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THE OPENING OF THE MEXICAN ELECTRICITY INDUSTRY

By Miguel Angel
Quintana of Noriega y
Escobedo

ore than one year has passed since President Zedillo
submitted a bill before congress to amend the consti-
tution and open the clectneity industry to private

imvestment .

Constitutional reforms often take several months to be
approved, but this one has taken even longer than expected.

The opening of the electricity industry has faced difterent chal-
lenges. The collapse of the peso and the economic crisis that fol-
lowed dictated that the govermment had to priortize the reorganiza-
non of the economy, which required the adoption of controversial
and sometimes highly unpopular measures. A tractious Congress in
which the PRI party has not been able to gain the required majon-
ty for the bill to pass has produced a political stalemate. It 1s clear
that the opening of electncity industry will have to wait unal after
the Presidential and Congressional elections in July 2000,

WHERE DOES THE ELECTRICITY INDUSTRY COME
FROM?

Private investment 15 not new i the Mexacan electricity industry,
Actually it is the oldest source of power in the country. Mexican
electricity generation started at the end of the last century and was
carried out by private entties in the
mining and textile industries.

In the twenues the government start-
ed to play a role in the industry by
creating the National Power
Comumussion and by 1ssuing regulato-
ry legislation. To make available
more power to the country the fed-
eral government created i 1937 the
utility entity Comision Federal de
Electricidad (CFE). Duning the fornes
and fifties CFE increased its role in
the sull youthful Mexican power
industry.

In 1960 the federal government
nationalhized the electneity industry.
Accordingly, the Constitution was
amended n order to establish the
basic rule which still remains in force
today and that sets forth the nation’s
exclusive nght to generate, conduct,
transtorm, distribute and supply elec-
tric power which 1s to be used for
public service (notwithstanding the
nationalization of the industry, pri-
vate entities continued to generate =
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Miguel Angel Quintana

Miguel Angel Quintana was born in Mexico City in 1962
and began his practice in 1981 in the firm of Noriega y
Escobedo, where he became a partner in 1993, Besides
ments and trusts; in the energy field, Mr Quintana has
provided local counsel to his clients in private and public
projects, including Rosarito (TNPP), Merida i
Hermosillo, Rio Bravo, Tuxpan Il, Monterrey Iil, Altamira
Il, Campeche, Naco Nogales, Rosarito 10 and 11,
Celanese, Kosa, Pegi, Ispat, etc. Mr Quintana is member
of the Mexican Bar, of the Cogeneration Sub
Commission (CONAE), and vice-president of the

power for self-supply purposes).

In 1992 and 1993 the electricity industry regulatory
framework was amended to attract private investment.
The amendments basically defined the activities not con-
sidered as a public service and which could be carried
out by private entities.

They are, power generation through any of the fol-
lowing schemes:
® sclf supply; cogeneration either for selt-consumption or
O export power,
® small production for self-consumption, to sell the
power to CFE or to export 1t;
® independent power producer, either to sell power to
CFE or to export it;
® gencraton for interrupuons in the service; and
@® importation of power for self~consumption.

WHERE DOES THE ELECTRICITY INDUSTRY
STAND TODAY?

The electncity public service 1s carned out by the CFE
and Luz y Fuerza del Centro (LFC); CFE 15 in charge of
the public service in most of the country, except Mexico
City and part of the states of Mexico, Morelos, Hidalgo
and Puebla which are served by LFC.
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The natnonal installed capacity includes 168 power
centrals, with a total of 570 generation units that pro-
duce 36.1GW. The combined installed capacity of CFE
and LFC represents 92% of the national total, the
remaining 8% 1s in the hands of private producers
through self-supply and cogeneration projects, and by
Pemex. The power is produced basically by convention-
al steam units, combined cycle and gas fire turbines
(53%); other generation facilities include hydroelectric
(28%), coal fired (7%); dual (6%); geothermic (2%), and
nuclear (4%).

Transmussion lines cover 74,000km (basically of 400,
230 and 115kV high tension). Distribution systems
(medium and low tension lines) cover 592,000km.

According to government sources the approximate
number of consumers served by both CFE and LFC
amounts to 22 million, which in turn represents an esn-
mated 95% of the national population. So, in 40 years,
despite inefhciencies, Mexico's rough terrain country
was clectrified.

Although the amendments of the early ninties to the
clectric power framework were positive movements —
by the end of last century the government realized what
can be summarized in two facts:
® the 1992 and 1993 legislative amendments did not
bring in all the private investment that was ongmnally
expected; and
® due to the current and future demands of power and to
further support the growth of the economy, the govern-
ment may not be able to expend the enormous amounts
of investment required to meet such goals without affect-
ing other social development and infrastructure projects
where private investment may be difficult to attract.

OUTLOOK

According to government estimates, the increase in the
demand of electric power will require $25 billion in the
next five years to build an additional power generation
capacity of at least 13GW and to modernmize the trans-
mission and distribution networks. The increase in the
generation capacity represents more than one-thard of
current power generation capacity.

