wages and employment. Bargaining to increase 
employment, termed featherbedding, does not necessarily lead to 
segmentation, but it is no less a way of transferring fi rms’ profi ts to 
workers by creating unnecessary positions, and self-evidently leads 
to production ineffi ciencies. 

The outcome of the bargaining process depends not only on the 
union’s relative bargaining strength, but also on its relative prefer-
ence for wage versus employment gains. As Pencavel (1995) notes, 
developing country unions may value employment over wages for 
several reasons, and these are clearly relevant to the Mexican con-
text. First, like much of Latin America during the 1980s and early 
1990s, job growth has been slow relative to population growth. 
Second, Mexico has no system of unemployment insurance; hence, 
workers may value employment stability more than wages. Third, since 
the formation of the Institutional Revolutionary Party in 1929 fol-
lowing the revolution, the major unions have had a long-standing 
and close relationship with the government and have cooperated in 
implementing policies to reduce infl ationary pressures.1 Particularly 
with the inception in 1987 of the Pact, a joint agreement of labor, 
business, and the government to promote price stability, unions have 
closely coordinated wage demands with Pact guidelines. O’Connell 
(1999: 41), for example, argues that in the 1992 Pact, the Confed-
eración de Trabajadores de México “signed away salary increases of 
its members.” Furthermore, wages showed extreme downward fl ex-
ibility during the 1995 tequila crisis and showed little tendency to 
offset losses resulting from infl ation or depreciation.2 These factors 
taken together suggest an emphasis on employment creation relative 
to pushing up wages in the union utility function. 

Empirical Evidence on the Impact of Union Power

The ENESTYC offers evidence for this kind of union behavior in 
the manufacturing sector as well as for effi ciency wage effects.3 
Some strands of effi ciency wage theory argue that fi rms decide on a 
wage relative to an outside wage that provides incentives for work-
ers to stay with the fi rm and/or to work harder. The following wage 
equation, broadly following Dickens and Katz (1987) and Nickell 
and Wadhwani (1990), captures these effects: 

 ws,u � a waWa � auU � ah H � a x X � e w , (7.1)
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where ws,u is the wage of skilled and unskilled workers respectively; 
Wa is a set of variables measuring the expected alternative wage a 
worker could get outside the fi rm to capture effi ciency wage effects; 
U is a measure of union power; H is a set of variables capturing 
human capital; and X is set of fi rm-related characteristics, including 
a set of sectoral dummies (not reported). 

Preliminary regressions suggest that, relative to nonunionized 
fi rms, fi rms with unions pay 15.2 percent more to skilled workers 
and 9.25 percent more to unskilled workers. However, ascertaining 
whether unions cause wage differentials or whether unions are more 
likely to be found in certain types of fi rms that also pay higher wages 
is diffi cult. Statistical tests strongly reject the hypothesis that union 
and nonunion fi rms can be taken as similar and combined in one 
sample. In what follows, only fi rms with union presence were kept 
in the sample to reduce the possibility of selection bias in measuring 
the union wage. That is, the impact of union power within the sample 
of fi rms with unions is estimated. 

The annex to this chapter details the exact variables used. They 
include a variety of measures capturing the technological sophistica-
tion of the fi rm, its ownership structure, and the human capital of its 
workers, all of which may be correlated with union presence and 
hence, ideally, should be controlled for. Table 7.1 suggests that the 
higher the productivity of the fi rm, the higher the wage. The outside 
wage that workers can get will push up wages, although, counterin-
tuitively, the probability of being hired elsewhere does not. The tra-
ditional measures of human capital—levels of schooling and potential 
experience and their squares—also have the expected infl uence. As 
discussed later, the quality of education probably also would have an 
important effect if good measures were available. 

Among fi rm characteristics, more productive fi rms, those that have 
more capital per worker, those that use automated machinery (for 
skilled workers), those that have recently acquired technologies, those 
owned by foreign groups, those that are exporters (for skilled work-
ers), and those that are larger all pay higher wages—consistent with 
the idea that larger, more open and externally competitive, and inno-
vative fi rms—will pay higher wages. This situation could be because 
they demand workers with qualities unobserved in the data or pay 
higher wages to induce higher performance on the job and lower turn-
over. Either way, Mexican workers would like more of these jobs. 

In a surprising result, the free-standing union density term—the 
measure of union bargaining power—virtually never enters signifi -
cantly into the wage equations for unskilled workers (as would be 
predicted by the standard models of union behavior), and has a 
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negative relationship with skilled wages. More detailed work suggests 
a positive union effect for workers who earn little given measured 
human capital. If, for example, workers’ unobserved characteristics 
(such as reliability and diligence) dictate a low wage relative to those 
who, on paper, appear similar, then unions will push them toward 
the average for their class. Overall, however, union density does not 
appear to have a major impact on unskilled wages for this sample of 
industries, but it does increase employment levels. The counterin-
tuitive result of a negative impact of union density on skilled wages 
and employment is less easily explained. It might refl ect unobserved 
characteristics across skilled workers, with fi rms with lower union 
densities attracting or training more productive workers. 

Table 7.1 Wage Equations: Impact of Union Membership 
on Wages

Variable Skilled Unskilled

Productivity 0.036 (0.01)* 0.039 (0.01)**
Log (outside wage) 0.300 (0.06)** 0.433 (0.09)**
Hiring rate –0.865 (0.21)** 0.236 (0.20)
Union density –0.065 (0.03)** –0.002 (0.00)
Schooling 0.571 (0.06)** 0.238 (0.06)**
Schooling 2 –0.022 (0.00)** –0.014 (0.00)**
Experience 0.027 (0.01)** 0.018 (0.01)**
Experience 2 –0.001 (0.00)** –0.001 (0.00)**
Productivity after training 0.024 (0.03) 0.001 (0.03)
Log (capital/labor) 0.016 (0.01)* –0.014 (0.01)*
Automated machinery 0.001 (0.00)* 0.000 (0.00)
Quality control 0.094 (0.19) 0.238 (0.20)
Research and development 0.010 (0.03) –0.035 (0.03)
Technology acquisition 0.097 (0.02)** 0.135 (0.03)**
Dummy competitiveness –0.008 (0.02) –0.003 (0.02)
Dummy corporate 0.028 (0.03) 0.067 (0.03)**
Dummy foreign ownership 0.179 (0.03)** 0.025 (0.03)
Dummy export –0.108 (0.03)** 0.024 (0.03)
Dummy medium –0.229 (0.03)** –0.091 (0.03)**
Dummy small –0.676 (0.03)** –0.335 (0.03)**
Constant 3.523 (0.68)** 3.082 (0.73)**

R2 0.2895 0.1191
F test 49.43** 16.39**

Source: Author’s calculations based on the ENESTYC.
Note: * � signifi cant at the 10 percent level, ** � signifi cant at the 5 percent level. 

Numbers in parentheses are standard errors. Samples sizes: nonunion n � 731, union 
n � 3,422. Chow tests for equality of union and nonunion coeffi cient (27d.f.) 86.66. 
a (skilled), 42.37 a (unskilled).

Also includes industry dummies (not shown).
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These fi ndings may differ from other similar exercises (Guerrero, 
López-Calva, and Walton, chapter 4 in this volume; Panagides and 
Patrinos 1994) partly because of the approach taken to avoid endo-
geneity and the inclusion of a more complete set of regressors to 
soak up fi rm effects that might be associated with union power. In 
addition, the results presented here give an average effect for a set 
of manufacturing industries, whereas in selected industries, such as 
the petrochemicals industry, there is clear evidence of classic wage-
augmenting behavior. The Wall Street Journal (2006), for instance, 
details the pay demands of Petróleos Mexicanos (better known 
as PEMEX) and educational unions in recent years.4 As noted in 
chapter 4 in this volume, wage-setting behavior may be different in 
competitive manufacturing sectors than in other sectors, especially 
the public sector, that do not face product market competition. 

Evidence of Exit into Informality as an Option 
for Formal Workers

Two of the primary potential sources of segmentation of the labor 
market thus appear to have little infl uence on the overall wage level 
and, hence, on segmentation. Other evidence also suggests that 
workers behave as if the formal and informal sectors are well inte-
grated and that the kind of crude insider–outsider paradigm fi ts 
poorly. Several types of evidence suggest that mobility of workers 
among fi rms is extensive and that much of this mobility is of volun-
tary moves from the formal sector to the informal sector. First, turn-
over in the Mexican labor market is high, and much of it seems to 
be voluntary. The ENESTYC indicates that every six months, 26 
percent of unskilled workers and 9 percent of skilled workers sepa-
rate from their jobs and that 85 percent of these separations are 
quits, even from large corporations.

Second, the National Microenterprises Survey suggests that 
roughly 70 percent of those leaving formal jobs enter informal self-
employment voluntarily, either for higher earnings or for more 
fl exibility (Maloney 1999). 

Third, gross workers fl ows using the National Urban Employment 
Survey support these reported motivations. If we think of the labor 
market as highly segmented, then informality is a holding pattern in 
inferior jobs and one would expect an overall pattern of graduation 
whereby workers enter the workforce in informality, queue up until 
they get better formal jobs, and then retire. The reverse transition 
would occur only during downturns when displaced workers seek 
some form of income to stay afl oat. Alternatively, if informal jobs 
offer different qualities—independence, tax evasion, exercise of 
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entrepreneurial skills—but are not necessarily inferior, then we might 
expect patterns of transition among sectors corresponding more 
closely to what we fi nd in the United States: workers search across 
sectors and move more or less symmetrically among them, and they 
are more likely to search during booms when the labor market is 
tighter and success as a micro-entrepreneur is more likely. Figure 7.2 
supports the latter view: a reallocation of workers across sectors that 
is both more or less symmetrical and procyclical. That is, more peo-
ple search for jobs in and enter informality during upturns than 
downturns. Indeed, the rise of net fl ows into informality at the same 
time that informal earnings relative to formal earnings rose during 
the boom of 1987–92 again suggests substantial voluntary opening 
of microfi rms when the economy is doing well. These patterns are 
broadly echoed for the informal salaried sector. 

The traditional segmentation view holds more clearly during 
downturns, although recent work suggests that the adjustment 
mechanisms are somewhat different from those conventionally imag-
ined. During the 1995 crisis, Bosch and Maloney (2007) show that 
formal sector hiring ceased while informal sector hiring did not, 
much as Shimer (2005, 2007) documents for downturns in the 
United States. This occurs among other changes that are somewhat 
counter to what is usually thought: the informal sector actually sheds 
more labor into unemployment than the formal sector, and fewer 
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workers transit into informality from formality (as displaced labor, 
for example) than is the case during good times. However, the con-
tinued hiring of the informal sector from unemployment dominates 
the other effects. The informal sector expands and its relative earn-
ings decline relative to those in the formal sector. The share of work-
ers preferring formal sector jobs rises. 

What drives the shut-down in formal sector hiring is not clear, 
even in the United States, where the formal sector accounts for 
most of the labor force. Bewley (1999), for instance, argues that 
fi rms prefer not to lower wages during downturns to avoid an 
across-the-board deterioration in morale. Workers soon forget 
their fi red colleagues and never meet the ones not hired. However, 
the U.S. literature is not even sure whether wage rigidities can 
explain the shut-down in formal hiring. Simulations suggest that 
they account for little, and Haefke, Sonntag, and van Rens (2007) 
argue that the relevant wage—that of the last worker hired—is 
actually extremely fl exible. 

Taking both the evidence on segmentation and the discussion of 
worker transitions into account, the bottom line appears to be that 
for much of the time, a large fraction of the workforce moves easily 
and voluntarily between formal and informal sector jobs.

Implications of the Exit View

I argue (Maloney 2004) that this view moved the policy focus away 
from segmentation-driven ineffi ciencies to the incentives workers 
face to be formal or informal. One can think of workers as undertak-
ing an analysis of the benefi ts and costs of different job types and, 
rather than being rationed out of formality, they may decide that 
they are better-off being in the informal sector. Emphatically, this 
does not imply that they are happy or well-off or that things are 
optimal. It implies only that informality may represent the best 
among poor choices given the options available. This is obviously 
especially the case among poorly educated workers who choose 
between bad jobs in the formal sector and bad jobs in the informal 
sector. However, the logic of exit raises an important agenda for 
labor market reform away from cutting minimum wages, bashing 
unions, or undertaking more intense brute enforcement of existing 
labor regulations that emerge from the traditional segmentation 
view: governments need to work on eliminating the ineffi ciencies in 
the design of worker protections, either formal or informal, or the 
elements in the labor code that provide a disincentive to formality. 

This vision of informality as an exit option was developed 
more thoroughly by Perry and others (2007), and Levy formalizes 
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and further explores it for the social security dimension of the 
formal–informal divide (chapter 6 in this volume). Levy offers a 
revealing exploration of disincentives to formality caused by the 
poor design of pensions arising precisely from the high rates of 
transition of poor workers into and out of the Mexican Social Secu-
rity Institute (Instituto Mexicano del Seguro Social, or IMSS), effec-
tively the informality–formality transition patterns that we see in 
fi gure 7.2: workers may never accumulate enough seniority to earn 
the pensions to which they contribute. 

This is consistent with interviews of informal workers in Guadala-
jara by sociologist Roberts (1991), who notes that “the absence of 
welfare coverage is a drawback, but, on the other hand, many infor-
mants cited the deductions made for welfare as a disadvantage of 
formal employment, particularly since the services they received were 
poor” (50). Put differently, perceived costs and benefi ts of formality 
are misaligned. Realigning these, James (1999) notes, was an impor-
tant part of the rationale for defi ned contribution pension plans. By 
guaranteeing that workers would get back what they contributed, they 
“reduce labor market distortions, such as evasion by escape to the 
informal sector, since people are less likely to regard their contribution 
as a tax” (James 1999: 7). Kugler and Kugler (2003) discuss a similar 
logic for Colombia. It is also plausible to imagine a micro-entrepreneur, 
perhaps faced with borrowing constraints to expand a business, being 
reluctant to hand over current resources to a government of dubious 
trustworthiness for a promise of an old-age pension in the distant 
future. Barr and Packard’s (2002) work on Chile supports this view. 
They fi nd that participation in the government’s voluntary pension 
scheme, a private individual account scheme with no redistributive 
dimension, is extraordinarily low, around 4 percent. This low partici-
pation suggests that these entrepreneurs are choosing to be unpro-
tected even by the scheme that arguably best aligns costs and benefi ts 
in the region. In general, any program where workers value benefi ts 
below the costs to them, because of either poor performance or inap-
propriate bundling of programs, will lead to the same effect. 

This logic extends to other dimensions of labor legislation. The 
rigid promotion ladder that values seniority over worker performance 
may leave exit as the preferred option for talented workers frustrated 
by a lack of promotion. Severance payments may also not be what 
they seem. As Davila-Capalleja (1994) and Kaplan and Sadka (2008) 
calculate, the litigation process surrounding unjust dismissals may 
leave workers with far less than promised on paper. 

That exit is voluntary does not imply social optimality in a larger 
sense. A worker’s conclusion that the cost of state-provided benefi ts 
substantially exceeds the likely benefi ts still leaves the family at least 
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partially unprotected in important ways. Family- or community-level 
substitutes for pensions or unemployment insurance may be avail-
able, but these are likely to be imperfect. Health services raise major 
issues in relation to insurance market failures and tend to require 
facilities for service delivery not easily substituted for in the informal 
sector. Pension systems are designed in part with the idea that 
agents are myopic and do not plan well for their retirement. The 
exit option frustrates the attempt to ensure that they do plan well. 
Policies to directly protect informal workers, what Levy calls social 
protection, have unexpected implications. Any policy that makes 
informality relatively more attractive also leads to a reallocation of 
workers. Social protection policies that provide services without 
explicit taxes effectively provide a subsidy to informality. This pro-
vision is problematic. A government may reasonably argue that 
formal and informal workers have a right to certain transfers or 
benefi ts, but to the degree that this right leads to exit, this view 
encourages workers to leave formality, shifting the labor supply 
curve to the left and raising wages in the formal sector. This implic-
itly adds a tax on the formal sector and makes it less competitive. 
Hence, addressing the genuine needs of the families of informal 
workers implies a tradeoff with competitiveness more generally.

Levy (chapter 6) examines several ways that this exit can affect 
the productivity of the economy. A few more follow. First, although 
evidence to date is weak, microfi rms probably have fewer prospects 
for productivity gains than bigger fi rms. Hence, shifting workers 
into informality may imply less aggregate growth. Second, de Soto’s 
(1989) classic story of fi rms not growing to avoid excessive taxes or 
regulatory burdens is also subject to the same cost-benefi t consider-
ations: fi rms may stay suboptimally small if the benefi ts of becoming 
formal, such as access to credit, lower bribes, and better utility ser-
vices, are low relative to the costs (Davila-Capalleja 1994; Levenson 
and Maloney 1996). Another potential productivity loss may arise 
from exactly the turnover induced by the exit option. If fi rms risk 
losing their investment in training, they will hire fewer workers, 
train less, or pay effi ciency wages to keep those workers. Evidence 
from Mexico suggests that roughly 50 percent of fi rms offer higher 
remuneration of various types in response to resignations by recently 
trained workers, while roughly 10 percent reduce the training offered 
(Ribeiro and Maloney 1999). Finally, Krebs (2003) and Krebs, 
Krishna, and Maloney (2005) argue that, as with any other asset, 
the higher the risk on the return to human capital given an average 
return (in this case, the wage), the lower the investment. If Mexico 
were to have the level of wage uncertainty characterized by the 
United States, worker welfare would be higher by the equivalent 
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of roughly 0.5 percentage point in growth in year, and the resulting 
higher accumulation of human capital would add another 0.5 percent-
age points. Because microfi rms, which across the world offer riskier 
earnings than salaried jobs, dominate the informal sector, some produc-
tivity drag from this source is likely. 

Size of the Exit Effect

In assessing the effects of the processes described here, useful knowl-
edge would be how much an increase in the pure tax on formal 
wages—that is, income surrendered without corresponding benefi ts, 
or a pure subsidy to informality—affects the decision to be informal. 
Empirics are in their infancy in this regard, and I can offer only a 
couple of approaches that, regrettably, give a wide range of estimates. 
The fi rst is to exploit the now well-established fi nding that self- 
employment, which can be used as a proxy for informality, decreases 
almost log linearly with the level of development (fi gure 7.3). One 
argument is that, all things being equal, workers would prefer not 
to have a boss, but as the opportunity cost of operating one’s own 
micro-enterprise increases—that is, as higher-paying jobs emerge in 
the modern salaried sector—fewer people enter the microfi rm sector. 
If this is the case, then the imposition of the tax or the granting of a 
subsidy can be thought of as reducing this opportunity cost. The 
second approach uses data from Mexican worker employment tran-
sitions and a two-sector model of the formal and informal sectors to 
simulate the impact of the same policies on formal fi rm hiring and 
the rate at which formal sector workers quit to enter self-employ-
ment (Krebs and Maloney 1999). 

The two methods offer substantially different estimates of how 
much the share of informal self-employment in total employment 
would increase in response to a 1 percent increase in the relative 
attractiveness of informality. The fi rst approach gives a value of 
between 0.03 percent (using data from Maloney 2001) and 
0.05 percent (using data from Loayza and Rigolini 2006), depending 
on the precise assumptions. The simulation method gives a value of 
0.3 percent. That is, if we assume that 10 percent of formal sector 
earnings are absorbed in unvalued benefi ts (pure tax), and say 
another 10 percent of the value of earnings is given to informal 
workers in untied social protection programs (subsidy), leading to a 
decrease in the relative attractiveness of formal work of 20 percent, 
then in the fi rst case, the size of the informal self-employed sector 
increases by 0.6 to 1.2 percentage points of the workforce and, in 
the second, by 6 percentage points. 
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Using an alternative approach, Fernandes, Gremaud, and Narita 
(2006) simulate the impact of eliminating the labor tax on workers 
earning up to the minimum wage, thereby effectively providing formal 
sector benefi ts for free, while maintaining revenue neutrality. They 
fi nd a decrease in formality of 1.5 percent. 

The fi rst and third approaches suggest modest, although non-
trivial impacts. The second suggests that the disincentive effects of a 
low benefi t-cost ratio could be a major determinant of the relative 
size of the informal self-employed sector with the potential to account 
for much of the variance observed among countries at similar levels 
of development (fi gure 7.3).

Broader Implications of the Exit Option

The exit option has implications far beyond the social security and 
social protection issues discussed earlier, with larger issues relevant 
to improving the social contract. Exit occurs at many levels: is it 
referred to as informality when poor workers choose to be unregis-
tered and as tax evasion when large fi rms or wealthy individuals opt 
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out? At whatever level, it can be viewed as both a cause and a mani-
festation of a troubled social contract. Under such circumstances, two 
functions of government, addressing inequities and providing public 
goods, become problematic. First, any attempt to redistribute income 
across workers necessarily implies that those who are better-off will 
be taxed more than they receive back from the government. As Perry 
and others (2006) state, a substantial increase in progressive transfers 
would be required; informality, in this case tax evasion of better-off 
workers, is both an obstacle to and a result of attempts to redress 
inequities. Second, the nature of public goods (such as defense, gen-
eral infrastructure, and public education) is such that not contribut-
ing will not lead to any loss in benefi ts to the person evading the taxes 
required to fi nance them. Thus, the marginal benefi t of paying taxes 
for these services is, by defi nition, zero.

The universality of these considerations leads all societies to 
implement mechanisms or foster norms supporting compliance. On 
one side, governments monitor evasion and assess fi nes. However, 
the size of penalties is generally too small to provide straightforward 
private incentives for compliance, and the literature on tax morale 
stresses that in most Organisation for Economic Co-operation and 
Development countries, people pay partly because they trust that 
others will pay too and feel some obligation to the overall national 
agenda. In this sense, the “warm glow” effect that some economists 
(and recently neurobiologists) argue can accompany paying taxes 
decreases the incentives to evade. By contrast, in countries where 
feelings of trust and reciprocity are weaker, we would expect more 
exit. As Perry and others (2007) argue, Latin America, including 
Mexico, may be in a bad equilibrium where the glow is weak: there 
is little sense of community or shared well-being, few pay, and many 
seek to evade. As a result, the state underprovides public goods and 
has mustered inadequate distributional efforts. 

Labor Markets and Productivity Growth

Ideally, Mexico would be in a better equilibrium where all thought 
well of the government and felt drawn, not merely compelled, to 
interact with it as the incarnation of the social contract. The previ-
ous section explored the implications of a view of the labor market 
where segmentation is not a dominant feature, and where informal-
ity is, at the margin, a choice that workers are making voluntarily. 
Hence, the focus on the distribution of the largesse of the state or on 
worker protections through the optic of insiders and outsiders is 
probably misplaced. This section will explore another equilibrium 
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that has potentially larger negative implications for Mexican growth, 
but which is arguably independent of whether or not the labor market 
is segmented in the traditional sense. In a nutshell, the Mexican labor 
code and union–employer relations appear more oriented toward 
allocating a fi xed or slow-growing stock of rents than toward facili-
tating the accumulation and reallocation of physical and knowledge 
capital while effectively protecting workers from the dislocations 
these processes necessarily imply.

Importance of Reallocation and Creative Destruction  

The international literature has recently focused on the importance 
of the ease of reallocating factors of production across sectors and 
from fi rms with low productivity to fi rms with high productivity. 
Thus, the discussion concerns net accumulation, with the under-
standing that the process of creative destruction implies that the 
entry of new fi rms will cause old capital to be scrapped and that the 
introduction of new ideas will render old knowledge obsolete. Bar-
riers to this type of reallocation of factors can have dramatic impacts 
on total factor productivity and, hence, on income levels. Caselli and 
Tenreyo (2004) argue that convergence in both Italy and Spain 
occurred largely by moving the workforce from low productivity to 
higher productivity sectors and by increasing the productivity of 
those sectors through general advances in organization and manage-
ment. Productivity growth within sectors similarly depends greatly 
on the most productive fi rms absorbing a larger share of markets 
and resources. Hsieh and Klenow (2007) argue that if barriers to 
the allocation of factors are removed as their marginal products are 
equated across sectors, manufacturing total factor productivity 
would rise 25 to 40 percent in China and 50 to 60 percent in India 
(see also Banerjee and Dufl o 2005). In a competitive market, labor 
benefi ts greatly from such increases in higher wages and employ-
ment growth.

Consistent with this view, Bergoeing and Repetto (2006) calculate 
that much of the gain in Chilean total factor productivity in the 1970s 
and 1980s was due to precisely these types of reallocations, including 
the displacement of less productive fi rms by new, higher productivity 
fi rms. Only in the 1990s, with the consolidation of the reforms, did 
“unbounded, within-plant [emphasis added] effi ciency gains driven 
by technology adoption and innovation occur” (Bergoeing and 
Repetto 2006: 3). Bergoeing, Hernando, and Repetto (2006) argue 
that the adoption of better technologies and production processes by 
both incumbents and new fi rms was facilitated, in particular, by the 
reform of fi nancial markets and the traded goods markets. 
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The greater appreciation of the role of such reallocations, and of 
creative destruction more generally, has intensifi ed the focus on the 
microeconomic flexibility necessary to ensure that this process 
occurs. Lack of fl exibility may arise because although institutions or 
actors may favor the accumulation of capital, they may actively resist 
the adoption of new technologies and processes. Although the idea 
that the creative destruction process is critical to growth has been 
accepted since Schumpeter (1975), the destruction part of the phe-
nomenon can nonetheless lead to intense dislocation for either owners 
of fi rms likely to be displaced or workers whose jobs are imperiled. 

That fi rms may resist the forces of competition that might drive 
productivity growth and may prefer a more rentist existence is well 
documented in Latin America and elsewhere. Rajan and Zingales 
(2004) examine rentier mentalities among advanced country corpo-
rate elite and the need for active fi nancial markets to ensure the pres-
sure of new entry. Even though Schumpeter argues that more innova-
tive fi rms are those that enjoy some market power and rents, Aghion 
and others (2005) provide evidence of the importance of competition 
for innovation. Firms that are close to the technology frontier, but that 
suddenly face lower barriers to entering fi rms or trade liberalization, 
will innovate, in a sense to escape from the competition and sustain 
their market position. Without such competition, they will not. 

The leaden protectionism of the period of import substitution 
industrialization in Latin America sheltered industries from exactly 
these competitive forces, and many fi rms clearly resisted the reallo-
cations of assets occurring in the wake of trade reforms. However, 
if we are to believe the estimates of Hsieh and Klenow (2007) and 
Banerjee and Dufl o (2005) and the evidence from Chile, such real-
locations are essential for productivity growth and, with it, wages. 
This volume suggests that Mexico is no exception to the Latin Amer-
ican rule. For example, Haber (chapter 8) documents how, histori-
cally, a highly concentrated fi nancial system has permitted sheltering 
fi nancial and industrial elites from competition, and Guerrero, 
López-Calva, and Walton (chapter 4) discuss the apparent use of 
infl uence, including the use of amparos (stays of action) to defl ect 
challenges to monopoly power in key sectors. 

For organized labor, a similar tension is apparent between the 
need to adopt new technologies to raise worker productivity, and 
hence the standard of living of workers in the future, and to protect 
the livelihoods of current workers. Prescott and Parente (2000) argue 
that, historically, a bias toward the latter—in particular, resistance 
by guilds and organized labor to the adoption of new technologies—
is the critical contributor to current income disparities among coun-
tries. In this light, excessively strong regulation on the reallocation 
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of workers or high fi ring costs may be impediments to the necessary 
adoption of technologies as well as to the more general fl exibility 
discussed earlier. 

For Chile, Caballero and others (2004) measure the relative ease 
with which fi rms adjust their levels of employment, either up or 
down, to productivity shocks across countries and argue that differ-
ences in such fl exibility can account for roughly a percentage point 
in growth.5 Furthermore, they argue that reduction in their measure 
of microeconomic fl exibility (the speed at which fi rms close the gap 
between current and desired levels of employment) in Chile since the 
1997 Asian fi nancial crisis may account for a substantial fraction of 
the decline in total factor productivity growth since 1997 and, 
potentially, could account for a permanent reduction of 0.5 percent 
in the growth rate. 

In both the historical and Chilean examples, the focus on labor 
fl exibility is probably excessively narrow and the concerns of the 
investigators cited earlier (Aghion and others 2005; Guerrero, López-
Calva, and Walton, chapter 4 in this volume; Haber, chapter 8 in this 
volume) need to be maintained in the center of the debate as well. 
However, labor legislation and union approaches differ greatly 
across countries and are thought to have important impacts on 
productivity growth. U.S. labor legislation is among the most con-
ducive to reallocation, and ongoing debate surrounds the role of 
more rigid European legislation in European countries’ lower levels 
of growth. 

Menezes-Filho and Van Reenen (2003) survey the theoretical and 
empirical evidence available for advanced countries and note the vary-
ing roles of unions in different countries. Unionized companies tend to 
have a lower rate of turnover by reducing grievances, and unions can 
induce fi rms to increase incremental training expenditures to motivate 
workers, thereby favoring the entrance of new technology. The Scan-
dinavian unions go further, providing an example of how unions may 
promote productivity-enhancing industrial policy and investment and 
emphasizing the rationalization of fi rms (Blomström and Meller 1991). 
Hjalmarsson (1991), for example, suggests that Swedish unions take 
as axiomatic the link between technological upgrading and wage 
increases and aggressively encourage fi rms to adopt new techniques 
and to shed less productive operations. Hence, unions can be vital 
partners with management in ensuring productivity growth. Clearly, 
the necessary complement to this fl exibility is a strong safety net for 
workers. Unemployment insurance programs are features of all Organ-
isation for Economic Co-operation and Development legislation, and 
retraining programs for displaced workers are central elements of the 
Scandinavian package for high-growth labor relations. 
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Arguably, Mexico’s overall approach to labor relations is the 
opposite, that is, rooted less in the pursuit of increasing effi ciency 
and growth than in a defensive stance in a context where job growth 
is slow and society is geared toward dividing current rents. For 
instance, the absence of a system of unemployment insurance and 
the lack of portability of some pension funds, particularly in the 
public sector, has led to excessive emphasis on job stability, costly 
severance payments, and involved litigation. The job security provi-
sions fi rst set forth in Article 123 of the 1917 constitution and then 
expanded in the 1931 Federal Labor Law (amended in 1970) estab-
lish that, with the exception of temporary workers and those hired 
to undertake specifi c assignments, the relationship between employer 
and employee is a permanent one. For workers to be legally dis-
missed, employers must prove that the employees committed certain 
unacceptable behavior such as stealing, unauthorized absence from 
work, or drunkenness. Even in these cases, workers can appeal to 
the labor courts and can be awarded the constitutional right to be 
reinstated along with the payment of all back wages. Critically, the 
legal treatment of dismissal for economic grounds (redundancy) is 
the same as for arbitrary dismissals,6 and if the dismissal occurs 
because of technological change, the compensation is even higher. 

As fi gure 7.4 shows, together, restrictions on hiring and fi ring make 
Mexico one of the more rigid labor markets in the world (Heckman 
and Pages 2004; López-De-Silanes and others 2004). From a theoreti-
cal point of view, such restrictions do not necessarily translate into 
segmentation; they just reduce the number of jobs for a given level of 
output. Once again they highlight a fundamental choice facing work-
ers in an era of rapid technological change: how much to value short-
run employment stability over the potential for longer-run productivity 
and standard-of-living gains. Losing a job and fi nding a new one clearly 
entails large costs. If workers see these factors as necessary elements of 
a system that generates continuing productivity gains that will make 
them and their progeny better-off with time, then the factors are 
accepted, as is the case in the United States and much of Europe. How-
ever, if productivity growth is slow and, hence, rising living standards 
depend on increasing a share of relatively fi xed rents, then the existing 
model may seem more compelling. 

In practice, the current fi ght-for-rents model protects workers 
badly, and a better designed employment security system would 
somewhat mitigate the tradeoff discussed earlier. Although high sev-
erance payments are a disincentive to fi ring, and therefore should, in 
principle, insulate workers from shocks arising from employment 
loss, workers often demand such payments at exactly the moment 
when a fi rm is least able to honor its obligations, leading to increased 
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stress on weak fi rms and exacerbated uncertainty for workers about 
the fi rm’s ability to pay. In practice, most severance packages are 
renegotiated and workers receive substantially less than the amount 
mandated by law. 

Unions

Unions, too, behave in a way that privileges job stability over pro-
ductivity. As noted earlier, the outcome of the bargaining process 
between unions and fi rms depends on the union’s relative bargaining 
strength, but it also depends on the relative preference for wage ver-
sus employment gains and the lack of rapid job growth, and a strong 
safety net may lead toward a greater privileging of employment. 

Labor demand is estimated analogously to the previous section as 

 Ns,u � b wW � bq q � b wa W � b u U � b x X � e n , (7.2)

where Ns,u is the log of labor demand for skilled or unskilled labor; 
W captures both the skilled and the unskilled log wages; and q, log 
fi rm output, and the other groups of variables remain the same as in 
the wage equation, albeit with some variation in the exact set. 

Table 7.2 shows that, as expected, higher levels of output, larger 
fi rm size, and higher capacity utilization lead to higher employment 
levels and that higher levels of wages (or lower levels of wages for the 
substitute type of worker—blue collar for white collar and vice versa) 
lead to lower employment. The age of the fi rm appears to be correlated 
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(through the quadratic term) with more unskilled employees. With the 
exception of research and development spending for skilled workers, 
traditional innovation variables—automation, quality control, and 
technology acquisition—do not appear to be labor displacing. 

Union density does have a strong positive effect on the level of 
unskilled employment, suggesting an extreme case of effi cient bar-
gaining where unions accept the market wage, but cause fi rms to 
move off the demand curve to hire more labor.7 For each 1 percent 
of the workforce that is unionized, unskilled employment appears to 

Table 7.2 Labor Demand Equations: Two-Stage 
Least Squares

Variable Skilled Unskilled

Log (output)* 0.480 (0.02)** 0.405 (0.02)**
Log (wage) skilled –0.379 (0.02)** –0.024 (0.02)
Log (wage) unskilled 0.037 (0.02)** –0.591 (0.02)
Log (outside wage) skilled –0.091 (0.07) 0.195 (0.08)**
Log (outside wage) 
 unskilled –0.002 (0.12) –0.244 (0.13)*
Hiring rate skilled 0.081 (0.03)** 0.067 (0.04)*
Hiring rate unskilled 0.008 (0.00)** 0.001 (0.00)
Union density –0.417 (0.24)* 2.689 (0.26)**
Age 0.004 (0.00)** –0.003 (0.00)
Age 2 –0.002 (0.00) 0.008 (0.00)**
Capacity utilization –0.001 (0.00)* 0.003 (0.00)**
Automated machinery 0.000 (0.00) 0.000 (0.00)
Quality control –0.060 (0.18) 0.048 (0.19)
Research and development 0.042 (0.02)* –0.039 (0.03)
Technology acquisition –0.016 (0.02) –0.027 (0.03)
Dummy corporate 0.080 (0.03)** 0.059 (0.03)**
Dummy foreign ownership 0.155 (0.03)** 0.010 (0.03)
Dummy export 0.068 (0.03)** 0.234 (0.03)**
Dummy medium –0.339 (0.03)** –0.612 (0.03)**
Dummy small –0.524 (0.05)** –1.129 (0.05)**
Constant 1.986 (0.69)** 3.212 (0.75)**

R2 0.6339 0.6918
F test 210.25** 269.56**
DHW 72.44**  151.53**  

Source: Author’s calculations based on the ENESTYC.
Note: * � signifi cant at the 10 percent level, ** � signifi cant at the 5 percent level. 

Numbers in parentheses are standard errors. Samples sizes: nonunion n � 731, union 
n � 3,422. Chow tests for equality of union and nonunion coeffi cient (26d.f.) 36.23* 
a (skilled), 130.89** (unskilled).

Estimation: Two-stage least squares. Instruments for output: capital stock, its 
square, sector dummies, and its interactions and technology variables.
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increase by roughly 2.5 percent. Furthermore, as might be expected, 
estimates of the impact of unions on productivity (not shown) confi rm 
the intuition that the additional labor hired gives rise to a signifi cant 
adverse effect. Somewhat counterintuitively, the regressions for skilled 
workers fi nd a negative union effect. This might suggest that among 
fi rms with high levels of employment, given their characteristics, 
unions represent primarily unskilled workers and crowd out those 
more skilled or force the use of less skill-intensive technologies. 
Alternatively, perhaps when unions seek to organize, they pick fi rms 
with large labor forces but, within this group, choose those with 
relatively more unskilled workers.

These fi ndings, taken together with the wage regressions of the 
previous section, suggest that, at least for relatively unskilled workers, 
union power is directed more toward increasing employment and is 
not particularly focused on wages. This is consistent with limited anec-
dotal evidence. For instance, early surveys of 206 Mexican workers 
found that “the members themselves state that unions make an almost 
insignifi cant contribution to obtaining higher wages,” although “an 
overwhelming majority of the workers interviewed stated that the 
union had helped them fi nd a job” (Germidis 1974: 30). 

In relation to this discussion and the discussion of wages in the 
previous section, three points are important. First, strong union 
power can be consistent with an unsegmented labor market and, 
indeed, an increase in formal employment. As Layard and Nickell 
(1990) note, the general equilibrium effects on the overall level of 
labor employed in the economy are clear: if unions bargain over 
employment as well as wages, and if the elasticity of substitution is 
less than unity (Ribeiro and Maloney 1999), employment in the 
union sector should be higher than in the absence of unions. So far, 
as they reduce the level of employment by rationing workers into the 
informal sector, Mexican unions may be preserving low-skilled jobs 
at the cost of lower wages. 

Second, variables associated with innovation, fi rm growth, and 
technological progress tend to raise wages and do not have obvious 
negative impacts on employment within fi rms. To the extent that 
technological progress may cause individual fi rms to fail, there is 
obviously a loss of employment in those fi rms, although, in the 
aggregate, the effects are less clear.

Finally, whatever the logic of the observed union behavior in a 
context where job growth is slow and society is geared toward divid-
ing current rents, it is potentially costly in terms of long-run worker 
welfare exactly because it impedes such growth and modernization 
of fi rms. If the union perceives that new technology will modify the 
labor intensity structure of the fi rm with a consequent job cut, it can 
attempt to undermine the adoption of new technologies. 
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The lower worker productivity in union fi rms observed in the 
regressions may arise from such dynamics—forcing fi rms to stay with 
more labor-intensive technologies—or it may simply imply make-
work jobs. The evidence that might offer insight is largely anecdotal 
and not specifi cally from the manufacturing sector, but it suggests 
both types of behavior that, in the perspective of Prescott and Parente 
(2000), are damaging to long-run worker welfare and development. 
García-Verdú (2004) argues that unions drastically increased the cost 
of adopting new technologies in the Mexican aviation industry, if not 
impeded them altogether. In one instance, the union representing 
fl ight attendants argued that limits on the maximum workday pro-
hibited Aeroméxico’s plans to fl y nonstop fl ights to São Paolo and 
Santiago in Chile that new planes permitted. Similarly, the pilots’ 
union effectively blocked the airline’s plans to replace ageing DC-9s 
with the Boeing 737s needed to comply with U.S. environmental 
restrictions. The fl ight attendants’ union also blocked the reductions 
from four to three attendants made possible by the better-designed 
Boeing 737-700 on technical and safety grounds. 

