Mexico’s Energy Reform:
Key Issues from an
Investor’s Perspective

T

he energy reform recently approved by Mexico’s Congress
and promulgated by President Enrique Peña Nieto will
have long-lasting consequences for Mexico. The new legal
framework, by providing stability and predictability, will unleash
significant business opportunities for private investors, both
domestic and foreign.
The scope of the reform is ample, as it encompasses all areas of
the energy sector, ranging from hydrocarbons to renewables. The
oil industry will keep its preeminence, but the reform will also
have important effects upon natural gas and power. This note,
though, focuses on the oil industry. In forthcoming publications
we will examine other energy issues.
The urgent need to revert the continued worsening of the main
operating metrics of Pemex, the now formerly state-owned
monopoly, was a powerful incentive to reform. Crude and
liquids production shrank by a quarter over the past decade
and proven reserves have virtually halved, while crude exports
have plummeted by almost 40%. Refining capacity has remained
stagnant and unable to match demand, leading to a surge in
refined product imports, notably of gasoline, and entailing rising
costs (some US$ 20 billion on average per year).
The industry faces numerous challenges: to revert the fall in
crude and liquids production and eventually increase output
again; to expand and upgrade the infrastructure network; to
improve the product trade balance; and to promote energy

efficiency and sustainability. Investment opportunities are thus
abundant, even though at this stage it is still difficult to assess
them fully. According to some preliminary estimates, investment
needs will range between US$35 billion and US$100 billion over
the next decade.
Mexico´s main upstream attraction is a potentially vast resource
base. Pemex estimates that “prospective” (i.e., yet to be
discovered) oil & gas reserves could total as much as 115 billion
barrels of oil equivalent, roughly three times as much as current
proven, probable and possible reserves (3P). Now that Pemex
has been formally granted specific producing and prospective
assets (roughly 80% and 20%, respectively, of the country´s
base under the so-called Round Zero), the government is
preparing the first bidding round (Round One), to be carried out
tentatively in mid-2015.
For international majors, endowed with technical, financial and
managerial resources to develop complex projects, the Gulf of
Mexico deep water areas are the most attractive, particularly
near the US maritime (the so-called Perdido Fold Belt). Marginal
fields, which account for approximately 60% of all known fields,
will probably attract independent companies specialized in
enhanced recovery techniques. Service companies will also be
very active. Some of these projects are likely to be carried out in
partnership with Pemex, which is looking to sign ten “strategic
agreements” over the next twelve months.

With regards to shale oil & gas, we are more skeptical. Although
potential resources are significant – some studies suggest that
Mexico ranks sixth worldwide – the conditions that made possible
the shale “revolution” in the US are not easily replicable. As
such, we believe that only mining companies already operating in
Mexico will incursion in shale, at least in the first few years after
the reform.
Further down the value chain, we think that logistics
(midstream) offers the most promising opportunities. The
country’s infrastructure needs to be extended and upgraded to
address current bottlenecks and anticipate future growth. The
construction of oil and gas lines, storage tanks and terminals
may even have repercussion in terms of arbitrage and trading,
given the country’s geographic location and considering that
global oil demand will come mostly from Asia while production
will mainly take place around the Gulf of Mexico. Downstream,
the refining industry could also be of interest, although
investment decisions will have to consider the evolution of the
international market, as some areas have developed highly
competitive refining capabilities. Final, retail and marketing
(service stations and convenience stores) is another area of
opportunity, although Pemex-branded outlets will have three
years to prepare for a full opening.

In sum, the energy reform will attract significant investment
to the oil industry, create entire new sectors and boost the
country´s economic growth. There will be challenges and
risks along the way (i.e., fiscal regime, international oil prices,
geology, project delays, state-owned company liabilities, politics,
etc.). Nevertheless, we believe those risks can be managed:
Mexico features much better conditions than many other
producing countries, notably its investment grade, which makes
it an attractive business environment.
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