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When Will Mexico's 2008 Energy Reforms Pay Off for Pemex?

Mexican newspaper Reforma

last week published an article

entitled "Less Crude and More

Bureaucracy," which argues that
the hydrocarbon reforms of 2008 have
failed to improve the performance of state
oil company Pemex. Have Pemex and the
government sufficiently implemented the
reforms, and when will the promised ben-
efits begin to materialize? What should
Pemex do this year to improve its declin-
ing crude production? What role can pri-
vate companies, either through contracts
or public-private partnerships, play in the
future of Mexico's energy sector?

José Alberro, a director of LECG

and former CEO of Pemex Gas

and Basic Petrochemicals: "The

Mexican polity faces a three-
pronged conundrum with respect to the
oil sector: how to increase efficiency and
eliminate Pemex's anti-competitive behav-
ior, while guaranteeing that oil rents
accrue to the state. Mexican politicians
cannot face a glaring fact: Pemex is so inef-
ficient that it cannot be turned around
using evolutionary measures. The massive
increase in the number of employees, the
enormous cashflow losses in refining and
petrochemicals and the decrease in oil
production have been well documented.
The reforms recently implemented will
have little effect on efficiency or produc-
tion because they did not change the insti-
tutional framework that protects rent

seekers. Pemex is a failed firm. The only
solution to the conundrum is drastic: open
all activities in the oil sector to private
investment (domestic and foreign), but
insure that ownership of the oil and the
rents derived from it remain in the hands
of the state. That implies that the oil sector
would be divided in two: 1) exploration
and production and 2) industrial transfor-
mation. In E&P, Pemex needs to compete
with private companies as other state oil
companies do, for example, in Norway.
Producing oil is not tantamount to keep-
ing the rents. In turn, Pemex's refining,

Continued on page 6
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Brazil Grants Environmental
License for Hydroelectric Dam

Brazil's government has granted an
environmental permit for a controversial
$17 billion hydroelectric dam that s to be
constructed in the Amazon rainforest,
Environment Minister Carlos Minc said
Monday. See story on page 4.

Photo: Agéncia Brasil.
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ENERGY SECTOR BRIEFS

Brazil's Unica Hails New
U.S. Renewable Fuel Rule

Brazil's sugar cane industry associa-
tion, Unica, on Wednesday praised
the U.S. Environmental Protection
Agency's updated renewable fuels
standard, which classifies Brazilian
sugar cane ethanol as an "advanced
biofuel." The new rule mandates an
increase in domestic biofuels con-
sumption from 12 billion gallons
this year to 36 billion gallons in
2022, and says a growing share of
that supply should come from cellu-
losic, biomass diesel and other
advanced biofuels. Brazilian sugar
cane ethanol could help meet those
targets, since U.S. corn ethanol does-
n't classify as "advanced" under the
EPA rule.

Britain Rejects Argentina's
Protest Over Falkland Drilling

Britain has rejected Argentina's
protest over a plan to drill in waters
off the Falkland Islands, Bloomberg
News reported Wednesday.
Argentina summoned British diplo-
mats Tuesday to lodge an "energetic
protest" over a plan by Falkland Oil
& Gas Ltd. to begin drilling a well
near the disputed islands.

Lula Says Gas Purchases From
Bolivia a Matter of 'Solidarity’

Brazilian President Luiz Indcio Lula
da Silva said Wednesday his country
would continue to buy natural gas
from neighboring Bolivia even if
new offshore discoveries make Brazil
self-sufficient in the fossil fuel,
according to wire reports. Speaking
at the inauguration of a gas pipeline
near Rio de Janeiro, Lula said Brazil
would continue its gas purchases
out of a "policy of solidarity." The
179-kilometer Gasduc III pipeline
can transport gas to Brazil's
Southeast either from the country's
offshore fields or from Bolivia.