The international press has covered similar resistance to techno-
logical upgrading in the electric power industry. The Sindicato Méx-
icano de Electricidad, one of the earliest unions, dating back to the 
revolution, is portrayed as opposing modernization and enjoying 
exceptional perquisites: one generating plant was overstaffed, by 
union calculations, by a factor of almost 100; stable hands are still 
employed even though dray horses have not been used in decades; 
and rigid work rules lead to productivity-inhibiting absurdities. 
According to the Wall Street Journal (1999, A1) “The union won’t 
permit the use of premixed concrete lest the worker who hand-mixes 
concrete lose his job. The union wants productivity pay for secretar-
ies when a new photocopier is installed that allows for, say, 400 
copies an hour instead of 80. It takes three workers to change a light 
bulb: one to carry the ladder, a second to change the bulb and a third 
to supervise. The union contract, says an aide in the energy secre-
tariat, ‘is something out of Alice in Wonderland.’”

The concern is not just that the Sindicato Méxicano de Electrici-
dad can shut down Mexico City’s power with the fl ip of a switch, 
but that, over the longer term, the inability of power generation to 
keep up with demand poses a serious threat to economic growth. 
The union strongly opposed private investment in the sector and 
President Ernesto Zedillo’s attempt to privatize the industry. As the 
Wall Street Journal (1999) notes, the fear is precisely that privatiza-
tion would lead to massive job losses such as were reported to be the 
case when Mexico privatized its railways. Another possibility is that, 
as the unions claim, lack of upgrading and low performance is due 
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to insuffi cient funds being dedicated to infrastructure. However, the 
picture that potential businesses abroad get is one of a country par-
alyzed by confl ictive unions and archaic work rules. 

Less directly, union power has also become associated with a 
severe deterioration of critical services to workers and their families 
that, in all probability, has hampered Mexico’s growth and poverty 
reduction. Levy (chapter 6) argues that the IMSS union has created 
an inequitable pension system whereby affi liates receive 42 percent 
of their last salary while IMSS employees receive roughly 120 per-
cent of their fi nal salary. More critically, the scheme is not sustain-
able given projected contributions. Levy argues that IMSS affi liates 
will see a progressive reduction in the coverage and quality of their 
health benefi ts, and calculates that by 2025, all affi liate contribu-
tions will be dedicated to paying union pensions, thereby leaving no 
resources for health programs. 

Similar concerns surround union resistance to improving the 
quality of Mexico’s education system. Figure 7.5 reveals two critical 
facts. First, students in Mexico, indeed, Latin American students in 
general, score abysmally on international standardized mathematics 
tests. The literature suggests that this may have important impacts 
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both on how much Mexican workers earn and on how fast Mexico 
grows. Hanushek (2005) demonstrates that for the United States, a 
1 standard deviation change in education quality is worth about a 
10 percent increase in earnings, more in developing countries. Jami-
son, Jamison, and Hanushek (2006) show that Mexican workers 
arriving in the United States will earn 65 percent less per year of 
education that those educated in the United States, partly because of 
the lower quality of education in Mexico. 

Second, the issue is not the available resources for education. 
Internationally, there does not appear to be a relationship between 
performance and money spent (Hanushek 2005; Hoxby 1996). 
Mexico spends more as a share of gross domestic product than the 
Czech Republic, Hong Kong (China), and Ireland and only slightly 
less than Australia, Finland, the Netherlands, and New Zealand—all 
of which are at the top of the quality rankings. The issue is also not 
one of lack of development. The Czech Republic, Hungary, Latvia, 
Poland, the Russian Federation, and the Slovak Republic all have 
similar levels of income, but they have radically higher scores. 

Many factors impinge on this situation, but teacher union 
power emerges in the international literature as a major explana-
tion for why more resources dedicated to education do not trans-
late into quality, including in Latin America. Hoxby (1996) fi nds 
that globally, teachers’ unions increase school inputs, but reduce 
their productivity, resulting in a negative overall effect on school 
performance, especially where students have few alternatives: in 
sum, more money, poorer results. More recently, Woessmann (2003) 
fi nds that schools in which unions had substantial control over the 
curriculum performed worse. In Chile, Foxley (2004), the fi nance 
minister in the fi rst elected government following the Pinochet 
regime, sees the education unions as the largest barrier to further 
reductions of poverty in the country. Despite a substantial budget 
increase that accompanied the return to democracy, education per-
formance did not improve because of union resistance to education 
quality evaluation measures and other reforms. 

A similar picture emerges from various sources in Mexico, with 
that painted by the international press as perhaps the most extreme: 
education unions are seen as corrupt vehicles for patronage that 
block even basic quality standards, such as requiring that teachers 
show up for class. They also participate in the buying and selling of 
teaching positions, which occurs irrespective of the quality of the 
applicants (Wall Street Journal 2006; Washington Post 2004). 

The Sindicato Nacional de Trabajadores de la Educación Nacio-
nal, the largest education workers’ union in Latin America with 
1.3 million members and with strong historical links to the Institu-
tional Revolutionary Party, blames the reduced budget for leading 
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to outdated technology, low teacher salaries, and poor infrastruc-
ture. However, as noted earlier, Mexico does not spend particularly 
less than comparable countries, and according to Guerrero, López-
Calva, and Walton (chapter 4), teachers are paid more than other 
workers with similar characteristics. 

A recent study by the Inter-American Development Bank (2006) 
concludes that the long association with the Institutional Rev-
olutionary Party, mandatory membership fees, and a guaranteed 
monopoly resulting from a law barring competing unions maintains 
the union’s extraordinary power, despite some recent, but relatively 
toothless, reforms aimed at improving education quality: “The 
union’s approach was not to oppose the performance evaluation 
reform head on, but rather to make sure that it would stay under its 
control and acquire features that would prevent any substantive 
impact on core policies” (230). This continuity is also noted by 
Ornelas (2004), who argues that despite expectations of change aris-
ing from the installation of Vicente Fox’s administration, reforms, in 
the end, were highly constrained by the militant union (see also Vegas 
and Petrow 2007).

From Rent Seeking to Competitiveness and Equity 

These examples of the exercise of union power and the previous 
discussion of the labor law illustrate the extraordinary challenges 
facing Mexico as it tries to develop a labor market that both protects 
all workers and facilitates a rise in their long-run standard of living. 
In a sense, Mexico is in a bad equilibrium where both institutions 
and agents on the fi rm side, and those on the side of labor, are 
dedicated to preserving a share of current rents. 

Presumably, most parties might agree that moving to the Swedish 
equilibrium would promise a brighter future for all. So why does this 
not happen? I offer three possible categories of motivation for stay-
ing with the status quo. First, the high degree of exit across all 
income classes to both informality and tax evasion in most countries 
of Latin America suggests low commitment to a state that, in many 
eyes, is unreliable and often ineffective. Even though existing safety 
nets serve workers imperfectly, trading away a lifetime right to a job 
enshrined in a labor code dating from the revolution for the promise 
of a well-funded unemployment insurance program, for instance, at 
the same time that public health institutions are heading toward 
bankruptcy, might seem an unwise tradeoff. 

Second, implicitly, workers are being asked to take on potentially 
more risk, even if good unemployment programs are instituted, for 
the promise of a higher rate of growth in the wage they earn. However, 
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as Fernandes and Rodrik (1991) argue, the true outcome of reforms 
is always uncertain. Some Mexicans will come out ahead, and some 
will come out behind. Not knowing in which group they will fall ex 
ante can lead agents to vote against reforms, even when they would 
actually come out ahead. 

Finally, as Rajan (2006; chapter 2 in this volume) points out, even 
in the absence of uncertainty and under democratic rule, in countries 
inheriting great inequality, competitive rent preservation could lead to 
a preference to hold onto existing rents rather than to support reforms 
that would promote economy-wide productivity. Competition to pre-
serve rents among labor groupings may lead to reform paralysis. 

In the fi rst two categories of motivation, the IMSS, airline, electri-
cians, and education unions are doing what unions do—looking out 
for their members—and they should not be faulted for pursuing their 
interests as they see them in the context in which they live. Although 
the current approach of many unions helps perpetuate the bad equi-
librium, their defensive rent seeking will be diffi cult to change so long 
as business overall is perceived as being so much about enjoying high 
rents. Mexican union leaders know that they do not live in Sweden. 
For them to acquiesce to the hard budget constraints imposed by 
privatization would probably be easier if the divestment of public 
sector banks and corporations had been handled in a transparent, 
competitive way. This would require demonstrable evidence that 
Mexico’s future will be less about exploiting monopoly rents and 
really about embracing an agenda dedicated to raising its citizens’ 
quality of life through innovation and other productivity-enhancing 
measures. Again, this will require that workers are guaranteed a bet-
ter safety net for when they are adversely affected by this process. 

At the same time, Rajan is right in pointing out that the game is 
not simply between labor and capital or between rich and poor. Not 
only are the education unions extracting rents from capital by 
restricting the supply of educated workers, but also they are extract-
ing them from poor people who cannot afford private schools. The 
pensions of the IMSS union may be paid for partly by oil revenues, 
but they are also being paid for by workers in declining coverage and 
quality of health care. Getting to a point where all groups would 
benefi t in the long run potentially implies losing rents in the short 
run and, hence, implies some complex political economy dynamics 
(as Bourguignon and Dessus, chapter 1 in this volume, also discuss 
in a more abstract way). 

Shifting to such a better equilibrium is Mexico’s imminent and 
inescapable challenge. One of Argentina’s foremost economic his-
torians, Di Tella (1985: 51), describes how fundamental this 
agenda is in his study of his country’s diffi culty in weaning itself 
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from passive exploitation of another type of rents, those arising 
from natural resources: 

It must be acknowledged that the ability of the United States, 
Australia and Canada to continue a process of vigorous growth, 
even at the end of the expansion of the frontier, has been an 
extraordinary feat and one that cannot be taken for granted. 
Further development for the United States and Canada was 
more based on innovation. For Argentina it arose exclusively 
from collusive quasi-rents. To the extent that development was 
based on innovation, these countries were switching to an 
alternative and unlimited source of growth. To the degree that 
it was based on collusion, it opened up a limited, alternative 
path [emphasis added].

The lessons are fully applicable here. Mexico’s competitors are 
switching to this alternative and unlimited source of growth. Mexico 
must as well.

Annex: Variables Used for the Regression Analysis

Core Variables

Wages and employment: Following Roberts and Skoufi as (1997) 
and others, the wage and labor stock of skilled labor (Ws and Ns, 
respectively) and unskilled labor (Wu and Nu, respectively) are derived 
as weighted averages of subcategories within each. The weights for 
constructing the labor variables are the full wage (wage, social secu-
rity, and other nonwage benefi ts) per worker that capture the rela-
tive marginal product of each subclass. This generates a compound 
measure of effi cient units of skilled or unskilled labor with the least 
productive subclass of labor as the numeraire in each.8 The wage is 
then the total payments to the subclasses of labor divided by the 
labor measure, which, in practice, is simply the wage of the numer-
aire subclass. The average schooling of the unskilled is about half 
that of the skilled workers. 

Value added (Value Add.): The value of total 1991 output minus 
the expenses in materials and energy in millions of pesos.

Human Capital Variables

Schooling (School and School 2): Average years of schooling of the 
employed workers at each skill level in the fi rm, where the years of 
schooling were obtained from seven levels. 
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Experience (Experience and Experience 2): Average tenure in 
the fi rm of workers within each subclass of labor. As Dickens and 
Katz (1987) note, the most thorough tests for effi ciency wages are 
those that can cross individual-level human capital variables with 
plant-level characteristics and control for both. Controlling only 
for the mean level of schooling in the plant and the mean tenure 
of each category of workers within the plant is possible. Though 
not a good measure of individual experience, the latter is a good 
proxy for the accumulation of fi rm-specifi c human capital and 
arguably better than the potential experience variable (age-
education) found in many articles (see, for example, Lam and 
Schoeni 1991).

Union and Effi ciency Wage Variables

Union density (Union): The 1995 National Survey of Employment, 
Salaries, Technology and Training (Encuesta Nacional de Empleo, 
 Salarios, Tecnologia y Capacitacion, or ENESTYC) tabulates union 
density (ratio of fi rm employees affi liated with a union) by individual 
fi rm, while the 1992 ENESTYC tabulates only a dummy for the 
presence of unionization in the fi rm. Under the assumption that 
union structure changes little over the period, we assign a value of 
zero to the union density variable if the 1992 dummy is zero, and 
we assign the median sectoral value from the 1995 survey if the 1992 
dummy is unity.

Outside (alternative) wage (Wa): Log of the median sectoral wage 
is at the four-digit industry level.

Hiring rate (Hiring): In the cross-sectional context, the aggregate 
unemployment rate that Nickell and Wadhwani (1990) use is not 
useful.9 Instead, the sectoral hiring rate (number of hires over level 
of employment in the sector) is used as a measure of the probability 
of fi nding a job if a worker separates. This is more consistent with 
a labor turnover view of effi ciency wages.

Quality control (Qual. Con.): Dummy is for fi rms that have qual-
ity control of outputs.

Productivity after training (Training): Dummy is for fi rms that indi-
cated increases in productivity after implementing training programs.

Two-fi rm size and eight sectoral dummies. 

Shift Parameters

Capacity utilization (Cap. U.): Average capacity utilization is as 
reported by the fi rm in 1991.
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Productivity: Labor productivity is measured as output per unit 
of labor.10 

Capital labor ratio (K/L): Log is of the ratio of the reported value 
of capital stock over labor force.

Corporate: Dummy is for fi rms that belong to a corporation with 
multiple branches.

Foreign: Dummy is for fi rms with more than 50 percent foreign 
ownership.

Age (Age and Age 2): Age of the plant is in years.
Export: Dummy is for fi rms with 10 percent or more of their sales 

going to other countries.
Automated: Value of automated machinery is as a percentage of 

the value of capital stock. 
Competiveness: Dummy is for fi rms that identify their product as 

competitive against imports.
Research and Development (R & D): Dummy is for fi rms with 

positive research and development expenses in 1991.
Technology acquisition (Tech.): Dummy is for fi rms with positive 

expenses on technology acquisition.
Observations with missing, incomplete, or zero entries for employ-

ment, output, or capital stock were dropped. Only privately owned 
fi rms and those with more than 16 employees are included. Micro-
fi rms (up to 15 employees) are extremely underrepresented in the 
sample, and their heterogeneity cannot be captured with the sample 
weights provided. 

Notes

 1. These unions include the massive Congreso del Trabajo (CT) or 
Labor Congress, which embraces the Confederación de Trabajadores de 
México (CTM), or Confederation of Mexican Workers (2 million to 6 mil-
lion workers); the Confederación Revolucionaria de Obreros y Campesinos 
(CROC), or Revolutionary Federation of Workers and Peasants (1 million to 
4 million workers); the Federación de Sindicatos y Trabajadores al Servicio 
del Estado (FSTSE), or Federation of Government Workers (2 million work-
ers); and roughly 38 other labor organizations. 

 2. Note, however, that in November 1997, the Unión Nacional de Tra-
bajadores (UNT) or National Union of Workers (0.7 million to 1.5 million 
workers) split from the CTM largely over what it perceived to be excessive 
responsiveness to government initiatives. Across the period analyzed here, 
some analysts have seen a decline in union infl uence both within the Insti-
tutional Revolutionary Party and overall (Brooks and Cason 1998; Collier 
and Collier 1991).
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 3. This section draws heavily on Ribeiro and Maloney (1999).
 4. PEMEX workers “got an average 10 percent pay increase each of 

the past six years, almost double the rate of infl ation. Rising pension costs 
at the state-run fi rm, which is struggling to prevent a fall in oil output, are 
also expected to climb steadily in the coming years, leaving much less money 
available for critical investment in exploration. . . . Every spring since 1981, 
the (Oaxaca) teachers have gone on strike to get a pay raise above the one 
negotiated by the national union” (A6).

 5. Using a dynamic labor demand specifi cation, they estimate the effects 
of job security using a sample of 60 countries for 1980–98. They fi nd that 
increasing job security signifi cantly lowers the speed of adjustment to shocks 
in one-third of the countries and reduces productivity growth by almost 1 
percent for countries with strong rule of law, including Chile. 

 6. Workers who are legally dismissed are entitled to severance compen-
sation equal to 3 months’ salary, plus 20 days per year of service (with a cap 
of double the monthly minimum wage per year of service), plus 12 days per 
year of work in the case of workers with 15 or more years of seniority. In 
the case of technological change, the compensation is the same except that 
fi rms must pay four months’ salary, not three. 

 7. Ideally, the labor demand equation would be estimated using instru-
ments for wages because of possible measurement error and random pro-
ductivity shocks and because unions may bargain over both wages and 
employment simultaneously. However, good instruments are diffi cult to fi nd 
(Ribeiro and Maloney 1999).

 8. This approach is arguably preferable to simply assuming that each 
subclass of workers has identical productivity in the aggregation. In the 
skilled category are found directors, professionals, technical workers, 
administrative employees, and supervisors. Among the unskilled are pro-
fessional workers, specialists, and general workers.

 9. The cross-sectional nature of the data and the impossibility of iden-
tifying fi rms’ regional location precludes the use of a regional average wage 
or typical informal sector earnings.

 10. To avoid a division bias in the productivity coeffi cient, I use the 
previous year’s productivity as in Borjas (1980). Dropping this variable 
from the regressions does not noticeably change the results in general.
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Why Banks Do Not Lend: 
The Mexican Financial System

Stephen Haber

In recent years, the Mexican government has been engaged in an 
ambitious program to increase the amount of credit available to 
business enterprises and households. During Ernesto Zedillo’s 
administration, Mexico’s banks were rescued from collapse, the 
deposit insurance system was reformed, accounting standards were 
modernized, private credit reporting was instituted, and foreign 
multinationals were allowed to purchase controlling shares of the 
country’s largest banks. Vicente Fox’s administration built upon and 
went beyond those initiatives. It improved contract enforcement by 
reforming the federal judiciary and by beginning pilot programs to 
organize property registers. It made loan contracts easier to enforce 
by reforming the bankruptcy laws, thus allowing banks and debtors 
to write contracts that placed assets being collateralized outside of 
the debtor’s bankruptcy estate. Finally, it injected funds directly into 
the market for housing credit through the Sociedad Hipotecaria Fed-
eral, a development bank that acts as a second-tier lender. 

These programs have, to some degree, borne fruit. The banking 
system is now stable and prudently managed. Moreover, the dra-
matic decline in the availability of bank credit since 1995 was fi nally 
reversed in 2004. Indeed, total bank credit to fi rms and households, 
expressed as a percentage of gross domestic product (GDP), grew 

An earlier draft of this chapter benefi ted from helpful comments by Augusto 
de la Torre, José Antonio González, and Roger Noll.
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from 7.7 percent in 2003 to 9.9 percent in 2005 (the last year for 
which complete data are available). This improvement in credit 
access was most notable in consumer lending, a fact that the Fox 
government was quick to trumpet as evidence that its policies were 
working. Note, however, that the difference between rates of growth 
and levels of development is huge. For example, bank credit to con-
sumers grew by 36 percent per year from 2000 to 2005, but that was 
an easy feat, because the level of bank credit to consumers in 2000 
was close to zero (0.6 percent of GDP). Thus, even after fi ve years 
of rapid growth, the level of bank lending to consumers is only 
2.8 percent of GDP, a stunningly low level by any reasonable inter-
national comparison. 

Figures 8.1 and 8.2 clarify the situation. Whether Mexico is com-
pared with other members of the Organisation for Economic Co-
operation and Development (OECD) or other countries in Latin 
America, its banking system extends extremely low levels of credit 
to business enterprises and households. As fi gure 8.1 demonstrates, 
private credit as a percentage of GDP (the standard metric in the 
literature) in Mexico is the smallest of any OECD country. More-
over, it is small by a wide margin, even when compared with the 
economies of southern and eastern Europe. Mexico also does not 
fare well when compared with other Latin American countries. As 
fi gure 8.2 shows, in Mexico, private credit from deposit money 
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banks as a percentage of GDP is dwarfed by that in Panama, Chile, 
Belize, and even Nicaragua. It is even small by the standards of 
Ecuador, Peru, Colombia, and Guatemala. Indeed, only three coun-
tries in the region extend less private credit than Mexico: Paraguay, 
Argentina, and the República Bolivariana de Venezuela. 

Mexican banks also extend lower levels of credit today, as a per-
centage of GDP, than they did in earlier periods. As fi gure 8.3 shows, 
bank credit as a percentage of GDP is currently less than half its level 
in the early 1970s. Indeed, it was lower on only one occasion in the 
past half century, the 1980s, when the government expropriated the 
banks and used them to fi nance its budget defi cits. 

Equally striking is that the decline in credit since 1995 has not 
been uniform: business enterprises have been hit harder than house-
holds. As table 8.1 shows, from 1997 to 2003, commercial credit 
(loans to manufacturing fi rms, farms, and service enterprises) as a 
percentage of GDP declined steadily. Even with a minor increase 
from 2003 to 2005, at the end of 2005, commercial credit as a per-
centage of GDP was still one-third below its 1997 level and, at only 
4.6 percent of GDP, was low by any reasonable comparative inter-
national metric. As a result, the percentage of business enterprises 
that relied on the banking system for credit fell steadily from 1998 
to 2005, so much so that as fi gure 8.4 shows, by the end of 2005, 

Source: World Bank fi nancial structure database.
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fewer than 20 percent of small fi rms, 28 percent of medium fi rms, 
27 percent of large fi rms, and 38 percent of very large fi rms obtained 
credit from domestic banks.

The focus of this chapter is to understand the causes of credit scar-
city in Mexico and to offer recommendations for policy makers based 
on an assessment of four hypotheses, namely, that the limited amount 
of bank credit in Mexico is caused by alternative (noncommercial 
bank) sources of fi nance, by an unintended outcome of the specifi c 
features of the government bailout of the banking system in 1990s, by 
an outcome of an oligopolized market, and by an outcome of a legal 
environment in which enforcing contract rights is diffi cult. 

Hypothesis 1: Alternative Sources of Finance 

One hypothesis is that low levels of bank credit do not indicate 
capital scarcity. Other sources of capital, such as government devel-
opment banks, organized markets for debt and equity, foreign direct 
investment (FDI), and direct lending by international banks can sub-
stitute for a domestic banking system. 

This hypothesis is, however, problematic, because it is not con-
sistent with the evidence. Take, for example, the argument that 
government development banks are a substitute for the commercial 
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Table 8.1 Commercial Bank Credit as a Percentage of GDP, 1997–2005

Year
Commercial 

credit
Consumer 

credit
Housing 

credit

Credit to 
non-bank 
fi nancial 

institutions 
IPAB 
bonds 

Credit to 
governmenta

Total 
credit 

Total credit to 
fi rms and 

households

Credit to fi rms 
and households 

minus IPAB 
bonds

1997 6.5 0.7 3.0 0.2 7.1 1.6 19.2 17.6 10.4
1998 7.0 0.6 3.1 0.2 8.1 1.8 20.8 19.0 11.0
1999 5.2 0.6 2.3 0.2 7.5 1.7 17.5 15.9 8.4
2000 4.9 0.6 2.0 0.2 5.0 2.6 15.4 12.8 7.8
2001 4.8 0.9 1.9 0.2 4.5 2.5 14.9 12.3 7.8
2002 4.7 1.1 1.9 0.3 4.2 3.1 15.2 12.2 8.0
2003 4.2 1.5 1.6 0.3 2.8 2.9 13.4 10.5 7.7
2004 4.5 2.0 1.5 0.5 2.3 2.0 12.7 10.7 8.5
2005 4.6 2.8 1.9 0.6 0.6 2.1 12.6 10.5 9.9

Source: Haber and Musacchio 2006. 
Note: IPAB = Instituto para la Protección al ahorro Bancario (Bank Savings Protection Institute).
a. Does not include treasury bonds issued by the federal government. These bonds are included in banks’ investment portfolios. Government credit 

is primarily loans to states. 
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banking system. Figure 8.5 presents data on commercial lending by 
development banks as a percentage of total commercial lending 
(including development banks and commercial banks) and as a 
percentage of GDP. If development banks were substituting for 
commercial banks, both percentages would increase over time, but 
as the fi gure shows, the opposite has occurred. From 2003 to 2006, 
development banks accounted for a declining proportion of total 
commercial lending to the extent that by 2006, they accounted for 
only 7.4 percent of the bank credit obtained by business enter-
prises. Note that this measure of development bank lending over-
states its importance in private fi nance, because it excludes loans 
for housing and consumption. If housing and consumption loans 
are included in the numerator and denominator, then development 
banks accounted for only 4.4 percent of total bank lending for 
private purposes. Development bank lending for commercial pur-
poses as a percentage of GDP shows equally astonishing results: at 
its peak in 2002, development bank lending for commercial pur-
poses accounted for only 1.2 percent of GDP, and by 2005, the 
fi gure was only 0.5 percent. 

Figure 8.4 Percentage of Firms Using Bank Credit, Year 
End, 1998–2005
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Mexico’s securities markets also do not serve as substitutes for 
the banking system. Figure 8.6 presents data on the size of Mexico’s 
stock and private bond market compared with other OECD and 
Latin American countries in 2005. As the data show, Mexico is on 
the right tail of the distribution, with a ratio of only 27 percent. 
Worse, as fi gure 8.7 demonstrates, in 2005 Mexico’s securities 
markets were smaller than they had been a decade earlier. In the 
mid-1990s, capitalization of the stock market as a percentage of 
GDP hovered around 40 percent, but by the end of 2005, it was 
23 percent. The corporate bond market underwent some modest 
growth during this period, but even as late as 2005, its total market 
capitalization was only 3.6 percent of GDP. 

Another alternative source of fi nance for business enterprises is 
direct investment by foreign fi rms. The evidence indicates, how-
ever, that FDI is not a substitute for a domestic banking system in 
Mexico. Indeed, as fi gure 8.8 shows, the absolute level of FDI fl ows 
to Mexico has declined dramatically since 2001, so much so that 
in 2005 the nominal level of FDI was the same as it had been when 
the North American Free Trade Agreement fi rst went into effect in 
1994. As a result, FDI in 2005 was a much lower percentage of 
GDP than it was in 1994. 

A fourth alternative source of fi nance for business enterprises is 
direct loans by international banks. Estimates of the extent to 
which Mexican business enterprises borrow outside the country 
are not available, but indirect evidence from surveys of business 

Figure 8.5 Development Bank Credit to Private Enterprises, 
2000–06
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Figure 8.6 Sum of Stock and Private Bond Market 
Capitalization as a Percentage of GDP, Latin America 
and the OECD Selected Countries, 2005
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Figure 8.7 Private Bond Market and Stock Market 
Capitalizations as a Percentage of GDP, 1990–2005
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enterprises regarding their use of the domestic banking system 
suggests that direct lending from foreign sources has not replaced 
lending by domestic banks. The logic is that large fi rms are much 
more likely to be able to borrow in New York or other money 
centers than small and medium fi rms. If Mexico’s largest fi rms 
are borrowing abroad, one would expect to see a decline in the 
extent to which those fi rms rely on the domestic banking system, 
but would not expect a decline in the use of the banking system 
by small and medium firms. Figure 8.4 indicates, however, a 
monotonic contraction in the use of bank credit by fi rms of all 
size categories. 

One might be tempted to argue that all these measures of alterna-
tive sources of business fi nance are imperfect. Indeed, the Bank of 
Mexico’s surveys of business enterprises indicate that many fi rms 
can obtain credit from their suppliers, suggesting that some fi rms are 
able to replace bank credit with other sources. Nevertheless, direct 
evidence on gross fi xed capital formation as a percentage of GDP 
(fi gure 8.9) indicates a contraction in investment in Mexico over the 
past fi ve years. In 2005, gross fi xed capital formation as a percentage 
of GDP was 19 percent, down from 21 percent in 2000. This means 
that Mexico’s current investment rate is no higher than when the 
North American Free Trade Agreement went into effect in 1994, no 
higher than it was when Mexico joined the General Agreement on 
Tariffs and Trade in 1986, and well below its pre-debt crisis levels 
of the early 1980s.

Figure 8.8 FDI Flows to Mexico, 1980–2005
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In short, the evidence suggests that the scarcity of bank credit in 
Mexico is not a product of alternative sources of fi nance. The evi-
dence suggests instead that the supply of credit faces constraints. 

Hypothesis 2: Disincentives to Lend from the 
1990s Bailout

One possible explanation for the low levels of bank lending in 
Mexico is that the government’s bailout of the banks in the 1990s 
through its deposit insurance agency, the Banking Fund for the 
Protection of Savings (Fondo Bancario de Protección al Ahorro, or 
FOBAPROA), created disincentives for banks to lend. This view 
was fi rst put forward in a seminal paper by González-Anaya (2003), 
which points out that banks’ inability to trade the promissory notes 
that they had received from FOBAPROA in exchange for their bad 
loans undermined their incentive to lend. Their incentive was 
instead to earn a secure return from their FOBAPROA notes. 

This hypothesis might have been consistent with the facts during 
1995 to 2000, the period studied in detail by González-Anaya, but 
it does not explain lending patterns after 2000. In the fi rst place, why 
FOBAPROA bonds should provide any more of a disincentive to 
lend than any other kind of government security is not conceptually 
clear. In 1998, Congress disbanded FOBAPROA and replaced it 

Figure 8.9 Gross Fixed Capital Formation as a Percentage of 
GDP, 1980–2005
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with a new and more autonomous deposit guarantee agency, the 
Bank Savings Protection Institute (Instituto para la Protección al 
Ahorro Bancario, or IPAB). Most FOBAPROA bonds were swapped 
for similar IPAB bonds, and IPAB assumed responsibility for recoup-
ing and liquidating the assets backed by those bonds, a de facto 
admission that the loans that had originally been swapped for 
FOBAPROA promissory notes could not be recovered. Congress 
also agreed that the government would pay for the annual costs of 
the IPAB program out of each year’s budget (McQuerry 1999). Thus, 
from the point of view of a bank, holding an IPAB bond is little dif-
ferent from holding a treasury bill: both are tradable, and both are 
backed by the government. If banks can earn higher rates of return 
by selling their IPAB bonds and making loans with the proceeds, 
nothing prevents them from doing so. 

In the second place, the evidence indicates that banks have been 
liquidating their IPAB bonds and replacing them with other invest-
ments, to the extent that IPAB bonds are now a trivial component 
of bank loan portfolios. As fi gure 8.10 shows, in early 2000, IPAB 
bonds accounted for 29 percent of all outstanding bank credit. By 
the end of 2005, however, IPAB bonds accounted for only 3 percent 
of total outstanding bank credit. Thus, reconciling the view that 
IPAB provides a disincentive to lend when IPAB bonds now account 
for only a tiny fraction of bank assets is diffi cult. 

Figure 8.10 FOBAPROA–IPAB Bonds as a Percentage of 
Bank Credit Portfolios, September 1997–December 2005
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Hypothesis 3: Oligopolistic Behavior of 
Mexico’s Banks

Perhaps Mexico’s banks act as oligopolists, that is, they constrain 
credit to drive up rates of return. The banking system is certainly 
highly concentrated. As fi gure 8.11 shows, the entire retail banking 
business comprises only 19 banks. Two of these banks (BBVA Ban-
comer and Banamex, denoted by gray columns, control just over 50 
percent of total bank assets. The three next largest banks (Banorte, 
HSBC Mexico, and Santander Serfi n, denoted by white columns, 
control an additional 30 percent of assets. The remaining 14 banks 
(denoted by solid blocks) tend to be quite small, with the largest 
having a market share of 7.5 percent and the smallest having a mar-
ket share of 0.1 percent

Data and Methods

Detecting oligopolistic competition is less straightforward than docu-
menting a market structure that is consistent with oligopoly. To esti-
mate the impact of market structure on output and prices, one may 
use bank-level data compiled by the Comisión Nacional Bancaria y 
de Valores (the National Banking and Securities Commission). These 

Figure 8.11 Market Share by Assets, Mexican Retail Banks, 
2002–05 Averages

0

pe
rc

en
t

5

10

15

20

25

30

BBVA B
an

co
m

er

Ban
am

ex

Ban
or

te

H
SB

C M
ex

ico
 (B

IT
AL)

Sa
nt

an
de

r S
er

fin

Sa
nt

an
de

r M
ex

ica
no

Sc
ot

iab
an

k 
In

ve
rla

t

Ban
co

 In
bu

rsa

Ban
co

 D
el 

Baji
o

Ban
ca

 A
zte

ca Ix
e

Ban
ca

 A
fir

m
e

In
ter

ac
cio

ne
s

Ban
co

 In
ve

x

GE C
ap

ita
l B

an
k

Ban
re

gio

Ban
ca

 M
ife

l

Ban
ce

n
Ban

si

Source: Comisión Nacional Bancaria y de Valores data.



why banks do not lend: the mexican fi nancial system 295

data include standard measures of bank performance (income, 
expenses, administrative costs, and nonperforming loans), bank size 
(assets and earning assets), and outputs (loans by broad type, that is, 
consumer, commercial, housing, nonbank fi nancial intermediary, and 
government). The data are reported on a quarterly basis. Haber and 
Musacchio (2006) link the commission’s quarterly data over time by 
tracking mergers and acquisitions to construct a panel data set. 

In an ideal world, fi xed effects regressions would be used to mea-
sure the impact of changes in a bank’s market share on its pricing 
and output decisions. However, that empirical strategy requires a 
high degree of variance in banks’ market shares over time, large 
numbers of observations over time, and no changes in the institu-
tional environment that affects banks’ output and pricing decisions 
independently of their market share. 

These factors mean that fixed effects regressions cannot be 
employed in the case of Mexico. In the fi rst place, the banking 
market has always been highly concentrated: a small number of 
banks has dominated the banking system for the past 120 years, 
with four or fi ve banks stubbornly accounting for some 60 to 70 
percent of market share (Haber 2006). In the second place, a major 
reform of accounting standards in 1997 makes linking Comisión 
Nacional Bancaria y de Valores data before and after 1997 impos-
sible (Del Angel Mobarak, Haber, and Musacchio 2006). In the 
third place, in 2001, the government undertook a series of reforms 
to the bankruptcy laws designed to allow banks and borrowers to 
write loan contracts such that collateral could be placed outside an 
individual’s or fi rm’s bankruptcy estate. These reforms did not 
affect the probability of collateral recovery uniformly across differ-
ent types of loans. At the same time, the federal government carried 
out a major reform of its own housing loan programs, which 
resulted in a dramatic expansion of government lending for housing 
and the growth of nonbank fi nancial intermediaries that took 
advantage of these new federal programs. The combined impact of 
these legal and administrative reforms was that banks had incen-
tives to reallocate their credit portfolios independently of changes 
in their market shares.

These constraints require that the empirical analysis undertaken 
here starts in 2002, after all the accounting, administrative, and legal 
reforms had taken place. In turn, the short span of data available 
requires exploitation of variance in market shares not within banks, 
but across banks. I, therefore, estimate ordinary least squares regres-
sions on a panel data set of quarterly observations running from the 
fi rst quarter of 2002 through the fourth quarter of 2005. 
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Analyzing the data in cross-section implies, however, that the 
ability of the largest banks to act as market makers, by constraining 
lending in order to drive up the price of credit, is likely to be under-
estimated. The presence of a few market makers may allow their 
smaller competitors to follow similar pricing strategies, producing 
high net interest margins, low rates of nonperformance, and stable 
returns on capital for all banks. For this reason, the estimates of the 
impact of market structure on lending volumes, prices, and profi t-
ability presented should be understood as lower-bound approxima-
tions of the impact of concentration on the availability and pricing 
of credit. 

Returns on Equity

The most direct test of oligopoly pricing is to estimate the effect of 
market power on rates of return on equity. One must, however, be 
careful to control for the possibility that larger banks may have 
higher rates of return on equity because they can take advantage of 
scale economies. One must also be careful to control for the possibil-
ity that larger banks may be willing to bear more risk than smaller 
banks, because their larger size allows them to absorb losses from 
risky loans that would be ruinous for smaller banks. 

The second column of table 8.2 estimates a regression on the 
impact of market shares on rates of return on equity that controls 
for scale economies by including the ratio of administrative costs 
to assets and that controls for the level of risk that banks are 
willing to bear by including the ratio of nonperforming to total 
loans.1 Quarterly dummies to control for outlying quarters are 
also included and (robust) standard errors are clustered at the 
quarterly level to control for serial correlation. Alternative 
functional forms, such as panel corrected standard errors, Prais-
Winstin (AR1), and Prais-Winstin (PSAR1), are also employed. 
These produce similar qualitative results and are, therefore, not 
reproduced here.

The regression results reported in the second column of table 
8.2 indicate a strong, positive association between market share 
and risk-adjusted returns on equity, even when controlling for 
scale economies. As market shares double, quarterly rates of return 
increase by 0.07 percentage point. Given the wide variance in mar-
ket shares and a sample mean of 0.026, an increase of 0.07 per-
centage point is extremely large. In short, the results indicate that 
large banks practice oligopoly pricing. The question remains, 
however, as to exactly what products they price above the com-
petitive level.



Table 8.2 Performance of Mexican Banks, Ordinary Least Squares Regression Results

Item Return on equity
Private credit 

as % of assets1
Consumer credit as 

% of assets1
Housing credit 
as % of assets1

Commercial credit 
as % of assets1

Market share (by assets) 0.069 �0.9782 0.0199 0.3675 –1.2028
 (2.76)** (25.69)*** (0.73) (18.34)*** (32.66)***

Administrative costs/assets �0.1143     
 (0.15)     
Nonperforming loan ratio 0.0224     
 (0.45)     
Equity ratio  �0.1043 �0.1071 0.0285 0.0262
  (2.22)** (3.34)*** (3.12)*** (0.69)
Quarter dummies Yes Yes Yes Yes Yes
Robust standard errors 
 clustered by quarter

Yes Yes Yes Yes Yes

Constant 0.0145 0.5669 0.0423 0.0206 0.4524
 (1.07) (65.57)*** (6.92)*** (10.34)*** (74.54)***

Number of observations 297 297 297 297 297
R-squared 0.1 0.14 0.06 0.37 0.2

Source: Author’s calculations.
Note: ** � signifi cant at 5%; *** � signifi cant at 1%. Robust t statistics in parentheses.
a. Private lending does not include IPAB bonds. For that reason, IPAB bonds are also netted out from assets in the lending regressions. Alternative 

specifi cations that include IPAB bonds in assets and that add a control variable for the ratio of IPAB bonds to assets produce qualitatively similar results 
and are, therefore, not reported here. 297
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Lending Volume

One interpretation of the rates of return on equity regressions is that 
large banks constrain the volume of lending to push up the price of 
credit. As a fi rst step in testing this hypothesis, fi gure 8.12 graphs the 
average volume of credit that banks granted to households and busi-
ness enterprises as a percentage of total assets during 2002 to 2005.2 
Following the organization of fi gure 8.11, the banks are ordered 
from largest to smallest and bank size categories are denoted in the 
same way: the two largest banks (market shares of more than 24 
percent each) are in gray columns, the next three largest (market 
shares of 10 percent each) are indicated by white columns, and small 
banks are indicated by solid black.

The graphed averages suggest that the largest banks in the system 
extend less private credit than their smaller competitors. For exam-
ple, neither of Mexico’s two largest banks have private loan-to-asset 
ratios of more than 40 percent, but 11 of the 14 smaller banks have 
ratios that exceed 40 percent, most of them by a wide margin. The 
pattern holds if the next three largest banks are included in the group 
of oligopolists: none of the fi ve large banks have private loan to asset 
ratios of more than 50 percent, but 8 of the 14 smaller banks have 
loan to asset ratios of more than 50 percent. 

