TORRE DE LOS LUJANES - N.2 77 - OCTUBRE DE 2021

Real Sociedad Econémica Matritense de Amigos del Pais
ISSN 1136-4343 - D.L. M-18744-1986

The Covid 19 pandemic and the financial fragility of
Mexican Small and Medium Enterprises

Autoria: Bendreff Desilus

Afiliacién: Universidad La Salle Mexico. Business School

TIPO PAGINAS IDENTIFICADOR

Articulo de economia 9-22 TDL-77-2021-009-022

RESUMEN DOCUMENTAL

The article examines the financial fragility of Mexican small and medium enterprises during the COVID-19
crisis. It reviews the importance of SMEs for employment and economic activity, the simultaneous supply
and demand shocks caused by the pandemic, and difficulties in accessing credit and financial services.
The paper argues for policies that improve financial inclusion, liquidity and financing mechanisms to
support recovery and productive capacity.

PALABRAS CLAVE
COVID-19 - Mexico - SMEs - financial fragility - credit access - financial inclusion - employment

CITA BIBLIOGRAFICA

Bendreff Desilus. «The Covid 19 pandemic and the financial fragility of Mexican Small and Medium Enterprises». Torre de
los Lujanes, n.2 77, 2021, pp. 9-22. ISSN 1136-4343.

Resumen y palabras clave elaborados documentalmente a partir del contenido. Las paginas siguientes reproducen el
trabajo original sin modificacién.



The Covid 19 pandemic and the
financial fragility of Mexican
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Bendreff Desilus
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La Salle Mexico.

Business School

The negative impacts of Covid-19 on the
economy highlights the financial fragility of
Small and Medium Enterprises (SMEs) in
emerging markets and in Mexico in particu-
lar. Empirical evidence shows that SMEs play
a crucial role in economic activities, not only
in economic growth but also in reducing
the unemployment rate. The vast majority
(99.5%) of firms in Latin American countries
are SMEs, with almost 9 out of 10 classified as
micro-enterprises, and SMEs are important
generator of regional employment (OECD,
2019). Covid-19 affects SMEs on both supply
and demand sides. In fact, the Gross Domes-
tic Product in Latin American countries was
-7.7% and will have a positive growth rate of
3.7%in 2021(ECLAC, 2020). The economic
crisis affects all aspects of the recovery path.
However, the profound impact of Covid-19
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on SME:s is especially severe due to the fundamental uncertainty. This
paper aims to examine the current financial fragility that Mexican
SME: are facing in the time of Covid-19, and the difhiculty to access
to financial resources from a line of credit for growth and meet the
payment commitment.

Keywords: Covid-19, SMEs, Credit access, Business Circle,
GDP, Employment.

COVID-19 has been characterized as one of the most severe phe-
nomena for the economy, due to the economic impact on billions of
people. In emerging countries, the economic turbulence is so deep
that we face the risk of not only a lost decade, but also a lost gene-
ration. Concerning the Latin America and the Caribbean (LAC)
region, the International Monetary Fund (IMF: Oct, 2020) men-
tioned: The Covid-19 crisis has had notable economic repercus-
sions in the LAC region. The LA-5 countries experienced quarterly
contractions in GDP greater than those of any of the recessions on
record. LAC economic activity is projected to contract 8.1 percent
this year, above the contraction in world growth (4.4 percent) and
growth in emerging market economies (3.3 percent).

As the pandemic increased its effects around the world, both con-
sumers and SMEs found it difficult to achieve their goals. Authors
such as Keynes (1936) argued that economic crises always come from
the demand side, but the economic crisis that Covid-19 has caused
comes from both the supply and demand sides. OECD noted:

On the supply side, companies experience a reduction in
the supply of labour, as workers are unwell or need to look after

children or other dependents while schools are closed and move-
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ments of people are restricted [...] On the demand side, a dramatic
and sudden loss of demand and revenue for SMEs severely affects
their ability to function, and/or causes severe liquidity shortages.
Furthermore, consumers experience loss of income, fear of conta-
gion and heightened uncertainty, which in turn reduces spending
and consumption. (OECD: July 2020)

In this view, the following question must be answered in order to
formulate a clear vision of the state of SMEs in Mexico: What are
the challenges faced the Mexican SMEs in times of Covid-19? Con-
sidering the crucial role of SMEs' on the economy, the answer lies in
the macrodynamics of the era of multilateralism, and especially in
emerging countries (OECD, July 2020).

The economic and financial consequences of COVID-19 affect
negatively the global economy, and the SMEs in particular. In the
case of Mexico, the lack of access to financial services reduces consi-
derably the productivity and added value of SMEs. According to the
OECD report on policies for competitive SMEs in Latin America
and the Caribbean:

SME:s represent 76% of employment, for only 32% of total value
added. This phenomenon is related to a considerable difference
in productivity between SMEs and large companies. The value
added per worker in micro-companies is 7% of the value of large
companies. This number increases to 21% and 29% for small and
medium-sized companies respectively. One of the key factors that

causes this is the low capital intensity of the smallest companies,

SMEs represent about 90% of businesses and more than 50% of employment
worldwide. Formal SMEs contribute up to 40% of national income (GDP) in
emerging economies. These numbers are significantly higher when informal SMEs
are included. (World Bank, 2020)
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with fixed assets and scales of workers between 7% and 21% of the
capital of large companies (OECD, 2019)

According to the International Monetary Fund (IMF,2020a),
in 2020 the GDP industrialized countries will have an economic
growth rate of -8.0%. on the other hand, emerging markets and
developing countries would have a growth of the Gross Domestic
Product (GDP) of -3.0%.

