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Abstract

Mexican drug trafficking organizations (DTOs) are now able to challenge the Mexican nation-
state for dominance. Although the DTOs currently only demonstrate the desire to consolidate
and expand their narcotics business, the opportunity exists for them to effectively control large
areas of Mexico. While the Mexican government is contesting the problem with the deployment
of additional security forces, it has yet to make lasting progress. Today, the U.S. Government
contemplates action to assist Mexico, but continues to struggle with the proper approach. An
objective evaluation of the problem shows the fundamental issues are economic; the conflict is
being driven by the supply and demand of the U.S. drug market. Thus, an understanding of the
Mexican economy and its socio-economic impact is critical to devising an economic means to
support the conflict’s resolution. This paper identifies the economic situation that exists in
Mexico, explains how economic and socio-economic problems are inhibiting legal economic
opportunity. The paper also explains what economic policy and assistance options exist to
address those problems. The paper challenges the notion that reinforcing Mexico’s security
efforts will lead to a sustainable solution. Finally the paper draws conclusions and recommends
what the Mexican government should do to increase participation in the legal economy and

reduce the DTOs grip on the economy.
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INTRODUCTION

Over the last decade, a clear and present danger to the security of the United States has
emerged not in the Middle East or Central Asia, but south of the border, in Mexico. Today, the
seven drug trafficking organizations (DTOs, also known as drug cartels) that control the
movement of illegal drugs through Mexico are contesting the Government of Mexico’s (GoM’s)
ability to provide security in nine of the country’s 31 states." In 2006, in response to this
growing threat, newly-elected President Felipe Calderon made good on his campaign promises to
take on the DTOs and sent federal police and military units to regain control. Unfortunately, the
security forces’ efforts to reestablish law and order have largely failed, and the violence has sky-
rocketed.”> Recent suggestions that negotiating with the cartels may be the only way to control
the violence have lent credence to some American officials calling Mexico on the edge of being
a partially “failed state.” North of the border, the U.S. Government (USG) is weighing its
options. While the Obama Administration has openly declared its support of the Calderon
policies, the U.S. Department of Defense (DOD) is studying the situation in anticipation of
possible future taskings to assist Mexican military and law enforcement agencies. Regardless of
what is decided, future U.S. involvement in Mexico is likely to increase. America is surely going
to employ all elements of its national power to prevent Mexico from losing the upper hand
against the DTOs.

When the USG moves to help Mexico reestablish law and order and governance in those
states where the DTOs currently dominate, there will undoubtedly be positive progress on the
security situation on both sides of the U.S.-Mexican border. Unfortunately, America’s insatiable
demand for illegal drugs will likely just shift the problem elsewhere, just as the United States’

focus on Caribbean counter-narcotics operations in the 1980s and 1990s shifted the Columbian



trafficking routes into Mexico. If there is a substantial drop in DTO operations in Mexico, the
Mexican government will have to address the issue of reduced economic benefits for hundreds of
thousands of people currently earning a living from the narcotics industry. For while the number
of Mexicans involved in the drug trade is still on the order of tens of thousands, the fact is that in
some areas of Mexico drug-related money accounts for over 20% of the local economy. This
sizable portion of the local gross domestic product (GDP) “generates significant economic
benefits for the population and its loss would cause substantial economic pain for the state.”
For the purpose of this paper, the assumption will be made that measurable progress in the
security and governance lines of effort will significantly impact the DTOs operations and lead to
a significant decrease in the amount of money they inject into the local economies in Mexico.
Thus, success in the ‘war on drugs’ will result in economic hardship for hundreds of thousands
of Mexicans. In order to prevent long-term recidivism into the narcotics industry, the Mexican
Government must provide extensive microeconomic incentives to its people in order to improve
the underlying socio-economic conditions that support the drug trade and other illicit activity.
The question for policy-makers is: are there opportunities for the Mexican government to
significantly reduce involvement in Mexico’s illegal economy and narcotics trafficking through
policy reforms and economic assistance? This research paper will argue that the Mexican
government should be encouraged to implement microeconomic incentives and reforms to
encourage its people to participate in the legal economy and discourage their continued
participation in either the drug trade or other illicit activity. A starting premise of this paper is
that people want to earn an honest living. They just need an opportunity to do so.
Understanding the underlying socio-economic conditions that have contributed to the explosion

