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What Will Calderon do About Mexico's Costly Gasoline Subsidy?

Mexico's costly subsidy for
gasoline is becoming even more
expensive for the government as
global oil prices soar, putting
pressure on public finances. What will
Mexican President Felipe Calderon do?
Will he be forced to curb or eliminate the
subsidy? If he does, what would be the
economic and political repercussions?

Guest Comment: Alejandro

Schtulman: "Back in September

2007, the Mexican Congress

approved a new fiscal regime for
Pemex, which reduced the fiscal burden on
the state monopoly. As a measure to com-
pensate the loss of taxes to the govern-
ment, Congress approved a minimal
monthly increase in the price of gasoline.
This announcement prompted wide-
spread speculation and popular discon-
tent. Consequently, President Calderon's
ratings suffered a significant decline dur-
ing the last quarter of 2007—from 66 per-
cent to 57 percent. Calderon's fall in pop-
ularity was dubbed as the gasolinazo effect.
The recent introduction of gasoline subsi-
dies, along with other measures to contain
inflation, aim to preempt the popular dis-
content that will result from continued
rising food costs. It will be difficult, there-
fore, to think that the Calderon adminis-
tration will eliminate the current gasoline
subsidies, when this measure could help
mitigate the impact of rising food prices
on his ratings. Further, it can be argued

that the removal of gasoline subsidies
would make it more difficult for the gov-
ernment to contain rising inflation at this
particular juncture. Nevertheless, the sub-
sidies could be removed once sustained
progress in controlling inflationary pres-
sures is evident, but this could take up to
eight months."

Guest Comment: Denise
Dresser: "Felipe Calderon's deci-
sion to subsidize gasoline at the
cost of approximately $20 billion

Q&A continued on page 4

Petrobras Signs Deal to Study
0Oil Shale Project in Utah

Brazil's Petrobras announced Monday it
signed an agreement with Qil Shale
Exploration Company and Japanese
investment and trading company Mitsui
to study the feasibility of an oil shale
development project in Utah. See story
on page 3.

Photo: Petrobas.
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ENERGY SECTOR BRIEFS

Brazil's Tupi Oil Field Seen
Going Operational by 2015

Brazil's massive offshore Tupi oil
field will be operational by 2015,
with production of at least 500,000
barrels per day by 2020, Reuters
reported on Thursday, citing
Guilherme Estrella, the director of
exploration and production at
national oil company Petrobras.
Estrella said that despite "technolog-
ical challenges," production at the
Tupi field is financially viable, even
with oil prices below $35 per barrel.

AEl Acquires Nicaragua's
Tipitapa Power Company

US energy company AEI announced
Thursday it acquired Nicaragua's
Tipitapa Power Company Ltd. In a
press release, the Houston, TX-based
AEFI said Tipitapa provides 50.9
megwatts of generation capacity and
associated energy through a long-
term power purchase agreement
with Nicaraguan distribution com-
panies Disnorte and Dissur, both
majority owned by Spain's Union
Fenosa. Terms of the deal were not
disclosed.

Repsol YPF Agrees to Sell Service
Stations in Ecuador to Primax

Repsol YPF said Thursday it had
agreed to sell its service stations in
Ecuador to Peruvian-Chilean group
Primax for $47 million. Primax will
take over 123 service stations in
Ecuador, as well as Repsol's lubri-
cant and aviation businesses in the
country. Repsol will maintain a
commercialization and distribution
contract with Primax for the lubri-
cant business, and a commercial and
technical assistance contract for the
aviation business, according to the
release.
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Oil & Gas News

Ecuador Offers to Lower Tax on Oil
Companies if They Drop Lawsuits

The government of Ecuadorean President
Rafael Correa will lower a windfall tax on
foreign oil companies' earnings for one
year if the companies agree to drop law-
suits against the government, Oil Minister
Galo Chiriboga said Thursday, according
to Reuters. Under the offer, the govern-
ment would slash the windfall tax on rev-
enues above a benchmark price set by the
government to 70 percent from 99 per-
cent, and keep the same economic terms
agreed to during negotiations earlier this
year that were halted by the government.
Chiriboga said the offer was "a sign of
goodwill" to the companies, which the
government is pushing to switch from cur-
rent deals that allows them to keep part of