Copyright © 2010, Inter-American Dialogue

Biofuels News

Shell Bets Big on Brazilian Ethanol
With $12 Bn Cosan Joint Venture

Oil major Royal Dutch Shell on Monday
announced plans for a $12 billion joint
venture with Cosan, Brazil's largest sugar
cane and ethanol producer, in what would
be the largest foreign investment to date
in Brazil's burgeoning biofuels sector.
Shell and Cosan signed a nonbinding
memorandum of understanding that
would combine both companies'
upstream ethanol production assets and
their sprawling fuel distribution networks
in Brazil. Shell would invest $1.63 billion
in cash over a two-year period in the joint
venture, while Cosan would contribute
approximately $2.5 billion in outstanding
debt. [See box below.] The new company
would also take over Shell's equity inter-
ests in Iogen Energy and Codexis, which
specialize technology for producing sec-
ond-generation biofuels like cellulosic
ethanol. Both companies would maintain
separate lubricants activities in Brazil.
Mark Williams, Royal Dutch Shell's
downstream director, said the partnership

demonstrates Shell's commitment to
Latin America's largest economy and its
growing fuel market. But both companies
also made it clear the deal opens up possi-
bilities for sugar cane ethanol beyond
Brazil. [See related brief on this page.]
"Our size, degree of sophistication and
stage of development means we need a
partner that not only shares our vision,
but also has access to international mar-
kets to help us deliver our growth poten-
tial," Rubens Ometto Silveira Mello,
Cosan's chairman of the board, said in a
statement. Marcos Jank, president of
Brazilian sugar cane industry group
Unica, said the Shell-Cosan deal could
help "gain access for Brazilian ethanol to
global markets and overcome protection-
ist obstacles that still hinder its growth."
Shell is the third oil company to invest in
ethanol production in Brazil following
BP, which announced a $560 million joint
venture in 2008, and Petrobras in 2009.
The sector has also seen multimillion-dol-
lar investments from U.S. agribusiness
firm Bunge and France's Louis-Dreyfus.
Shell and Cosan said they would continue
negotiations on a binding joint venture
agreement, which would then be subject
to shareholder and regulatory approval.

+ Brazilian downstream

assets, including approxi-

mately 2,740 branded

retail sites, supply and dis-

tribution assets and its
aviation fuel business, including the one
recently acquired from Cosan.

+ Its 50 percent share interest in Iogen
Energy, a biotech firm specializing in cel-
lusic ethanol technology

+ A 14.7 percent share interest in Codexis,
which has developed specialized enzymes
for use in pharmaceuticals and cellulosic
ethanol production

+ $1.625 billion in cash, paid over two
years

Sources: Shell, Cosan.

A Closer Look: What Each Company Brings to $12 Bn Shell-Cosan Venture

+ Sugar cane crushing
capacity: currently at
approximately 60 mil-

L

lion tons annually from
cosa n 23 mills

« Ethanol production capacity: currently
at approximately 2 billion liters annually

+ Cogeneration: seven existing plants, two
under construction and a further three to
be built in the next three to four years

+ Brazilian downstream assets, including
approximately 1,730 retail sites and sup-
ply and distribution assets

+ Ethanol logistics assets

* Majority share in ethanol trading firm

+ Net debt of approximately $2.5 billion
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Oil & Gas News

Venezuelan Oil Minister Discusses
Ventures With Chinese Officials

Venezuelan Energy and Oil Minister
Rafael Ramirez arrived Tuesday in China
for discussions with government officials
and company executives on joint oil proj-
ects, The Wall Street Journal reported.
Ramirez and Chinese officials are dis-
cussing projects to produce and refine
heavy crude from the South American
country's Orinoco oil belt. State-owned
China  National  Offshore Oil
Corporation signed a draft agreement in
December to help
Venezuela develop the
Boyaca-3 block in
Orinoco and is expect-
ed to make a final deci-
sion on the investment
later this year. The
block could produce at
least 200,000 barrels of Ramirez

