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PURSUING NORTH AMERICAN ENERGY INDE-
PENDENCE: MEXICO’S ENERGY REFORMS

THURSDAY, JULY 23, 2015

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON THE WESTERN HEMISPHERE,
COMMITTEE ON FOREIGN AFFAIRS,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:26 p.m., in room
2200, Rayburn House Office Building, Hon. Jeff Duncan (chairman
of the subcommittee) presiding.

Mr. DUNCAN. A quorum being present, the subcommittee will
come to order. I would now like to recognize myself for an opening
statement.

I have often talked about, short of American energy independ-
ence, why not talk about North American energy independence,
and I think this is a great hearing to delve into that. Today we
meet to examine Mexico’s energy reforms, their impact on Mexico’s
economy and the global energy market, ways these reforms might
contribute to the North American energy independence.

This is the second hearing on energy issues that this sub-
committee has held this Congress, and I plan to continue the focus
on energy as we move forward, because I believe the energy oppor-
tunities that we have seen occurring in the Western Hemisphere
have the potential to truly transform our region, lessen our depend-
ence on the Middle East for energy sources, and deepen our part-
nerships with like-minded countries to pursue greater security and
prosperity.

In particular, North America has experienced an incredible
awakening in the energy sector with the United States’ oil and
shale gas revolution, Canada’s oil sands, and Mexico’s energy re-
forms. Unfortunately, the State Department’s long delayed ap-
proval of the Keystone XL pipeline, which has languished for near-
ly 2,500 days, has forced Canada to look toward Asia to meet its
energy export demands and deny the United States and Canada a
strong energy partnership.

Similarly, Mexico’s request in January to swap 100,000 barrels
a day of U.S. light crude oil and condensate in exchange for the
heavier sour Mexican oil has also languished, receiving no decision
yet from the Obama administration.

While our closest neighbors have been kept in the dark on issues
that directly impact their needs and our own interest to create
more U.S. jobs, the Obama administration has foolishly prioritized
the Iran deal in yet another appeasement to what Director of Na-

o))



2

tional Intelligence James Clapper called “an ongoing threat to U.S.
national interests.”

Today, the three North American countries collectively produce
67 percent of the Western Hemisphere’s crude oil production and
84 percent of the natural gas production. And after the United
States and Canada, Mexico is the 3rd-largest oil producer in the
Western Hemisphere and the 10th-largest producer in the world.

Mexico also ranks fourth in the world in shale gas reserves. Sev-
eral recent discoveries of oil and gas in Mexico’s northeast, in the
deep waters of the Gulf of Mexico, and shale gas deposits along the
U.S.-Mexico border, along with the development of unconventional
resources in northern Mexico and in the Chicontepec basin—if I
pronounced that is right—show great promise for Mexico.

However, Mexico’s oil and gas production have fallen over the
years, with oil declining by over 1 million barrels a day from 2004
to 2014 and natural gas production failing to keep up with the de-
mand, requiring Mexico to import liquefied natural gas from the
Middle East and pay nearly four times the rate in North America
to meet its demand.

In addition, Mexico’s state-owned oil company, Pemex, has had
near complete control over the energy sector in Mexico, preventing
substantial foreign direct investment and crippling Mexico’s com-
petitiveness, since Pemex’s creation in 1938. According to the Wil-
son Center, prior to Mexico’s energy reforms, even Cuba and North
Korea had more open energy systems than Mexico, because Mexico
has been the only country in the world with one single national oil
company monopolizing the entire value chain in the oil and gas sec-
tors.

Changes clearly have been needed for some time in Mexico to ad-
dress these issues, so I want to publicly commend Mexico’s leader-
ship in taking tough measures to pass energy reforms into law in
2013 and secondary laws implementing these reforms in 2014. This
is arguably the most significant economic reform undertaken by
Mexico since its entry into the North American Free Trade Agree-
ment in 1994, and the U.S. Energy Information Administration has
estimated that these energy reforms could result in a 75 percent
higher long-term oil production rate for Mexico than it would have
had before the reforms.

This is a wonderful forecast for Mexico, and I want to see Mexico
succeed above all expectations in these energy reforms. If done
right, these reforms will allow Mexico’s energy sector to thrive and
prosper and also enhance U.S. energy security by creating a more
reliable source of energy from our closest southern neighbor. Never-
theless, there are certain issues that I believe are necessary to
Mexico achieving sustainable results in these efforts.

First, it is vital that Mexico not ignore the security situation
since many organized criminal groups operate in the very areas
where Mexico’s greatest land, oil, and gas exploration opportunities
are located. These criminal groups no longer deal only in drugs.
They now also make billions of dollars in illegal mining, logging,
extortion, and bunkering, including illegal sale of gas condensate
and oil products. Pemex has even had lawsuits in U.S. Federal
courts against companies that allegedly illegally purchased stolen
gas from the Mexico Los Zetas drug trafficking organization.
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In addition, I believe it is very important that Mexico ensure
that it has broad public support for its energy reforms. Addressing
security, corruption, and impunity concerns, especially in the wake
of the recent escape of Joaquin “El Chapo” Guzman from a high se-
curity prison in Mexico, are vital to shoring up public support and
tracking international investment.

Private property and land rights issues are also very important
and will need resolution in a way that protects individual liberties
in order to prevent future social conflicts and continue to build
public support for the energy reforms and enable continued
progress in those reforms.

Early results of Mexico’s initial rounds of the historic bidding
and awards last week have proven to be a mixed bag at best. The
participation of 9 companies in the process and the eventual
awards of only 2 of the 14 blocks showed some promise in this new
chapter for Mexico. However, the experience is also a reminder of
the need to balance Mexico’s great energy potential with a clear,
flexible, and transparent bid and award process.

As author of the legislation in the 113th Congress to approve the
U.S.-Mexico Transboundary Hydrocarbon Agreement, which be-
came Public Law 113-67, I am personally very excited about Mexi-
co’s energy future and the potential this has for growing the North
American energy market. It is my hope that by holding this hear-
ing today we may be able to bring more public awareness to the
exciting changes in Mexico and positive impact these changes will
have for the United States’ relationship with Mexico and North
America in general.

So in conclusion, Mexico’s actions in opening its oil and natural
gas and power sectors to private investment and participation now
allow a true energy partnership for the first time of North Amer-
ican countries, with U.S. and Canada sharing technical expertise to
assist Mexico in building technical and workforce capacity and
Mexico playing a new and important key role in efforts to achieve
North American energy independence and prosperity.

So with that, I will look forward to hearing from our panel. I ap-
preciate the witnesses being here today.

And I now welcome to the committee, and I turn to Ranking
Member Sires for his opening statement.

Mr. SIreS. Thank you, Mr. Chairman.

Good afternoon. Thank you to our witnesses for being here today.

The U.S. and Mexico relationship is amongst the most critical for
our Nation’s economic and public security. It is also one of the most
promising and positive relationships in our hemisphere. I thank my
friend and colleague Chairman Duncan for making this relation-
ship a central focus of our subcommittee’s work.

The United States and Mexico share common democratic values,
similar desires for peace and economic prosperity, as well as nearly
a 2,000-mile border. With countries like China working to increase
influence in the Western Hemisphere, the U.S. cannot fall behind,
as the Western Hemisphere plays a critical role in our energy secu-
rity. Unfortunately, China has pledged $250 billion in investments
in Latin America over the next 10 years, seeking to boost their in-
fluence in the resource-rich region.
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It is clear that maintaining and strengthening our energy rela-
tionship with Canada and Mexico is in the national interest of the
United States. Mexico’s new administration has committed itself to
reverse its declining oil production and has opened the possibility
to pursue joint private ventures with foreign firms in the explo-
ration of its resources.

The historic December 2013 constitutional reform, combined with
the new laws implemented in August 2014, allows Mexico’s state
oil company, Pemex, to partner with international companies to
boost oil and natural gas production. Held by many as the most
significant economic reform undertaken by Mexico since its en-
trance into NAFTA in 1994, the energy reforms are expected to
produce investment, spur growth, and eventually lead to greater oil
and gas production in the country.

With the bidding process off to a slow start, we must remain vigi-
lant that Mexico carries out these reforms in the most efficient and
productive ways possible, but optimistic about the potential for
opening up access to Pemex. Additionally, I believe that the pro-
posed Keystone pipeline and the Transboundary Hydrocarbon
Agreement with Mexico are in the national interests of the United
States.

I am sensitive to the environmental concerns associated with the
development of the Keystone project, but the conversation has stag-
nated. I am encouraged to see the administration is working with
our partners in Mexico and in Canada to further our regional en-
ergy independence. The North American Energy Ministers meeting
in May resulting in a new energy partnership with both Mexico
and Canada aim at integrating our energy strategies and efforts to
tackle the negative impacts of climate change.

These trilateral efforts to improve energy efficiency and develop
clean energy technologies bring greater cooperation with our neigh-
bors and help ensure that our energy policies are sustainable and
not just short term. We must remember that no one single project
initiative is a cure-all for our energy security needs, and no pro-
posal will satisfy everyone’s need to alleviate every doubt. But we
must continue to work with our neighbors to develop a beneficial
energy policy for the region.

I look forward to hearing from our panelists on how we can ad-
dress these critical issues. Thank you.

Mr. DuNcAN. I want to thank the ranking member.

Members of the committee are reminded that the biographies of
all the witnesses are provided beforehand. But I do want to recog-
nize the gentleman from Texas, Mr. Hurd, for an introduction of
one of his constituents.

Mr. HURD. I thank Chairman Duncan and appreciate him allow-
ing me to speak today.

Today’s hearing is on a critical topic that I believe is often over-
looked. Mexican energy reforms would not only greatly benefit
their national economy, but would greatly benefit ours as well. My
district, Texas 23, shares over 800 miles of border with Mexico and
is home to the Eagle Ford and Permian Basin. I have always main-
tained that our energy policies are not just important to the econ-
omy, but they are also an issue of national security as well.
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Today, I am pleased to welcome a witness who has a profound
understanding of this issue, Dr. Thomas Tunstall, the director of
the Center for Community and Business Research at the Univer-
sity of Texas at San Antonio.

Welcome, sir.

And I yield back.

Mr. DUNCAN. Okay. So Mr. Castro is recognized for a brief open-
ing statement.

Mr. CASTRO. Sure. Just to echo the welcome that my colleagues
have extended, and also the two Texans that are here, Dr.
Tunstall, welcome, from San Antonio, UT San Antonio; and Dr.
Payan from Rice, welcome. Thank you. And welcome to the other
panelists as well.

Mr. DuNcaN. Okay. Before I recognize you, there is a lighting
system in front of you. I don’t need to explain it, I hope, but it will
be green while you have a chance to talk; when you get to 1 minute
remaining, it will go to yellow; and when it is red, we will need to
wrap up your thought process. So I will go ahead and get started.

And the first witness I would like to recognize is Ambassador
Carlos Pascual.

You are recognized for 5 minutes.

STATEMENT OF THE HONORABLE CARLOS PASCUAL, SENIOR
VICE PRESIDENT, IHS INC. (FORMER U.S. AMBASSADOR TO
MEXICO)

Mr. PAscUAL. Chairman Duncan, Ranking Member Sires, and
members of the committee, I appreciate this opportunity to testify
on Mexico’s energy reforms.

I appear in my capacity as senior vice president for IHS, a global
consultancy that specializes in energy. I previously served as the
Coordinator for International Energy Affairs at the State Depart-
ment. I was the American Ambassador in Mexico from 2009 to
2011 and had the opportunity to work with you on the
transboundary treaty, an agreement which this committee was so
critical in moving forward.

Since 2012, Mexico has embarked on a historic opening of its en-
ergy sector to allow private investment and competition in oil, gas,
and electricity. On July 15, Mexico completed the first tender since
1938 for the sale of hydrocarbon assets. Even though the results
did not meet expectations, it formalized a process of opening the
energy sector to private investment, and with that, the benefits
that will eventually ensue from infusions of capital and technology.

In the energy field, no other region today has what North Amer-
ica can offer: Energy abundance and technology leadership across
three democratic states and market economies with huge consumer
markets, financing potential, and a global reach and influence. The
successful implementation of Mexico’s reforms is critical to realize
these opportunities.

As you have indicated, Mr. Chairman, the nationalization of
Mexico’s hydrocarbon sector in 1938 deprived Mexico of revolu-
tionary progress in energy technologies. Production has declined
from a peak of 3.6 million barrels a day in 2004 to about 2.34 mil-
lion barrels a day today. This decline clashes sharply with the glob-
al revolution and private energy production. It influenced President
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Enrique Pena Nieto to make energy reform a pillar of his policy
agenda in December 2012.

The pace, breadth, and depth of implementing these energy re-
forms has been unprecedented. In December 2013, within a year of
taking office, Mexico passed a constitutional reform that allow pri-
vate investment and competition in every aspect of its energy sec-
tor. On August 12, 2014, Mexico passed the secondary legislation
needed to implement reforms related to oil and gas production,
pipelines, private competition in the power sector, and competitive
retail sales.

In December 2014, just 2 years after taking office, the Mexican
Government announced its first round of international tenders,
with five phases offering 160 fields.

In the power sector, by the end of August 2014, Mexico created
an independent systems operator for a new electricity market.
Under the new market, independent power producers will bid
against the national power company, CFE, to supply electricity,
breaking the government’s monopoly control over the electricity
sector.

By February 2015, Mexico published the draft market rules for
the power sector. For all of you familiar with the situation in your
own States, you understand how quickly that is. In January 2016,
the new power market will go live.

Still, reform has not been without challenges. Since Mexico
amended its constitution to allow private investments in energy,
the price of the benchmark for crude oil has dropped for a range
of $105 and $110 a barrel to somewhere between $50 and $60 a
barrel in recent months.

These lower prices are forcing oil companies to reduce capital ex-
penditures, financial institutions to cut investments, oil-producing
countries to demonstrate that their fiscal terms compete with the
best international alternatives. Simply put, to compete effectively,
Mexico has to show that its assets, contracts, fiscal terms, and local
and business and security environments offer investment returns
that attract technology and capital to Mexico at a time when the
industry is cutting expenditures and costs.