One might argue that the graphed averages do not control for 
banks’ equity ratios (lower equity ratios tend to be associated with 

Figure 8.12 Credit to Consumers and Private Firms as a
Percentage of Assets, Mexican Retail Banks, Quarterly 
Averages, 2002–05
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more risk taking, and hence more lending). Similarly, the graphed 
results might be driven by one or two quarters of data. I, therefore, 
estimate an ordinary least squares regression in the ratio of equity 
to assets and control for outlying quarters by including quarterly 
dummies. To control for serial correlation, the robust standard 
errors are clustered by quarter. 

The regressions, reported in the second column of table 8.2, sug-
gest a strong relationship between market power and the volume of 
credit granted: as market shares double, the ratio of private credit to 
assets falls by nearly a full percentage point. Given the wide variance 
in market shares (from 0.1 to 26.7 percent), and given that the sam-
ple mean for private lending is only 49 percent of assets, this result 
is of large magnitude.3 

Given the strong relationship between market shares and loan 
volume, the question arises whether large banks constrain credit 
across the board or constrain only particular types of credit. The 
same loan volume regression as in column 2 of table 8.2 is, there-
fore, estimated, but substituting commercial lending, consumer 
lending, and housing lending for total private lending, and the 
results are reported in columns 3, 4, and 5, respectively. The results 
are striking: large banks do not constrain credit across the board; 
they constrain lending for commercial purposes. Indeed, no rela-
tionship at all is apparent between market power and the volume 
of consumer lending, and a strongly positive relationship exists 
between market power and housing lending. When it comes to 
commercial lending, however, the relationship is strongly negative: 
as market shares double, the ratio of commercial loans to total 
assets declines by 1.2 percentage points.4 In other words, all of the 
reduction in lending associated with large market shares is attrib-
utable to reduced levels of commercial lending. This relationship is 
graphically displayed in fi gure 8.13. 

Net Interest Margins

If banks with market power make fewer loans but earn higher rates 
of return on equity, then perhaps they charge higher risk-adjusted 
net interest margins (the spread between what banks pay for depos-
its and what they charge for loans). That is, the source of their 
greater profi tability may be that they either pay less for deposits or, 
charge more for loans, or both. I, therefore, estimate a regression in 
which I measure the elasticity of net interest margins as a function 
of market share, controlling for risk (as proxied by a bank’s ratio 
of nonperforming to total loans) and for the allocation of credit 
across loan types (as measured by the ratio of loans to commercial, 
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consumer, housing, and nonbank fi nancial intermediaries to assets). 
As before, quarterly dummies and cluster robust standard errors by 
quarter are included. 

The fi rst column of table 8.3 reports the results of these net inter-
est margin regressions. The results indicate that, controlling for risk 
and for portfolio allocation, larger banks charge lower net interest 
margins. One could argue that this unexpected result is an outcome 
of larger banks being able to afford to charge lower interest rates 
because they enjoy scale economies. The second column of table 8.3 
therefore adds a control for scale economies (the ratio of administra-
tive costs to assets). Administrative costs enter the regression with 
the expected sign and signifi cance: higher administrative costs are 
strongly correlated with higher net interest margins. The coeffi cient 
on market share is now no longer statistically signifi cant, indicating 
that the lower margins detected in the previous specifi cation are a 
product of the scale economies that larger banks enjoy. Nevertheless, 
the regression is consistent with the null hypothesis: it provides no 
evidence that large banks charge higher risk-adjusted net interest 
margins than do smaller banks. Indeed, the change in statistical sig-
nifi cance of market share from the fi rst specifi cation to the second 
suggests that larger banks pass along the savings from their scale 
economies to consumers. 

Figure 8.13 Commercial Loans as a Percentage of Assets, 
Mexican Retail Banks, Quarterly Averages, 2002–05
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Table 8.3 Income of Mexican Banks, Ordinary Least Squares Regression Results

Item Net interest margins Net interest margins
commissions and 

fees as % of equity

Return on equity 
(net of fees and 
commissions)

Market share (by assets) �0.0376 0.0132 0.161 �0.0662
 (2.55)** (1.57) (22.57)*** (1.73)
Administrative costs/assets  1.907 1.0799 �0.7118
  (11.13)*** (5.10)*** (0.82)
Commercial credit/assetsa �0.027 �0.0192   
 (3.77)*** (7.67)***   
SOFOL credit/assetsa �0.0306 �0.0275   
 (1.71) (3.23)***   
Consumer credit/assetsa 0.1783 �0.0049   
 (7.52)*** (0.35)   
Housing credit/assetsa �0.1313 �0.1338   
 (6.58)*** (5.15)***   
Nonperforming loan ratio �0.0457 �0.0211  �0.0558
 (3.04)*** (2.12)*  (1.38)
Quarter dummies Yes Yes Yes Yes
Robust standard deviation 
 errors clustered by quarter

Yes Yes Yes Yes

(Continued on the following page)
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Table 8.3 (Continued)

Item Net interest margins Net interest margins
Commissions and 
fees as of equity

Return on equity 
(net of fees and 
commissions)

Constant 0.0292 0.0013 0.0065 0.0036
 (6.17)*** (0.48) (2.46)** (0.25)
Number of observations 297 297 297 297
R-squared 0.67 0.88 0.28 0.17

Source: Author's calculations.
Note: * � signifi cant at 10%; ** � signifi cant at 5%; *** � signifi cant at 1%. Figures in parentheses are robust t statistics.
a. Private lending does not include IPAB Bonds. For that reason, IPAB bonds are also netted out from assets in the lending regressions. 
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Commission and Fee Income

How can large banks make more money by providing less credit if 
they do not charge higher risk-adjusted net interest margins? One 
possible answer is that their market power allows them to charge 
commissions and fees above the competitive level. 

This hypothesis is tested in two steps. The fi rst step is to estimate 
the percentage of total income from commissions and fees and graph 
the averages by bank (fi gure 8.14.) The graphed data suggest that 
market power is associated with higher income from commissions 
and fees. On average, the two largest banks earn 21 percent of their 
total income from commissions and fees, the next three largest banks 
earn 18 percent, and the remaining (small) banks earn 9 percent. 

The second step is to estimate a regression of the return on equity 
from commissions and fees on market share. Scale economies are 
controlled for by including the ratio of administrative costs to 
assets and quarterly dummies and by clustering the (robust) stan-
dard errors by quarter. The results, presented in the third column 
of table 8.3, indicate a strong association between market power 
and the rate of return on commissions and fees. As market shares 
double, commission and fee income (as a percentage of equity) 
increases by 0.16 percentage point per quarter. 

Figure 8.14 Commissions and Fees as a Percentage of 
Income, Mexican Retail Banks, Quarterly Averages, 2002–05
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As a double check on the results, the regression on returns on 
equity presented in the fi rst column of table 8.2 are re-estimated, but 
commissions and fees are now stripped out of income. If the assump-
tion that the higher rates of return for larger banks are driven by 
their ability to charge higher commissions and fees is correct, the 
coeffi cient on market share should no longer be statistically signifi -
cant. The results, presented in the fourth column of table 8.3, bear 
out this intuition. 

Conclusion

Taken together, the regressions indicate that Mexico’s largest banks 
earn rents from market power. The evidence suggests that they do so 
through a somewhat subtle oligopoly pricing strategy that can be 
outlined as follows. Consumers and businesses can open accounts 
anywhere they like, but they cannot obtain loans anywhere they like. 
Obtaining a loan requires a number of steps, but one of them is to 
have an account at the bank that is making the loan. This provides 
the largest banks—which make the vast majority of loans—with an 
opportunity to earn rents through the fees and commissions they 
charge to maintain accounts and process payments. They, therefore, 
do not charge interest margins any higher than their smaller com-
petitors. Indeed, the evidence suggests that large banks may charge 
lower net interest margins by passing on the savings from scale econ-
omies, but they more than recoup the lower net interest margins by 
hitting borrowers and account holders with fees and commissions 
on every transaction they make. 

Hypothesis 4: Weak Contract Rights

The summary statistics on lending by type (table 8.1) suggest that 
the contraction of credit since 1997 has not been uniform. As of 
December 2005, the ratio of commercial credit to GDP was one-
third below its 1997 level. Lending to consumers, by contrast, qua-
drupled over the same period. Note that the 2005 level of consumer 
lending (2.8 percent of GDP) is extremely low by any reasonable 
comparative metric. Nevertheless, the sharp divergence in the trends 
for commercial and consumer credit requires explanation. Why have 
banks favored consumer lending over commercial lending?

One answer is that banks fi nd that assessing risk and enforcing 
contracts is more diffi cult in the commercial credit market than in the 
market for consumer loans. This is not to argue that the contract rights 
environment is good for consumer lending, but that the assessing of 
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risk and enforcing of contracts is generally diffi cult in Mexico, and that 
the environment facing commercial lenders is particularly diffi cult. 

History of Contract Enforcement 

Banks’ ability to enforce contracts requires that they be able to 
repossess collateral. One form that collateral takes is physical: a 
house, a farm, or an inventory of raw materials. To repossess phys-
ical collateral, banks need access to a system of property and com-
mercial registries to verify the ownership of the collateral and a 
system of laws, courts, and police that allows them to take legal and 
physical possession of the collateral. Another form that collateral 
takes is reputational: the knowledge that failure to repay will pre-
vent borrowing in the future. Typically, banks assess reputational 
collateral through two means. First, banks themselves develop inter-
nal systems of credit analysis. Second, they share this information 
with other banks, or other creditors generally, through a credit 
reporting agency.

Virtually none of the institutions required to assess and attach 
collateral effi ciently existed in Mexico until relatively recently. Phys-
ical collateral was extraordinarily diffi cult to repossess. Mexico did 
not (and still does not) have an effi cient or accurate real property 
register (Joint Center for Housing Studies 2004). The Ministry of 
Commerce did maintain a commercial property register, but it was 
not (and is not) available to the public. Thus, for banks to attach 
property was diffi cult, because whether the person or business that 
pledged the property actually owned it was not always clear. In addi-
tion, in those cases when bankers did move to foreclose, debtors 
could take advantage of Mexico’s extraordinarily ineffi cient bank-
ruptcy laws. Not only did Mexico have few bankruptcy judges, but 
also the bankruptcy laws required judges to pass resolutions on each 
and every objection debtors presented. Debtors could, therefore, 
delay the recovery of property by raising a long string of objections. 
In addition, even when favorable judgments were rendered, the 
police did not always enforce them. 

Banks also could not assess the quality of reputational collateral. 
The banks themselves had weak internal systems of credit analysis. As 
Del Angel Mobarak (2002, 2005) shows, prior to the bank expro-
priation of 1982, Mexico’s industrial conglomerates typically owned 
both a commercial bank and an investment bank, and the portfolios 
of these banks tended to consist of shares held in the enterprises that 
were part of the conglomerates. The commercial and investment 
banks were, in essence, the treasury divisions of the industrial con-
glomerates. They bore little resemblance to the impersonal credit 
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intermediaries of economic theory. That is to say, much of the private 
lending from the 1950s through the 1970s captured in fi gure 8.3 was 
insider lending: banks lent primarily to fi rms owned or controlled by 
their own directors. The banks, therefore, had weak incentives to 
develop internal systems of credit analysis. During the period when 
the government ran the banks (1982–91), whatever systems of credit 
analysis that banks had developed were allowed to languish, because 
the banks were used primarily as a vehicle for fi nancing government 
defi cits. The net result was that when the banks were privatized in 
1991, their internal systems of credit analysis were virtually nonex-
istent (Mackey 1999). 

Banks could not rely on information that private credit bureaus 
gathered in place of their own systems of analysis, because, until 
recently, private credit reporting did not exist in Mexico. The Aso-
ciación de Bancqueros de México started to pool credit information 
in the early 1930s, but in 1933 the central bank arrogated this 
authority from them. In 1964, the responsible department of the 
central bank was constituted as a government-run credit agency. The 
problem with government-run credit reporting is that bankers have 
weak incentives to provide the government with information about 
their client bases. The government, for its part, has weak incentives 
to provide accurate information to banks, because it is not moti-
vated by the need to make a profi t. As a result, the information 
available from this government-run credit bureau was out-of-date 
and limited in scope (Negrin 2000). The fi rst private credit bureaus 
were fi nally founded starting in July 1993, but rules governing their 
operation were not in place until February 1995 (Mackey 1999). 

Under normal circumstances, when bankers lack the ability to 
repossess collateral through the legal system and cannot assess the 
quality of reputational collateral, they do not make arm’s length 
loans. Instead, they do what Mexico’s bankers did before 1982: they 
lend primarily to their own enterprises (Del Angel Mobarak 2002, 
2005; Maurer and Haber 2007). 

When Mexico’s banks were privatized in 1991, however, the cir-
cumstances were far from normal. The banks had weak incentives 
to engage in prudent lending because neither their directors nor their 
major stockholders had much of their own capital at risk. The gov-
ernment had allowed them to buy the banks with funds that they 
borrowed from the banks (Mackey 1999). 

The absence of effective monitoring meant that credit expanded 
at a prodigious rate. From 1991 to 1994, the compound rate of 
growth of bank lending was 24 percent per year. Even more rapid 
than the expansion of lending was the growth of nonperforming 
loans. As early as December 1991, the ratio of nonperforming to 
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total loans was already 14 percent. By December 1994, it had hit 
17 percent. It then skyrocketed to 36 percent by the end of 1995 and 
to 53 percent by the end of 1996 (Haber 2005). At the same time 
that nonperformance rates surged, bankers found that they could 
not easily repossess collateral. Even given the lax standards by which 
Mexican banks determined a loan to be nonperforming, which allowed 
banks to count loans as in good standing that would be considered 
nonperforming in the United States or other developed countries, 
collateral recovery rates were amazingly low: 5 percent in 1991 and 
1992, 7 percent in 1993, and 9 percent in 1994. If more standard 
defi nitions of nonperformance are used, then collateral recovery 
rates were probably some 2 or 3 percent (Haber 2005). This situa-
tion resulted in the collapse of the banking system and a govern-
ment-fi nanced bailout. 

As the banks emerged from government intervention and restruc-
turing in 1997, the Zedillo government carried out a series of reforms 
designed to put the banks on a more sound institutional footing. For 
example, it limited loans to related parties, required banks to follow 
accounting practices that more closely approximate those in the rest 
of the OECD, placed limits on deposit insurance, and allowed mul-
tinationals to purchase Mexico’s major banks. It also introduced a 
regulatory system that establishes reserve minimums that vary in 
accordance with the risk level of a bank’s portfolio. In particular, 
banks are required to access borrowers’ credit records through a 
private credit bureau. Loans made without regard to this require-
ment, or loans made to borrowers whose credit records are poor, 
must be provisioned at 100 percent (Mackey 1999). 

These reforms did not, however, solve the weakness of contract 
rights. To this end the government implemented a series of reforms 
designed to make repossessing collateral easier. In 2001, the Fox 
government pushed through a bankruptcy reform, one of whose 
innovations was to sidestep the ineffi cient bankruptcy courts by 
allowing banks and borrowers to write contracts that put the assets 
being collateralized outside of a borrower’s bankruptcy estate by 
assigning those assets to the lender. A simple example of such a 
contract is the recently developed lease-to-own automobile fi nance 
agreements. Under this kind of arrangement, a borrower does not 
technically purchase a car with fi nancing from a bank, but instead 
the bank purchases the car and then leases it to the borrower. The 
depreciation and interest rates used to calculate the lease payments 
are then structured so that the bank recoups its principal and inter-
est during the lease period. When the lease expires, the title passes 
to the borrower, but until that time, the bank holds title to the car 
and can seize it as soon as a lease payment is missed. 
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A second example of this type of innovation was the 2001 reform 
of mortgage contracts that replaced liens on property with bilateral 
trusts in which the bank is both the trustee and the benefi ciary of the 
trust. When payments are missed, the bank can evict the debtor and 
sell the house at auction. Debtors can legally contest the repossession, 
but they are unable to remain in the house during that process, which 
gives them strong incentives to negotiate an amicable repossession 
with the bank (Caloca González n.d.).

Diffi culties in Assigning Assets to Creditors

Despite these steps, Mexico still has a diffi cult contract rights envi-
ronment. For example, not all assets can be assigned to creditors so 
as to avoid the legal process of foreclosure and bankruptcy. As a 
practical matter, the types of assets that consumers use as loan col-
lateral are far easier to assign to creditors than the types of assets 
that business enterprises pledge as collateral. 

To be assignable, an asset has to be tangible, identifi able, and 
have value in a liquid market. As a result, some types of assets are 
easier to assign to creditors than others. At one end of the spectrum 
is a typical consumer asset, an automobile. The bank can easily write 
the contract in the form of a lease; thus, the automobile is the bank’s 
property, not the borrower’s. Repossessing the car is a simple matter: 
it is tangible, is identifi able (by vehicle identifi cation number), has 
ongoing value, and can be sold in a liquid market for used cars. 
Moreover, the cost of repossessing the car (the cost of renting a tow 
truck, some muscle, and a baseball bat) is low relative to the value 
of the car. 

Some assets that businesses own can be pledged in much the same 
way. For example, trucks, cranes, and earthmoving equipment can 
be leased from the bank and are tangible, are individually identifi -
able, depreciate slowly, have secondary markets, and can be repos-
sessed by driving them off the property. Other commercial assets 
have characteristics that make them diffi cult to assign to the bank. 
Receivables, for example, are not tangible and can be diffi cult to 
identify. Indeed, fi rms can write sales contracts in such a way that 
their income is not credited to the category of receivables that has 
been assigned, but to some other category. The assignee can, of 
course, use the legal system to undo this subterfuge, but that presup-
poses the existence of an effi cient legal system. Inventories of raw 
materials, to cite another example, are almost impossible to identify 
individually (is the pile of coal that has been assigned the one in 
warehouse A or the one in warehouse B?). Moreover, inventories of 
raw materials are used up in production. Even most production 
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machinery departs from the criteria for easy assignability. Although 
production machines can be identifi ed individually and tend to 
depreciate slowly, the problem is that most are designed for specifi c 
tasks in a specifi c setting and, as a result, do not always have liquid 
secondary markets. In addition, much of the cost of such machines 
is embodied in their installation, not in the cost of the machine per 
se. In short, much production machinery tends to be expensive to 
remove relative to its value in a secondary market. 

The Mortgage Market

Mortgage contracts can be written in such a way as to assign the 
assets being collateralized to lenders. The problem is that it is not 
always clear that the borrower actually holds clear title to the prop-
erty being mortgaged. The shortcomings of Mexico’s property reg-
isters are numerous: 

• They cannot be accessed online, but must be accessed manually 
by consulting the sheaves of paper that compose the fi le for 
each parcel.

• The individuals who consult the register often have access to the 
original documents in a parcel’s fi le, not photocopies of the doc-
uments, which gives them opportunities to tamper with the fi le. 

• Many property sales go unrecorded in the property register, 
because purchasers seek to avoid paying property registration 
fees. 

• Mechanics liens on property are not recorded. 
• Multiple owners are often recorded for the same parcel. 
• The boundaries of parcels are not clearly specifi ed. 
• The public property registry is not integrated with the property 

tax registry. This reduces the incentives of the municipal gov-
ernments that collect property taxes to make sure that the 
public registry is up to date. 

• The public property registry does not cover village lands held 
in common, which are included in a separate agrarian property 
registry. This means that such lands that have been converted 
to private use—typically by their sale to housing developers, 
who then create parcels that are resold to homeowners—do not 
have clear title histories (Rajoy n.d.). 

As a result, it is highly uncertain whether the person who owns a 
parcel of land actually has clear title to it (Joint Center for Housing 
Studies 2004). Because titling is so uncertain, in 2004, banks made 
only 18,601 loans for the purchase of existing housing. Even more 
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shocking, this was a dramatic improvement compared with previous 
years, when almost no loans were made (Centro de Investigación y 
Documentación de la Casa and Sociedad Hipotecaria Federal 
2005). 

As concerns new construction, banks do not fi nance most lending 
for new construction either. New construction tends to be fi nanced 
either by loans from a government housing agency or by specialized 
nonbank fi nancial intermediaries that are linked to construction and 
development companies. The latter, in turn, are partially fi nanced by 
loans from a government development bank (the Sociedad Federal 
Hipotecaria) that also guarantees the mortgage. In short, lending for 
new housing has recovered because much of the risk of such lending 
has been shifted to the government. 

The Problem of Assessing Reputation

Credit reporting also favors consumer lending over commercial 
lending. Since 1995, Mexico’s new private credit bureau has been 
gathering data on consumers and business enterprises, but this credit 
bureau is a pale refl ection of credit bureaus in developed countries. 
Its fundamental problem is that it is owned by the largest banks, 
which have weak incentives to provide credit information about 
their best borrowers to their smaller competitors. Thus, the range of 
information that the credit bureau collects is restricted to borrowers’ 
payment history for bank loans. Payment histories to other credi-
tors, such as utility companies, department stores, or automobile 
fi nancing companies, are not included. Similarly, mechanics liens 
against borrowers are not recorded and neither are other kinds of 
legal judgments. In addition, there is a fundamental problem that 
confronts creditors everywhere: tracking consumers is much easier 
than tracking businesses, especially small ones. Consumers cannot 
readily change their identities. Business enterprises, especially small 
ones, can change their corporate identities virtually at will. 

The Judicial System

Finally, the ability of consumers and of business enterprises to use 
the legal system to delay repossession differs signifi cantly. The vast 
majority of cases involving contract enforcement are not adjudicated 
in federal courts, which have undergone a prolonged process of 
reform since the mid-1990s, but in state courts, which are woefully 
ineffi cient. Because Mexico has a federal system, state courts and 
other judicial agencies (prosecution, defense, judicial councils, and 



why banks do not lend: the mexican fi nancial system 311

court clerks) are organized independently of the federal judiciary 
and operate according to their own procedural and substantive laws. 
State governors continue to name judges, who are subject to a high 
degree of partisan infl uence. They and their staffs have a great deal 
of discretion, carry enormous caseloads, and are grossly under-
funded compared with the federal judiciary. What is true of the 
courts is even more true of the police, who continue to be poorly 
paid and highly corrupt (Domingo 2000; Giugale, Lafourcade, and 
Nguyen 2001; Magaloni and Zepeda 2004; Ríos-Figueroa 2007). 

Thus, business enterprises, especially those with considerable 
fi nancial resources, can take advantage of the disorganization, inef-
fi ciency, and corruption of state judicial systems to delay judgments 
against them and the repossession of collateral. For consumers to 
marshal the necessary resources to do so is much more diffi cult. 

The Joint Determination of Oligopoly and Weak 
Property Rights 

From 1929 to 2000, Mexico was ruled by a single party, the Institu-
tional Revolutionary Party (Partido Revolucionario Institucional, or 
PRI), which not only won all presidential elections, but also domi-
nated both houses of the legislature, controlled all the state houses, 
named the judiciary, controlled the press, and ran the education sys-
tem. So complete was the PRI’s hegemony that knowing exactly 
where the party ended and the government began was diffi cult. 

The lack of checks on the government’s authority and discretion 
created a thorny problem for the business class: nothing prevented 
the government from expropriating private assets once they had 
been deployed, which meant that the incentives to invest were weak. 
Weak incentives for investment, in turn, created a problem for the 
PRI: it needed to generate jobs for the core constituencies that 
assured it electoral dominance. The PRI solved this problem the way 
many authoritarian governments do, namely, it awarded a select 
portion of the country’s business class with special privileges designed 
to raise rates of return high enough to compensate them for the risk 
of expropriation. These privileges included low levels of taxation, 
trade protection, and barriers to entry. This is to say, high levels of 
market concentration were endogenous to Mexico’s authoritarian 
political institutions (Haber and others 2008).

The special privileges that the government crafted had an unfore-
seen consequence: low levels of tax collection. Mexico essentially 
had two economic sectors: a rapidly growing sector that received 
special privileges and was lightly taxed and a slowly growing sector 
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that was subject, at least on paper, to heavy tax rates. The irony of 
this system is obvious: the part of the economy that produced most 
of the output paid little in taxes, while the rest of the economy pro-
duced so little that there was almost nothing to tax. The result was 
that until the oil boom of the late 1970s, government revenues were 
less than 10 percent of GDP. Even after the oil boom, total govern-
ment revenues typically amounted to only 15 percent of GDP. As a 
consequence, the government provided little in the way of public 
goods. Education, health care, old-age pensions, and other public 
programs were targeted to subsets of the population, that is, those 
who the PRI needed to keep winning elections. 

The special privileges granted to a subset of the business class had 
a second unforeseen consequence: weak property rights institutions. 
As an emerging body of economic theory has demonstrated, wealth 
holders who are politically infl uential have strong incentives to 
invest little in the institutions that protect property rights, because 
they can obtain all the property rights protection they need through 
private arrangements with public offi cials. In addition, their politi-
cal power, when coupled with weak property rights institutions, 
allows them to prey on the assets of other members of society (Sonin 
2003). Indeed, weak property rights institutions serve as a barrier 
to entry to would-be competitors. Consider, for example, two entre-
preneurs: entrepreneur A, whose political connections allow him to 
win all contract disputes brought against his fi rm, and entrepreneur 
B, who knows that he will lose all disputes brought against him by 
entrepreneur A. Entrepreneur B is beaten even before he begins. He 
therefore does not invest in the fi rst place. 

Not only did privileged elites have weak incentives to invest in 
property rights institutions, but also the government did as well. 
Establishing and maintaining property and commercial registers, as 
well as providing suffi cient levels of funding to create courts and 
police that are not corrupt, comes at a fi scal cost. Funds spent on 
property rights institutions are funds not spent on satisfying the 
demands of core constituents (in Mexico’s case, social insurance for 
unionized workers) and not available for extraction by public offi -
cials (which is to say, not available to be stolen). 

Policy Implications

The transition to democracy swept away some of Mexico’s authori-
tarian institutions. Elections are now closely contested, the president 
no longer rules as a virtual dictator, and the PRI is now one of three 



why banks do not lend: the mexican fi nancial system 313

major parties and is struggling for its existence. This means that the 
political institutions that gave rise to concentrated markets and weak 
contract rights no longer operate. It does not mean, however, that 
barriers to entry and weak contract rights automatically disappeared 
once the PRI was voted out of offi ce. 

The policy implication is straightforward: Mexico could increase 
the amount of credit available either by reforming the institutions 
necessary to enforce contract rights or by making it easier to obtain 
a bank charter. These are not, of course, mutually exclusive policies. 
Indeed, they are likely to complement each another. As more banks 
enter the market, they will develop relationships with borrowers 
who currently do not access the banking system, and in so doing, 
they will help those fi rms and households develop credit histories. 
Those banks are also likely to lobby for reforms to the institutions 
that underpin contract rights. Similarly, as contract rights become 
more easily enforced, incumbent banks will have incentives to extend 
credit to groups that they currently do not serve. 

The fi rst policy goal—more liberal bank chartering—is likely to 
be obtained more easily. Increasing the number of chartered banks 
can be accomplished at the discretion of the secretary of the trea-
sury. Moreover, the political pressures to do so are strong, because 
constituents are demanding increased access to credit. At the same 
time, the political pressures to restrict entry have weakened. Mexico’s 
largest banks are now foreign owned; thus, their major stockholders 
are not constituents of the government. 

The second policy goal, better contract rights, is likely not to be 
easily obtained except in the long run. The secretary of the treasury 
can, at the stroke of a pen, increase the number of bank charters. 
He or she cannot, however, decree a better contract rights environ-
ment. This is because establishing a system of property in which 
claims and contracts can be enforced universally and at low cost is 
impossible without fi rst establishing the rule of law. Obviously, if 
the courts and police are corrupt, then enforcing even the most 
carefully crafted contract or protecting even the most clearly 
demarcated asset from encroachment is impossible. Rule of law 
requires the creation of a broad range of institutions, and no road 
map for generating such institutions is available. Indeed, not all of 
the institutions necessary for rule of law are legally codifi ed; many 
are embedded in sets of attitudes and beliefs among citizens about 
how the legally codifi ed institutions of government should work. 
Thus, societies tend to fi nd their way to the creation of the institu-
tions that produce rule of law through processes of experimenta-
tion. The empirical evidence strongly suggests that this is a slow 
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process that is accomplished over generations, not something that 
comes about in a few years. 

What is true about establishing the rule of law is also true about 
establishing and maintaining property and commercial registers. 
The Fox government began a program to modernize property reg-
istries. This program is still, however, in its pilot phase. The gov-
ernment provided funding of US$4 million to convert paper fi les 
to an electronic database in three states, Sonora, Colima, and Baja 
California (Centro de Investigación y Documentación de la Casa 
and Sociedad Hipotecaria Federal 2005), but many of the other 
problems with the property registry remain, even in these states. 
In short, resolving the problem of uncertain titling remains a 
major challenge.

The implication is clear. In the short run, the most effi cient way 
to increase credit is to facilitate market entry. A number of small 
banks, such as Azteca in the consumer market and Mifel, Bansi, and 
Banco del Bajio, have shown that specializing in particular market 
niches and earning positive rates of return is possible by developing 
long-term relationships with borrowers that allow the banks to 
assess credit risk. During the last days of the Fox administration, the 
secretary of the treasury granted bank charters to six retailers, 
including Wal-Mart. This will almost certainly increase the amount 
of consumer credit available and may also have an impact on the 
ability of the largest banks to charge fees and commissions above 
those that would prevail in a more competitive market. It is, how-
ever, just a step in the right direction. 

The cost to Mexico of not increasing the availability of credit is 
not trivial. The economy has grown anemically since the signing of 
the North American Free Trade Agreement more than a decade ago. 
From 1994 to 2005, real per capita GDP grew at only 1.3 percent 
per year, a slow rate by any comparative metric. Mexico’s rate of 
growth was 38 percent slower than the growth rate for comparable 
middle-income developing countries (2.1 percent per year), 43 per-
cent slower than the U.S. growth rate (2.3 percent per year), and 54 
percent slower than Mexico’s own growth rate from 1950 to 1980 
(2.8 percent per year) (Haber and others 2008). It was also slow 
compared with the growth rate that would have been needed to 
provide employment for the roughly 1 million new entrants to the 
labor market each year. More than half of those new workers did 
not fi nd employment in Mexico and, instead, migrated to the United 
States. As the chapters in this volume make clear, many reasons 
account for Mexico’s sluggish economic performance, but as Tornell, 
Westermann, and Martínez (2004) show, one crucial reason is the 
scarcity of credit.
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Notes

 1. The administrative cost ratio enters the regression as nonsignifi -
cant, but a regression of administrative costs on market shares not reported 
here detects signifi cant scale economies. As market share doubles, the 
administrative cost ratio falls by 0.02 percentage point per quarter. The 
nonperforming loan ratio enters the regression as not signifi cant, and 
dropping it from the regression has no qualitative impact on the other 
estimated coeffi cients. A separate regression of nonperforming loans on 
market shares fi nds a strong inverse relationship: as market shares double, 
nonperforming loans fall by 0.2 percentage point.

 2. Private credit is the sum of commercial, consumer, and housing 
loans, plus credit granted by banks to nonbank fi nancial intermediaries. 
IPAB bonds are not included as a form of private credit and are thus also 
netted out from assets. The results are not, however, sensitive to the inclu-
sion of IPAB bonds in the numerator and the denominator. 

 3. I report assets and estimate loan-to-asset ratios, net of IPAB bonds, 
to control for differences in the degree to which banks hold these federal 
bailout bonds in their portfolios. Alternative specifi cations that include 
IPAB bonds in assets and that then add controls for the ratio of IPAB bonds 
to total assets produce qualitatively similar results. 

 4. I report assets and estimate loan-to-asset ratios, net of IPAB bonds, 
to control for differences in the degree to which banks hold these federal 
bailout bonds in their portfolios. Alternative specifi cations that include 
IPAB bonds in assets, and that then add controls for the ratio of IPAB bonds 
to total assets, produce qualitatively similar results. 
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9

Competition and Equity in 
Telecommunications

Rafael del Villar

The lesson drawn from both theory and experience is that an econ-
omy’s incentive structure is critical to its performance. An economy 
with a healthily competitive incentive structure is likely to lead to

• a more effi cient use of resources, and consequently greater 
aggregate output

• a wider variety of higher quality goods and services available 
to consumers at lower prices 

• the availability of more job opportunities with remuneration in 
line with productivity

• the availability of more possibilities for entrepreneurs to turn 
their creativity into material returns and successful projects. 

For markets that do not operate under conditions of competition, 
welfare losses can often signifi cantly exceed the rents being received 
by the sheltered sectors. This leads to less effi cient allocation of 
resources and, to the extent that rents accrue to wealthier groups, 
worse income distribution.

The author would like to thank Eduardo Martínez, Everardo Quezada, and 
Arcelia Rodríguez for the excellent assistance provided in preparing this 
chapter. He would also like to thank Roger Noll, Jessica Serrano, and 
Michael Walton for valuable comments. The opinions expressed in this 
chapter are those of the author and do not necessarily represent those of 
the Bank of Mexico or the Ministry of Communications and Transport.
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The concept of equity goes beyond income distribution. As Bour-
guignon and Dessus discuss (chapter 1 in this volume), the concept 
refers to the ability of members of society to access opportunities 
that allow them to lead productive lives. As society grants more 
equity (ex ante), this will be refl ected, over time, in improved distri-
bution (ex post) of income and wealth and an improvement in the 
overall standard of living.

Equity and competition are closely linked. These concepts are 
particularly relevant for broadly used inputs such as labor, telecom-
munications, and energy. Any change in these sectors affects not 
only consumers, but also the activities for which they are inputs. 
Where lack of competition leads to restrictions in access, this amounts 
to an inequitable outcome: those fi rms or individuals with infl uence 
or connections have preferential, exclusive, or cheaper access to 
inputs than others. The other side of this is that for certain activities, 
the social rate of return is greater than the private rate of return (for 
example, ensuring an educated and healthy society and providing 
basic infrastructure). In the context of this chapter, ensuring exten-
sive broadband penetration in Mexico is essential for both effi ciency 
and equity reasons, and should be a priority objective of public pol-
icy. Thus, the purpose of this chapter is to analyze several issues that 
have a bearing on competition and equal opportunities as they relate 
to the telecommunications sector. 

Economic Overview of the Privatization of 
Teléfonos de Mexico

The telecommunications sector has been among the economy’s most 
dynamic over the past 40 years. The key event during this period was 
the privatization of Teléfonos de Mexico (TELMEX) in 1990, which 
continues to infl uence and mold the sector. 

Between 1965 and 1980, the number of telephone lines increased 
more than 12 percent per year. During the 1980s, Mexico underwent 
a serious external debt and macroeconomic crisis that led to eco-
nomic stagnation: annual gross domestic product (GDP) growth fell 
from 6.7 percent between 1965 and 1980 to just 1.8 percent in the 
1980s. During that same decade, the average annual increase in the 
number of telephone lines fell to 7 percent. The precariousness of 
the economy and public fi nances not only had an effect on the sec-
tor’s growth, but also on the quality and reliability of telephone 
services. The government viewed TELMEX’s revenues as a source of 
funds to be used for other areas of the economy and for servicing its 
debt (Casasús 1994). Thus, the necessary investments to support 



competition and equity in telecommunications  323

TELMEX operations were not made, and it had to rely on increas-
ingly obsolete technology. The 1985 Mexico City earthquake para-
lyzed the telecommunications system and revealed the frailness of its 
infrastructure and the growing need for investment. 

All led to the development of a modernization policy for the sec-
tor that included the privatization of TELMEX. In September 1989, 
the government announced its intent to privatize the company. The 
government’s strategy was based not only on improving the com-
pany’s effi ciency, but also on possibly improving its public fi nances 
basically by decreasing government subsidies. 

In August 1990, the government changed TELMEX’s license 
(known as a title of concession under Mexican law), giving the com-
pany an ambitious set of obligations. These were aimed at preventing 
the privatized company from engaging in monopolistic or excessive 
practices and ensuring that third parties would have nondiscrimina-
tory access to the company’s key facilities and infrastructure, such as 
interconnection. 

The government’s overriding goals were, however, to maximize 
revenues from the privatization and to do so as quickly as possible 
so it could proceed with other privatizations. This approach ulti-
mately meant that the privatization took place without a sound insti-
tutional framework. Indicative of this was the fact that the Ministry 
of Finance was responsible for the privatization and not the Ministry 
of Communications and Transport. 

To maximize revenues from the privatization, the government 
sold a package of fi rms to a single group of investors. It included 
TELMEX and Teléfonos de Noroeste (the telephone carrier in north-
west Mexico), both state-owned fi xed telephony companies that 
operated in exclusive geographic zones; the only existing nationwide 
cellular telephony concession; the federal microwave network; and 
several frequency bands. 

To eliminate subsidies and make the company more attractive to 
potential buyers, the government allowed TELMEX to credit up to 
65 percent of the special tax on telephony (equal to 29 percent of the 
company’s revenues) against its investments. This implied lowering 
the effective tax from 29 percent to 10 percent. Before the privatiza-
tion, it also increased rates considerably. As a result, annual revenues 
per line rose from US$440 in 1989 to US$710 in 1990, a 61 percent 
increase (Casanueva and del Villar 2003). 

In addition, the government negotiated with the Telephone Work-
ers’ Union of the Republic of Mexico (Sindicato de Telefonistas de la 
Republica Mexicana, or STRM) to modify the collective bargaining 
agreement to make labor conditions more fl exible. In exchange, the 
workers received stockholding interest in the privatized company. 
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In 1989, months before the federal government announced the priva-
tization, the STRM and TELMEX agreed to change the collective 
bargaining agreement and decrease STRM interference in the com-
pany’s modernization (for example, the STRM had had the right to 
intervene in the implementation of technological changes and the 
startup of new services). 

Improved labor fl exibility was achieved by eliminating the previ-
ous structure that regulated all details of labor relations through so-
called department agreements. These were now replaced by position 
profi les, which were much less regulated and gave much more general 
defi nitions of workers’ duties and categories. It also allowed TELMEX 
to have more say about moving its personnel internally among depart-
ments without having to be subject to STRM approval. 

The government guaranteed that TELMEX would not face com-
petition in domestic and international long distance for the fi rst six 
years following its privatization. At the time of privatization, revenues 
from international and domestic long distance telephony represented 
slightly more than twice the revenues the company earned from local 
telephony (this market was left open to competition after privatiza-
tion). The share of local telephony in the company’s overall revenues 
increased drastically, rising from a little more than 20 percent of total 
revenues in 1989 to slightly more than 41 percent in 1992. 

The owner of the television monopoly in Mexico was barred from 
acquiring TELMEX because of the government’s concerns about this 
type of concentration. In exchange, the government blocked the pos-
sibility of TELMEX offering television and video services indefi -
nitely in its title of concession. 

Finally, although the government had stipulated obligations for 
the privatized company regarding coverage and network expansion 
in the modifi cation to the title of concession, the main responsibili-
ties concluded in 1994—for example, the requirement that telephone 
lines had to increase a minimum of 12 percent annually. (Other 
requirements, such as reducing the period of time consumers must 
wait before being serviced or increasing the number of public tele-
phone booths, which extended beyond 1994, are not as economically  
important.) This was the last year in offi ce of the administration of 
President Carlos Salinas, which was responsible for carrying out the 
privatization of the company. In an example of political opportun-
ism, the authorities did not set conditions regarding the growth of 
the company, considering them not to be particularly relevant, even 
though monopolies are motivated to restrict supply in order to 
increase prices. 

