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Mexican Reforms: measurable progress

SUMMARY

e Since December 2012, there have been more second stage reforms in Mexico
than in the 20 years since first stage reforms were approved. They also distinguish
Mexico from the other 33 countries in the OECD.

* According to the OECD, fully implemented, the reforms will increase annual GDP
growth by 1% after 5 years.

* Reforms with most measurable advances are in energy, the financial system and
telecommunications. Judicial, labor, educational and fiscal reforms could have an
important effect but are more long term and less easy to measure.

* Energy reform has produced structural change, with estimated additional future
investment of US$62.5 bn., and lower electricity and gas costs.

* Financial reform has increased savings and finance, at lower cost.

* Telecommunications reform has produced structural change, with estimated
additional future investment of US$14 bn., and a reduction in costs.

e The reforms have possibly had some effect on Mexican GDP growth in the first
quarter of 2015, and perception of Mexican country risk in financial markets.

“It’s too soon to tell” - Zhou Enlai (1972), on the impact of the French Revolution (1789)

First stage reforms

After the fall of the Berlin Wall in November 1989, which sealed the failure of the socialist economic
model, there were radical changes in Eastern Europe, Latin America and Asia. These so-called “first
stage” reforms involved a reconceptualization of the main elements of an economy: private property
and trade. In Mexico, the first reforms were passed during the sexenio of Carlos Salinas (1988-1994),
with major privatizations, symbolized by the reprivatization of the banking system between 1991-2,
and trade liberalization, symbolized by NAFTA, which entered into effect in 1994. The reforms were
successful in terms of more foreign direct investment (Figure 1) and greater integration with the US
economy (Figure 2).

Figure1. Mexico: Foreign Direct Investment (FDI) 1990-2014 (US$ bn.). Source: World Bank
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Second stage reforms

To consolidate the success of the first stage reforms it was necessary to introduce second stage, or “structural”
reforms. But in spite of political change in 2000, when Vicente Fox was elected as the first non-PRI President
since 1929, the reform process stalled. Furthermore, in spite of the increase in FDI and the greater linkage with
the US economy, the rate of economic growth did not increase.

“Without the development of new regulatory agencies, tax reform initiatives, adjustments to trade policies, and enhancements in education,
labor, and telecommunications, the prospects for economic growth engendered during the first-stage reforms might not be realized".”

It was 20 years before second stage reforms were passed, ironically, with the return of the PRI to Los Pinos in
2012. After the Pact for Mexico was signed in December 2012, President Enrique Pefia Nieto achieved the
passage of 9 important legislative changes (Figure 3).

Figure 3. Reforms: Nov 2012 — Aug 2014. Source: SHCP
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According to the Organization for Economic Cooperation and Development (OECD), Mexico was the member
country which implemented the highest percentage of its recommendations between 2013 and 2014 (Figure 4).

! Economic Policy Reform: the Second Stage. Ed. Anne Krueger (University of Chicago Press, 2000).
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Figure 4. Proportion of reform recommendations by OECD substantially adopted 2013-2014. Source: OECD”

OECD European Union Emerging OECD Southern Europe Mexico

Medium term effects
The OECD estimates the effect of reforms after 5 years (Figure 5).

Figure 5. Reforms: economic effect after 5 years, assuming immediate implementation. Source: OECD

vuz; :Z:::fi:;ty via capn::L:)eepenmg wagf;n“ﬁl:\(/;?nt GDP growth (%)
A. Pacto por Mexico Reforms: 0.41 0.51 0.03 1.0
1. Product market regulation
a) Telecoms 0.06 0.06
b) Electricity & gas 0.32 0.32
¢) Petroleum 045 045
2. Labour market reform
Employment protection 0.03 0.03
3. Tax structure 0.07 0.07
4. Legal reform 0.03 0.03
B. Additional Reforms: 0.91 0.00 0.10 1.0
5. Judicial reform 0.50 0.50
6. Labour market reform
a) Pro-formality reforms 0.42 042
b) Female participation 0.10 0.10
Total 1.82 0.51 0.13 2.0

These were the main conclusions in relation to Telecommunications, Electricity and Gas, and Petroleum:

* Fully implemented, the Pact for Mexico reforms will increase annual GDP growth 1% after 5 years.

* Over the medium term, the effect on GDP will be threefold: growth in productivity, increased
investment, and employment growth.