On July 15, Mexico saw the impact of this difficult business cli-
mate. Thirty-nine companies paid for data to investigate the blocks
offered in phase one. Thirty-four companies qualified to compete.
But on July 15, there were only 7 real bids, only 2 out of 14 blocks
were awarded. The consortium formed by Sierra Oil & Gas, a
newly formed Mexican company, Talos Energy, a Houston-based
energy, and Premier Oil won both bids.

Mexican officials will spend time investigating and applying the
lessons from phase one. Some of the kinds of things that they will
see are that the field offerings were small in phase one and per-
haps not of high interest to large companies. The contracts that
were offered were for short periods of time, and not necessarily
complying with some of the potentially complex formations that
were available. The fiscal terms may not have met investor re-
quirements given increased pressure to cut costs and capital ex-
penditures.

But the important point is that all of these kinds of issues can
be addressed. And indeed, these difficult first moments could help
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consolidate the profound need for sensitivity to international com-
petitiveness that Mexico needs to fully fulfill its aspirations.

Less attention has been focused on electricity than on oil produc-
tion, but the transformation of the power sector could be the
linchpin that sustains political support for energy reform. By the
end of President Pena Nieto’s administration, successful implemen-
tation of its oil tenders could allow Mexico to secure contracts for
tens of billions of dollars in new investments, but those invest-
ments will take time to reverse production declines.

In the power sector, the vast expansion of U.S. natural gas im-
ports has already allowed CFE to lower Mexican electricity prices
by 27 percent for industry and between 2 to 11 percent for house-
holds.

Polls suggest that the next Mexican Government and Parliament
after 2018 will still support energy reform. But the best way to se-
cure that support is if the Mexican people and Mexican industry
benefit tangibly from the results. And already that transformation
is underway in the electricity sector.

The completion——

Mr. DUNCAN. Ambassador, we have about 6 minutes, so if you
could wrap up and we will begin the questions.

Mr. PascuaL. Okay. I apologize.

The completion of these reforms, let me just say, gives a strategic
opportunity for the United States, Canada, and Mexico. And if one
looks at this from the perspective contrasting to OPEC, North
America is never going to be an energy cartel. But we have an op-
portunity to do several things.

First, we have an opportunity to export. And by executing the
kinds of oil swaps between Mexico and the United States, it is a
potential to open that market.

Secondly, we have an opportunity to work together in the Carib-
bean, where Petrocaribe is under stress, especially as a result of
the low prices. We have an opportunity to work together in Central
America in extending gas and power. We have an opportunity to
really transform this region of North America as an influence for
change in the Western Hemisphere.

These price changes in Mexico have made these opening steps
difficult, but at the same time, the correct thing to learn from this
is the opportunity to learn. The steps that you are taking with this
committee have been essential to allowing that process to move for-
ward. I thank you for that and look forward to answering your
questions.

[The prepared statement of Mr. Pascual follows:]



House Foreign Affairs Committee
Subcommittee on the Western Hemisphere

Pursuing North American Energy independence:
Mexico's Energy Reforms

Carlos Pascual
Senior Vice President, IHS

July 23, 2015

Chairman Duncan, Ranking Member Sires, and members of the Committee, |
appreciate the opportunity to testify before you on Mexico’s Energy Reforms and
their significance for North America.

Since 2012, Mexico has embarked on an historic opening of its energy sector to
allow private investment and competition in the production, transit and sale of oil, gas
and electricity, and in the coming years in retail markets as well. On July 15, Mexico
completed the first tender since 1938 for the sale of hydrocarbon assets. Even
though the results did not meet expectations, it formalized a process of opening the
energy sector to private investment — and with that, the benefits that will eventually
ensue from infusions of capital and technology. Mexico will benefit from these
reforms, but so will American businesses and workers. North America can improve
its energy security and play a more profound role in stabilizing energy markets
regionally and globally. | will address these issues in my testimony.

| appear before you in my capacity as Senior Vice President for IHS. IHS is a global
consultancy that specializes in energy, capital-intensive industries, data and analysis
with a worldwide presence. While my responsibilities are global, | am based in
Mexico, and have had the opportunity to engage many of the key players in Mexico's
energy reforms. | previously served as the Coordinator for International Energy
Affairs and Special Envoy on Energy at the State Department. | am associated with
Columbia University as a Fellow at the Center on Global Energy Policy. | served as
the U.S. Ambassador to Mexico from 2009 to 2011.

Mexico’s Energy Reforms

Although Mexico nationalized its hydrocarbons sector in 1938, energy cooperation
between the United States and Mexico has a long history. U.S. oil investor Henry
Clay Pierce helped finance the start of Mexican oil production in 1901. American oil
entrepreneur Edward Dohenny, one of the pioneers of the oil industry in California,
founded the Pan American Petroleum and Transit Company in Mexico and drilled the
Cerro Azul No. 4 well in Mexico, which became the world’s largest producing oil well
at the time. By the early 1920s, Mexico became the world’s largest exporter of oil
and the second largest producer after the United States.

The House of Representatives played a key role in resuscitating that tradition of
cooperation by championing the passage of the U.S.-Mexico Transboundary
Hydrocarbons Agreement in 2013, which has made possible the development of
transboundary reserves that require the cooperation of both the United States and
Mexico. The Agreement creates a framework for U.S. and Mexican companies to

Carlos Pasoual, Senior Vics President, Energy and International Affairs,
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work together on the joint exploration and production of reservoirs that cross our
maritime boundary anywhere in the Gulf of Mexico. As a result, it provides a
foundation for increasing energy supplies that will benefit both economies and it
promotes cooperation between our two countries on safety and environmental
regulation, including providing for joint inspection and enforcement of activity under
the Agreement.

Although Mexican oil production grew steadily in the 1900s, as of 1938 the Mexican
constitution prohibited private investment, and as a result deprived Mexico of
revolutionary progress in energy technologies. Production peaked in 2004 at about
3.6 million barrels per day (bpd), and since then has declined to current levels of
about 2.35 million bpd — a 35 percent decline. This decline, contrasted with the
general international practice of allowing international companies to participate in oil
and gas production around the world, influenced the Mexican government under
President Enrique Pefia Nieto to make energy reform a core pillar of its policy
agenda when it took office in December 2012. Equally important was the recognition
that a healthy energy position was necessary to support economic growth and create
opportunities for Mexican workers, and that such a position required opening up the
industry. The pace, breadth and depth of implementing these energy reforms has
been unprecedented.

In December 2013, within a year of taking office, Mexico passed a constitutional
reform to allow private investment and competition in every aspect of its energy
sector. This included the support of two thirds of the Mexican House of
Representatives and Senate, and a majority of the 32 state legislatures. On August
12, 2014, Mexico passed the secondary legislation needed to implement reforms
related to oil and gas production, pipelines, private competition in the power sector,
and competitive retail sales. The very next day, Mexico announced the results of the
so-called Round 0, allocating 83% of the proven and probable oil reserves to the
state oil company PEMEX, but in so doing making clear that this was the basis to end
PEMEX’s role as a government agency and transform it into a productive enterprise
that must survive on its own resources. In December 2014, just two years after it
took office, the Mexican government announced its first round of international tenders
— what they call Ronda 1 — with five phases that will consider the sale of about 160
fields over the course of a year. | will come back to the implementation of Round 1
and future prospects later in the testimony.

In the power sector, by end of August 2014 Mexico created an independent systems
operator for a new electricity market called the National Center for the Control of
Energy (CENACE). In doing so, it created the foundation for competition with the
monopoly held by the Federal Electricity Commission (CFE). CFE could contract
with independent power producers (IPPs) for power supply, but under the new
market, these IPPs will be also able to bid against CFE to supply electricity to the
power market, breaking the government's monopoly control over electricity supply.
By February 2015, the Mexican Government published the draft new market rules for
the power sector. In September it will conduct a live test of the power market, and
the new power market and its associated elements for a capacity market, clean
energy certificates, and transmission and distribution will come into force in January
20186.

Carlos Pasoual, Senior Vies President, Energy and Intermational Affairs.
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Private investment is also advancing in pipelines and refineries, and will be open for
retail sales in 2016. Opportunities will expand further when subsidies are phased out
on liquefied petroleum gas (LPG) in 2016 and for gasoline in 2018. Both CFE and
PEMEX have completed tenders to expand the national gas pipeline system and to
complete new interconnections with the United States. This expansion of the
pipeline system will bring U.S. natural gas to Mexico, help reduce household and
industrial costs, and increase North American competitiveness. By the end of 2015,
the Mexican Energy Regulatory Commission will complete new regulations that will
allow investments in existing and new refineries, either as a partner or in competition
with PEMEX.

North America’s Interests

The strategic and commercial significance of these reforms for the United States and
North America cuts across the energy sector and beyond.

In hydrocarbons production, the completion of these reforms gives the United States,
Canada and Mexico an opportunity to make North America a new foundation for
global energy security. On November 27, 2014, OPEC demonstrated that, today, it
would not act as a bloc to adjust production and affect energy prices. Instead, Saudi
Arabia, Kuwait and UAE decided to protect their global market share in oil, and to
rely on market forces to rebalance supply and demand to the disadvantage of high
cost producers.” North America can contribute to filling the space left by OPEC to
help shape global oil market conditions that drive stable and sustained economic
growth. The U.S. Energy Information Administration has projected that the United
States, in a high case scenario, could increase crude production from current levels
of 9.3 million bpd to 13.3 million bpd in 2020. The National Energy Board of
Canada’s high forecast estimates that Canada could increase its production from 3.6
million bpd in 2015 to 4.3 million bpd in 2020. Mexico now has the chance to enter
this club of rising production as its energy reforms attract investment. North America
will not act like an oil cartel. Rather, it represents three democratic and market-
oriented states establishing a reliable base of production that will set standards in
international conduct and transparency in energy development and trade that can
influence the global industry. But to achieve this new foundation, the United States
must be an exporter, a key issue addressed below in the policy recommendations.

Mexico’s new focus on extending gas pipelines has created business opportunities
for U.S. companies and investors. In one pipeline extending from Arizona to
Mazatlan on the Mexican Pacific coast, EI| Paso Natural Gas (a Kinder Morgan
subsidiary) won the contract to build the U.S. portion. For the Los Ramones Il
pipeline, which completes a route from Agua Dulce, Texas to Aguascalientes and
Queretaro in Mexico, the American investment firms Blackrock and First Reserve
have invested $900 million to acquire 45% ownership. On June 22, 2015, CFE
announced tenders for 24 energy infrastructure projects estimated at $10 billion in
investment, including a $3.1 billion subsea pipeline from Brownsville to the Mexican
port of Tuxpan and seven additional pipeline projects. U.S. companies have
comparative advantages to participate in construction and finance. The extension of

" IHS, ol Change: A World Without OPEC as We Knew It (February 2015)

Carlos Pasoual, Senior Vies President, Energy and Intermational Affairs.
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natural gas pipelines and lower electricity prices directly benefit companies like GM,
Ford, Chrysler, Boeing, GE, Intel and other major American companies invested in
Mexico, operating integrated production lines and global export platforms that have
made their American products more competitive in the United States and globally.

Similar investment patterns in the power sector and refineries are possible as final
regulations and market rules come into effect. CFE has launched a major program to
invest in natural gas power, creating opportunities for suppliers of generation
equipment, but also leaving much of the renewable energy sector open to private
investors. Mexico imports 40% of its gasoline and has huge and urgent demand to
upgrade existing refineries to meet environmental standards and expand supply. All
of these openings in the energy sector will certainly drive Mexico’s economic growth
and competitiveness, but they represent a huge strategic and business opportunity
for the United States. To realize that potential, Mexico and its investment partners
will have to manage difficult market challenges.

Ronda 1 and Global Oil Markets

Since Mexico amended its constitution to allow private investment in energy, the
price of the Brent benchmark price for crude oil has dropped from a range of $105-
110 per barrel to about $50-60 per barrel over recent months. This hearing is not the
forum to address the reasons for this price collapse, but there is no doubt that it
affects the implementation of Mexico’s reforms. Lower prices are forcing oil
companies to reduce capital expenditures,? financial institutions to cut investments in
independent producers, and oil producing countries to demonstrate that their fiscal
terms compete with the best international alternatives. Mexico has a disadvantage:
international players do not have first-hand knowledge of Mexican assets and how to
operate in Mexico. Simply put, to compete effectively, Mexico has to make
completely clear that its assets, contracts, fiscal terms, and local business and
security environments offer investment returns that attract production and capital to
Mexico at a time when the industry is cutting expenditures and costs.

Mexico has announced plans for five phases of bids under Round 1 of its
hydrocarbons tender process: (1) shallow water exploration (14 blocks), (2) shallow
water production (5 blocks), (3) onshore (26 blocks), (4) deep water (13 blocks) and
extra heavy oil (11 blocks), and (5) unconventional fields (61 blocks) and
Chicontepec (a massive, complex onshore field,12 blocks). Bids for phase 1 were
opened on July 15. Bids will be opened for phases 2 and 3 on, respectively,
September 30 and December 15. The timelines for the other phases have not yet
been announced

On July 15, Mexico saw the impact of the difficult business climate in global oil
production with the disappointing interest in Phase 1. 39 companies paid for data to
investigate the blocks offered in Phase 1, 34 companies prequalified to compete, but
on July 15 there were only 9 bidders, with 4 of the bids coming from consortia. Only
two out of fourteen blocks were awarded. Six blocks received offers, but five were
under the minimum bids set by the government and wera not awarded, and one lost

2 IHS Upstream Spending Report — 1Q 2015, Global exploration and production (E&P) spending is
expected to drop by 16.6% year on year in 2015, followed by a further 12.6% decline in 2016.

srlos Pasousl, Senior Vice President, Energy snd International Affairs.
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to another bidder. The consortium formed by Sierra Oil & Gas (a newly formed
Mexican company), Talos Energy, and Premier Oil won both blocks. Talos is &
Houston-based company.

Mexican officials will spend time investigating and applying lessons from Phase 1,
either to contract terms for phases 2 and 3, but most likely for a deep-water tender
that has vet to be announced. Some key issues might include:

e Field offerings were small, and perhaps not of high interest to the larger
international companies.

s Contracts were offered for four years with a two-year extension, but some
companies may have wanted longer contract terms to perform more
extensive exploration, such as whether there might be complex pre-sait
formaticns that couid be exploited at deeper levels.

e Government minimum bids may have been influenced by historic PEMEX
production costs, which may be lower than the costs estimated by potential
investors.