The government has expressed its intention to carry
out the process to amend the electricity sector in three
phases:
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® first phase — CFE and the LFC transformed in differ-
ent entities in charge of generation, distnbution, transmis-
sion, nuclear power; operation of the national net and the
market (dispatch) by the Natonal Electric System
Operation Centre (COSEN); regulatory framework will
be 1ssued and market will be designed:

® sccond phase — new electric power market start oper-
ations: generation and commercializanon of power per-
tormed by private and governmental entities; concessions
granted to transmission companies; and

@ third phase — governmental entities in charge of gen-
eration, transnussion, and distribution will be progressive-
ly sold to third parties.

Important legislative changes will have to be made
to create the new scheme: besides the constitutional ini-
tiative, other legislative actions including the enactment
of laws, regulations, decrees and official norms, and the
amendment of current laws such as the Foreign
Investment Law will also have to be amended.

In hght of these potential changes several industry
players including developers, traders, equipment manu-
facturers, construction companies, engineering firms,
advisers and off-takers have moved forward to propose
fundamental aspects for the development of what should
be considered as a market with international competitive
standards. To summarize those fundamental aspects:
® . quality, reliable and economical electricity supply ser-
vice must be guarantied for all Mexicans;

@® private entities must have guaranued access to the sec-
tor; the state remaining in charge of its rectorship; and

® legal framework to be amended to provide legal cer-
tanty and to boost efficient generation schemes such as
cogeneration and self-supply; legal restrictions that affect
the sector such as the 20MW limit to sell capacity derived
from surplus power to CFE, and the new 5% annual limit
for tax depreciation of utihity assets have to be reviewed
and amended.

® the sector must be reorganized by the segmentation of
the generation, dispatch, trading, transmmssion and distrib-
ution activities to achieve a complete market, subject to
the forces of supply and demand, and supervised and reg-
ulated by the state.

® generation carned out by the state and pnvate entties
(except for nuclear generation which will remain an
exclusive actuvity of the state), with controls to avoid

monopoly activities;

® regulated tanffs, interconnection and free access to
transmuission will be guarantied for all, including cogener-
ators and self-suppliers;

® transmussion controlled by the state, if private invest-
ment s allowed, a participant will not have a portion of
the market that aftects the competitiveness of the indus-
try;

® distnbution made in determuned geographical areas
{(private investment permitted):

@® craders will be able to purchase and sale power n the
markets to qualified users (private investment permitted);
® dispatch made by an entity conformed by the industry
participants (the government-owned and private partici-
pants), authorized and supervised bv the Energy
Regulatory Commussion (CRE).

® Elcctricity market composed by traders, distributors
and qualified users who may carry out their transactions
nside or outside the central electric market;

® market operated by one or more market operators who
will handle the purchase and sale offers system;

® operators’ main functions are (i) to receive and process
sale and purchase ofters of power and to assign such offers;
(11) to communicate the offers to all interested parties; and
(m) to receive and deliver payments derived from the
power transactions;

@® operators will have as shareholders the producers,
traders, distributors and big consumers who will be enti-
tled to acquire a participation in the capital stock of the
operator when their concession is granted

® operators will be supervised by the CRE; representa-
tives of the government appointed as directors;

® as chermoelectric generation represents more than 50%
of the installed capacity and hydroelectric generation rep-
resents almost 30%, fuel supply will have to be reliable and
competitive and concessions will be granted for hydro-
electnic projects to private entities.

CONCLUSIONS

The opening of the Mexican electricaty industry repre-
sents a great challenge for the Mexican government and
for private investment as well.

IPP projects (either under construction, bid process
or to be called for bids) still represent the main alter- =
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native for power industry growth, but may not be
enough to cope with future demands.

In an everyday more democratic Mexico, the execu-
tive and legislative branches of the Mexican government
face a vast legislanve challenge. If the situation of the elec-
tricity markets of the world is revised it seems that the
way to go should be that of open markets and globaliza-
tion. Experiences of other countries in the opening of its
electricity industries are quite helpful but simply to copy
them may be a mistake. Although Mexico may benefit
from such experiences, the particularities and characteris-
tics of the Mexican electricity industry and of the coun-
try’s economy will have to be adequately combined with
experiences from other markets to produce the most
favourable option for the development of the sector.

For the Executive the challenge will be to convince
4 New (‘(‘”]g’rl.‘\‘ﬁ. ;lnd certaim secrtors ('lf‘ fl'l(.' .'ilf}('ik‘q-' thar.
® the demographic and industrial growth of Mexico
require the development of a modern and bigger
power industry, and that to achieve such goals, cansid-

erable resources have to be invested which the gov-
ernment just does not have or which are needed to
direct to other key social fronts such as health and
education;
@ that the openness of the sector does not mean the
antinationalistic idea of selling all of the country's utiliry
assets to private investors and the firing of all utilicy
employees, as may be perceived by certain sectors of
society; and
@ last but not least, that the new scheme will positively
affect the pockets of ordinary citizens who will benefit
with more competitive prices and a better service

For private investment, either national or foreign,
the opening of the Mexican electricity industry repre-
sents a big challenge, but also a magnificent opportuni-
ty. With .hicqualrt‘ lcgisl;ltlun that prn\'lnlc‘.\ L’quJ] condi-
tions and legal certainty to its participants, the electrici-
ty industry will become one of the most attractive busi-
ness opportunities in Mexico and in the developing

world.
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