» The study estimates minimal effects of labor, fiscal, and legal reform after the 5 year period, but that,
long term, judicial and labor reforms could increase GDP growth by an additional 1%.

* It is probable that financial and educational reform (not included in the table) will also have significant
effects on long term growth®.

> OECD Economic Surveys: Mexico (January, 2015)
*The IMF differs, as it estimates that, owing to financial reform, GDP grows an additional average annual 0.07-0.16% in the period 2016-
2019. IMF Country Report No. 14/319 (November, 2014).
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Reforms: progress by March, 2015
In this Commentary, we analyze progress that had been announced (to March, 2015) on reforms (Energy, Finance
and Telecommunications). Subsequently, we consider possible effects on the economy and markets.

Energy

The reform has three objectives: a) make the energy industry more efficient and productive, by opening it up to the
private sector, b) give more financial and operational independence to Petréleos Mexicanos (Pemex) and
Comision Federal de Electricidad (CFE), openly subjecting them to regulation by independent commissions, and c)
assign the surplus generated by the energy industry to a long term fund.

Constitutional change was approved in December 2013 and the secondary laws in August 2014. In March 2015,
progress was announced in various areas. Pemex and CFE have been converted to “productive state companies”,
through changing 26 regulations and the strengthening of two regulatory Commissions, the Energy Regulation
Commission (CRE), and the National Hydrocarbons Commission (CNH). In addition four new agencies were
created: the National Agency for Industrial Security and Conservancy for the Hydrocarbons Sector (ASEA), the
National Center for Energy Control (CENACE), the National Center for Natural Gas Control (CENAGAS), and the
Mexican Oil Fund for Stability and Development. Between 2014 and 2015, bidding rounds Zero and One have
been held for hydrocarbon exploration and exploitation.

Figure 6. Estimated investment in hydrocarbons and electricity cogeneration (US$bn.) 2014-2020. Source: Marcos y Asociados

2020 Total __AGR
Pemex CAPEX 25 28 31 31 31 31 31 208 37
Inversion privada
ICampos maduros (20-25) 1 2 2 2 3 5 6 21
IAguas profundas (4 bloques) 0 1 2 5 6 8 9 31
Gas de Iutitas (1000 pozos) 0 1) 2 3 6 9 12 33
Modernizacién de refinerias 0 0 0 2 3 5 6 15
Procesamiento de gas y fracc liquidos 0 0 0 1 1 2 2 6
Ductos gas natural (10,000km) 1 2 2 3 4 5 5 22
Proyectos cogeneracion 0 il 1 1 1 1 1 6
Proyectos petroquimicos 1 1 1 1 P 3 4 12
Otros proyectos alm_ y dist. 0 1 2 2 3 - 5 16
[Total inversioén privada 3 8 12 20 29 40 50 161
IPemex + inversion privada 28 36 43 51 60 71 81 369 19.2
PIB a precios corrientes (MMM USD) 1,280 1,331 1,391 1,454 1519 1587 1,659 12966 44
Pemex CAPEX/PIB 1.95 210 2.23 213 2.04 1.95 1.87 1.60
Pemex+IP/PIB 2.20 2.68 3.08 3.51 3.95 4.46 4.87 2.85

As a result, there will be an estimated investment of approximately US$62.5 bn. in gas pipelines, Round One
investment, and electricity generation and transmission; it is estimated that 212,000 total jobs (direct and
indirect) will be created. This estimate is substantially reflected in estimates (Figure 6) from the independent
energy consulting firm Marcos y Asociados, which were made after the two Rounds, and the 40% fall in the
oil price between June 2014 and May 2015.

In addition, partly as consequence of the fall in energy prices, electricity prices have been reduced by 18-26%
for industrial use, 16% for business use, 7.5% for high consumption and 2.5% for domestic consumption. Gas
costs have fallen by 4%.
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Financial

Financial reform has four objectives: a) increase competition, b) increase financing through the development
banking system, c) improve conditions so that private financial institutions can lend more, and d) strengthen
the financial system.

Figure 7. Savings and Finance Sep2013-Sep2014. Source: Comisién Nacional Bancaria y de Valores (CNBV)
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Since the reform, which was approved in January 2014, savings and finance have increased (Figure 7 —
complete data available in September 2014).

* Internal savings increased from 61.5% of GDP in 2013 to 64.6% in 2014.

* Internal financing increased from 69.9% of GDP in 2013 to 73.9% in 2014.

