Electricity sector reform proposal - More
faculties to public utility CFE

= On Friday, President Andrés Manuel Lopez-Obrador unveiled the
initiative for a constitutional reform of Mexico’s electricity sector

= The reform aims to strengthen and provide a greater role to public utility
CFE, establishing by law that the company should produce at least 54%
of all electricity consumption nationwide

=  Other relevant changes include:

(1) CFE would be integrated both vertically and horizontally,
maintaining only one subsidiary and three affiliates;

(2) The National Center for Energy Control (Centro Nacional de Control
de Energia, or Cenace in Spanish) would be a branch of CFE in
charge of coordinating production between the company and private
producers; and

(3) Regulatory entities CNH and CRE would disappear, with CFE
responsible of granting permits and licenses to the private sector

= The designation of “State-owned Productive Company" is eliminated
and replaced by “State Organism”. Moreover, it establishes that
activities designated as strategic for the state —such as electricity— cannot
be catalogued as monopolies

= The initiative also contemplates the cancellation of all permits granted
for production and contracts for the purchase and sale of electricity with
the private sector, including some modalities such as “Own-supply
societies” (“sociedades de autoabastecimiento”, in Spanish)

= Lastly, lithium and other strategic minerals would be exclusively
extracted by the state

= To achieve these goals, constitutional amendments are proposed to
Articles 25, 27, and 28. Therefore, they require a supermajority (2/3) in
both the Lower House and the Senate, as well as most state legislatures
(at least 17 out of 32)

Initiative to reform the electricity sector. On Friday, President Andrés Manuel
Lopez-Obrador unveiled the initiative for a constitutional reform of Mexico’s
electricity sector. This proposal aims to support previously approved changes to
the sector (by Congress, back in March), which have not been implemented due
to ongoing legal challenges. Broadly speaking, the reform aims to strengthen and
provide a greater role to public utility CFE in the electricity sector through several
initiatives. To achieve these goals, constitutional amendments are proposed to
three Articles of the Constitution: 25, 27, and 28.

Changes in the company’s designation and in autonomous entities. One of the
first issues addressed is converting public utility Federal Electricity Commission
(Comision Federal de Electricidad, or CFE, in Spanish) into a “State Organism”,
instead of its current designation as a “State-owned Productive Company".
Moreover, it establishes electricity as a strategic activity in charge of the State. In
this respect, the reform states that: ... Activities exclusive to the State in strategic
areas would not constitute a monopoly...".
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Hence, the latter would give the company more control of the sector (see below)
as this would allow it to operate legally as a monopoly. CFE would be integrated
both vertically and horizontally, maintaining only one subsidiary (CFE
Telecomunicaciones e Internet para Todos) and three affiliates (CFEnergia, CFE
International and CFE Capital). The National Center for Energy Control
(CENACE, by its acronym in Spanish) would be a branch of CFE. Currently, this
is a decentralized organism in charge of controlling the operation of the wholesale
electricity market, as well as to guarantee an impartial access to the transmission
and distribution grid. The reform also contemplates the disappearance of two
regulatory entities, the National Hydrocarbons Commission (Comision Nacional
de Hidrocarburos, or CNH in Spanish) and Energy Regulatory Commission
(Comision Reguladora de Energia, or CRE). Specifically, the CRE is responsible
for the regulation of the electricity system, grants licenses for generation, and
establishes transmission and distribution tariffs. The initiative proposes to return
these tasks to the Energy Ministry.

CFE would produce at least 54% of the country’s electricity. The Executive
branch argues that the company currently produces only 38% of the country’s
electricity (see table below), with private-sector participation affecting profits. In
addition, it says there are several practices favoring the generation and purchase
of electricity to the private sector at uncompetitive prices. In this sense, CFE
would have at least a 54% market share of the country’s electricity consumption,
with the rest (46%) for the private sector. This percentage would be managed
through the controlled acquisition of electricity by CENACE (now in charge of
CFE) based on competition principles and production costs.

Mexico’s electricity generation

% of total
Producer Percentage
Total 100
Private sector 62
Independent energy producers 31
Own-supply societies 12
Power plants built after the 2013 Energy Reform 15
Long-term auctions 4
CFE 38

Source: Reform proposal

Limits to the private sector. Although private-sector players would still
participate, the proposal: (1) Establishes a limit of 46% of national consumption
for them; and (2) says their production would be restricted by the plans and
control of CFE. This implies that connections to the transmission grid would also
be limited by the company’s decisions. For this to happen, all existing permits for
electricity production and contracts for the purchase and sale of electricity would
be cancelled, along with the diverse schemes for private generation. This suggests
that permits would need to be obtained again. Production would not be recognized
if it is from: (1) Own-supply permits stemming from modifications not compliant
with the Ley del Servicio Publico de Energia Eléctrica; and (2) surpluses from
independent energy producers. On the contrary, those that would continue to be
recognized include: (1) Independent producer power plants (without surpluses);
(2) long-term auctions; (3) power plants built after the 2013 Energy Reform; and
(4) electricity generated by authentic own-supply schemes.
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CFE would oversee the energy transition. Under its new role, the company
would be required to establish the country’s energy transition to address climate
change. Therefore, they would have its own strategy as well the faculty to grant
permits for the plans of private producers. In this respect, the proposal criticizes
realized profits by the private sector through Clean Energy Certificates
(Certificados de Energias Limpias, or CEL, by their acronym in Spanish). As a
result, the reform also includes the elimination of these certificates.

