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ABSTRACT

This paper aims to evaluate the ade-
quacy of three of the recently estab-
lished structural reforms in Mexico
following the middle-income trap
approach. A working definition and
specific assessment guidelines lead
the analysis to give a comprehensive
assessment. Following the working
definition, Mexico seems to be stuck
in the middle-income trap. The find-
ings show that the structural reforms
undertaken by the Mexican govern-
ment are moving towards the correct
direction to boost growth and over-
come the trap. Nonetheless, according
to the literature recommendations, the
Government seems to take a modest
approach to tackle the trap. Proactive
government participation is needed
to upgrade the economic structure
and promote a stronger collaboration
between actors for a successful struc-
tural change.
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RESUMEN

Este documento pretende evaluar
la idoneidad de tres de las reformas

estructurales recientemente estable-
cidas en México siguiendo el enfoque

de la trampa de ingresos medios. Una

definicion laboral y pautas especifi-
cas de evaluacion conducen el anali-
sis para brindar una evaluacion inte-
gral. Siguiendo la definicion laboral,
México parece estar atrapado en la

trampa de los ingresos medios. Los

hallazgos muestran que las reformas

estructurales emprendidas por el

gobierno mexicano estan avanzando

en la direccién correcta para impul-
sar el crecimiento y superarla trampa.
No obstante, de acuerdo con las reco-
mendaciones delineadas a través de la

literatura, el gobierno parece adoptar
un enfoque modesto para abordar la

trampa. Se necesita la participacion

proactiva del gobierno para mejorar
la estructura econémica y promover
una fuerte colaboracién entre los acto-
res para lograr con éxito un cambio

estructural.
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1. INTRODUCTION

The structure of the world economy has shown perceptible changes since the
2008 economic crisis. Trade patterns and economic recovery trends among
developed and developing countries have shown a shift from conventional
order. Currently, developing countries are taking the lead on the global eco-
nomic recovery with steeper growth rates compared to developed countries.'

Before 2008, the main contributors fueling economic growth were
developed economies, having an approximate 70 percent share of total
global output.? In contrast, after the crisis, developing economies have
had a steeper growth recovery; increasing their share of global output to an
approximate 40 percent.’
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Source: Author's calculations based on UNCTADstat, 2016.
*Calculated using GDP in dollars at current prices and exchange rates

! According to UNcTAD “There is no established convention for the designation of “developed” and
“developing” countries or areas in the United Nations system [...] countries and territories [are] classified

according to three categories of development: developing economies, transition economies and developed

economies.” UNCTAD, “Country Classifications”, tivcTapstat. Disponible en: http://unctadstat.unctad.org/

EN/ Classifications.html

For a detailed list of the countries considered in each category refer to unctad, “Development status

groups and composition”, unctadstat. Disponible en: http://unctadstat.unctad.org/EN/Classifications/

DimCountries_DevelopmentStatus_Hierarchy.pdf

2 Figure 1.

* Figure 1.
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These shifts on trade trends evidence that “the world economy has entered a
new era in which emerging market economies are the main drivers of global
growth”.* Therefore, developing countries face new challenges to reach growth
rates that enable them to become high-income economies, while assuming a
role with higher influence on global economic growth. In order to be success-
ful with this transition, developing countries “will need to look to their own
domestic political and institutional reform processes [...] rather than relying
on external commitments as much as they could in the past”.’

However, many middle-income countries seem to be developing below
their potential growth rates and have not been capable of moving into high-
income levels. Gill & Kharas® referred to this situation as the middle-income
trap (MIT). Since then, diverse approaches to understand the phenomenon
and recommendations to escape from it have been developed.

Mexico has been a middle-income country for over four decades but
transitioned to upper-middle-income about two decades ago. It is one of
the leading emerging economies in the world. Nonetheless, the country has
been unable to reach high-income levels, maintaining an average yearly
growth rate of 2.6 percent since 1994.” The existing gap between economic
and human development, in addition to the growing competition posed by
developing economies, triggered the creation of a political agreement among
the three major political parties in Mexico in 2012. The so called “Pacto por
México” aims to create and support structural changes through legislative
reforms supported by the dominating political parties, which, in turn, can
boost growth and development.

This paper finds that according to the literature, Mexico seems to be stuck
in the MIT. The objective of this paper is to assess the effectiveness and capacity
of three structural reforms undertaken by the current Mexican government
to boost growth, following the miT approach. This paper is among the first
ones to make an analysis of the structural reforms implemented in Mexico
since 2013-2014 following the miT approach. The assessment can give an
interesting insight to the overall expected results and address identified gaps
on the implementation stage.

* Lin, J. Y., & Treichel, V., “Learning from China’s Rise to Escape the Middle-Income Trap. A New
Structural Economics Approach to Latin America”, The World Bank. Development Economics Vice Presidency.
Disponible en: https://elibrary.worldbank.org/doi/abs/10.1596/1813-9450-6165

> Gill, I. S., & Kharas, H., “The Middle-Income Trap Turns Ten”, The World Bank Group. Development
Policy Department. Disponible en: http://documents.worldbank.org/curated/en/291521468179640202/
The-middle-income-trap-turns-ten

® Gill, I. S., & Kharas, H., “The Middle-Income Trap Turns Ten”, The World Bank Group. Development
Policy Department. Disponible en: http://documents.worldbank.org/curated/en/291521468179640202/
The-middle-income-trap-turns-ten

?World Bank, “World Development Indicators”, World Data Bank. [Consulta: 25 de abril, 2016]. Disponible
en: http://databank.worldbank.org/data/reports.aspx?source=world-development-indicators
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Despite its length and time limitations, this paper attempts to give a
comprehensive assessment of the selected reforms. The first section pre-
sents the theoretical approach to the mit. The second section presents the
methodological approach of this paper by establishing a working definition
and assessment guidelines to evaluate the three selected reforms. The third
section presents a general overview of the latest economic performance of
Mexico and provides further detail in the so called “Pacto por México”. The
fourth section presents the evaluation of each of the three selected structural
reforms according to the assessment guidelines previously established. The
final section presents the conclusions of this evaluation.