Thus, even though the concession forbids monopolistic practices 
and discrimination against third parties and obligates TELMEX to 



competition and equity in telecommunications  325

provide interconnection and nondiscriminatory access, the adminis-
tration did not take the necessary steps to ensure that competition 
would materialize. It did not grant concessions or set interconnec-
tion conditions so that third parties could enter the local telephony 
market that, on paper at least, had been left open to competition, 
and even though third parties were indeed interested in competing 
in this market. 

The government’s actions and omissions turned TELMEX into an 
extremely profi table quasi-monopoly and its owners into economi-
cally powerful people virtually overnight. By 1993, TELMEX’s gross 
profi ts were roughly equivalent to 1 percent of GDP, while the added 
value was only 2 percent of GDP. The administration that carried 
out the privatization essentially ignored the problems this enormous 
private economic power would, in all likelihood, pose in the future 
for the authorities responsible for regulating the company.

Importance of Telecommunications

The impact of telecommunications services and information tech-
nologies in the economy has been thoroughly documented and dis-
cussed. According to Jorgenson and Vu (2005), the adoption of 
information and communication technology explains more than 
15 percent of the growth the world economy experienced from 1995 
to 2003. The contribution of information and communication tech-
nology to growth varies among countries: although it accounted for 
almost 30 percent of economic growth, on average, in the Group of 
Seven countries (and 47 percent in Germany), it accounted for only 
8 percent in Eastern Europe and 10 percent in Sub-Saharan Africa.

In Mexico, national account statistics also confi rm the increasing 
contribution of information and communication technology to the 
economy. The share of telecommunications has increased drastically 
in recent years, rising from 1.1 percent in 1990 to 5.0 percent in 2005, 
while the weight of telecommunications service rates in the national 
consumer price index has risen to 2.16 percent for local telephony, 
similar to that of electricity (2.27 percent) (fi gures 9.1 and 9.2).

All population deciles in Mexico account for signifi cant consump-
tion of telecommunications services. In 2006, household expendi-
ture on telecommunications in the poorest income decile accounted 
for 2.9 percent of total household expenditure, whereas for the 
second-richest decile telecommunications expenditure represented 
5.7 percent of household expenditure, the highest of any decile (table 
9.1). This high percentage is explained primarily by the high rates 
consumers pay for telecommunications services. 
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In addition, according to household income and expenditure sur-
veys, since 2004, households from all population deciles have stated 
that they spend money on Internet services, but the disparity in 
expenditure between the highest-income decile and the two lowest 

Figure 9.1 Weight of Telecommunications Services Rates in 
the Consumer Price Index, Selected Years

Source: Bank of Mexico data.
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Table 9.1 Household Expenditure on Telecommunications Services by Population Decile, 2006
(percentage of household expenditure)

Poorest Household decilesa Richest

Category Total 1 2 3 4 5 6 7 8 9 10

Total communicationsb 4.8 2.9 3.2 3.5 3.9 4.3 4.7 4.7 5.6 5.7 5.0
Local servicec 1.7 1.3 1.4 1.5 1.6 1.8 2.1 2.0 2.1 2.0 1.4
Long distance service 0.6 0.3 0.4 0.5 0.5 0.5 0.5 0.6 0.7 0.8 0.7
Mobile telephonyd 1.9 0.8 1.0 1.0 1.3 1.5 1.5 1.7 2.3 2.4 2.3
Internet service 0.3 0.1 0.1 0.2 0.1 0.2 0.2 0.2 0.3 0.4 0.5

Source: Author’s estimates are based on the 2006 national survey of household income and expenditures.
a. According to monetary income.
b. Includes public telephony and other services such as mail, telegraph, public fax, beeper, and others.
c. Includes telephone installation and local calls.
d. Includes initial payment, equipment acquisition, prepaid cards, and mobile telephony service.
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income deciles is 87 to 1, whereas the difference between the income 
of the highest decile and the lowest is 33 to 1. Moreover, Internet 
penetration in the seven lowest income deciles is still low (table 9.2). 
Ninety percent of households have little or no Internet access, with 
the main reason cited for lack of access being a lack of resources.

The TELMEX Price Cap

This section discusses TELMEX’s pricing regime and its impact on 
competition and consumers. 

Evolution of Telephone Rates

Telephone rates—in real terms—have behaved irregularly. Thus, 
figure 9.3 shows that real telephone rates increased 50 percent 
between 1988 and 1994, remained stable until late 1997, and exhib-
ited a downward trend as of December 1997. The decreases in rates 
have occurred primarily in the markets that have faced stiffer compe-
tition, such as long distance telephony and local business telephony. 

In addition, tables 9.3 and 9.4 show the signifi cant discrepancy 
between the evolution of the real rates for residential and business 
telephony services and the drop in costs from 1990 to 2005. For exam-
ple, whereas residential and business service rates fell 24.8 percent  

Table 9.2 Penetration of Telecommunications Services by 
Population Decile, 2006 
(percentage of households)

Population decile Fixed telephony Mobile telephony Internet

1 (poorest) 11.34 7.56 1.13
2 17.62 14.68 2.55
3 25.09 20.28 4.65
4 31.14 29.54 6.25
5 39.70 38.53 7.66
6 46.56 40.54 7.73
7 52.02 48.00 10.06
8 62.15 58.83 14.96
9 71.18 69.57 20.22

10 (richest) 84.68 82.11 39.03
Total 44.15 40.96 11.42

Source: 2006 national survey of household income and expenditures.



Figure 9.3 Evolution of Telephone Rates Relative to the Consumer Price Index, Selected Months and Years

Source: Bank of Mexico data.
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and 48.3 percent, respectively, cost indicators decreased between 
74.0 percent and 80.1 percent. 

Establishment of the Price Cap

TELMEX’s title of concession establishes a price cap mechanism for 
controlling basic services (local telephony, domestic long distance, 
and outgoing international long distance for residential and business 
users). As specifi ed in the concession contract, as of January 1999 
and in four-year cycles thereafter, the price cap mechanism contem-
plates two types of adjustments to the controlled services basket. First, 
the Federal Telecommunications Commission (Comisión Federal de 
Telecomunicaciones, or COFETEL) must set the price level that will 

Table 9.3 Evolution of TELMEX Rates, 1990–2005
(percentage change)

Category Residential Commercial

Local service 13.9 –27.7
 Connection charge –79.9 –88.4
 Monthly rent of fi xed line 83.7 –8.4
 Average service charge –28.5 –28.5
National long distance –79.0 –79.0
International –80.8 –80.8
Weighted average –24.8a –48.3b

Source: Author’s estimates based on TELMEX data.
a. Telephone services for residential customers are based on the weights that local, 

national long distance, and international long distance each have in the consumer price 
index (basis: last two weeks of June 2002).

b. Telephone services for business customers are based on the weights that local, 
national long distance, and international long distance each have in the producer price 
index (basis: December 2003).

Table 9.4 Indicators Explaining the Drop in TELMEX 
Costs, December 1990–December 2005
(percentage change)

Indicator Change

Employees per telephone line −74.0
Employees per local call −80.1
Employees per minute of domestic long distance −78.2
Employees per minute of outgoing international 
 long distance −78.0

Source: Author’s estimates based on TELMEX annual reports.
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be in force at the start of the new cycle for the controlled services bas-
ket. Second, every quarter COFETEL must apply a productivity gains 
adjustment factor to the index of the rates of the controlled services so 
that the latter does not increase more than infl ation, as measured by 
the consumer price index, minus this adjustment factor (called X). 

Condition 6–7 of the title of concession states that a technical-
economic study will be carried out every four years, following the 
established methodology, to determine long-term incremental costs 
and to specify the initial level of the basket and adjustment factor 
X that will produce suffi cient revenue levels to obtain an internal 
rate of return on the controlled services basket equal to the weighted 
average cost of capital. 

Estimation of the Initial Price Increase and 
Adjustment Factor X

Incremental cost studies for controlled basic services are considered 
confi dential, and only the Ministry of Communications and Trans-
port, COFETEL, and TELMEX have access to them. For the pur-
poses of this section (which draws on del Villar and Serrano 2003), 
the calculation methodology used publicly available information 
related to the mandated accounting separation of local telephony, 
domestic long distance, and international long distance. 

The study made two assumptions to estimate the initial increase 
that the price cap must have undergone in early 2003. First, that 
COFETEL fi xed the initial level of the basket at the correct level in 
early 1999 during the review of the price cap for the 1999–2002 cycle. 
Second, that between 1999 and 2002, TELMEX operated with a 
reasonable degree of effi ciency, and therefore the costs it reported for 
the period did not evolve very differently from the incremental costs. 
These assumptions entail that the implied initial 2003 change in the 
price cap can be estimated by the cumulated difference between the 
annual 4.5 percent adjustment factor X established for 1999–2002 
and the annual adjustment factor X estimated on the basis of the 
information reported by the company during this period. According 
to these data, the price cap should have undergone a 17.67 percent 
downward adjustment in 2003. Contrary to this result, COFETEL 
decided that the price cap would not have to be adjusted.

After the initial change in the level of the price cap for controlled 
services for 2003 was determined, a cash fl ow model was devel-
oped to endogenously establish the productivity adjustment factor 
X for the 2003–06 basic services basket such that the internal rate 
of return equals the weighted average cost of capital. The annual 
adjustment factor X that resulted from the relevant cash fl ow model 
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was 5.28 percent. Contrary to this result, COFETEL decided on an 
annual adjustment factor of 3.00 percent.

The same steps were taken to estimate the required initial change 
in the price cap for the next cycle in early 2007 by cumulating the 
difference between the estimated adjustment factor and the estab-
lished adjustment factor from 1999 to 2006. The result (table 9.5) 
was that the price cap should have been adjusted down 33 percent 
in 2007. Contrary to this result, COFETEL decided again that the 
price cap would not be adjusted.

Impact of the Initial Changes in the Price Cap on 
Consumer Expenditure

From 1999 to 2006, TELMEX lowered its real rates faster than 
required by the price cap that COFETEL defi ned. This change means 
TELMEX could increase the rates of the controlled services basket 
by roughly 9.5 percent without violating the price cap. A 33 percent 
drop in the price cap would have forced TELMEX to reduce the 
price-controlled services basket by approximately 24 percent.

The direct impact of a 24 percent decrease in TELMEX’s basic 
service prices on the consumer price index would have been between 
0.4 and 0.5 percent, because the controlled services basket has a 2.7 
percent weight in the consumer price index. Although TELMEX 
does not account for the entire market, other basic telephone service 
providers would have likely found themselves obliged to lower their 
rates if the rates of the main carrier had. 

Table 9.5 Estimate of Required and Established 
Initial Price Increases, 1999–2006 
(percent)

Year Estimated X factor Established X factor Difference

1999 14.0 4.5 9.47
2000 4.6 4.5 0.05
2001 15.7 4.5 11.17
2002 1.1 4.5 –3.36
2003 6.0 3.0 2.99
2004 9.4 3.0 6.40
2005 6.7 3.0 3.68
2006a 2.5 3.0 −0.48
Cumulated 
 difference 33.04

Source: Author’s estimates based on TELMEX and COFETEL annual reports.
a. Figures for the fourth quarter are estimates. 
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Dominance 

This section discusses how TELMEX’s economic and political power 
affects its relationship with its regulatory authorities and the impact 
of TELMEX’s behavior on competition in the industry.

Diffi culties of Establishing Healthy Competition in the 
Telecommunications Sector

The lack of competition in the telecommunications sector has occurred 
in part because the resolutions issued by the Federal Competition 
Commission (Comisión Federal de Competencia, or CFC) have in 
large measure been turned down in the courts (see also chapter 4 
in this volume). The CFC determined that TELMEX had engaged in 
monopolistic practices in nine instances; however, TELMEX has not 
complied with any of the CFC’s resolutions either because the courts 
have taken too long to hand down their rulings or because TELMEX 
has been granted amparos (injunctions or stays of action) that have 
prolonged procedures and even prevented the substance of the litiga-
tion from being resolved.1

The most important case the CFC and COFETEL have lost so far 
is probably the one regarding Article 63 of the Federal Telecommu-
nications Act. According to this article, the Ministry of Communica-
tions and Transport is empowered to establish specifi c obligations 
on concessionaires holding substantial power over the market in 
accordance with the Federal Antitrust Act. The ministry could 
exercise this power through COFETEL, a decentralized agency of 
the Ministry of Communications and Transport. In December 1997, 
the CFC determined that TELMEX held substantial market power 
in fi ve fi xed telephony markets (local telephony services, access or 
interconnection services, domestic long distance service, interurban 
transportation services, and international long distance service). 
TELMEX immediately started an amparo to prevent any action in 
this regard.

In sum, almost nine years after the CFC issued its declaration of 
substantial market power and six years after COFETEL established 
specifi c obligations,2 the courts overruled the substance of the CFC 
resolution. Even though the CFC has appealed the decision, it might 
have to start from scratch in defi ning TELMEX as a dominant player.

TELMEX fi led a motion before the CFC for reconsideration of 
the 1997 ruling, but the CFC confi rmed it in 1998. TELMEX delayed 
implementation of the decision by means of several amparos. 
COFETEL  ultimately issued a resolution that established certain 
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obligations on TELMEX in 2000, but TELMEX appealed it through 
an amparo that held up implementation of the said obligations. In 
2001, the courts annulled the original CFC decision, and as a con-
sequence, TELMEX was able to reverse all the resolutions that had 
derived from the original decision, including the one issued by 
COFETEL. The CFC later issued a new ruling declaring TELMEX 
to be a dominant player, but the company once again appealed and 
won an amparo in May 2004. In August 2004, the CFC promul-
gated another decision that TELMEX also appealed. In October 
2006, the courts overturned the substance of the CFC decision. 

Article 63 of the Federal Telecommunications Act implies that 
for COFETEL to impose obligations on a company, the CFC fi rst 
must declare that the company has substantial power in the relevant 
market. This system is ineffi cient in practical terms and poses prob-
lems as follows:

•  The delays it causes are considerable, because decisions by CFC 
and COFETEL are sequential and TELMEX can appeal the deci-
sions of both before the courts. This hinders COFETEL from 
imposing pro-competition regulations in a timely manner, because 
it has to wait for the CFC to issue a resolution on the matter.

•  The authorities have to make public their intent to regulate and 
affect private interests, thereby allowing TELMEX to take 
measures to preempt the acts of the authorities. 

•  The resolutions issued by the CFC are not guaranteed the 
expected reaction by COFETEL.

Note that the CFC’s annual budget is equal to two days worth of 
profi ts by TELMEX and RadioMóvil Dipsa (TELCEL) combined. 
The disparity in the economic power of the authority and that of the 
regulated entity has probably contributed to the CFC’s low effective-
ness. Antitrust agencies need resources to hire the best law fi rms 
because of the economic power wielded by the companies they face.

Foreign Investment

Foreign direct investment (FDI) is recognized as a key mechanism 
for the diffusion of new technologies among countries. The rela-
tionship between FDI and competition is complex. Companies on 
the receiving end of FDI can put signifi cant competitive pressure on 
sectors that had previously been dominated by large domestic com-
panies, or they can come to hold a dominant position in a seg-
mented market. That, is why competition policies are fundamental 
in realizing the benefi ts of FDI. Restrictions on FDI are particularly 
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counterproductive when they are asymmetric in closely linked 
 markets. This is the case of fi xed telephony and mobile telephony. 
FDI is limited to 49 percent for the former, where competition is 
limited, whereas there is no limit for the latter, where levels of 
competition are high. 

This situation has led to low levels of investment in the sector. 
Between 1990 and 2003, average investment as a share of total 
industry revenue was 30 percent, which does not compare favorably 
with other countries with similar per capita income levels. Figure 9.4 
shows that the level of investments in telecommunications in Mexico 
was below the average of selected emerging countries of the Organ-
isation for Economic Co-operation and Development (OECD) 
between 1991 and 2003. As the constant drop in investment levels 
between 1990 and 1995 indicates, investment performance in Mexico 
worsened after the privatization of TELMEX.

By its nature, the telecommunications sector requires huge invest-
ments, profound market knowledge, and access to specialized equip-
ment. Opening the fi xed telecommunications market to FDI would 
promote the entry of foreign carriers that have the fi nancial leverage, 
knowledge, and technology needed either to start up new companies 
or to acquire or enter into partnerships with existing companies. 

Figure 9.4 Investments by Telecommunication Companies, 
Mexico and Selected Emerging OECD Countries, 1991–2003
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Importance of TELMEX’s and TELCEL’s Main 
Shareholders on the Stock Exchange

TELMEX has earned net profi ts of US$2.0 billion to US$2.5 billion 
per year since 1990, earning roughly US$30 billion in profi ts between 
1991 and 2003. (Note that TELCEL was split from TELMEX in 
2000.) These earnings are being shared by fewer shareholders over 
time. In December 1990, the Grupo Carso, TELMEX’s main share-
holder, held 5.7 percent of TELMEX’s shares and currently holds 
48 percent of the voting shares of TELMEX and 71 percent of the 
voting shares of TELCEL. Furthermore, companies associated with 

Figure 9.5 Market Value of TELMEX and TELCEL 
Controlling Group Companies, November 2006 
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the Grupo Carso have substantial weight in the Mexican stock 
exchange (fi gures 9.5 and 9.6). 

Even though TELCEL’s market value was 3.6 times greater than 
TELMEX’s in November 2006 (US$38.9 billion compared with 
US$10.8 billion), TELMEX’s earnings before interest, taxes, depre-
ciation, and amortization were 50 percent greater than TELCEL’s in 
2005. Both companies generate large profi ts, but even though it 
operates in a less competitive market, TELMEX apparently has a 
much higher profi t rate.

Commercial and Financial Ties with Competitors

In 1995, TELMEX’s main shareholder bought 49 percent of 
Cablevisión—the cable television company that serves the Mexico 
City area and is owned by Televisa, Mexico’s largest television 
broadcasting company. In 2000, the CFC forced TELMEX to divest 
itself of these shares. Nevertheless, the Grupo Carso later bought 
25 percent of the shares of Televisa through Inbursa Bank (another 
company of the Grupo Carso) that, according to a CFC ruling, it 
should also have sold off a few years ago. 

Figure 9.6 Weight of TELMEX and TELCEL Controlling 
Group Companies in the Mexican Stock Index, 
November 2006
(percent)

Source: Mexican stock exchange data.
Note: AMTEL = Axtel; AMX = America Movil, CICSA = Carso Infraestructura y 

Construccion; GCARSO = Grupo Carso; GFINBUR = Grupo Financiero Inbursa; 
IDEAL = Impulsora del Desarrollo y el Empleo en America Latina; TELECOM = 
Carso Global Telecom.
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At the same time, close fi nancial connections also exist between 
TELMEX owners and other carriers, which weaken competition. In 
2001–02, TELMEX bought 20 percent of Alestra’s debt, worth 
US$80 million, before Alestra carried out its restructuring plan in 
November  2003. Later, TELMEX’s partner, the Southern Bell Com-
pany, acquired American Telephone and Telegraph (better known as 
AT&T) in the United States. 

In 2002 and 2003, TELMEX bought MCI debt worth approx-
imately US$340 million, which it recently sold to Verizon for 
US$1.1 billion after it was converted into stock. (MCI holds 49 percent 
of Avantel’s stock.) TELMEX became MCI’s main stockholder, with 
13.8 percent of the company’s stock, when MCI emerged from 
bankruptcy in 2004. 

Another example is the purchase of Unefon debt and the sale of 
radio-electric spectrum to TELCEL in late 2003 for US$288 million. 
In addition, Inbursa (the Grupo Carso’s bank) granted Televisión 
Azteca a US$300 million credit in 2004. Televisión Azteca is Mexico’s 
second-largest television broadcasting company.

Status of Interconnection between Carriers

The interconnection framework has played an important role in 
shaping the current market structure of the industry. When TELMEX 
was privatized, mandatory interconnection was incorporated into its 
title of concession to allow the development of competition. This 
condition was later extended to all carriers when the Federal Tele-
communications Act was enacted in 1995, but this obligation has 
not been enforced in a cost-effective and timely manner for three 
main reasons. First, COFETEL, perhaps because of regulatory cap-
ture, has been reluctant to enforce the time frame and conditions 
specifi ed in the law. Carriers have used this lack of enforcement to 
delay interconnection, sometimes for years. The same holds true for 
dispute resolution. According to the Federal Telecommunications 
Act, disputes should be resolved within 60 working days, but this 
does not happen. The CFC and COFETEL can also intervene by 
imposing special conditions on dominant carriers, but this avenue 
has not yet been applied because TELMEX has been successful in 
using the courts to reverse all CFC decisions (for more details, see 
Solano, del Villar, and García-Verdú 2006).

The second reason why mandatory interconnection has not been 
effectively enforced is that the law does not recognize key issues such 
as collocation and billing and collection services as interconnection 
services. This has allowed TELMEX to soften competition by deny-
ing interconnection services such as collocation.
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The third reason is that COFETEL and market participants have 
poor access to commercial and technical information about carriers. 
Interconnection agreements and information about the location and 
technical specifications of a carrier’s network are not publicly 
available.  This allows discriminatory treatment among carriers and 
inhibits the development of business plans, because fi rms have no 
certainty about the required investments for entry. For example, the 
lack of transparency has allowed TELMEX and TELCEL to engage 
in agreements with preferential conditions. 

To address some of these loopholes, COFETEL recently issued a 
set of interconnection rules for public consultation, but they still have 
to undergo a lengthy review process before becoming effective. 

Long Distance Interconnection

On July 1, 1994, when Mexico decided to open up long distance 
telephony, the authorities established that, as of January 1, 1997, new 
carriers could interconnect with TELMEX in 60 cities and that inter-
connection would gradually be increased until all facilities with 
switching capabilities were covered by January 1, 2001. This has not 
happened.3 Of the 397 local service areas the country has been divided 
into, non-TELMEX long distance carriers can interconnect in only 
198. The 199 areas not open to competition hold 18.7 percent of all 
lines and are home to 25 percent of the population, most of whom 
have relatively low incomes. To terminate calls in non-open areas, the 
competition has to pay TELMEX a so-called resale tariff. Even though 
the interconnection rate (which is equivalent to the termination rate 
in local areas open to competition) has dropped from US$0.03 or 
US$0.05 per minute (depending on how it is measured) to slightly less 
than US$0.01 per minute, the resale tariff has remained well above 
the interconnection rate and is currently US$0.07 per minute. 

Although COFETEL recognized resale services as an interconnec-
tion service and, hence, subject to regulation, in a resolution issued 
in 2001, TELMEX obtained an amparo against this decision. An 
alternative avenue taken recently by COFETEL to lower the resale 
tariff was to merge non-open areas with open areas; however, a deci-
sion that merged 70 non-open areas with other open areas made in 
early 2007 has not yet been implemented because TELMEX obtained 
an amparo from the courts.

In relation to international traffi c and despite a regulatory scheme 
aimed at maintaining high international settlement rates, growing 
bypass practices have led to signifi cant drops in these rates. In 2000, 
the United States brought Mexico before a World Trade Organiza-
tion panel. As a result, on August 11, 2004, Mexico eliminated the 
exclusive privilege of the long distance carrier with the highest share 
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of the outgoing long distance market (TELMEX) to negotiate settle-
ment rates, proportional return systems, and the uniform settlement 
rate scheme. The reduction in international settlement rates has been 
huge, falling from approximately US$0.40 per minute in 1997 to 
approximately US$0.02 in 2007, provided that the calls terminate 
in areas open to long distance competition. In the 199 areas not open 
to competition, rates are US$0.08 to US$0.09 because of the high 
resale charges. 

Interconnection among Local Carriers

With the dawn of competition in local telephony in 1999, COFETEL 
made a distinction between local telephony carriers that would be 
subject to symmetric interconnection rates because they had certain 
coverage obligations, on the one hand, and local telephony carriers 
that would not be subject to coverage obligations and that would 
therefore be subject to asymmetric interconnection rates, on the 
other hand. The former initially consisted of Axtel, Maxcom, and 
TELMEX, among others. They were later joined by other companies 
that were granted long distance telephony concessions such as 
Alestra and Avantel. The latter group included a consortium from 
the cable television sector, Megacable. 

COFETEL promoted a bill-and-keep regime to interconnect new 
carriers in the fi rst group with TELMEX. According to this strat-
egy, carriers would not charge each other for interconnection. The 
carriers originally negotiated with TELMEX to continue with the 
bill-and-keep scheme as long as the imbalance in incoming and 
outgoing traffi c was not more than 40 percent. If it were more, then 
long distance interconnection rates for calls exceeding the allowed 
imbalance would apply. If, however, the imbalance was greater 
than 70 percent, interconnection rates would apply for the total 
imbalanced traffi c. Over time, TELMEX lowered the allowed traf-
fi c imbalance, which currently stands at only 5 percent, on the 
ground that part of the domestic and international long distance 
traffi c is introduced into the TELMEX network as if it were local 
traffi c and, therefore, avoids paying long distance interconnection 
fees. This may be hampering competition, because it increases the 
interconnection costs of new entrants, which usually generate more 
outgoing traffi c than incoming when starting operations. It also 
facilitates price collusion among carriers, because it penalizes price 
reduction strategies that create traffi c imbalances and because it 
limits the expansion of services such as public telephony that would 
generate traffi c imbalances (public-telephone-booth traffi c is exclu-
sively outgoing in Mexico).4 
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As for the Megacable interconnection with TELMEX, COFETEL 
decided that Megacable would pay TELMEX the domestic long dis-
tance interconnection rate and TELMEX would pay Megacable a 
little less than 40 percent of that rate (Gil 2000). Because of this 
policy, cable television companies were, in practice, excluded from 
the market. In late 2003, the Ministry of Communications and 
Transport issued agreements that allowed cable television compa-
nies to lease their infrastructure to concessionaires that had been 
authorized to provide local telephony services. The ministry did not 
permit cable television companies to provide telephony services 
directly. This ban was not consistent with the Federal Telecommuni-
cations Act and was eliminated in late 2006. At the same time, cable 
television companies were allowed to negotiate bill-and-keep agree-
ments, enabling them to compete in the market.

Interconnection on Mobile Networks

Initially, a decision was reached whereby TELMEX would not pay 
the interconnection rate for termination of calls on mobile networks, 
although mobile telephony carriers had to pay an interconnection 
rate for calls terminated on the TELMEX fi xed telephony network. 
In 1999, when the calling party pays (CPP) scheme for local calls 
came into force, a decision was reached whereby fi xed networks 
would pay mobile networks a US$0.19 per minute interconnection 
fee. In exchange, fi xed networks were allowed to charge users a 
US$0.06 per minute fee for billing and collection on calls made to 
mobile networks. COFETEL decided that it would review the billing 
and collection charge each year, but has not done so for the past eight 
years. Most important, the billing and collection charge represents a 
double charge for fi xed telephony users, because the monthly fi xed 
telephony rent already includes billing and collection (see Noll, chap-
ter 10 in this volume). This charge represented close to US$0.4 billion 
annually in revenues for TELMEX during 2002–05 (fi gure 9.7).

At the same time, in 1999 a decision was reached that the 
US$0.19 fi xed-mobile interconnection rate would also apply to the 
interconnection rate that mobile telephony carriers would pay each 
other. This rate remained constant in nominal terms during 1999–
2004 and then fell 10 percent over 2005 and 2006.

TELMEX does not allow competitors to interconnect directly with 
TELCEL within its facilities where TELCEL is collocated. TELMEX 
charges US$0.3 per minute, which is the same as the mobile termina-
tion rate, to interconnect other carriers with TELCEL. 

As fi gure 9.8 illustrates, in recent years interconnection fees from 
fi xed networks to mobile networks have been less important for 
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mobile carriers. This is because the relative size of fi xed networks in 
relation to mobile networks has decreased and because users often 
make their calls from mobile networks instead of fi xed networks 
because doing so is less expensive.

Figure 9.7 TELMEX Revenues from Billing and Collection 
Charges, 1999–2005

Source: Author’s estimates based on TELMEX annual reports and Merrill Lynch 
2006.
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Figure 9.8 Mobile Carrier Revenue from Fixed-Mobile 
Interconnections, 2000–2005 

Source: Author’s estimates based on TELMEX annual reports and Merrill Lynch 
2006.
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Table 9.6 Tariffs, Lines, and Network Traffi c, 1999–2006

Category 1999 2000 2001 2002 2003 2004 2005 2006

General tariff (U.S. cents) 
 Fixed-mobile 2.50 2.50 2.50 2.50 2.50 2.50 2.25 2.03
Interconnection tariff 
(U.S. cents)
 Fixed-mobile 1.900 1.900 1.900 1.900 1.900 1.900 1.710 1.540
 Mobile-mobile 1.900 1.900 1.900 1.900 1.900 1.900 1.710 1.540
 Mobile-fi xed 0.300 0.316 0.117 0.094 0.105 0.110 0.106 0.106
Lines (millions in service)
 Mobile network 7.7 14.1 21.8 25.9 30.1 38.5 45.1 56.4a

 Fixed network 10.9 12.3 13.8 15.0 16.3 18.1 19.2 20.9a

Network traffi c
  Mobile network 

(millions of minutes) 5,152 10,975 15,919 19,990 26,386 38,188 50,236 73,000a

  Fixed network 
(millions of TELMEX calls) 23,426 24,738 25,567 25,679 26,494 26,782 26,680 26,666a

Source: COFETEL and TELMEX data.
a. January–November.
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Distortions Caused by High Mobile Interconnection Rates

Table 9.6 suggests that high fi xed-mobile rates for users have had a 
signifi cant impact on the development of fi xed and mobile networks. 
Fixed network traffi c only increased slightly more than 10 percent 
between 1999 and 2006, whereas the number of fi xed lines almost 
doubled. The opposite is the case for the mobile network. Between 
1999 and 2006, mobile network traffi c increased 14-fold, even 
though the number of mobile lines increased only 7-fold. This is 
because with the introduction of the CPP scheme, making calls from 
fi xed telephones to mobile telephones became more expensive than 
making them from mobile telephones, which tended to reduce fi xed 
network traffi c and increase mobile network traffi c. The spike in the 
number of fi xed lines during this period seems to be associated with 
the low penetration of telephone service in the country. That is, it 
refl ects the fact that fi xed telephony is still reaching many households 
for the fi rst time given the large coverage lags in Mexico. In addition, 
fi xed telephone lines are the main vehicle for access to the Internet.

Fixed-to-mobile and mobile-to-mobile interconnection rates are 
much higher than mobile-to-fi xed rates. To compare the mobile ter-
mination rate with the fi xed termination rate, one must add an addi-
tional 25 percent to the former, because mobile termination services 
are billed on a full per-minute basis. As a result, the mobile termina-
tion rate is 15 times higher than the fi xed termination rate.

The high mobile termination rate has generated important price 
differences between calls that originate and terminate on the same 
mobile carrier network (on-net) and those that originate on one 
network and terminate on another (off-net). This is because high 
termination rates put a fl oor on off-net prices while channeling com-
petition through on-net prices. 

High termination rates dissuade healthy competition. They let 
TELCEL (the incumbent carrier) offer rates that, although high, dis-
courage consumers from belonging to the competitors’ networks. 
That is, elevated interconnection rates disproportionately increase 
costs for smaller mobile competitors, which is why the incumbent is 
able to fi x relatively costly on-net rates. 

Consider the example of a mobile telephony user who makes calls 
to mobile telephones only. Assume that call traffi c is uniformly 
spread out between all the companies, that is, it is in the same pro-
portion as the companies’ market share.5 TELCEL’s market share is 
80 percent and Telefónica’s is 13.6 percent. Assume that the fi nal fee 
TELCEL and Telefónica charge their users for their on-net calls is 
US$1.00 and US$0.00 per minute, respectively. As far as the off-net 
calls are concerned, assume that TELCEL charges US$2.00 per min-
ute whereas Telefónica charges its users the interconnection rate of 
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only US$1.54 per minute. Even if TELCEL charges more than 
Telefónica for on-net and off-net calls, the average cost per minute 
for users would be less if they opted for TELCEL over Telefónica 
because of the high interconnection rate (note that under this scheme, 
Telefónica would not be earning revenue from its users). 

If one assumes that calls are distributed in accordance with the 
overall market shares in the population, the average cost per minute 
for TELCEL users is 0.8 � US$1.00 � 0.2 � US$2.00 � US$1.20. The 
average cost per minute for Telefónica users is 0.136 � US$0.00 � 
0.864 � US$1.54 � US$1.30. If the mobile interconnection rate were 
lowered to cost, competition among mobile carriers would be on a 
level playing fi eld. In addition, resources would no longer be trans-
ferred from fi xed telephony users to mobile networks and users. Fixed 
telephony rates would drop, and increased competition in mobile 
telephony would also tend to lower mobile telephony rates.

Even though this would decrease the interconnection revenue 
these carriers received, the subsequent fall in rates for consumers 
would signifi cantly increase the use of mobile services, which could 
more than compensate for the decline in revenues from interconnec-
tion rates. This effect can be seen in table 9.7, which shows that 
economies with lower mobile termination rates have higher minutes 
of use per mobile subscriber.

Table 9.7 Revenues, Usage, and Termination Rates, Selected 
Economies, 2005

Economy

Average 
revenue 

per 
minute 
(US$)

Average 
number 

of minutes 
of use per 
subscriber 
per month

Average 
revenue 
per user 
(US$)

EBITDA 
margin 

(%)

Mobile 
termination 

rate 
(US$)

Argentina 0.10 116 11 23.6 0.134
Chile 0.14 106 14 34.6 0.124
China 0.02 323 10 49.2 0.010
Hong Kong 
 (China) 0.05 399 21 19.6 0.006
India 0.02 445 9 36.2 0.007
Korea, Rep. of 0.11 315 44 33.9 0.044
Mexico 0.14 115 18 41.0 0.140
Peru 0.16 68 14 28.7 0.168
Singapore 0.08 320 32 44.3 0.006
United States 0.06 822 53 33.2 0.010

Sources: Merrill Lynch 2006; Sárl Switzernet data.
Note: EBITDA = earnings before interest, taxes, depreciation, and amortization.
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CPP Scheme in Long Distance

In November 2006, the CPP scheme was extended to domestic and 
international long distance calls, which, until that time, had been 
under the receiving party pays (RPP) scheme. With the exception of 
TELMEX, fi xed telephony carriers have fi led to nullify implementation 
of this scheme and some have been granted permanent injunctions.

The benefi ts of operating under a CPP scheme in long distance are 
being hotly debated. The literature and international evidence has 
shown that in many countries, particularly in Europe, use of the CPP 
scheme makes the price per minute of calls to mobile telephones high, 
because interconnection rates are much higher than costs. This is 
evidenced by interconnection rates under the CPP scheme more than 
compensating for the air time charged to users in the RPP scheme.

In Mexico, the CPP scheme in long distance has led to an increase 
in the price of domestic and international long distance calls to 
mobile telephones. In domestic long distance calls made from fi xed 
telephones to mobile telephones under the previous RPP scheme, the 
user originating the call and the user receiving it together paid an 
average of US$0.24 per minute (not including the cost of the local 
call that is charged to the fi xed telephone consumer). Under the new 
CPP scheme, these calls cost US$0.30 per minute, not including the 
cost of the local call. 

When one compares charges included in long distance calls from 
fixed telephones to mobile telephones under the CPP and RPP 
schemes, the cost of domestic long distance service is the same under 
both. The average price differs because a billing and collection fee 
was introduced under the CPP scheme, which constitutes a double 
charge and was presumably added because of TELMEX’s demands 
to ensure it would accept the new scheme. 

Moreover, the interconnection rate is higher than the average air 
time rate that mobile carriers charge to their users under the RPP 
scheme. The difference between the air time rate and the intercon-
nection rate is probably due to the air time rate being determined 
by each mobile telephony company in competition with other 
mobile telephony companies, whereas carriers reach agreement as 
to the interconnection rate.

As far as the long distance CPP interconnection rate is concerned, 
it was essentially agreed upon by TELMEX and TELCEL, which 
belong to the same group of shareholders. Even though the negotia-
tion of interconnection rates between two connected companies 
with different concessions does not constitute a violation of the Fed-
eral Telecommunications Act, it is contrary to its spirit and objec-
tives.6 The objectives of the Federal Telecommunications Act are 
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(a) to promote the effi cient development of telecommunications, (b) 
to set the basis for the government’s regulatory functions, and (c) to 
foster healthy competition. Hence, fi xing high interconnection rates, 
and thereby establishing elevated rates, is contrary to the law’s goals 
of effi ciency and competition.

Even though, as noted earlier, some fi xed telephony carriers have 
been granted amparos by the courts that allow them to continue 
operating under the RPP scheme, mobile carriers have introduced 
systems that make completing calls diffi cult (for example, voice 
mail). In highly competitive markets, such as the incoming interna-
tional market, this type of restriction tends to displace those carriers 
that were granted amparos  by the courts. International traffi c is 
being passed through TELMEX or other carriers that follow the CPP 
strategy for long distance.

Coexistence of the RPP and CPP Schemes for Incoming 
Domestic and International Long Distance Service

Letting long distance calls to mobile telephony users operate under 
both schemes without any type of restriction to completing calls 
would be advantageous. Each time users want to make long distance 
calls to a mobile phone, they would choose the preferred billing 
scheme, either the CPP with the 045 prefi x or the RPP scheme with 
the 01 prefi x. Users receiving calls would know, thanks to caller 
identifi cation, when a call was made under the RPP scheme and 
would have the option of not taking the call. Current technology 
could allow the coexistence of the two regimes.

This proposal would be effi cient, because it would let the maxi-
mum number of calls be completed. Calls not made under the CPP 
scheme would be made under the RPP scheme. In addition, because 
the RPP is cheaper, most traffi c would be made under this scheme, 
which would eventually force CPP rates down.

The coexistence of both strategies would benefi t both low-income 
mobile telephony users by means of the CPP scheme and mobile 
service users who value being connected to mobile telephony and 
fi xed telephony users and who would thus be willing to pay the air 
time rate, as is mainly the case for companies.

Factors that Infl uence the Performance of 
Mobile Telephony

This section includes an econometric analysis using panel data of the 
main variables that affect mobile telephony (Eduardo Martínez 
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Chombo prepared the econometric model estimation). The mobile 
telephony performance variables employed in this analysis were 
average revenue per minute, average minutes of use per user, and 
mobile telephony penetration. The explanatory variables were GDP 
per capita in thousands of U.S. dollars (as the economic performance 
proxy for each economy), the percentage of prepaid lines, a dummy 
variable for the payment modality (CPP scheme = 1, other schemes 
= 0), a dummy variable for number portability, the market share of 
the two major carriers, and the number of carriers in the market. 
(Note that for the market share of the two largest telephone compa-
nies and the telephone number portability dummy, the coeffi cients 
were insignifi cant.) The analysis used annual information (calcu-
lated as the average of quarterly values) from 50 economies for 
2001–05 as reported by Merrill Lynch (2006). In the case of infor-
mation on dichotomous variables that do not vary over time, such 
as payment mode and number portability, the estimation used the 
random  effects method. Table 9.8 summarized the results of the esti-
mations. The estimate was performed on unbalanced panel data. In 
the fi nal report, variables with less than 10 percent signifi cance were 
sequentially eliminated.
The main results are as follows:

•  When compared with the RPP scheme, the CPP scheme tends 
to reduce the use of mobile telephony while increasing revenues 
per minute.7 This confi rms that the CPP scheme is linked to 

Table 9.8 Panel Data Regression Results

Variable

Revenue per 
minute

(U.S. cents per
minute)

Minutes 
of use

(minutes per
month)

Penetration 
of mobile
telephones 
(percentage 
of all calls)

Number of companies −1.4643* — 4.7284*
CPP 6.2210* −95.792* 17.416*
Prepaid — −0.7933* —
Per capita GDP 0.2719* 1.7808* 1.9039*
Constant 13.165* 260.06* −5.3488
R2 0.33 0.39 0.52
Number of observations 224 176 247
Number of countries 48 46 50

Source: Author’s calculations based on data from the International Monetary 
Fund’s world economic outlook database and Merrill Lynch 2006.