of the drug-trafficking economy in Mexico is essential for the U.S. military officer. This paper



will not address the myriad of related socio-economic issues of Mexico—education, land reform,
migration, or wide-reaching corruption at all levels of government—but will focus on the
economic challenges that drive people into the informal economy and the drug trade. For the
DOD, this paper will hopefully deepen its institutional understanding of the economic challenges

currently contributing to the instability south of the U.S.-Mexican border.

DON’T WE JUST NEED TO A BIGGER STICK?

Most Americans, especially military service members, don’t want anything to do with
Mexico and its problems. For many, Mexico is the source of our national illegal immigration
problem, the domain of the U.S. Drug Enforcement Agency and the Border Patrol, and is not
somewhere we want to send U.S. military forces. For the DOD, the challenge becomes how it
can assist other USG Agencies or the GoM in dealing with what is essentially a law enforcement
problem, without intruding upon Mexican sovereignty. Some experts claim Mexico is suffering
from an organized crime problem that can really only be fixed through increased law
enforcement and security measures.” They argue that the drug problem will go away if the GoM
can crush the cartels and interdict the flow of illegal drugs into America. This argument may be
the most-attractive in the short-term, as the DTOs and their violence are the most obvious
symptoms of the lucrative drug trade, but history has proven otherwise. Despite 30 years and
tens of billions of dollars spent on the ‘War on Drugs,’ illegal drugs are more prevalent than ever
and many experts argue that our strategy is fundamentally flawed. They counter that the U.S.
has been spending too much money on the ‘supply-side’ of the problem and not enough on the
‘demand-side.®

U.S. efforts in Columbia serve as a prime example. For much of the last three decades,

Columbia’s near monopoly on cocaine production being shipped to the United States made it the



focus of America’s counterdrug offensive. After years of dismal results, the United States
initiated Plan Columbia in 2000, which focused on helping Columbia gain the initiative against
the Revolutionary Armed Forces of Columbia (FARC), the armed socialist movement that had
largely taken over the drug trade in Columbia. The Plan consisted of over $7 billion dollars of
aid focused on counternarcotics, military and law enforcement, and counterterrorism assistance.
Less than 20 percent was designated for the socio-economic programs that provide alternative
income sources for those farmers who grow the coca. While it allowed for notable gains in
security and interdiction, it has largely failed to change the underlying economic conditions on
the ground in Columbia. As Hal Brands writes in his 2009 SSI study:

The United States has failed to join the security and interdiction components of Plan
Columbia with sufficiently bold efforts to reduce U.S. domestic demand or alter the economic
calculus that drives many Columbians to participate in the drug trade. Accordingly, seized

shipments are quickly replaced, coca still dominates the rural economy, and the Columbian-
American drug trade continues to flourish.’

Poor farmers still do not have enough incentive to give them an alternative to cultivating
coca, from which they can earn up to 12 times what they would with an alternative crop in the
legal economy. So while Plan Columbia’s short-term positive impacts have been widely
publicized, its long-term viability and sustainability are questionable. When security efforts
effectively neutralized FARC control in large areas of Colombia, the United Self-Defense Forces
of Colombia (AUC), a demobilized paramilitary group that had allied with the Colombian
government in defeating the FARC, simply assumed control of the narcotics industry. Evidence
has shown the amount of narcotics smuggled into the United States has actually increased.® In
its simplest form drug trafficking is about supply and demand. Logically, by targeting the supply

chain through increased security force capacity and pressure, governments force the distribution



network elsewhere. The results of the U.S. counternarcotic efforts in Afghanistan have been just
as disappointing. So what about Mexico?

