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Abstract: Mexico’s low-carbon technology perspectives show lack of coherence with the rising
ambition in climate change commitments, for which Mexico is internationally praised. The
comparison of two recent energy reforms, corresponding to two administrations, explains this
lack of coherence by, on the one hand, the permanence of a strong climate institutional
framework devised as a means to increase energy security and, on the other hand, the political
commitment to reduce electricity tariffs through the access to low-priced gas in North America.
This paper underscores the political economy trade-offs between the need for a strong climate
commitment that provides a stable long-term energy transition pathway and the political and
economic short-term benefits derived from low electricity tariffs.
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1 Introduction: climate change, energy transition, and energy reform

In the last quarter century, Mexico has undergone a series of major institutional and
technological changes in the power sector. Since the early 1990s, and as in other restructured
markets, Mexico’s power sector has gradually evolved into an open-market regime where natural
gas has gained a dominant market share (Carre6n-Rodriguez et al. 2006; Fuentes and Bowler
2014). During the same period, climate change emerged as a global priority. However, it was not
until the late 2000s that Mexico developed economy-wide mitigation programmes and policies.

Although not having mitigation obligations under the Kyoto Protocol and being responsible for
<2 per cent of global carbon emissions,' even before the 21st Conference of the Parties to the
United Nations Framework Convention on Climate Change (COP21—UNFCCC) in Paris,
Mexico had assumed voluntary commitments to reduce greenhouse gas (GHG) emissions for
2020 and 2050. Besides hosting COP16 in Cancin and helping restore the trust in the
multilateral climate negotiations, Mexico was the only non-Annex I country to have established a
comprehensive climate change law—a far-reaching institutional framework that includes an array
of planning instruments—and submitted five national communications under the convention
(Fekete et al. 2013: 78). It was also the first developing country to present its Intended Nationally
Determined Contribution (INDC; Gobierno de la Republica 2015) with conditional and
unconditional pledges (CAT 2015).

Despite its leadership on climate issues, Mexico’s ambition to promote clean energies is less
certain. By the time the constitutional amendments that reformed the oil and power sector were
enacted (in December 2013), Mexico had already benefited from the investment of a small but
rising private renewable energy industry (IRENA 2015: 14-15). However, observers have noted
the lack of certainty about the role that renewable energy will play in the short- and long-term
development of the power sector. The 21% Century Power Partnership, under the Clean Energy
Ministerial (2015), depicted Mexico’s type of process as ‘restructuring’, committing to deep
transformation of the power sector structure, but with a limited or average approach regarding
the ambition for clean power transition. Power sector reform is still centred on a large-scale,
centralized, fossil fuel-based generation model, with moderate commitments to increased shares
of variable renewable energy (Zinaman et al. 2015). Veysey et al. (2015) concluded that achieving
Mexico’s long-term climate change mitigation goals would require the power sector to become
virtually zero emissions by 2050. This entails a very clear plan on how current investment
choices will affect long-term options for mitigation.

Mexico’s decreasing power sector emission intensity, from 0.608 to 0.499 tCO,e/MWh between
2003 and 2013 (SEMARNAT et al. n.d.), contributed to a complacency narrative. Emission
reductions are still primarily driven by a hustle to power Mexico with natural gas, and marginally
by an expansion of wind energy based on ad hoc regulatory benefits rather than a clear, long-
term policy for a robust and diversified portfolio of electricity sources.

The energy reform created a series of mechanisms that could be the basis for potential long term
growth of low-carbon technologies. They include an independent system operator, the binding
character of clean energy obligations and certificates, and long-term auctions for clean energy.
The first of these mechanisms is a key component to the wholesale electricity market, and the

" In 2012, Mexico had the lowest carbon dioxide emissions per capita in the OECD (Ozganization for Economic
Co-operation and Development), with 3.7 tonnes per capita (OECD 2015a).



other two are fundamental policies to contain the costs associated with increasing clean energy
shares.

However, the central energy policy objective of the current administration in Mexico is to lower
power production costs, mainly grasping the benefits of low-cost gas in North America. This
policy objective discouraged the administration from embracing ambitious climate change
mitigation commitments that might increase electricity prices, thus hurting the main support base
of the energy reform coalition—a broad spectrum of industries and businesses eager to access
competitive tariffs.

This paper presents a narrative on the challenges of energy transition policies when fossil fuel
prices remain competitive, a circumstance that could be a regular feature in global energy
markets in the near future. The research shows the changing nature of political commitments
and rationale behind the economics of energy and climate change mitigation goals and their
potential costs. A climate policy devised on the basis of the economic co-benefits could be easily
undermined if these co-benefits become less clear under a power market driven by low fuel
prices. We underscore the link between climate policy and energy reform from the perspective of
energy security. A primary question addressed in this paper is how the price dynamics of natural
gas and the political significance of the shale revolution across the border fed into the
expectation from industries and government in Mexico to deliver low energy costs, thus
exacerbating the existing ambiguity of government climate policies in the electricity sector.

2 Energy transition and climate change agenda as a political necessity (2008—12)
2.1 Race between demand and energy reforms

In the last 30 years, Mexico’s energy consumption has grown steadily, at a rate of about 2 per
cent annually. Fossil fuels represent >92 per cent of the total national energy consumption.
Between 2000 and 2010, electricity generation increased by 33 per cent, the population increased
by ~66 per cent, and the total energy consumption more than doubled whereas electricity
consumption almost tripled. Per capita electricity consumption reached 2 MWh per capita, from
0.9 MWh per capita, as described in detail in Table 1.

Table 1: Key indicators of energy production and demand

1983 2003 2013
National energy consumption (petajoules) 4383.8 7216.9 9011.8
Population (millions) 71.8 104.7 118.4
Energy consumption per capita (gigajoules/person) 61.1 68.9 76.1
Electricity consumption (gigawatt-hour) 61,183.3 176,718.5 235,158.6
Electricity consumption per capita (kilowatt-hour/person) 852.2 1687.5 1986.2
Energy production (petajoules) 8260.0 10,289.4 9020.2
Relation between production and demand 1.9 1.4 1.0

Source: SENER (2015e).