2. UNDERSTANDING THE MIDDLE-INCOME TRAP

In 2005 Gil & Kharas identified that, up to that point, economic development
literature® did not cover middle-income countries. None of the prevailing
models which guided policy recommendations had a specific orientation
towards middle-income countries. The recommendations offered were of
little benefit and left policy makers without any guidance on their pursuit for
transforming their countries into high-income economies.

[The middle-income trap is] a trap of ignorance about the nature of
economic growth in middle-income countries: endogenous growth
theories addressed the problem in high-income economies (where
about 1 billion people live today), and the Solow growth model was still
the work-horse for understanding the growth problem in low-income
countries (where another 1 billion live), but neither are satisfactory for
understanding what to do in countries where the remaining 5 billion
people in the world live—those in middle-income countries.’

Gill & Kharas observed some countries growth levels seemed to decline or
even stagnate, even though they were a middle-income economy. In gen-
eral, it seemed that these countries could no longer compete with the low
wages of low-income countries, but neither with the high-skilled industries
of high-income countries. Gill & Kharas named this particular situation the
middle-income trap (MIT).

There is not a specific definition and characterization of the mrT; it “has been
loosely used to describe situations where a growth slow-down results from bad

8 The literature that focuses on presenting recommendations and theories to promote the economic growth
of countries, part of development economics.

9 Gill, I. S.,; & Kharas, H., “The Middle-Income Trap Turns Ten”, The World Bank Group. Development
Policy Department. Disponible en: http://documents.worldbank.org/curated/en/291521468179640202/
The-middle-income-trap-turns-ten
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policies in middle-income countries that prove difficult to change in the short-
run”."’ There are different interpretations of the term according to the approaches
taken, which lead to different policy recommendations. For the sake of clarity,
this paper groups the different literature approaches in three main categories:
Diverse, Growth Slow-downs and Structural Change.

Diverse: this category can be better understood as a hybrid group. Here
can be found all those perspectives which consider the cause of the trap
lies either on a lack of convergence to a reference country,' such as Im &
Rosenblatt,'? and Perez'® propose; inadequate human capital development,
as the perspective of Jimenez, Nguyen, & Patrinos'* or Mayer-Foulkes,' or
which include more in depth social and political considerations into their analysis
such as the work of Foxley.'® Even though they contribute with interesting
positions, their analysis may require more detail. Therefore, this group of
literature is kept out of this paper’s scope.

Growth Slow-downs: the literature included in this category discards
the existence of a “trap” per se. In contrast, it interprets the MIT as transition
periods between income levels which can have growth rate variations. Its
proponents find that in some income thresholds growth slow-downs become
more frequent, calling for special strategies to boost growth again. As there
are growth rate movements, they argue, the term “trap” becomes inaccurate
to describe the situation. Therefore, the focus of their research is the effect of
long-term growth slow-downs.

Structural Change: this category of literature does find gaps on middle-
income countries’ capability to continue their growth path and graduate into
high-income economies. Some authors agree on the existence of a new kind
of trap; which is different from the already discussed poverty trap.

The category highlights the fact that middle-income countries have spe-
cial characteristics as they can no longer depend on a low-skill production
structure, like low-income countries do, due to their rising costs. Yet, they still
have not reached the needed capital and skills accumulation to compete in

0°Gill, I. S., & Kharas, H., “The Middle-Income Trap Turns Ten”, The World Bank Group. Development
Policy Department. Disponible en: http://documents.worldbank.org/curated/en/291521468179640202/
The-middle-income-trap-turns-ten

! Usually an advanced economy

2 Im, F. G., & Rosenblatt, D., “Middle-Income Traps. A Conceptual and Empirical Survey”. The
World Bank. Disponible en: http://documents.worldbank.org/curated/en/969991468339571076/
Middle-income-traps-a-conceptual-and-empirical-survey

1 Pérez Caldentey, E., “Income Convergence, Capability Divergence, and the Middle Income Trap: An
Analysis of the Case of Chile”, Studies in Comparative International Development, vol. 47.

* Jimenez, E., Nguyen, V., & Patrinos, H., “Stuck in the Middle? Human Capital Develop-
ment and Economic Growth in Malaysia and Thailand”, The World Bank. Education Unit. Dis-
ponible en: http://documents.worldbank.org/curated/en/603811468049817155/Stuck-in
-the-middle-human-capital-development-and-economic-growth-in-Malaysia-and-Thailand

' Mayer-Foulkes, D., “The Human Development Trap in Mexico”, World Development, vol. 36, nam. 5.

18 Foxley, A., La Trampa del Ingreso Medio. El desafio de esta década para América Latina, Santiago: Cieplan, 2012.
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knowledge-based markets. They interpret the trap as a situation where the lack
of appropriate capabilities and structural adaptation seem to be a glass ceiling
that keeps the countries from advancing into the next income level. Structural
change is the appropriate strategy to overcome this trap as “the continuation
of the very strategies that help the countries grow during their low-income
stage prevents them from moving beyond the middle-income stage”."’

The prevailing factors found to be related with mIT are an insufficient
development of social and productive capabilities, a lack of internal value
generation and a high dependence on foreign resources in a context of global

interconnections.
3, SYSTEMIC COMPETITIVENESS

In 1996, Esser, Hillebrand, & Meyer-Stamer introduced the term of systemic
competitiveness into the economic development literature. Systemic competi-
tiveness is a result of complex and dynamic interactions between social and
economic levels of a national system. The concept stresses the importance
of innovation, company structure upgrades and cooperation networks in the
process of economic development. Its two main characteristics are the signifi-
cance it gives to industrial networks and policies that promote their creation
and the categorization of a national system into four interdependent levels:
meta, macro, micro and meso.