In spite of Plan Columbia’s questionable results and lack of socio-economic focus, the
United States went forward with the 2008 Merida Initiative to Latin America. Totaling $1.8
billion in counternarcotics, military and law enforcement, and counterterrorism assistance to
Mexico, other Caribbean nations, the Dominican Republic and Haiti, the Merida Initiative
promised to improve Mexican military and law enforcement’s ability to take on the DTOs. Yet,
with just $20 million dollars allocated for socio-economic programs, the Merida Plan will likely
just “mow the DTO grass” and not offer any long-term reduction in the drug supply or provide
sustainable socio-economic gains.” The result, as events in Mexico confirm, is simply
organizational adjustments within the DTOs and turf wars. As in Columbia, the Mexican cartels
will undergo an adjustment period while new “narco-entrepreneurs” fight to reestablish control
of their organizations. The market is then flooded with illegal narcotics to make up for
interdiction losses. In the end, America’s multi-billion dollar demand for drugs—an insatiable
appetite—will continue to encourage people to participate in its lucrative supply.

Thus, DOD, along with its other USG partners, must directly encourage and pressure the
GoM to consider the economic issues driving the Mexican drug trade, and make some
fundamental changes to its economic policies. Although the reestablishment of security and law
and order in Mexico is a fundamental part of the solution, unless the Mexican government
provides economic incentives and alternatives to its people a holistic solution to the drug trade

will remain out of reach.



MEXICO’S ECONOMY

So what is it about the Mexican economy that pushes people into the illegal economy and
the arms of the DTOs? What needs to be fixed? What can the GoM do to offer economic
incentives to inoculate its people against the drug money and allow them to make an honest
living? To gain a greater understanding of the Mexican drug problem, the reader must first gain
a basic understanding of Mexico’s economy, its current challenges, and the economic impact of
the drug trade. Once a basic understanding of Mexico’s economy is achieved, solutions can be
proposed that will assist the average Mexican in choosing the legal economy over participation
in the illegal economy and DTOs.

Mexico is a “semi-industrialized, upper-middle income country with an economy that has
developed and diversified significantly since the 1980s, largely on the back of an ever-expanding
network of free-trade agreements and broadly orthodox fiscal and monetary policies.”'” The
Mexican economy has a history of “state-managed capitalism” in which the state has played an
“active and interventionist role” in key sectors of the economy, as mandated by Mexico’s 1917
Constitution (see Annex A for more about Mexico’s economy).'' By 1982 however, the
Mexican government’s “statist expansion and economic populism” had over-leveraged its
economy and the country was deeply in debt. When a global recession occurred, the value of the
peso dropped precipitously, oil prices dropped, and interest rates rose; Mexico then defaulted on
its international debt payments.'? As a result, financial capital fled. Then the Mexican
Government led by President Jose Lopez Portillo compounded the problem by nationalizing the
banking industry."® Ultimately, the Mexican government was forced by lenders to adopt a
“neoliberal economic model” and largely remove itself from the economy. Without these

economic policy changes, the GoM would never have been able to attract foreign direct



investment (FDI) or balance its books. Unfortunately, Mexico’s government did not properly
sequence the implementation of its policy reforms. As James Huck states in his Global Studies
Handbook:
While the consequence of this neoliberal strategy improved macroeconomic
stability in Mexico [after 1982] and restored private-sector confidence; it did so at a high

social cost. Wages stagnated as prices rose, income inequality increased dramatically, and
poverty and quality of life indices failed to improve.'*