Although the growth in demand comes as no surprise, the pace of Mexico’s energy imports
merits consideration. Through 2011-13) Mexico faced problems with the reliability of and
access to natural gas because of the Mexican oil company Petréleos Mexicanos (PEMEX)
(Auditoria Superior de la Federacién 2014) limited ability to increase gas production and expand
the natural gas pipeline network. Since 2002, the fuel mix for power generation shifted from oil
products to natural gas, which became the main fuel source. The share of natural gas in the total
electricity output increased from 12 per cent in 1990 to over 50 per cent in 2010.

2



In 2013, the difference between the total production of energy and the total internal demand was
almost equal, with a negligible difference as seen in Figure 1. Thirty years ago, in 1983,
production was 90 per cent higher than total demand because domestic sources met
consumption demand and Mexico was already a large crude oil exporter. Wood has remained at
an equivalent rate driven by population growth, but nuclear and modern renewables, including
hydropower, have gained market share. With a modest secular demand growth, significant
inflexion points in energy production and consumption are explained by the dynamics of oil and
gas production, increasing until 2003 and diminishing later on.

Figure 1: Total energy production and internal demand in Mexico (1983-2012)
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Source: Sistema de Informacion Energética (SENER 2015e, retrieved 20 June 2015).

The oil and gas production collapse and subsequent stagnation set the stage for public debates
on the energy sector in Mexico in the decade 2003—13. Also, concerns about the ecological and
economic sustainability of an oil-driven energy sector started to challenge the status quo (Sen
and Upadhyaya 2014).

2.2 Climate change in the context of energy politics

In 1992, the Mexican Congtress approved a sweeping energy reform that defined new areas for
the participation of private investment in power generation in two forms: (i) generation under a
‘maquila’ framework, with the Federal FElectricity Commission (Comision Federal de
Electricidad, CFE) assuming risks for gas distribution and purchasing the production of
electricity at previously agreed rates per megawatt-hour delivered; and (ii) generation for self-
supply (Hernandez 2006). However, from that point on, the political context in Mexico was
quite adverse, frustrating efforts to pass a comprehensive energy reform. In 1999, 2002, and
2008, the presidency submitted three energy reform proposals to the Mexican Congress. The
first two failed, while the third, proposed by President Felipe Calderén (2006—12), was approved,
but only because it was a fairly limited reform that did not change the energy sector profoundly.

The 2008 reform is noteworthy because it was accompanied by two distinctive laws that
determined the first clear political step for clean energy: (1) Law for Sustainable Use of Energy
(Ley para el Aprovechamiento Sustentable de la Energia, LASE) and (ii) Law for the Use of
Renewable Energy and Financing of Energy Transition (Ley para el Aprovechamiento de
Energias Renovables y el Financiamiento de la Transicion Energética, LAERFTE). The laws
shaped a new institution for the promotion of energy efficiency, created a new financial vehicle
for the deployment of energy transition initiatives independent from the state-owned enterprises,



and firmly provided a legal support to many regulatory decisions that could have been contested
by future governments from opposing parties.

In an adverse political context and in the face of rapidly growing energy demand and limited
energy resources, renewable energy and energy efficiency emerged as key elements of the
Calder6n administration’s strategy to achieve Mexico’s energy security and economic
development goals (Gobierno de la Republica 2007). Boosting renewable energies, particularly in
the electricity sector where private investment was partially allowed, became a priority goal in the
Sectorial Energy Programme for 2007—12 (SENER 2007: 6). As the former Minister of Energy
Georgina Kessel stated in 2009, energy security is reinforced by diversifying primary sources and
reducing the uncertainty generated by the volatility of fuel prices (Kessel 2009).

It has been argued that the personal beliefs of President Calderén and a strong sense of global
responsibility drove the dynamic climate agenda that unfolded during his presidency (Torres
2014). After all, Mexico is the second largest GHG emitter in Latin America and ranks 10 among
the world’s highest levels of GHG emissions, excluding land-use change and forestry (World
Resources Institute 2015). It is estimated that 15 per cent of Mexico’s territory, 68 per cent of
the population, and 71 per cent of gross domestic product (GDP) ‘are highly exposed to climate
change risk’ (OECD 2013).> Embracing the fight against climate change could help improve
Mexico’s world image, which had been severely affected by the violence linked to Calderén’s war
against the drug cartels, and could potentially generate concrete benefits, such as financial
resources to support the energy transition, thus explaining Mexico’s strong promotion of the
Green Climate Fund.’

Although all of these factors could have played a role in understanding the wide array of new
institutions for climate policy-making developed during the Calderén administration, they do not
explain the features that became the backbone of his climate policy. Calderén’s power sector
transition policy was a child of necessity and a by-product of the political constraints that
impeded his government from fully opening Mexico’s energy sector to private investment as a
means to achieve the twin goals of energy security and economic growth. Climate change
mitigation was not a primary goal, but rather, as Fekete et al. have argued, ‘a secondary political
goal’ that opened up ‘new potentials to achieve other primary development goals’ (2013: 2).

In the early 2000s, the Energy Regulatory Commission (Comisiéon Reguladora de Energfa, CRE)
was vested with new powers to foster the deployment of alternative sources of energy, including
an energy bank that allowed self-suppliers to carry over excess capacity from one year to the
next; predictable wheeling fees and lower capacity back-up fees levied on self-supply generations;
net metering at small scale; capacity payments for CFE contracts with independent power
producers (IPPs); and new bidding mechanisms for the private sector to cover the costs of new

*The highest costs from climate events in Mexico (in terms of human losses and economic impacts) were registered
in three years between 2000 and 2010: 2005 (hurricanes Stan, Wilma, and Emily), 2007 (hurricane Dean, and several
episodes of rain that caused floods in Tabasco), and 2010 (cyclones Karl, Matthew, and Alex). The years 2005 and
2010 were particularly devastating because of a combination of environmental events (hurricanes, heavy rains, and
above-normal summer and frost) that resulted in economic losses exceeding losses of the 1985 earthquake.
Additionally, in 2009 drought affected nearly 385,000 hectares, whereas in 2011 the figure rose to over 805,000
hectares. According to official data, from 2000 to 2010, the economic impact of climate disasters in Mexico was a
loss of 229,547 million pesos, an annual average of 20,870 million pesos, in contrast with an annual average of 730
million pesos from 1980 to 1999 (Cavazos 2015: 22; CENAPRED 2012).

