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I. INTRODUCTION

Four years have come and gone in the Mexico-US relationship since the almost simultaneous inaugurations of Presidents Bush and Fox. The optimism bred by their first auspicious meetings has given way to aloofness and/or irritation in the post 9/11 era. Indeed, for some in the United States, Porfirio Díaz’s dictum should be turned on its head to state “poor United States, so far away from God and so close to Mexico.”
 The fact remains that geography is destiny. Moreover, in the post-9/11, post-PRI environment, Mexico and the United States have complementary needs that could become the foundation of a policy of convenience and be the basis for a commitment to further strengthen their long-term economic ties. 

President Bush recently stated that his second administration will “pursue more energy … in our own hemisphere so that we're less dependent on energy from unstable parts of the world." Mexico has the largest conventional crude oil proved reserves in North America.
 

Two thirds into the Fox administration, it is clearer than ever that per capita GDP will not grow lastingly because structural changes have not been implemented. Stagnation translates into weak job creation and migration to the United States. Turning the Mexican economy around will require considerable will and political imagination to carry out profound institutional reforms, but it also calls for debottlenecking physical infrastructure, as well as human capital and technological development. Such expensive investments are a prerequisite for job creation and poverty alleviation and will not be carried out by the private sector on its own: the Mexican government needs to take the lead, while eliminating the obstacles to private investment. Given Mexico’s weak public revenues, financing such projects can only come from leveraging Mexico’s large hydrocarbon resource base.

Mexico and the United States can help each other while pursuing their own interests: a quid pro quo in which the United States helps finance the development of Mexico’s hydrocarbons reserves so that it can double its exports, has the dual effect of decreasing the United States’ dependence on Middle East oil and provide Mexico with additional revenues to fuel a productivity-based growth strategy. Faster economic growth could lead to job creation, poverty alleviation, slowing down undocumented migration, strengthening the middle class and consolidating democracy.

Once before, the United States and Mexico’s complementary needs led to a marriage of convenience. By late 1994, Mexico found itself with more short-term debt coming due than it could repay and a currency it could not defend given that reserves were insufficient. The specter of a debt default similar to the one that had happened 22 years earlier became a concern for the Clinton administration. The “Tequila Crisis” could have spread to US financial markets, weakened as they were by the doubling of interest rates over the previous year. Self-interest created an opportunity for both countries to cooperate.

Along with international financial institutions, the Clinton administration assembled a rescue package backed by oil revenues worth 50 billions dollars that bolstered Mexican solvency. The Mexican government had to accept supervision of the disbursements and had to commit to make prudent use of the resources before it could use them. Mexico’s access to financial markets was reestablished preventing further blows to tight markets, all loans were repaid and both countries came out ahead.

A decade later, a new opportunity has emerged.  Again, it entails having the US government play a key role in assembling a financing package backed by oil revenues. But, in this case, the resources would be used not for conjunctural purposes but to transform the very structure of the Mexican economy: invest in oil production to generate additional revenues to invest in a productivity based growth strategy that will benefit both countries. As before, the disbursement of those funds would have to be contingent on accepting supervision and a commitment to make prudent use of them. 

II. UNITED STATES’ INCREASING RELIANCE ON IMPORTS FROM POLITICALLY VOLATILE AREAS.

Between 1998 and 2000, the average price of oil increased 130%. Two weeks after the 2001 Inauguration, a National Energy Policy Development Group was created to develop a policy to promote “dependable, affordable, and environmentally sound production and distribution of energy.” 

The report stated that America “faces the most serious energy shortage since the oil embargoes of the 1970s.”
 Indeed, the uncertainty created by the increase in the price of oil made energy supply diversification a priority. The National Energy Policy (NEP) projected a shortfall in total energy production that would more than double from 2000 to 2020: the oil deficit would reach close to 20 million barrels of oil per day and the natural gas deficit 23 trillion cubic feet per year, requiring increased imports. Given the politically volatile Middle East, the NEP called for “building strong relationships with energy-producing nations in our own hemisphere” and recommended establishing a “North American Energy Framework to expand and accelerate cross border energy investment” while acknowledging it would require dealing “with the facts as they are, meeting serious problems in a serious way.” 
 Then came 9-11.