Following the 1982 Debt Crisis the peso was devalued in 1994, when the U.S. and International
Monetary Fund took strong action to help Mexico avert another loan default. In an attempt to
meet its international fiscal obligations, Mexico initiated a “wide-ranging and ambitious
privatization program” in which it reduced the number of government-controlled companies
from over 1,100 in 1982 to just 219 in 1994. In hindsight, the initial benefits of privatization
were limited by a lack of proper oversight and poor regulatory sequencing which led to
significant industry monopolization and mismanagement."> The result was the 1995 “peso
crisis,” which again significantly devalued the Mexican peso, spooked investors and resulted in
USG and International Monetary Fund intervention to stabilize the Mexican economy.'® Since
that time, with the enactment of the North American Free Trade Agreement (NAFTA) in 1994,
the Mexican economy has continued to liberalize economically achieving a much higher level of
macroeconomic stability and has transformed into an export-based economy. The result of this
economic liberalization was positive but uneven economic growth. In 2009, however, the global
recession hit Mexico especially hard.!” While Mexico’s economy experienced stronger than
expected growth in 2010, at 5.0%, the strength and duration of this recovery largely depends
upon the direction of the United States’ economy.

Any economic discussion on trade with Mexico must include NAFTA, which has grown

the Mexican economy, but had mixed socio-economic results. Signed in January 1994, NAFTA
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created the “world’s largest free trade area,” and links 441 million North Americans and $17
trillion worth of annual trade.'® NAFTA has had positive macroeconomic effects on Mexico, but
has also caused some significant socio-economic adjustments, many of which are not yet fully
understood. Not only has NAFTA lowered tariffs on goods and services, but it required
Mexico’s historically protectionist government to eliminate barriers and discrimination in the
service sector and improve its regulatory transparency. These economic changes resulted in
increased foreign direct investment (FDI), improved Mexican industrial competitiveness, and
greater macroeconomic stability.'” Under NAFTA, the total quantity of goods traded between
the U.S and Mexico has increased from $293 to $946 billion, or 223%, and the quantity of
services traded has grown from $44 to $108 billion, or 125%. NAFTA has spurred Mexican
economic development, especially in its northern region, and has encouraged “the growth of
small and medium-sized businesses—the backbone of the Mexican economy.”* As the largest
FDI contributor to Mexico, the United States has provided almost $100 billion in FDI to
Mexico’s economy since 1994.

Mexico must continue its reforms to reduce government bureaucratic inefficiency,
corruption, and burdensome regulations to make lasting progress. Mexico has signed 12 free-
trade agreements with 42 other Nations in order to reduce its dependence on American demand,
but still exports over 80% of its goods and services to the United States.?' Such a large reliance
on the U.S. economy literally means that Mexico’s future depends largely on the health of the
American economy. As the saying goes, ‘if the United States catches a cold, Mexico catches
pneumonia.’ It received a cruel reminder in 2009 when the global recession caused a 6.1%

contraction in its real GDP while the U.S. economy declined by 2.6%.*



NAFTA has had its fair share of critics, too. A 2005 World Bank study determined the
Agreement had increased the efficiency of the Mexican economy, made it more attractive to FDI,
and produced increased wages and employment in the northern Mexican States but had it not
closed the income gap with the United States significantly. The study also stated that NAFTA
had actually resulted in greater income disparity across Mexico.”> While many young workers
have migrated to find employment in the nearly 3,000 maquiladora manufacturing plants
sprouting up in northern Mexico, there are many more that don’t have access to the education or
opportunity that would allow them to escape the cycle of poverty. The economic hardships faced
by many Mexicans has been a direct contributor to the illegal migration of Mexican workers to
America’s “greener pastures” but has also lured many unemployed young men into the arms of
organized crime and the illicit economy. The next section explains how the Mexican
government can generate legal economic opportunities to insulate its people from the lure of the
drug trade. The solution lies in the continued investment in Mexican human capital,

. . . . . 24
enhancement of financial infrastructure and “microfinance”, and economic policy reform.