’ As of 2014, Mexico has pledged US$10 million towards the Green Climate Fund (GCF 2015).
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CFE grid capacity (Davis et al. 2012). In addition, since 2005, the Federal Income Tax Law has
allowed 100 per cent depreciation of capital expenses for renewables in a single year.

New mandates in 2008 allowed the CRE to finally push for the rapid development of wind
energy self-supply contracts that allowed wind energy to surpass 2000 MW in 2014 (IRENA
2015: 16). Companies such as Grupo Bimbo, Cemex, FEMSA, and Walmart in Mexico leveraged
their AAA credit ratings to become off-takers from renewable self-supply generation projects,
accruing 5-20 per cent less than the applicable electricity rate (Yale School of Management
2012). Neatly all of these were clean development mechanism projects, through which these
companies received funding. Short of a comprehensive energy reform, their continued
investment in these projects would depend upon the continuation of the clean development
mechanism, the establishment of a comparable funding source (e.g. feed-in tariffs or other
incentives) after 2012, or the adoption of the new methodologies developed by CFE to include
environmental costs and benefits in its determination of the ‘least cost’ electricity (Davis et al.
2012).

The limited engagement of CFE on renewable energy investment was formally justified by the
requirement to purchase electricity at the lowest cost, based on self-defined and uncontested
levellized cost of energy. Also, CFE disregarded the mandate by law to incorporate the value of
externalities into this levellized cost. Private investment was limited not only by the size of the
self-supply market but also by the requirement that surplus production is sold to CFE at a
discounted price, the lack of transparency on the administrative proceedings for interconnection
to the grid, and CFE’s unwillingness to build transmission infrastructure in remote resource-rich
areas (WWF et al. 2013).

In fact, the difference in renewable energy investments from the private sector and the CFE is
staggering. By 2014, the CFE installed 597 MW of wind energy, through IPP contacts, whereas
self-supply development accounted for 1439 MW (SENER 2015b). This difference underscores
the opportunity that renewable energy represented to large consumers willing to invest away
from the taxing tariff. These electricity prices incentivized private investment in renewable
energy projects for self-consumption, particularly large wind ‘demonstration’ projects in the
southern part of Mexico (Oaxaca), which were co-financed by grants from the Global
Environmental Facility, the World Bank, and the Inter-American Development Bank and
promoted by the Mexican government as an opportunity to reduce their electricity bills.

With a lack of transparency it is possible to state that the high tariffs for industrial and
commercial users are also based on a form of cross-subsidy. Over 95 per cent of residential users
and agricultural users benefit from large subsidies, estimated at US$10 billion in 2012 or 1 per
cent of Mexico’s GDP," heavily undermining public finances and the balance sheet of CFE.

For 2014, as seen in Figure 2, in contrast to the United States (US) and OECD (Organization for
Economic Co-operation and Development) countries, Mexico’s household tariffs were lower
than electricity prices accessible to industrial users. Owing to subsidies, Mexican households
benefit from tariffs substantially lower than those in OECD Europe and the US. By contrast,
industrial users pay for electricity at rates that are similar to those amongst OECD countries, but
substantially higher than those in the US. The role that cross-subsidy played remains unclear, but
there are grounds to assume that to some extent CFE finances were kept afloat based on taxing
tariffs to the industry, thus providing a disincentive for distributed generation and an incentive

* As noted in 2012, the subsidies provided to residential customers have increased by 46 per cent since the last tariff
reform in 2002 (HShne et al. 2012).



for large-scale self-supply schemes under the previous legal framework and for wholesale market
reform.

Figure 2: Electricity prices in Mexico, US, and OECD countries for 2014 (US$/MWh)
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2.3 Climate change: much ado about nothing

GHG emissions in Mexico grew by 40 per cent between 1990 and 2006. Without additional
policy measures, total emissions were projected to rise by 37 per cent by 2020, 50 per cent by
2030, and 70 per cent by 2050, compared to emissions recorded in 2000 (SEMARNAT 2009),
with transport and electricity generation being the biggest contributors to growth in GHG

emission. Carbon emissions from electricity alone grew by 68 per cent between 1990 and 2009
(SEMARNAT 2012).

The most significant legacy of the Calderon government was the enactment of the General
Climate Change Law (Ley General de Cambio Climatico, LGCC) in 2012, which was seen as an
avenue to provide continuity to the institutional framework, the programmes and plans, as well
as the mitigation commitments adopted since 2006. This law offers a holistic and long-term
vision to climate policies, programmes, and budgets, elements that were lacking in previous
policies, such as the 2007—12 Special Programme on Climate Change (Programa Especial de
Cambio Climatico, PECC). PECC had been criticized for its limited impact owing to the short
time horizon and its piecemeal approach (Héhne et al. 2012), but the overall institutional build-
out was significant.

The LGCC created a comprehensive institutional framework and climate change system by
consolidating a number of institutions that had been previously created (e.g. Inter-Ministerial
Commission on Climate Change, Council on Climate Change), as well as planning instruments
(e.g. National Strategy on Climate Change, PECC) and evaluation and funding instruments,
including a climate fund. Beyond actions pertaining to the federal government, the LGCC made
it obligatory for sub-national governments to develop their climate change mitigation and
adaptation plans.