Competitiveness depends on the capacity of a system to create structural
changes through a coordinated interaction among levels where “Dialogue is
essential for strengthening national innovative and competitive advantages

and setting in motion the social processes of learning and communication”.'®

Defining the mit Working Definition & Assessment Guidelines

The established working definition for this paper understands the MIT as a spe-
cific condition of middle-income countries where they can no longer compete
on low-skilled production markets, due to their rising wages. Yet, they have
not acquired enough capital, skills or productivity to compete in high-skilled

products or become a knowledge-based economy. As a result, “economic

growth and structural upgrading become more arduous”."

7 Kharas, H., & Kohli, H., “What Is the Middle Income Trap, Why do Countries Fall into It and How
Can It Be Avoided?”, Global Journal of Emerging Market Economies, vol. 3, nam. 3.

'8 Esser, K., Hillebrand, W. M., & Meyer-Stamer, J., “Systemic Competitiveness: A New Challenge for
Firms and for Government”, cepal Review, nm. 59.

' Jankowska, A., Nagengast, A., & Perea, J., “The Product Space and the Middle Income Trap: Comparing
Asian and Latin American Experiences”, oecd Development Center. Disponible en: https://www.oecd-ilibrary.
org/development/the-product-space-and-the-middle-income-trap_5k9909j2587g-en
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This paper considers the income bands, time thresholds and growth
rates that Felipe, Abdon & Kumar® establish on their research as appro-
priate for moving between income groups. Sharing the structural change
approach from the mit literature, this working definition proposes three
main strategies to make the improvements needed. These strategies delimit
the assessment guidelines?! used to evaluate the Mexican reforms and are
detailed below.

Innovation: in order to escape the MIT, countries should aim to achieve an
innovation regime that promotes an industrial upgrade and that leverages their
skills and technology usage, through scientific and technological advance-
ments. Gill & Kharas, among others, propose that an innovative environment
needs to be supported through special policies that promote competition
in open markets, require the use of global standards, create industrial net-
works, support entrepreneurs and start-ups while encouraging a process of
creative destruction.

Industrial Policy: the effects of industrial policies still seem ambiguous due
to the complexity of their assessment. Nonetheless, they cannot be detached
from almost all outstanding growth and development experiences. The use
of industrial policy is an opportunity to initiate an industrial upgrading into
activities with higher value added, which require higher skills and access to
more advanced technology.

Ohno,* Paus,” and Vivarelli** agree that for an industrial policy to be
successful, it is important that the government has the capacity to set its cri-
teria and limits, to monitor adequately the industry performance, reallocate
subsidies and restructure the industrial sectors according to the evolution of
the comparative advantage. In addition, it also requires a strong leadership
which directly monitors the performance of the bureaucracy to reduce rent-
seeking incentives.

Adequate Financing: for a government to be capable of promoting any
of the previous changes, it needs a stable financial source. Tax collection and
expenditure budgets are key determinants of the government’s capability to
create a structural change of the correct dimension and to maintain it along
the middle to long term to guarantee its success.

? Felipe, J., Abdon, A., & Kumar, U., “Tracking the Middle-income Trap: What Is It, Who Is in It, and
Why?”, The Levy Economics Institute. Disponible en: http://www .levyinstitute.org/pubs/wp_715.pdf

2 Table 1

2 Ohno, K., “Avoiding the Middle-Income Trap: Renovating Industrial Policy Formulation in Vietnam”,
asean Economic Bulletin, vol. 26, num. 1.

% Paus, E., “Confronting the Middle Income Trap: Insights from Small Latecomers”, Studies in Comparative
International Development, vol. 47, nm. 2.

# Vivarelli, M., “Structural Change and Innovation as Exit Strategies from the Middle Income Trap”,
Institute for the Study of Labor. Disponible en: https://ideas.repec.org/p/iza/izadps/dp8148.html
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The existing gaps in the tax collection system limit the capability of the
state to increase its collection levels. For this reason, Paus® recommends that
additional revenues should not only be explored on the existing taxes but also
on administrative processes and alternative sources.

Deeper financial markets enable an easier access to credit for individuals,
small and medium enterprises (SME) and start-ups, encouraging them to invest
in innovation and upgrades. Kharas & Kohli* state that public-private part-
nerships can stimulate private institutions to broaden their provision of credit
while reducing their risks. Similarly, domestic investment has an unexploited
potential for promoting innovation. Moreover, besides making credit more
accessible, the current unfriendly investment environment which is full of
administrative, legal and market obstacles can be simplified.

Systemic Competitiveness Working Definition

Collaboration between actors is fundamental to ensure a successful structural
change. According to the Systemic Competitiveness categorization, the
meso level is the platform that provides the space to coordinate actions and
strengthen the structures to support change.”” It is in the meso level where
industrial policies and strategies to promote structural change take place.
Structural reforms can create changes that directly impact the connectiv-
ity among the macro and micro levels of a national system. Therefore, the
meso level concept is included in the assessment guidelines. The aim 1is to
analyze by how far the reforms are promoting the creation or enhancement
of structures at the meso level to support change.

% Paus, E., “Latin America and the middle-income trap”. eclac. Financing for Development Series, nam. 250.
% Kharas, H., & Kohli, H., “What Is the Middle Income Trap, Why do Countries Fall into It and How
Can It Be Avoided?”, Global Journal of Emerging Market Economies, vol. 3, nam. 3.

# Structures to promote innovation, increase productivity and improve the accumulation of skills.
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Table 1 presents the previously described assessment strategies with their
corresponding assessment criteria, which together make up the assessment
guidelines that will be used in the upcoming section to analyze the struc-

tural reforms.

Assessment Guidelines Objective(s

Create technological and structual
change.

. Leverage the usage of skills and
1. Innovation
technology.

Foster an innovative environment
through special policies.

Active government intervention to
shape the economic and institutional
structure.

Promote structural change.

Eliminate coordination failures, policy-
. . driven distortions and market failures.
2. Industrial Policy
Drive production and investment
decisions.

