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For my parents – everything I am comes from you
For my family – everything I do is for you
For Mexico – for we are all in its debt




Foreword


At some point in history, developed countries chose the path of transformation; in Mexico’s case, this is happening within a democratic context. On the second day of his administration, President Enrique Peña Nieto signed the Pacto por México (“Pact for Mexico”), an agreement between the main political parties to further an agenda of reforms as a mean to put the nation on track toward development. This was the first step toward overcoming the obstacles that have prevented Mexico from achieving a level of economic growth consistent with its potential.


Thanks to this political accord, our democratic institutions have become streamlined. The current Congress has approved eleven structural reforms that will transform the future of both Mexico and its citizens. As such, on August 11, 2014, the enactment of secondary laws on energy issues became the culmination of a process of constitutional and legal reforms to transform Mexico’s economic, political and social structures. In this way, as explained by Enrique de la Madrid in this book, a significant step was taken toward Mexico becoming a developed country in just one generation.


This bold claim by the author is no figment of the imagination, nor is a product of wishful thinking; it is supported by the history of emerging nations similar to Mexico and, according to the author’s own assertions, by Mexico’s own strengths. International experience shows that it is indeed possible for a country to become developed in just one generation. One example of this is that of South Korea, which between 1960 and 2010 saw sustained economic growth at an average of 5.6%, thanks to policies that promoted the country’s export sector and strong investments in human capital. Currently, South Korea is classified as a high-income country by international bodies such as the World Bank and the International Monetary Fund.


As far as Mexico is concerned, the approved reforms covered a wide spectrum of spheres including labor, education, finance, treasury, energy, politics/elections, economic competition, telecommunications, transparency, injunctions and criminal justice. This new legal framework will open new opportunities for Mexicans to develop their abilities and reach their aspirations. The actions of government will be determining factors. However, the participation of society as a whole is essential.


Mexico in the Path of Development is an invitation to become individually and collectively involved, to form part of this country’s new reality, to create awareness of its strengths and to use its comparative advantages and opportunities within a global setting. Each page of this book provides elements which support the affirmation that Mexico can become a developed country within our lifetimes. This is an objective analysis of our country’s situation within an international context.


In this text, Enrique de la Madrid establishes that Mexico has institutional strengths to provide the foundations to achieve sustained growth, including a young population with a long life expectancy, a strategic geographical position, as well as a wealth of natural and energy resources. All of the above is framed within the context of macroeconomic stability, well-developed industry and dynamic, active participation in the world market.


It also describes the social achievements which have had a meaningful, positive impact on the wellbeing of the population: Mexico now has historically high levels of education, health, employment and housing, as well as a political climate which has enabled the strengthening of the country’s democratic institutions. However, the author also acknowledges the fact that these achievements have not gone far enough, and that in each of the above areas there are obstacles that must be overcome: low levels of illiteracy coexist with low educational quality, a high life expectancy with health coverage that is far from universal, and a growing labor force with a high level of economic informality. The above factors are added to low growth in gross domestic product (GDP) per capita over the last 30 years.


The author highlights three causes for poor economic growth: first, a low rate of financial penetration, which limits individuals’ consumption and the capacity for businesses to invest, slowing growth. Second, the low level of economic competition, meaning that Mexican consumers pay more for their purchases, and leading to inequality. Finally, the lack of dynamism in productivity, which has shown decreased growth since 1981. This diagnosis, one undoubtedly shared by the Federal Executive Branch, was the driving force behind a significant portion of the structural reforms agenda. At the time of publication, for example, the financial reform has produced concrete results in the rural sector, mortgages, and for micro, small and medium businesses, which will stimulate credit and investment within a context of strengthened regulatory institutions.


In the following pages, the reader will find arguments written in simple language, accompanied by a wealth of data, graphs and statistics that promote the understanding of the magnitude of the milestones that have been reached, as well as the challenges to come. Accordingly, this book stands out as one which will form part of a generation of texts documenting Mexico’s path toward development. From my perspective, this analysis offers the necessary elements for the broader society to be able to give continuation to this new stage in our country’s development.


Mexico in the Path of Development ends with a timely reflection and a bold challenge. The first is the acknowledgement that the era in which Mexicans are now living must be exploited to the fullest, without delay. The second is an invitation to the broader population to become involved in this process of change – and not just by passively accepting Mexico’s transformation, but by taking ownership of it through everyday hard work, seeking as individuals the opportunities to increase productivity and income perspectives; this implies continuous activity, constant effort and a long-term outlook.


I am sure that as Mexicans, we are ready for this challenge, as has been shown many times over our country’s history. It is undoubtedly the State’s obligation to provide the conditions for every Mexican to build his or her own success story. As such, the government headed by Enrique Peña Nieto has taken important steps over recent months, and will continue to lead Mexico’s process of transformation and development with conviction and enthusiasm.