Between 2002 and 2004, the average annual price of oil increased 100% and the average price of natural gas rose more than 80%.
 The IEA has estimated that, if those increases are permanent, GDP growth will be 0.6% lower and inflation will be 1.0% higher during both 2005 and 2006.
 Again, the volatility and fragility of world wide –and US- energy markets has been exposed.

The accomplishments of the North American Energy Framework have been limited, but, then, no one could even conceive of 9-11. While Mexican crude oil exports to the United States have grown by two thirds since the implementation of NAFTA, Mexican constitutional prohibitions against private investment and the continued financial weakness of the government have proven to be formidable obstacles. Mexico is probably the most closed country in the world in terms of private participation in the oil sector.
 Dealing with the facts as they are has not been easy: finding ways to utilize Mexico’s resource base to Mexico’s and the US’s advantage continues to be a challenge.

III. MEXICO’S ARRESTED DEVELOPMENT 
The result of the first generation of modernizing, privatizing and liberalizing measures introduced in the mid 80’s was a success: between 1986 and 2000, per capita GDP in dollars corrected for inflation grew at an annual average rate of 5.3%, the Tequila crisis notwithstanding.
 

It has stagnated since. For the last 5 years, rent seekers have successfully maintained their hold on sectors that are essential for competitiveness and there are no signs that current political institutions can find a way out of the impasse.  But then, the PRI lost power after 70 years of uninterrupted rule, and the lack of jobs fueled acrimony and a political stalemate.

Mexico’s wounds are self-inflicted: infrastructure services are lacking (natural gas, electricity, transportation and transborder operations are expensive and low quality), labor productivity is stagnating and red tape chokes entrepreneurship.  As a result, the tradable goods sector is saddled with an anti competitive bias and faces a perverse incentive to not integrate with the rest of the economy so as to avoid it. 

Returning to sustainable growth is not a minor endeavor. As Geoffrey Garrett has pointed out: “in today’s global markets, there are only two ways to get ahead. People and countries must be competitive in either the knowledge economy … or the low-wage economy… Those who cannot compete in either include not only the erstwhile industrial middle class in wealthy nations, but almost countries in the middle of the worldwide distribution of income.”
 That is certainly the case of Mexico. If it fails to regain its growth impetus, the contrast between those that are accessing the digital world and those that have to compete with low wages will be unstable, providing a “fertile ground for populist backlashes.”

Returning to growth and significant job creation will require, first and foremost, institutional reforms to increase the functionality of the newfound democracy, to strengthen the rule of law
 and to eliminate red tape that restricts investment but it also calls for investments in physical infrastructure, human capital and technological development. Three different studies have estimated that the additional investment requirements to increase productivity appreciably total 15 to 20 billion dollars a year for several years.

Those investments will not be carried out by the private sector on its own because a significant part of the return cannot be appropriated privately. Thus, the government has to take the lead while eliminating the obstacles to private investment. Given Mexico’s weak public revenues
, financing such projects can only come from leveraging Mexico’s large hydrocarbon resource base. 

IV. THE OIL IS THERE and IT IS PROFITABLE TO EXTRACT IT 

Mexico possesses a rich hydrocarbon resource base: existing (proven plus probable) oil reserves are sufficient to maintain current oil production levels for 22 years and current gas production for 28 years.
 Investment in exploration plummeted during the 1990’s but the Fox administration has made it a top priority. As a result, PEMEX is now replacing 75% of the oil it extracts and 38 new fields have been discovered.
 Since only 20% of the territory with resource capacity has been explored and the rest is found in deep waters, PEMEX started exploring beyond its usual depths. It recently announced the discovery of a new deposit that could hold between 100 and 200 million barrels of oil: Nab1, the first well by more than 2,000 feet of water started producing 1,200 barrels a day in November 2004. 