Other policy instruments refer to the requirement for mandatory emissions reporting and the
creation of a public emissions registry for all sectors, as well as the reform of subsidies by 2020.
The most important features of the LGCC include the confirmation of pre-existing mitigation



targets; that is, the reduction of GHG emissions below a business-as-usual (BAU) scenario by
2020 and by 50 per cent by 2050 from levels in 2000, conditional on international financial
support; 35 per cent of electricity from clean energy sources by 2024; as well as the possibility of
establishing an emissions market and entering into emission trading agreements with other
countries.’

An official report stated that PECC achieved the mitigation of 46.8 MtCO,e, or 80 per cent of
the mitigation target for 2012 set at 51 MtCO,e below a BAU scenario. The achieved mitigation
represented ~6.5 per cent compared to the BAU scenario (SEMARNAT 2012; see also
Auditoria Superior de la Federacion 2010; Fekete et al. 2013). Most assessments of the PECC
have asked for caution, pointing to the lack of transparency in the methodology used in these
results.’

Whatever the mitigation results from PECC, it is clear that Calderén’s climate strategy failed to
set a de-carbonization pathway for the Mexican economy, although carbon intensity (the amount
of carbon emissions per unit of GDP) remained about the same between 2010 and 2013.” Even
with diminishing fossil fuel resources, Mexico continues to be a top oil-producing country in the
world. Oil continues to be dominant in the energy mix at 50 per cent, even if the proportion of
natural gas has increased from 20 per cent in 2000 to 34 per cent in 2013, with energy-related
emissions accounting for 67.4 per cent of the total in 2013 (OECD 2015b). Wind power installed
capacity grew from 2 MW in 2006 to 1012 MW in 2012, but the renewable energy target set at 8
per cent for 2012 was not achieved. Non-hydropower renewables for 2012 were only 2.9 per
cent of total power capacity (IGS-EGADE 2014).

At least two groups of factors explain the poor results of the Calderén climate policies. The first
is the continuation of energy subsidies, despite the government reiterated goal in many
international high-level forums, such as the G20° that it would end them. Energy subsidies are
one of the most significant obstacles for reducing emissions in the energy sector and for setting
the Mexican economy on a path to de-carbonization (OECD 2013). These subsidies in the
power sector discouraged spending on energy saving and encouraged electricity demand from
subsidized users.

The opposition of key industrial sectors to the adoption of more radical climate policies was the
second factor that explains Calderén’s limited success in setting Mexico on the course to a low-
carbon economy. For example, the Mexican auto industry, a key manufacturing sector
representing about 6 per cent of Mexico’s GDP and 18 per cent of total manufacturing

> For a comprehensive analysis of this and other energy and climate-related laws, see Fekete et al. (2013: 74-80),
Mauleén Medina and Saito (2012), and Nachmany et al. (2014).

% Reductions are also shown in relation to the baseline provided with the original PECC in 2008, based on the 2006
GHG inventory, and does adjust for changes in overall economic activity, especially the economic crisis in 2008—09
(Fekete et al. 2013: 86). The latest greenhouse gas (GHG) emissions official data in Mexico’s Fifth Official
Communication to the United Nations Framework Convention on Climate Change is for 2010. The methodology
for calculating the emissions inventory for 2013 changed and it is not comparable with official data from previous
years. See also statistics by 2012 IEA in Fekete et al. (2013: 74).

7 Catbon intensity improved between 1990 and 2000, and increased between 2000 and 2010 (PWC 2013, 2014,
2015).

s During the 2009 G20 meeting in Pittsburgh, PA, US, the member leaders agreed to eliminate subsides on fossil
fuels (SRE n.d.: 19).



production, effectively blocked for three years the adoption of a fuel efficiency standard in
Mexico.”

Similarly, energy-intensive industrial sectors strongly opposed the mitigation targets proposed in
the original text of the LGCC. Some industrial associations, especially Mexico’s National Steel
Chamber (Camara Nacional del Acero, CANACERO 2011), were particularly vocal in their
opposition against the strong reductions proposed by the LGCC. They were concerned that
ambitious targets would restrict Mexico’s ability to continue growing and compromise their
competitiveness in the absence of a global agreement that set similar commitments from other
countries (CESPEDES 2013). Although the LGCC received multi-party support in both houses
of the Mexican Congtress (280 versus 10 in the Deputy Chamber and 78 versus O in the Senate),
it took three years to be approved. The legislation underwent changes that addressed the
concerns of these sectors, making the mitigation commitments stated in the law aspirational and
subject to the availability of international finance, and assumed a gradual approach for the
adoption of climate change mitigation actions, starting with the least-cost ones.

3 Energy reform and climate policies by legal fiat (2012—15)
3.1 Low energy prices: political priority of energy reform

Once the political constraints faced by President Calderén for comprehensive energy reform
were removed, based on the political manoeuvring that led to a multi-party agreement known as
the ‘Pact for Mexico’ (Pacto por México), a comprehensive energy reform was possible under
the incoming government of President Enrique Pefia Nieto (2012-18). Simultaneously, the
government moved away from the previous administration’s strategy to link climate change
policy to energy security. By contrast, the reduction of energy prices became the top priority of
Pefa’s energy reform (Gobierno de la Republica 2013: 3). Climate policies were designed by legal
fiat, resulting from implementing the LGCC.

As Alvarez and Valencia (2015) have argued, little over 60 per cent of the Mexican industry’s
energy consumption consists of gas and electricity, almost in equal share. Most industrial sectors
(steel and chemical industries as well as glass, pulp, paper, beer, and plastic production) largely
depend on gas for their production processes. The automotive sector, another critical
manufacturing industry in the Mexican economy, is more dependent on electricity than gas. As
over 50 per cent of electricity is generated with gas, the Mexican industry has a large stake in
maintaining and expanding the availability of low-cost gas.