» Fiscal terms may not have met investor requirements to mobilize capital given
increased pressure from low international oil prices to cut costs and capital
axpanditures.

The important point is that all of these issues can be addressed. Mexico took an
historic first step, demonstrating the potential for an important combination of
international oil partners, American capital, and a start-up Mexican private industry.
There will be more issues to address, such as the capacity of the Mexican service
sectar, whether other Mexican private companies can secure international partners,
the role PEMEX will play in future bid rounds, and pipeline and storage capacity.
However, with the sector now open for investment, these potential issues can be
turned into business opportunities. If the Mexican government and outside investors
take that perspective, these difficult first moments could help consolidate the
profound need for sensitivity to international markets and competitiveness that
Mexico needs to demonstrate to fulfill its aspirations.

Transforming the Power Sector

Less attention has been focused on electricity than on oil production, but the
transformation of the power sector could be the lynchpin that sustains political
support for energy reform. By the end of the President Pena Nieto’s Administration,
successful implementation of its oil tenders should allow Mexico to demonstrate
contracts for tens of billions of dollars in new investment, but those investments will
take time to halt and reverse current production declines. In the power sector, the
fast expansion of U.S. natural gas imports has already allowed CFE to lower Mexican
electricity prices by 27% for industry, and between 2-11% for households.
Investments in natural gas pipelines from the United States will help Mexico sustain
these major and tangible gains that benefit consumers and industry and help create
jobs. President Pefia Nieto retains a majority in parliament after mid-term elections.
Polls suggest that the next government and parliament after 2018 will still support
energy reform. But the best way 1o secure that support is if the Mexican people
benefit tangibly from the results — and here the power sector is key.

Carlos Pascual, Senior Vics President, Energy ard infernational Affairs,
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As in cil and gas, there will be implementation challenges as Mexico overhauls every
aspect of its power sector. |t will face a conundrum many states have seen in the
United States: as competition drives down prices, how do you create an incentive to
invest in capacity? As competition increases with legacy utilities and takes away
parts of their base market, how do you manage stranded asseis that are not
competitive, must be closed, and workers laid off? As clean energy targets are
established, what are the cost implications and how are intermittent renewables
integrated with base-load generation requirements? It is inevitable that Mexico will
face these questions and need industry partnerships and technical support to avoid
mistakes where it can, and adjust quickly when nesded.

Both CFE and the Mexican government's National Program for the Electricity Sector
make clear that natural gas will underpin the Mexican power sector and CFE’s
investments through 2020. Yet Mexico has also made very aggressive commitments
on clean (zero greenhouse gas emission) energy: 35% of all generation by 2024,
with emissions peaking in 2028. It will reduce GHG emissions between 25-40% by
2030 relative to business as usual, depending on market conditions. To meet these
targets, Mexico will conduct long-term auctions for new capacity. With CFE focused
on the gas sector, the renewables sector will offer a huge target for private
investment, where the United States can be a major supplier and investor.

Policy Impiications

From this discussion, let me highlight five areas for policy actions that might be
considered by this Committee that would enhance the future energy position of North
America.

1. Oil Exports. | indicated earlier the strategic benefits of cooperation among
Mexico, Canada, and the United States to make North America a foundation for
energy security — for our own region, and with a stabilizing impact globaily. North
American self-reliance on energy would be a critical point of flexibility and leverage in
policy discussions with countries in Asia and the Middle East. North America will still
depend on global oil prices — we cannot disconnect from global markets — but we are
less vulnerable to interruptions of energy. To fully realize the benefits of our energy
abundance, we should also have the opportunity to export cil.  Other Congressional
committees have addressed this issue. |HS has completed two exhaustive studies®
that demonstrate that lifting the ban on oil exports will bring major benefits across the
United States between 2016-2030:

¢ $86 billion in additional GDP,

e about 400,000 new jobs annually,

e 25% higher pay for workers in the energy industry supply chain — an
additional $158 per household, and

e $1.3 trillion in federal, state and municipal revenue from corporate and
personal taxes.

3 see IHS, US Crude Oif Export Decision: Assessing the impact of the export ban and free trade on the US economy
{2014), and IHS, Unleashing the Supply Chain: Assessing the economic impact of o US crude oil free trade policy
{2015).
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The strategic benefits for North America only accentuate the benefits we would see
from lifting the export ban on the U.S. economy.

2. North American Energy Forum. Before the passage of its energy reforms, Mexico
could not address energy seriously in its annual North American Leader Summits
and its parliamentary exchanges with the United States. That can now change and
be underpinned by a North American Energy Forum that would include the energy
ministers of all three countries, and also establish a forum for private company
engagement. To be effective, it would create committees or working groups that
facilitate public-private engagement. In oil and gas, companies and governments
could cooperate on sharing best practices on issues from capturing methane
emissions, to hydraulic fracturing, to transparency in contracting and payments.
Such a forum would generate inputs for policy measures, and perhaps financing
opportunities. It would make cooperation among energy leaders in government,
legislatures, and the private sector more concrete and presumably more effective.

3. The Caribbean. Since 2005, Venezuela has subsidized oil for the Caribbean
states through an initiative called Petrocaribe as a means to increase its relevance
and influence and bolster its opposition and hostility to the United States. The global
collapse in oil prices has deepened what was already a severe financial crisis in
Venezuela, compromising its ability to sustain these subsidies. The loss of these
subsidies will create economic hardship for many of the Caribbean nations. But with
lower oil prices, the Caribbean states have a chance to find competitive sources of
supply. There is currently an active dialogue among the United States, Canada and
Mexico through the North American Leaders Forum to open new sources of supply or
financing for alternative forms of power that reduce the Caribbean’s dependence on
high-priced diesel. The openings in Mexico for private investment and international
engagement will make it easier to make Mexico a partner in such endeavors. To
have an impact, the United States will need to invest in technical assistance and
financing, potentially through the Overseas Private Investment Corporation, to bring
alternatives to Petrocaribe within commercial reach.

4. Central America. A power line now exists from Mexico to Panama that has begun
to facilitate electricity trade across Central America. The Inter-American
Development Bank has helped finance infrastructure and technical assistance costs.
The United States has provided technical assistance to help develop the market rules
and conditions for private investment. The question of power access and costs is a
critical underlying factor in the Central American economies, which may pay 20-50%
more for power than we would pay in the United States. But just as important, the
lack of reliability affects business interests, job creation, and educational
opportunities — all factors central to combating organized crime and illegal migration
from Central America to Mexico and the United States. Mexico is already an
electrical power source for Central America, and it could provide additional supplies
at competitive prices that would reduce costs and increase reliability in the region.
There is also a joint effort among Mexico, Guatemala, El Salvador and Honduras to
build a natural gas pipeline from Mexico at an estimated cost of $1.2 billion. The
pipeline would introduce another lower cost energy and fuel source. This Committee
is well placed to encourage the Administration to engage aggressively with Mexico
on energy supply to Central America, and to help secure the resources for technical
assistance through the State Department and USAID, and for investment through

Carlos Pasoual, Senior Vies President, Energy and Intermational Affairs.
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OPIC, to help the emerging Central American power market in Central America
contribute to regional stability.

5. Mexican Power. We have already discussed the complex challenges that face
the Mexican power sector. The United States has skills and experience to contribute,
perhaps most usefully through energy partnerships between utilities, and through
targeted technical assistance. Such programs exist in USAID, the State Department
and the Department of Energy. There is now a political opening that did not exist
before Mexico’s energy reforms to target and expand these in ways that will support
private investment.

Mr. Chairman, | congratulate the Committee for its leadership in addressing the
potential that Mexico’s energy reforms offer strategically and commercially — not just
to Mexico, but to the United States and North America. In the energy field, no other
region has today what North America can offer. energy abundance and technology
leadership across three democratic states and market economies, with huge
consumer markets, financing potential, and a global reach and influence. The
successful implementation of Mexico's reforms is critical to make the most of these
opportunities. The global oil price collapse has made the reform challenge more
complex for Mexico. The correct response is to learn from these market conditions,
adapt, and use these lessons to capture the potential for investment, production and
trade. Thank you for the opportunity to address the committee. | look forward to
your questions.

HE Mexico « frnsurgen
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Mr. DUNCAN. Thank you.
Dr. Tunstall.

STATEMENT OF THOMAS TUNSTALL, PH.D., RESEARCH DIREC-
TOR, THE UNIVERSITY OF TEXAS AT SAN ANTONIO INSTI-
TUTE FOR ECONOMIC DEVELOPMENT

Mr. TUNSTALL. Thank you. Good afternoon.

I would like to thank Chairman Duncan and the members of the
su(]fcommittee for extending the privilege for me to testify here
today.

My name is Thomas Tunstall. I am the research director at the
University of Texas at San Antonio’s Institute for Economic Devel-
opment. We have undertaken extensive research to date on Eagle
Ford in south Texas, specifically addressing issues dealing with the
economic impact and sustainable community development issues.

In September of last year, we completed our fourth economic re-
port on the Eagle Ford Shale in Texas, the formation which ex-
tends well into Mexico. In that report for calendar year 2013, we
estimated the Eagle Ford Shale generated $87 billion in economic
impact supporting over 150,000 full-time jobs. This unexpected
windfall has given communities in the area an opportunity to build
a foundation for long-term sustainable economic and community
development.

It is worthwhile to note that Mexico’s oil production peaked in
2004 and has been declining steadily since then. In fact, were it not
for energy reform in Mexico, the country would likely have been
facing the prospect of becoming an oil importer in the next few
years. As it is, Mexico already imports substantial quantities of
natural gas from the United States, over 650 billion cubic feet an-
nually in 2013 and 2014, with even greater quantities expected in
the next few years. Yet, shale gas reserves alone in Mexico are esti-
mated to be over 500 trillion cubic feet.

Mexico’s energy reform consists of several blocks that include
deep-water fields, shallow-water fields, onshore conventional fields,
and shale fields. Our research at the University of Texas at San
Antonio has focused primarily on the shale field opportunities in
1(:jhe Mexican states of Coahuila, Nuevo Leon, Tamaulipas, and Vera

ruz.

The first recommendation in terms of policy prescriptions that I
have for the committee is to expedite the proposed oil swap with
Mexico. Most of the refineries along the Gulf Coast in the U.S.
were optimized to process heavier crude oil that the U.S. expected
to be importing from OPEC countries or from Canada. At the same
time, the U.S. is awash in light crude oil from shale formations.
Much of Mexico’s oil production tends to be the heavier crude
blends, therefore it makes sense for the Commerce Department to
approve the oil swap arrangements as soon as possible.

Second, Mexican nationals sponsored by exploration and produc-
tion companies will make several training visits to the U.S. over
the course of the next few years, sometimes daily. Experienced U.S.
workers will also be making trips to Mexico to supervise oper-
ations.

While such border crossings would be expected to be a routine
procedure, experience to date suggests that significant delays of
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hours at a time are not uncommon, which burden operators with
unnecessary costs and delays. Developing a streamlined process for
worker knowledge transfer from the U.S. to Mexico will be an im-
portant step to ensure the ultimate success of Mexico’s energy re-
form implementation.

Thirdly, the logistical infrastructure in northern Mexico in terms
of roads, housing, workforce, medical facilities, rail, telecommuni-
cations, and pipelines is relatively undeveloped. The Federal and
state governments in Mexico, and perhaps even in a coordinated ef-
fort with the U.S., should make a commitment to invest in the in-
frastructure that will be necessary to support economic develop-
ment.

And finally, U.S. hydrocarbon policy is highly inconsistent. For
example, U.S. law allows for unlimited, unrestricted export of re-
fined products, such as jet fuel, gasoline, and diesel fuel. Further,
natural gas can be readily exported to any country with which the
U.S. maintains a free trade agreement, such as Mexico and Can-
ada. Even condensate, an ultra-light crude oil, has been approved
for export from the U.S.

In essence, the United States now exports most classes of hydro-
carbon products. The existing ban on crude oil export that dates
back to the 1970s is arbitrary and penalizes both exploration and
production companies, as well as landowners.

Again, I would like to thank the members of the committee for
their kind attention. We brought copies of our most recent eco-
nomic report on Mexico with us and we would be happy to share
those with the committee.

[The prepared statement of Mr. Tunstall follows:]
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Good afternoon. 1 would like to thank Chairman Duncan and the members of the
subcommittee for extending me the privilege to testify here today. My name is Thomas
Tunstall. 1 am the research director for the University of Texas at San Antonio Institute
for Economic Development. Our institute has undertaken extensive research to-date on
the Eagle Ford Shale in South Texas, specifically addressing issues dealing with the
economic impact and sustainable community development. In September of last year, we
completed our fourth economic impact report on the Eagle Ford in Texas. In that report,
for the calendar year 2013, we estimated that the Eagle Ford Shale generated $87 billion
in economic impact, supporting over 150,000 full-time jobs. While the recent decrease in
oil prices has resulted in some job loss, the activity in the Eagle Ford in South Texas
continues to have a significant impact on the region — one of the traditionally poorest
areas of the state if not the entire country. Prior to the ramp-up of activity in the Eagle

Ford, many of the counties in the region were losing population. This unexpected
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windfall has given communities in the area an opportunity to build a foundation for long-

term sustainable economic and community development.

The Eagle Ford is one of the more interesting shale formations that have been extensively
explored to-date. The shale is noteworthy because it contains significant quantities of oil
and gas, as well as condensate, also known as wet gas or ultralight crude oil. The Eagle
Ford is also arguably the most productive shale formation for oil production in the United
States or anywhere else in the world so far. And the while the same shale field is called
the Burgos Basin across the Rio Grande border in Mexico, the Eagle Ford and other
formations continue well into Mexico, over to Monterrey, and then along the Gulf Coast

as far south as Vera Cruz.

1t is worthwhile to note that Mexico’s oil production peaked in 2004, and has been
declining steadily since then. In fact, were it not for energy reform in Mexico, the country
would likely have been facing the prospect of becoming an oil importer in the next few
years. Mexico already imports substantial quantities of natural gas from the U.S. — over
650 billion cubic feet annually in 2013 and 2014, with even greater quantities expected in
the next few years by way of additional pipeline capacity that has recently been
developed. At the same time, shale gas reserves alone in Mexico are estimated to be 545

willion cubic feet.