In 2004, oil production reached 3.4 million barrels a day, half of which were exported to the United States, making Mexico the top source for its imports.
 Doubling that level by 2010 and becoming a marginal exporter of natural gas will strengthen North American energy security. It will also increase government revenues by 12 billion dollars if average price of oil is 25 dollars a barrel.

Analyses carried out by PEMEX indicate that these goals are realistic if 15 billion dollars of annual financing can be obtained for the rest of the decade: 12 billion to sustain current production levels and make them grow to the new targets, and 3 billion for interest payments and amortization.

A recent World Bank study estimated that “close to 80 percent of flowing oil, and possibly a higher percentage of reserves, can be produced at a cost of under US$5/barrel …(making) pretax rates of return … for investments in new oil projects vary from a low of 26 percent in the Norte region, to highs in excess of 70 percent in the marine area.”
 Extraction costs are expected to increase over the next decade but preliminary analyses carried out by PEMEX indicate that the pretax internal rate of return should remain above the 15% threshold usually required to justify such investments. 

V. A NORTH AMERICAN ENERGY FUND TO FINANCE A MEXICAN DEVELOPMENT FUND: FINDING 75 BILLION DOLLARS.

In normal circumstances, raising 75 billion dollars from private sources would not be possible without introducing risk contracts or concessions, which require constitutional changes. Waiting for the stark realities of a non-performing economy to force political change, however, may take long and produce a populist backlash rather than progress towards liberalization. 

Instability in the Middle East has created an opportunity borne out of convenience for a two-step strategy that would benefit both countries. In a first step, the United States fosters the creation of a North American Energy Fund (NAEF) which issues 75 billion dollars of securities backed by oil-revenues (not the oil itself) to finance Pemex’s investments in the development and production of oil and natural gas. This additional output will lessen the United States dependence on Middle East oil. In the second step, the net revenues from this added production would be used to finance the Mexican Development Fund (MDF), which would in turn invest in human and physical capital to increase productivity.  
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For the plan to be successful it needs to recognize three imperatives and deal “with the facts as they are, meeting serious problems in a serious way”: 

· First and foremost, it has to be consistent with the Mexican political compact and Constitution. Attempting to force changes in the legal framework will guarantee its failure; 

· Secondly, it has to be effective. None but PEMEX can carry out such an ambitious project but a different corporate culture has to be put into place given its traditionally opaque workings; and, finally,

· It has to include an independent control system to guarantee that funds are dispensed in a manner that is transparent and exempt from conflicts of interest.
 

All three processes – the NAEF securing funds and financing additional oil production, as well as the MDF investments- should be transparent and supervised by Mexican and North American stakeholders alike to insure that all investments are carried out with the highest standards, that all operations are subjected to benchmarking and that risks are minimized. Accountability to the international community is a condition sine qua non to bring financial institutions to the table.

Currently, about 10 billion dollars of private financing flows annually to PEMEX through three mechanisms:

· PIDIREGAS, public investment projects financed by the private sector in a manner that is consistent with constitutional restrictions;

· CSM, multiple service contracts, have attracted over 4 billion dollars to the exploration and development of natural gas in northern Mexico; and

· Direct indebtedness


There is no magic bullet to finding 75 billion dollars, particularly because the PIDIREGAS and CSM are showing signs of fatigue, but increasing transparency suggests consolidating dispersed efforts. There are two basic mechanisms:

1. A significant portion of the project’s inputs will be imported from the United States. Thus a special facility should be created at the Export/Import bank for loans, insurances and/or guarantees to foster the participation of American businesses. A special task force should be created within the bank to streamline the approval process and the terms of these instruments should be tailored so that part of the risk is borne by the government.