In 2006, César Hernandez, the present incumbent Under Minister for Electricity, wrote about
the full value of subsidies serving the purpose of compensating for the inefficiency of the power
industry, and not for gains to consumers: “The problem is not the subsidy, it is a charade—the
problem is the cost of production’ (Hernandez 2006: 32). This diagnosis underscores a clear-cut
expectation by the government. The efficiencies from the operation of the wholesale market are
estimated to represent electricity service cost reductions between 26 and 48 per cent."” Whether

K Although there are mandatory emission standards addressing air pollutants for new cars (NOM 042 and NOM
044) and for used vehicles (NOM 041 and NOM 044), mandatory fuel efficiency standards were adopted in June
2013, after almost three years of negotiations (CEMDA 2012; see also ICCT 2013).

10 ! . . .
The government has been cautious of not releasing the numbers to a wide audience. These were presented as patt

of the official consultation process to publish the new market rules that will apply to the wholesale electricity market
(SENER 2015¢).



this is fully accurate, it might not necessarily be due to the operation of the wholesale electricity
market, but other structural adjustments, as hinted by Pollitt (2012). For Mexico, two relevant
structural adjustment are evident: (i) the displacement of heavy fuel oil and (if) the reduction of
technical and non-technical losses.

Technical and non-technical losses represented 16 per cent of the power moving into the
national grid in 2012, with most non-technical losses arising disproportionately from the greater
metropolitan region of Mexico City, which consisted of a third of the country’s population. Until
2010, this region had been served by a different state-owned enterprise named Luz y Fuerza del
Centro (LyFC), known historically for having a strong independent union that systematically
confronted the federal government. During that year technical and non-technical losses in the
region were reported to be >30 per cent.

In 2010, the federal government announced the disappearance of the company, mandating CFE
to take over every facility under the previous control of LyFC. As a result losses have been
greatly reduced, and current average losses in the country resembled pre-2010 statistics for the
rest of the region under the responsibility of CFE, barely >13 per cent, with a long-term target
of 8 per cent (SENER 2015d).

3.2 Political effects of natural gas price cycles

In 2011, the International Energy Agency (IEA) published optimistic conclusions on the future
of gas production in North America. According to IEA (2011), characteristics of the gas market
and the lack of substantial liquefied natural gas (LNG) infrastructure adequate for exports would
allow for gas abundance in the region and low prices for the foreseeable future. The following
years proved the diagnosis correct overall, with prices rapidly falling by 2012.

The price of natural gas is especially important in restructured markets because of its role in
determining the marginal cost of electricity, which influences the prices of bulk energy in the
wholesale market. Based on 20 years of comparative data among US states, Borenstein and
Bushnell identified that the gap between average cost (under regulated markets) and marginal
price (under wholesale markets) generates a specific economic expectation: ‘consumer and
political sentiment has tilted toward whichever regime (regulation and markets) offered the lower
prices at the time’ (2015: 1). Hence, they argue that the impetus of reform is stronger when low
gas prices are observed because large consumers, in particular, industrial users, observe the
benefits competitors can have during those periods.

The consumer and political sentiment explained by Borenstein and Bushnell (2015) could
certainly be significant in Mexico on the basis of two considerations: (i) the proximity of
competitors across the US border with access to power prices from wholesale markets; and (ii)
the fact that the self-supply regime in Mexico allowed for large consumers with access to reliable
natural gas supply (mostly in the northeast of Mexico) to access power prices that resembled
those of restructured markets, owing to on-site generation using the Henry Hub indexed natural
gas. This in itself could explain the impetus for reform in 2013, but also has implications for the
deployment of clean technologies that have not been fully analysed.

Clean energy auctions with long-term contracts are an ‘average cost’ approach to energy
procurement. This is the model that is politically castigated during periods of low gas prices and
low marginal costs of generation, but is desirable when natural gas prices increase. Thus, if
Borenstein and Bushnell’s (2015) argument is right, we should expect opposition to the average
cost approach during the period when gas prices are low, at least from large consumers. This is
observed in the case of Mexico.



As seen in Figure 3, since 2008, when the previous reform was drafted and approved, the
progression of industrial tariffs and natural gas prices diverged, with natural gas prices increasing
to levels that spur debate on the need for a diversified energy matrix. In 2012, the year of the
incumbent presidential election, the gap was so significant that gas prices accessible to CFE
diminished by >50 per cent, whereas tariffs for industrial users were up by >20 per cent in
nominal terms.

Figure 3: Gas prices and industrial tariffs
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Source: CFE (n.d.) and SGM (2015).

In recent years, a gap between the index of gas prices (in Mexican pesos) at the Henry Hub and
those accessible to CFE have also grown because of exchange rate and the use of LNG in the
generation mix, thus adding to the expectation from power consumers and the incumbent
government to benefit from the abundance of natural gas in the region. During the second half
of 2013, CFE purchased LNG at more than US$16 per million of British thermal unit, five times
higher than the discounted Henry Hub prices agreed years eatlier with the European energy
company Iberdrola. This is explained by the slower gas output from PEMEX and the growth of
domestic gas demand by industrial users. Purchasing LNG reduced stress to the system, but at a
significant cost to CFE (Auditorfa Superior de la Federaciéon 2014), making evident that gas
transport constraints were still unmanageable before the reform. As a result, expectations for
further cost reductions increased.

3.3 Climate change by legal fiat

The 2012 LGCC dictated a battery of policies and programmes aimed at achieving the 2030 and
2050 mitigation goals, which are to be implemented by the government, regardless of political
convictions.
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In 2013, the National Climate Change Strategy (Estrategia Nacional de Cambio Climatico,
ENACC), which first appeared in 2007, was updated and the Second Special Programme on
Climate Change (201418, PECC II) was published. PECC II operationalizes the ENACC for
2014 and 2018, providing mitigation and adaptation goals for particular sectors. The programme
outlines the federal government’s contribution towards the mitigation targets set out in the
LGCC. It sets a goal of reducing, through exclusively federal government actions, 83.2 MtCO,e
by 2018, although consolidating national climate policy by coordination efforts of state entities,
municipalities, legislative authorities, and society is one of its five objectives.