Mexico’s energy reform consists of several types of fields and blocks that will be

auctioned off in the coming months. These blocks include deep-water fields, shallow
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water fields, onshore conventional fields, and shale fields. Our research at the University
of Texas at San Antonio has focused primarily on the shale field opportunities in the

Mexican states of Coahuila, Nuevo Leon, Tamaulipas and Vera Cruz.

While the experience in the Eagle Ford in Texas can be a useful point of reference for the
opportunities for Mexico’s shale, there are some important differences to note. Although
there have been infrastructure challenges in South Texas, most were overcome relatively
quickly. In Mexico, the infrastructure challenges will be much more significant. In order
to address some of the key issues at hand, 1 would like to highlight four policy
prescriptions that 1 believe would encourage the development of the Mexican energy
industry, increase trade activity between the U.S. and Mexico, and bolster North

American energy security.

Policy Prescriptions

1. Expedite oil swap approval

Most of the refineries along the Gulf Coast in the U.S. were optimized to process heavier
crude oil that the U.S. expected to be importing from OPEC countries or Canada.
However, because of the unexpected increase in light crude oil production from shale, the
refineries are processing a type of oil that they did not expect to receive. Much of
Mexico’s production tends to be heaver crudes. And in addition, much of Mexico’s
refining capacity is better equipped to process lighter crudes of the type coming from

U.S. shale fields. Both from an optimization as well as energy security standpoint, it
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makes sense to encourage the Department of Commerce to approve the oil swap

arrangements with Mexico as soon as possible.

2. Streamline border-crossing process for key industry emplovees in order to

facilitate workforce development

The bulk of worldwide expertise dealing with unconventional extraction techniques
resides in the United States, especially in Texas. While the ultimate success of energy
reform still depends on the implementation, Mexico’s proximity to Texas puts the
country in a good position to benefit from the technologies and techniques developed in
the United States. However, in order for a suitable workforce to be developed in Mexico,
it is often necessary for employees to be trained by experienced staff on working rigs
located in the United States. Typically, Mexican nationals sponsored by exploration and
production companies will make several training visits to the U.S., sometimes daily.
Experienced U.S. workers will also increasingly be making trips to Mexico to supervise
operations. While such border crossings would be expected to be a routine procedure,
experience to-date suggests that significant delays of hours at a time are not uncommon,
which burden operators with unnecessary costs and delays. Developing a streamlined
process for worker knowledge-transfer from the U.S. to Mexico will be an important step

to ensure the ultimate success of Mexican energy reform implementation.

3. Supply chain logistics between the U.S. and Mexico.

Unconventional techniques require a wide variety of personnel and equipment to

complete a shale well. The logistical infrastructure in northern Mexico in terms of roads,
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housing, workforce, medical facilities, rail, telecommunications and pipelines is
significantly undeveloped. In order to successfully develop the shale opportunities in
Mexico, the federal and state governments there (perhaps in coordination with the U.S.)
must make a commitment to invest in the infrastructure that will be necessary to support
oil and gas development, as well as provide a foundation for other types of industry in the
future. Developing the supply chain network that will be required represents a significant
opportunity to increase the involvement in Mexico for small-medium enterprises in Texas

and other oil producing states.

4. Crude oil export

U.S. hydrocarbon export policy is inconsistent. Currently, U.S. law allows for unlimited,
unrestricted export of refined products such as jet fuel, gasoline and diesel fuel. Further,
natural gas can be readily exported to any country with which the U.S. maintains a free
trade agreement, such as Mexico and Canada. Several companies have either obtained
permits, or are in the process of investing billions of dollars building facilities and
obtaining permits that will allow them to export natural gas to any country in the world
from the U.S. While plentiful supplies of natural gas in the U.S. keep the price around $3
per thousand cubic feet (mcf), other countries pay significantly more for their supply of
natural gas. Europe pays around $11-12 per mcf and Japan is paying $16-17 per mcf.
Most recently, the Commerce Department has authorized companies to export condensate
— essentially an ultra-light crude oil with an APl (American Petroleum Institute) gravity

of 45 or higher.
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In essence, the United States now exports most classes of hydrocarbon products - refined
petroleum products, natural gas, manufactured products that use natural gas as a
feedstock, and condensate (or ultra-light crude oil). Yet if the crude oil has an API
gravity below 45, export is not allowed. This standard is arbitrary and depresses U.S. oil
production. The restrictions force WTT (West Texas Intermediate) crude oil to be sold at
a discount to Brent crude. Lifting the export ban on crude oil would boost U S.
production and would no longer unfairly penalize exploration and production companies,
as well as mineral rights property owners in the U.S. - both of whom are currently forced

to sell their crude oil only to U.S. and some Canadian customers.

Once again, 1 would like to thank the members of the committee for their kind attention,

and the opportunity to speak before you today.



24

Mr. DUNCAN. Thank you so much.
Dr. Payan.

STATEMENT OF TONY PAYAN, PH.D., DIRECTOR, MEXICO CEN-
TER, BAKER INSTITUTE FOR PUBLIC POLICY, RICE UNIVER-
SITY

Mr. PAYAN. Thank you very much, Chairman Duncan, and thank
you very much to the committee for the invitation to be here before
you.

I am going to focus on what threatens the successful implemen-
tation of energy reform in Mexico. I think that we know the poten-
tial that is there. We know that the Mexican Government has to
be commended for opening the sector. It is an unprecedented open-
ing that reverses 76 years of a state monopoly. And, of course, it
is also, I think, an enormous step since NAFTA. So in that sense,
the Mexican Government has to be commended.

But we cannot forget that Mexico is sometimes its own worst
enemy. And there are some in-built structural issues within Mexico
that may threaten yet the success of energy reform and may actu-
ally be the answer to Chairman Duncan’s question over whether
Mexico is truly a like-minded partner and whether it can truly en-
gage North America as an equal and certainly constitute a single
energy North American market with the United States and Can-
ada.

And so I think that there are some steps that we have to take
to be able to get Mexico to that step. And I want to point out var-
ious things that I think are threatening energy reform in Mexico.

Number one is the fact that the regulatory—well, first of all, the
intentionality or the intent behind reform continue to be in Mexico
not truly a conversion to a belief in market forces, but rather an
understanding that the country was headed for a situation by
about 2020 in which it would become a net importer of oil and it
would actually lose valuable national wealth having to import en-
ergy and also having to slash its Federal budget by about 35 per-
cent, because that is how much Mexico depends on oil revenue.

So with this in mind, these impending circumstances made Mex-
ico essentially turn to opening. But it is clear that this is a man-
aged opening, and the basis for this opening is really about revenue
maintenance and revenue enhancement. Some of the contractual
terms that were offered in the beginning that try to cap revenue
for foreign and private investors show this, as well as some of the
terms that are being offered.

And I think many of these companies, IOCs and other compa-
nies, decided to wait and see what is going to happen and try to
learn from the experience of those who might venture into Mexico
in the future first. And I think that is what kept a lot of these com-
panies from round one. There is still a lot of learning to be done.
And they also have a number of other questions that are impor-
tant, and I mentioned a few of them.

First of all, the rule of law in Mexico. Mexico has insisted so far,
even though the government is listening very closely to the indus-
try and seems to be very responsive to the industry, I think the
government has insisted that any disputes have to be resolved in
Mexican courts. They are kind of resistant to the possibility of
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international arbitration of any disputes in the contracts, and com-
panies are pushing back on this as well.

So the Mexican Government wants to reserve itself based on a
particular clause that calls for administrative rescission of a con-
tract if there is any failure by these investors in Mexico, and so the
Mexican Government still reserves itself the right to rescind any
contracts. And so there is a lot of trepidation by the industry in
this regard.

So the Mexican Government continues to play around with some
of these concepts, not really truly trying to open and allow the mar-
kets to determine investment, exploration, sales, and profits, but
rather try to manage this opening. And I think the Mexican Gov-
ernment ought to be commended for opening, but at the same time
pushed to truly let the market decide what the future of this en-
ergy reform is going to be.

The second concern that companies for the most part have ex-
pressed is security issues. Now, it varies by sector. The inter-
national oil companies, the large corporations that are going to be
operating in the Gulf, are considerably less worried about the situ-
ation on the ground, because, obviously, in the Gulf there will not
be the 60 to 80 criminal organizations that currently operate in
Mexico threatening their investments.

Although, many of them will have to have operations on ports
along the Mexican Gulf, and there is a lot of interest in trying to
explore the security situation in the Campeche, Vera Cruz, and es-
pecially in the Tamaulipas region, where there is a lot of concern
regarding the operations of these criminal groups.

The shale sector is frozen for now, but eventually it will roll
down from Texas across the border into northeastern Mexico. And
these companies are smaller, and they have less experience in deal-
ing with security issues, and they will be much more vulnerable to
these problems that are quite, quite severe in States like
Tamaulipas and Coahuila, as well as Chihuahua. So this is another
concern that the industry has obviously expressed quite a bit.

I think the Merida Initiative support for Mexico has had its suc-
cesses. But at the same time, during the last 10 years, the
Calderon administration and the almost 3 years of the Pena admin-
istration have essentially resulted in an unintended consequence,
which is the fragmentation of organized crime. And instead of hav-
ing four large groups operating within Mexico controlling different
activities within the country, we now have 60 to 80 different groups
that control towns and corridors and roads and cities, and I think
that this needs to be paid attention.

In that sense, I think the Merida Initiative needs to be reviewed
to look at the police forces much more closely, and they need to be
looking at the institutional development of the police system, of the
judicial system. Because we cannot guarantee the success of energy
reform if there isn’t a strong police, a strong judiciary, but at the
same time strong democratic and accountable institutions.

There is another issue that also has been a concern of the energy
industry—and I will conclude with that final point—and that is
corruption. Look, the 15 July round one was an important round,
and it kind of ended with a thud. However, this doesn’t mean that
this will be a midterm and long-term failure.
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Clearly, the development of the energy sector in Mexico will hap-
pen. But there is already strong opposition in Mexico because the
company that obtained those two lots, those two plays, appears to
be a company that has some strings to Mexican politicians, some
of them kind of hidden strings, but it shows that in Mexico the po-
litical class is beginning to position itself to profit enormously from
this.

They clearly benefitted from the privatization of Telmex, they
clearly benefitted from the privatization of other companies, and
created enormous monopolies in Mexico. The worst scenario that
can happen is that the political class in Mexico take advantage of
this opening and themselves monopolize their ability to use this
opening to enrich themselves.

And that, by the way, is a great concern of the energy sector,
that they will be vulnerable to these extortions and these corrup-
tion schemes. And I suggest that maybe we ought to be finding
ways to ensure that these companies can be open when corruption
comes to their doormat and that they can deal with it effectively
without ourselves having to penalize them for trying to do business
in Mexico.

And I am open to your questions.

[The prepared statement of Mr. Payan follows:]
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The purpose of my remarks today is to examine the basis for Mexico’s recent energy reforms, to
assess the major threats to its effective implementation and success, and to identify policy
challenges that, if addressed, can strengthen the United States’ relationship with Mexico.

Energy Reform Was Not a Choice

Mexico’s leaders did not deliberately choose to enact energy reforms. Rather, it was a policy
shift forced by circumstances. Mexico has seen its oil production drop from about 3.5 million
barrels per day (b/d) in 2008 to about 2.3 million b/d in 2015. At the same time, the country’s
energy consumption continues to grow. At current rates of production and consumption, Mexico
will become a net importer of oil somewhere around 2020." Complicating matters, the country’s
federal budget is heavily dependent on oil revenues—about 30% to 35% of the federal budget
comes from oil revenues.” Because Mexico’s national oil company, PEMEX, handed over so
much of its profits to the government, it could not reinvest in additional exploration and
extraction of oil and gas, or in technology to tap into new sources of energy located in deep
waters off the Gulf of Mexico. A no-change scenario would have put Mexico in a very difficult
situation within a few years: it would have to spend valuable national resources to import oil and
slash its federal budget by nearly one-third.

Thus, Mexico’s energy reform, in my view, was primarily motivated by revenue maintenance
and generation concerns, rather than a conviction that the free market would improve the
country’s energy future and advance economic development. Many of the contours of the reform
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demonstrate this intent. For example, the Mexican government, while reforming some aspects of
PEMEX, continues to maintain tight control on the company. In the March 2015 Round Zero oil
auction, PEMEX was the only bidder and received over 80% of the oil and gas plays it wished to
keep.> What PEMEX did not want or could not keep was then fair game for others in subsequent
bidding rounds. Second, the terms and conditions of contracts offered to foreign and private
investors originally capped revenues, ensuring maximum revenue flows to Mexico’s federal
government. Companies pushed back. Since some of these caps on profits have been flexibilized.
Third, the government has legislated that any contract can be rescinded at any point, even due to
purely administrative violations—an undefined term, which will give federal bureaucrats
enormous discretionary power over continuing, modifying or ending contracts. Fourth, the
government intended to prohibit contract clauses that allow investors to bring contract disputes
to international arbitration bodies, preferring to instead resolve disputes in Mexico’s courts—
which are notoriously deficient and susceptible to corruption. The courts’ ability to fairly
consider the interests of both investors and the Mexican government is questionable, to say the
least. It is not clear yet whether Mexico’s government has backed down on this point.

These examples are among many indicating that Mexico’s government would have preferred to
keep tight control of the energy sector rather than open it to foreign investors. However,
circumstances forced the government to opt for reform. The reform, therefore, is a managed
opening of the sector, rather than a full market-driven reform. It is likely that Mexico’s
government will try to maintain the upper hand in the energy sector, rather than allow market
forces to determine production, consumption and profits. In my estimation, Mexico’s energy
reform is more restrictive than that of other countries, and continues to give the government
excessive power over the sector. This should be kept closely in mind as Mexico’s open energy
market becomes an integral part of the North American energy landscape.

The results of Round One, Mexico’s il and gas play bidding process that took place July 15,
2015, were disappointing. Only two out of 14 blocks were sold. This is partly because the
geopolitical market conditions of supply and demand are unfavorable to Mexico at this point; but
it is also because there is much trepidation in the industry as to how to respond to the Mexican
government’s intent to retain the upper hand in the sector. This has introduced much uncertainty
into the bidding process, and many industry actors have adopted a wait-and-see attitude.