Notes: * = 1 percent signifi cance. — = Not included in the regression.
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high interconnection rates. High rates lead to a decreased use 
of mobile telephony,  which is particularly ineffi cient because of 
the high price of terminal devices and the tendency of mobile 
carriers to replace them periodically, regardless of how much 
they have been used. When the cost of the terminal device has 
to be amortized in fewer air time minutes, the cost of providing 
air time increases.

•   Penetration levels are higher with the CPP strategy. Intercon-
nection rates place limits on off-net rates, so the competition 
focuses on offering subsidized terminal devices, replacing the 
devices frequently, and/or maximizing on-net call rates. In addi-
tion, this payment scheme fosters the connection of terminal 
devices whose main objective is to receive calls.

•   GDP per capita has a positive relationship with minutes of use 
and mobile telephony penetration variables. GDP per capita 
also has a positive effect on revenue per minute, which is 
explained by the presence of 16 European countries in the sam-
ple (32 percent of the total). In those high-income countries, 
interconnection rates were elevated, which was evidenced by 
high usage per minute prices.

•   Of the two variables used to measure competition in the market 
(number of companies in the industry and market share of the 
two largest companies), the results suggest that the number of 
participating companies is the most relevant. This is probably 
explained by the high entry barriers to the telephony market 
that make competition dependent on the number of current 
competitors. The results also highlight that the fewer the num-
ber of companies, the more revenue they earn (negative sign of 
the coeffi cient). They also indicate that countries with few 
mobile telephony companies have less penetration (positive 
sign of the coeffi cient). All this suggests that in countries with 
few participants in the industry, the companies hold market 
power.

•   As concerns the existence, or not, of the portability of mobile 
numbers, this variable did not signifi cantly affect any of the 
three mobile telephony indicators analyzed.

•   The prepayment variable was important only in the regres-
sion of the minutes of use. Extensive use of a prepayment 
system reduces the time of use of mobile telephony. This 
might be because prepayment system prices are higher than 
those of postpayment systems and prepayment users face 
temporary liquidity limitations, and thus, when they are 
recurrently left without credit, prepayment users are briefl y 
compelled to reduce their consumption.
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Development of Broadband 

The telecommunications industry has undergone rapid technological 
change in recent decades. Network capacity has been doubling every 
6 to 12 months since 1997. This change has allowed the introduc-
tion of new and better quality services, including those related to the 
Internet, that require huge amounts of bandwidth. These services 
have improved business productivity and welfare, as Crandall and 
Charles (2001) fi nd for the United States, estimating an annual con-
sumer surplus gain of between US$270 million and US$420 million 
because of more rapid adoption of broadband services. 

As defi ned by the OECD, broadband is an Internet connection at 
one-way speeds greater than 256 kilobits per second where the user 
is permanently connected. Broadband development has been strongly 
linked to that of the Internet, because the delivery of new content 
demanded greater bandwidth. 

The positive impact of broadband use on economic performance 
has been well documented (Crandall and Charles 2001; Ford and 
Thomas 2005; Jorgenson 2004; Lehr and others 2005; Litan and 
Rivlin 2001; Minges 2006). For the United States, Lehr and others 
(2005) show that broadband use is connected to favorable economic 
development, employment, wages, and investment. In the case of 
developing countries such as Mexico, the benefi ts of this technology 
are signifi cantly higher, because it can be a valuable instrument for 
educating and training large and scattered segments of the popula-
tion. By promoting broadband penetration, governments could fos-
ter equity as well as growth within society. In addition, broadband 
could help make public administration more effi cient by enabling the 
provision of public services, facilitating the payment of taxes, foster-
ing greater transparency, and improving accountability.

Broadband in Mexico

Until 2001, TELMEX introduced broadband Internet services over 
its copper lines, known as digital subscriber lines. Broadband adop-
tion in Mexico has been slow compared with countries that started 
to introduce broadband at the same time, such as the Czech Repub-
lic, Hungary, and Poland, and with countries where it started later, 
such as Ireland and the Slovak Republic (fi gure 9.9).

Mexico’s delay in adopting broadband is a consequence of several 
factors, among which the following stand out: (a) the lack of a pol-
icy to increase competition by unbundling or leasing local subscriber 
loops, (b) the delayed authorization to cable television companies to 
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provide broadband services, and (c) the restrictions that TELMEX 
has imposed on broadband use. 

Local loop unbundling is particularly useful in fostering competi-
tion in countries with few broadband access alternatives where con-
ventional telephony networks dominate. Unbundling allows users 
with telephone service to access broadband through providers that 
lease the local loop from the dominant carrier’s network. Mexico is 
the only OECD country that has not introduced broadband compe-
tition by unbundling or leasing local loops. In light of TELMEX’s 
opposition, the possibility of unbundling local loops has not even 
been discussed. By contrast, TELMEX has backed unbundling out-
side Mexico, notably in 2004, when the Chilean government asked 
for responses to its proposed framework for network unbundling.

One example of the impact that unbundling could have on tele-
phone rates and quality of service is Orange in Spain, a subsidiary of 
France TELECOM. This carrier leases local loops from Telefónica and 
is currently offering a €39 (US$54) package per month that includes 
ultra-broadband service (20 megabits per second) that is fi ve times 
faster than the fastest service TELMEX offers (4 megabits per second) 
at one-tenth the price, unlimited local and long distance calls, and 
1,000 minutes of international long distance calls to 25 countries.

Another clear example can be seen in fi gure 9.10. Even though 
both Japan and Mexico introduced digital subscriber line offerings 
at roughly at the same time, Mexico has far fewer broadband users. 

Figure 9.9 Broadband Penetration Per 100 Inhabitants, 
Selected Countries, 2006

Source: OECD 2006.
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One of the reasons for this difference is that Japan allowed the 
unbundling of loops whereas Mexico did not.

Even though the 1995 Federal Telecommunications Act did not 
restrict public telecommunications networks from providing new 
services, the authorities did not let cable television companies begin 
to supply Internet access until 2003. In contrast, by 2002, cable 
television companies in 26 other OECD countries were already 
offering their users broadband Internet access. 

The entry of cable television companies into the broadband mar-
ket in Mexico could have signifi cant effects on welfare, because their 
networks cover up to 55 percent of the population. These effects 
include the following:

•   Cable television companies would offer the same services 
TELMEX does but at lower prices. Cable television companies 
have entered the market with lower rates: a 2 megabits per 
second connection costs residential cable television users 
between 8 to 35 percent of what TELMEX charges and busi-
ness users 28 to 47 percent of what TELMEX charges.

•   By competing, the cable television industry would stimulate 
lower rates, faster speeds, more innovation, and/or better quality 
of services. TELMEX recently decided to increase its users’ broad-
band Internet speed without raising its rates, probably because 
of increased competition from cable television companies.

•   Users would have more options to choose from. Note that 
TELMEX’s slowest residential speed is 512 kilobits per second, 
whereas several cable television companies offer slower speeds 
at much lower prices, which would help an important segment 
of the population be incorporated into the market, especially 

Figure 9.10 Evolution of Number of Broadband Internet 
Subscribers, Japan and Mexico, 2000–05

Sources: OECD, COFETEL, and Japan Ministry of Public Management data.
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lower-income users, and would let users select the price and 
speed combination that is best for them.

Finally, TELMEX has limited the applications and services offered 
over the Internet. TELMEX’s service contracts ban customers from 
using broadband for voice over Internet protocol (VoIP) services, 
which are much less expensive than traditional switchboard net-
work technology. TELMEX has also forbidden broadband resellers 
from providing VoIP through its network.

Broadband and Content

Demand for broadband depends on the applications and content 
available to users. The more applications broadband can offer, such as 
VoIP, the greater the demand and, therefore, the faster it is adopted. 

A connection exists between broadband supply and broadband 
providers’ access to content such as television channels, and it is in 
the interests of broadband providers to obtain exclusive content to 
have a competitive edge on the market. If a broadband provider has 
limited or no access to content or must operate under unfavorable 
conditions in relation to another provider, it might be unfairly pushed 
out of the broadband market. For example, one of the main reasons 
Direct TV left the pay television market in Mexico was because it 
could not have access to Televisa’s free-to-the-air programming, 
while its rival SKY could. 

So far, the Internet has fostered free distribution of content and 
applications, which has led to a boom that has benefi ted users and that 
has, in turn, spurred broadband demand. However, the possibility that 
Internet access providers might follow discriminatory practices is 
high, particularly given the enormous concentration of broadband 
provision and content in Mexico whereby two television broadcasting 
companies dominate the content market. This could lead to agree-
ments among the major broadband and content providers that would 
limit both content offerings and competition in the broadband mar-
ket. The economic costs could be high in terms of lower broadband 
penetration, little content variety, and higher prices.

Concern is not limited to agreements between two or more broad-
band and content providers, but also applies to vertically integrated 
companies such as TELMEX, because it is not always in their inter-
ests to allow users to have unlimited access to applications and con-
tent. As noted earlier, this is particularly true for services that compete 
with those broadband providers offer such as VoIP services. Thus, the 
service contract of TELMEX’s broadband offering bans customers 
from simultaneously using other available applications. 
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In relation to this issue, the U.S. Federal Communications Com-
mission defi ned its stance in its Internet freedom principles published 
in 2005. These principles stated that to foster broadband penetra-
tion and to preserve and advance the open and interconnected nature 
of the public Internet, consumers have the right to use the applica-
tions of their choice. Allowing telecommunications service providers 
to make unrestricted offerings to broadband users may have a simi-
lar effect to that of local loop unbundling. Indeed, the U.S. Federal 
Communications Commission forbade AT&T the privilege of 
degrading any applications transmitted through its broadband. 

More recently, as a result of a lawsuit by an Internet service pro-
vider and the Offi ce of the National Economic Attorney, the Chilean 
Court for the Defense of Free Competition fi ned the dominant fi xed 
telephony carrier approximately US$1 million for blocking VoIP 
providers. The court ordered the carrier to eliminate any clauses 
from its contract that banned or limited the use of services provided 
by independent vendors. It also ordered the company to abstain 
from restricting or hampering broadband use, in any manner, con-
tractually or in practice, in the future.

Broadband access providers can restrict or discriminate against 
content or applications on their networks in several ways. For 
example, they can prioritize certain types of services or applica-
tions on the network, thereby affecting the quality of the content 
or services provided by third parties. Network providers can also 
use a variety of tools to block content. For instance, bit caps limit 
the number of bits a user can send out per month, notwithstanding 
bandwidth, while so-called walled gardens block third party’s con-
tent or services (as is currently the case for the VoIP provider 
Skype), which the authorities in Mexico justify by noting that these 
providers require concessions that the authorities have not been 
willing to grant. 

The following is a list of alternative measures the government 
could use to foster access to telecommunications content and ser-
vices and, thereby, stimulate Internet demand:

•   Ban Mexican companies from making exclusive or discrimina-
tory arrangements with content or broadband providers. Free 
content, such as local television and radio, should also be avail-
able for free on the Internet (maintaining the restriction that 
local television advertising must be broadcast). The aim would 
be to increase Internet content, attract users to the Internet 
platform, and avoid the traditional television platform from 
being favored over the Internet.
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•  Encourage alternative broadband access platforms.
•  Introduce competition by unbundling loops on TELMEX’s 

 network. 
•  Counteract the market power of Televisa and Televisión Azteca 

in the fi eld of content by promoting competition in the television 
industry and allowing entry by foreign companies that broadcast 
in Spanish and are committed to creating domestic content. 

•   Require structural separation between providing broadband 
services and providing access to content, at least for the major 
content and broadband providers. 

Municipal Use of the Radio-Electric Spectrum to 
Provide Broadband Services

One way to encourage broadband is to allow cities, municipalities, 
or states to offer this service jointly with telecommunications  carriers. 
Several municipal projects to deploy wireless broadband networks 
are currently under way in cities such as San Francisco, Philadel-
phia, and Singapore. The governments of these cities plan to offer 
broadband Internet access for free at speeds of 256 to 512 kilobits 
per second and at reasonable prices at speeds above 1,000 kilobits 
per second.8 

Development of these types of projects is partially due to the 
emergence of new wireless access technologies, namely, Wi-Fi and 
Wi-MAX, that allow entrants to deploy citywide networks in a short 
period of time and with only a small investment. Compared with 
wire-line networks, wireless deployments are faster and cheaper, 
because a single antenna may cover large areas. Chaska County, 
Minnesota, for example, installed a wireless network that covers the 
whole county with an investment of only US$600,000. As a result, 
the monthly rate consumers pay for broadband service is US$15.99 
(Tropos Networks 2004).

Another driver of such municipal projects is the availability of 
unlicensed frequency bands. Experts have indicated that designat-
ing a greater portion of the radio-electric spectrum as unlicensed, 
particularly in the low frequency bands, would trigger broadband 
service offerings and innovation in mobile technologies and appli-
cations (Lehr 2004). The availability of unlicensed spectrum and 
relatively inexpensive equipment has led to an increase in the num-
ber of hotspots: public sites with wireless Internet access such as 
coffee shops, airports, and universities. The United States, for 
example, has more than 150,000 hotspots serving close to 30 mil-
lion users (Federal Telecommunications Commission 2006).
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Potential Benefi ts of Municipal Wireless 
Broadband Networks 

According to a report by the U.S. Federal Telecommunications Com-
mission (2006), municipalities should provide broadband services 
for three basic reasons. First, dominant telecommunications carriers 
have restricted broadband service offerings; thus, municipalities 
could represent an alternative for consumers. Second, municipalities 
could use the networks to improve the services they provide. Third, 
wireless broadband services could produce positive externalities, 
such as attracting or keeping companies or accelerating the adoption 
and use of new, benefi cial technologies in a community. 

Wireless networks could also let states and municipalities offer 
long distance health and educational services, thereby lowering cov-
erage costs. Other services for which wireless networks might prove 
useful are consulting criminal, driving license, and fi ngerprint data-
bases; providing wireless communication services for fi re fi ghting 
and ambulance operations; and undertaking distance metering and 
billing of public utilities such as water and power.

Another argument for municipal wireless broadband networks is 
that installing wireless networks could be less expensive than install-
ing wire-line networks, especially in areas with low population den-
sities. In addition, public provision of wireless broadband could be 
more effi cient than private provision, because it avoids costs related 
to the negotiation of rights of way to install antennas. Note that 
municipalities should consider equity issues when deciding to pro-
vide services; subsidies may be justifi ed to provide service in unprof-
itable areas.

Finally, municipal wireless networks could represent an alterna-
tive to the dominant carrier network; thus, telecommunications car-
riers could offer telephony services to the community.

Status of Wireless Broadband in Mexico

Mexico currently has few wireless broadband providers. Multivi-
sion is a wholesale and retail wireless broadband service provider 
that provides service to the three main cities using pre-Wi-MAX tech-
nology in the 2.5 gigahertz band. Another carrier that recently 
started offering wireless broadband services is Iusacell in the per-
sonal communication system band. Some frequency bands have already 
been assigned, but concessionaires are not using them. In 1998, 
TELMEX and UNEFON each obtained access to 50 megahertz in 
the 3.5 gigahertz band, which has been declared suitable for provid-
ing broadband services based on Wi-MAX technology, but have not 
yet provided any service on it. 
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Unlicensed spectrum could represent a means for encouraging 
wireless broadband deployments. In Mexico, certain spectrum ranges 
were declared unlicensed for broadband services according to a 2006 
agreement (Federal Offi cial Gazette 2006). TELMEX is currently 
using the 2.4 gigahertz unlicensed band to offer wireless broadband 
services to its clients through its Prodigy Móvil (Wi-Fi) brand.9 

Under current regulations, states and municipalities could oper-
ate broadband networks on unlicensed frequency bands, as occurs 
in other countries. These networks should offer nondiscrimina-
tory access to all carriers interested in providing services through 
them. In the United States, bills to this end have already been 
introduced. Because Mexico’s Federal Telecommunications Act 
allows only concessionaires to negotiate interconnection agree-
ments, municipalities will have to strike alliances with concession-
aires so that they can offer not only wireless broadband Internet 
services, but also telephony services. 

Aside from the unlicensed bands, the federal government could 
assign dedicated-use frequency bands, through the social coverage 
mechanism of the Federal Telecommunications Act, to public–private 
partnerships in municipalities or cities. For example, some frequen-
cies in certain bands have not yet been assigned. Those bands could 
operate with Wi-MAX equipment, which transmits data at faster 
speeds and over longer distances than Wi-Fi (OECD 2006). 

With the advent of digitalized television signals, the United States 
has begun to auction off spectrum in the 700 megahertz band to 
companies offering wireless broadband services, among others. 
Although Mexico is also transitioning toward digital television, the 
government has still not established a policy to release spectrum as 
soon as possible for other uses. The policy for the transition to digital  
television in Mexico sets deadlines for television station concession-
aires to make digital replicas of the analog channel, but does not 
specify a date for turning off the analog channels (Federal Offi cial 
Gazette 2004). 

Consumer-Related Issues 

This section discusses the impact of Mexico’s telecommunications 
regulatory framework on consumer welfare.

Empowering Consumers

Class action suits are important to lower the costs of legal represen-
tation to dispersed clients, each of whom may have only a small 
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claim. Mexico has made progress in this regard, because the 2004 
Federal Consumer Protection Act states that the Federal Consumer 
Advocate’s Offi ce can fi le class action suits before the courts without 
needing to present any guarantees. However, the offi ce is constrained 
by the need for interested parties to prove that they have suffered 
damages,  which, in some cases, makes the class action nonviable (for 
example, in the case of gas stations or distributors that cheat con-
sumers by charging for full liters but do not dispense full liters). Why 
the Federal Consumer Advocate’s Offi ce is the sole legal entity that 
can fi le these types of suits is still unclear.

Double Billing Calls

On November 30, 1994, the Ministry of Communications and Trans-
port authorized TELMEX to charge the cost of a local call to all long 
distance calls, to calls to 1–800 numbers, and to mobile telephones, 
which means customers are being billed twice for using the local net-
work. In the case of long distance calls, consumers pay for the long 
distance call to the long distance carrier that, in turn, pays two inter-
connection rates: one to the local carrier originating the call and 
another to the local carrier terminating it. Interconnection rates cover 
the costs local carriers incur for originating and terminating long dis-
tance calls. In addition, local carriers of originating calls charge their 
customers for a local call, which once again covers the cost of originat-
ing and terminating the call. Therefore, local infrastructure is paid for 
twice; that is, both the long distance carrier and the subscriber pay.

For international long distance calls originating in Mexico, essen-
tially three payments are made for using the local infrastructure of 
origin, one by the long distance carrier and two by the subscriber. In 
2005, TELMEX revenues from double billing long distance calls 
amounted to US$0.48 billion (fi gure 9.11), or 3.9 percent of its total 
revenues in Mexico. 

On calls to 1–800 numbers, the subscriber pays the carrier provid-
ing the service for the calls it receives, whether local or long distance. 
The local carrier also charges the subscriber for a local call when these 
numbers are dialed. In addition to this charge to the consumer, carri-
ers also have to pay TELMEX for billing and collection services.

Rounding Up Minutes or Charging Per Minute

In Mexico, calls to mobile telephones and long distance calls are 
charged per minute, and these charges are rounded up to the next 
minute. For example, if a customer makes a 1.5-minute call, the 
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customer is billed for a 2-minute call, representing a surcharge of 
33 percent. In other words, consumers pay an additional percentage 
on top of the cost of their call for time they never used. This kind 
of rounding up is not transparent for consumers and violates the 
Federal Consumer Protection Law, which prohibits charging users 
for a service that is not used. Technology permits tracking calls by 
the second.

Enabling Portability of Numbers

In Mexico, number portability is technologically feasible and has 
been legally binding for a number of years. At present, however, 
subscribers are made to change telephone numbers when they switch 
carriers, which is extremely inconvenient and poses a barrier to mak-
ing the change.

The benefi ts of number portability include the following:

•   cost savings for subscribers who switch service providers, 
because portability eliminates the expense of having to inform 
third parties of the new number and subscribers do not miss 
possible business opportunities or other calls; 

•  cost savings for subscribers making calls to users who have 
switched providers, because portability eliminates the costs 
and time connected with users who have to obtain the new 
number; and

•  enhancements to service effi ciency and quality, as well as price 
reductions because of increased competition. 

Figure 9.11 TELMEX Revenues from Charges to Fixed 
Telephone Consumers on Long Distance Calls, 1999–2005 

Source: Author’s estimate based on TELMEX annual reports.
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COFETEL began a process to allow for the portability of geo-
graphic and nongeographic numbers. Portability is expected to be 
implemented by late 2007. Users would incur a charge for adminis-
trative expenses only. 

Conclusions

When TELMEX was privatized in late 1990, a signifi cant part of the 
country’s infrastructure was concentrated in the hands of this one 
company, which was also granted a substantial rate increase and tax 
reduction. Moreover, when TELMEX was privatized it was shielded 
from competition for six years in the profi table domestic and inter-
national long distance markets. For all practical purposes, the com-
pany was also sheltered from competition in local telephony, because 
the government failed to establish interconnection rules until 1999. 
Furthermore, the more relevant coverage obligations were imposed 
on TELMEX until only 1994.

TELMEX has exercised its substantial market power unchecked. 
With the privatization, the Ministry of Communications and Trans-
port took on key supervision, sanction, and control functions for 
which it was poorly prepared. Improving its skills in these areas was 
discouraged, because each time ministry technical departments tried 
to impose sanctions on TELMEX for noncompliance, they were 
rejected by their superiors. This rejection obviously frustrated the 
ministry staff, which, in turn, led to no follow-up of TELMEX’s 
compliance with its concession-related obligations.

When the 1995 Federal Telecommunications Act was enacted, 
the government had an opportunity to create an agency with techni-
cal autonomy to supervise and regulate TELMEX and the industry. 
Initial drafts envisaged a telecommunications commission with that 
authority, but the articles dealing with the detailed enforcement 
powers of the regulatory entity were deleted. COFETEL was set up 
by a general article as an agency of the Ministry of Communications 
and Transport in such a way that it lacked the power required for 
effective regulation. 

Mexico was also short of other institutions that could countervail 
TELMEX’s market power. For example, in November 1994, when the 
Ministry of Communications and Transport authorized TELMEX to 
charge both the long distance rate and the cost of a local call for long 
distance calls, no consumer advocacy groups were in place that could 
have challenged the authorization. The opaque manner in which this 
charge was introduced meant that for years most consumers were 
unaware of what they were being charged for. The Federal Consumer  
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Advocate’s Offi ce was not involved in the problem and, in any case, 
would probably have been unable to disallow the charge.

The defense of consumers’ rights before the federal courts faces 
two signifi cant limitations. First, amparos do not have effects on all 
parties, but rather are binding only upon the parties involved in the 
proceedings. Second, contrary to the custom in other countries, 
when juridical proceedings are fi led before the federal courts regard-
ing regulatory measures issued by the telecommunications regulat-
ing agency, users (individually or collectively) cannot participate in 
the corresponding amparo. This is the case for the suits currently 
fi led against the CPP scheme in long distance. The rationale is that— 
according to judicial criteria—users have only an economic, not 
juridical, interest in COFETEL’s rulings and, therefore, cannot be 
party to the suit. 

As for competition policies, even though Mexico’s constitution 
bans monopolies, it did not have both the legislation and the agency 
to deal with economic competition issues until mid-1993, plus the 
CFC’s capacity to enforce its resolutions before the courts has been 
limited. It has been unable to implement many of the sanctions it has 
imposed, as was the case with the declaration of TELMEX’s domi-
nance in the market in late 1997, which the courts recently rendered 
null and void. 

Because of the country’s institutional weaknesses, it has been 
unable to prevent practices that harm competition and consumers. In 
light of the huge technological changes in the sector and to foster 
competition, preventing existing dominant carriers from forming 
monopolies with new technologies or standards is extremely impor-
tant. This would be the case for Wi-Fi, power line communications, 
digital subscriber lines, VoIP, and so on, because these technologies 
have the potential of opening increasingly important telecommunica-
tions markets to competition. To date, the authorities’ performance 
has been lackluster. TELMEX has monopolized digital subscriber 
line technology, which uses telephone-line copper pairs to provide 
broadband access, because no policy regarding local loop unbundling 
is in place. Power line communications technology runs a similar risk 
of monopolization if, instead of being operated by the Federal Elec-
tricity Commission, a decision is reached for its commercial applica-
tions to be undertaken by a dominant company. 

Mexico can, however, overcome its tardiness in embracing broad-
band and place itself on the cutting edge. Proper management of the 
radio-electric spectrum by the state is crucial. So far, allocation of 
the spectrum has been concentrated among just a few players. Those 
players sometimes seem to acquire the spectrum either to warehouse 
it and prevent it from falling into the hands of third parties who 
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would then offer services or to secure it so they can resell it to major 
 carriers. In the case of Wi-Fi standards, because equipment operates 
on bands that have recently been declared unlicensed, cities or 
municipalities, in association with concessionaires, might be able to 
develop low-cost broadband networks for offering competitive tele-
communication services to citizens.

The underlying question is therefore how Mexico can change the 
status quo. It now has the Telecommunications Law, which, although 
obsolete in certain regards, has fundamentals that are still valid. In 
addition, Mexico has signed international agreements such as the 
World Trade Organization’s Fourth Protocol to the General Agree-
ment on Trade in Services. The protocol includes a reference paper 
on basic telecommunications that clearly stipulates key issues regard-
ing proper interconnection of networks, anticompetitive practices, 
and even appropriate operation of a regulatory agency. The paper 
notes that regulatory agencies are to be independent of all basic 
services vendors and that agency decisions must be impartial with 
regard to market participants.

Mexico could achieve a good deal simply by complying with the 
provisions of the Federal Telecommunications Act and the reference 
paper, as well as by ensuring clear separation between the major 
carriers and the regulatory agency.

Notes

 1. Condition 8–4 of the concession certifi cate requires that if TELMEX 
engages in monopolistic practices in any or several of the services it provides 
and cannot prove otherwise, the Ministry of Communications and Trans-
port can (a) revoke authorization according to the terms and conditions 
established in the law or in regulations in effect, or (b) ban TELMEX from 
providing services for a fi ve-year period or for an undefi ned period of time.

 2. In 2000, COFETEL established 39 specifi c obligations for TELMEX: 
18 pertaining to rates, 12 to quality of service, and 8 to information, and 1 
stating the goal of the regulation and the relevant markets it covered. 

 3. According to the July 1, 1994, resolution and the long distance rules 
of June 20, 1996, all local areas are open to competition through the presub-
scription service (whereby competitors interconnect with TELMEX in areas 
where it has digital connections). TELMEX’s network has been entirely dig-
ital since 2000. Thus, it could provide this presubscription service through-
out the country, but has yet to do so. 

 4. Apparently, some local carriers are unwilling to enter the market to 
avoid payment of the long distance interconnection rate, and so to provide 
public telephony services, they lease lines from TELMEX.
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 5. The assumption that call traffi c is uniform overestimates the average 
cost if we consider that users prefer to make more on-net calls than off-net 
calls. The Telefónica average cost per minute would decrease by a smaller 
proportion than the TELCEL average cost, because Telefónica users cannot 
minimize their off-net calls as much as TELCEL users. In this scenario, the 
negative effects of high interconnection rates on the competition could be 
greater than estimated.

 6. The act assumed that negotiations would be carried out to determine 
interconnection rates because one of the parties would want to lower the 
rates while the other party would want to keep them high. The law did not 
consider the case in which both parties would be willing to keep intercon-
nection rates high for the benefi t of one or both of the companies involved, 
albeit to the detriment of competition and consumers.

 7. There is a double accounting of minutes per user in countries using 
the RPP system. This is because on-net calls are billed twice, once for the 
calling party and again for the receiving party. Under the CPP system, only 
the party making the call is billed. Data for countries using the RPP system 
have been adjusted downward by 20 percent as a way to compensate for the 
double billing.

 8. For more information, visit http://www.sfgov.org/site/tech_connect_
index.asp?id=36612; http://www.wirelessphiladelphia.org/; http://www.ida
.gov.sg/idaweb/marketing/infopage.jsp?infopagecategory=factsheet:wireless
&versionid=2&infopageid=I3928. 

 9. For more information, visit http://www.telmex.com/mx/hogar/ai_
pdgyMovilInicio.html.
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10

Priorities for 
Telecommunications 
Reform in Mexico

Roger G. Noll

In the preceding chapter, del Villar provides extensive details about 
telecommunications policy and performance in Mexico. As docu-
mented there, although prices have fallen and utilization has increased, 
the telecommunications sector remains more expensive and less devel-
oped than it could be, mainly because of the continued dominance of 
a largely unregulated provider, Teléfonos de Mexico (TELMEX), and 
its mobile sibling, RadioMóvil Dipsa, known as TELCEL.

This chapter is intended as a companion to chapter 9 in two ways. 
First, it provides additional information about and analysis of the 
performance of Mexico’s telecommunications system in comparison 
with systems in peer nations. Second, this chapter examines the rela-
tionship between the performance of the telecommunications indus-
try and its structure and governance institutions and identifi es changes 
in the structure, rules, and procedures of telecommunications regula-
tion that would likely improve the sector’s performance.

Overview of Telecommunications Reform 

Research on privatization and regulatory reform reaches two pro-
foundly important conclusions: privatization almost always improves 
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performance, but postprivatization governance institutions and 
market conditions are extremely important in determining the mag-
nitude of the improvement (see, for example, Armstrong, Cowan, 
and Vickers 1994; Levy and Spiller 1996; Noll 2000; Ramamurti 
1996; Wellenius and Stern 1994; World Bank 1995). The history of 
telecommunications in Mexico is consistent with both conclusions.

From the Great Depression until the late 1980s, in nearly all 
nations, developing and industrialized, a ministerial state-owned 
enterprise operated the telephone system.1 Mexico was among the 
last to nationalize telecommunications, converting the fi rms in the 
industry to ministerial state-owned enterprises only in 1972. During 
the period of nationalization, the telecommunications sector suf-
fered from underinvestment, high operating costs, and prices that 
were too low to recover costs. The central government fi nanced the 
resulting operating losses. As a result, Mexico, like many other 
nations, began to consider major reform in the 1980s, and by 1989 
it had concluded that the best option was privatization.

The political origins and intent of telecommunications restructur-
ing in Mexico were unexceptional. Poor performance, stricter fi scal 
controls, and commitment to a more open economy led Mexico to 
consider privatizing a long list of industries. Telecommunications 
was an attractive target because of its strategic signifi cance in a trade-
oriented growth policy, the potential for signifi cant improvements in 
service, the opportunity to derive substantial revenues from the sale, 
and the prospect of using the political cover that privatization offered 
to raise prices and eliminate a fi scal drain on the budget.

Since the decision to restructure the industry was made, Mexico’s 
telecommunications sector has undergone a dramatic transformation. 
In December 1990, the government sold TELMEX to a consortium 
that included a large Mexican company, Grupo Carso, and Southwest 
Bell, an American local exchange carrier. The reformed entity started 
operating in 1991. In the amendments to its concession that accom-
panied privatization, TELMEX was given a seven-year monopoly in 
domestic and international telecommunications services, accompa-
nied by investment and pricing commitments. Initially, TELMEX was 
not regulated except in terms of the enforcement of the concession by 
the Ministry of Communications and Transport (Secretaría de Comu-
nicaciones y Transportes, or SCT). Thus, for the fi rst few years, 
TELMEX was an almost completely unregulated monopoly.

In 1995, the Federal Telecommunications Law was passed. This 
law adopted a policy to create a fully private and, eventually, com-
petitive industry, and established a regulatory framework to apply 
during the period in which TELMEX would dominate the industry. 
A 1996 presidential decree created the Federal Telecommunications 
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Commission (Comisión Federal de Telecomunicaciones, or COFETEL) 
to implement the regulatory framework. Although headed by an 
independent commission, COFETEL was designed to be under the 
control of the SCT. In the next few years, some competition 
emerged as entrants were given concessions to operate in long dis-
tance, mobile, and fi xed local access telephony, but competition 
suffered because COFETEL was a weak regulatory agency that 
could not cope with Telmex’s entrenched power as the incumbent 
former monopolist.

Converting a ministerial, state-owned enterprise into a reason-
ably independent corporation,2 whether mostly publicly owned or 
completely privatized, usually results in a substantial improvement 
in performance. Because of the legal status of corporations in most 
nations, corporatization increases a fi rm’s fi nancial security and 
independence, which in an industry like telecommunications—with 
little risk and substantial demand—virtually guarantees that a fi rm 
will be financially viable. Consequently, after corporatization, 
investment increases, service quality improves, capacity grows more 
rapidly, waiting lists for new service and repair become shorter, 
fi nancial performance is stronger, costs are lower, and prices become 
better aligned with costs.

Research on telecommunications restructuring in developing 
nations concludes that the types of reforms introduced in Mexico 
should improve performance. Fully privatized fi rms usually perform 
better than corporations that are mostly publicly owned, but this 
difference is small compared with the advantages that both organi-
zational forms have over ministerial state-owned enterprises. The key 
point is that effi ciency is substantially improved if the telecommuni-
cations operator faces a hard budget constraint and is relatively free 
from political interference in its day-to-day business decisions. If 
competition is strong, even if limited to a few fi rms, performance is 
improved even more.

Mexico’s experience is consistent with these generalizations. After 
the telecommunications sector was restructured, its performance 
improved signifi cantly. From 1990 to 2005, the number of wire-line 
telephones in service almost tripled, increasing from 6.4 million 
to 18.9 million. Wireless telephony grew from nothing to nearly 
50 million telephones by 2006. Yet the limited scope of competition 
apparently caused the improvements to be less than could have 
been achieved.

Mexico’s performance in telecommunications is not impressive 
when compared with other nations at a comparable state of develop-
ment. Table 10.1 contains data about telecommunications penetra-
tion for Mexico and 12 nations that form a reasonable peer group 
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Table 10.1 Telephone Penetration, Mexico and Selected Peer Nations, 2005

Country

Per capita GDP 
(US$ thousands 

purchasing 
power parity

Population 
(millions) Fixed Wireless

Total fi xed and 
wireless

Internet 
utilization rate

Argentina 13.9 39.3 22.4 56.2 78.6 25.4
Brazil 8.2 186.1 22.8 46.3 69.1 13.9
Bulgaria 8.6 7.5 33.3 82.7 116.0 29.3
Chile 11.5 16.0 21.3 66.3 87.6 41.9
Colombia 7.4 43.6 17.7 50.2 67.9 10.8
Malaysia 10.3 24.0 18.3 81.3 99.6 45.8
Mexico 10.0 106.4 18.3 44.6 62.9 17.5
Romania  8.9 22.3 19.7 60.1 79.8 22.0
Russian Federation 10.6 143.4 28.0 83.7 111.6 16.5
South Africa 12.1 44.3 10.6 76.7 87.4 11.5
Tunisia 7.9 10.1 12.9 56.4 69.3 9.4
Turkey 8.4 69.7 27.3 62.6 89.8 23.0
Venezuela, R. B. de 6.4 25.4 14.2 49.2 63.4 12.0

Sources: CIA 2006; World Bank World Development Indicators database.

Penetration of selected services per 100 households
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for Mexico. Telephone penetration per 100 households is the most 
commonly used indicator of the sector’s development. The list 
includes all nations except the Islamic Republic of Iran for which 
per capita gross domestic product (GDP) is within US$2,000 of 
Mexico’s and that have populations of more than 5 million, plus 
three Latin American nations that fall outside this income range, 
namely, Argentina, Colombia, and the República Bolivariana de 
Venezuela. All other Latin American nations are either poorer than 
the lowest-income nation in the group (the República Bolivariana de 
Venezuela) or have fewer than 5 million inhabitants.

In this peer group, Mexico is in the middle with respect to use 
of the Internet; however, Mexico’s Internet utilization rate is less 
than half that of the best-practice nations within the peer group, 
Chile and Malaysia, and is substantially behind that of Argentina, 
Bulgaria, Romania, and Turkey. With respect to access, Mexico has 
the lowest wireless penetration and the lowest total penetration of 
fi xed line plus wireless in the peer group. Colombia, Tunisia, and the 
República Bolivariana de Venezuela, the poorest nations in the peer 
group with per capita incomes more than US$2,000 below that of 
Mexico, all have more wireless telephones and higher total telephone 
penetration than Mexico. Even Ecuador, which has a per capita GDP 
of US$4,100, had wireless penetration of 46.3 percent in 2005, 
exceeding that of Mexico, and it had a total telephone penetration 
of 59.0 percent compared with Mexico’s 62.9 percent. Thus, Mexico’s 
telephone penetration represents the norm for nations with per cap-
ita GDP of around US$6,500 and best practice for countries with 
per capita GDP of roughly US$4,000.

The most plausible explanation for Mexico’s poor performance 
is that the industry was initially privatized as an unregulated 
monopoly and remains dominated by one fi rm that is only weakly 
regulated. The decision to create a temporary monopoly in telecom-
munications was controversial when it was made and remains so 
today (for a detailed history of the reform, see Mariscal 2002). At 
the time of privatization, the Mexican government intensely debated 
the form that privatization would take. Eventually, following the 
advice of management consultants, prospective investors, and some 
officials from international organizations, it decided to allow 
TELMEX to be a temporary monopoly and to postpone setting up 
regulatory institutions (the author was on the losing side of this 
debate; see Noll and Salas 1990).

The decision to create a monopoly was based on three arguments. 
First, foreign investors would pay substantially more to purchase 
TELMEX if it were a monopoly. Second, a monopoly facilitated the 
pursuit of a universal service objective: to serve households that 
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could not afford service that was priced to recover its full cost and 
to bring service to areas that were underserved because of diffi cult 
terrain, low population, or generally low incomes. Third, a monop-
oly was regarded as necessary to get a private fi rm to commit to a 
major investment program to improve service even to businesses and 
high-income households. Major investment would be required sim-
ply to eliminate the long waiting list for service and the high rate of 
failure in completing or holding calls.

The argument that monopoly leads to more investment and 
greater utilization is inconsistent with elementary economics. When 
privatized, a monopoly sells for more than a competitive fi rm if the 
monopoly is either unregulated or loosely regulated, because the 
purchaser of a monopoly buys a stream of monopoly profi ts, which 
is more valuable than a stream of competitive returns. By granting 
TELMEX a period of exclusivity and by deferring the establishment 
of a regulator, Mexico created a temporary monopoly that had the 
opportunity to earn substantial excess profi ts for many years. As a 
result, Mexico probably received a higher price for TELMEX than 
it would have received under privatization to either an effectively 
regulated monopoly or competition.

A high privatization price and subsequent monopoly prices for ser-
vices do not lead to greater investment and more service. In the absence 
of a substantial state subsidy for customers with a low ability to pay, 
high prices reduce the quantity of service that is demanded, so that a 
monopoly will undertake less, not more, private investment than a fi rm 
that—because of regulation or competition—charges lower prices (but 
prices that are still above the average cost of service). Meanwhile, 
under an unregulated monopoly, customers and, more generally, the 
Mexican economy suffer from an underdeveloped telecommunications 
infrastructure. Research on the privatization of telecommunications in 
developing countries bears out these simple economic arguments. 
Granting a temporary monopoly reduces network expansion by 
between 10 and 40 percent and the annual growth of telephone 
 penetration by more than two percentage points (Wallsten 2004).