ECONOMIC CHALLENGES AND OPPORTUNITIES
Historically poverty has been one of Mexico’s most serious socio-economic problems.
The U.S. State Department lists Mexico’s “overall poverty rate at 44.2%, or 47 million
people...with 10.5%, or 11.2 million people, [living] in extreme poverty.”> Unfortunately for
Mexico, in spite of economic growth and structural reforms over the last thirty years, the number
of people in extreme poverty (also known as “food poverty””) and moderate poverty (also called
“assets-based poverty”) has remained relatively constant.”® Recognizing the importance of

reducing poverty, the Mexican Government has made some investment in its rural poor through



its Oportunidades program with some progress being made in the areas of improved nutrition,
health and education.”’” The GoM’s “principal anti-poverty strategy. ..the program consisted of
46.5% of the Federal Government’s anti-poverty budget and [covered] 4.2 million
families. ..over 20% of the Mexican population” in 2003.”* A November 2010 United Nations
Development Program press release reported that the Oportunidades program, with assistance
from the World Bank, would amount to almost $10 billion dollars and cover 5.8 million people.
Designed to improve the poor’s education, health care, and nutrition the program was designed
to improve the most impoverished Mexicans’ chances of staying in school. Although originally
focused in rural communities, Oportunidades was later expanded into the urban areas and has
had a very positive impact. Unfortunately, the program is due to end at the close of 2013. This
program should be expanded to help break the poverty cycle and further reduce the numbers of
ordinary Mexicans who are being left behind.

Amazingly, the majority of Mexicans still do not have access to formal financial services.
While Americans are accustomed to the ready access to neighborhood bank branches, direct
deposit, and Automated Teller Machines (ATMs), the average Mexican does not have access to
any financial institution. For example, prior to 2001, 97.5 percent of rural Mexicans had no
“access to credit from a financial institution, and less than six percent used formal financial
savings instruments.”” In Mexico’s cities the access is not much better—just 25%. The impact
of this lack of access to financial services cannot be overstated. First, the lack of access drives
people to the informal economy and unregulated savings and credit institutions where they can
be exploited. Second, many financial studies have shown that “access to financial services hands
poor people the tools to solve their own problems and to chart their own paths out of poverty.”*°

Finally, the lack of financial services access denies potential entrepreneurs and small business
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owners the capital they need to start a micro-, small- and medium-sized enterprise (nSME)*' and
take control over their financial futures. Leveraging 21* century technology and financial
systems, the Mexican government must enable each one of its citizens to have access to a bank
account and basic financial education.

Recognizing the need to expand the reach of financial institutions to the poor, the
Mexican Congress passed the Popular Savings and Credit Act of 2001. This Act established the
National Savings and Financial Services Bank (BANSEFI), and ensured that over 400 “popular
savings and credit institutions (or EACPs by their Spanish acronym) [met] new legal and
regulatory standards” and had access to retail financial technology, services and electronic
banking. At the same time, the Mexican government also implemented the “Rural Microfinance
Technical Assistance Project (PATMIR)” within its Secretariat of Agriculture, Livestock, Rural
Development, Fisheries, and Nutrition (SAGARPA) to expand the reach of the EACPs into more
rural areas and “bridge the gaps in knowledge, understanding, and interaction between these
financial service providers and the ...poor.”** Since 1999, the United States Agency for
International Development (USAID), the Inter-American Development Bank (IDB), and the
World Bank have spent several hundred million dollars on technical assistance programs,
financial systems upgrades, increased supervisory capacity, and the development of working
alliances between U.S. and Mexican banks to facilitate the transfer of remittances.” Mexico
must continue its efforts to expand financial services access to rural communities and its growing
urban populations.

Countering the loss of cartel money in the economy requires increased accessibility to
credit access for the Mexican entrepreneur. Studies have shown the primary drivers of modern

economic development are the mSMEs. These small businesses not only employ the majority of
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a nation’s employable population, but also contribute significantly to its GDP. Mexico’s
Economic Ministry data for 2009 lists over three million licensed companies, of which over
99.5% were mSMEs that produced over 70% of its formal employment and over 50% of its
GDP.** Assuming future counter-drug program success in Mexico and the reestablishment of
government control, the Government of Mexico should use expanded microfinance access as a
fundamental part of its post-conflict resolution strategy. Studies’ dating back to 2005 show that
microfinance has positively assisted in conflict recovery in Asia and the Pacific.”> Microfinance
should be used in Mexico to both further the expansion of financial opportunity to the poor and
provide targeted incentives for Mexicans involved in cartel-related activity to cease their
participation in the illegal activity. So how would this actually work?