Still, the situation in Mexico is not uncommon. Most countries heavily manage their energy
sector, and IOCs have a long history of dealing with governments, even in difficult situations.
Even so, Mexico presents unique challenges that must be examined closely. Although the
country is not completely unpredictable, its institutions are not always accountable. As I attempt
to break down these challenges, I will argue that, insofar as the U.S. is concerned, a much more
comprehensive and forceful foreign policy toward our neighbor is required.
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Major Threats to Energy Reform

Threats to energy reform in Mexico come from within the country itself. Its unique historical and
structural problems might yet derail some of the positive effects of the historic reforms. In my
view, three major problems threaten the success of energy reform implementation, and they must
be considered as the U.S. examines its foreign policy toward Mexico: 1) Weakness of the rule of
law and security issues; 2) Property rights, natural resources and social conflict; and 3)
Corruption.

Weakness of the Rule of Law in Mexico and Security

The weakness of the rule of law in Mexico is historical and structural. These weaknesses must be
understood in the context of the country’s presidential system. During much of Mexico’s
existence, presidents have been more akin to strongmen than democratic rulers. During the 21st
century, Mexico’s president was the central figure in the country’s government and governance
processes. The president dominated all of Mexico’s institutions, including the central political
party, Congress, state and local governments and the judiciary. The weakness and strength of
Mexico’s institutions were carefully calibrated to ensure that no one would challenge the central
ruler during his six-year term, and that the powerful PRI party would stay in office. In 2000,
when Mexico made the leap to a more democratic transition by voting into office an opposition
party, most institutions were able to reconstitute themselves; they function relatively well and
independently of the weakened executive branch, except the judiciary. The police and judiciary
systems in Mexico remain structurally weak. They are ineffective, underfunded and highly
susceptible to corruption.

The weakness of the civilian police-justice system in Mexico has emboldened organized crime in
the country. The last 10 years have seen an upsurge in criminal violence that has spread to vast
swaths of the Mexican territory. Criminals, as we have seen with the recent escape of Joaquin
“El Chapo” Guzman Loera, feel they can corrupt nearly any official and strike at the State almost
anywhere at will.

U.S.-Mexico agreements, such as the Mérida Initiative, which have focused primarily on drug
trafficking, have done little to overcome the structural weaknesses of the civilian police and
Jjustice systems in Mexico. Instead, the effect has been to break up Mexico’s organized crime
organizations into dozens of smaller, powerful groups that control cities and corridors and that
have diversified their criminal activities to include kidnapping for ransom, extortion, human
smuggling and trafficking and, of course oil, gas and fuel theft.

This is, in fact, one of the greatest sources of concern for foreign and private investors seeking to
enter Mexico’s newly opened energy sector: they fear their investments, workforces, equipment
and products may eventually be tapped into by organized crime. There is much unease with this
situation, and it may have contributed to some companies taking their time to examine Mexico
more carefully before going into business there.
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In hindsight, U.S. efforts to prod Mexico into fighting hierarchical criminal organizations have
also contributed to the fragmentation of these organizations into dozens of smaller criminal
gangs and to the diversification of their criminal activities. Such a result can be viewed as a way
to eventually send the military back to the barracks and allow local police forces to face down
the smaller gangs of criminals. However, this has not happened. The local police forces, some
400,000 officers in the country, are underpaid, underequipped, unprepared, probably
undervalued and generally incapable of confronting the well-organized, disciplined and well-
armed gangs that dominate cities, towns and corridors throughout the country. This situation
makes the police particularly susceptible to corruption. The problem of criminal groups in
Mexico is, as a consequence, much more difficult to control.

Property Rights, Natural Resources and Social Conflict

In Mexico, individuals own the use of the land, but do not own the rights to the water or oil
beneath it. Two major issues may emerge out of this. One is the fact that foreign companies will
have to negotiate with landowners to access natural resources. Considering that 51% of Mexico’s
land ownership is social—either in the form of ejidos” or as indigenous lands—this can also
mean that many companies will be forced to negotiate not with individual owners, but with entire
farmers’ groups or indigenous groups over issues such as right-of-way, water availability, use of
the land, reparation and remediation. This is a potentially explosive situation that may give rise
to social conflict, particularly as landowners resist granting a right-of-way or permanently or
temporarily ceding their land for energy projects, as the law mandates. Worse, the law gives
landowners 180 days to agree to grant access to minerals under their land, or the State will force
them to accept a third-party negotiator. This can be a recipe for social conflict.

There seems to be another conflict in Mexican law that needs further investigation. Whereas
energy reform gives energy-related projects priority over the use of natural resources under the
theory that it is in the interest of national development, the water law in Mexico states that access
to water is a human right and human access to water is a priority over other uses. This is not
likely to affect the large oil corporations—many of which will invest in deep waters in the Gulf
of Mexico in any event—but it may become relevant once oil and gas prices recover and the
shale in northern Mexico, where water is extremely scarce, begins to be developed. In this
regard, it is possible that social conflicts over water resources may develop in the future,
particularly in northern Mexico, right across the Texas border.

Corruplion

So far, the Mexican National Hydrocarbon Commission and other energy authorities in Mexico
have done an excellent job of maintaining the process of opening the energy sector in a way that
is both transparent and responsive to the concerns of the industry. However, corruption by the
political class is another concern in the implementation of energy reform. In fact, President Pefia
has himself been involved in several corruption scandals that have undermined the legitimacy of
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the energy reform as well as of other reforms. As of yet, there is no effective anti-corruption
system in Mexico capable of dealing with governors and mayors, many of whom are notoriously
corrupt and will ultimately have the ability to make the life of investors in the field very easy or
very difficult. Many of them will also be seeking opportunities to use their political power to
maneuver themselves into deals as partners with private and foreign investors.

The failure of Round One this month cannot be attributed to a lack of effort on the part of the
Mexican federal government to be clear about the terms of business and to respond to the
concerns of industry. But this transparency and responsiveness cannot be guaranteed in the long
term, or even in the medium term, in a system that suffers from endemic corruption, and where
there are hundreds of actors at the federal, state and local level with the ability to affect energy
project development throughout the country. Corruption in Mexico has become a lifestyle.
Mayors, governors, members of Congress and politicians of all sorts tend to view public service
as a way to serve themselves as well as the Mexican people. They have embezzled public funds;
used their political power to ensure privileges for themselves, their families and friends; and
inappropriately used their public position to engage business interests to enrich themselves. By
almost any measure, Mexico ranks among the most corrupt countries in the world.? This is one of
the most important concerns of the energy industry—that they may be liable under U.S. law for
corrupt practices in Mexico. Their concern is justified, as they will eventually have to deal with
hundreds of politicians at all levels. Although the energy sector is under federal jurisdiction, the
energy projects themselves have a fundamentally local character. They take place in
communities across the country under the eye of citizens and politicians everywhere.

This does not mean that the U.S. should let up on enforcing its foreign corrupt practices laws, but
rather, that it should become more attuned to the challenges that the industry will facein a
country where corruption is wide and tolerated.

Conclusions

To conclude, it is important to note that the failure of Round One this month is an inauspicious
sign. Energy reform will move forward, but it will experience more difficulties than expected.
The structure of incentives built into contracts, the natural resource conditions, property rights,
and the weak rule of law all threaten the smooth implementation of energy reform in Mexico.

Without a comprehensive foreign policy toward Mexico in the energy arena, there is very little
the United States will be able to do to help this situation. Until now, Mexico has been dealt with
very tentatively, given the country’s nationalistic sensibilities. The Pefia administration in
particular is even more sensitive to American activities in Mexico than the two previous PAN
administrations were. But there is hardly any country that has more leverage on Mexico than the
United States. Thus, the U.S. government should now reexamine its relationship with Mexico
and begin to put together a policy that goes beyond trade, economics and the drug war. Mexico
and the U.S. must now engage in policies that emphasize institutional development, democracy-
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building measures and an intense campaign to fight corruption, as well as binational human and
labor mobility and the creation of binational institutions that work for both nations. Below I
outline some basic policy recommendations,

Policy Recommendations

4y

2

3

The Mérida Initiative should be replaced with a more comprehensive policy toward
Mexico.

The Mérida Initiative has not paid off. Although there are some isolated victories, it is
now clear that the Mérida Initiative has not had its intended effects. While it has helped
break up most of the large criminal organizations that existed in Mexico, it has created a
more fragmented and chaotic criminal landscape. There are now anywhere between 60
and 80 criminal organizations, some dedicated to drug trafficking, notably the Sinaloa
Cartel, but dozens of them are now dedicated to victimizing Mexican citizens through
kidnapping, extortion, robberies and theft. Some of these organizations have special units
dedicated to oil, gas and fuel theft. We have also seen some unscrupulous U.S. business
owners buy some of that ill-gotten oil from Mexican criminals, notably in Texas. Energy
investors, and particularly those that will invest on onshore projects, will necessarily
confront some of these organizations. Their equipment, their personnel, and in general
their investment will come under fire here and there.

Focus American foreign policy on strengthening Mexico’s institutions, particularly the
police and judicial systems.

Mexico’s government has made very little progress in implementing the 2008 Judicial
Reform.® Although some states have made substantial progress, most of them lag well
behind, so the Judicial Reform will likely not be implemented by 2016, as mandated by
the law. The United States must now urge Mexico not only to implement Judicial Reform
but also to implement a more forceful anti-corruption program that primarily focuses on
making the judiciary a truly independent branch of government, with the capability, the
resources and the political will to investigate and punish corruption wherever it may be
found. Without a strong and independent judiciary capable of investigating political and
other corruption, Mexico will not be a reliable partner in achieving a North American
energy plan or a broader North American economic bloc.

Aggressively include Mexico’s political class in corruption investigations.

The United States is the destination of many in Mexico’s corrupt political class. They
freely move about in the United States; they do business in the United States; they
launder their ill-gotten profits in the United States; they send their children to the United
States; and they generally use the United States to seck refuge when they face
complications in Mexico. Policy toward Mexico must now include a serious effort to
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address corruption in Mexico by investigating the country’s political class and targeting
them with anti-corruption efforts. There should be no access to the United States to
anyone accused of malfeasance in Mexico.

4) The U.S. must develop a more comprehensive policy toward Mexico, one that considers
labor integration, manufacturing chains, energy swaps in oil and gas, and financial sector
integration, along with additional funding targeted to the promotion of institutional
reform in Mexico’s police and judicial system. Trade between the two countries is a story
of success, but we have not been able to use this success to ensure that its dividends
quickly spread to other areas, and we have not used that momentum to create truly
regional institutions that will help us achieve a fully developed and democratic North
America, one that will work for all Mexicans and Americans. Mexico’s energy opening is
yet another important step, which we must take advantage of to make a final push to
create the most prosperous region in the world.

! Kenneth B. Medlock TIT and Donald Soligo, “The Future of Oil in Mcxico: Scenario for Oil Supply, Demand and
Net Exports for Mexico,” James A. Baker III Institute for Public Policy at Rice University, Houston, Texas, April
29, 2015.

* Mexican Republic Decree on the Federal Budget for FY2015. November 13, 2014,

hirp:fwww hacienda. gob. mx/INGRESOS/Tngresos_lev/201 5/4iF 20135 pdf.

> See Secretaria de Energia, “Results of Technical Analysis,” found at

htip:/www encrgia gob nix/webScner/rendacero Ingles/9600. himl.

* Ijjidos are communally owned lands, assigned by the government to farmers and ranchers to manage collectively
during the agrarian reform laws of the 20th century. Although legislation in the early 1990s allowed many to sell
their land, numcrous ¢jidos arc still opcrational.

* Mexico is ranked 103/175 by Transparency International, with a score of 35/100. There is little enforcement of
anti-corruption laws. See hitp:/fwww transparency. prg/countrv#MEX.

© Trans-Border Institule. Joan B, Kroc School of Peace Studies. Universily of San Diego. Judicial Reform in
Mexico: Change and Challenges in the Justice Sector. 2010.
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Mr. DUNCAN. I am sure we will delve into some of that in the
question session.
Now I recognize Mr. Farnsworth for 5 minutes.

STATEMENT OF MR. ERIC FARNSWORTH, VICE PRESIDENT,
COUNCIL OF THE AMERICAS AND AMERICAS SOCIETY

Mr. FARNSWORTH. Thank you, Mr. Chairman. Good afternoon,
Mr. Ranking Member, members of the subcommittee. It is a privi-
lege to have the opportunity to appear before you again, and it is
also a privilege to join this important and timely hearing with such
distinguished panelists as well. So thank you for the opportunity.

Access to affordable, stable energy supplies has been a driver of
strategic U.S. policy on a bipartisan basis for many years. Actions
that the three North American governments take to increase re-
gional energy production and integration contribute meaningfully
to support and expand our own competitiveness in a manner con-
sistent with U.S. interests.

Mexico’s decision to open its energy markets and link them more
closely to its North American neighbors is therefore a historic and
meaningful action for Mexico itself, as well as a strategically im-
portant step for the entire community of North America. It would
be difficult, in my opinion, to overestimate the importance of Mexi-
co’s energy reforms once they are fully implemented. They are po-
tentially transformational.

The Mexican energy sector is historically quite sensitive politi-
cally; it was closed to foreign investors for over 57 years. The sector
would benefit from additional technology, management expertise,
and capital to address production declines and high costs—we have
already heard about that—which are a drag on competitiveness
and economic performance.

Since 2013, the Pena Nieto administration has been working to
address this, passing and now beginning to implement legislation
allowing for private participation in both the oil and gas and also
power generation sectors.

Since the launch of the reform effort, of course, the price of crude
has fallen approximately 50 percent, which impacts investment de-
cisions. Investors become more selective, and the quality of invest-
ment opportunities becomes paramount.

There have also been recent setbacks regarding the rule of law
in Mexico, notably the mid-July escape from prison of Joaquin “El
Chapo” Guzman. While not directly related to the energy sector,
this does play into a narrative concerning the risks of doing busi-
ness in Mexico, with a particular focus on corruption and the rule
of law.