2. Institutional investors and pension funds should be incentivized to hold instruments backed by oil revenues. The long-term, capital-intensive nature of this project suits the search for safe long-term returns by the dominant institutional investors in the United States-- public and private pension funds. Solid and safe returns guaranteed by oil revenues should be an attractive addition to their portfolio and would be no less profitable or secure than the Mexican government bonds they hold. A US government guarantee –or other form of enhancement- is necessary to facilitate the marketability of the new instruments. 

The task is ambitious but within the capabilities of Pemex’s and of Mexico’s Secretary of the Treasury if the international financial community subscribes to the reasonableness of increasing the oil platform and if Mexico pledges transparency and accountability. The $50 billion dollars of the 1995 Tequila crisis package shows the potential of combining financial creativity with political will. 

Credit rating agencies will have to be convinced to not downgrade Pemex. Exchange rate risk would be nominal because Mexican oil is traded in dollars: indeed credit agencies presently grant PEMEX ratings that are not significantly different depending on the currency of the instrument. Contractual-judicial risk could be mitigated by having contracts acknowledge the authority of US and international courts, as is currently the case. Lessening design and execution risk will require a bigger effort. A backlog of investment projects will have to be created and audited by experts to insure their reasonableness: international agencies could make important contributions to that goal, given their experience. 

The main obstacle to this endeavor is not the existence of constitutional restrictions but the lack of a social compact about the Mexican energy sector. This absence of a coherent long-term hydrocarbon strategy has weakened PEMEX, undermining the competitiveness of the Mexican energy sector, contrary to the goals of NAFTA’s energy chapter. The quest for higher levels of productivity and energy prices equivalent to those that would prevail in a competitive environment, has been replaced by ideological confrontations about privatization that have strengthened the hand of rent seekers. 

VI. THE SOCIAL INVESTMENT FUND

The impact of twelve billion dollars of additional government revenue on the economy will depend on whether it becomes an excuse to increase subsidies and not carry out the needed structural reforms –as in the early 80’s, or whether it becomes the vehicle to increase total factor productivity. Economic growth in Mexico is constrained by institutions that are inadequate for the XXIst century and low levels of human and physical capital. Thus, for the new investment in those two types of capital to spur economic growth it has to be accompanied by four initiatives to improve the regulatory/institutional system: 

· reform of the justice system to streamline it, make it transparent and predictable;

· labor reform to foster flexibility and decrease the disincentives to formal employment; 

· elimination of red tape to facilitate investment; and

· fiscal reform to eliminate special fiscal privileges and increase governmental non-oil revenues so as to maintain macroeconomic stability.

While twelve billion dollars a year will not solve all problems at once, they can go a long way: 

· doubling expenditures in science and technology, 
· increasing by a half spending in justice and law enforcement, AND

· increasing investment in health and education by 25%. 
Such a strategy would increase total factor productivity and long run growth perspectives. In all likelihood it would also trigger self-reinforcing virtuous mechanisms that would benefit both Mexico and its North American partners.
VII. CONCLUSION

The incoming administration faces a unique opportunity to rely on self-interest and not assistance to leverage the complementary needs of Mexico and the United States to the advantage of both: a quid pro quo in which the United States helps finance the development of Mexico’s hydrocarbon reserves so that America's dependence on energy from the Middle East is reduced and Mexico can finance a productivity-based growth strategy that would lead to job creation, poverty alleviation and slowing down of undocumented migration. 

The burden will be heavier on Mexico and so it should because so will its benefits. Mexico will have to dare to carry out the profound reforms needed to access a different set of opportunities. The additional resources will ease the transition and open the possibility of triggering self-reinforcing virtuous circles. 

The United States has an opportunity to invest in a project that is risky but it is the only one that offers a reasonable long-term solution to some of the endemic problems that plague the relationship with Mexico. To mitigate these risks the United States has to demand prudence, transparency and accountability. 

This is a worthwhile challenge. The losers of the strategy put forward in this proposal are the rent seekers that obstruct change and the naysayers that refuse to deal with the facts as they are. Let’s hope that the governments rise to the task.
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