heavy crude daily. . ppyes
Ramirez's  itinerary

includes meetings with CNOOC and two
other state-owned oil companies involved
in Venezuela's oil sector, China National
Petroleum Corp. and Sinopec. CNPC
signed a deal in December with Venezuela
to develop a block in the Orinoco belt
that could yield 400,000 barrels of crude
daily. CNPC and Sinopec are considering
plans to build refineries in Venezuela,
while CNPC and Venezuelan state-owned
oil company PDVSA recently announced
the construction of a large-scale refinery
in China's Guangdong province to
upgrade heavy Venezuelan oil. Venezuela
has been seeking partners to develop its
oil reserves and also to diversify sales away
from the United States, its main market.
Last year, China imported 105,000 barrels
of crude on average each day from
Venezuela. Ramirez, who is also PDVSA's
president, arrived in China from Moscow
where he signed a deal with a Russian
consortium, including Lukoil and
Gazprom, to develop Venezuela's Junin-6
oil block in the Orinoco. The block could
produce as much as 450,000 barrels of
crude a day by 2017. To reach its poten-
tial, it will require investments totaling
$18 billion, according to PDVSA.
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The Dialogue Continues

Will Peru Harness Hydro to Become a Major Power Exporter?

By March, Brazil hopes to

finalize a deal for the con-

struction of five hydroelectric

plants in Peru, which aim to
help supply Brazil with electricity as its
economic growth accelerates. Peru
could use the power of its rivers to
export as much as 90,000 megawatts of
electricity annually to Brazil and other
countries, according to Peruvian
President Alan Garcia. What is Peru's
potential as an exporter of electricity?
Which countries would be Peru's
biggest buyers? What companies are
best positioned to profit from Peru's role
as an electricity exporter?

Jaime E. Luyo, director of the

Institute for Competitiveness

and Sustainable Development

in Lima: "Assuming an annual
average growth rate of 5 percent, Peru's
electricity demand would reach 10,000
MW in 2017. Reserve capacity and the
current hydroelectric projects under
consideration would cover an estimated
9,500 MW; therefore, the possible entry
of the Inambari plant with 2,000 MW
could cover the deficit and leave the rest
for export. By 2030, however, even if the
five hydroelectric plants totaling 6,000

Dominican Republic Inaugurates
LNG Distribution Terminal

AES Dominicana has inaugurated a liq-
uefied natural gas distribution terminal
in the Dominican Republic, the first of its
kind in Latin America and the Caribbean,
EFE reported Tuesday. The facility, which
is located east of Santo Domingo, will
provide more than $1 billion in savings,
said officials of the company, a unit of
U.S.-based AES Corp. The terminal will
allow the Caribbean country to "signifi-
cantly” reduce its dependence on petrole-
um, said AES Dominicana chief executive
officer Marco De la Rosa. "With the dis-
tribution of natural gas in its liquid state
to all sectors of the economy, we are in the
forefront of the future of energy in the

MW are completed, this additional
capacity would be insufficient to meet
electricity demand, unless the govern-
ment undertakes a comprehensive plan
to develop renewable energies that also
includes wind energy, whose potential is
22 GW, as well as biomass, solar and oth-
ers. The government should therefore
adopt a sustainable energy development
policy for long-term energy planning in
Peru. On the financial side, the average
price of electricity to final consumers in
Peru is approximately $80 per MWh,
compared to $130 per MWh in Brazil
(according to 2008 data from the
Ministry of Mines and Energy), creating
a financial incentive for Brazilian com-
panies to invest in hydropower projects
in Peru and then export electricity.
Finally, Peru has a renewable energy
potential whose planned exploitation
could meet the demand of domestic
market and export electricity to neigh-
boring countries—beginning with
Brazil—in a step toward the establish-
ment of a regional electricity market."

Editor's note: The above is a continua-
tion of a Q&A published in the Jan. 18-
22 issue of the Energy Advisor.

Dominican Republic," he said. The facili-
ty will also create approximately 300 jobs
in the Dominican Republic and will allow
the country to cut carbon dioxide emis-
sions by more than 300 tons every year,
De la Rosa added. Supercooled liquid nat-
ural gas takes up considerably less space
than in its gaseous form and can be more
easily transported.