Mexico Oil Sector Reform Urgent to
Boost Refining Capacity—Official

Reforming Mexico's oil sector to boost
refining capacity is becoming more urgent
as soaring fuel prices put pressure on the
government's fuel subsidy program,
Deputy Finance Minister Dionisio Perez-
Jacome said last Thursday, according to
Bloomberg News. "If we could make more
gasoline, we would stop paying as much
for it," Perez-Jacome was quoted as saying.
"We would import less." Under President
Felipe Calderon's oil sector reform pro-
posal, state-owned oil monopoly Pemex
would have leeway to hire private compa-
nies for production and refining, reducing
the cost of subsidies by enabling Mexico to
produce more of the gasoline it consumes,
Perez-Jacome said. However, the legisla-
tion's future in Congress is uncertain amid
criticism by the opposition PRI, whose
support is key to the reform's approval.

Under the offer, the government would slash the

windfall tax on revenues above a benchmark price

set by the government to 70 percent from 99 percent.

the oil they extract to service contracts in
which the government keeps all the oil in
exchange for a fee. "I hope [the compa-
nies] also give us a sign," the energy minis-
T ter stated. Since the
windfall tax was imposed

last year, the companies

L have halted most invest-

ment in Ecuador's oil

i sector, and some have
t".. . filed for arbitration in
Chiriboga international court. On
Photo: Carondelet Thursday, a spokesman
file photo. for Spain's Repsol said it

had become the latest company to file suit
against the government over the tax, join-
ing US-owned City Oriente, Murphy Oil
Corp., and Burlington. Other companies
operating in Ecuador include Brazilian
national oil company Petrobras, Chinese
consortium Andes Petroleum, and
France's Perenco. Ecuador produces
around 500,000 barrels per day, of which
nearly half is produced by private firms.

Last week, PRI Senator Francisco
Labastida, who heads the Senate Energy
Committee, said the PRI would make
"substantial" changes Calderon's bill. The
party has said it likes the general look of
the bill, but has criticized key aspects,
including a measure that would allow pri-
vate companies to build and own refiner-
ies in the country. Last week, the PRI hired
lawyers to examine whether the legislation
complied with Mexico's Constitution,
which restricts private ownership of
Mexico's oil wealth. Calderon is pushing
for reform amid a decline in production at
Mexico's aging oil fields and a lack of
resources for exploration and production
in offshore deepwater areas. Energy
Minister Georgina Kessel predicted last
month that the country will suffer a
"severe energy crisis" within a decade
unless reforms are made to Mexico's oil
sector. Leftist opponents of the reform bill
say the legislation is an attempt to priva-
tize Mexico's oil sector and have vowed to
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block it. [Editor's note: see related Q&A
on page 1.]

Brazilian Oil Company OGX
Raises 5.87 Billion Reais in IPO

OGX Petroleo e Gas, a Brazilian company
that was founded less than a year ago,
raised 5.87 billion reais ($3.58 billion) in
its initial public offering Wednesday.
Shares rose as much as 19 percent in their
first day of trading on Brazil's New Market
exchange on Friday. OGX has sold 5.19
million shares, or 16 percent of outstand-
ing stock, for 1,131 reais a share, the max-
imum allowed, according to Bloomberg
News. Credit Suisse, which advised the
company on the deal, may exercise
options to buy 741,800 more shares, mak-
ing the sale worth 6.71 billion reais,
among the largest Brazilian IPOs ever,
according to the report. The Rio de
Janeiro-based company last November
spent $800 million on licenses near
national oil company Petrobras' massive
offshore oil discoveries. Backed by Eike
Batista, 51, a mining magnate reported to
be Brazil's richest man, OGX has hired
some of the biggest names in the industry
to explore for oil and gas. [Editor's note:
see Subscriber Notice, adjacent.]