Middle-Income Trap

Initiate an industrial upgrading into
activities with higher value added which
require higher skills and access to
more advanced technology.

3. Financial

I Finance government expenditures.
availability ! gov xpendilu

4. Meso Level Connect macro with micro levels.

Systemic
Compet.

Assessment Criteria

1.1 Promote competition in open markets.
1.2 Require the use of global standards.
1.3 Create industrial networks.

1.4 Support entrepreneurs and start-ups.

2.1 Identify priority sectors or institutions to develop and drive the
diversification and specialization of the export basket.

2.2 Identify and suppport new industries that will become the new
comparative advantages of the country in the future.

2.3 Maintain a dynamic process of production capabilities upgrading
along with complementary policies which build an innovative
environment.

(Create research institutes, promote networks, foster investments
on R&D, efc.)

2.4 Set the criteria and limits of subsidies, define performance
monitoring systems, enable reallocation of subsidies and promote
industrial sector resctructuring according to the evolution of the
comparative advantage.

2.5 Improve manufacturing's value added through policies that allow
spillovers and strengthen forward and backward linkages inside and
across industries.

2.6 Monitor bureaucracy's performance through strong leadership
on top roles to avoid any kind of rent-seeking activities.

3.1 Improve the tax collection level.

3.2 Increase control or simplify the tax collection process

3.3 Explore alternative taxing or revenue sources.

3.4 Deepen domestic financial markets and broaden the access to
credit for SMEs and start-ups.

3.5 Increase the access to finance capital.
4.1 Promote discussions, coordination and conflict resolution.

4.2 Create structural change through a coordinated interaction
among levels.

4.3 Create or enhance institutional structures to support change.

Source: Author's compilation based on: Esser et al., 1996; Gill & Kharas, 2015; Jankowska et al., 2012a; Kharas & Kohli, 2011; Lin &
Treichel, 2012; Moreno-Brid, 2013; Ohno, 2009; Paus, 2012; Paus, 2014; Qureshi et al., 2014; Rodrik et al., 1995; Vivarelli, 2014
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Mexico’s Recent Performance

In the last 50 years, Mexico, as most of Latin American countries, has
undergone several policy changes which have shaped its economic evolu-
tion. Mexico is the 15th biggest economy and the 11th biggest market in
the world®. Since 1994, it has developed a robust and stable macroeco-
nomic environment. Among other indicators, inflation rates and interest
rates have been declining and even reached historic lows.* Its openness
to trade has increased considerably and export levels have grown by
almost 400 percent.

During the 2008 crisis, the country showed that it has a robust financial
sector and macroeconomic management; which helped it mitigate the external
shock. This positive performance has gained investor’s confidence and attracted
global interest on the country. Itis considered an emerging middle power and
as one of the leading emerging economies in the world, is member of the G7+5
group. Nolte (2010), Scott, vom Hau, & Hulme (2010) highlight that
international rating agencies have identified Mexico to have the potential of
becoming one of the largest economies of the world in the following decades;
making it part of the Next Eleven™ and MINT*' groups.-

However, the Mexican economy is underperforming in many different
areas that are highly correlated to the miT. According to national poverty
standards, 50 percent of the population was living below the poverty line
in 2016.% The Mexican industry has major challenges on productivity
performance, which are hindering the country’s competitiveness versus
economies with similar export baskets and lower costs like China. According
to the World Economic Forum,* the major opportunities for improvement
are found in the quality of institutions, higher education and training, inno-
vation factors and financial market development.

Moreover, the capacity of the state to finance the upgrading of the men-
tioned areas seems constrained by the low level of tax revenues. Mexico’s
tax collection level has not made significant improvements in the past two
decades and with 19.5 percent as a ratio of Gpr** is currently among the

% World Bank, “World Development Indicators”, World Data Bank. [Consulta: 25 de abril, 2016]. Disponible
en: http://databank.worldbank.org/data/reports.aspx?source=world-development-indicators

# oecd, “oecd Data by Topic”, oecd. [Consulta: 4 de mayo, 2016]. Disponible en: https://data.occd.org/
economy.htm

% Next eleven countries: Bangladesh, Egypt, Indonesia, Iran, Mexico, Nigeria, Pakistan, the Philippines,
Turkey, South Korea and Vietnam

31 Conformed by Mexico, Indonesia, Nigeria, and Turkey

32 Coneval, (2016). “Medicién de la pobreza™, Coneval. [Consulta: april, 2018]. Disponible en: https://www.
coneval.org.mx/Medicion/mp/Paginas/Pobreza_2016.aspx

* World Economic Forum, The Global Competitiveness Report 2015-2016, Geneva, World Economic Forum, 2015.
* oEcD, “oEcD Data by Topic”, orcp. [Consulta: 4 de mayo, 2016]. Disponible en: https://data.occd.org/
economy.htm
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lowest in Latin America. This ratio includes oil revenues and contributions
from state-owned enterprises. If these contributions are excluded from the
total collection levels, the tax share drops to around 13 percent as ratio of
GDP. Additionally, the informal sector employs almost 60 percent of the labor
force and generates about 23 percent of the country’s Gpp.*

According to Felipe, Abdon & Kumar,™ a country should take in average
14 years as an upper-middle-income country with a 3.5 percent yearly growth
rate to avoid falling into a MIT. Following these thresholds, Mexico has failed
to avoid the trap. The current Mexican GDP per capita is $8,521 constant 2005
UsD, with a yearly average growth rate of 2.6 percent since 1994.%” As Figure 1
shows, it has spent over 14 years as an upper-middle-income country, without
reaching the recommended average growth rate.

Figure 1. Mexican Gbp Performance

Mexican GDP
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GDP per capita (constant 2005 US$)
------ GDP growth (annual %) Required yearly GDP growth rate Felipe et al. (2012)

——> GDP Growth Trend (annual %) Upper-middle income band Felipe et al. (2012)

Source: World Bank, 2016 ; Felipe et al., 2012.