Some of these issues may have been indeed in play on July 15
for Mexico’s first round of investor bidding, in which only 2 of 14
blocks offered to investors were awarded. And, again, we have
heard about that. But in my view, this isn’t the whole story.

The first bidding round featured marginal shallow-water blocks
with prices arbitrarily set by the government. Future auctions will
feature more attractive deep-water and onshore unconventional
shale gas blocks. Lessens learned from the first auction on pricing
and other matters will be applied to later rounds.
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As well, on a comparative basis globally, additional investment
blocks are larger and potentially more significant in Mexico than
those that may be available elsewhere in the world. So there are
some real advantages coming up.

Nonetheless, while most attention has been on the oil and gas
sector, power generation is also being liberalized, and this may
prove to be an even bigger story because the cost of electricity in
Mexico is well above global rates.

While previously only the Federal Electricity Commission, or
CFE, was allowed to generate electricity, the sector is now opening
to private investors. This will support overall needs. Energy infra-
structure must be upgraded, including pipelines, rail, waterways,
and transmission lines, among others. And CFE recently an-
nounced that it would tender projects for close to $10 billion. As in-
vestment increases and prices of electricity go down, Mexico will
become more competitive as resources are directed toward more ef-
ficient and productive uses.

Power generation reforms also directly impact broader issues, in
particular the environment and global climate change. Updating in-
frastructure allows for more efficient power generation utilizing
cleaner and more renewable fuel inputs. Conservation is certainly
the cleanest and most cost-effective fuel available, but beyond this,
Mexico’s reforms promote renewable energy development as well
and investors have shown a keen interest in accessing this market,
especially wind, solar, and geothermal.

More broadly, the success of Mexico’s energy reforms is impor-
tant for the United States and North America, not just Mexico. The
North American production platform is already integrating content
produced across borders. Some 40 percent of the content of goods
exported to the United States from Mexico is originally U.S. con-
tent. From Canada, the figure is 25 percent. From China, the
equivalent number is merely 4 percent.

Actions which contribute to Mexican competitiveness can there-
fore help to increase our own economic wellbeing. In particular, in-
vestment restrictions to date mean that natural gas is more expen-
sive in Mexico than in the United States, increasing production
costs in sectors that use gas as a feed stock, such as chemicals, as
well as in all sectors that draw from the power grid—in other
words, everybody.

This reduces manufacturing competitiveness. Gas imports from
the United States have helped, although inbound pipelines are
functioning already at capacity. More pipelines could be con-
structed, but a better solution would be to develop Mexico’s own en-
ergy resources, which the reforms that we are talking about today
are intended to do. Substituting cleaner fuel, such as gas for diesel,
would also support national and regional environmental targets.

Once fully implemented, prices would fall and the North Amer-
ican manufacturing platform would become much more competitive
vis-a-vis others, including China and Europe.

In support of Mexico’s reforms, therefore, the United States has
an important role to play. In the first instance—we have already
heard this—I would support as well that Congress can strengthen
U.S.-Mexico energy relations by lifting crude oil export restrictions
toward a proposed swap between Mexico and the United States,
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which is, by the way, a procedure that is already allowed with Can-
ada.

The bottom line, however, is that regional energy integration
broadly must be a priority, not an afterthought, underlining an in-
tentional drive for economic expansion. Within this construct, regu-
latory alignment is critical. Infrastructure must be upgraded, in-
vestment climate issues, including an emphasis on workforce devel-
opment, should be addressed, and joint research and development
projects expeditiously pursued.

Finally, in the runup to the Paris meetings in December, a re-
gional approach to climate change issues would be useful and
should be pursued as a means to engage the global dialogue. More
can be done. The key to this overall agenda, however, is the suc-
cessful implementation of Mexico’s liberalizing reforms. It is mani-
festly in our own interest that the Mexican people succeed. As a
result, I believe that we should assist the process where appro-
priate and wherever we can.

I look forward to your questions. Thank you very much.

[The prepared statement of Mr. Farnsworth follows:]
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Good afternoon, Mr, Chairman, Mr. Ranking Member, and Members. It is a privilege to appear
before you again. 1 am pleased to offer testimony on North American energy independence and the
importance of Mexico’s ongoing reform cfforts. Thank you for the opportunity to join this timely
and important hearing,

As I sugpested during oversight testimony in February before this Subcommittee, our most
immediate neighbors have the greatest impact on our strategic interests. 1t is significant and
conscquential that we have a northern neighbor, Canada, which is both our top trade partner and
top energy supplier, and which is stalwart in working with us to address the toughest global issues.
Our southern neighbor, Mexico, is our sccond largest export market and also third largest energy
supplier. ‘Logether, the three nations of North America are quickly becoming a fully integrated
production platform, with tightly-knit supply chains and ever-decpening commercial tics. As China
and others have emerged to challenge the pre-existing global economic order, the ties that bind us
within North America have created cconomic cfficiencics, built competitivencss, and directly
contributed to the economic growth that our citizens both desire and deserve.

Access to affordable, stable encrgy supplics has been a fundamental driver of strategic U.S. policy on
a bipartisan basis at least since the 1930°s. Actions that the three North American governments take
to increase regional energy integration contribute meaningfully to support and expand our
competitiveness in 4 manner consistent with U.S. interests. Mexico’s decision to open its energy
markets and link them more closcly to its North American neighbors is therefore a historic and
meaningful action for Mexico itself as well as a strategically important step for the entire community
of North Amcrica.
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Mexico’s Energy Reforms are 'l ransformational

It would be difficult to overestimate the importance of Mexico’s potentially transformational energy
reforms, once fully implemented. The Mexican energy scetor 1s historically quite sensitive politically.
Itwas closed to foreign investors for over 75 years. 'Lhe sector would benefit from additional
technology, management expertise, and capital to address production declines and high costs, which
are a drag on competitiveness and economic performance.

Since 2013, the Pefia Nieto administration has been working to address this, passing and now
beginning to implement legislation allowing for private participation in both the oil and gas and also
power generation scctors. At the same time, the government has expressed awareness of the need
for full transparency in the reform and bidding process in order to build broad public faith that the
final outcome will be fair and free from corruption and swectheart dealing, This is a critical point,
upon which the sustainability of the entire reform effort ultimately depends.

Since the beginning of the reform effort, the price of crude has fallen approximately 50 percent,
which impacts investment decisions particularly in scctors as capital intensive as energy. Investors
become mare sclective and the quality of investment opportunitics becomes paramount. There
have also been recent setbacks regarding the rule of law in Mexico, notably the mid-July escape from
prison of Joaquin “Fl Chapo” Guzman. While not directly related to the encrgy scctor, this docs
play into a narrative concerning the risks of doing business in Mexico with a particular focus on
corruption and the rule of law.

Taken together, these data points have led some observers to turn more bearish on Mexico’s cnergy
prospects. Some of these issues may have been in play on July 15 tor Mexico’s first round of
investor bidding, in which only two of 14 blocks offered to investors were awarded. But 1would
submit that this focus misses the bigger picture.

Investment Decisions for the Longer Run

The first bidding round featured marginal shallow water blocks, with prices arbitrarily sct by the
government. l'uture auctions will feature more attractive deep water and onshore unconventional
shale oil and gas blocks. T.essons learned from the first auction on pricing and other matters will
also be applied to later rounds. As well, on a comparative basis globally, additional investment
blocks arc larger and potentially more significant than thosc available clsewhere in the world.

Tnvestor interest in the deep water reservoirs of the Gulf of Mexico and unconventional shale oil
and gas in the Eagle Ford shale in the Burgos Busin is high. Mexico’s shale reserves are the sixth
largest in the world, according to the U.S. Linergy Information Administration, overlapping with
shale resources in southern Texas. Just as the shale revolution increased U.S. oil production by
more than 55 percent, the application of new technology, capital, and best management practices
could catalyze a similar jump in oil and gas production in Mexico.

Temporary sct-backs aside, Mexico’s energy reform cftorts arc a broader play which will continue to
atfract interest.

Counicil of the Americas
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Power Generation and the Environment

While most attention has been on the oil and gas scctor, power generation is also being liberalized,
and this may prove to be an even bigger story because the cost of electricity in Mexico is well above
global rates. ‘This raises overall production costs making Mexico less attractive in manufacturing and
other activities, while also reducing disposable income available to consumers who might otherwise
reallocate their spending. While previously only the Federal Electricity Commission (CFE) was
allowed to generate electricity, the sector is now opening to private investors. Overall, energy
infrastructure must be upgraded, including pipelines, rail, waterways, and transmission lines, among
others, and CFR recently announced that it would tender projects for close to $10 billion. As
investment increases and prices go down, Mexico will become more competitive as resources are

directed toward more cfficient and productive uscs.

Power generation reforms also directly impact broader issucs, in particular the environment and
global climate change. Updating infrastructure allows for more efficient power generation, utilizing
cleancr and more renewable fuel inputs. Of coursc, conscrvation is the cleancst and most cost-
cffective fuel available, and should be actively promoted in addition to efficiencics. Beyond this,
Mexico’s reforms promote renewable energy development, and investors have shown a keen inferest
in accessing this market, especially wind, solar, and geothermal. Regulations are sound and provide a
clear framework for investment so long as targets are flexible. As well, clean energy targets can
contribute to overall cnergy targets, both on a North American and a sub-regional basis.

Mexico’s Retorms Positively Impact North America

The success of Mexico’s energy reforms is important for the United States and for North America
broadly. The North American production platform is already integrating content produced across
borders: some 40 percent of the content of goods exported to the United States from Mexico is
originally U.S. content. T'rom Canada, the figure is 25 percent. T'rom China, it is merely four
pereent.

Actions which contribute to Mexican competitiveness can therefore help to increase our own
economic well-being. Tn particular, investment restrictions to date mean that natural gas in Mexico
is more expensive than in the United States, increasing production costs in sectors that use gas as a
feedstock such as chemicals as well as in all sectors that draw from the power grid. This reduces
manufacturing competitiveness. (as imports from the United States have helped, although inbound
pipclines arc functioning at capacity. More could be constructed, but a better solution would be to
develop Mexico’s own energy resources, which reforms are intended to do. Substituting cleaner
fuels such as gas for diesel would also support national and regional environmental targets. Qnce
tully implemented, prices would fall and the North American manutacturing platform would
become more competitive vis-a-vis global production centers such as China and Europe.

Counicil of the Americas
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dhe LS. Role

In support of Mexico’s reforms, the United States has an important role to play. In the first
instance, Congress could strengthen ULS.-Mexico energy relations by lifting crude oil export
restrictions toward a proposed swap between Mexico and the United States, a procedure already
allowed with Canada. Mexico would supply heavy crude in exchange for U.S. light sweet crude to
best take advantage of refining capacity. Not only would the swap be a welcome move toward
dropping the U.S. crude oil export ban, but, symbolically, would provide Mexico similar treatment as
our other NAFTA partner.

More broadly, regional energy integration must be a priority not an afterthought, underlining an
intentional drive for economic expansion. Within this construct, regulatory alignment is critical,
infrastructure must be upgraded, investment climate issucs including an ecmphasis on workforce
development should be addressed, and joint research and development projects expeditiously
putsucd.

Finally, in the run up to the Paris meetings in December, a regional approach to climate change
issucs would be uscful and should be pursued as a means to engage the global dialogue. Tn March,
the United States and Mexico released a joint statement on climate cooperation, launching a clean
cnergy and climate task force. Tn May, North America’s energy ministers cstablished a working
group seeking to harmonize relevant regulations.

These are solid steps. More can be done. The key to this overall agenda is the successtul
implementation of Mexico’s liberalizing reforms. It is manifestly in our own interests that the

Mexican people succeed. We should assist the process where appropriate and wherever we can.

Tlook forward to your questions.

Counicil of the Americas
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Mr. DUNcAN. I want to thank the panelists. Great testimony.
Very informative.

In looking at the Financial Times blog, it says that in the press
conference following the 15 July lease sale auction,

“In the press conference after the ceremony, government offi-
cials blamed the results on the current low price of oil and on
the fact that many companies were ‘learning the process.” But
it was clear that officials were deeply disheartened by the out-
come.”

So I am going to ask each one of you, how would you interpret
the results of the first public bidding event? You all touched on
that again, but just elaborate a little bit. I will start with Ambas-
sador Pascual.

Mr. PAscUAL. Chairman, one of the critical issues is for Mexico
to put its offerings on the international market on a competitive
basis. The fields that they were offering were relatively small. The
contract length and period of time was relatively limited, 4 years
plus 2 years. Companies had given them some input that they
needed a longer period of time.

There are questions about the fiscal terms. And one of the chal-
lenges for Mexico is that historically they have operated on the
basis of Pemex estimates of production costs, which generally have
been lower than international perceptions of what costs would be.
When you begin with that as a basis and you put a tax structure
on top of that and you get the base wrong, then you have a real
impact on the fiscal terms.

And so in the end, when companies had to come back and make
an assessment of what was competitive in a Mexican environment,
the relatively small fields and shallow-water exploration didn’t
make the kind of threshold for them to be able to bid in the current
kind of price environment.

This is an issue that we have begun discussing with the Mexican
Government. I think they are aware of many of the factors. They
are looking carefully at what the lessons are that they could apply
to the future, including the contract terms, the field sizes, the fiscal
competitiveness.

It is not a situation that can’t be reversed. It can be dealt with.
But it is an issue that points to one very fundamental point, that
if you are going to succeed in this current environment, that inves-
tors are going to have to find a return on investment that is com-
parable or competitive with other parts of the world at a point in
time when prices are low and capital expenditures are being cut.

Mr. DUNCAN. So what I am hearing you say—and 1 will follow
up with something Eric said as well—so the Mexican Government
really may have been disappointed in the price, but they didn’t
think about the factors that a private company would factor into
their bid on what their production costs would be and exploration
costs. And on the other side is, these weren’t real attractive pieces
of the puzzle. You have small areas and onshore, shallow water,
onshore.

But as Eric was saying, there are some more attractive leases
and properties in the future coming down the pipe. So that pro-
vides me with optimism. And that kind of sums it up.
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Dr. Tunstall, I will give you a chance.

Mr. TUNSTALL. Just briefly, I agree with the Ambassador’s re-
marks. I have to say, though, that this first round was very much
of a disappointment. Half of the blocks didn’t even receive a bid at
all.