Historically in more developed economies, start-up capital is provided by venture capital,
home-equity loans, or personal savings accounts. In developing economies, where there is a
historical dearth of formal financial services, there is scarce start-up capital. Whole communities
or families may have to aggregate savings to start a small business. Over the last 20 years the
concept of using “microfinance” to enable economic development has gathered momentum, as a
means to bridge the gap between financiers and the poor. Today, microfinance across Latin
America is “an expanding industry with a large growth potential’—Mexico alone had over 1.2
million borrowers in 2005.*® The United States, as part of an international effort, should provide
increased assistance to Mexico through USAID, the IDB, and the World Bank to expand the
BANSEFI and PATMIR programs. The U.S. must also assist Mexico in the proper development
and sequencing of microfinance regulatory structure to prevent a crisis similar to the one that
took place in the Indian State of Andhra Pradesh in 2010.>” During this crisis, unregulated

micro-finance institutions (MFIs) demonstrated that they would revert to “unethical collections,
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illegal operational practices (such as taking savings)...high interest rates, and profiteering” to the
detriment of the most exploitable portion of the population.®® Although the crisis was resolved in
India, the opportunity for a Mexican crisis exists without proper industry safeguards. The point
is that precedents exist for government involvement and international funding of programs to
enable financial access. These programs should be expanded to reduce the average Mexican’s
propensity to work in the informal economy.

Another obstacle to economic growth in Mexico is its high regulatory burden. Mexico
has a program of microeconomic constraints that inhibit productivity and business growth. Clear
examples of these constraints, illustrated in a 2007 World Bank Group Doing Business report,
show that Mexican businesses face “disadvantages in (a) time and cost to open a business, (b)
time and cost to obtain a license, (c) cost of hiring, and (d) cost to tax compliance.” First, it
costs more to open a business in Mexico than in China or any other Latin American country, and
the costs vary by Mexican state. Second, the cost of obtaining a license to operate a business
continues to be one of the highest in Latin America, although recent reforms have improved its
relative standing. The impact of these excessive costs is that entrepreneurs often move into the
informal economy, which accounts for about one third of Mexico’s total GDP. Unfortunately,
small businesses that are not in the formal economy are even more competitively disadvantaged
in a globalized economy. Third, in Mexico, it costs a company almost 24% of a worker’s annual
salary to hire them, compared to just “3.3 percent in Chile, 9.75 percent in Peru, and 13.7% in
Bolivia.”*" Finally, it costs the average Mexican entrepreneur 23 days per year to pay his taxes
because the tax regulations are so complicated.

While this is not an all-inclusive list, these few examples show how Mexico’s self-

imposed regulatory burden creates “indirect costs that impede Mexican manufacturers in their
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competition with other countries, and translate into job loss and growth reduction.
aggregate, Mexico loses 15 percent of its GDP annually because of regulatory inefficiency,

according to the Mexican Institute for Competitiveness (IMCO).** In summary, the Mexican
government should expand some of its already existing programs and make relatively simple

microeconomic policy changes in order to provide more Mexicans with the opportunity to start

their own businesses in the formal economy.

CONCLUSIONS AND RECOMMENDATIONS

The security and socio-economic problems facing Mexico remain daunting. Although
likely requiring U.S. assistance, any overt presence of American military forces in Mexico is a
non-starter for both the U.S. or Mexican governments on the basis of national sovereignty. The
United States has also learned over the last decade in Afghanistan, Columbia, and Iraq that a
baseline of security enables change, but is not enough by itself to change the underlying
conditions of conflict. Recent history in these three countries has shown that to achieve
sustainable long-term progress governments must reinforce security gains with commensurate
efforts to build good governance and expand economic development.