Although climate analysts have applauded this comprehensive institutional framework dictated
by the LGCC, an effective climate change mitigation policy in an oil production country such as
Mexico requires that ‘price signals’ provide adequate and strong incentives to reduce GHG
emissions, particularly in a context where energy policies are set to promote higher production
and consumption of fossil fuels through low energy prices.

The LGCC included the possibility of developing a carbon market and linking it to carbon
markets in other countries. However, it is unclear that these markets will develop before the end
of the incumbent administration in 2018. In October 2015, President Pefia Nieto joined the
World Bank’s initiative to put a price of carbon, stating that Mexico is ‘setting a price of carbon
that is just’ and referring to Mexico’s leadership as having already created a carbon tax on the sale
of several fossil fuels (Presidencia de la Republica 2015). The tax rates, which are very low (less
than US$3.50, the lowest in the world), were set according to the carbon content of propane,
gasoline, diesel, and coal relative to gas. Natural gas was exempted from the tax, confirming the
federal government’s strategy to rely heavily on gas as the ‘transition’ fuel (Gobierno de la
Republica 2013; Guerra Abud 2014; Pierre-Marc 2014). Also evidencing the alignment of
government policies and industrial interests, the originally proposed tax rates were significantly
modified to pass through the Mexican Congtress, with a 92 per cent reduction for oil coke and 85
per cent for coal (Kossoy et al. 2015). With a negligible environmental impact, the carbon tax in
Mexico was introduced mainly for revenue purposes and not as a strategy to invest in clean
energy or to affect consumer preferences for fossil fuels.

Although Mexico has gained the title of being the first developing country to present its INDC
(Gobierno de la Republica 2015), it is not clear if Mexico’s current energy policies and future
economic growth will allow for fulfilling these commitments. Mexico proposed an unconditional
commitment to mitigate 22 per cent of GHG from a BAU scenario that implies about 45 per
cent increase from 2013 emissions. The characterization of emissions in year 2013, 2030 BAU,
and the INDC unconditional and conditional pledges are presented in Table 2.

Table 2: INDC emissions and pledges (2013-30) (MtCOze)

2013 2030 BAU INDC unconditional INDC conditional

Oil and gas 87 137 118 Undefined
Power 126 202 139

Industry 141 202 194

Domestic and commercial 26 28 23

Transport 148 229 181

Waste 31 49 35

Agro 80 93 86

Land use, land-use change, and forestry 33 32 -14

Total 672 972 762 622

Source: Gobierno de la Republica (2015).

The unconditional commitment entails an actual increase of about 15 per cent of economy-wide
emission from 2013 to 2030. Within the unconditional pledge, Mexico has published an
indicative distribution of emissions and mitigation by sector as part of the INDC. The power
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sector would then be expected to mitigate 31 per cent from a BAU scenario, resulting in a total
emission of 139 MtCO,e in 2030, rather than the BAU scenario of 202 MtCO,e, compared with
127 MtCO,e in 2013. By contrast, expected mitigation from other sectors are: oil and gas, 14 per
cent; transport, 21 per cent; and industry, 4 per cent. These three sectors, despite unconditional
mitigation pledges, will have significant emissions growth as seen in Figure 4.

Figure 4: Emissions increase in BAU and unconditional mitigation in 2030
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Source: Gobierno de la Republica (2015).

However, there remains the question of how different sectors will participate in achieving the
conditional goal of 36 per cent reduction of GHG emissions, which would require an additional
140 MtCO,e and which is equivalent to that of the total power sector emissions in the 2030
INDC. Although the allocation of these additional emissions reductions has not been defined, it
is certain that the power sector will have to play a relevant role.

According to Bloomberg New Energy Finance (2015), Mexico’s unconditional 2030 target does
not rank highly compared with commitments of other countries in terms of absolute emissions
reductions. However, Mexico will still have to achieve significant abatement to achieve its post-
2020 target if emissions grow in line with these estimates that are much higher than the official
estimates of the country.

3.4 Walking half-way on clean energy deployment

Although Mexico has abundant renewable energy resources and in spite of all government
efforts towards climate, the share of renewables in electricity generation decreased from 25 to 14
per cent in 1990-2013 (OECD 2015a, b). According to some estimates, it would not be until
2018 that the proportion of renewable energy will increase to 1990 levels. The reorganization of
the electricity sector with the energy reform missed the opportunity to remove existing
impediments to further develop renewables, particularly by removing large subsidies for
electricity consumption.

The Law of Electric Industry (Ley de la Industria Eléctrica, LIE), which was enacted in the
summer of 2014 with a tight schedule to start trading at the wholesale market in January 2016,
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introduced a number of mechanisms that would, in principle, facilitate the development of
renewable energy. The LIE created an independent system operator, dis-incorporated the
dispatching operations unit from the CFE, and provided legal and operational capacities to
perform traditional system operation activities, while also acting as the clearinghouse for market
operations and developing the transmission infrastructure plan. The CFE will be unbundled
according to guidelines of the Secretariat of Energy (Secretaria de Energfa, SENER), and plants
will be independently represented in the market to provide for liquidity, with market supervision
from SENER and the regulatory commission.

Two instruments—clean energy mandates with tradable certificates and energy auctions for the
general service—are meant to foster the expansion of clean energy technologies and meet the
underlying target of 35 per cent clean energy by 2024.

The mandates and tradable certificates will also contribute to Mexico’s climate change
commitments. Ultilities and large consumers (i.e. qualified consumers) will have to acquire a
mandated percentage of clean power generation, which has been established at 5 per cent by
2018 (SENER 2015a). Generators with >0.5 MW of installed capacity under the new LIE will
receive certificates tradable at the wholesale market. The 5 per cent target is well within the
planned development of new renewable projects as included in the Special Programme for
Renewable Energy published in 2014, based on a pipeline of projects that would reach 25 per
cent of renewable energy by 2018, up from 15 per cent in 2012 (SENER 2013).