Brazil's Braskem Buying
Sunoco's Chemicals Unit

Brazil-based petrochemical company
Braskem said Monday that it is buying
the chemicals unit of U.S.-based refiner
Sunoco for $350 million, Reuters report-
ed. The agreement includes Sunoco's
polypropylene  plants in  Texas,
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Pennsylvania and West Virginia. The
facilities can produce approximately 2.1
billion pounds of polypropylene,
accounting for 13 percent of installed
production in the U.S. Polypropylene is
the main ingredient in a wide range of
items including carpets, ropes and vehicle
steering wheels. The deal is expected to
close by March 31. Braskem recently
acquired Brazilian rival Quattor for 700
million reais, making it better able to
compete on a global level. In a statement,
Braskem said the Sunoco deal would
serve as a stepping stone for further
expansion abroad. "Braskem expects to
leverage this industrial and commercial
base to complete potential acquisitions or
strategic alliances in the future and
expand its presence in the U.S. market
and its leadership role as the largest resin
producer in the Americas, aiming to
achieve its objective to become one of the
five largest petrochemical companies
worldwide," the company said.

Power Sector News

Brazil Grants Environmental
License for Hydroelectric Dam

Brazil's government has approved an
environmental permit for the construc-
tion of a controversial $17 billion hydro-
electric dam which officials hope will
meet the country's growing demand for
electricity, Environment Minister Carlos
Minc said Monday, according to Reuters.
"It may have been the slowest and most
complicated process under my manage-
ment, after all, it is the third largest in the
world ... and a very controversial project,"
Minc told reporters. The 11,000-
megawatt Belo Monte dam would be built
on the Xingu River in Pard state, deep in
the Amazon rainforest. Environmental
groups have criticized the project, saying
it would harm the ecosystem and some
types of fish. The project would result in
the flooding of 250 square kilometers of
land, a figure that had been reduced from
5,000 square kilometers, said Minc. The
companies seeking to build and run the
dam include state-run utility Eletrobras.
The company that builds the project will
be required to pay 1.5 billion reais ($U.S.

Copyright © 2010, Inter-American Dialogue
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In Focus

Region's Economic Outlook Depends Increasingly on China, Brazil

WASHINGTON—Latin America and the Caribbean—a region made up of more than
20 nations—increasingly finds its economic outlook tied to the fate of two countries,
Brazil and China, Wall Street analysts told an audience at the Inter-American Dialogue
Wednesday.

w Latin American countries weathered the global economic crisis of
| 2009 relatively well, with GDP contracting 3 percent overall, a
| decline largely attributed to Mexico's exceptionally difficult year,
said Shelly Shetty, senior director for Latin American sovereign
~ ratings at Fitch Inc. in New York. "Latin America has been more
of a spectator in this global crisis," Shetty said. The region should
recover to 4 percent growth in 2010, Fitch estimates. An increas-
ingly important variable in the region's economic outlook, how-
ever, is the role of Brazil and China in sustaining regional growth.

"If Brazil's economy turns negative or becomes sluggish, then
Latin America starts to look rather bad," said Peter Hakim, the
moderator of the discussion and president of the Inter-American
Dialogue. Shetty agreed, adding, "It really depends even more on
China than Brazil."

Shetty

File Photo: Inter-
American Dialogue.

Demand from China is driving the global recovery in commodity prices, which bene-
fit the agriculture- and natural resources-exporting countries of the region, Shetty
said. Moreover, trade links have continued to grow between Brazil and China, which
recently surpassed the U.S. as the South American nation's biggest trading partner. A
further signal of Brazil's regional importance is that Mexico, weighed down by the flat
U.S. economy, has been reaching out to Brazil for more trade ties.

While China and Brazil have logged almost a decade of economic growth, some ana-
lysts have speculated whether their hard-charging economies may be producing bub-
bles. Claudio Loser, a former IMF official who is now senior fellow at the Dialogue,
noted that a number of signals suggest there may be a bubble building, and that his-
torically, high rates of economic growth "do not continue indefinitely." Shetty said it
remains difficult to know if Brazil is forming an economic bubble. There is little data
available on property prices in Brazil, she noted, a typical indicator of a bubble. Access
to credit, another indicator, has increased dramatically in Brazil in recent years.

The countries of the region will likely cope differently with the sluggish global recov-
ery, Shetty said. Brazil, Peru, Panama and Chile, which should grow the most among
economies in the region this year, will fare better than Mexico and some countries in
Central America and Caribbean, which rely on the still-struggling U.S. economy.