In the case of Mexico, the country requires a solution that addresses its unique underlying
socio-economic conditions. While any strategy will require security and law enforcement
capacity building, the implementation of the following recommendations will allow Mexico to
provide economic incentives and alternatives to its people.

First, the Mexican government must reenact and expand its poverty reduction programs.
Mexico should significantly increase its own investment into its Oportunidades program and
should request matching funding by the IMF, the IDB, and the United States with the goal to

continue the program for at least the next decade. This increase will responsibly continue
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Mexico’s investment into its human capital and also allow it to address the large numbers of
internally-displaced urban migrants who are trying to escape poverty. The Mexican government
should also assess its maquiladora policies and require the multi-national corporations (MNCs)
currently operating there to invest in Mexico’s anti-poverty programs. In the long-run, the
reduction of poverty in Mexico will allow the rural and urban poor to seize the economic
opportunities that will be generated by the following recommendations.

Second, the Mexican government must continue its efforts to make financial services
accessible to its entire population a top priority. Fortunately, Mexico has already identified this
problem and has been working on its solution for the last decade. More improvement is
required. In conjunction with its expansion of the Oportunidades program, the GoM must also
continue its efforts to expand BANSEFI to reach the many millions of Mexicans who still do not
have access to the formal banking sector. Once the majority of Mexicans actively utilize the
financial services offered by a formal bank they will be able to receive payments, invest any
remittances that their family members have earned overseas, save and earn interest on the
aggregated deposits, and purchase insurance policies to protect themselves from losses. As
increased mutual confidence between the client and the bank grows, the availability of credit
becomes more and more attractive to both lender and customer. The former sees a reliable
source of future profits while the latter seizes the opportunity to build a business and improve his
or her quality of life.

Third, as millions of Mexicans rise out of poverty and integrate into the formal financial
sector, more and more of them will want the credit that allows them to start their own small-
business and build the wealth required to rise out of poverty. To leverage the Mexican collective

work ethic and desire to succeed, its government must reform its regulatory framework and
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supervisory structures to responsibly manage the growing microfinance industry. Mexico must
then actively support the microcredit industry by expanding transparency, access and safeguards
for private microcredit providers as well as international donors and investors alike.

Finally, the recommendations made above will only come to fruition and succeed if the
legacy of the state-controlled economy in its regulatory framework is reduced. The Mexican
government must make it less time-consuming and less-financially burdensome to start and
operate a business inside Mexico. While the transition to an export-based economy has enabled
Mexico to place a foot into the globalized economy, its fundamental challenge remains how to
grow the number of mSMESs operating in Mexico that will, in time, become producers and
consumers in their own right. By removing its self-imposed regulatory burden, Mexico will
allow businesses to operate more cheaply across the entire country while removing the drivers of
internal and external migration. As one of the most competitive economies in the world, Mexico
will then be able to attract both the financial and human capital it needs to build the type of
diverse economy required to successfully sustain itself in the 21* century. The Mexican people

will then have an alternative to the easy money of the narcotics industry.
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ANNEX A: BRIEF HISTORY OF MEXICO’S ECONOMY
Mexico has been a rural and agrarian society for the majority of its existence. Ever since
the arrival of the first Spaniards in the 16™ century, landownership has been a source of social
and legal struggle between Mexico’s Spanish descendants and its indigenous peoples. In fact,
one of the main causes of the 1910 Mexican Revolution was to address the “gross inequality” of
one percent of the population owning almost 97 percent of the land. As described in Huck’s
Mexico, landownership has historically been a “necessary requirement to guarantee an improved

»# While Mexico’s modernization and urbanization

quality of life...and upward social mobility.
has accelerated in the last few decades, its agricultural sector continues to employ millions of its
citizens in both small-scale communal farms as well as large-scale commercial-style farms. One
of the unfortunate side-effects of NAFTA is that the peasant farmers on the ejidos (communal
farms dating back to pre-Spanish times) have been unable to compete with highly efficient
American and Canadian agribusinesses. This situation, caused partially by a general lack of
access to credit and modern farming resources, has forced many ejidatorios to either leave or sell
their lands for opportunity elsewhere.** Thus, despite the doubling in agricultural trade between
the U.S. and Mexico since 1994, the agricultural sector has seen many of its poorer members
migrate to northern Mexico or the United States thereby become increasingly susceptible to
exploitation by large-business owners or organized crime.