Petrobras Signs Deal to Study Oil
Shale Development Project in Utah

Brazilian national oil company Petrobras
announced Monday it signed an agree-
ment with Oil Shale Exploration
Company (Osec) and Japanese invest-
ment and trading company Mitsui to
study the feasibility of an oil shale devel-
opment project in Utah. In a press release,
Petrobras said it will undertake a techni-
cal, economical, and environmental com-
mercial feasibility study of mineral
resources on 30,000 acres of oil shale
property controlled by Osec in Utah.
Mitsui will provide advice concerning
project management and promotion,
Petrobras said. Petrobras and Mitsui will
each have the right to acquire a 10-20 per-
cent stake each in the project from Osec,
the Brazilian oil giant said. According to
Reuters, Japanese business daily Nikkei
said the three companies aim to produce
about 5,000-10,000 barrels per day (bpd)

Copyright © 2008, Inter-American Dialogue
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Washington, DC

RSVP to meetings@thedialogue.org.

Please include your name and affiliation.

worth of oil by 2013 and gradually raise
output to as much as 50,000 bpd. The area
contains a total of some three billion bar-
rels, Petrobras said in its statement. The
three companies "have great potential to
demonstrate and develop the greatest
unexplored energy resource in the US,"
Petrobras said.

The 30,000-acre oil shale property in Utah
contains some 3 billion barrels, according
to Petrobras.

Photo: Petrobras.

Biofuels News

Oil Companies Behind Attacks on
Brazil's Biofuels Industry—Lula

Oil companies are behind attacks on
Brazil's biofuels industry, Brazilian
President Luiz Inacio Lula da Silva said
Monday. "The main attacks on biofuels
come from oil companies," Lula told local
radio, speaking just days after his partici-
pation in a United Nations summit on
food security. At the summit, Lula rejected
criticism that production of sugar cane-
based ethanol in Brazil has cut the pro-
duction of crops for food and helped
spark a steep jump food prices around the
world. In his comments on Monday, the
Brazilian president suggested that rival
nations are waging a "commercial war"
against Brazil's biofuels industry. "We
know the interest of countries that do not
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produce ethanol, or that produce ethanol
from wheat, or produce ethanol from
corn, which is not competitive and more
expensive,” Lula said. Brazil is the world's
largest producer of sugar cane-based
ethanol. He said that criticism from
"abroad" that Brazilian sugar plantations
are invading the Amazon rainforest are
"absurd," because most sugar is planted
"thousands of kilometers" away from the
rainforest. He also responded to criticism
of labor conditions at sugar plantations in
Brazil, acknowledging that, yes, conditions
are hard, but asserting they are no more
difficult than those in coal mines that were
"the basis of development for many
European countries." According to
Amnesty International's 2008 global
human rights report, forced labor and
substandard working conditions plague
the Brazilian sugar cane industry. Last
year, inspectors rescued more than a thou-
sand people from "conditions analogous
to slavery," the report states. Lula said the
government is negotiating with business
leaders to improve working conditions.

US Congress Not Likely to Pass
Ethanol Tariff Cut This Session

A new bill in the United States Senate that
aims to cut the US tariff on ethanol
imports has little chance of clearing
Congress this session, a USAgNet report
stated Wednesday. Lack of time left on the
legislative clock and political sensitivity to
the issue in an election year are behind the
stalled legislation, congressional aides told
the paper. Senators Dianne Feinstein (D-
CA) and Judd Gregg (R-NH) introduced a
bill last week to lower the tariff and bring
it in line with US ethanol blending subsi-
dies, which a recently enacted farm bill
lowered to 45 cents per gallon from 51
cents per gallon. But the bill has been
referred to the Senate Finance Committee,
chaired by Max Baucus (D-MT), who has
said he is against cutting the tariff. Brazil,
the world biggest exporter of ethanol, has
called on the US to eliminate the tariff.