Auctions will be conducted for clean energy three years in advance of the time for delivering
energy, so as to provide sufficient time for the development of energy projects. These auctions
could represent an improvement for the large deployment of clean power, as they will be
managed by independent entities such as the National Energy Control Centre and CRE, rather
than through the CFE’s IPP bidding processes that were previously used.

The length of contracts to be signed with clean power generators has been controversial. The
original proposal established 10-year contracts. Most renewable energy companies have been
concerned about the limited benefits that could come from contracts of <20 years. SENER
settled for 15-year contracts.'" The financial impact of a 15-year contract rather than a 20-year
contract will require further consideration once the first auction is completed in April 2016.
However, it might feed into a negative self-enforcing cycle, where renewable energy investment
cannot access lower financial costs or achieve economies of scale, undermining the business case
for renewable energy planning. This is particularly worrisome for a new market, like the Mexican
electricity market, with no price information that could be used by financiers to assess the risks
and conditions of finance renewable energy projects.

Moreover, the definition of clean power in the LIE became problematic, and could undermine
the potential benefits of the law. The LIE defined clean power with a list of low-carbon
technologies that included renewables, large hydropower, nuclear energy, and carbon capture and
storage. However, it also included high-efficiency cogeneration, which even if less carbon-
intensive per net energy output is still a carbon-emitting technology. With high-efficiency
cogeneration expected to grow >7 GW, generation could reach close to 10 per cent of the total
power demand by 2024. This would leave low-carbon technologies a potential market share of

1 Among the most active renewable energy companies in Mexico, the following provided comments to the issuance
of the market rules regarding the auctions for clean energy: EDF, Iberdrola, Itertect, Sonora Energy, S2E, as well as
the only wind energy association AMDEE, and the major solar photovoltaic developers association ASOLMEX. See
SENER (2015c) for a summary of the comments and replies.
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only 25 per cent out of the 35 per cent of clean energy mandated by law (CESPEDES-PwC
2015: 44). In 2014, large hydropower and renewable energy accounted for almost 17.2 per cent
and nuclear energy for 3.2 per cent (SENER 2015b).

The Mexican government has repeatedly presented natural gas as the ‘cleanest fuel’,"”
contributing to the confusion generated by the inclusion of efficient cogeneration into the
definition of clean energy by the LIE. It also nurtured concerns that the government would take
advantage of an administrative leeway, included in the LIE, for defining the natural gas
combined cycle as clean energy technology. The CANACERO even proposed a definition for
clean energy that included technologies with emission levels equivalent to 400 kg of carbon

dioxide per megawatt-hour. This would have certainly made new natural gas combined cycle
plants qualify as clean energy (CANACERO 2015).

However, the larger opposition party, the right-wing National Action Party, presiding over the
Special Commission on Renewable Energy and the Commission on Climate Change, presented a
proposal for a new Law on Energy Transition (Ley de Transicion Energética, LTE). This law
replaced the renewable energy and energy efficiency laws (LAERFTE and LLASE) that had been
approved in 2008 and which were not consistent with the new energy reform. LTE would
supersede both laws and integrate them into a coherent legal instrument that would be aligned
with the LIE. The L'TE also created new specific obligations for renewable energy and energy
efficiency programmes. In addition to limiting the range of potential technologies to be regarded
clean by the authority, the LTE also considered intermediate goals for clean energy: 25 per cent
by 2018, 30 per cent by 2021, and 35 per cent by 2024.

The LTE was approved in both chambers of the Mexican Congress, as COP21 was taking place
in Paris. Although the CANACERO aggressively lobbied against its approval, an amendment to
the LTE blocked any future efforts to undermine the definition of clean energy. The amendment
stated that no new technology can be accredited as clean energy if emissions surpass the 100 kg
of carbon dioxide per megawatt-hour threshold (Camara de Diputados 2015).

However, in the negotiations with the lobby against the LTE, the senate approved a flexible
mechanism regarding clean energy certificates. During the first four years, those liable will be
able to transfer up to 50 per cent of the certificate obligations to the following year at no cost, if
either the cost of certificates goes over US$20 or if the number of certificates issued during the
given year is <75 per cent. Owing to the nature of this provision, if the flexibility mechanism
kicks in, the increment of certificate obligations will be postponed and the clean energy goals will
not likely be met in the short term.

However, markets have proven political fears inadequate, at least partially, after the results of the
first long-term energy auction, which allocated around 2000 MW of installed capacity of solar
and wind energy prices. Mexico called for the first auction in November 2015, immediately after
the manual was issued to purchase a total of 6.3 TWh of energy, 6.3 million certificates of clean
energy (Certificados de Energfa Limpia, CEL) and only 500 MW of capacity (CENACE 2010).

The auction was finally run by CENACE on 29 and 30 March 2016. The process was design for
the possibility of iteration, but it was not necessary based on pre-defined criteria regarding the
economic return of the offers. In total, 227 offers from 69 bidders were evaluated, resulting in

12 . . .
A common practice by Juan Jose Guerra, Minister of Environment from December 2012 to August 2015, was to

focus on natural gas as clean energy during public presentations; this occurred even in fora dedicated to renewable
energy (SEMARNAT 2014).
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total winning bids representing 5.4 TWh/years of energy and CEL. Winning offers on enetrgy
and CEL were in the low range of 600 Mexican pesos, or below US$40 per megawatt-hour plus
CEL, which was normally considered a threshold only seen for natural gas combined cycle.
Among the winning projects, seven corresponded to solar photovoltaic and four to wind energy
(CENACE 2016). No capacity contract was awarded. The auction demonstrated a large
competitive resource base for renewable energy expansion, and showcased that policy precaution
regarding renewable energy expansion goals might be counterproductive to the development of a
more competitive power system.