Mexico’s energy/petroleum sector is its largest source of income and produces what is
arguably its most valuable natural resource. In 2010, crude oil exports “accounted for about 6%
of its GDP, 10-15% of its exports, and 30-40% of its fiscal revenues.” Mexico is the second

largest supplier of crude oil to the United States. Unfortunately, its populist political decision in

1938 to nationalize the petroleum industry placed the entire burden of investment in
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infrastructure and exploration on the Mexican government, and has made foreign oil companies
averse to investing. Since the 1970s, the cumulative result has been an actual decrease in
production by the state-run oil company Petroleos Mexicanos (PEMEX). The government has
finally realized that it cannot rely solely on oil exports to grow the economy, but will have to
diversify.*® In an effort to reform its energy sector, President Calderon convinced the Mexican
Congress to allow PEMEX to partner with private oil companies for “oil exploration and
production activities, but without sharing oil or oil income.”*’ These reforms are a step in the
right direction, but it appears highly unlikely that Mexico will be able to rely on increased oil
income to alleviate its economic woes.

Remittances from Mexicans working overseas, primarily in the United States, have been
a stable source of income for many families for decades. Recent economic data shows that
remittances grew from $8.9 to over $25 billion between 2001 and 2008 before the U.S. recession
reduced overall remittances by 16% in 2009. The importance of these remittances cannot be
overstated. The poorer segment of Mexican society has come to rely on them for the majority of
their food, clothing, and housing expenses. The Mexican expatriate worker living in the United
States sends an average of $1,900 a year back to their families. This is a fraction of their annual
income but is “arguably a fraction of the economic contribution that person could make if they
were living in Mexico...where the average worker [in 2006] made $12,500.”* Studies by the
World Bank and the Mexican government have estimated that U.S. remittances to the poorer
southern Mexican States cover 80% of household expenses and up to 40% of the personal capital
used by Mexicans to fund microenterprises in Mexico’s cities.*’

Mexico has significant industrial and manufacturing economic sectors that account for

upwards of 30% of its gross domestic product. Although NAFTA has rapidly expanded
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Mexico’s export-related manufacturing sector, the country has been a strong exporter of
“precious metals, food and beverages, clothing and textiles, and electronics™ for decades.*”
Mexico remains the world’s largest producer of silver and employs more than 600,000 people in
its food and beverage industry. Even well before NAFTA during the late 1960s, the Border
Industrialization Program (BIP) was implemented in the northern region of Mexico. The BIP
created an attractive area for multinational corporate investment in which factories assemble
imported components for export. These factories are known as maquiladoras or maquilas.”'
Originally designed to absorb Mexican migrant guest-workers no longer able to work legally in
the U.S., the maquiladora industry has grown over 40 years from several thousand employees to
well over a million workers today. This has allowed multinational corporations to leverage
inexpensive Mexican labor, tax and regulatory exemptions and maximize profits. While the
economic benefits of the maquiladoras have led to a $41 billion dollar economy, the tendency of
these companies to hire mostly young, single women has upset traditional gender roles and
contributes to the dramatic increase in violence in northern Mexico.”> The Mexican
government’s unwillingness to actively enforce labor-protections in these profitable industries
has caused many workers to not trust the government or its justice system. Inadequate economic
opportunities and judicial system ineffectiveness appear to have led many of Mexico’s poor to

turn to the cartels for income and social justice.
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