The results for Mexico show that creating a monopoly in telecom-
munications did not deliver the benefi ts that were said to have moti-
vated the reform. Table 10.2 shows the penetration of telephone 
 service in Mexican states in 1998, the year after TELMEX’s exclusive 
rights came to an end. The table shows that telephone penetration in 
states with less than US$3,000 per capita GDP in 1999 was about 5 
lines per 100 households. Thus, the monopoly period did not result 
in anything remotely close to universal service in underserved areas.

The reason for the slow growth in telephone penetration during 
the exclusivity period is apparent in table 10.3, which shows the 
fi nancial performance of TELMEX in 1998 compared with that of 
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private telephone companies in the United Kingdom and the United 
States. Among these companies, TELMEX had by far the largest 
operating margin, with more than a third of its revenues going to 
operating profi t.3 Typically well-managed telephone companies have 
operating costs in the range of 75 to 80 percent of revenues, whereas 
TELMEX’s operating costs are in the range of 60 to 65 percent of 
revenues. TELMEX also had the lowest fraction of revenue and 

Table 10.2 Teledensity by District/State, 1998

District or state
Population 
(thousands)

Main lines 
per 100 

households US$ Growth (%)

Aguas Calientes 921 10.0 5,607 5.5
Baja California 2,333 16.3 6,235 5.9
Baja California Sur 397 13.7 6,828 5.0
Campeche 696 5.6 9,027 6.7
Coahuila 2,277 11.4 6,462 4.0
Colima 531 11.3 5,006 4.2
Chiapas 3,689 3.1 2,045 3.1
Chihuahua 3,003 11.5 6,502 4.4
Distrito Federal 8,582 27.5 7,334 3.3
Durango 1,463 7.7 4,276 3.7
Estado de México 12,635 9.4 7,334 3.3
Guanajuato 4,559 7.2 3,508 4.9
Guerrero 3,064 5.6 2,523 2.2
Hidalgo 2,225 5.1 3,071 3.4
Jalisco 6,284 13.3 4,777 4.7
Michoacán 3,978 6.9 2,635 1.8
Morelos 1,562 10.9 3,797 1.1
Nayarit 912 7.4 3,008 2.0
Nuevo León 3,778 17.8 8,420 5.6
Oaxaca 3,306 3.4 2,029 1.8
Puebla 4,894 6.7 3,346 6.2
Querétaro 1,344 9.0 5,803 6.1
Quintana Roo 831 9.2 8,944 9.0
San Luis Potosí 2,289 6.4 3,311 1.6
Sinaloa 2,553 8.4 3,733 0.6
Sonora 2,270 10.5 5,658 3.3
Tabasco 1,878 4.7 3,178 2.7
Tamaulipas 2,703 11.4 5,138 3.5
Tlaxcala 938 5.5 2,894 6.1
Veracruz 6,974 5.8 2,740 1.0
Yucatán 1,679 8.2 3,807 4.4
Zacatecas 1,339 4.9 2,711 2.0

Source: http://www.banamex.com/banamex/esem/c_indexesem_eng.htm, accessed 
May 2000.

  Per capita GDP (1999)
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profi t going to investment, despite the much more underdeveloped 
state of telecommunications in Mexico. These data show that priva-
tization to monopoly succeeded in creating monopoly profi ts, but 
the change did not succeed in inducing TELMEX to reinvest these 
profi ts to increase service.

Regulatory Institutions and Policies

Given that the industry was going to be a monopoly for nearly a 
decade and was highly concentrated for an indefi nite period there-
after, a well-designed regulatory system was essential to protect con-
sumers and—when competition was fi nally introduced—to prevent 
monopolistic abuses by the incumbent against entrants. Unfortu-
nately, Mexico never developed an effective regulatory system. The 
regulatory system  governing the transition from state-owned monop-
oly to privatized competition was put in place long after privatiza-
tion, is still not fully developed, and has not worked well because it 
has too little authority.

Economics research (for example, Estache and Rossi 2008; Kessi-
des 2004; Levy and Spiller 1996; Noll 2000) concludes that the design 
of regulatory institutions has a substantial effect on the performance 
of a regulated industry. Specifi cally, performance is better if

•  regulators are independent of both the legislature and the 
executive branch of government

• regulatory processes are open and transparent 

Table 10.3 Financial Performance of Selected 
Telecommunications Firms, 1998

Item TELMEX Ameritech
Bell 

Atlantic GTE
British 

Telecom

Total revenues 
(US$ millions) 8,187 17,154 31,566 25,473 25,138

Operating income 
(US$ millions) 3,111 4,193 6,627 5,336 5,151

Percentage of 
revenues 38 24 21 21 20

Capital 
expenditures 
(US$ millions) 1,235 2,954 8,675 4,940 4,775

Percentage of 
revenues 15 17 27 19 19

Source: http://yahoo.marketguide.com/mgi/MG.asp?rt=aincomstd&m=A0484, 
0444N, 1082N, 3642N, and 1306N, accessed May 2000.
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•  judicial review is speedy and the standards for judicial review 
focus on substance, that is, whether the agency acted within its 
mandate and had a reasonable basis for its decisions 

•  regulatory policy is designed to favor largely unregulated com-
petition, as opposed to monopoly or managed competition, 
wherever competition is feasible 

•  regulators are given substantial authority to compel the release 
of information from regulated fi rms to control the prices of 
monopoly services and to compel pro-competitive behavior 

•  regulation of the residual monopoly is oriented toward maxi-
mizing economic effi ciency, including suppressing monopoly 
pricing and anticompetitive behavior. 

Moreover, privatization is likely to be more successful when most, 
if not all, of these governance institutions, including the commitment 
to competition, are in place before privatization occurs. 

Despite problems with its governance structure, Mexico’s telecom-
munications policy produced several positive results. In 1996, 1997, 
and 1998, the government held successful auctions for electromagnetic 
frequency assignments for paging, cellular telephones, local micro-
wave distribution, and wireless personal communications services. 
Several companies entered wireless telephony, especially mobile 
service. The introduction of prepaid calling for radio telephones 
increased both penetration and usage, because these policies 
allowed customers to gain fi rmer control of the money they spent 
on telephone service.

Nevertheless, all the major regulatory issues about interconnec-
tion rules and prices remain incompletely resolved, primarily because 
(a) the front-line regulatory agency, COFETEL, lacks a statutory 
policy mandate; (b) the procedural and decision-making authority 
to issue decisive, timely regulations on issues that create signifi cant 
confl icts among the players in the industry; and (c) the power to 
enforce its regulations effectively after they have been adopted. As a 
result, the prospects for achieving high penetration and competitive 
pricing are not good.

Successful privatization of an infrastructure provider that was 
previously a state-owned monopoly requires an effective regulatory 
institution to cope with the incumbent’s power before competition 
can be fi rmly established. This institution must have several key fea-
tures if it is to be effective in optimizing the industry’s performance.

One requirement for effective regulation is that regulation must 
not become a de facto instrument for re-expropriating the capital 
investments of private companies. This goal requires that fi rms be 
able to charge reasonable prices that recover their costs.
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Regulation must also encourage effi cient investment. To do so, 
regulation must not impose requirements on regulated fi rms that 
raise their costs, but that do not improve the value of their service to 
their customers, and it must give regulated fi rms a signifi cant degree 
of latitude in making decisions about investment and employment.

At the same time, effective regulation must also avoid becoming 
an instrument simply for advancing the interests of fi rms in the 
industry. Effi ciency requires that prices be capped somewhere near 
the level that would emerge under competition and that carriers 
make suffi cient investments to provide all services that consumers 
demand at these prices. The 1990 revised TELMEX concession 
attempted to achieve this objective by including growth targets in 
relation to the number of lines in service, but after these targets 
expired, growth slowed. Post-1996 regulation has not proven to be 
effective in increasing fi xed access penetration. Even though growth 
in wireless telephony has partially made up for Mexico’s defi cit in 
wire-line penetration, an unfortunate consequence of the under-
developed wire-line network is that it inhibits the growth of high-
speed Internet access by households.

A competitive market structure is an effective means of increasing 
penetration and use of the system. Consequently, regulation must be 
proactive in supporting the development of competition where this 
is feasible. Where technology does not create a natural monopoly, a 
regulated monopoly is not as effi cient as unregulated competition in 
preventing monopoly prices and increasing service. Moreover, 
incumbent monopolists in one component of the industry can fre-
quently extend their monopoly into other parts that clearly could be 
competitive, which further reduces effi ciency. This issue has been the 
center of controversy in long distance telephony and is a serious 
policy controversy in Internet services.

In a network industry such as telecommunications, an incumbent 
monopolist in local access has the potential to exploit two anticom-
petitive advantages over competitors. First, customers may prefer to 
buy all services from the same source. If the incumbent’s monopoly 
is not the result of superior effi ciency, but arises because entry is 
diffi cult caused by some combination of business practices by the 
monopolist and regulatory policies, then customer preferences for 
one-stop shopping will cause an unwarranted monopoly to extend 
into related markets. Second, competitors in one market must buy 
services from the incumbent monopolist to offer their own services. 
Examples are terminating access service and interconnection service. 
If these services have prices substantially in excess of costs or are of 
low quality, competitors are crippled.

At some point, all nations that have tried to introduce competition 
into some aspect of the network, such as in long distance service, 



priorities for telecommunications reform in mexico 375

mobile telephony, and Internet access, have been forced to face these 
issues. In some cases, regulators have prevented local access compa-
nies from entering competitive markets. An example was the U.S. 
ban on entry into long distance by Bell Operating Companies, the 
local access carriers of the formerly integrated American Telephone 
and Telegraph Company, which was in effect for 15 years. In some 
cases, regulators have imposed an equal access requirement, which 
means that all competitors must be provided monopoly telecommu-
nications services on the same price and technical terms as affi liates 
of the monopolist. An example is the U.S. requirement that Bell 
Operating Companies provide equal access to all Internet service 
providers and all long distance carriers.

Mexico has formal policies in place that provide protection 
against anticompetitive activity by TELMEX. The basic Federal 
Telecommunications Law states that competition is the preferred 
market structure and establishes policies against pricing services 
below cost and in favor of providing technically acceptable intercon-
nection. These policies imply that TELMEX has a responsibility not 
to subsidize its affi liates in the industry and not to disadvantage 
competitors by providing technically inferior interconnection. Nev-
ertheless, the regulatory system continues to subsidize access service 
from usage charges and has not adopted clear rules regarding accept-
able and unacceptable policies in relation to TELMEX’s operation 
and obligations in competitive markets. Hence, long-standing con-
troversies about interconnection among competing fi rms in long dis-
tance, local access, and Internet services remain unsettled.

Finally, to induce adequate investment, regulatory policy should 
be stable, predictable, and timely. Stability and predictability mean 
that policies change only when signifi cant changes have occurred in 
the environment in which the industry operates, and timely decision 
making means that the agency responds reasonably quickly when 
such changes arise. These features of regulation enable regulators to 
avoid becoming an important source of business uncertainty, which, 
if not avoided, inhibits economically and fi nancially warranted cap-
ital investments by regulated fi rms. In practice, regulatory policy in 
Mexico is not stable, predictable, or timely.

Importance of Structure and Process

Whether regulatory institutions can be relatively effective at 
improving the effi ciency of telecommunications, or of any other 
infrastructure industry, depends on the details of their structure 
and process. The structure and processes of regulation determine 
who is empowered to make which decisions and what they must 
do to implement those decisions successfully (McCubbins, Noll, 
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and Weingast 1989). Scholars who have studied regulatory reform 
generally agree that an effective regulatory system has the ingredi-
ents described in the following paragraphs (Kessides 2004; Levy 
and Spiller 1996; Noll 2000).

Independence

Regulatory decisions about prices, entry, and technical intercon-
nection arrangements should be removed from the day-to-day 
pressures of ordinary politics if they are to avoid being viewed as 
a means for rewarding political allies. This requirement does not 
mean that democratic politics should not constrain and direct reg-
ulatory policy, as discussed next, but it does mean that regulators 
should have considerable autonomy in the short run. The main 
economic functions of prices are to recover costs and to send 
appropriate signals to other businesses about which markets to 
enter; however, in the political sphere, prices of state-operated enti-
ties tend to be treated as just another tax. Likewise, in the regulated 
domain, investment and employment decisions are expected to be 
driven by the desire to provide effi cient service to a large base of 
customers, not as means to reward political allies through patron-
age and procurement.

To ensure that short-term political interference does not lead to 
ineffi ciencies in prices, investments, and service attributes, regulators 
need to be independent, that is, insulated from day-to-day politics. 
Independence is provided in two ways. First, regulators have the 
authority to make decisions without review or approval by elected 
offi cials except in the area of passing new laws that repeal a regula-
tion. A useful way to measure this element of independence is the 
number of separate political actors who must agree to overturn a 
policy decision by a regulator, with a greater number of “veto gates” 
implying greater independence.4 Second, regulators can have fi xed 
terms that prevent their removal from offi ce until their term has 
expired (except in the case of malfeasance). Regulators should not 
be removed simply because the president, minister, or legislature 
would have made a different regulatory decision.

Clear Mandate

Democratic responsiveness in independent regulatory agencies is 
created by clearly crafted laws that tell the agency with some preci-
sion what it is supposed to do and how it is supposed to do it. In 
the case of telecommunications, the underlying mandate of the 
agency should specify that its task is to provide services to as many 
citizens as possible at prices that fairly refl ect the cost of service, and 
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that where possible, it should accomplish this task by creating a 
suffi ciently competitive market in which little or no regulation is 
necessary. Moreover, this mandate must tell the agency how to make 
decisions and what it must do to ensure that its decisions have the 
force of law. A clear legislative mandate not only gives the agency 
objectives, but it tells the agency how it should develop rules that 
achieve these objectives. The next few features of an effective regu-
latory system are the most important elements of this process.

Competence

Regulation is a technically demanding activity that requires consider-
able expertise in engineering, accounting, fi nance, and economics. To 
succeed, a regulatory authority must have access to talented people 
in these disciplines, either by employing them or by contracting with 
them. Fundamentally, competence primarily requires a suffi cient bud-
get to afford skilled professionals and the fl exibility to acquire their 
services solely on the basis of merit, as opposed to patronage or other 
political factors. Competence within the regulatory agency is neces-
sary for decisions to promote effi cient operation of the industry.

Transparency

Transparency applies not only to the policies and implementing rules, 
but also to the process for making rules. Transparency means that 
the regulatory rules and policies are clear, so that regulated fi rms and 
their customers know, or can easily fi nd out, what regulations apply 
to them and how to comply with those regulations. In addition, 
transparency means that regulated fi rms, their competitors, and their 
customers understand how to initiate a regulatory proceeding to 
resolve a dispute and what kinds of information regulators will 
expect from them to render a decision. In short, those who are 
affected by regulatory rules need to know how these rules can be 
changed to make regulation predictable and responsive.

Openness

An open regulatory process is one that allows all who are signifi -
cantly affected by a regulatory decision to participate in it effectively. 
The heart of this requirement is that regulation must not be a secret, 
bilateral bargain between the regulator and a regulated company 
that is unobservable to anyone else except for the ultimate announce-
ment of a decision. For example, if the issue is pricing by a fi rm, and 
if the policy is that prices should bear a reasonable relationship to 
cost, the customers and competitors of a fi rm must have access to 



378 noll

the methods used to estimate costs and, hence, to set prices, and the 
right to challenge these methods in front of the regulator and the 
regulated fi rm.

Competition Advocacy

Advocacy of competition should be institutionalized in the regula-
tory process. Regulation and competition are inherently confl icting 
policies: regulation uses a centralized process to make decisions 
about prices, entry, investment, and service quality, while competi-
tion is a decentralized process in which each competing fi rm makes 
independent decisions that are driven by the goal of profi tably win-
ning customers by offering them a superior combination of products 
and prices. To prevent regulation from destroying competition 
requires vigilant attention, which can be accomplished by creating a 
competition advocate. A common way to institutionalize competi-
tion advocacy is to grant standing in regulatory proceedings to the 
agency that is responsible for enforcing competition law.

Formal Oversight: Judicial Review

To protect against error, incompetence, corruption, or simply lazi-
ness, the regulatory system should include opportunities for external 
review of individual decisions and of overall policies. Judicial review 
can play an important role by giving the parties affected by a decision 
the opportunity to challenge it on either of two grounds: the agency 
exceeded its authority or otherwise did not carry out its objectives as 
stated in its legal mandate, or the agency did not base its decision on 
the information that was presented to it. In both cases, agencies need 
to be given some discretion about how to make diffi cult decisions 
when neither the law nor the evidence is clear, so that the standard 
of review should be reasonableness (that is, a rational person, after 
considering the law and the facts, could have made this decision). 
Judicial review must also be timely. Because technology and market 
conditions evolve rapidly, judicial decisions about the validity of a 
regulation can impose substantial uncertainty and costs if they are 
made years after the regulation has been promulgated.

Formal Oversight: Statutory Review

Independence of the regulator does not mean that the statutes grant-
ing regulators a mandate should never be reconsidered. Indeed, 
requirements for periodic reporting to political leaders about how 
laws are being implemented, including identifi cation of vague or 
inconsistent laws and suggestions for amendments, are the most 
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effective means for democratic oversight of the direction of regula-
tory policy. Such requirements enable elected authorities and their 
ministerial appointees to review the overall policy without becoming 
involved in specifi c cases or minor details.

Mexico’s Regulatory System

The history of Mexican telecommunications reform began with 
preparations to privatize TELMEX. This privatization was initiated 
in 1990 and completed in 1991. Until 1995, the only formal regula-
tory system was the SCT’s enforcement of the revision of the 
TELMEX concession that permitted privatization. The concession 
granted the newly privatized TELMEX a temporary monopoly in 
domestic and international long distance telephone service, but 
in return required TELMEX to expand its wire-line network. In 
theory, competitors could have entered local service, but in practice, 
no concessions were granted. Two companies, Iusecell and Pulsar, 
sought, but were denied, concessions for fi xed wireless local service. 
Others did not seek to provide local service until they were also 
permitted to enter long distance or mobile telephone services.

The revised concession agreement also specifi ed that a general 
tariff regulation would apply to a basic basket of core services: 
installation fees, monthly service charges, usage charges for local 
calling, and prices for domestic and international long distance 
calls, with the fi rst two tariffs differentiated between residential 
and commercial customers. The concession agreement stipulated 
that the method of tariff regulation would be a price cap for the 
bundle of these services, with the proviso that no service would be 
cross-subsidized.

As a practical matter, TELMEX has set prices so that the price 
cap ceiling has not been reached. The price cap is stated as a maxi-
mum value for a price index of basic residential and business ser-
vices. Initially, the cap was a weighted average of historical prices 
adjusted for infl ation. The cap increases each year by the rate of 
infl ation minus 4.5 percent. Because of rapid technological progress, 
increased usage that captures scale economies in parts of the net-
work, and improved operating effi ciency, TELMEX has experienced 
productivity gains in excess of the 4.5 percent target, allowing it to 
earn increasing profi ts while not raising prices as fast as is permitted 
under the price cap formula.

The 1995 Federal Telecommunications Law and the 1996 presi-
dential decree that implemented it elaborate upon the rules and 
policies regarding the industry and establish an institutional frame-
work for carrying them out. Although creating an independent 
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regulatory agency by statute was considered at the time the act was 
being drafted, the fi nal version of the act lodged authority for regu-
lating telecommunications in the SCT. The act also retained the 
concept of concessions as a means of licensing entry, which entails 
a far more elaborate specifi cation of the facilities and services that 
the carrier will offer than would be the case if carriers received 
licenses or permits.

The presidential decree that implemented the act created COFETEL 
and delegated most day-to-day regulatory functions to this agency. The 
law included the provision that facilities-based telecommunications 
fi rms had to fi le tariffs and that Telmex could be subjected to regula-
tion of specifi c prices upon a fi nding by the antitrust authority, the 
Federal Competition Commission (Comisión Federal de Competencia, 
or CFC), that TELMEX was a dominant carrier in that market. The 
decree gave COFETEL the responsibility for implementing this part of 
the law as well as overseeing compliance with the price cap rule.

COFETEL can regulate interconnection arrangements, including 
pricing, if operators request intervention after failing to negotiate an 
agreement. The premise of interconnection policy is that the carriers 
should resolve interconnection issues. This approach to interconnec-
tion creates two problems. First, because some interconnection issues 
inherently bring carriers into confl ict, bilateral negotiation cannot be 
expected to work well, and the presumption in favor of negotiation 
inevitably causes delay. Second, in other cases, carriers may be in a 
position to use interconnection agreements to engage in price collu-
sion. For example, interconnection prices between competing local 
access carriers, including mobile telephone operators, place a fl oor 
on local calling prices, thereby limiting the extent to which competi-
tion can drive prices to cost.

COFETEL is, in some ways, a well-designed agency. At the top 
are fi ve commissioners, four of whom are required to have relevant 
technical expertise. Because Mexico has many well-educated civil 
servants, the agency’s technical competency does not appear to be a 
problem. Likewise, in many ways the 1995 Federal Telecommunica-
tions Law provides reasonable policy guidance for the regulator. 
Price regulation properly focuses on monopoly markets and adopts 
the policy that regulated prices are to be cost based and free of cross-
subsidy. Moreover, granting the CFC the role of deciding whether a 
carrier is dominant gives an important function to the competition 
advocacy agency.

Nevertheless, the new regime has several features that prevent 
effective regulation. To begin with, COFETEL is not independent. 
In most cases, the SCT must approve COFETEL’s decisions before 
they are adopted, which makes these decisions more political than 
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is necessary or desirable. In addition, even though COFETEL’s 
commissioners are appointed to fi xed terms, the secretary of SCT 
can remove them at will. Moreover, the principal means for con-
trolling the structure of the telecommunications industry and the 
operating responsibilities of the carriers is concession agreements, 
which are periodically renegotiated by the SCT. The continued 
involvement of the SCT in day-to-day decisions makes COFETEL 
a weak regulator and vitiates the more natural function of the SCT, 
which is policy oversight—assessing industry developments, 
reviewing the adequacy of policy in light of these developments, 
and proposing changes in the laws and decrees that underpin the 
current system.

COFETEL’s procedures are neither transparent nor open. In 
nearly all cases, and especially with respect to pricing, the agency 
develops regulations by engaging in secret bilateral negotiations on 
a case-by-case basis, as opposed to undertaking open rule-making 
proceedings in which all fi rms in the industry, users, and disinter-
ested experts such as scholars of communications policy are allowed 
to participate. No other parties have the right to participate in these 
bilateral negotiations, including the CFC, which is naturally con-
cerned with the competitive effect of regulations that affect relation-
ships among competitors, such as interconnection rules. COFETEL 
believes that existing law dictates this procedure.5

The information that is developed during these negotiations and 
that is the basis for COFETEL’s decisions is typically not made pub-
lic, because COFETEL believes that the information that it receives 
from carriers must be treated as confi dential. COFETEL lacks the 
authority to compel regulated fi rms to release information, and thus 
has no leverage to resist a carrier’s demand to provide information 
only on a confi dential basis. Because published regulations are nei-
ther explained nor supported by evidence, the agency’s underlying 
policies and procedures are unclear.

The Federal Telecommunications Law also retains a system of 
concessions for all facilities-based carriers that does not differentiate 
between competitive and monopolized services. All carriers must 
have a concession, and to grant one COFETEL is required to review 
an entrant’s detailed business plan and its technical and fi nancial 
competency to provide the service described in the plan. If a fi rm 
decides to alter the confi guration or capacity of any component of 
the network while building it, the fi rm must seek an amendment to 
its concession. Because the SCT is solely responsible for amending 
concessions, the requirement to revise the concession with every 
minor change in service inevitably forces the SCT to be heavily 
involved in regulating the industry.
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The premise behind concession review is that public oversight is 
needed to ensure that a carrier offers adequate service at reasonable 
prices. Such reviews can have substantial value in a monopolized 
market or when a licensee uses a public resource that offers limited 
opportunities for competition, but careful reviews of entrants serve 
no valid public purpose when a market is competitive. In a com-
petitive market, customers decide whether to patronize a new 
entrant, and the government has no real competency to do a better 
job than the entrant and its potential customers in assessing the 
adequacy of the entrant’s services. Thus, a concession process is 
unnecessary for these cases and forces the agency to use its resources 
in unproductive ways. Moreover, frequent concession renegotiation 
undermines the regulator’s authority and effectiveness. 

COFETEL has also been unable to react in a timely and predictable 
way to the tasks that have been assigned to it. COFETEL’s proceed-
ings do not have a time limit, and even though COFETEL usually sets 
a reasonable goal in terms of the length of a negotiation, it frequently 
does not meet these goals and negotiations are protracted.

Part of COFETEL’s problem in implementing effective regulation 
arises from its inability to convince the courts that its regulations are 
reasonable and necessary. An important aspect of judicial review in 
Mexico is the amparo. An amparo is a form of temporary injunction 
that the courts can grant if a private party believes that a decision by 
the government will cause it fi nancial harm. The amparo stays the 
implementation of a decision—in this case, a regulation promulgated 
by COFETEL—pending an evidentiary hearing by the court. Because 
the courts operate slowly, an amparo can remain in place for years, 
by which time the regulation is obsolete because of subsequent devel-
opments in the industry. The same problem affects the CFC. The 
CFC initially declared TELMEX to be a dominant carrier—a neces-
sary step for COFETEL to adopt pro-competitive regulations—in 
1998, but its action was stayed by a series of amparos, amendments 
to its declaration, further amparos, and eventually a court decision 
in 2006 that vacated the CFC’s fi nding because the evidentiary basis 
for it was now outdated.

Participants in the Mexican telecommunications industry hold 
very different views about the amparo process. Some believe that an 
amparo is too easy to obtain, while others believe that obtaining an 
amparo should be easy if the government fails to offer a reasonable 
justifi cation for its decisions. Regardless of the general validity of 
amparos, the system as currently practiced makes effective regula-
tion unworkable.

Because the results of COFETEL’s regulatory negotiations are 
secret, proposed regulations are not supported by evidence and 
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arguments, which makes the agency vulnerable to amparos as long 
as the court requires some justifi cation for a decision. Just about 
every regulation that COFETEL has promulgated has been stayed 
successfully by either TELMEX or its competitors. Hundreds of 
amparos concerning telecommunications are pending resolution. 
The result of all these successful amparos is confusion and disrup-
tion with respect to exactly what is required of each carrier in terms 
of its legal obligations regarding prices and service.

To solve this problem requires creating a statutory regulator, one 
with well-defi ned and transparent procedures and the authority to 
carry out its mandate. Regulated fi rms should be permitted to chal-
lenge the agency, but an agency decision should not be enjoined if 
the agency has followed its procedures and written a transparent, 
comprehensive justifi cation for its decision. Of course, subsequent 
litigation may reveal an error in the agency’s decision, but the most 
effi cient solution to this problem is to enable the fi rm that experi-
enced an unjustifi ed cost to recover the cost, either through subse-
quent price increases or from the government. 

The 1995 Federal Telecommunications Act lacks clarity regarding 
several important issues. Because the act is silent about COFETEL, it 
fails to defi ne the agency’s powers in relation to gathering information 
and places the agency in a weak position to enforce its regulations. In 
addition, the act is not clear about policy objectives with regard to 
telephone penetration, price rules, interconnection arrangements, or 
universal service. For example, the prohibition against cross-subsidies, 
which implicitly requires that no price should be below long-run 
incremental cost, is interpreted as applying to the entire bundle of 
basic services rather than to each separately. As a result, interconnec-
tion prices contain a contribution to cover local access costs, thereby 
subsidizing access through usage charges despite the prohibition 
against cross-subsidies.

Recommendations for Reform

The preceding review of the regulatory system suggests several 
changes that would probably improve the performance of the tele-
communications sector, namely:

•  Grant COFETEL true independence. The Federal Telecommu-
nications Act should be amended to make COFETEL a statu-
tory agency with the authority to regulate. Whereas the SCT can 
be granted the right to participate in COFETEL’s decisions, its 
role should be no different than that of other participants. The 
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SCT should have the right to submit evidence and arguments in 
an open regulatory process, to propose regulations, and to com-
ment on submissions by others, but should not have the right 
to communicate secretly with COFETEL or to overturn COFE-
TEL’s decisions. The responsibility for making a decision should 
belong to COFETEL, and COFETEL’s decisions should be 
reversible only by the courts through judicial review or through 
new legislation, not by a presidential decree or an intervention 
by the SCT. In addition, true independence also requires that 
COFETEL be able to compel the release of information from 
the carriers it regulates and that its commissioners be appointed 
to a secure fi xed term of several years, removable only for mal-
feasance (corruption or failure to perform their duties).

•  Require open decision-making processes for regulatory proceed-
ings. The act should authorize COFETEL to conduct open rule-
making proceedings and to make case-by-case decisions. These 
proceedings should be open to participation by anyone who is 
affected by them, and all participants should have access to the 
evidence that is submitted for the purpose of evaluating it.

•  Require that COFETEL explain the legal and information 
basis for its decisions. If proceedings are open and COFETEL 
can compel the production of information, the agency will be 
able to explain the basis for its decisions, including why it 
rejected alternative proposals.

•  Focus judicial review on whether decisions have a reasonable 
basis. Clear standards for judicial review are useful in shaping 
how the agency explains and justifi es its decisions. The appro-
priate standard is that COFETEL has a reasonable basis in law 
and fact for its decisions. That is, a decision should be upheld 
if a reasonable person can believe that the agency’s underlying 
statutes give it the authority to act and that the evidence and 
analysis justify the regulation.

•  Grant standing to the CFC on matters related to the competi-
tive effects of COFETEL’s decisions. The CFC is the expert on 
competition policy and ought to have the responsibility to 
assist COFETEL in understanding the competitive implica-
tions of its regulations. Because the act envisions a competitive 
industry, among the issues to be resolved in judicial review is 
whether COFETEL reasonably took into account the effects of 
its regulations on competition and dealt adequately with the 
CFC’s views.

•  Make concession requirements simpler for competitive entrants. 
In a competitive environment, a government agency need not 
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be responsible for dictating carriers’ specifi c investments and 
business plans. The legal requirements for a concession derive 
from a belief that both competition and regulation are either 
not present or are weak. A license need only require that a 
carrier subject itself to reporting requirements and agree to 
operate under COFETEL’s regulations. In most parts of the 
industry, licensing should be virtually automatic and could be 
implemented by creating a standard application form that 
includes an agreement by the fi rm to be bound by regulations 
and to submit information when COFETEL asks it to do so. 
Only the dominant carriers—TELMEX and TELCEL—should 
be required to have their investments approved, and this 
approval should be by COFETEL and only for the purpose of 
allowing these carriers to recover the costs of these investments 
in regulated services.

•  Assign the responsibility for periodic assessments of the per-
formance of the telecommunications sector to the SCT. The 
SCT ought to be the entity responsible for overseeing the sec-
tor’s performance and offering a separate opinion about the 
adequacy of existing policies and laws. The SCT should not 
have direct responsibility for making decisions about prices, 
interconnection arrangements, and entry.

•  Clarify national policy on universal service and provide explicit 
directions to COFETEL about how to implement this policy. 
Legislation should defi ne universal service in terms of both the 
services it entails and the benchmarks that should be used to 
measure whether progress toward these objectives is adequate. 
For example, does universal service mean that every residence 
has a separate, dedicated telephone connection to the public 
network, or does it mean that shared lines and pay telephones 
are available in reasonable proximity to every residence?

•  Ensure that once a universal service objective has been adopted 
it does not interfere with policies to set prices for each service 
roughly equal to long-run average incremental cost, and elim-
inate regulatory impediments to investment and competition. 
If the government seeks to increase penetration by more than 
would occur in an environment in which prices refl ect cost, the 
best approach is direct subsidies that are targeted at low-
income households and fi nanced either by general taxes or by 
a competitively neutral tax that falls equally on all telecom-
munications services and providers. If specifi c benchmarks are 
to be adopted, the act should specify them and address exactly 
how these goals are to be adjusted in the future and how 
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COFETEL is to achieve them. COFETEL once proposed a 
universal service fund, created by a tax on services, to be used 
to subsidize residential service in low-income areas. Whereas 
this approach is better than cross-subsidization of all residen-
tial access service by other services (especially long distance, 
international, and mobile calling), an attractive alternative is 
simply to ensure that regulation encourages provision of ser-
vice at prices equal to the cost of an effi cient carrier, which 
means encouraging competition and avoiding unnecessary 
costs from regulation itself.

Conclusions

Mexico’s telecommunications policy and performance has improved 
since reform began. The state-owned monopoly carrier was success-
fully privatized, and before privatization, its performance was sub-
stantially improved by increasing its rate of investment and by 
bringing prices more in line with cost. After an initial period of 
monopoly, competition was introduced in the late 1990s in long 
distance, then in mobile telephony, and then in local service, espe-
cially fi xed wireless service. Meanwhile, the penetration and usage 
of phone service more than doubled.

Nevertheless, the telecommunications industry has not yet 
reached its full potential. The incumbent former monopoly is 
extremely powerful and does not have a particularly impressive 
investment record, while competitive entrants have enjoyed limited 
success. Competition is hampered by slow and ineffective regula-
tion, created by limitations to the authority of the primary regulator, 
COFETEL; by an opaque, secretive, and cumbersome regulatory 
process; and by an inadequate oversight system in the courts and the 
political branches of the government.

No doubt, economic growth and TELMEX’s profi t incentive 
will continue to increase the penetration of telecommunications, 
and rapid technical progress will probably cause some reduction 
in prices. However, this progress is unlikely to propel Mexico to 
leadership within Latin America in terms of the performance of its 
telecommunications sector, despite Mexico’s natural advantages 
arising from its proximity to the United States. For Mexico to 
achieve its full potential in this industry, further reforms of tele-
communications regulation are necessary to make it simpler and 
more focused on promoting competition while controlling the 
remaining pockets of market power.
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Notes

 1. A ministerial state-owned enterprise is an entity in which 
managers are political appointees who serve at the pleasure of elected 
offi cials. Many, if not all, positions are regarded as patronage; prices 
and revenues are treated like taxes; and expenditures are part of the 
government’s budget. In comparison, a corporate state-owned enter-
prise is one in which the government owns the company, but its 
revenues and expenditures are not part of the government’s budget 
and its managers are professionals who cannot be removed except 
for cause and who have both the authority and the responsibility to 
assure that revenues cover costs.

 2. The meaning of “independent corporation” and “indepen-
dent regulator” are discussed in detail elsewhere in this chapter. The 
basic idea is that both are suffi ciently isolated from elected political 
leaders that the fi rm and its regulator can make decisions without 
the approval of or intervention by the latter. Independence does not 
mean beyond political control. Rather, it means that political control 
is exercised through the more open and deliberative processes of 
legislation and judicial review of decisions for conformance with 
legislative mandates.

 3. Since 1998, TELMEX’s operating income as a fraction of rev-
enues has fallen below 30 percent, but it remains among the highest 
in the world.

 4. For a useful application of this concept, see Keefer and 
Stasavage (2003). In this article, the authors show that as the num-
ber of veto players increases, the ability of an independent central 
bank to control infl ation and avert fi nancial crises also increases.

 5. A COFETEL (2000) press release announcing a procedure to 
develop regulations in response to the CFC’s fi nding that TELMEX 
is a dominant carrier states that federal law requires that the pro-
ceedings be closed.
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The Governance of Mexico’s 
Oil Industry

Adrián Lajous

Mexico’s oil industry is at a critical juncture: its policies, its strategies, 
its business plans, and, most important, its governance structure and 
processes need to be revised. The most pressing challenge, however, is 
a complete overhaul of the industry’s governance. Petróleos Mexica-
nos (PEMEX) will only succeed in improving its performance and 
expanding its activities at a sustainable pace, and the country will 
only be able to take advantage of its oil resources more rationally, if 
higher-quality institutions are in place. 

These objectives can only be achieved by means of pragmatic 
alternatives that articulate vigorous development of oil and gas mar-
kets through more precise and effective state intervention. To accom-
plish this, Mexico needs to build a new regulatory regime based on 
a modern legal framework and autonomous, technically competent 
institutions whose scope ranges from upstream activities to fi nal 
product markets. Government authorities must regain control of the 
direction that the oil industry is to follow; the pace of resource 
extraction; and the social, economic, and environmental impacts of 
these activities. In addition, they will have to redefi ne, structure, and 

This chapter was written in May 2007. It has not been updated. At the end 
of November 2008, changes in the governance of the oil industry were passed 
after a long congressional debate. They do not modify the basic diagnosis 
that is offered here. These changes will be implemented in the coming months, 
and more time is needed before they can be adequately appraised.
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circumscribe the role of government entities that currently intervene 
in the sector’s operations. They must also accelerate the transition 
from a monopoly structure to regulated domestic competition and 
international competition. Potential changes to exclusive state prop-
erty rights in relation to hydrocarbons and to the state oil company 
can only be considered after a new regulatory regime is in place and 
the institutions that promote market development have been con-
solidated. The process will necessarily be gradual. Its success depends 
on the adoption of clear objectives and on resolute execution. How-
ever, building a basic political consensus is an essential prerequisite 
for reform of the oil industry.

Structural Continuity

The structural continuity of the Mexican oil industry is the result of 
a rigid industrial architecture and an important set of binding con-
straints that have obstructed its modernization. The analysis of recent 
PEMEX performance, as well as long-term trends, provides the con-
text for the discussion of the potential for change. The conclusions 
offered are not encouraging. 

Industrial Architecture

The architecture of Mexico’s oil industry rests on four pillars: 
 exclusive state ownership, de jure state monopoly, extensive vertical 
 integration, and direct administrative control by the federal govern-
ment. Its origins are inextricably linked to expropriation and to 
nationalization of the oil industry in 1938. Nationalization responded 
to the prevailing economic and political circumstances of the time 
and was preceded by a strong nationalist mandate incorporated into 
the 1917 constitution. Although oil nationalism is present today in 
many countries, it originated in Mexico. From the beginning, it was 
linked to strong government economic intervention and to an organ-
ized workers’ movement that was subordinated to the state. Later, 
the import substitution development strategy helped strengthen 
these three features of the authoritarian corporate state. It was in 
this context that special treatment was given to the industry, a unique 
institutional arrangement was established, and distinct forms of con-
trol and governance of PEMEX were adopted. These features evolved 
gradually, were codifi ed in the constitution, and became part of the 
legal and regulatory frameworks.

State ownership of the oil industry and the limits of its exclusivity 
are defi ned in three articles of the constitution and in the bylaws of 



the governance of mexico’s oil industry 391

article 27. The constitution establishes that the nation has sole and 
direct ownership of all solid, liquid, and gaseous hydrocarbons. No 
concessions or production-sharing contracts may be granted in rela-
tion to these resources. The nation will extract them under the terms 
established in the relevant bylaws. Petroleum, all other hydrocarbons, 
and basic petrochemical products are considered strategic areas that 
only the state can manage by means of state entities, whose owner-
ship and control will be in the hands of the federal government. 

The bylaw of article 27 of the constitution establishes that the oil 
industry will undertake the following activities: exploration, produc-
tion, refi ning, transport, storage, distribution, and fi rst-hand sales of 
petroleum and the products obtained from refi ning; exploration, 
extraction, processing, and the fi rst-hand sales of natural gas, as well 
as the necessary transport and storage prior to processing; and pro-
duction, transportation, storage, distribution, and sale of oil and gas 
derivatives that can be used as basic raw materials for industry and 
are classifi ed as basic petrochemical products. The bylaw of article 
27 allows PEMEX to enter into service and public works contracts, 
although payment must be made in cash and under no circumstance 
can percentages in the volume or the value of production be paid out, 
nor can profi ts be shared. However, this bylaw permits private sector 
participation in natural gas transportation, storage, and distribution 
and itemizes only seven products as basic petrochemicals, but it 
explicitly prohibits any form of production and risk-sharing agree-
ments. This last provision dates back to 1958, while changes to the 
limits of state intervention in natural gas and petrochemicals were 
made in the 1990s.