» Inegi, “Banco de Informacion”, Instituto Nacional de Estadistica y Geografia. [Consulta: 27 de abril, 2016].
Disponible en: http://www3.inegi.org.mx/sistemas/biinegi/

% Felipe, J., Abdon, A., & Kumar, U., “Tracking the Middle-income Trap: What Is It, Who Is in It,
and Why?”, The Leyy Economics Institute. Disponible en: http://www.levyinstitute.org/pubs/wp_715.pdf
7 World Bank, “World Development Indicators”, World Data Bank. [Consulta: 25 de abril, 2016]. Disponible
en: http://databank.worldbank.org/data/reports.aspx?source=world-development-indicators
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The Origin of a Political Agreement

The unsatisfactory economic development of the country cannot be detached
from the domestic political scene, which poses one of the greatest barriers for
development. Mexico is characterized for having a divided political environ-
ment where agreements cannot be easily reached due to the unwillingness
and opposing views of political parties; making it very hard to build stable
coalitions to develop a long-term vision. The three dominating political parties
are PRL,*® which has been the historically dominating party in power; PAN,*
which managed to be in power between 2000 and 2012, and PRD,* the leftist
party which hasn’t managed to be in power yet.

In 2012, with the PRI back into power a consensus was reached to prepare
for the change of office. The existing gap between economic and human
development indicators in addition to the growing competition posed by
China and other developing economies were a clear call for collaboration.
The leaders of the three dominating political parties, along with the elected
president; Enrique Pena Nieto, worked on a political agreement called the
“Pacto por México”.*!

The “Pacto” is a document conformed by three core objectives in which
five agreement areas were established and ninety-five specific compromises
were defined with a specific timeline. The core objectives focus on strength-
ening the Mexican state; the democratization of economics and politics
along with the application and widening of social rights, and promoting the
citizens’ participation as fundamental actors on the design, execution and
evaluation of public policies. The compromises that required changes to the
Constitution were assembled under eleven structural reforms.*” One reform
was approved under the president Calderon’s mandate before the change
of office in 2012, and the remaining ten were approved along the first 20
months of Pefia Nieto’s mandate.

The fiscal, financial and economic competition reforms are chosen for
this analysis due to their potential impact on the economy and structural
change of the country.

# Revolutionary Institutional Party, Partido Revolucionario Institucional

* National Action Party, Partido Accién Nacional

1 Party of the Democratic Revolution, Partido de la Revolucién Democrdtica

1 Pacto por México, “;Ciomo se logrod?”, Pacto por México. [Consulta: 26 de abril, 2016]. Disponible en:
http://pactopormexico.org/como/

2 The eleven structural reforms are: fiscal, financial, economic competition, telecommunications, energy,
labor, education, amparo, political-electoral, transparency and criminal procedures
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4, STRUCTURAL REFORMS EVALUATION

In this section, the three selected structural reforms are evaluated accord-
ing to the assessment guidelines previously established. For each reform an
overview of its objectives, main scope of action and expected results will be
presented. Afterwards, the expected results will be evaluated under the assess-
ment guidelines to understand their capacity to boost growth. Additionally,
a brief highlight of improvement opportunities and disregarded topics will
be presented.-

Economic Competitiveness Reform

The economic competitiveness reform incorporates nine out of the 95 com-
promises established in the “Pacto”. Effective since June 2013, this reform
made changes and additions to eight articles of the Mexican Constitution that
deal with monopolies and basic guidelines on economic activities. The main
objective of this reform is to eliminate those market failures which impede
a free competition among all actors and limit market efficiency. It aims to
create a competitive environment by avoiding monopolistic dominance,
anti-competitive behavior and by providing an adequate playing field for all
actors; regardless of their size or time operating.

The main changes made by this reform are a) the creation of two autono-
mous and independent national agencies (Cofece and 1FT)* to monitor their
assigned sectors and eliminate barriers to competition; 4) the creation of a
new Federal Law of Economic Competition** which is aligned with the new
functions and responsibilities of the two national agencies Cofece and I¥T; ¢)
specialized federal courts to manage competition disputes were established
through a modification of the judiciary system.

The Government expects to develop solid dynamic markets with reduced
entry barriers and higher efficiency. An improved competitive environment
1s expected to generate direct price reductions for consumers, increase the
confidence among current and potential investors and improve innovation
and productivity levels. A higher institutional strength is also expected from
having independent agencies with increased accountability. A reduction
of rent seeking incentives, political influence or interest groups’ influence
is also expected.

# Cofece: Federal commission on economic competitiveness, Comisidn_federal de compelencia econdmica
IFT: Federal institute of telecommunications, Instituto federal de telecomunicaciones
* This law replaces the one from 1992.
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Assessment

This reform can promote innovation in the country. The innovation assess-
ment guideline is promoted by increasing market openness to new competitors
and reducing market concentration. SME and entrepreneurs can improve their
competitive skills by using the assessment services and market evaluations
offered by Cofece. These strategies comply with the assessment criteria 1.1
and 1.4. On its first year of operation, the agency identified seven industries®
where anti-competitive behaviors or the lack of competition reduce the pur-
chasing power of households between 33 and 46 percent. Cofece proposed
to prioritize these industries for investigation as they mainly affect the lower
deciles of the population.

The meso level assessment guideline 1s complied with through the estab-
lishment of Cofece as an independent, reliable and transparent institution.*
Cofece can enhance the meso level capacity to support change. Itis a platform
designed to promote discussion among actors and efficient dispute resolution,
which also provides tools to self-identify anti-competitive practices. It is also
designed as a collaboration space that gathers the opinion of researchers,
universities, and enterprises with the aim to improve the competitiveness,
institutions and legal framework as well as to promote fair competition on
the markets. All these characteristics comply with the assessment criteria 4.1,
4.2 and 4.3.