For Latin American countries, the economic impact of Covid-19
will be even more severe. According to the Economic Commission
for America and the Caribbean (ECLAC) (2020a), the contraction
of economic activity in the region is deepening due to the Covid-19
and the economy will fall to -9.1%.

Another point to consider is that most of the Latin American
and Caribbean countries are within the export-led growth hypothe-
sis mechanism. Mexico, for example, is one of the countries where
exports play a fundamental role in GDP. It should also be noted
that the recent World Bank (WB, 2020a) report mentioned that
between 1990 and 2019, the value of export goods and services as a
proportion of GDP increased from 18.704% to 39.061%. However,
ECLAC (2020b) noted that the region’s trade performance will
have a pronounced drop of 23% in 2020, more than that recorded
during the 2009 financial crisis, when it fell 21% as a result of the
financial crisis 2008-20009.

In this regard, due to the Covid-19, the world merchandise trade
volumes decreased by 14.3% in the second quarter of 2020, compa-
red to the previous period, already that the measures to contain the
pandemic affected economies around the world, according to data

published by World Trade Organization (WTO, September 2020)
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The particular important element about SMEs is its positive
contribution in the aggregate demand approach which influence
investment and adjust to the pre-determined growth path of the
economy. Studies indicate that formal SMEs contribute up to 45%
of employment and 33% of GDP in developing economies. These
figures are significantly higher if the estimated contributions of
SMEs operating in the informal sector are considered (Internatio-
nal Finance Corporation, 2010).

Both researchers and international organizations have provided
analysis to explain the fundamental role and the increased degree
financial vulnerability the SMEs face today. The Organization for
Economic Cooperation and Development (OECD, 2018a) empha-
sizes that, in most of the economies of this organization, for example,
SMEs represent more than 95% of all companies; about two-thirds
of the OECD’s workforce and more than half of the value added of
business productivity.

The OECD (2019) extended its analysis by mentioning that, for
Latin America and the Caribbean, almost nine out of ten companies
are classified as microenterprises, and SMEs are important genera-
tors of employment at the regional level (60% of formal productive
employment). From this perspective, providing SMEs the financial
resources needed may represent a first simplified rough step toward
a strategy by which Mexican SMEs can compete for finance their
operations and produce at the same time additional value for the
economy as a whole.

Regarding Mexico’s labor market, the contribution of SMEs in
terms of job creation is growing. According to data from the Natio-
nal Institute of Statistics and Geography (INEGI, 2020), 94.9% of
the establishments are micro; 4.9% are small and medium (SMEs)
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and 0.2% are large. Together, they generate almost 40 million jobs
and their contribution to GDP is 52%.

This argument is in a sense in accord with what the Internatio-
nal Monetary Fund called “Financial Inclusion®” (IMF: 2020). The
basic philosophy behind this concept is that policymakers must
provide and boost the financial inclusion to enhance productivity
growth and capital accumulation.

Mexican SMEs had already been facing certain instability and
difficulties since before the pandemic. In the context of credit access,
Mexican SME:s tend to have more liquidity restrictions when trying
to obtain financial resources to be able to meet payment and debt
commitments. The recent WB report (2020b) on SMEs noted:

Latin America and the Caribbean in particular, have the highest
proportion of the finance gap compared to potential demand, mea-
sured at 87% and 88%, respectively. About half of formal SMEs
don’t have access to formal credit. The financing gap is even larger

when micro and informal enterprises are taken into account.

Most of Mexican SMEs use internal sources of financing during
the first stage of their cycle, which include loans from family members
and the internal savings of the entrepreneurs themselves, experiencing
what is known as’ liquidity shortage of SMEs (WB: 2020).

According to the IMF (2020), There are many possible ways in which financial
inclusion has been defined, each of which touches to some degree on one of several
aspects: access to the population to financial services, the degree of use of these
services, and their quality and cost. When searching for a workable definition that
can be measured relatively consistently in a broad of group of countries, the World
Bank’s 2014 Global Financial Development Report: The proportion of indivi-
duals and firms that use financial services.
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The Mexican government has been providing assistance to small
business across the country facilitating small credit in order to
reduce the negative economic effects of the COVID-19 pandemic.
Thus, in the Financing SMEs and Entrepreneurs 2020 Report, the
OECD (2020) highlights that:

In recent years, the Mexican government has developed a series
of initiatives to support entrepreneurs and strengthen the access
of SMEs to finance. These initiatives have included programs to
promote the entrepreneurship of young people and women and
programs to strengthen alternative financial instruments, in parti-
cular the use of venture capital by SME:s [...] Guarantee funds have
also been used to develop more specific programs. For example,
government initiatives were developed to support the provision of
credit to previously ignored companies, such as construction com-
panies, travel agencies, real estate development, rural tourism, small

taxpayers and government SME providers.