The basic architecture of the oil industry reached its fi nal form in 
1970, when existing production and risk-sharing contracts were ter-
minated. The legislative and regulatory history prior to this date had 
a clear sense of direction: its main objectives were to strengthen the 
state monopoly and to expand its scope. The 1970s and early 1980s 
were dominated by the large oil and gas discoveries in southeastern 
Mexico, and the rapid expansion of productive capacity. The devel-
opment of these resources was the exclusive responsibility of PEMEX; 
however, it was strongly supported by engineering, construction, 
and oil service industries, both domestic and foreign, as well as by 
international fi nancial institutions. PEMEX was able to maintain its 
exclusivity given the abundance of low-risk, low-cost resources. It 
was not until the price collapse of 1986 when possible changes to 
the industry’s structure and private participation in its development 
were seriously discussed. 

The scope of the state monopoly was recently tested, and this may 
happen again in the near future. In September 2005, President 
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Vicente Fox sent an ambitious set of initiatives to Congress that 
proposed opening nonassociated natural gas exploration and pro-
duction to private investment, as well as transport, storage, and 
distribution infrastructure for crude oil, oil products, and basic pet-
rochemicals. These initiatives were proposed late in the Fox admin-
istration’s term, their analytical support was weak, and they were 
accompanied by a frail lobbying effort. Their intention was basically 
of a testimonial nature. Although the initiatives required constitu-
tional reform, they generated little interest in Congress, because they 
were never considered viable. 

President Felipe Calderón is highly likely to propose changes to 
oil industry regulations that would allow private investment in oil 
industry infrastructure. He will concentrate on modifying the bylaws 
of article 27, but he will not attempt any constitutional changes, as 
he does not have the required support in Congress. The current 
administration needs to act as soon as possible, given the urgent 
need to maintain and expand the transport, pipeline, and storage 
infrastructure. Inadequate maintenance, its vulnerability to cata-
strophic risk, the high costs of supply interruptions, and the logisti-
cal problems created by insuffi cient capacity underline the need to 
restructure and allocate signifi cant resources for these purposes. The 
government might also consider opening refi ning activities to private 
investment. This, however, requires a constitutional amendment and 
also assumes the introduction of competition in oil product markets 
and the establishment of modern economic regulation. 

Integrated oil fi rms perform a series of diverse activities. Explora-
tion and production generate signifi cant economic rents. By con-
trast, midstream and downstream activities are margin businesses 
that seek to cover capital costs and achieve a reasonable return, and 
profi ts of pipeline networks that constitute a natural monopoly tend 
to be highly regulated. The complexity of each one of the business 
lines in their portfolio is further increased by the diversity of their 
asset management requirements. Vertical integration has been fos-
tered by the long value chains of these fi rms, as well as by the need to 
manage the supply and price risks of successive stages that are natu-
rally hedged. Under these conditions, fi rms try to economize on the 
transaction costs that they would have to incur in the absence of inte-
gration. Given the size of the market, even in countries like Mexico, 
the optimal scale of processing plants in the oil industry is relatively 
large. In these circumstances, only regulation and external competi-
tion can moderate the market power of large, integrated fi rms. 

The nature and degree of vertical integration in PEMEX are 
unique in the international oil industry. The diversity and the volume 
of services that PEMEX provides to itself make it the world’s most 
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integrated oil company. Over the years, it extended its activities 
beyond the scope of the de jure monopoly to areas that, for various 
reasons, the private sector had not developed. The company was com-
pelled to provide goods and services to guarantee a reliable supply. In 
other instances, when private companies were able to provide them, 
PEMEX curtailed their development because of its distrust of market 
mechanisms. In still others, the industry’s monopoly structure pre-
vented the establishment of new suppliers. 

Inside the fi rm, PEMEX managers saw in vertical integration 
opportunities to grow, reduce supply risks, and improve the terms at 
which it acquired goods and services. The industrial policy associ-
ated with import substitution further promoted vertical integration. 
Elsewhere, the oil industry moved in the opposite direction, divest-
ing itself of noncore activities and prompting the development of the 
oil service industry and the growth of engineering and construction 
fi rms. By the 1980s, a process that had started two decades previ-
ously, acquired greater dynamism. A new cycle of de-integration 
stimulated technical change and its diffusion, transferring substan-
tive technological functions to the oil service and engineering com-
panies. PEMEX did not participate in this structural transformation, 
thereby widening and deepening the technological and industrial 
practice gaps between PEMEX and its competitors.

A good example of excessive integration may be found in well 
construction, termination, and workover activities. International oil 
companies do not carry out these activities with their own rigs, 
except under exceptional circumstances and for specifi c reasons. In 
contrast, PEMEX internally manages a drilling organization similar 
in size to some of the largest drilling companies in the world. Its costs 
are high, and the technological lag that characterizes its operations 
has serious consequences for production, well productivity, and fi eld 
management. This business group’s failure to assimilate the technical 
change that was taking place in the industry during the 1980s and 
the early 1990s was unfortunate. Another example that affects the 
industry as a whole involves maintenance. PEMEX’s unusual inte-
gration pattern is evident in the size and number of workshops in its 
own production facilities. Oil companies elsewhere delegate these 
tasks to specialized service providers. Throughout PEMEX, main-
tenance is costly and ineffective. In addition, PEMEX carries out 
tasks that large domestic and international fi rms outsource. This is 
particularly the case in health services and telecommunications. 
However, there are other internally supplied services that may be 
obtained at lower cost in well-developed markets. PEMEX operates 
a health service for more than 1 million active and retired workers 
and their families, which employs 11,300 people. It also has 1,700 
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telecommunications employees. PEMEX personnel also provide a 
complete range of social services such as schools and daycare centers.

PEMEX’s status as a state-owned monopoly, the breadth of its 
vertical integration, the scale of its operations, and the country’s crit-
ical need for a secure and reliable supply of its products have encour-
aged the development of a powerful national workers’ union. This 
pattern is also present in other energy sector fi rms and in other areas. 
The Sindicato de Trabajadores Petroleros de la República Mexicana 
has succeeded in directly appropriating part of the economic rent 
generated by the oil industry through generous worker compensation 
and benefi ts, as well as high levels of overemployment. It has also 
contributed to the dissipation of economic rent by imposing labor 
practices that seriously affect PEMEX’s operational effi ciency.

The federal government, for its part, has relied on direct adminis-
trative intervention as its main control mechanism over PEMEX. It 
has not resorted to economic regulation, as the industry’s national-
ization internalized the ownership, control, and regulation roles of 
the industry. This comprehensive framework allowed the use of 
archaic control instruments that have had negative effects on perfor-
mance and limited PEMEX’s growth. This form of intervention also 
facilitated the granting of generalized subsidies as part of distribu-
tion and industrial development policies, though these were later 
limited by the requirements of macroeconomic stabilization. 

The historical development of Mexico’s oil industry and its eco-
nomic roles, abundant resources, monopoly structure, and gover-
nance patterns have isolated it from market forces and secluded 
PEMEX from the dynamics of a business environment. Under these 
circumstances, the absence of a comparative perspective that would 
allow the identifi cation of differences in structure, behavior, and per-
formance with regard to other Mexican fi rms and to PEMEX’s peers 
should come as no surprise. Comparisons and detailed benchmark-
ing could offer important lessons. So would the sharing of experi-
ences with international fi rms as well as with state-owned companies 
in other oil producing and exporting countries. A broader horizon 
would help to better understand PEMEX and to evaluate alternative 
governance patterns. It would also contribute to the identifi cation of 
exceptional factors that effectively determine key aspects of its cur-
rent industrial structure. The absence of close, regular contact with 
competitors and the lack of active participation in competitive 
markets limit PEMEX’s industrial experience and business oppor-
tunities. Performance and operational gaps are very wide vis-a-vis 
international comparators. While lags in technology and industrial 
practices vary by business lines, they are signifi cant in all of them. 
They are further exacerbated by poor managerial skills. PEMEX has 
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 commissioned a series of detailed benchmarking exercises. One, for 
instance, shows that its Mexican refi neries are among the most 
ineffi cient in the world.

Industry Performance

Mexico’s oil industry continues to be a key strategic sector within 
a relatively diversifi ed economic structure.1 For the past 25 years, 
its contribution to gross domestic product (GDP) has hovered 
around 6 percent. No other large oil-producing and -exporting 
developing country has an economy as diversifi ed as that of Mexico.  
The prominence of the oil industry is assured as it is the source of 
nearly 90 percent of the primary energy consumed in the country. In 
addition, it plays a preeminent role in public fi nances and, to a lesser 
extent, in the trade balance. Since the 1980s, the oil industry has 
provided timely and valuable support during the country’s recurrent 
economic and fi nancial crises, though such intervention has not been 
required during the past 12 years of macroeconomic stability. 
However, a generalized view prevails that sees the oil industry as a 
potential lever of economic growth, a key factor of industrial devel-
opment, and a source of economic sovereignty. Although it contin-
ues to be an important sector of the economy, more may be being 
asked of it than it can possibly deliver given the current structure of 
the Mexican economy and the prospects of its oil industry.

At various times in the 20th century, Mexico has been one of the 
largest oil producers in the world. In 2004, production peaked at 
3.8 million barrels per day, making it the fi fth-largest oil producer. 
The history of Mexico’s oil industry—more than 100 years—has 
been marked by production and investment cycles led by the discov-
ery and development of giant and supergiant oil fi elds located 
offshore and on the coastal plains of the Gulf of Mexico. Never-
theless, production has begun to decline, and in the absence of 
signifi cant discoveries, this decline will accelerate toward the end 
of this decade. This trend is determined mainly by the path fol-
lowed by the Cantarell fi eld, which, at its peak, accounted for 
62 percent of total production. By 2010, the cumulative fall in total 
production is expected to be greater than half a million barrels per 
day. Parallel to this, investment requirements are growing rapidly, 
given the increasing cost of developing reserves of producing assets 
and of exploration in frontier areas. In this context, the fall in proven 
reserves gains relevance. In 2003–05, the reserve replacement ratio 
was only 30 percent, and in 2006 the reserves-to-production ratio 
fell below the 10-year threshold. The maturity of the oil and gas 
reserve endowment—three-fourths of the original proven reserves 
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have been produced—forces PEMEX to develop new exploration 
and production strategies. Natural gas provides a successful exam-
ple of what can be achieved. Production has been increasing, and in 
the second quarter of 2007 it exceeded 6 billion cubic feet per day 
given the expansion of nonassociated gas extraction. Although this 
is a substantial volume, Mexico is not one of the world’s large pro-
ducers. Its entire production goes to satisfy domestic requirements, 
as the country is a net importer of natural gas.

In 2006, Mexico exported 1.8 million barrels per day of crude oil, 
worth US$35 billion, of which more than 80 percent went to the 
United States. Mexican crude oil imports to the United States were 
exceeded only by those from Canada, with Saudi Arabia coming in 
third place. PEMEX concentrated its sales on U.S. Gulf coast refi ner-
ies that have the capacity process heavy crude oils, such as Maya. 
This explains why Mexico was able to provide more than 15 percent 
of total U.S. crude oil imports.

The expansion of crude oil exports took place in the context of a 
deep structural change in the external sector of the Mexican economy. 
The contribution of oil exports to the balance of trade fell dramati-
cally, despite recent volumetric and price increases. Their share 
decreased from 11 percent of GDP in 1983 to 5 percent in 2006. 
During this period, nonoil exports, mainly from manufacturing, 
increased from 5 percent to 15 percent of GDP. It is noteworthy that 
oil exports currently represent 25 percent of total merchandise 
exports, whereas in 1982 they accounted for 75 percent. However, 
there is growing concern regarding the increase in oil product and 
natural gas imports. In 2006, their value was US$11 billion, repre-
senting 29 percent of total oil exports. 

The contribution of the oil industry to public fi nances has evolved 
quite differently. In 2006, PEMEX paid the Treasury US$54 billion 
in taxes and royalties. This fi gure is equivalent to 35 percent of the 
federal government’s total budgetary revenues. PEMEX’s contribu-
tion was substantially greater than the total corporate income tax 
paid by all other fi rms in Mexico. That same year, PEMEX paid the 
federal government 2.2 times more in taxes and royalties than the 
total income tax paid by every individual and corporation receiving 
nonwage income. Such reliance on oil revenues is explained by 
Mexico’s exceptionally low tax burden and the exceedingly high—
and unsustainable—tax rate imposed on the oil industry.

PEMEX is Mexico’s largest fi rm and is the largest industrial com-
pany in Latin America. In 2006, its sales reached US$98 billion and 
its assets were valued at US$111 billion. The latter fi gure does not 
include the value of underground hydrocarbon reserves. Neverthe-
less, it faces serious fi nancial problems because of excessive tax 
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liabilities. Perceptions of crisis and feelings of frustration permeate 
the oil industry. Despite its abundant hydrocarbon reserves, Mexico 
cannot satisfy its own fuel requirements. The current operating con-
ditions of the transport and storage infrastructure and its multiple 
bottlenecks pose serious supply risks. Secular underinvestment in 
refi ning and midstream facilities contrasts sharply with the amount 
of resources allocated to the development of oil and gas fi elds. How-
ever, upstream investments are not producing the expected results 
and exploration expenditures are clearly insuffi cient. This is refl ected 
in the continuous decrease in proven hydrocarbon reserves. Never-
theless, investment in the oil industry is not only restricted by fi nan-
cial factors. At the current level of capital expenditures, the binding 
constraints are of an institutional nature. Government control mech-
anisms have a negative effect on the design, planning, and execution 
of investment projects. Also the shortage of high-level technical per-
sonnel and experienced managers restricts PEMEX’s capacity to 
absorb capital effi ciently. From a macroeconomic perspective, con-
cerns are growing about the dependence of public fi nances on the 
fl ow of oil revenues, as well as the lack of appropriate institutional 
mechanisms that could help transform the hydrocarbon endowment 
into reproducible wealth. 

Over the past 25 years, oil price shocks have triggered, but were 
not the cause of, the economic and fi nancial crises Mexico has faced. 
Foreign exchange fl ows generated by oil exports have, at times, 
contributed to the appreciation of the real exchange rate, thereby 
affecting the international competitiveness of other sectors. In a 
more basic sense, the higher economic growth and welfare levels that 
large oil discoveries promised did not materialize. On the contrary, 
these discoveries raised many of the issues associated with the 
resource curse syndrome. Perhaps, the most relevant problem posed 
by large oil revenue fl ows was that they allowed policy makers to 
defer key structural reforms that were required to sustain long-term 
growth. The recurrent failure to implement tax reform and increase 
Mexico’s tax burden to reasonable levels was emblematic of this 
state of affairs. From this perspective, it must be recognized that the 
effi cient use of hydrocarbon resources depends, in the last instance, 
on the quality of the institutions that promote economic develop-
ment. Unfortunately, some of these institutions were debilitated by 
the magnitude, the pattern, and the nature of oil revenue fl ows. 

Continuity and Constraints

During the past 35 years, Mexico’s oil industry has been characterized 
by the dynamism of its growth and the continuity of its governance 
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structures and processes. Except for a few limited adjustments to the 
legal framework of this industry, no major changes have been made 
since 1958, when the state oil monopoly was fi nally confi gured. A 
complex web of restrictions has effectively impeded the moderniza-
tion of the Mexican oil industry. Its persistence limits the possibility 
of change and adds complexity to the identifi cation of acceptable 
solutions to well-known problems. These restrictions refl ect a long-
standing political belief system, traditional interpretations of specifi c 
historical experiences, weak institutions, and vested interests. They 
prevent granting greater fl exibility to a rigid institutional structure 
and reduce its capacity to adjust to changing circumstances. Given 
the importance of the industry, a better understanding of the origins 
and the nature of these constraints is required. To relax them, clear 
priorities must be set and sequences must be established. 

Successive administrations have failed to inform and educate public 
opinion on the nature of these restrictions, the alternative modes of 
organization of the oil industry, and the costs associated with rigid 
governance. They have also been unable to propose safeguards that 
would reduce some of the understandable concerns and fears regarding 
change and would protect national interests. A necessary fi rst step is to 
improve the quality of public discussion on these matters. The govern-
ment must put forward better and more sophisticated arguments to 
explain and justify the change that it desires and offer a clear sense of 
direction. Acknowledging that some of the solutions that in the past 
promoted the expansion of the industry are now dysfunctional and 
constitute an obstacle to its development would be convenient. The 
government must also address the economic and technological changes 
that make institutional innovation imperative. Information available 
in the media is insuffi cient and biased. This is refl ected in public opin-
ion polls that reveal contradictory attitudes and growing political 
polarization. Political parties and their representatives in Congress can 
make an important contribution: they can raise the quality of the 
debate about oil policy issues and protect it from partisan political 
passions. This is needed if oil industry reform is to move forward. 

Strategic initiatives involve complex technical preparation, intense 
political bargaining, and a considerable legislative load; however, 
the government can do much on its own. It must begin by developing 
consistent, comprehensive, and detailed proposals on which the 
necessary consensus could be built. This exercise would force the 
government to specify changes that it believes are necessary more 
precisely and to explore potential areas of agreement with different 
interest groups. Initial proposals can later be adjusted and improved, 
their justifi cation can be enriched by debate, and basic disagree-
ments can be identifi ed. Explicit proposals could also help moderate 
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the deep distrust that prevails among political groups regarding all 
energy policy initiatives. The lack of confi dence among political actors 
is the main obstacle to reforming an oil industry that is in crisis.

Dynamics of Change

Institutional transformation is usually undertaken in response to 
exceptional challenges or to external shocks. It may also be the out-
come of fundamental change in the international environment. Rel-
evant examples can be found in the oil industries of Argentina, the 
Russian Federation, and Spain. Argentina and Russia both radically 
restructured their state-owned oil companies, as well as the oil indus-
try as a whole, in response to institutional collapse, though Russia 
had to deal with a more extensive systemic collapse. Spain, however, 
responding to the challenge posed by its entry into the European 
Economic Community, reorganized its state-owned oil and gas 
assets, was able to form an integrated oil company, and launched a 
well-planned process of liberalization and privatization that was 
concluded more than a decade later. From this perspective, a better 
understanding is needed of the factors that have prevented Mexico 
from transforming and modernizing PEMEX and opening its state 
oil monopoly to greater competition. Identifying possible events and 
issues that might unleash basic change in Mexico’s oil industry is 
also necessary, along with better explanations of its structural con-
tinuity and of the possible triggers of change.

Notwithstanding its signifi cant performance gaps, PEMEX is far 
from experiencing institutional collapse. It is one of the world’s four 
largest oil producing companies. In 2006, it produced 3.5 million 
barrels per day of hydrocarbon liquids and its crude oil exports 
increased to US$35 billion. PEMEX is an extraordinary cash gener-
ating machine. In that same year, its earnings before interest, taxes, 
depreciation, and amortization exceeded US$72 billion. This fl ow 
was only second to Exxon’s, but 24 percent higher than that of 
Royal Dutch Shell and 60 percent larger than that of BP. In recent 
years, Mexico’s confi scatory oil tax regime systematically extracted 
more than 110 percent of PEMEX profi ts before taxes, decapitaliz-
ing the company. Nevertheless, it succeeded in investing US$13.8 
billion in 2006 and proposed a capital expenditure budget of US$14.5 
billion for 2007. Under these circumstances, it is not surprising that 
PEMEX’s net debt rose to US$35 billion by late 2006, contrasting 
with the high liquidity accumulated in recent years by major inter-
national oil companies. PEMEX has been a loyal fi nancial agent of 
the Mexican state, increasing its debt not only to fi nance its own 
capital expenses, but also to pay royalties and taxes.
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The growing concern about the security of supply of oil and gas 
in consuming countries poses important dilemmas for exporting 
countries. The increasing dependence on oil imports from the Persian 
Gulf concentrates the attention of U.S. foreign policy. To the extent 
that Mexican oil exports are declining and that this trend is attrib-
uted to current institutional arrangements, Mexico may face greater 
pressures to change the legal and constitutional restrictions that 
exclude private investment in this sector. In addition, the uncertainty 
that prevails in the República Boliviariana de Venezuela will focus 
U.S. interest on Mexico. U.S. Gulf coast refi ners are worried by the 
reduction in the availability of heavy and extra-heavy crude oils, 
given that some of their capital-intensive processing units were spe-
cifi cally designed to run Maya crude or close surrogates.

The Mexican oil industry is at a crossroads. The expansion phase 
of the production cycle that began in 1996 is now over. The last 20 
years have witnessed few signifi cant discoveries, and none of these 
were in the giant class. Proven hydrocarbon reserves have declined 
rapidly in the last 10 years and the reserve replacement ratio is 
particularly low. The costs of fi nding and developing reserves are 
higher, on average, than those reported by large international oil 
companies. Lifting costs and the capital intensity of production have 
increased substantially. Expanding the exploration frontier to high-
risk structures in deep and ultra-deep waters in the Gulf of Mexico 
is going to be costly, and assessing and realizing their potential will 
take many years. For now, Mexico has few strategic options avail-
able that can address these trends.

Coming to terms with this critical situation has not been easy 
or timely, and the authorities do not fully grasp the implications 
of managing a mature reserve endowment. The manner in which 
key actors in industry and the government manage these chal-
lenges is critically important. They can remain hostages of the 
illusion of abundance and of a false optimism that is based on 
questionable assumptions, but under current circumstances, the 
recurrent denial of new realities entails serious risks. PEMEX will 
have to channel additional capital expenditures to oil and gas 
exploration and production. It needs to urgently allocate more 
resources to exploration and reserve replacement, while at the 
same time protecting current production levels. It will have to do 
so at a time when it must also invest signifi cant funds in refi ning 
and in infrastructure maintenance.

Mexico’s growing reliance on natural gas, liquefi ed petroleum 
gas, and gasoline imports, as well as the short life expectancy of its 
proven oil and gas reserves, pose complex energy security issues. 
Moreover, chronic underinvestment in refi neries and infrastructure, 
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particularly pipelines and terminals, increases costs and affects 
supply reliability. Aging facilities and defi cient maintenance prac-
tices are a source of increasing safety and security concerns. A 
greater availability of investment resources is a necessary, but insuf-
fi cient, condition for coping successfully with these challenges. 
Major changes within PEMEX are needed to increase its capacity 
to effectively execute larger capital expenditure budgets. 

Absent other factors, in a context of favorable international oil 
prices and a gradual decline in production, the Mexican oil indus-
try could fi nd itself in a manageable situation, despite its poor 
performance. It could remain trapped in a low level equilibrium, 
further lagging behind international oil industry standards. A his-
tory of missed opportunities would continue its course. Minor 
secondary adjustments would allow deferral of the changes in gov-
ernance that PEMEX requires. The most important stakeholders—
the federal and state governments, consumer groups, the trade 
union, PEMEX management, and local communities in producing 
areas—derive considerable advantages from the status quo. This 
helps explain PEMEX’s strength and stability. None of the stake-
holders is fully satisfi ed with the existing order of things, but they 
are all aware of the main risks that change entails. Breaking the 
inertia of these interests is one of the major challenges the Mexican 
state faces.

The risks of a signifi cant fall in oil prices, a higher than expected 
decline rate of oil production, and a substantial increase in 
PEMEX’s capital requirements add to the vulnerability of public 
fi nances and would put the fi nancial health of this state company 
in jeopardy, especially in a situation in which both prices and vol-
umes fall simultaneously. Under these conditions, financing 
PEMEX’s investment programs becomes more diffi cult. Recent 
company estimates of annual capital requirements of US$22 bil-
lion are a somewhat surprising. This fi gure exceeds the capital 
expenditures of Exxon, the largest international oil company, 
which invested less than US$20 billion in 2006. The lack of sig-
nifi cant oil discoveries, the delays in the development of the Chi-
contepec fi elds in Veracruz, the low reserve replacement ratios, and 
a continuing fall in the reserve to production ratio give rise to a 
scenario that could eventually trigger impulsive reactions to long-
standing problems and overdue solutions. The strength of these 
endogenous factors should not be underestimated nor should their 
fi scal implications be overlooked. To cope with these contingencies 
the government would have to implement tax reform that would 
allow it to increase nonoil revenues. It would also have to restruc-
ture the oil industry. 
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Role of the State

PEMEX’s disappointing performance can be directly linked to its 
governance structure and processes. The main problem that it cur-
rently faces, as well as its central challenge, has to do with the 
industry´s architecture. Its redesign has high priority. Gaps in oper-
ating effi ciency, inadequate allocation of resources, defi cient proj-
ect execution, implicit price subsidies, trade union privileges, and 
noncompetitive compensation patterns contribute to the dissipa-
tion and capture of economic rent by stakeholders. The use of this 
rent to fi nance current government expenditures is symptomatic of 
fundamental fl aws in public policy. The implied costs gain rele-
vance as production and reserves decline and PEMEX’s fi nancial 
situation deteriorates. 

The state performs four basic functions with regard to the gover-
nance of the oil industry: the design and implementation of energy 
policy, the regulation of the industry and its markets, the exercise of 
property rights over hydrocarbon resources, and management of 
state-owned companies in the energy sector. Regulation includes 
standards and procedures that apply generally to public sector and 
private fi rms as well as those that are specifi c to the oil industry. It 
refers both to the regulatory framework and to regulatory institu-
tions. The interactions between the four functions are multiple and 
should be mutually reinforcing. This is why consistency is essential. 
The exceptionalism of the Mexican oil industry poses complex chal-
lenges in terms of the design of sectoral policies and in relation to 
their congruence with the rest of the economy. Current conditions 
require an overhaul of the institutions that govern the oil industry 
and of the organizations and rules that control its resources.

Energy Policy

The federal government is responsible for designing and implement-
ing energy policy. While economic policy focuses on the nature and 
forms of government intervention that will improve economic per-
formance, energy policy is an important part of economic policy 
that infl uences the exploration, production, distribution, and con-
sumption of energy. Its importance in Mexico is enhanced by the 
size of the hydrocarbon resource endowment, the level of current 
production, and the growing consumption of energy inputs. The 
state plays a crucial role in this sector: almost all primary energy is 
produced by state-owned enterprises, as well as most of its transfor-
mation into secondary energy products. In these circumstances, the 
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direction, pace, and coordination of the investment decisions of 
these fi rms; the design of oil product price structures and electricity 
tariffs; the contribution of the oil industry to public fi nances; and 
the balance of trade have been central issues of energy policy for the 
last 30 years. 

Now, however, energy policy will have to address new areas such 
as the nature of competition that should prevail in the energy sector, 
the design and implementation of price mechanisms, the nature of 
regulation in energy markets, the security and reliability of supply, 
and the reform of the oil tax regime. Energy policy is necessarily 
long-term, given that the sector is characterized by its capital inten-
sity, the long gestation and execution periods of its investment proj-
ects, and the long life cycle of the capital stocks that determine 
energy consumption patterns. Its implementation requires strong 
institutions that can develop wide scope, long-term perspectives and 
can assume responsibility for implementing needed reforms. 

The lack of a comprehensive energy policy has created a vacuum 
that limits the government’s ability to formulate viable strategies and 
consistent proposals. The institutional weakness of the Ministry of 
Energy is tangible. Many other public entities share responsibility 
for and authority with regard to the management of state-owned 
energy companies, but sectoral regulatory bodies have limited inde-
pendence. Obsolete and unenforceable regulations rule many areas. 
The Ministry of Energy does not have career personnel with the 
specialized necessary knowledge and experience, and its high turn-
over renders training efforts ineffective. The instability of senior and 
midlevel staff disrupts key tasks that require a minimum of continuity. 
From 1983 to 2006 the minister of energy averaged 2.3 years in 
offi ce. During the Fox administration four ministers of energy were 
appointed. The basic weakness that this pattern reveals is that energy 
policy decisions are, in practice, taken in other ministries or in the 
state-owned companies. It also points to the meager autonomy of 
the state with respect to private interests, given the apparent under-
standing the Fox administration reached with powerful industrial 
groups. It is no coincidence that three of the four ministers that 
served during this period were directly linked to business interests 
from Monterrey, the home of many energy-intensive industries.

As in other countries, the pertinence of having a sectoral ministry 
responsible for energy matters has been called into question. The min-
istry’s weakness with respect to the large state-owned companies and 
to other ministries that effectively control key energy policy instru-
ments is regularly stressed by various analysts of Mexico’s energy 
industry, as is its limited capacity to harmonize the objectives and 
interests of diverse public- and private-sector actors. Asymmetry of 
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information and of resources shapes the relationship between the 
Ministry of Energy, regulatory bodies, and state enterprises. Granting 
managerial autonomy to these state enterprises and broadening the 
scope and independence of regulatory bodies is also  perceived as a loss 
of some of the traditional attributes that have been formally assigned 
to this ministry. Finally, the fi scal authorities have, in practice, assumed 
some of the main responsibilities with regard to the exercise of prop-
erty rights of hydrocarbon resources. From this perspective, the design 
and implementation of energy policy is seen as a residual function that 
hardly justifi es the existence of a specifi c ministry.

This line of argument has a static bias that stresses unsatisfactory 
aspects of the status quo and projects them into the future. Indepen-
dently of the long-term structure of the energy sector and the specifi c 
forms of governance, maintaining a Ministry of Energy that would 
offer strong leadership in the articulation and adoption of an ambi-
tious structural change agenda and in the institutional development 
of the energy sector is convenient. It is precisely during the transition 
to new forms of governance that strong authorities are needed. The 
ministry must offer a precise diagnosis of key issues and problems 
and a clear sense of direction and must overcome the multiple obsta-
cles that a complex transformative process would face. Under the 
current circumstances, eliminating the Ministry of Energy would 
send a negative signal: it would, in effect, announce a decision to 
postpone energy reform once again. 

Regulation

Mexico’s oil industry is both overregulated and badly regulated and 
operates in a set of regulatory vacuums, some of which PEMEX has 
fi lled, merging the tasks of the operator with others that correspond 
to the authorities. Responsible government agencies do not have the 
technical and fi nancial resources to perform critical regulatory func-
tions. This has given additional powers to the operating company, 
fostering self-regulation. Notwithstanding this situation, PEMEX is 
subject to rules that are similar to those followed by government 
agencies. This reduces its operational fl exibility, weakens its ability 
to compete, and prevents it from taking advantage of business 
opportunities. The evolution of the oil industry within a closed state 
monopoly has not allowed the development of market institutions 
or of a regulatory framework and the professional talent that are 
now needed to design, build, and manage a modern regime congru-
ent with the current overall business environment. This monopoly 
structure has protected PEMEX from the market discipline required 
to improve operational discipline.
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The centralized administrative regulation of PEMEX constitutes 
an insurmountable obstacle to its performance as a business  concern. 
Laws relating to, among other things, parastatal agencies; adminis-
trative responsibilities of civil servants; procurement, leasing, and 
services; and public works are drowning PEMEX in a bureaucratic 
morass. By the same token, annual and quarterly line-by-line gov-
ernment budget controls destroy economic value. The manner in 
which Mexico’s state-owned companies are integrated in the coun-
try’s public fi nances is unique in the Organisation for Economic 
Co-operation and Development. It focuses the attention of PEMEX’s 
executives on controlling expenditure to the detriment of maximizing 
economic value. Primary fi nancial surpluses are not used consistently 
as a control variable. Extremely short-term fi nancial targets, often 
quarterly, affect operating programs and investment projects with 
long planning and execution horizons. A number of measures that 
have given PEMEX greater fl exibility—off balance sheet fi nancing 
and multi-annual investment programs—have been useful, but costly; 
do not appear to be sustainable; and offer only limited options for 
large-scale, high-risk, complex projects. The logic of this regulatory 
framework privileges the control of processes in relation to a disci-
pline based on economic results. These controls are determined by 
tradition and by the needs of the government and pay little attention 
to the requirements of a business entity.

The control, oversight, and audit functions carried out by the 
Ministry of Public Administration have done little to eradicate 
endemic irregular practices in the oil industry and to prevent and 
penalize cases of blatant corruption. Public sector evaluations and 
audits have done little to improve PEMEX’s corporate performance. 
The excessive formality of procedures adds complexity to decision 
making, delays execution, is costly, and implies signifi cant personal 
risks—administrative, legal, and reputational—for PEMEX execu-
tives and midlevel management. These conditions have contributed 
to the development of a corporate culture that is averse to risk, inno-
vation, and entrepreneurship. Decision-making processes are time-
consuming and are frequently paralyzed. PEMEX executives and 
government offi cials express a well-founded concern with respect to 
multiple controls, which do not actually constitute effective control 
systems. Managers allocate a great deal of their time to protecting 
themselves from personal risks associated with their own perfor-
mance. This behavior distorts corporate priorities and fosters bias 
against projects characterized by greater administrative risks, irre-
spective of their economic merit. 

Excessive legal and regulatory formalism also constitutes a bar-
rier to entry for new suppliers of goods and services, as they have to 
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invest heavily in acquiring the know-how of bid formulation, because 
they must comply literally with detailed rules that are unusual in the 
international oil industry. The existing regulatory framework intro-
duces contractual rigidities that tend to increase the costs and reduce 
the benefi ts of large-scale projects. 

The liberalization of trade and investment that has taken place in 
Mexico has not had a tangible, direct effect on the oil industry. 
Little progress has been made in the transition from the current 
monopoly structure to one of regulated domestic competition and 
international competition, and implicit subsidies that affect the 
integrity of pricing structures have re-emerged. The 1993 restructur-
ing of PEMEX into four major operating companies, each with its 
own profi t-and-loss statements, permitted better assessment of their 
respective business lines. Given the volume of product fl ows between 
the subsidiaries, a transfer price system based on opportunity costs 
was developed. However, price signals by themselves were unable to 
establish the desired level of economic discipline within PEMEX, 
given that performance measurement and accountability have not 
been as rigorous as they should have been, nor have their conse-
quences been duly taken into account. Greater effective competition, 
even the risk of competition, would introduce a greater sense of 
urgency in PEMEX with respect to its cost management, its com-
petitive position and its business performance.

Mexico’s experience with natural gas illustrates some of the prin-
cipal obstacles faced by market regulation. In 1995, a new regula-
tory framework for the development of gas markets was established 
and the mission and scope of the Comisión Reguladora de Energía 
(CRE) was broadened. During the Fox administration, however, 
multiple efforts were made to dismantle the regulated price system. 
First-hand sales regulation prevents PEMEX from intervening in the 
determination of prices and limits the government’s discretionary 
power through explicit and transparent pricing rules. The basic prin-
ciple was straightforward: domestic prices of natural gas should 
fully refl ect opportunity costs in an open economy. In January 2001, 
the minister of energy undercut the CRE, arbitrarily fi xing the price 
of natural gas for a period of three years. Later, the minister sus-
pended the regulated price regime again, for six more months. These 
decisions demonstrated the government’s lack of commitment to the 
regulatory framework and to the regulatory agency. They also recog-
nized the power of interest groups that had captured both the CRE 
and the Ministry of Energy. 

Once the regulated price mechanism had been reestablished, the 
CRE refused to carry out the relevant adjustments made necessary 
by the changes in the natural gas demand-and-supply balance. 



the governance of mexico’s oil industry 407

Regulated price adjustments were partial, unduly delayed, and not 
always consistent, jeopardizing the integrity of the price formation 
system. The result was a growing gap between regulated prices and 
opportunity costs. This lack of fl exibility blocked the introduction 
of competition in the domestic gas market that direct imports by 
private parties would have brought about; however, maintaining 
domestic prices below import prices prevented this possibility. The 
government decided to control prices below market levels and the 
CRE meekly accepted this priority. Both had mistakenly identifi ed 
PEMEX as the main obstacle to market liberalization and had not 
recognized that the regulatory price regime was the only protection 
it had against implicit price subsidies granted by the government. 
The CRE’s behavior was conditioned by the asymmetry of informa-
tion and resources in the relationship between the regulator and 
PEMEX. The lack of commitment to the regulatory regime, the lim-
ited independence of the regulator, and the regulator’s scarce resources 
and instruments resulted in a loss of credibility. The government 
missed the opportunity to introduce competition in the natural gas 
market offered by growing imports. 

Little progress was made with regard to regulating the liquefi ed 
petroleum gas market. Attempts to restructure automotive fuels 
markets have been limited, contradictory, and untimely, and little 
attention was paid to liquid industrial fuels. Misaligned relative 
prices have promoted the development of black markets, and sec-
ondary markets for fuels illegally taken from PEMEX have appeared. 
This partial loss of control in the supply of automotive fuels is a 
source of growing concern.

The experience acquired since the 1990s offers multiple lessons 
regarding the diffi culties in designing and implementing modern 
regulatory regimes and the development of independent regulatory 
institutions. It has also shown the limits of their effectiveness, given 
a legal tradition and practices that were not fully compatible with 
the objectives and processes of contemporary economic regulation. 
The abusive recourse to the amparo (a legal stay of action) has 
repeatedly suspended administrative decisions. The privatization of 
telecommunications and commercial banking in the 1990s demon-
strated the risks and long-term costs implied by restructuring key 
industries without previously establishing the appropriate regula-
tory frameworks and institutions. Unfortunately, the experience of 
other sectoral regulators—the Comisión Federal de Telecomunica-
ciones, the Comisión Nacional del Agua, the Comisión Nacional 
Bancaria y de Valores, and the Comisión Federal de Competencia—
do not offer much optimism regarding the prospects of achieving 
timely and effective regulatory improvements in the energy sector.
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Mexico needs to increase the effectiveness of the economic 
intervention of the state. In the oil industry, it must substitute and 
complement the direct intervention through state-owned compa-
nies and government agencies with indirect instruments offered by 
economic regulation. It is not a question of reducing the scope of 
state intervention, but of strengthening and expanding it through 
the use of market mechanisms. In modern economies, regulation 
has become the main form of state intervention. The rules and 
standards that are adopted, as well as monitoring and compliance, 
affect and guide the behavior of economic agents. The regulatory 
framework restricts individual and collective action, but also fosters 
it through more precise incentives. It complements other govern-
ment instruments, such as fi scal policy and statuary disclosure and 
transparency obligations.

The institutional crisis the energy sector faces can only be resolved 
by tackling this regulatory challenge. The government must improve 
the operation of hydrocarbon markets and contribute to their devel-
opment. It will have to redefi ne, reorder, and limit the role of govern-
ment agencies that currently intervene in them. The Ministry of 
Energy should lead this effort. The introduction of competition in 
the Mexican oil industry is a particularly complex task. Its starting 
point is a legal monopoly that has been in place for many decades. 
Its scope and depth has few precedents outside the formerly social-
ist economies. The sector’s monopoly structure fully conditions 
production, transportation, distribution, and marketing. For this 
reason the industry’s architecture must be fundamentally modifi ed, 
an undertaking that transcends the scope of conventional regula-
tory reform. Under these circumstances, state intervention cannot 
limit itself to the regulation of existing markets, but must be 
extended to creating new markets and promoting the establishment 
of new economic agents. In contrast with other more developed 
countries, the main challenge for Mexico is not deregulation, but the 
design of a new regulatory regime and the construction of modern 
regulatory institutions.