Mexico Pushing Farmers to
Grow More Sugar for Ethanol

Mexican Agriculture Minister Alberto
Cardenas said Thursday he is pushing

Copyright © 2008, Inter-American Dialogue
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a year is bad news. Mexico's president
seems to have succumbed to a tempta-
tion that proved disastrous for the coun-
try's economic management in the past:
he is moving from fiscally responsible
governance to politically motivated,
short-term decision-making. The shift
can be attributed to fear of inflation
fueled by rising food prices, fear of losing
political ground in next year's mid-term
elections, and fear of pressure from the
left and Andres Manuel Lopez Obrador
in the face of mounting economic woes.
And while these concerns may be legiti-
mate, the chosen remedy places Mexico
on a dangerous path. Mexico limped
through successive economic crises over
the past three decades, precisely because
public finances were placed at the service
of political expedience, which translated
into price fixing of public goods and
services. Today, the Calderon govern-
ment is using the bonanza created by
high oil prices to subsidize the price of
gasoline, which the country increasingly
imports. As gasoline prices go up, so will
the price tag for an ill-conceived subsidy
that channels scarce public resources to
those able to afford a car. The subsidy
amounts to ten times the budget for the
National University, half of the annual
education budget, five times the budget
for the poverty-alleviation program
Oportunidades. In a recent speech,
Calderon stated that his government
addresses issues head on, instead of
sweeping them under the carpet. It will

be interesting to see how he deals with
the enormous elephant in the room that
the gasoline subsidy has just made larg-

n

er.

Guest Comment: Nicolas

Mariscal: "The gasoline sub-

sidy in Mexico is a very com-

plex issue, as much because of
the solutions needed to resolve it as its
social, political, and economic implica-
tions. Mexico imports 41 percent of its
national gasoline consumption. That
makes clear the lack of refining capacity
at Pemex. This is due to the lack of
investment in development of technolo-
gy and refinery construction—which in
turn is a reflection of the absence of
means to manage Pemex with vision—as
well as to the changing plans every six
years, to legislation that limits many
actions, and to corruption that has
reduced Pemex's competitiveness so
much. After falling behind for more than
three decades, the challenge today in
closing this enormous gap requires a big
investment, as well as time, since the con-
struction of refineries will take several
years. President Calderon's energy
reform proposal offers a profound trans-
formation of Pemex into an authentic
public company, as is the international
trend in this area, and encourages private
investment in refineries, like in the
magquilas, speeding up their construc-
tion. If indeed it is true that the subsidy
will have to be modified, I don't think it

Q&A continued on page 6

sugar growers to increase the total area
planted with cane by up to 13 percent
between now and 2012 to provide crops
for ethanol production, Reuters reported.
Alberto Cardenas said farmers should aim
to plant up to 100,000 more hectares of
sugar cane throughout Mexico to reach
the ministry's long-term goal of produc-
ing over 800 million liters of ethanol
annually. Currently, Mexico does not use
any of its cane to produce ethanol. "With
oil prices rising at an unstoppable rate,

ethanol production will be an attractive
and profitable business," Cardenas was
quoted as saying. He noted that Mexico
has close to 30 million hectares of land
ready for planting, but is only using
between 22 and 22.5 million hectares of it.
Currently, Mexico plants sugar cane on
750,000 hectares. It is expected to produce
a little more than 5.5 million tons of sugar
during the 2007-08 harvest, Reuters
reported, citing Mexico's sugar growers
association.
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Alternative Energy

German Solar Cell Maker to Invest
$3.5 Billion to Build Plant in Mexico

Germany's Q-Cell, the world's largest
solar cell maker, will invest $3.5 billion to
build a new production plant in Mexico,
the company announced last Thursday.
The plant, to be built in the city of
Mexicali in the northern state of Baja
California, represents one of the biggest-
ever investments in Mexico by a foreign
company, and will create 4,500 direct jobs
and 13,000 indirect jobs, Mexican
President Felipe Calderon told a news
conference with Q-Cell Vice President Leo
van der Holst. Calderon noted that the Q-
Cell plant is one of several major invest-
ments in Mexico announced in recent
days, including US automaker Ford
Motor's announcement last Friday it
would invest $3 billion in the country.
"Mexico is taking the right road to be a
world leader in attracting investment, par-
ticularly in high-tech industries, and
today we take another step in that direc-
tion," Calderon said. Van der holst said Q-
Cell's Mexicali plant would be a produc-
tion hub for all of the Americas. "We chose
Mexico because Q-Cells expects, on the
one hand, to have greater access to grow-
ing markets in the Americas, and on the
other, to cover against exchange rate fluc-
tuations," the executive stated.

