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BACKGROUND
Vicente Fox of the National Action Party (PAN) was inaugurated as president of Mexico on December 1, 2000, ending 71 consecutive years of Institutional Revolutionary Party (PRI) rule. The country had been enjoying economic expansion, augmented by unprecedented political stability, in 2000 and early 2001. 

However, the economic slowdown in Mexico's fellow NAFTA member and neighbor the United States has had an adverse affect on the Mexican economy, as over 80% of Mexico's exports are bound for the United States. After real gross domestic product (GDP) growth of almost 7% in 2000, 2001 is expected to show a modest decline of about 0.4%. Economic growth is likely to resume in 2002, forecast at 2%, dependent on the economy in the United States. Analysts note that Mexico's currency is solid, inflation is low, and interest rates are low. 

Despite ambitious plans to restructure and modernize Mexican government and industry, especially the energy sector, Fox has encountered stiff opposition in Mexico's bicameral Congress that has prevented sweeping changes. Little progress has been made toward allowing increased private participation in the hydrocarbon and electricity sectors. The state oil and gas company, Pemex, will remain 100% government owned and run. Fox has stated hopes to introduce energy reform legislation before May 2002. It is unclear whether this timetable can be met, or what might be included in the legislation. 

Although about 95% of Mexican households currently are electrified, there are still many thousands of rural towns without electricity. 

After extended debate, changes to Mexico's tax codes were passed in January 2002. An increase of certain taxes was intended to move the country away from oil dependence; however, the more modest tax increase that was approved is not expected to significantly offset [image: image2.png]ay
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this dependence. Currently, a 1/3 of government revenues come from oil exports, totaling about $30 billion (USD) in 2000. 

OIL
Mexico has the second largest proven crude oil reserves in the Western Hemisphere after Venezuela, at 26.9 billion barrels. In 2001, Mexico produced about 3.6 million barrels per day (bbl/d) of oil, with net oil exports of roughly 1.6 million bbl/d. About 1.4 million bbl/d of these exports were bound for the United States. Mexico ranked as the world's fifth-largest oil producer (including crude, lease condensate, natural gas liquids, and refinery gain), behind the United States, Saudi Arabia, Russia, and Iran. 

Sector Organization: Pemex
The Mexican oil industry was nationalized in 1938. Petroleos Mexicanos (Pemex), the state oil company, is one of the world's largest oil companies, the single most important entity in the Mexican economy, and a symbol of Mexican sovereignty and independence. It has exclusive rights to oil exploration and production in Mexico. The state-run organization of the sector enjoys enthusiastic public support, and President Fox retracted early campaign promises to privatize Pemex and has vowed instead to modernize and streamline the oil giant. 

Underscoring its key position in world oil markets, Mexico has had more contact and involvement with the Organization of Petroleum Exporting Countries (OPEC) than any other non-member country. Since 1998, Mexico has made seven pledges to keep to export targets in support of OPEC production policies. Pemex export data from 1998-2001 show that these export targets have been kept. In November 2001, OPEC announced that it would cut its own production by 1.5 million bbl/d, in order to prop up world oil prices. OPEC's cut was contingent upon non-OPEC countries cutting production by a combined 500,000 bbl/d, of which Mexico committed to a 100,000 bbl/d reduction in exports. 

NATURAL GAS
Mexico has proven natural gas reserves of 29.5 trillion cubic feet (Tcf), with 1999 production of about 1.29 Tcf and consumption of about 1.26 Tcf. Although the country is home to the Western hemisphere's fourth-largest natural gas reserves (after the United States, Venezuela, and Canada), Mexico has not emphasized natural gas exploration and development until recently. 

Sector Organization 
Pemex retains exclusive rights to exploration and production of Mexican natural gas, according to the country's constitution. However, natural gas is emerging as one of the more promising sectors for private investment. 

Currently, private companies are allowed to provide services to Pemex such as drilling activity. In December 2001, discussion began of multiple services contracts that would allow private companies to provide a broader range of services to Pemex. Pemex would retain the rights to the reserves and profits and contractors would be paid fees rather than profit shares. If these new contracts pass legal hurdles, bidding could begin in May 2002, with the first award targeted for June 2002 and work to begin by the end of the summer. 

The downstream Mexican natural gas market has been open to private investors since the passage of the 1995 Natural Gas Law. This legislation modified the constitution to allow private companies to become involved in natural gas transportation, storage, and distribution in Mexico, although it prohibits a company from ownership in more than one function within the industry. The legislation also liberalized exports and imports and established the regulatory framework for building and expanding transmission and distribution pipelines. 

Production
Lack of funding for exploration and production in the Mexican oil and natural gas industry has left Mexico with insufficient production to satisfy its growing natural gas consumption. Despite a wealth of untapped reserves, Mexico is a (small) net importer of U.S. gas, a trend that is expected to continue in the coming decades. The tariff on Mexican imports of U.S. natural gas was eliminated in mid-1999, which will encourage continued and growing volumes of imports in the future. 

Natural gas is slated to play a more important role in the future as demand rises quickly, especially in the power sector. In response to anticipated demand growth, Pemex plans to increase Mexican-U.S. border infrastructure and capacity, and to focus more on gas exploration and production activities. The Burgos field, located in northeastern Mexico, is expected to contain massive volumes of largely non-associated, recoverable natural gas resources. The new multiple services contracts are slated to be offered first at the Burgos field, in hopes that it will help to ramp up production. Cantarell holds significant associated natural gas reserves, most of which currently is flared. 