Now, I think part of the problem is that the Mexican Govern-
ment is stuck in the mindset when the legislation was passed, oil
was selling for $100 a barrel. It is not anymore. And the cost struc-
tures associated with development in Mexico are even more critical
than ever because the energy companies are going to be reluctant
to make an investment if they don’t feel good about their ability
to make money. And they have really got to push their costs down
at $50 a barrel to make that happen.

Mr. DUNCAN. Right.

Doctor.

Mr. PAYAN. Yeah. I think this points to the—although I agree
with those remarks in terms of the financial structure of incentives
in this particular bidding—however, I think it shows, again, the ar-
gument that I made that the Mexican Government intends to care-
fully manage this to its advantage. It wants to limit profits, it
wants to carefully manage the opening, it wants to direct invest-
ment in certain ways, and I think it will prove true in the next
rounds as well. They are going to try to very carefully manage that
to improve and increase their revenue.

Mr. DUNCAN. Right.

Mr. Farnsworth.

Mr. FARNSWORTH. Well, very quickly, just to add a couple things.
If you are going to have a failure, it is best to have it on marginal
properties that are relatively small and not the most attractive
ones in the deep water later on. So some of this is kind of working
out the kinks in a process. And I think there is a lot of learning
that has to occur and is occurring already, number one.

Number two, I think, according to all observers, this was a proc-
ess that was run openly, transparently, fairly. It was done in a way
that it was intended to do. So that is a real success because it is
the first time, somebody was mentioning, since 1938. So there is
not a lot of track record here. That is an important point, I believe.

And I think the final thing that I would say is that as the auc-
tions are going forward some of the terms could very well be ad-
justed. And this is a global marketplace, and companies that they
are dealing with are global operators, and there is a constant dia-
logue back and forth.

So, again, it is a bit of a learning process. And to the extent that
some of these fields do come online and do begin to produce and
do begin to return benefits to the Mexican people, that will then
play into the idea too that there are real benefits to this in terms
of the deep water, in terms of some of the other plays. Those are
longer-dispersing fields, and therefore the benefits to the Mexican
people wouldn’t accrue until later down the road, several years.

And so it may have been a tactical decision to try to have the
success, even knowing that not all of the fields would be purchased
in the way that they wanted them to be. But nonetheless, they had
the opportunity to bring some of those benefits back to the Mexican
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people in a relatively quick timeframe, compared to what some of
the other fields might yield.

Mr. DuNCAN. Thank you all.

I am out of time. I will say this. Before Congress, I was an auc-
tioneer and that was my business, and maybe we will go down to
Mexico and teach them a little bit about the auction business.

With that, I will turn to the ranking member.

Mr. SIRES. I don’t know about that.

You know, as I sit here and listen to you, all of your comments,
I was struck by what you said, Dr. Payan. I mean, you worry about
security, you worry about the government, you worry about corrup-
tion, you worry about the courts. Why would I invest, you know,
if the situation is so bad? And if I have a dispute, I have got to
go to the courts in Mexico to resolve it? I mean, to me that doesn’t
sound very attractive, especially when there is such a glut of oil
throughout the world and capital investment, it is not there.

So I think that by all accounts this July 15 bidding was basically
a failure. I mean, they put out some oil fields that weren’t very
good, but nobody seemed to be really interested. I can’t imagine if
you are going to put a real productive piece of property out there
for people to invest that friends of the government, if there is so
much corruption, are not going to suck it up.

So if I am looking from the outside in, I would be very wary. I
would wait 10, 15 years to see where this whole thing goes, espe-
cially now that there is such a glut of oil and prices are low basi-
cally. Maybe my observation is wrong, but

Mr. PAYAN. I personally think that there is a lot of money to be
made in Mexico. Obviously, this is a historic opening. There will be
opportunities there. Mexico needs both capital and the technology
to develop, and so there will be money to go around for everybody.
I think in the long term this will happen. But I do think that the
Mexican Government has tried to cap the profits on top of a very
difficult situation.

And we also have to think about different players in the sector.
The I0Cs who will be operating in the Gulf will have a lot less
trouble in the next rounds. They will probably be very successful.
They don’t have to deal with the situation on the ground.

The worry is that if the shale, the more unconventional investors
eventually roll into Mexico, they are going to face a more difficult
situation on these onshore projects. They are going to have to face
a country where 51 percent of the property is still communally
owned, either indigenous lands or farmers and ranchers that own
the land communally. They are going to face organized crime
groups that are not under the control of the government. They are
going to face a government that is going to essentially want to hold
them to the Mexican court system.

So those definitely will stay away unless the terms are really
very, very good, commensurate with the risk. So it depends on the
kinds of companies and the kinds of onshore, offshore types of in-
vestments. But it is a worrisome scenario.

Mr. SIRES. Ambassador, am I wrong?

Mr. PAscUAL. I think, Congressman, one of the points that you
are making is critically important, that for Mexico to succeed it has
to understand what it looks like from the outside looking in. And
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in that sense, one has to ask, what looks competitive? What does
my business climate look like? What does the security environment
look like?

I think it is also important to put it in the context that Mexico
is one of the G20 countries. It is a member of the OECD. It is part
of North America. It has a market economy. It has a democratic
systledm. It is next to one of the largest consumer markets in the
world.

And when you look at the willingness of energy companies to in-
vest in places like Iraq and Nigeria, this is a night-and-day dif-
ference. There is no other country in the world that is offering new
hydrocarbon resources that has the fundamental positive aspects
that Mexico has to put on the table. So if it can create the right
kind of business and security climate around it, it can succeed.

There are challenges. There are important issues to work
through. But I think that the foundation that is there is one that
we can build on, that Mexico can build on, and that it is in our self-
interest. Because if you look at it from the perspective, and it really
is at the foundation of this hearing, if you ask the question, what
does North America get out of this, what are the security and the
strategic stakes, If you think about the difference of having a foun-
dation for global energy security coming out of a base of North
America with Mexico as part of that, it is a question of funda-
mental strategic importance.

So in that sense, I think it just reinforces the importance of
maintaining that perspective of what can be done and working
with Mexico to act on the very concrete and specific measures that
it can take to actually make it attractive to come and invest.

Mr. SIRES. Doctor.

Mr. TUNSTALL. I think it is important to note that the landscape
in Mexico is different than the U.S. And one thing that is often not
well understood is that the U.S. is a little unique in terms of land-
ownership rights. This is one of the few, perhaps not the only, but
very few countries in the world allow private individuals to own
the mineral rights as well as the surface rights.

So the communal farms, the ejidos that were alluded to earlier,
are definitely going to be an issue. The energy companies and the
government are going to have to be sure that they provide incen-
tives for the landowners for the onshore development so that they
are receptive to the prospect of oil exploration.

But I think it is also an opportunity. As I said, there are a lot
of infrastructure issues in northern Mexico and northeast Mexico
where the shale is, and if this can be used much as the way it has
been in south Texas as an opportunity to provide a foundation of
various types of infrastructure to support not only the oil and gas
industry but other types of economic development, then it could
transform the country significantly. And the upside, the prize on
the other side, if you will, is very substantial.

Mr. SIReS. Mr. Farnsworth.

Mr. FARNSWORTH. Well, much has already been said, so I won't
reprise that. I would simply say that the companies will have to
make their own individual determinations.

But the positive I think that we can take out of this is that the
Mexican Government understands this is the crown jewel of their
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reform effort. They know that this has to go well. They know that
it has to succeed.

They have qualified, talented managers in the leadership role.
They are aware of the outside perceptions in terms of the previous
attempts. Telmex was mentioned, some of these other attempts in
previous governments. But they are aware of the importance of
this, and I think they are dedicated to trying to make sure that it
succeeds.

The question is, do they have the capacity then to build from
what was clearly a learning experience in this first round to take
that and integrate it into future rounds? And that just remains to
be seen. And based on what actually occurs, then, as I mentioned,
companies will make their own individual determinations if they
want to participate.

Mr. SIrRES. Thank you very much.

Thank you, Mr. Chairman.

Mr. DUNCAN. You are welcome.

The chair will now go to the chairman of the Homeland Security
Committee, Mr. McCaul from Texas.

Mr. McCAUL. I thank the chairman for holding this hearing. I
live in Texas. Very important issue.

Dr. Payan, good to see you again.

And, Mr. Farnsworth, I think the last time I saw you was at the
IPG.

I am also the chair of U.S.-Mexico Interparliamentary Group, so
this was kind of one of the central issues of the discussion between
the Mexican Congress and the United States Congress. We also in-
vited the Canadians on the third day to talk about a northern
American energy alliance to get off of this Middle East dependency,
which drives our foreign policy in a bad way.

And there is a lot of optimism. And, quite frankly, the Pemex re-
form itself, I think, was one of the biggest, most monumental polit-
ical achievements I have seen in recent times in Mexico, to be able
to achieve that. And so there was great optimism. They are bring-
ing all three parties together, although at the last minute the PRD
had some dissension. But we had great optimism.

Then the price of oil kind of dropped. I had Chevron in my dis-
trict lay off employees just today, I found out. And, I guess, there
are multiple factors here, but I think, as all the witnesses have
talked about, Mexico is sitting on a major natural resource, both
offshore and onshore.

But, Dr. Payan, I think as you mentioned, I think with respect—
and the Ambassador made a good point—they are not looking out-
side in. How do the outside energy companies view this from a
profit margin standpoint?

And given the way they have implemented this, it sounds like,
with more uncertainty, not certainty, given the corruption that you
have talked about, Dr. Payan, which we know has always been an
issue in Mexico, and many other countries for that matter, I would
rather see us develop resources in Mexico than in Yemen where it
ii QaAII(’)t more hostile with the terrorists, with the Houthis and the

But I think the rule of law, Tony Garza wrote a good piece on
this, Ambassador Garza, the other day. We got El Chapo Guzman
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escaping out of prison and that doesn’t comfort companies as well.

But I will say, these energy companies know how to do business

hn pretty rough spots, Algeria, Yemen, and others. So it can be
one.

Frankly, I knew that northern Mexico would be more difficult on
land because that is where the drug cartels are, and we talked
about this, but honestly, I really thought the offshore would be
kind of easy, low-hanging fruit. And what we saw were that it has
got the six largest offshore reserves in the world, and yet just 2 of
the 14 blocks even received bids.

What would be your recommendation to, when we meet with the
Mexican Congress, as to what they need to be doing a little dif-
ferently to change that dynamic? Because that number, I figured
the shale—and Dr. Tunstall, you know that we have been blessed
in Texas with the amount of shale discovery, but with the price
dropping that has been an issue. But what advice would you give
them to turn particularly the offshore one around from just receiv-
ing 2 of the 14 blocks receiving bids?

Maybe I will just go through each of the witnesses.

Mr. PAscUAL. Congressman, I was in the 2010 parliamentary ex-
change with Mexico, and at that point in time the word “energy”
couldn’t have been mentioned. And the fact that we are at a point
in time when so much has changed, legally, constitutionally in
Mexico and creating the foundation for that, I think sometimes it
is important to recognize how quickly this has happened in a price
environment that has been harsher and more intense than anybody
anywhere in the world could have imagined beforehand. And I
think that is just a key factor to keep in mind.

And so when talking with Mexican parliamentarians, I do think
it is a critical issue to keep bringing back to the table, as Congress-
man Sires said. You have to understand what the global context
and environment is and what does it look like to the rest of the
world. And so reinforcing that point, I think, is absolutely key be-
cause the global market has become a lot more challenging.

The second thing I think that is important is to recognize that
selling assets at a competitive basis internationally is not giving
away a national resource. It is actually building the national re-
source. There is still a latent concern that that national patrimony
will be given away.

And what needs to be factored into the equation, and it builds
on to what Dr. Payan said, is that through that investment you are
creating and expanding an asset. You are creating the ability to
produce something which is going to create economic growth and
which you are going to be able to export.

And so in this context, we actually have the opportunity to work
together. American companies, Mexican companies, other inter-
national players, but financial institutions as well. And so how do
we work together to create the environment that is a win-win for
Mexico, the United States, and the international community?

And in keeping the Mexican Congress on that higher plane, rec-
ognizing that they are doing something which is good for Mexico,
the Mexican people, and not giving away Mexican assets is going
to give the government the kind of space they need to be able to
look strategically and tactically at these issues and make some of
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the kind of surgical changes that are necessary to improve the com-
petitive bid terms.

Mr. McCAuUL. Right. And T am concerned if this is viewed as a
failure on the part of the Mexican people, that there are parties,
and I won’t name, we all know which party, will exploit that for
political purposes and then reverse the course of all the gains that
they have made, I think, to go in the right direction.

But, Dr. Tunstall.

Mr. TUNSTALL. And it is important to note that while the legisla-
tion that was passed and the secondary laws that have been ap-
proved was a significant undertaking in and of itself, the real
legwork is going to occur in the implementation. And so I would
say that in a lot of ways the ultimate success of energy reform in
Mexico is by no means assured, and implementation will be key.

But just the briefest possible response to what they need to do
to make these auctions a success is to make the terms more attrac-
tive. And they clearly were not attractive to the energy companies,
and that is going to have to change. And hopefully that mindset
can be changed in Mexico with the key officials that make those
decisions.

Mr. McCAuUL. Thank you.

Dr. Payan.

Mr. PAYAN. Thank you, Congressman McCaul. It is a pleasure to
see you again.

Let me just say something that I think has to be recommended
to the Mexican Legislature that I think it is important to consider.
Driving this vehicle of energy reform is the Treasury Department
in Mexico. They determine a lot of the terms and conditions of the
contracts and the profit and the capping of the profits. They need
to step away. The law needs to be changed so that it is the techni-
cians, CNH, the Hydrocarbons Commission, that makes the deci-
sions.

Another particular seat is occupied by the Secretary of Energy.
I don’t think the Secretary of Energy has any business in doing
this. They have to plan and think about the future of the energy
in the country.

But to me the fact that the number one actor on this whole sce-
nario is the Treasury Department, specifically Mr. Videgaray and
his shop, it means that it is all about revenue. It is all about the
Mexican Government trying to get the most out of these companies,
get them to invest, and get the most out of it and cap what they
can do. They need to let the market work. They need to really,
truly change the entire structure of the agencies that are leading
this process.