Measures such as facilitating the urgent capital, strengthening
liquidity among others have been intensified in this time of pande-
mic. In such circumstances, “the role of fiscal policy has become an
important factor in creating the necessary conditions to boost the
economy” (Desilus, 2020). In this regard, the Mexican government
plan to support SMEs during the pandemic includes the following

measures:

Besides higher health expenditure of 0.4 percent of GDP, Mexi-
co’s fiscal response included the following measures in 2020: 1) front-
loading payments of the old-age and disability pensions by 8 months;
2) accelerating procurement processes and VAT refunds; 3) lending

to firms and workers in both formal and informal sectors; 4) provi-
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ding liquidity support and guarantees by development banks (257.1
billion pesos) [...]Specifically, the Ministry of Economy granted loans
with optional repayments amounting to 37.9 billion pesos to: (a)
SME: that maintain employees on payroll, self-employed and domes-
tic workers; and (b) loans to family businesses previously registered
in the Welfare Census (26.6 billion pesos). The government provi-
ded subsidized unemployment insurance for 3 months to workers
that hold a mortgage with the Housing Institute (5.9 billion pesos).
Moreover, additional resources were allocated to housing programs
(4 billion pesos).(IMF: 2020b)

However, it should be noted that, despite the largest economic
stimulus package approved ever, the important points to note, at
this point, are that Mexican SMEs continue to have great difficulties
to access external sources of finance, especially for young firms and
start-up. In addition, numerous micro-enterprises facing challenges
to use assets as collateral to obtain SMEs financing.

However, the United States of America implemented a much
more aggressive program to support SMEs. For example, the Con-
gress of that country approved the Coronavirus Aid, Relief and
Economic Security Act (CARES). with an amount of 2 trillion
dollars (11% of the United States GDP, which provides rapid eco-
nomic assistance to workers, families and SMEs during the pande-
mic. This law also authorized an initiative known as the Paycheck
Protection Program. This program has provided 5.2 million loans
worth $ 525 billion to US small businesses, providing critical econo-
mic relief and supporting more than 51 million jobs (United States
Department of the Treasury, 2020). The main objective of this
program is to keep employees on the payroll and providing Ame-
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rican SMEs with the financial resources necessary to operate and
meet the payment commitments.

In addition, Canada allocated $212 billion (10% of GDP) in
direct aid to households and businesses, including wage subsidies,
payments to workers without sick leave, and access to employment
insurance.

Considering that these two countries are members of the United
States-Mexico-Canada Agreement (USMCA), it can be argued that
from the point of view of the fiscal response to this current crisis
caused by the Covid-19 pandemic, Mexican SMEs are still with abso-
lute disadvantage in terms of government interventions in creating
financial space capable to provide the necessary resources for their
competitive development within the multilateralism framework.

Covid-19 Financial Assistance (% of GDP)
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In this “long ascent™ stage, the majority of Mexican SMEs have
become more vulnerable given the reduction in the purchasing
power of the domestic market, as well as the lack of liquidity to face

> “The Long Ascent”—a difficult climb that will be long, uneven, and uncertain.

And prone to setbacks (Georgieva, 2020)

17



the financial commitments acquired before Covid-19. In addition,
to restart the economic activities and face the crisis of the pandemic
and its effects on the economy, government assistance, fiscal and
monetary policy should work as backward and forward linkage for
a rapid and sustainable recovery of Mexican SMEs.

From that perspective, the IMF proposed four immediate prio-
rities to its member countries, the second emphasizes the govern-
ment’s responsibility to support SMEs quickly and effectively. In
this regard, Georgieva (2020) argued:

it is critical to maintain lifelines across the economy, to firms
and workers — such as tax deferrals, credit guarantees, cash trans-
fers, and wage subsidies. Equally important is continued mone-
tary accommodation and liquidity measures to ensure the flow of
credit, especially to small and medium-sized firms—thus suppor-
ting jobs and financial stability. Cut the lifelines too soon, and the

Long Ascent becomes a precipitous fall.

Decision makers in emerging markets, especially in Mexico, need
to rethink their participation in terms of providing an environ-
ment that can reduce the financial fragility of SMEs. The heterodox
macroeconomics has provided the right solution to the financial
constraints faced by Mexican SMEs. Crotty (1989) demonstrated
that firms are the engine of modern economic activity in both deve-
loped and emerging countries. Crotty presents a view of “Funda-
mental uncertainty” in a sense that decision makers must provide
an alternative through government policy interventions and money
supply/credit mechanism.
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The financial fragility of Mexican SMEs has a multidimensio-
nal approach. First, the inability to finance themselves with com-
petitive interest rates that allow them not only to meet payments
commitment and debt burden. Second, a deeper dimension to the
disruptive nature of the financial markets. Mexican SMEs cannot
find the financial resources needed for maintaining and promoting
the firm’s growth objective.
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