COAL
Mexico has recoverable coal reserves of about 1.3 billion short tons. The majority of the country's coal reserves are located in Coahuila, in the northeast of the country, bordering the United States. Coal production has remained stable in the past few years and is used mostly for steel production and electricity generation. U.S.-based Mission Energy, which purchased the previously government-owned company Minera Carbonifera Rio Escondido (MICARE) when it was privatized, is now Mexico's largest coal producer. A small volume of imports from the United States, Canada, and Colombia augments domestic coal supplies. 

ELECTRICITY
Mexico has installed electric power generating capacity of 38.5 million kilowatts and in 1999 generated 182.5 billion kilowatthours (bkwh). Oil-fired power plants make up the largest share of Mexico's electricity generation, and thermal electricity generation in 1999 accounted for 74% of total generation. Hydropower accounted for 18%, nuclear power 5%, and other renewable sources (wind, solar, biomass) 3%. Coal-fired plants alone supply roughly 10% of Mexico's electricity, but this percentage is slated to fall as natural gas-fired power plants are the priority of Mexico's industrial energy policy.  The policy also calls for conversion of many oil-fired power plants to natural gas by 2005, and the construction of new power plants to run on natural gas. 

Mexico's electricity sector is at a crossroads. Although generation has increased rapidly over the past decade, supply is not expected to meet demand growth over the next two decades. Given current grid capacity constraints, shortages could result. Fox estimates that the power industry needs $120 billion of upgrades in the next five years to meet 45% consumption growth. 

Mexico*: Installed Capacity, Sales and Peak Demand of Electricity

	
	2001
	2010
	Change
	Annual rate of growth %

	Installed Capacity (MW)
	36,659.34
	64,000.00p
	27,340.66 MW

+75%
	6.4

	Peak Demand
	26,197.00
	44,767.00
	18,570.00 MW

+71%
	6.1


* The data do not include sources that account for about seven percent of electricity generated in the country.

p = preliminary forecasts (based on data published for 2009)

Source: Comisón Federal de Electricidad [Preliminary data].

Interconnection 
Mexico has a national interconnected power grid with four regional divisions: Northern, North Baja, South Baja, and Southern (the largest). Northern Mexico is connected to the U.S. grid in nine places, to two U.S. electricity grids. Two of the connections are to California, while the remaining seven are to Texas. There is a smaller grid connection between Mexico's Yucatan peninsula and Belize.

CFE plans to take bids on 18 tenders in 2002 for private companies to build new transmission lines, to augment the country's aging grids. About 430 miles of new lines are planned for northern Mexico, with work commencing in May 2002 and finishing in November 2003. In the southeast and northeast, the grids are stretched such that new generation cannot be added without bolstering the transmission network. 

Several new border power connections are in the works. There are multiple projects in various planning stages that could link Mexico and the United States. While potential projects span the length of the Mexico-U.S. border, there are several aiming to connect Baja California (Mexico) and California, and northwestern Mexico with Arizona. Additionally, Mexico plans a new interconnection with Guatemala.  

Sector Organization
The Federal Electricity Commission (CFE) and Luz y Fuerza Centro (LFC) are Mexico's two state-owned electricity companies. CFE has enjoyed a monopoly in the electric power sector for decades, although reforms instituted in 1992 allow independent power producers (IPPs) and cogenerators limited involvement. CFE generates about 92% of Mexican electricity. LFC contributes about 2%, with most of its customers in Mexico City. Pemex generates 4%, while the remainder is generated by the private sector. 

IPPs are allowed to build and own power generation facilities, and the power can be used at related industrial companies or sold under long-term contracts to the public utilities. A small amount of excess power can be sold to CFE. IPPs also can gain permits to build larger plants, for electricity sales to "off-takers," which are large groups of consumers or industrial firms. The off-taker market is most active in Baja California. 

Deregulation of the electricity sector is a contentious issue in Mexico. President Fox made privatization of the industry a top priority after entering into office in 2000, but stiff resistance from the Congress has stalled changes thus far. One proposal envisioned splitting up CFE assets into regional generation and distribution companies and selling them off, while keeping one transmission company in charge of the national power grid. Industry sources say that Fox will probably borrow elements of that plan without rushing to privatize. Distribution may be the last area to be liberalized, to allay union fears of mass layoffs.
Electricity reforms proposed by Fox and the PAN include: 

· Generation: Industrial companies would be able to buy and sell power in a new spot market. Rapid demand growth requiring large investment is expected in the coming years, and the foundations for private involvement in the sector have already been laid with the IPP program. Almost all of the new generation capacity in recent years has been added by IPPs.

· Transmission: Consensus between the political establishment and industry plans to keep transmission under state control with open access.

· Distribution: The state utilities are expected to retain control over their jurisdictions, while new distribution networks could be open to private bidding. 

REGULATORY FRAMEWORK

With reforms in the energy sector beginning to separate the roles and scope of action of the policy maker, the regulator and the operator, Mexico’s energy sector is introducing a more level playing field, clear rules and thereby creating significant business opportunities for private companies in the energy sector. As electricity reforms are enacted, a new regulatory framework will have to be established along with a regulatory body to oversee this new framework.  CRE (Comision Reguladora de Energia), the current regulatory body for natural gas, is a possible candidate for the administration pf the prospective new electricity regulations.  

In regulating the gas industry, CRE's powers include enforcement of regulations, inspections of facilities, issuance of permits, regulation of prices, overall supervision of the industry, ensuring an adequate supply, security, the promotion of competition, and the elimination of cross-subsidies. Private-sector participation in these areas currently is subject to permits granted by CRE for 30 years, based on competitive bidding.
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