Political News

Chavez Calls on Colombia's FARC
Rebels to End Struggle, Free Hostages

Venezuelan President Hugo Chavez on
Sunday urged Colombia's FARC rebels to
end their struggle. "The guerrilla war is
history," Chavez said during his weekly
television and radio program, according
to the Associated Press. "At this moment
in Latin America, an armed guerrilla
movement is out of place." The comments
by the Venezuelan leader were in contrast
to earlier this year, when Chavez called on
the international community to stop call-
ing the FARC a terrorist group and recog-
nize it as a legitimate insurgency.
Colombia has accused Chavez's govern-

Copyright © 2008, Inter-American Dialogue

ment of supporting the rebel group, citing
evidence found in computer files seized in
a March 1 raid on a FARC camp. Chavez
has denied Colombia's accusations of sup-
porting the guerrilla group. The FARC,
which has seen its strength cut in half
amid a six-year military offensive by the
government of President Alvaro Uribe,
has suffered a series of setbacks in recent
months, including the death of its leader,
Manuel Marulanda, and several other top
commanders [Editor's note: see related
Q&A in the May 29, 2008 issue of the daily
Latin America Advisor]. In his remarks on
Sunday, Chavez called on Marulanda's
successor, Alfonso Cano, to unilaterally
release hundreds of hostages and prison-
ers it holds in remote jungle areas. Earlier
this year, Chavez helped facilitate the
release of six FARC hostages.

Ecuador, Colombia Take Step Toward
Full Restoration of Diplomatic Ties

Ecuador and Colombia have agreed to
partially restore diplomatic relations,
frozen since a March 1 Colombian cross-
border military raid on a rebel camp in
Ecuador, the Atlanta, GA-based Carter
Center said Friday. In a press release, the
Carter Center said that after speaking with
founder and former US President Jimmy
Carter, Ecuadorean President Rafael
Correa and Colombian President Alvaro
Uribe agreed to renew diplomatic rela-
tions "immediately and without precondi-
tions, initially at the level of charge d'af-
faires." The Center said the re-establish-
ment of diplomatic relations between the
two countries would "contribute to the
confidence-building initiatives led by the
[Organization of American States] and
the efforts of both countries to renew
cooperative mechanisms to address the
common problems they face." The Uribe
government in the past has repeatedly
accused Ecuador of failing to take action
to prevent Colombia's FARC rebels from
taking refuge across the border in
Ecuadorean territory. In the wake of the
March 1 raid, Colombia accused Ecuador
of supporting the FARC, citing evidence
contained in computer files seized in the
raid. Ecuador denies the accusations, and
says Colombia is to blame for allowing its
decades-long conflict to spill over into
neighboring countries.
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Chilean Truckers End Strike After
Reaching Deal on Diesel Tax

Chilean truck drivers agreed last
Friday to end a three-day strike to
protest rising fuel costs after the gov-
ernment agreed to cut a tax on diesel
fuel by 80 percent, Transport Minister
Rene Cortazar said, according to
Bloomberg News. "About 30,000
transport companies had stopped
working to pressure the government
to eliminate the tax on diesel. Diesel
prices in Chile before transport, taxes
and storage costs surged 78 percent in
May from a year ago, according to
Bloomberg News, which cited data
from state oil company ENAP.