The strengthening of indirect, reliable, and predictable mecha-
nisms of state intervention will allow the introduction of competi-
tion in fi nal product markets. The emergence of private agents in a 
market where a dominant state-oil company prevails is made pos-
sible by regulated competition. To achieve this, the scope of the CRE 
must be expanded, it should be given greater independence, and its 
technical competence should be improved. Developing rules and 
institutions that will regulate the oil industry will not be an easy 
task. Regulation requires strong government commitment. The basic 
objective is gradual transition from monopoly to a regime of regulated 
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competition without privatizing core assets currently owned by 
PEMEX. The design of a mechanism that will regulate the formation 
of oil product prices is a central aspect of market liberalization. In 
Mexico’s open economy, competition will not develop without prices 
that refl ect the costs of alternative supplies from relevant external 
markets. If subsidies persist, they must be explicit and granted directly 
by the government, not by PEMEX. A regulated price system provides 
signals to consumers and potential investors so that they can make 
rational use of scarce oil products and perform the economic calcula-
tions required by decisions on investments in long-lasting assets.

No single path from monopoly to regulated competition is avail-
able. The transition from one market structure to the other will be 
determined by the initial conditions, the institutional constraints 
that restrict potential options, the goals that are set, and the timing 
of the process. The costs and benefi ts of alternative strategies must 
be assessed. The sequence that is selected needs to be suffi ciently 
fl exible to accommodate successive adjustments. Unfortunately, a 
precise mapping of this transition is not available. Public-sector 
agencies must begin their planning exercises as soon as possible. 
They must be aware, however, that the fruits of regulatory reform 
will only be realized in the medium and long term. 

Hydrocarbon Ownership

The government has transferred the management of the oil and gas 
resources for which it is responsible to PEMEX. PEMEX, in turn, has 
not been able to fully exercise the policy prerogatives that it was 
granted. In this fi eld, as in others, the state oil company is a self-
regulated monopoly. However, budgetary restrictions imposed by 
the government have limited, indirectly and implicitly, core aspects 
of its resource management responsibilities. Although PEMEX is 
potentially a powerful instrument of the state, in practice it has given 
insuffi cient attention to central oil policy functions that were dele-
gated to it by the government. This can also be explained by the 
complexity of resource management, a function that is subject to 
wide technical, economic, and social considerations, as well as to 
diffi cult choices under conditions of uncertainty and risk. Notwith-
standing this state of affairs, resource management must also be 
recognized as a serious case of public policy failure.

The hydrocarbon endowment should be effi ciently exploited for 
the benefi t of all Mexicans of current and future generations. To this 
end, it is necessary to defi ne the directions that this extractive indus-
try should take and the rate at which the resources may be pro-
duced and to manage the impact of its activities. This must be done 
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taking into account both market considerations and energy security 
objectives. An unavoidable function of government is the defi nition 
of the terms and conditions of access to subsoil resources. It must 
also determine the specifi c tax regime that will apply to upstream 
activities, as well as their regulatory framework. The regulatory 
agency must monitor, supervise, and enforce compliance with the 
terms of access, including the safety of facilities and working condi-
tions, and control discharges and emissions.

Given secular government budget defi cits, one of its main objec-
tives has been maximizing oil revenues. The oil tax regime consists 
of simple rules relating to the distribution of cash fl ows between 
PEMEX and the government. Little consideration has been given to 
the long-run effects of these rules on the effi cient generation and 
allocation of fi nancial resources. Also the perverse incentives of the 
current tax regime with respect to the management of hydrocarbon 
resources have not been recognized. The federal government does 
not collect royalties as payment for the exclusive access to subsoil 
oil and gas reserves. Rather, its revenues are derived from the reve-
nues obtained from the sale of crude oil, natural gas, and oil prod-
ucts. As hydrocarbons are not valued in the ground, appraising the 
performance of upstream activities is diffi cult. The magnitude of 
economic rent that is generated by these resources conceals the inef-
fi ciency of operational and investment activities in exploration and 
production. This is been well documented in benchmarking exer-
cises commissioned by PEMEX. The extraordinary wealth of the 
large hydrocarbon discoveries of the 1970s and early 1980s helped 
sustain this state of affairs for more than three decades.

Fiscal imperatives have been the dominant force in shaping oil 
policy. Since 1992, PEMEX has paid taxes and royalties equivalent 
to 62 percent of its gross revenues and more than 110 percent of its 
gross earnings. The result of this policy has been the decapitalization 
of this state-owned company. Recent adjustments in the oil tax 
regime were insuffi cient and untimely, leaving this regime far from 
being competitive. They have, nevertheless, provided some relief. So 
has the government’s decision to repay implicit price subsidies on 
sales of gasoline and diesel that PEMEX had been asked to absorb. 
However, more basic change to and modernization of the oil tax 
regime is impossible without a wide-reaching tax reform that would 
increase the tax burden to more reasonable levels. 

In 2006, Mexico’s nonoil tax burden was 10.2 percent, one of the 
lowest in Latin America, a region that is not known for collecting taxes 
effectively. Total federal revenues reached the equivalent of 17 percent 
of GDP when oil tax revenues are included. What is equally surprising 
is the relative stability of this share over the past 25 years. Also the 
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share of oil tax revenues in total public sector revenues—38 percent 
in 2006—has moved within a narrow range, despite considerable 
international oil price fl uctuations. In countries with a state-owned oil 
company, fi nancial weakness of the state is normally associated with 
a fi nancially weak state-owned oil company. In the case of PEMEX, 
its capacity to generate large cash fl ows and pay substantial taxes and 
royalties refl ects low production costs, a real gift of nature.

PEMEX’s new tax regime is far from competitive. Based on the 
standardized measure of the discounted future net cash fl ows related 
to proven oil and gas reserves, a value can be given to the subsoil 
production rights held by this company. This estimate applies crite-
ria established by the U.S. Securities and Exchange Commission that 
are highly restrictive. In the Mexican case, the proven reserves con-
sidered by the U.S. Securities and Exchange Commission are based 
on particularly conservative estimates of recoverable volumes of oil 
and gas. However, these standardized estimates were designed to 
permit consistent comparisons. The resulting fi gure for 2005 estab-
lishes a value of US$3.14 per barrel of oil equivalent for PEMEX’s 
in-the-ground reserves. This is an extremely low number in com-
parison with estimates for the major international oil companies. 
For instance, the estimate for Exxon is slightly above US$10, and for 
Shell it is US$15 per barrel of oil equivalent. The atypical PEMEX 
fi gure results from extraordinary high tax and royalty rates paid by 
PEMEX Exploration and Production. Above all, it reveals the exces-
sive rates of the new oil tax regime.

The statutes that regulate exploration and production activities 
date back to 1974, when the rich southeast basins were discovered. 
These regulations are based on the 1958 bylaw of article 27 of the 
constitution, which sets forth conditions for granting PEMEX per-
mission to carry out exploration and production activities and to 
construct and operate the relevant facilities. Such permission can only 
be granted to PEMEX. In 297 articles, the regulatory statute details 
the extensive information requirements regarding exploration, drill-
ing, and production and abandonment of wells and the transport and 
storage of primary hydrocarbons. It includes technical specifi cations 
of facilities that operations must comply with, including land use.

The regulatory statute refl ects the technologies and operating 
practices of the time in which it was drafted and has not been updated 
to incorporate the technological change that the international oil 
industry has experienced since that time or the evolution of regulation 
in many countries. In addition, this statute does not cover many topics 
that are commonly dealt with by modern oil industry regulations. The 
department responsible for regulating exploration and production in 
the Ministry of Energy has limited technical resources, which prevents 
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it from carrying out effective monitoring and inspection tasks. 
Knowing if it has rejected an application or revoked an authoriza-
tion would be interesting. With the disclosure of information that is 
scarcely used by the Ministry of Energy, PEMEX simulates compli-
ance with its formal obligations and the ministry simulates enforcing 
the regulatory statute. This situation may have persisted since it fi rst 
came into effect. Current regulatory activities contribute little to the 
effi cient development of hydrocarbon resources and even less to ful-
fi lling the fi duciary obligations of the authorities. 

Responsibility for safety and environmental issues is dispersed 
among various government departments, which do not have the tech-
nical and fi nancial resources that are needed to carry out their regula-
tory obligations. With respect to environmental matters, the statutes 
have not assimilated current legal and regulatory requirements.

Even if PEMEX continues to be the only operator, changing upstream 
regulations and reinforcing the regulatory authority have high priority. 
In addition, if the government intends to open exploration and produc-
tion to private investment, it must fi rst demonstrate that it is capable 
of regulating the state-owned oil company and has the ability to give 
similar treatment to all companies, public and private. Inevitably, it 
will have to show credible capacity to manage the country’s oil resources 
in a manner that focuses on the costs and benefi ts of exploration and 
production and to manage the use of infrastructure. Achieving such 
credibility demands time and consistent performance.

PEMEX has advanced in the development of its reserve manage-
ment system and has begun to improve its estimates of the country’s 
resource potential. In the second half of the 1990s, PEMEX carried 
out new estimates of proven, probable, and possible oil and gas 
reserves based on internationally accepted criteria. These estimates 
were audited by specialized international engineering fi rms and 
detailed annual reports have been published. The transparency that 
they manifest is commendable. Over time, reserve quantifi cation has 
continually improved and conservative criteria have added certainty 
to the process. The reserve management system is an essential explo-
ration and development tool. Also the perspective that is given by 
good potential resource estimates is a critical element in designing 
mid- and long-term exploration strategies. They are particularly 
important as proven reserves decline and concerns regarding their 
adequacy increase. In these circumstances, a better understanding of 
the magnitude of unproven reserves and rigorous studies that 
improve the quality of resource estimates are valuable. The time and 
effort invested in these tasks can have important results. Until 
recently, their usefulness was underestimated, and additional funds 
should be allocated to them.
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As the reserves to production ratio has fallen to less than 10 years, 
it is understandable that long-term security of supply concerns have 
intensifi ed. Discussions with respect to the adequacy of reserves needed 
to sustain current levels of production and guarantee foreseeable 
domestic consumption for a reasonable period have gained relevance; 
these discussions have arisen at a time when more than half of produc-
tion is exported. Precautionary motives advise giving priority to future 
domestic supply over current export levels. Recently, unease in Con-
gress led it to assume responsibility for determining export levels. 
Instead of trying to fi x levels at a specifi c point in time, Congress 
should develop criteria and decision rules that can help regulate and 
institutionalize this obligation. Regulating the intertemporal distribu-
tion of production while reserve endowments change is no easy task, 
and protecting the distribution of production from short-term politi-
cal considerations and pressures will be diffi cult. Subjecting exports 
to reserve adequacy tests can stimulate exploration and increase 
reserve replacement ratios. If this potential incentive does not succeed 
in increasing reserves, export levels will have to be further reduced.

The benefi ts implicit in designing more intelligent exploration 
and development strategies can be substantial. The economic value 
of better reservoir management can be as signifi cant as discoveries 
of potential new resources. Moderating the environmental impact of 
exploration and production activities can reduce economic and social 
costs. The reduction of safety risks at PEMEX’s oil and gas facilities 
is an obligation that must not be further postponed. A new regula-
tory authority will have to play a greater and more responsible role 
in the extraction of subsoil resources. Many lessons can be derived 
from experiences in the North Sea, Brazil, and Canada. The Ministry 
of Energy must assimilate them so that it can progress more rapidly 
in designing a new regulatory framework and establishing an inde-
pendent regulatory commission.

Ownership of the State Oil Company

The federal government and the oil industry trade union, whose 
representatives serve on PEMEX’s board, have not fulfi lled their fi du-
ciary role with respect to its ultimate owners, the Mexican nation. The 
passivity with which they have exercised the property rights of this 
corporation has jeopardized its capacity to grow and has severely 
affected its performance. At the same time, the government’s dysfunc-
tional administrative interventions and recurrent political interference 
have been a source of serious distortions. Trade union leaders have 
been unable to balance their own interests with those of PEMEX, 
imposing vertical integration to levels that are unprecedented in the 
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international oil industry and extracting special benefi ts that are 
inconsistent with prevailing productivity levels. Notwithstanding 
the progress achieved with respect to its own past, PEMEX’s perfor-
mance is inadequate in relation to its potential and when it is com-
pared with the performance of international oil companies and other 
state-owned oil fi rms. 

An explicit, contemporary form must be given to the state’s owner-
ship role in PEMEX, clearly differentiating its corporate functions 
from those that it performs as a government agent. Ownership rights 
cannot continue to be justifi ed exclusively in terms of the industry’s 
history, general references to national sovereignty, or allusions to the 
diffi culty of forming a political consensus. The government must 
defi ne the objectives of state property in the oil industry, the role of 
the state in PEMEX’s corporate governance, and the manner in which 
it will exercise ownership rights. 

One of the key objectives of the administrative reform of the 
Mexican state must be the achievement of a sharper distinction 
between the state and its agents, the roles of the authorities and 
those of the management of state-owned companies. Historically, 
PEMEX has operated as an extension of the federal government. 
Being a state monopoly and operating as a government entity has 
induced it to assume roles that are normally performed by the 
authorities and are not those of a fi rm that maximizes economic 
value. Under these conditions, that government offi cials are tempted 
to intervene directly in the management of PEMEX and that its own 
executives want to shape public policy formulation is not surpris-
ing. The resulting confl ict has marked the relationship between the 
government and the company and has negatively affected their 
respective performance. 

Even though the government should not intervene in the day-to-
day management of state fi rms, granting them managerial autonomy 
assumes a precise defi nition of the objectives against which their per-
formance can be appraised and making senior and midlevel manage-
ment accountable for company results. PEMEX has not concluded 
what has been a long transition with respect to the defi nition of its 
corporate mission, moving from one that pursues multiple, confl ict-
ing objectives—such as employment, regional development, industri-
alization, energy self-suffi ciency, and technological change—to one 
whose central objective is long-term maximization of economic 
value, subject to public policy and regulatory constraints. Fortu-
nately, value creation has become an increasingly important reference 
in decision making and the legitimacy of this objective is questioned 
less frequently. However, PEMEX still has a long way to go in fully 
implementing this objective and in internalizing it in the corporate 
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culture. Also a number of social groups and political currents prefer 
to see PEMEX as an organization that contributes directly to the 
achievement of traditional objectives, regardless of the economic 
costs that might be incurred. PEMEX management is lagging in its 
ability to defi ne, allocate, and assume responsibility for results. 
Given the number and diversity of the administrative and fi nancial 
constraints PEMEX management faces, fi nding explanations, if not 
justifi cations, for inadequate performance is always possible. 

Government authorities, in their capacity as the owner’s represen-
tatives, have not exercised the needed leadership. Their intervention 
has focused on fi xing budgetary caps, monitoring compliance with 
the caps, and auditing budgetary controls. Top and midlevel man-
agement have responded by avoiding personal risks. This effort 
absorbs a large part of their energy, lengthens the time needed for 
decision making, and discourages initiative. Better, more detailed, 
and more transparent fi nancial, operational, and audit reports pro-
vide evidence that inadequate results and failure to achieve targets 
have limited consequences. PEMEX has made remarkable progress 
with regard to the availability and timeliness of the reports it submits 
to regulators, both domestic and international. Paradoxically, estab-
lishing more precise objectives and targets and measuring perfor-
mance has not contributed to a better allocation of responsibility 
over performance. A key link is missing, namely, incentives—positive 
and negative, short term and long-term, monetary and other types—
that condition managerial and employee behavior are not aligned 
and structured in ways that improve performance.

Exercising property rights effectively and strengthening corporate 
governance processes require basic changes in the composition and 
operation of PEMEX’s board of directors and of the boards of its 
subsidiary operating companies. These have been particularly inef-
fectual. Important decisions are not taken at their meetings and few 
of their members consider their participation in them among their 
main responsibilities. Low attendance records by board members 
and their formal substitutes are telling. The boards do not have the 
committees that deal with specifi c topics in greater depth as is com-
mon corporate practice. PEMEX’s board does not even have an audit 
committee. In most instances, differentiating the role of board 
members from the one they play as government offi cials is not pos-
sible, creating clear confl icts of interest. The large trade union rep-
resentation on PEMEX’s board limits the nature of the topics that are 
discussed as well as the discussion itself. Under these circumstances 
board meetings are largely ceremonial. They are not a forum where 
the owner’s representatives give guidance, delegate powers, and hold 
management accountable. Its main function is of a latent nature: it 
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is at these meetings that potential and effective vetoes relating to 
specifi c issues that may affect any of the parties are posed. 

The minister of energy chairs PEMEX’s board. Its members are the 
ministers of fi nance, communications and transport, environment and 
natural resources, and the economy; one representative from the Offi ce 
of the President; the comptroller as representative of the Ministry of 
Public Administration; and fi ve trade union members. Board mem-
bers can delegate their participation to designated substitutes. 
PEMEX’s operating subsidiaries follow a different pattern. Their 
boards are headed by PEMEX’s chief operating offi cer, and their 
board members are the chief operating offi cers of the four subsidiar-
ies and representatives of the ministries that are on PEMEX’s board. 
Trade union representatives are not included. None of the board 
members are appointed in their personal capacities, thereby forgoing 
the possibility of having independent directors.

In recent years, two initiatives to restructure these boards have 
failed. The fi rst was limited to substituting the four government min-
isters with eminent Mexican business people. Aside from the legal 
impediments that this presidential proposal faced, its objective was 
mainly symbolic in that it left the trade union representation and 
governance processes intact. The second proposal exclusively 
addressed corporate questions, but did not consider any changes in 
the more general issues of the industry’s governance and did not 
resolve basic problems regarding the relationships between the gov-
ernment and the state- owned oil company. It did not cope with the 
legal and regulatory issues that restrict the autonomy of the board. 
The boards of the subsidiary companies, which were established in 
1992, have fostered a more robust and disaggregated fl ow of infor-
mation. In these boards, technical and business questions are more 
easily discussed. Nevertheless, they have not taken full advantage of 
the opportunities this offered them. 

Among the numerous and uncoordinated agencies that share 
responsibility for managing PEMEX, none unambiguously holds 
and exercises the property rights to the company. In these circum-
stances, distinguishing ownership functions from other state func-
tions becomes more diffi cult. Although the Ministry of Energy is 
formally responsible for sectoral coordination, the Ministry of 
Finance holds the more important and effective instruments of con-
trol in the current institutional setting. The Ministry of Public 
Administration plays a critical role in the auditing and control 
functions of state-owned companies and in overseeing the behavior 
of PEMEX’s offi cers and midlevel managers. Other public agencies 
intervene directly in specifi c areas, increasing the complexity of 
interministerial coordination.
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The indifference and negligence regarding energy policy, the 
regulation of the oil industry and its markets, and the exercise of the 
state’s property rights refl ect a failure of political will, imagination, 
and leadership. These critical matters are fundamental aspects of the 
structural reforms that are required by the oil sector. They have been 
postponed by the urgency associated with short-term problems. They 
also refl ect confl icts of interests that have not been constructively 
resolved. The lack of basic understanding with respect to the oil 
industry’s future has fostered the predominance of simplistic views 
that have trivialized public debate. Some political currents have 
looked for inspiration in a golden age of the oil industry that never 
existed. Others are equally frustrated and impatient to dismantle the 
current industry structure, but they do not have a consistent alterna-
tive proposal and are unwilling to assume the costs of privatization 
and the possible denationalization of the oil industry.

Main Actors’ Behavior

The structure of the oil industry and its pattern of governance infl u-
ence the behavior of its main actors and determine their attitudes 
with regard to the modernization of PEMEX. Because of their infl u-
ence and power, three prominent players stand out: the federal gov-
ernment, the energy-intensive industrial fi rms, and the trade union. 
Their ambivalence about and opposition to oil industry reform have 
delayed and canceled proposals for change. Despite the diversity of 
their points of view and interests, they have done so without neces-
sarily colluding. In some instances they have vetoed initiatives that 
one of them supported, contributing to the lack of consensus that 
has prevailed with respect to the future of the oil industry. None of 
these groups is satisfi ed with the status quo, but what brings them 
together is the perception that basic change could eliminate the ben-
efi ts and privileges they have enjoyed for many years. The behavior 
of these actors reinforces the powerful inertia associated with the 
structural continuity that has characterized the oil industry.

The Federal Government

The government’s conduct with regard to energy policy, oil industry 
regulation, and property rights has been discussed. This section con-
siders only the government’s relationship with other stakeholders. 

The divergence and confl ict of interests within the government in 
relation to PEMEX during the Fox administration were quite evident. 
These originated in the lack of clarity of the objectives, roles, and 
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responsibilities of the multiple government agents that participate in 
the oil industry. For instance, as the Ministry of Finance strived to 
maximize oil revenues and control PEMEX’s expenditure, it con-
fronted the Ministry of Energy, which had in turn formed an alliance 
with energy-intensive fi rms that were demanding lower prices for 
energy and basic petrochemicals. Meanwhile PEMEX sought pro-
tection from the control mechanisms put in place by the ministries 
of Public Administration and Finance. It also reached a number of 
agreements with the trade union, all of which had a detrimental 
effect on public fi nances. At the same time, PEMEX strived for a 
reduction in the implicit price subsidies that it was obliged to grant 
on behalf of the government. 

The Ministry of Energy was not strong enough to coordinate 
PEMEX and the Comisión Federal de Electricidad in matters per-
taining to liquefi ed natural gas, cogeneration facilities, and fuel 
policy. As Congress tried to play a more active role in the design 
and implementation of oil policy, the context in which PEMEX 
operated became more complex. Under these circumstances, disor-
derly decision making deeply affected PEMEX and did not allow 
any changes in corporate governance.

Large Consumers

Consumer groups, political parties, and public opinion have pres-
sured government authorities to exert direct and effective price con-
trols on oil products and natural gas. During the 2006 presidential 
elections, two of the main candidates supported this aspiration and 
committed themselves to a general reduction in oil product prices 
and electricity tariffs. They were further supported by the media. For 
many years, the government maintained a policy of low fuel prices. 
It saw this as an industrial policy tool that supported urbanization 
and social welfare and justifi ed massive subsidies in light of its pro-
motion and redistribution goals. During the 1980s, the fi nal con-
sumer prices of certain types of fuel were substantially lower than 
their import prices. This situation began to change later in the decade 
and during the early 1990s, when the government attempted to align 
domestic prices with the cost of energy from alternative sources. 
Since that time, vehicle fuel prices have been fi xed in relation to 
expected annual infl ation. For industrial fuels, the policy consisted 
of trying to bring producer prices in line with their opportunity costs 
in an open economy. The reference market for both was the U.S. 
coast of the Gulf of Mexico. Final consumer prices for gasoline, 
diesel fuel, and jet fuel were similar to the average U.S. price for 
each, though, at times, domestic prices in Mexico were slightly higher 
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than in the United States. At the same time, these prices were by far 
the lowest of Organisation for Economic Co-operation and Devel-
opment member countries’ prices. Moreover, industrial fuel prices 
tended to remain below U.S. prices. 

Given the dramatic oil price increases that began in 2004, gaso-
line and diesel prices have lagged behind U.S. references. The domes-
tic price trajectory was fi xed by the government at the end of the 
previous year, excise taxes were adjusted every month, and eventu-
ally subsidies were granted. At the beginning, PEMEX had to pay 
these subsidies, but in 2006 the government fi nally absorbed them. 
However, PEMEX had to pay in full for the implicit natural gas and 
liquefi ed petroleum gas subsidies. Maintaining subsidies has hindered 
the introduction of competition in these markets. 

The regressive nature of some of these subsidies has not been fully 
recognized. Sales of natural gas are highly concentrated. In April 
2007, the 10 largest buyers accounted for 66 percent of PEMEX’s 
sales, while residential and commercial customers represented less 
than 10 percent of total natural gas sales. Automotive fuel subsidies 
are also highly regressive. The largest consumers of gasoline are high-
income households and low-income groups that do not own cars. The 
impact of gasoline prices on the cost of public transport is relatively 
low. Other cost components—vehicle acquisition, maintenance, and 
labor—have a much higher incidence. 

The demand for subsidies, explicit or implicit, focuses on goods 
and services supplied by state-owned companies and is based on the 
notion that government pricing must necessarily pursue distributive 
and industrial policy objectives. This assumes that the state has dis-
cretional power to fi x prices below opportunity costs. Yet the same 
industrial groups that support natural gas subsidies—the so-called 
Mexico price—would not tolerate price controls in their own prod-
ucts at levels below those of alternative external supplies. Their com-
petitiveness is based on their total cost structure and not on the price 
of fuel, which is one of many factors. In addition, identifying alter-
native price formation criteria for tradable goods other than oppor-
tunity costs is conceptually diffi cult. Politically, direct allocation to 
private individuals of the economic rent generated by oil is even 
more diffi cult to justify.

Introducing competition in oil product, natural gas, and basic 
petrochemical markets, as well as opening the oil industry to private 
investment, presupposes the establishment of competitive prices. 
Under current market conditions, this implies an increase in domes-
tic prices. It is not a temporary anomaly. Deferring price adjustments 
tends to make things worse. However, liberalizing these markets 
poses complex challenges: a fi rst step is eliminating subsidies and 
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increasing producer prices. In the area of natural gas, the short-term 
interests of industrial groups are clearly opposed to those of the 
federal government. The CRE will have to adjust the regulated price 
regime; otherwise, it will lose credibility. The Ministry of Finance will 
need to revise its automotive fuel price policy in 2008 and should 
transfer this function to the CRE. These measures should be imple-
mented in the context of midterm and long-term pricing policy that 
will give consumers greater certainty and modify false expectations 
about the domestic price trajectory of oil products and natural gas. 
These policies must take into account a wider set of objectives that 
go beyond increasing government revenue, and prices should be 
determined by well-defi ned, explicit rules. 

The Sindicato de Trabajadores Petroleros

The collective labor contract between PEMEX and the trade union 
and the behavior of the union’s leadership pose serious obstacles to 
PEMEX’s operational effi ciency and productivity. Its high staffi ng 
 levels are explained by systematic overemployment in all areas of 
activity, the high level of vertical integration, and the internal provi-
sion of a wide array of ancillary goods and services that transcend 
conventional corporate limits. The resulting scale of trade union 
membership gives it considerable regional and national political 
infl uence. The trade union exerts rigid control over the workplace, 
fi lls positions that in other companies are normally assigned to non-
unionized personnel, and imposes restrictions on hiring nonunion 
employees. Union members’ pay and benefi ts are above those pre-
vailing in other industries, periodic compensation adjustments are 
not linked to productivity, and contingent labor liabilities weigh 
heavily on PEMEX’s fi nancial results. The union’s behavior and that 
of its leaders refl ect the authoritarian culture that has prevailed 
despite Mexico’s democratization. The labor market structure is a 
bilateral monopoly in which PEMEX is the only buyer and the trade 
union is the only seller. The fi rm also operates a monopoly for its 
own products and the trade union plays a political role that strength-
ens its position with respect to management and guarantees greater 
control over its members. 

PEMEX provides multiple, measurable examples of overemploy-
ment. The best documented case can be found in its refi neries. Peri-
odic benchmarking since 1991 shows that the wage bill Mexican 
refi neries pay is similar to that of equivalent refi neries on the U.S. Gulf 
coast, even though average wages in this sector in the United States 
are six times higher than in PEMEX refi neries. The examples of over-
employment refer to high employment levels driven by contractual 
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workforce rigidities: thousands of workers are formally assigned to 
facilities that were closed many years ago, and high regional employ-
ment levels are sustained despite substantial decreases in activity 
levels. Outsourcing a number of specialized activities would reduce 
PEMEX’s headcount without modifying the scope of the state 
monopoly. Such restructuring could yield substantial benefits: 
PEMEX could reduce costs, acquire more advanced technologies, 
adopt better industrial practices, and enhance its capacity to execute 
its functions. However, the union opposes such proposals. 

The wage and total compensation structure is the outcome of 
periodic collective bargaining. It does not respond to broader insti-
tutional objectives nor is it the result of a consistent compensation 
policy. Wage negotiations are constrained by the long-term relation-
ship between the parties, as well as by their awareness of the critical 
importance of security of supply on other industries and on society 
as a whole, in addition to its public fi nance implications.

In addition to attractive wages, the terms and conditions of retire-
ment are exceptionally generous. Life cycle compensation promotes 
lifetime employment. Furthermore, recruitment practices promote 
the hiring of other family members at or before retirement. The cost 
of all these benefi ts is high. By the end of 2005, current benefi t lia-
bilities had reached Mex$267 billion and postretirement benefi ts 
accounted for another Mex$201 billion. Total labor liabilities of 
Mex$486 billion are higher than net PEMEX debt and equivalent to 
45 percent of total company assets. Given that only a small fraction 
of labor liabilities are funded and that they may be underestimated, 
the situation is unsustainable. Pension, health service, and other 
benefi ts will have to be modifi ed in the near future.

The trade union has played an important role in the Mexican 
political system. As has been the case with other large public-sector 
trade unions, it was organically tied to the Institutional Revolution-
ary Party and its predecessors. Since the nationalization of the oil 
industry it has played a signifi cant symbolic function. The economic 
resources that it has accumulated have allowed the trade union to 
participate actively in national and regional politics. Some of its 
members have been elected to Congress, and others have held polit-
ical appointments in oil-producing regions. The trade union was 
always prominent in diverse forms of political mobilization that 
were favored by the corporatist political regime. Since 1988, many 
union members stopped voting for the Institutional Revolutionary 
Party, transferring their loyalty to the Party of the Democratic 
Revolution in the municipalities where the oil industry is located. 
However, the trade union leadership continued to support the 
Institutional Revolutionary Party up to the elections in 2000.
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As electoral competition increased, the ballot box became the 
main source of political legitimacy, and mass mobilization, an activ-
ity in which the union excelled, lost relevance. This fundamental 
change of circumstances poses serious challenges for the union’s lead-
ership. The trade union’s relationship with the government, and with 
political parties, will necessarily change. However, new patterns of 
political interaction have not yet come into play. In this political 
transition, the union has maintained a lower public profi le. The gov-
erning National Action Party has granted the trade union exceptional 
benefi ts and has conceded additional privileges in the workplace. 
This conduct is puzzling given the National Action Party’s traditional 
perception of large trade unions as the paradigm of corporatist cor-
ruption in the authoritarian state that prevailed until 2000.

Other Relevant Actors

Two other stakeholders affect oil industry performance: nonunion 
employees and local communities in the main oil-producing regions. 
PEMEX’s technical and managerial personnel face serious problems 
caused by the lack of a clear defi nition of their objectives and the 
scope of their activities, the personal legal risks involved in comply-
ing with detailed formal administrative controls, and the political 
cycles that infl uence career development in PEMEX. The quality of 
the staff that is recruited is also affected by these problems and by 
the absence of competitive recruitment patterns, active retention 
mechanisms for highly qualifi ed personnel, and explicit employment 
termination rules. 

The company has not developed career planning functions for its 
technical, midlevel, and executive personnel. In-house training pro-
grams are limited and inadequate, and graduate-level education 
opportunities are scarce. The industry’s monopolistic structure restricts 
the possibility of gaining relevant professional experience outside of 
PEMEX, thus contributing to an insular corporate culture. Further-
more, the average age of professional personnel has increased given 
long periods of downsizing and of reduced recruitment. Staff reten-
tion measures privileged those with long careers and offered few 
incentives to younger, talented employees. In addition, the various 
risks—administrative, legal, and reputational—associated with a 
career in the oil industry have tended to increase more rapidly than 
total compensation and job satisfaction. This has taken place in a 
context where professional careers in the public sector have been 
losing prestige. These trends have eroded the traditional pride asso-
ciated with being part of the Mexican oil industry, a highly valued 
institutional asset. 
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PEMEX has historically been dominated at all levels by a 
bureaucratic logic, not a corporate one. The perceived mission of 
professional employees is one of public service, instead of being 
geared to creating economic value subject to government policies 
and regulation. This generalized perception is refl ected in the scar-
city of managerial skills, in a corporate culture that does not value 
innovation and entrepreneurship, and in the reluctance to allocate 
and assume responsibility. A strong risk aversion is present at all 
levels of the corporate hierarchy. For these reasons, management 
centers its attention on the use and control of instruments and on 
process, but not on the outcomes of its decisions. 

A scarcity of midlevel and top-level managerial skills and the defi -
cient professionalization of such staff is prevalent in the fi rm. Even 
executives identify themselves as technical personnel. However, 
highly specialized technical careers have lacked support, given that 
promotion and access to well-compensated positions necessarily 
imply greater managerial responsibility. This pattern has increasing 
negative consequences as the level of scientifi c, technical, and engi-
neering knowledge required by the industry continues to grow. The 
entry of high-level government offi cials has not contributed much to 
a more managerial culture within PEMEX, as their expertise lies in 
the political sphere and in public administration. The hiring of expe-
rienced managers from the private sector has been limited and their 
performance has not been satisfactory. The fi rm has been unable to 
develop the managerial capacities it requires in-house. It needs man-
agers capable of submitting themselves to market discipline and 
competition. It must train high-level technical teams that can cope 
with a rapidly changing industrial environment. Weak instruments 
limit managerial performance, subjecting it to the inertia of mechan-
ical routine. The state oil company must introduce an ambitious 
program to deal with these constraints and must prepare for the 
generational renewal that will soon take place.

PEMEX and local authorities have been unable to manage ade-
quately the environmental and social impact of the industry’s opera-
tions in the communities where its production and manufacturing 
facilities are located. Unfortunately, the improvement in its environ-
mental performance is long overdue and continues to be unsatisfac-
tory. The principle that the polluter must pay for the damage it causes 
and cover the costs of remediation has been applied erratically. 

The social consequences of oil industry activity have varied over 
time and across regions. Currently, more than 80 percent of oil pro-
duction comes from offshore fi elds far from important population 
centers under conditions that differ signifi cantly from those that pre-
vailed onshore, in Tabasco and Chiapas, in the 1970s and 1980s.
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Damage claims in some regions have been the object of direct 
political action. This, in turn, has encouraged individual and collec-
tive rent-seeking behavior. PEMEX is particularly vulnerable to 
these types of actions. The cost of interrupting production is high, 
both in terms of deferred production and the potential damage to oil 
wells and other facilities and of the safety risks involved. As a state-
owned company, PEMEX faces additional political constraints in 
comparison with private fi rms. This further weakens its position, 
particularly when it must deal with local political mobilization. One 
of the outcomes of this pattern of behavior is the steady increase in 
the number of claims. Local and state authorities and political groups 
take advantage of this perverse dynamic to further their specifi c 
interests. It can only be addressed by improving the environmental 
performance of PEMEX and its contractors and by social interven-
tions that are more sensitive to the problems of the local communities 
where they operate. 

The challenges are not small given the extreme poverty that pre-
vails next to large, modern industrial facilities with well-paid 
workers. Special attention must be paid to the owners of lands that 
are occupied by PEMEX and to the terms and conditions under 
which PEMEX makes use of land that it occupies temporarily. 
Positive incentives linked to the continuity of the fi rm’s operations 
must be put in place. Finally, rigorous application of the law in 
these land-related confl icts must guide the behavior of the state-
owned company and the relevant authorities. 

Proposed Initiatives

The complex problems the oil industry faces have no simple solu-
tions. Market forces on their own cannot solve them and neither can 
exclusive recourse to direct government intervention. Devising cre-
ative and pragmatic alternatives that combine and structure vigorous 
market development with more precise and effective state interven-
tion is the only way these challenges can be met. The required struc-
tural change takes time, and it is therefore unlikely to be carried out 
during a single government administration. Moreover, as these 
reforms incur considerable and immediate political costs whose ben-
efi ts will only be reaped by future administrations, a mature and 
responsible vision and a long-term commitment are needed.

The transformation of the Mexican oil industry involves multidi-
mensional changes. Some of these must be addressed simultaneously, 
while others require a specifi c sequence. Improving the performance 
of state-owned companies requires a fundamental change in their 
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industrial organization and a redefi nition of the rules under which 
they operate. Liberalizing markets and creating a framework that 
will regulate competition will mold PEMEX’s behavior. New forms 
of corporate governance and reduced vertical integration in the oil 
industry will facilitate its control and increase its effi ciency. Under 
current circumstances, state intervention will have to be expanded 
and reinforced while simultaneously promoting the development of 
oil product and natural gas markets. Government control of the oil 
industry will strengthen as PEMEX’s governance becomes more 
effective. In addition, as the fi rm’s scope is more clearly and better 
defi ned and liberalization advances, a greater competitive discipline 
will be imposed. From another perspective, change in PEMEX’s gov-
ernance and limits to its scope will improve its organizational struc-
ture. In turn, new regulatory mechanisms and market liberalization 
could renew the institutional framework by redefi ning and limiting 
the role of the federal government. In the last instance, reform of the 
oil industry must be based on decisive modernization of organizations 
and institutions.

This overall scheme frames changes in corporate governance 
within the more general context of transformation of the industry’s 
governance. Modernizing corporate governance and granting 
PEMEX greater managerial autonomy cannot advance without 
broader regulatory change and new mechanisms that capture the 
economic rent generated by upstream activities. The composition and 
structure of PEMEX’s board is of limited relevance if its decision-
making powers and the nature of its relationship with the government 
and the trade union are not fundamentally modifi ed. It is possible that 
competition in fi nal product markets will not discipline the behavior 
of PEMEX suffi ciently. An option that could then be considered is 
private minority participation in ownership of the company. This 
could be proposed, together with the opening of the oil industry to 
private investment, after the reform of its governance has made sub-
stantial progress. Restructuring property rights in the oil industry must 
be preceded by the adoption of a new regulatory framework inspired 
by long-term public policies and the development of independent insti-
tutions that can protect national interests. That is why changes in 
property rights will have to await a second generation of reforms.

The following six interrelated reform initiatives are proposed:

•  The adoption of an energy policy consistent with other long-
term public policies that gives a clear sense of strategic direction, 
proposes a new industrial architecture, offers new forms of gov-
ernance for the energy sector, and develops the institutions that 
could guide and implement it.
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•  An administrative reform that complements and replaces direct 
intervention by the government with a set of rules that allows 
the development of hydrocarbon markets. Regulations of a gen-
eral nature that control state fi rms, including budgetary con-
trols, must be fundamentally revised, restricting and channeling 
administrative and political intervention by the government.

•  A regulatory reform of the energy sector that will guide the 
transition from a monopoly structure to one of regulated 
competition, establishing a competitive price regime and con-
tributing to market development and the promotion of emerg-
ing economic agents.

•  The strengthening of regulatory institutions in the energy sec-
tor, broadening their scope, endowing them with adequate 
technical and fi nancial resources, and guaranteeing their inde-
pendence with respect to private and government interests. 
Their scope would extend along the entire value chain, from 
upstream activities to fi nal product markets.

•  The design and implementation of an oil tax regime capable of 
capturing the economic rent associated with upstream activi-
ties. The midstream and downstream activities are to be taxed 
according to general rules normally applied to other manufac-
turing and commercial activities of the Mexican economy.

•  A disciplined exercise of property rights pertaining to subsoil 
resources and to state-owned companies in the energy sector 
must be ensured by the establishment of precise limits to govern-
ment responsibilities, clear rules of access to subsoil resources, 
and new corporate governance structures and processes for 
state-owned fi rms.

These initiatives are fully compatible with the preservation of 
PEMEX as a dominant, integrated oil company, managed commer-
cially and with an unequivocal national identity.

Note

 1. All PEMEX data in this section were obtained from publications 
available on PEMEX’s Web site: http://www.PEMEX.com. The most com-
plete PEMEX annual report is the one fi led with the U.S. Securities and 
Exchange Commission, Form 20-F, which is also available on PEMEX’s 
Web site. Public fi nance and balance-of-trade data are from http://www.
shcp.gob.mx.
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