And I want to reiterate something you said because I think it is
really very important. They also need to legislate property rights
into this. They essentially ran over landowners. In Mexico, I know
Article 27 in the Constitution clearly says that you own the use of
the land, but you are not really the owner of the land and certainly
not the owner of the minerals in the land. And there is a certain
amount of profits from the bottom line capped for landowners, and
they will be forced to negotiate. And if they don’t negotiate with en-
ergy companies, landowners will be forced to cede the land in ser-
vitude.
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Well, I think this is inappropriate. They need to really, truly re-
spect landownership and the rights of these owners, and they need
to compensate them duly for ceding their land, selling it, or for par-
ticipating in the particular projects. They need to give them pri-
ority.

If energy reform fails—and Mexico has not been the most suc-
cessful country when it comes to privatization because it has a his-
tory of monopolies after privatization. And this will be an oppor-
tunity, a political opportunity for that 33 percent of Mexicans who
are very angry about this. And in the plurality system in Mexico,
33 percent is enough to win an election. And we know that there
are political parties that can come together and could potentially
win an election in 2018, and then there will be a lot of uncertainty,
even for those contracts that will have already been concluded.

Mr. McCAuL. That is my concern as well. I have met with some
of those parties in my office and you can already see them ginning
up this argument.

May I ask Mr. Farnsworth as well?

Mr. FARNSWORTH. Just very quickly. And first of all, let me
thank you for your leadership, Mr. Chairman, on these issues, and
they are making a meaningful contribution.

You know, nothing succeeds in my view like success. And work-
ing together, the two legislatures, just like the two governments,
we are feeling each other out a little bit, we are learning each other
in terms of how each party does their business, and I think that
is appropriate.

But I think there are ways to collaborate, for example, on joint
research and development projects toward common goals that will
benefit the North American community. And by the way, let’s bring
Canada into this as well. Canada has great expertise on a number
of these issues.

Let’s work together, as mentioned already by one of the panel-
ists, in terms of Central America, the export of natural gas, and
in the Caribbean Basin where the energy resources are generally
not very clean, they are highly expensive, and in many of the coun-
tries are actually dependent on countries that aren’t favorable to-
ward the United States. So the energy diplomacy angle could be an
area of cooperation as well.

We could think in terms of joint recognition of licenses, for exam-
ple, welders. I mean, welding is a skill that is transferrable. You
can be licensed in Mexico, but you can’t practice in the United
States. Why does that matter? It matters because in an industry
as integrated as energy you have to be able to deploy your re-
sources in a way that is most effective in terms of developing the
business and the industry.

So these are some things that maybe aren’t highly political nec-
essarily, but they are important, and they help develop a growing
consciousness on a bilateral and trilateral agenda.

Mr. McCAUL. Good recommendations.

Thank you, Mr. Chairman.

Mr. DUNCAN. When your chairman on another committee needs
a little more time, you kind of let him have that and ask him to
remember that down the road.

Mr. Yoho from Florida.
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Mr. YoHo. I wasn’t going to say anything about that.

I appreciate you all being here, and you guys covered pretty
much all my questions.

Dr. Payan, you were talking about the drug cartels, the corrup-
tion and all that. And I don’t want to beat a dead horse, but I am
a veterinarian so I probably have more right to than you guys.

Where would you start, if you were going to counsel the Mexican
Government, if they came to you and said, “What would you do?
What would you tell us we need to fix first? Do we need to go after
the rule of law, property rights, things like that, go after the cor-
ruption or go after the drug cartel?” What would you say would be
the most important thing to have that perception going out to a
company that wants to invest into Mexico, into the energy market.

Mr. PavaN. Thank you, Mr. Yoho. I am going to answer your
question and direct my comments also to Congressman McCaul, be-
cause he and I have talked about this before, both in Houston and
here in Washington.

Look, the rule of law is very weak in Mexico. This is a major
problem. And I think that the Merida Initiative, which focused al-
most exclusively on fighting the cartels and strengthening the po-
lice, arming the police—a lot of it was in terms of—was granted to
Mexico to arm the military and the police—has worked to some ex-
tent, but then it had the consequence of polarizing organized crime
in Mexico, and you have a much more chaotic and difficult land-
scape.

Mr. YoHO. About 60 to 80 groups, you were saying?

Mr. PAYAN. Sixty to 80 groups operating throughout the country
in very difficult conditions, and you don’t know who is who, who
is allied with whom, and who is doing what.

And the corruption of the police in Mexico seems to have been
exacerbated, even worse now than it used to be, because the large
cartels used to corrupt specific police forces that they needed. You
now have a lot of different groups corrupting different bodies.

And so I think the Merida Initiative needs to be expanded, and
Mexico needs to be pushed into judicial reform, to finish imple-
menting judicial reform. I don’t think it will be ready by 2016, as
they promised. It needs to be pushed in terms of cleaning out the
election process. I think the elections in Mexico are not fair and are
not even. I would not think that Mexico is a democracy, a full de-
veloped democracy in that sense.

So we need to include those efforts in any future negotiations
with Mexico, and of course institutional strengthening. So we need
to pay attention to the police system, the judiciary system.

And then get the military off the streets. The latest reports of the
military in Mexico firing on civilians in the State of Mexico, in the
State of Michoacan are not good. And the military does not want
to be held accountable, and Mr. Pena has essentially defended the
military, even as they fire against civilians.

This is not looking very good, and it brings a lot of uncertainty.
I think it is time to engage Mexico on a broader dialogue about its
institutions’ corruption.

And one more thing to finish. A lot of governors and mayors in
Mexico are extremely corrupt and are waiting for the opportunity
to take advantage of this opening to enrich themselves by creating
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partnerships. Unfortunately, we contribute to that because the
United States becomes the place where many of these corrupt poli-
ticians launder money, they buy apartments in cities, they invest
in the United States, they keep their money in bank accounts as
much as the bad guys.

And so I think that we need to engage the financial system to
deprive both the bad guys, but also corrupt politicians and deny
them access to the United States and deny them access to the
American financial system. We need to get into that.

Mr. YoHo. I appreciate that.

Dr. Tunstall, do you think it would be possible, if we made a con-
sortium of sorts between Mexico, the U.S., and Canada, that we
could have a strong enough force that we could stabilize oil price
outside of the Middle East with the production that we could
produce?

Mr. TUNSTALL. Well, the question I often get asked is—well, first
people often ask, will all of the shale oil production? Because we
have gone from producing 5 million barrels a day in the U.S. to
north of 9 million barrels per day. And they ask about U.S. energy
independence. And the reality is we consume, what, 18 million bar-
rels per pay?

Mr. YoHo. Eighteen to 20.

Mr. TUNSTALL. So the United States alone can’t produce enough
oil to service its own needs, but if you factor in Mexico and Can-
ada—and Canada, by the way, has the third-largest oil reserves in
the world, 175 billion barrels, second only to Saudi Arabia and
Venezuela, I believe.

So the three together, which is where the Keystone XL comes
into play, I think could constitute certainly independence. Now, as
far as controlling the price, that is kind of a different. I mean, oil
is one of the few commodities any of us or anyone presumes to be
able to control the price of.

Mr. YoHo. Well, not so much control the price, but stabilize the
price; and not so much energy independent, but energy security for
this Nation or for the North American region, so that we are not
beholden to a Middle Eastern, the exports coming in and the spikes
that we had before.

And if we could come together and had that consortium, that
would help Mexico, I would think, project. Because what I see, it
looks like short-term projection down there. We are going to open
up these leases and hope for the best. And you have got round one
that was a disaster, it sounds like. But if we say we have got a 15-
, 20-year plan and this is what we are going to do, these reforms
are going in.

And that is why I asked you, reform one, two, three, four, and
they are on a timeline, and we are projecting out 50 years, it would
bring stability to that. And then it would tell the rest of the world
these guys are working together and they are going to bring a sta-
ble supply of oil to the world that is going to bring stability and
more security to freedom-loving countries like ours.

Mr. TUNSTALL. I think that is a real prospect.

And another twist on the shale development that isn’t nec-
essarily understood yet at this point is the fact that it is a new
technology. These unconventional techniques are still in many
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ways in their infancy. They haven’t applied Big Data, logistical
techniques, other seismic imaging. There is a whole host of things
that have yet to be sort of perfected, if you will.

There is one school of thought that suggests that in the next few
years shale development in the U.S. Will get so cost competitive
that we might actually be able to compete head on with Saudi Ara-
bia in terms of cost per barrel to bring a barrel of oil out of the
ground.

So there are a lot of things that are underway that bode well for
that scenario.

Mr. YoHO. We are hoping to create the demand, because we are
going to introduce a Caribbean crude export ban lift just for the
Caribbean Basin and Mexico for the exports of petroleum products
and increase that demand so it will increase more people hoping,
wanting to explore and develop.

Mr. Chairman, I yield back, and I appreciate it. Thank you.

Mr. DUNCAN. You saw the conversation up here. They are getting
ready to call votes any second now. So I am going to go ahead and
wrap up. I have some more questions. We may submit those in
writing.

Your testimony covered a lot of what the questions I had were.
So I want to thank you for your valuable testimony.

I heard today words like opportunity and optimism, and I think
that sums up what I see happening in Mexico. There is a heck of
a lot of opportunity. Mexico can get this right. Private investment
can get involved. We can have rule of law that secures the invest-
ment.

I talked earlier about North American energy independence, but
I honestly like to think in much broader terms of hemispheric en-
ergy independence and Mexico playing a big part, Venezuela oil
coming online, U.S., Canada, Mexico, U.S. gas. If you think about
providing Central America with natural gas, maybe through Pan-
ama, but Venezuelan and Mexican oil and U.S. Oil providing the
needs for Colombia, Paraguay, Chile, and really all throughout the
region, opportunity gets to be a much bigger word.

So I want to thank the gentlemen. I look forward to working
with you as we move forward to pursue this. I want to thank the
ranking member.

And with that, we will stand adjourned.

[Whereupon, at 3:37 p.m., the committee was adjourned.]
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Honorable Jeff Duncan, Chairman Honorable Albio Sires, Ranking Member
Subcommittee on the Western Hemisphere Subcommittee on the Western Hemisphere
House Committee on Foreign Affairs House Committee on Foreign Affairs

U.S. House of Representatives U.S. House of Representatives

2170 Rayburn House Office Building 2170 Rayburn House Office Building
Washington, DC 20515 Washington, DC 20515

Re:  Subcommittee Hearing
“Pursuing North American Energy Independence: Mexico’s Energy Reforms”
July 23,2015

Dear Chairman Duncan and Ranking Member Sires:

On behalf of the members of the Committee on Pipe and Tube Imports (CPTI), a trade
association comprised of 47 U.S. steel pipe, tube and fittings producers, accounting for the
majority of U.S. production of these products, we provide these comments for the record in
conjunction with today’s subcommittee hearing.

The CPTT has served its members for over three decades and has served as the industry’s
voice on trade and competitiveness issues in Congress. Today, the industry continues to advocate
for a fair and open market in which to compete. While the industry has directed its efforts to
challenge unfairly traded imports, we are also major exporters of these products, approximately
$2 billion annually, to other countries including our NAFTA country partners.

We understand that today’s hearing will explore the topic of North American energy
independence with a focus on Mexico’s energy reforms. A significant number of our members
make an array of energy tubular products that are used by the energy sector. These companies
include manufacturers of welded large diameter steel line pipe. This product is used in pipelines.
Our members are prepared to compete for new opportunities abroad and are interested in
supplying steel pipe for future pipeline projects in Mexico. In fact, our association was one of the
early supporters of NAFTA and worked closely with the U.S. Government on procurement
provisions which would ensure the opening of the Mexican market to American steel products.
Unfortunately the past two decades have provided few tangible results for the domestic industry.
Instead we understand that the Mexican Government has announced new policies that will result
in the restriction of steel products into the country.

AN ASSOCIATION OF UNITED STATES PIPE, TUBE, AND FITTINGS PRODUCERS
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We believe that the expansion of Mexico’s energy sector should provide U.S. producers
with an opportunity to compete for future energy projects. In fact, NAFTA partners should all
benefit from these opportunities.

Tn 2013, we learned that Mexico would launch a new procurement program that would
implement a “Buy Mexican” procurement program that would cover sourcing of steel products
for energy projects. In fact, Petroleos Mexicanos (PEMEX), Mexico’s state-owned oil company
announced its multi-billion dollar agreement to buy only locally produced Mexican steel
products. The CPTI responded to this announcement by writing to U.S. Trade Representative
Michael Froman on November 25, 2013, The CPTI specifically explained that this program
would be a flagrant violation of Mexico’s NAFTA commitments and asked the U.S. Government
to seek clarification of this matter with the Mexican government. To date, no response was
received and now two years later we have learned that Mexico is taking further steps to create
barriers.

In 2014, the Mexican government announced the filing of antidumping cases against U.S.
producers of large diameter steel line pipe. The petition filed by the only two Mexican producers
of large diameter line pipe even stated that Mexican regulations require that at least 50% of
pipeline pipe be sourced tfrom the Mexican industry. Earlier this month, the Mexican government
announced preliminary dumping findings of 55% against the U.S. companies. U.S. large
diameter line pipe producers are challenging this decision in the pending investigation.

In 2015, our industry worked with U.S. pipeline companies to secure U.S. pipe for future
natural gas pipeline projects in Mexico. There is ample U.S. capacity to serve this market in
Mexico, but recently we have learned that the Mexican government is recommending that only
Mexican steel pipe be used in these projects. If Mexico is indeed adopting new reforms in the
energy sector, they should agree that some of this product can be provided by U.S. suppliers.

Our industry has invested billions of dollars in new facilities to participate in the region’s
energy renaissance. This industry and its employees are prepared to meet these challenges, but
we can only do so if trade is conducted fairly and when markets allow the free flow of goods. We
hope that the Subcommittee will be able to further review the issues we have raised in order to
develop recommendations that will ensure future economic opportunities for the domestic
industry and its workers. Thank you.

Regards,

P \Ttmare { Grosone.
=

Roger B. Schagrin Tamara L. Browne

Executive Director & General Counsel Director of Government Aftairs