Santiago Creel Resigns as Head
of PAN in Mexican Senate

Santiago Creel resigned Tuesday as
the leader in Mexico's Senate of
President Felipe Calderon's National
Action Party (PAN), local daily El
Universal reported on Tuesday. PAN
chief German Martinez said he asked
Creel to step down from the post in
order to get the party ready for elec-
tions in 2009 and to give new impetus
to pending reforms in Congress,
including legislation to reform
Mexico's oil sector. Gustavo Madero,
president of the Senate's finance com-
mission, has replaced Creel.

Brazilian Economic Growth
Slowed in the First Quarter

Economic growth in Brazil slowed
during the first three months of the
year as companies reduced their
investments, Reuters reported on
Tuesday. In the first quarter, Brazil's
economy expanded 0.7 percent from
the previous quarter, down from 1.6
percent growth in the fourth quarter
of 2007. Compared to the same three
months of last year, the economy
expanded 5.8 percent in the first
quarter, down from 6.2 percent year-
on-year growth in the fourth quarter.
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is the strategy President Calderon will
choose for now, since this would have
great social and political repercussions.”

Guest Comment: David

Shields: "The subsidy is proba-

bly not sustainable, as it is

fuelling a rise in consumption
and imports of gasoline, at a time when
Mexico's oil exports are falling. However,
President Calderon has said he will
maintain it in the short term to dampen
inflationary pressures on basic food-
stuffs. Since rampant inflation in the
1980s, Mexicans are acutely sensitive to
any hint of a rise in gasoline prices,
which is taken as the signal for everyone
to raise the prices of goods and services.
The subsidy is viable for now, without
causing a fiscal deficit, as it is being paid
for with the windfall revenues from oil
exports, which, like gasoline prices, is a
political hot potato. Last year, Calderon
proposed a minor hike in gasoline prices,
but backed down after taking a lot of flak
from Congress. So now, he seems intent
on pressuring Congress into taking deci-
sions on oil revenues, energy reform, and
gasoline prices, as part of the annual
debate on the federal budget and public
finances, which will come to the fore-
front in the autumn. After being burned
last year, Calderon seems to have decided
not to take tough decisions on these
issues on his own. However, Congress is
not much inclined to take political costs,
either, so both sides will probably try to
maintain the subsidy until after the 2009
midterm elections."

Guest Comment: Rogelio

Ramirez de la 0: "The costly

gasoline subsidy will indeed

put pressure on public
finances, even as the government has
taken comfort in the fact that it is being
granted on the basis of a balanced budg-
et. What makes it threatening to public
finances is that gasoline imports, accord-
ing to [the finance ministry], jumped 34
percent on an annual basis in the first
quarter, a pace of increase not matched
by the increase in non-oil tax revenue,
which fell 2.9 percent through April. One

Copyright © 2008, Inter-American Dialogue

can only speculate what Felipe Calderon
may do, but on the basis of his repeated
commitment to the gasoline subsidy and
other subsidies, he will probably let it
continue to expand for all of this year
and until the mid-term election, reach-
ing $11 billion and up again in 2009. He
would probably try to curb it in the 2009

¢« [Calderon's] reading of social
tolerance for price increases is
much more pessimistic than
I would have imagined.”’

— Rogelio Ramirez de la O

budget, hoping that he can share some of
the negative effect with the opposition. If
there were a removal of the subsidy, there
would surely be large protests, but this
has always been the case with gasoline
increases, without having to pose a
major political risk. My interpretation as
to why he does not remove the subsidy
or reduce it substantially is that his read-
ing of social tolerance for price increases
is much more pessimistic than I would
have imagined."

Alejandro Schtulman is Head of
Research at Emerging Markets Political
Risk Analysis (EMPRA) in Mexico.

Denise Dresser is a Professor at Instituto
Tecnologico Autonomo de Mexico
(ITAM) and a columnist for Mexico's
Reforma newspaper.

Nicolas Mariscal is Chairman of Grupo
Marhnos in Mexico.

David Shields is an independent energy
analyst and consultant based in Mexico
City.

Rogelio Ramirez de la 0 is Director of
Ecanal economic consultancy in Mexico.
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