4 Conclusion: the way forward and the challenge for political coherence

As presented in this paper, evidence confirms the conclusion of Zinaman et al. (2015). Mexico’s
power reform is ambitious about restructuring but modest about the commitment to clean
power transition, despite the ratcheting of climate commitments and the favourable trends in
renewable energy investment in the country (Appendix Figure Al).

The energy reform in Mexico has indeed created formal means of achieving transition to a low-
carbon power system, mainly through clean energy certificates, mandates, and auctions. Despite
this, as shown, the government has only embarked on limited commitments, maintaining leeway
to reduce the pace of power sector transformation in the future and providing a dubious outlook
on low-carbon power sector transition.

For decades, underinvestment in the oil industry, upstream and downstream, as well as in the
electricity sector, created a series of bottlenecks that had direct effects on the availability of
natural gas and the price of electricity. Access to abundant and cost-competitive capital and
production efficiencies is expected to address these concerns with markets fully opened to
private investment in all segments of the power sector, except partially in distribution and retail.
Lower costs of energy became the major driver on policy debates—an outcome that could be
attainable independently from the power sector reform or long-term diversification strategies—
because of historically low gas prices in North America.

One of the fundamental challenges for transitioning to clean power in a liberalized regime is that
the cost of ambition will be evident to consumers (Pollitt 2012). This occurs not only because of
transparency in operations across industry segments that previously were embedded into the
vertical structure, but also because policy instruments under markets are to be transparent,
general, and enduring to provide the right incentives to participants (e.g. clean energy certificates
and carbon tax). Ultimately, this is precisely the challenge faced by the current administration.

Energy transition under adequate incentives and planning could represent an opportunity to
increase energy security and hedge against cost instability that might have economy-wide
negative impacts. Yet, under very low prices of gas, the benefits are less clear because of the
primacy of delivering on the political promise of low-cost electricity in the very short term.
Energy-intensive industries, such as the steel industry, that are not prepared for the regulatory
and economic challenge have taken this juncture to advocate for further downscaling of
Mexico’s commitments towards power sector transformation. These enterprises that benefited
from the previous self-supply regime and ready access to natural gas imported from the US will
have to share the burden of clean energy transition.

In 2008, when a full power sector reform was politically unfeasible and high gas prices further

strengthened the argument for diversification through private investment in renewable energy,
the Calderén government effectively coupled the emerging climate change agenda with
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renewable energy investment policies. These included the first renewable energy promotion law
and clear long-term non-fossil fuel targets in the power matrix. At the same time, a robust
climate change institutional framework was set in place, plausibly securing that in years to come
climate change, and, in particular, mitigation commitments and national goals, would become a
driving force in future energy policy-making and market development.

The incumbent government effectively manoeuvred for full reform and benefited from the
political windfall profits of lower gas prices in the region. Although it might seem only natural to
continue the hustle to power the country with natural gas, it is precisely in this circumstance that
the government should provide certainty of the development of low-carbon technologies, which
it has provided to a limited extent because of the compromises undermining some of the
potential benefits of new policies (primarily, that of certainty for investors).

Some of these compromises include putting cogeneration and low-carbon technologies such as
renewables and nuclear energy into the same category, thus benefiting from similar policy and
market instruments, as well as shorter-than-expected contracts for long-term supply of clean
energy and the lack of vision to reduce the significant share of subsidies.

There are three key issues to be addressed. First, power system planning and policy should
reflect a clear separation between high-efficiency cogeneration and low-carbon technologies, as
this would facilitate linking instruments such as clean energy certificate mandates to mitigation
results. Second, risk-mitigating instruments such as auctions should not be compromised by
decision-making informed only by low gas prices observed in the near past and future,
postponing the expansion of clean energy obligations. Finally, the country should adopt a
comprehensive approach for adequate pricing, through a more aggressive use of clean energy
obligations and reducing subsidies in the power sector, and for scaling up the carbon taxes
economy-wide.

These measures can be effectively addressed only if the government is able to assume political
commitment to scale up climate ambition, and to fully communicate the economic costs and
benefits of rapidly deploying renewable energies in the power sector, at the expense of
decelerating the deployment of natural gas-based energy generation.

The coherence of climate and energy policies or the lack thereof will determine the success of
Mexico’s climate ambition in the 2020s. As discussed, Mexico expects its power sector to reduce
a large share of emissions by 2030, whereas specialists expect a zero-emissions power system by
the middle of the century. The enactment of the LTE serves to bridge some of the gaps in the
energy reform regarding the challenges of efficiency and low-emission technology promotion,
allowing for a set of energy sector institutions to work hand-in-hand with climate policy
institutions. Developing a solid climate policy framework can have a significant effect in guiding
key aspects of power sector restructuring, so that market-guiding instruments are put in place. In
Mexico, taking advantage of the existence of a capable independent system operator, clean
energy certificates and mandates and long-term auctions could allow for the expansion of
renewable energies in a very brief period of time.

The Mexican case offers a valuable example to other economies undergoing or considering
power sector restructuring, particularly whenever fossil fuel resources are still more competitive
than large-scale deployment of renewable energy. It is possible to observe the political economy
trade-offs between the need for a strong climate commitment that provides a stable long-term
energy transition pathway and the political and economic short-term benefits derived from low
electricity tariffs. It is also possible to observe how these trade-offs are only partially resolved
through adequate institutional construction.
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Mexico’s political elites, interest groups, and society need to recognize and assume that transition
will entail additional costs in the short term, but that, in a broader context, these costs could
remain below the economic gains of a structural transformation and liberalization of the power
sector. More importantly, the lack of coherence between energy policy and climate change policy
is unsustainable and will ultimately have an effect on increasing the costs in the power sector
owing to late action, with a potential burden to be disproportionately shared by other sectors.
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Appendix A

Figure Al: Relevant developments on power sector clean energy transition
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Note: The figure synthetizes the institutional evolution in relation to the power sector structure and significant
relative maximum and minimum natural gas prices in the reform period.

Source: Authors’ compilation.
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