The industrial policy assessment guideline is also promoted by this reform.
The inclusion of an internal audit committee has the potential to increase
the accountability of the bureaucracy and reduce conflicts of interest or
capture by interest groups of the newly created agencies. The instauration of
specialized courts should contribute to reduce the length of the legal conflict
resolution procedures; diminishing transaction costs. In addition, Cofece has
implemented a quantitative and qualitative process to measure the impact of
both the existing competition problems and of the solutions it recommends.
The previous changes and strategies promote the achievement of assessment
criteria 2.4, 2.6 and 4.1.

It 1s important to consider that it has been only three years since its
implementation, which is not enough to provide conclusive information for
a final assessment. However, along these first years of operations Cofece
has timely and clearly published monthly, quarterly and annual reports on
its main objectives, obtained results and pending topics for the following

# Identified industries: tortilla; processed meat; chicken and eggs; milk; soda, juices and water; beer;
medicines. Cofece, “Plan Estratégico 2014-2017”, Cofece. [Consulta: 5 de mayo, 2016]. Disponible en:
https://www.cofece.mx/ cofece/

1® An agency with clear accountability criteria and a long term mandate which is not tied to political cycles.
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period. Internal and external audits have been made to its financial opera-
tions and internal audit committee, enabling a transparent and easy access
to information.

McKinsey & Company*’ has made an analysis of the public perception
regarding Cofece’s work and pertinence. This analysis proves that, overall,
Cofece’s purpose and suitability are recognized by the public in general. It
has also provided with opportunity areas to improve its public image and
positioning, as well as its efficiency to meet its main objectives.

Cofece has developed a four-year strategic plan to prioritize its opera-
tions. It has established six priority industries* to focus on the following four
years. Even though the reform incorporates the promotion of coordinated
interactions among actors, government agencies and national levels; Cofece
has not organized specific meetings with the different actors. It has created
public consultations through its web site where any interested person can
share his opinion on the topic and make recommendations.

The foundation of the Government’s expectations lies on the assump-
tion that free markets on their own will induce innovation and increase
productivity. The Government limits its role just to balance the playground
and make sure regulations are in place to let markets self-equilibrate. This
seems to be a strong assumption considering that there are other market
failures which affect competition, and that SME might need more than just fair
rules to catch up in skills, technological use, innovation and competitiveness.
This strong assumption seems to hinder the amount or quality of support
that the Government’s authorities can provide to SME and entrepreneurs on
their catch-up process.

On the design of this reform, the Government assumed that anti-
competitive practices are mainly related to economic competitiveness. It
neglected other topics, which also affect fair competition in markets such
as market failures related to public institutions’ inefficiency, the prevalence
of foreign companies in domestic markets, the degree of business orienta-
tion towards consumers or even the sophistication degree of consumers.*
These factors can hinder the competitive skills of the businesses, mainly
SME limit the market openness or increase the transaction costs. Certainly,
the reform is taking the first steps towards the correct direction. However,
it should be kept in mind that competition is a continuous and changing
process that requires that the Government’s institutions have the capacity
to adapt and keep improving.

17 Cofece, “Sesiones”, Comision Federal de Competencia Econémica. [Consulta: 17 de abril, 2018]. Disponible en:
https://www.cofece.mx/ cofece/index.php

* Financial, agri-food, energetic, transport, health and public tenders.

YWorld Economic Forum, The Global Competitiveness Report 2015-2016, Geneva, World Economic Forum, 2015.
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Fiscal Reform

Out of the 95 compromises established in the “Pacto”, eight are directly cov-
ered by the fiscal reform in addition to 40 compromises which depend on the

reform’s approval for their implementation. Effective since January 2014, this

reform made changes and additions to nine fiscal related federal laws, created

one new income tax federal law and revoked two tax federal laws.

Opverall, this reform aims to increase the State’s responsibility on the

public finance management, increase the fiscal collection levels, make the

tax system more progressive, simplify the tax payment process, promote the
local tax collection of states and municipalities, improve the transparency and

efficiency of spending as well as improve the social security nets. The main
changes made by this reform can be categorized in 6 groups.

Taxes: this category had the largest amount of modifications and addi-
tions. Changes were made on VAT, personal and corporate income tax
and tax incentives. Specific fiscal regimes were updated or removed.
A new fiscal incorporation regime for SME and entrepreneurs was cre-
ated. Additionally, a 10 percent tax on capital gains was established
for corporations and individuals and three additional income bands
were included.

Tax collection: the tax collection process was upgraded, requiring
the use of electronic tools and documentation, the sanction scheme
was updated to cover for offenses from taxpayers, tax advisers and to
typify new crimes. The reform introduced new strategies to correct
omissions or errors and reach debt agreements.

Customs: the legal framework was updated to require the usage of electronic
documentation and transactions; additionally, the sanctions scheme was
updated. The approved places for merchandise clearance were also broadened.
Budget and fiscal responsibility: the structural balance rule was updated
to allow counter-cyclical measures and the size of the state’s and munici-
palities’ share over their total tax collection was increased.
Transparency and accountability: the legal framework were updated;
taxing authorities must provide open access to information. Likewise,
a tighter control over budget spending was included

Social security nets: the implementation of unemployment insurance
along with a universal pension for the elderly was promoted. This
section of the reform was presented as a separate law proposal, and
as of March 2016, was still pending approval from the Senate.

As a result of this reform, the Government expected to increase the tax collec-
tion level by one percentage point (as GDP ratio) in 2014 and it estimated that
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by the end of 2018 the tax collection would grow by 2.5 percentage points
(as Gpp ratio). With the higher budget availability, the government expects to
increase its expenditure levels on education, health, infrastructure and social
programs. Furthermore, it also anticipates a reduction on tax evasion due to
the strengthening of the tax system controls.

Assessment

The reform can improve the Government’s control over the benefits offered
to specific sectors; it has the potential to increase the financial availability and
simplify the tax collection system; promoting the financial availability assess-
ment guideline. Additionally, it can strengthen the meso level by improving
the fiscal structures and enhance their efficiency through the adaptation of
up-to-date technology and electronic platforms, promoting the meso level
assessment guideline.