Fitch has a positive ratings outlook on Panama, Uruguay and Suriname, which may see
upgrades soon. Countries like Argentina, Ecuador and Venezuela, which have
increased state intervention in their economies in recent years, will struggle to improve
their financial ratings. "Political stability has not improved in these three countries,"
stated Fitch analyst Erich Arispe.

[Editor's note: Click here to access an audio recording of Wednesday's event.]
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803 million) to build national parks,
monitor parts of the rainforest and help
residents who are affected by the dam's
construction.

Political News

Haitian Prime Minister: More Than
200,000 Were Killed in Earthquake

Haitian Prime Minister Jean-Max
Bellerive on Wednesday confirmed what
officials had feared since the impover-
ished country's Jan. 12 earthquake: that
the disaster claimed more than 200,000
lives, Agence France-Presse reported.
"There are more than 200,000 people who
have been clearly identified as people who
are dead," Bellerive told the wire service.
He added that another 300,000 were hurt,
250,000 homes were destroyed and 30,000
businesses were wiped out. In addition, a
million people have been left homeless
and injuries have necessitated at least
4,000 amputations, AFP reported. Despite
massive amounts of aid sent to Haiti,
problems including bottlenecks at the
country's airport, ruined infrastructure
and a badly damaged port have meant
food, water, medicine and other supplies
are not reaching many of those in need.
That has led to protests around Port-au-
Prince. About 300 people protested
Wednesday outside the mayor's office and
about 200 marched toward the U.S.
Embassy. About 50 people demonstrated
outside the police headquarters that
President René Préval's government has
used as its temporary headquarters.
"Down with Préval!" protesters shouted at
the president, who has made few public
appearances  since  the  disaster.
Meanwhile, the United Nations named
former U.S. President Bill Clinton the
coordinator of Haiti relief efforts.
Clinton, already the United Nations' spe-
cial envoy to Haiti, will work to organize
international aid offers and help oversee
reconstruction, Reuters reported. Also,
Haitian authorities said Wednesday that
they would decide Thursday how to pro-
ceed in the case against 10 American mis-
sionaries accused of attempting to illegal-
ly take 33 Haitian children out of the
country.

Copyright © 2010, Inter-American Dialogue

Economic News

Argentine President Names Marc6
del Pont New Central Bank Chief

Argentine President Cristina Ferndndez
on Wednesday nominated Mercedes
Marcé del Pont, the president of state-
owned Banco de la Nacién Argentina, as
chief of the central bank. The nomination

Marco del Pont

File Photo: San Juan province.

is subject to Senate confirmation. Marcé
del Pont is a close ally of Fernandez and
has been a strong supporter of govern-
ment intervention in Argentina's econo-
my, The Wall Street Journal reported.
Marcé del Pont would replace Martin
Redrado, whom Ferndndez fired by
decree over his refusal to use central bank
reserves to pay debt obligations. Redrado
initially resisted the firing, but finally
stepped down Friday. Marc6 del Pont's
nomination was a surprise to some
because the administration had posi-
tioned former central bank head Mario
Blejer to take the job.

Brazil's Industrial Output Jumped
Nearly 19 Percent in December

Brazil's industrial output soared 18.9 per-
cent year-on-year in December as the
country recovered from its recession, the
country's national statistics agency said
Tuesday, Bloomberg News reported.
Industrial production had contracted
14.7 percent in December 2008.
Production declined 0.3 percent in
December 2009 as compared to the previ-
ous month. Brazil's economy will grow
between 5 and 5.5 percent this year,
Finance Minister Guido Mantega said.

POLITICAL & ECONOMIC BRIEFS

0AS Human Rights Commission
Urges Calm in Venezuela

The Inter-American Commission
on Human Rights on Tuesday urged
authorities in Venezuela to refrain
from using excessive force after at
least two people were killed during
violent protests last week, the
Associated Press reported. The
Organization of American States
commission called on Venezuela's
government to probe the "improper
use of force" during the demonstra-
tions that followed the government's
pulling the plug on an opposition
cable television station, Reuters
reported.