Luis Videgaray Caso


September 1, 2014







Introduction


Mexico is blessed with a wealth of strengths and comparative advantages, placing it among the countries with the highest potential for growth in the twenty-first century. Foremost among these strengths are the country’s geographical location, its macroeconomic stability, the openness of its economy through a range of international trade agreements, a highly competitive industrial and manufacturing sector and a series of positive demographic factors in its favor, including a growing middle class, as well as having a wealth of natural and energy-producing resources at its disposal.


Furthermore, this country has achieved a series of fundamental goals over the years, clearly shown by indicators on education, health, employment, housing and infrastructure, to name only a few of those with the highest impact on its population. Moreover, the enormous progress made in terms of democracy and civil liberties is clearly evident.


However, despite its strengths and achievements, Mexico’s economic growth over the last three decades has been inconsistent and unspectacular, especially considering its potential and the need to bring an end to the poverty lived by almost half of all Mexicans.


A country’s growth and development are influenced by many factors, foremost among them an effective Rule of Law that provides security to individuals and their property, the quality of public policy and services, the organization and solidity of its institutions, to name but a few. Nonetheless, in this book I will address only three of these factors, which I believe to be the main ones behind our country’s lack of growth: the lack of financial inclusion and penetration, a poor level of economic competition and low productivity.


The lack of financing has meant that consumption by Mexicans, as well as investment by business, are far lower than they would be with greater access to credit, which in turn has led to low growth.


Diminished economic competition has allowed a small number of businesses to charge much more for their products and services than they would in an environment of greater competition, thereby reducing the purchasing power of the population, especially among the poor. This fact has even led to reduced competitiveness among Mexican companies, which have to pay more for supplies which are often poor quality and inadequate.


On the other hand, productivity in Mexico has seen very disparate levels of performance. Just as the economy includes a number of highly productive sectors and businesses which, year after year, offer more and more goods and services of higher quality and value for money, others – the majority – have not only failed to increase their value, but have actually seen it fall into decline. As such, while more modern sectors and businesses advance at great speed, creating a positive effect on our economic growth, more traditional ones are creating a drag.


These three elements have caused Mexico’s economic performance to be lower than its potential, and have led the creation and distribution of wealth in this country to be insufficient and unequal.


The elimination of these barriers to productivity and economic growth, as well as the creation of better conditions of competition for the production of more and better goods, services and good-quality supplies at low prices, are the main objectives of the structural reforms undertaken by President Enrique Peña Nieto, written into the Pacto por México (“Pact for Mexico,” a cross-party cooperation agreement established by the current government upon taking office). These reforms will also be discussed here.


The international context, on the other hand, is also favorable to Mexico. Over the last 10 years, countries such as China and Brazil, thanks to rapid economic growth, have attracted significant investment from all over the world, including some which could have come to Mexico. However, due to a considerable increase in wages in China, Mexico has perhaps become even more competitive in comparison, in terms of labor costs and the level of productivity in certain industries.


Following China’s deceleration and the corresponding fall in commodity prices, Brazil’s expectations for growth have also been tempered, a fact which opens the door to favorable outcomes for Mexico. This is complemented with the search for new areas of opportunity by the world’s investors, who consider Mexico to hold the ideal conditions for making investments that produce attractive results.


In view of Mexico’s strengths and comparative advantages, its achievements, the recent structural reforms and a favorable international environment, Mexico can and should aspire to become a developed country within this generation.


In my view, a developed country is one where, given its per-capita income and the strength of its economic, political and social institutions, individuals can fully exercise their liberties and have access to a series of options in order to live their lives as they see fit.


In this developed Mexico, there are no extreme differences between rich and poor, and the population is made up mostly of a middle class, with no more than 15% of people living in conditions of poverty. This is also a country in which the Rule of Law is paramount and justice is applied equally to all.


In order for Mexico to meet the first criterion of becoming a developed country within this generation, it must achieve an average of 5% growth over the next 25 years, with which it will reach a purchasing power similar to that enjoyed today by the Spanish and Italians, whose current GDP per capita is approximately 30,000 US dollars.


Development in today’s world is not the rule, but the exception. Neither is it the manifest destiny of all nations. Rather, it is a condition which only a small number of countries can aspire to, and Mexico is one of them.


This book makes no attempt to be either academic or exhaustive. Rather, it seeks to give a brief summary of a vision which, while it may well benefit from study, comes as a result of many years’ professional experience. It relies on hard data to bring soundness and substance to the reflections it contains. It does not seek to impose a vision, but rather to share ideas on what I believe to be an opportunity that is unique to our generation.