Telecommunications

The objectives of the reform are that telecommunications and broadcasting services be provided in conditions
of competition, quality, plurality, universal coverage, interconnection, convergence, free access and
continuity.

Constitutional reform was approved in June 2013, and secondary legislation in July 2014. There has been
progress on several fronts:

* Three regulators (Ministry of Communications and Transport - SCT, Federal Competition Commission
— CFC, and Federal Telecommunications Commission - Cofetel), have been reduced to one entity
with stronger powers, the Federal Telecommunications Institute - IFT.

* América Mévil has been obliged to reduce its telecoms market share to 50%, a process that has
begun with the entry of ATT to Mexico, with an investment of US$4,375 mn. through the purchase of
lusacell and Nextel.

* New national TV chains were opened for bidding.

* New investment of US$10 bn. is planned for the project “Red Compartida”.

* National long distance costs were reduced to zero and international long distance costs reduced by
40.7%. Cellphone costs were also reduced.
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Possible effect on economy and markets
Figure 8. OECD countries: GDP growth (%) 1Q2015 vs.1Q2014. Source: OECD (countries reporting by May 27, 2015)
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It is difficult to attribute to the reforms any immediate effect on the economy. However, the 2.5% growth figure for
Mexican GDP in 1Q2015 (vs. 1Q2014), although less than originally estimated at the beginning of 2015, was
higher than several other countries in the OECD (Figure 8). The fall in Mexican oil prices and production, the rise
of US interest rates, and low global growth, should also be taken into account.

It is possible that the reforms also influenced the markets’ view of Mexican country risk, reflected in Mexico’s credit
rating, the spread on its local 10 year bonds, and the price of 5 year Credit Default Swaps, all of which appear to
be correlated with a lower currency depreciation since 2012 than in other countries (Figure 9).

Figure 9. Emerging markets: peso depreciation vs. country risk data Dec2012-April2015. Source: SHCP

Cambio desde el 31 de diciembre de 2012 a la fecha

Tipo de Cambio Bono Local a 10 anos CDS 5 afios

() (pb) (pb)
(A3/BBI;IE’27§BB+) 20.1 44 21
Bea/ BB /BBH) 323 233 34
(Baa;llglglgf?BB+) 50.6 216 103
(BaaSZ?I;l]“;g:]c;;}B-) 43.1 118 71
(BaaZ,a’I];I;];‘lBBB-) 47.8 342 125
(Ba L/‘]l;;ngB-l—) 75.9 239 248
(BaaCI%?IIBO];l];gBB) 39.8 126 47
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Conclusion

The reforms of this administration are significant. Almost halfway through the sexenio, information that has been
released on energy, finance and telecommunications reform is positive, and it is possible that this is reflected in
GDP growth figures for the first quarter of 2015, as well as country risk indicators comparing Mexico with other
emerging markets. As the OECD analysis recognizes, legal/judicial, labor, educational, and fiscal reforms are less
measurable in the short term, but of even greater importance over the long term. There is still a way to go for the
reforms to be generally accepted and implemented, and evidently this is the major challenge for the administration
in the second half of the sexenio. It is possible that the mid-term elections scheduled for June 7 will give some
indication of the probability of successful implementation during this period.

June 2, 2015
Timothy Heyman
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IMPORTANT LEGAL INFORMATION

This article is intended solely for informational and educational purposes. It does not constitute legal or tax advice and is not an offer of any
security, investment strategy or advisory services. Nothing herein should be construed as investment advice. Past performance is not a
guarantee of future returns.

This is not a complete analysis of every material fact of any country, region, market or sector. All investments involve risks, including loss of
principal.

Franklin Templeton Investments has exercised professional care and diligence in the collection of information in this document. However,
data from third party sources may have been used in its preparation and Franklin Templeton Investments has not independently verified,
validated or audited such data. The opinions of the author are expressed at publication date and are subject to change without prior notice.
Any research and analysis with respect to particular industries, sectors or companies contained in this document has been procured by
Franklin Templeton Investments for its own purposes. Franklin Templeton Investments shall not be liable to any user of this publication or to
any person or entity for the inaccuracy of information or any errors or omissions in its contents, regardless of the cause of such inaccuracy,
error or omission.

Copyright © 2015. Franklin Templeton Investments. All rights reserved. This article may not be copied, reproduced or redistributed (in whole
or in part) without the prior consent of Franklin Templeton Investments.