Chile Budget Deficit Widens as
Government Boosts Spending

Chile's government on Friday
reported a 2009 budget deficit of
$7.2 billion, equal to 4.5 percent of
gross domestic product, as it boost-
ed public spending to stave off the
effects of the global economic crisis,
Bloomberg News reported. Copper
revenues declined 51.3 percent,
while spending rose 17.3 percent to
22.3 trillion pesos, budget director
Alberto Arenas said. The figure was
Chile's biggest budget deficit since
1990, Bloomberg News reported.

Human Rights Watch: Colombia
Failing to Control Militias

The Colombian government has
failed to deal effectively with human
rights violations committed by
groups linked to former paramili-
taries, Human Rights Watch said in
a report released Wednesday. The
report said "successor groups” to the
United Self-Defense Forces of
Colombia had emerged following
the government's "flawed demobi-
lization" of paramilitaries, and were
responsible for killings and other
atrocities.
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Continued from page 1

petrochemicals and gas units—govern-
ment-owned or not—have to be exposed
to competition and allowed to go bank-
rupt if they are not able to compete.
Again, the issue is not who owns what
but insuring that the sector operates
with worldwide efficiency levels and that
the markets are fully competitive."

José Valdivia, partner at

Hogan & Hartson in Miami: "It

is unfair to conclude that the

hydrocarbon reforms of 2008
have failed to improve Pemex's perform-
ance. The reforms provided a statutory
framework, but depended on the enact-
ment of further regulations and bylaws.
Pemex and the energy secretariat worked
together intensively last year to develop
and promulgate these regulations and
internal board policies. The regulations
and internal policies should significantly
improve Pemex's ability to negotiate and
conclude contracts with international
engineering service and construction
companies in the downstream sector.
They should also prove attractive to serv-
ice providers in downstream exploration
and production given the flexibility per-
mitted in key aspects of the relevant con-
tracts. Nonetheless, since the regulations
and bylaws were only recently adopted, it
has not been possible to measure their
effect. It is important to note that while
Pemex should now be more efficient and
effective in contracting third parties, the
reforms do not open the oil and gas sec-
tor to direct investment by private par-
ties. Direct ownership by the state over
hydrocarbons must be maintained, and
no direct or indirect sharing in hydrocar-
bon revenues with private parties is per-
mitted. Therefore, while the legislative
and regulatory reforms should make
Pemex more efficient in entering into oil
production service and construction
agreements in all sectors, including
deepwater projects, Pemex's success in
improving oil production will ultimately
depend on the further willingness and
ability of Mexico to invest in these proj-
ects."

Copyright © 2010, Inter-American Dialogue

Duncan Wood, professor and
director of the International
Relations and Canadian
Studies Programs at the
Instituto Tecnoldgico Autonomo de
Mexico: "Mexico’s rapidly declining oil
production and the fast-approaching
prospect of having to import oil to cover
national demand means that radical and
innovative measures need to be taken to
discover new reserves and find ways to
extract oil from under the Gulf of
Mexico. The reforms of November 2008
have failed to turn around Pemex's disas-
trous situation and we are still waiting to
see what kind of performance-based
contracts will emerge from Pemex. These
contracts, the government argues, will be
sufficiently attractive to service providers
that they will be willing to engage in E&P
activities without the prospect of pro-
duction sharing. By offering bonus pay-
ments to these companies (such as
Schlumberger and Halliburton), Pemex
hopes to attract firms with the resources
required to discover new reserves. If
there are few other alternatives for these
companies, then the prospect of well-
paid work will of course be most wel-
come. However, if there are lucrative
contracts to be had in other parts of the
world, the response may be disappoint-
ing. Although these contracts were iden-
tified as a priority by the government
immediately after the reforms in 2008,
the fact that we have yet to see them 18
months later creates the impression that
the government has lost enthusiasm and
accepts that its efforts to turn around oil
production are essentially futile in the
short term. In the longer term, once
Mexico's oil crisis really begins to bite in
terms of oil exports/imports and the fis-
cal impact, Mexico will be forced to
accept production sharing agreements
with private and foreign companies."

The Energy Advisor welcomes responses
to this Q&+A. Readers can write editor
Gene Kuleta at gkuleta@thedialogue.org
with comments.
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