This is a decisive moment for Mexico. Either we make the decisions and set in place the measures necessary to reach our desired level of development, or we condemn ourselves to gradual but permanent decline and its resulting levels of poverty, inequality and insecurity – things to which we should never allow ourselves to become accustomed.


Today’s Mexicans have the choice to become the developed nation to which all those before us have aspired.




Enrique de la Madrid Cordero


August, 2014







 


WHICH ARE
MEXICO’S KEY
ECONOMIC DRIVERS?


 


Mexico has a wealth of strengths and comparative advantages that, according to many analysts, place it among the countries with highest potential for growth in the twenty-first century.


This chapter describes some of the main variables that explain this potential.
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I: MEXICO’S
COMPETITIVE
ADVANTAGES









A country’s potencial for economic growth is determined by several factors ranging from historial, legal and cultural variables, to geography, population and climate. The more factors within a nation with a positive influence on its economy, the greater the potential for growth compared to other nations.


Many analysts agree that Mexico is one of the best-positioned economies for growth over the coming years. This is the result of the country’s significant number of comparative advantages, added to a major agenda of structural reforms, which will allow us to take the best possible advantage of them.


This chapter describes some of the main advantages with which Mexico can support the onset of an age of unprecedented growth.










Macroeconomic stability


Mexico enjoys macroeconomic stability, thanks to efforts made and actions taken by Mexicans over a period of more than thirty years. This country went from being a closed economy with a heavy dependence on oil and foreign debt in order to achieve growth, to a more open, diversified one, better able to grow and compete successfully on a global level; from an inefficient and overprotected productive apparatus to a more dynamic and competitive one, supported by trade, exchange, monetary and fiscal policies designed with the country’s economic needs and characteristics in mind; from an interventionist, over-sized government to one which acts as overseer of economic development, focused on releasing the potential of Mexico’s economy to grow and produce decent, well-paying jobs.


Mexico’s current level of public deficit as a percentage of GDP stands at 40% (graph I.1). This means that the country’s level of debt is manageable, in contrast to the situation thirty years ago.






Graph I.1. International comparison of gross national debt in 2014 (% of GDP)


Source: created by the author using data from the IMF (World Economic Outlook, July 2014) and the Mexican Ministry of the Treasury
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Graph I.2. Annual inflation in Mexico and the United States (1970 - 2013)


Sources: Bank of Mexico and the US Bureau of Labor Statistics
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Most Mexicans today are accustomed to manageable levels of inflation, similar to those in the countries with whom we do most of our trade (graph I.2).1


Throughout many years, Mexico has adhered to responsible monetary and fiscal policies, and for that inflation can be expected to remain below 4% per year.


Similarly, Mexican interest rates have reached historic lows. At the end of the first half of 2014, the Bank of Mexico reported an interest rate of 2.8% for Mexican Treasury Bills2 for the  28-day bond (graph I.3). A lower interest rate encourages investment and enables the government to fund itself in more favorable conditions.


Also, economic stability has created an environment suitable for improving the Federal Government’s conditions for financing. The authorities managed to extend their debt payments through the issue of fixed-interest bonds. In 1995, internal debt consisted only of short-term instruments with a maturity of no more than one year. By the end of 2013, the output curve had been extended as far as thirty years at single-digit interest rates.




Graph I.3. Evolution in Government Interest Rates and Terms


Source: created by the author using data from the Bank of Mexico
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The above is added to record international reserves, above 190 billion US dollars in July of 2014 (graph I.4), and a flexible exchange rate that can weather the storm of international fluctuations.


The Bank of Mexico’s accumulation of international reserves is associated with greater financial stability, as it means that we have enough foreign currency to meet our payments of foreign debt and cover the costs of imports, thereby creating a disincentive for speculation against the peso and avoiding any abrupt devaluation of our currency.


The balance of international reserves is higher than the total of gross foreign debt for the public sector, which sits at around 148 billion US dollars.3




Graph I.4. Evolution in international reserves and gross public foreign debt (millions of dollars)


Source: created by the author using data from the Bank of Mexico and the Ministry of the Treasury (“SHCP”)
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Stable macroeconomic conditions, under a government that acts responsibly with regard to fiscal and monetary policy, are essential requirements for growth. Mexico has fully met these requirements, and now stands as an example to the world on these issues.


International rating companies4 have shown clear interest in what is happening in Mexico. In December of 2013, Standard & Poor’s (S & P) raised its sovereign debt ranking from bbb to bbb+ for foreign currency. Moody’s went even further, and in February of 2014 awarded the country a grade of A3, meaning that it is highly capable of meeting its financial commitments based on good macroeconomic management and favorable expectations for the coming years (table I.1). Recent modifications to Mexican rankings were related, mainly, to the approval of constitutional reforms in 2013, foremost among them the tax and energy reforms, which improve the outlook for growth in the Mexican economy and for strengthened public revenue.
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