The expansion of tax incentives to industries and SME appears to increase
the support given for the development of the industrial sector. The attempts
to simplify and improve the efficiency of the tax collection and customs sys-
tems have the potential to reduce the transaction and administration costs
for businesses and individuals; allowing the achievement of the assessment
criteria 2.2, 3.1 and 3.2. Even though the Government does not consider
tax incentives and tax breaks as a type of direct industrial policy, these tools
can be an adequate first approach to support the industrial development
of the country.

The changes on taxes can mainly contribute to increase the tax collection
levels, improve the collection system and its control. The strengthening of the
fiscal institutions and the migration of the processes to an electronic platform
can increase the control and reduce their transaction costs. The updated sanc-
tion schemes, along with an adequate monitoring system, can contribute to
reduce the offenses from taxpayers and tax advisers. Finally, giving incentives
to the states and municipalities to increase their tax collection can promote
a higher level of collaboration between national levels. All these changes are
aligned with the assessment criteria 3.1, 3.2, 3.3 and 4.2.

Even though the reform aims to increase the tax collection level 2.5 per-
centage points by 2018, Mexico’s tax revenue levels will still be below the
OECD’s average. The addition of income bands to the personal income tax
seems to be heading in the right direction to reduce inequality. Nonetheless,
the corporate income tax structure and rate still represent an opportunity to
make the tax system more progressive.

Additional opportunity areas lie within the internal controls structure
and the tax incentives. Although the financial authorities already have an
audit committee and internal control systems in place, further external audits
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to test their operation and effectiveness™

might be useful to increase their
robustness. Finally, tax incentives could be extended beyond the primary
sector to also support specific industrial activities that foster technological
upgrading and industrialization.

The fiscal reform also excludes some topics from its scope, which could provide
better alternatives or create stronger dynamics to boost growth. First, the reform
takes a weak approach to revamp the tax system; it does change the tax rates but
misses to make changes on the system arrangements. Secondly, the reform lacks
strategies to broaden the tax base by either narrowing the informal sector or
establishing alternative revenue sources. Something more than a fiscal incor-
poration regime is needed to successfully broaden the formal sector. Strategies
to identify and sanction those taxpayers that still make certain operations in
the informal sector are missing. Additional incentives to attract enterprises
and workers to the formal sector need to be explored too.

In addition, little weight is given to the establishment of alternative and
additional sources of fiscal revenue. This can be achieved by either increas-
ing the existing rates or establishing new excise taxes. Taxes on gambling,
luxury items, concerts or property ownership and their progressiveness might
represent potential additional income. These alternative revenue sources
can avoid increasing the distribution inequality or affecting the low and
middle-income class.

Financial Reform

Effective since January 2014, the financial reform includes three out of the 95
compromises established in the “Pacto”. The main objectives of the reform
are to maintain a sound financial system and increase the competition within
it, improve credit access and supply through public and private financial
institutions; and additionally, to make the financial authorities and institutions
more efficient and accountable. This reform made changes and amendments
to 34 finance related laws. The predominant changes are related to the legal
framework, scope, sanction schemes and corporate governance.

The reform impacts three main parts of the financial sector. The financial
institutions (public and private) are allowed to expand their coverage of markets,
products, operations, and authorized partners. Changes on the legal frame-
work expand and make their faculties more specific and broaden the sanction
schemes. They are required to establish an audit committee and to execute
periodic assessments from independent external auditors. The update of the
legal framework enables financial authorities to apply prudential measures,

" Evaluate the extent in which conflicts of interest, rent-seeking opportunities, corruption activities, tax
evasion, among other activities are eliminated.
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implement additional capital requirements, and establish corrective measures.
It also requires the authorities to estimate and provide statistical information
of the market and participating institutions. Finally, there are financial processes:
the changes of their legal framework cover insolvency criteria and update civil
responsibility, and sanction schemes. The legal framework was also updated
to include the migration to electronic platforms. Finally, the judicial process
was updated to establish specialized courts for financial matters and update
the faculties and cases allowed for property seizure.

As aresult, the Government expects that this reform unlocks the potential
of credit as a tool for economic development and promotes a more inclusive
development. It also expects to make a more robust financial system through
increased regulation, control and coordination among financial institutions
and authorities.

Assessment

Opverall, the financial reform seems to have the adequate features to deepen the
financial system and help Mexico get out of the miT. It can make improvements
on the four established assessment guidelines. The reform can increase the
competitiveness of the financial institutions and the competence of financial
authorities to regulate the markets and ensure free competition, promoting the
innovation assessment guideline. It has the potential to broaden the access to
credit and support the industrial development of the country, benefiting the
industrial policy and financial availability assessment guidelines. Additionally,
it can strengthen the meso level by consolidating the control systems of
financial institutions, improving the faculties and supervision competences
of the financial authorities and making the financial processes more efficient,
directly promoting the meso level assessment guideline.

The broadening of the authorized operations, products and partners for
financial institutions can expand financial markets and increase the competition
within them. The expansion of markets may broaden the types of customers
targeted by financial institutions; benefitting SME and population that currently
do not use financial services. In addition, it may provide customers with an
easier access to financing opportunities for technological and skills upgrades.
The establishment of internal control systems, clear responsibilities for board
members along with an update of the sanction schemes can strengthen the
institutions’ structure. These strategies promote the achievement of the assess-
ment criteria 1.1, 1.2, 1.4, 2.3, 3.4, 3.5 and 4.3.

The update of the legal framework for the financial authorities has a good
potential to increase the competition on financial markets, reduce risks and
transaction costs. This improvement can also promote the diversification
of credit provision to support specific sectors. The additional faculties and
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judicial attributions provided may support an institutional strengthening and
promote the coordination and collaboration among actors.

In addition, the improved regulation on the financial processes can lead
to efficient and adequate sanctions enforcement. It may also increase market
competitiveness, drive a steady compliance of the standards by the financial
institutions, and create a more reliable financial system. Furthermore, the
adequate monitoring can significantly reduce principal-agent risks within
financial institutions and authorities. The previously mentioned changes also
support the assessment criteria 1.1, 1.2, 2.6, 4.1 and 4.3.

Despite the extensive changes made by the financial reform, there are
still some topics which seem to require further development. It seems that
the Government is assuming, that an increase of credit will directly promote
innovation and industrial development. However, it is important to consider
that for this assumption to be true, the credits provided need to be directed
to activities and investments that lead to an upgrade of the productive sectors
and their value added. Hence, it is important to design adequate incentives and
processes, which drive credits to productive objectives and deviate them from
consumption purposes.

Likewise, there are some aspects related to credit provision that seem to
have been disregarded. First, the reform is not clear on the specific incentives
or strategies to be implemented to make sure that credit levels increase and
diversify their beneficiaries. Secondly, it misses to consider the potential impacts
on credit provision that the fiscal reform might create. The fiscal reform elimi-
nated the tax deduction of preventive global reserves for financial institutions,
which could lead to a reduction on credit supply.

Another topic that seems to be neglected, is related to counter-cyclical meas-
ures authorizations. The financial reform provides the financial authorities the
faculty to increase the amount of capital requirements to specific institutions.
Yet, it does not give them any faculty to lower, in a limited extent, the capital
requirements for robust financial institutions as a counter-cyclical measure.

Finally, the financial reform excludes from its scope the promotion of sav-
ings. As it is important to boost investments to boost growth, it is also important
to encourage savings. The reform fails to devise strategies to drive the profits
from the credits provided away from consumption and back to the financial
system. Inclusive strategies to promote a savings culture among the population
represent an opportunity area with significant potential.

There appears to be a general weakness on the action-oriented participation
of the Government. The three structural reforms mention as a goal the develop-
ment of the strategic sectors of the country. The national development plan is
the document that guides all policies and ministries of the government towards
general goals. This plan establishes the priorities, objectives, and main lines of
action for the different government areas. However, it is not specific enough
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on the selected industrial strategic sectors. This lack of detail can reduce the
effectiveness of policies or strategies to boost development and create structural
change to upgrade the economic structure.

5. CONCLUSIONS & POLICY RECOMMENDATIONS

According to this paper’s working definition, Mexico is stuck in the miT and in
need of structural reforms to escape from it. In general terms, the assessed
structural reforms are aligned with the Mt recommendations and seem to have
the capacity to boost growth. Overall, they intend to improve market competi-
tiveness, lower transaction costs, make their related processes and institutions
more efficient, improve credit access, as well as to enhance the institutional
structures to support change. However, the success of their implementation is
highly dependent on the adequate monitoring by the authorities and on the
compliance with the changes of all the actors involved.

It is important to consider that the reforms covered have been recently
implemented. In general, with more data available, further research is recom-
mended on the three reforms to assess the efficiency and robustness of the
established audit committees on the institutions.”’

For the economic competitiveness reform, an analysis of the intervention
of Cofece on the identified priority markets’ and a measurement of the com-
petitiveness improvement within them is suggested. For the fiscal reform, an
assessment of its long-term effects to narrow the informal sector and reduce
inequality i3 advised. Finally, for the financial reform, an evaluation of the
credit provision of development banks is recommended, especially to iden-
tify if they channeled credit to new industries, which can become the new
comparative advantages of the country.

Some opportunity areas can already be identified to improve their approach
and potential impacts. The competitiveness reform seems to be built on the
assumption that free markets will incentivize innovation and increase pro-
ductivity. However, SME might need a more active government to support
their catch-up process. The fiscal reform misses to define clear strategies to
broaden the tax base by either narrowing the informal sector or by establish-
ing alternative revenue sources.

The financial reform seems to be built on the assumption that an increase
on credit will directly promote innovation and industrial development.
However, it is important to design adequate incentives and processes which
drive credits to productive objectives and deviate them from consumption

°! Mainly to estimate the proportion of conflicts of interest, rent-secking activities or corruption cases eliminated.
2 Analyze measures implemented to dominant businesses such as Bachoco in the egg industry, Alpura or Lala
in the milk industry, Bancomer or Banamex in the banking sector and government procurement activities.
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purposes. At the central government level there is lack of clearness on which
industries comprise the strategic sectors mentioned in the structural reforms.

To complement the current efforts and changes made by the structural
reforms a couple of additional policies could help. A more proactive govern-
ment can drive an effective industrial and capabilities upgrade in collaboration
with the private sector. A set of strategic industrial sectors clearly defined can
drive efforts towards the same direction and ease collaboration among actors
to promote structural change. One first attempt of the government to promote
the industry development has been the creation of special economic zones
in the country. Nonetheless, there is still missing a specific identification of
the country’s strategic industrial sectors.

Industrial policy targeted to the specialization of domestic businesses and
to support SME, entrepreneurs and start-ups can contribute to consolidate the
economic structure upgrade. The promotion of public-private investments
in infrastructure can mitigate the risks perceived by investors, ease the industrial
interconnections and increase the efficiency of businesses.

Broadening the tax base is fundamental to provide the financial resources
that will support the implementation of strategies. Narrowing the informal
sector or finding additional revenue sources can contribute to broaden the
tax base. Finally, inclusive strategies to promote a savings culture among
the population represent an opportunity area with significant potential to
increase the financial lending pool.

In conclusion, the structural reforms undertaken by the Mexican gov-
ernment are moving towards the correct direction to boost growth. They
symbolize the recognition of the limited development advancements of the
country across the previous years. Nonetheless, it seems that the Government
takes a modest approach to tackle the MrT. While the data is complex and has
many variables, a more proactive government participation in the economy
has the potential to create more benefits, to upgrade the economic structure
and promote a stronger platform to link reforms, actors and government
institutions for a successful structural change.
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