Lithium would be a strategic asset, so no concessions would be provided in
this sector. Lithium is considered as a strategic area for the state’s energy
transition given that it is an essential component to produce new technologies.
These include batteries for mobile phones and electric cars. As a result, its status
would be similar to crude oil, so concessions for the exploitation of this mineral
would not be granted. Nevertheless, they recognize some concessions are already
in place, so they will be allowed if already in the exploration or exploitation
phases. In this backdrop, the United States Geological Service (USGS) estimates
that Mexico has the 10" biggest lithium reserves in the world, with around 1.7
million tons.

Given the need of constitutional changes, challenges for its approval could
be in store. The initiative needs constitutional changes to Articles 25, 27, and 28.
For these to be approved, they require a supermajority (2/3) in both the Lower
House and the Senate, as well as more than 50% of state legislatures (at least 17
out of 32). Incumbent-party Morena and its most recent allies (PT and PVEM)
currently have 277 seats in the Lower House (~55%). Therefore, they would need
at least 57 more legislators from outside parties. In the Senate, if we add up 4
more senators from the PES party, the tally is 78 seats (~61%), or eight less than
needed. Morena and its allies already have control of the required state
legislatures, so this does not seem to be major challenge. According to comments
by president Lopez-Obrador, this is one of three constitutional reforms that will
be pursued during the rest of his administration. The other ones include the
incorporation of the National Guard to the Army and an electoral reform.
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may not be photocopied, quoted, disclosed, used, or reproduced in whole or in part without prior written authorization from Grupo Financiero Banorte S.A.B.
of C.V.



GRUPO FINANCIERO BANORTE S.A.B. de C.V.

Research and Strateg
Alejandro Padilla Santana

Raquel Vazquez Godinez
Itzel Martinez Rojas

Lourdes Calvo Femandez

Chief Economist and Head of Research
Assistant

Analyst

Analyst (Edition)

alejandro.padilla@banorte.com (55) 1103 - 4043
raquel.vazquez@banorte.com (55) 1670 - 2967
itzel.martinez.rojas@banorte.com (55) 1670 - 2251
lourdes.calvo@banorte.com (55) 1103 - 4000 x 2611

Economic Research

Juan Carlos Alderete Macal, CFA

Francisco José Flores Serrano
Katia Celina Goya Ostos
Luis Leopoldo Lépez Salinas

Director of Economic Research
Senior Economist, Mexico
Senior Economist, Global
Economist, Global

juan.alderete.macal@banorte.com (55) 1103 - 4046
francisco.flores.serrano@banorte.com (55) 1670 - 2957
katia.goya@banorte.com (55) 1670 - 1821
luis.lopez.salinas@banorte.com (55) 1103 - 4000 x 2707

Market Strateg
Manuel Jiménez Zaldivar

Director of Market Strategy

manuel.jimenez@banorte.com (55) 5268 - 1671

Fixed income and FX Strategy
Santiago Leal Singer
Leslie Thalia Orozco Vélez

Equity Strateg

Senior Strategist, Fixed Income and FX
Strategist, Fixed Income and FX

santiago.leal@banorte.com
leslie.orozco.velez@banorte.com

(55) 1670 - 2144
(55) 5268 - 1698

Marissa Garza Ostos

José ltzamna Espitia Hernandez
Alik Daniel Garcia Alvarez
Victor Hugo Cortes Castro

Juan Barbier Arizmendi, CFA

Director of Equity Strategy
Senior Strategist, Equity
Senior Strategist, Equity
Senior Strategist, Technical
Analyst

55) 1670 - 1719
55) 1670 - 2249

marissa.garza@banorte.com )
)

55) 1670 - 2250
)
)

jose.espitia@banorte.com
alik.garcia.alvarez@banorte.com
victorh.cortes@banorte.com
juan.barbier@banorte.com

55) 1670 - 1800
55) 1670 - 1746

Corporate Debt
Hugo Armando Gémez Solis
Gerardo Daniel Valle Trujillo

Senior Analyst, Corporate Debt
Analyst, Corporate Debt

hugoa.gomez@banorte.com
gerardo.valle.trujillo@banorte.com

(55) 1670 - 2247
(55) 1670 - 2248

Economic Studies
Delia Maria Paredes Mier

Miguel Alejandro Calvo Dominguez

Executive Director of Economic Studies

Senior Analyst, Economic Studies

delia.paredes@banorte.com (55) 5268 - 1694

miguel.calvo@banorte.com (55) 1670 - 2220

Wholesale Banking
Armando Rodal Espinosa

Alejandro Aguilar Ceballos
Alejandro Eric Faesi Puente
Alejandro Frigolet Vazquez Vela

Arturo Monroy Ballesteros

Carlos Alberto Arciniega Navarro

Gerardo Zamora Nanez

Jorge de la Vega Grajales

Luis Pietrini Sheridan

Lizza Velarde Torres

Osvaldo Brondo Menchaca
Raul Alejandro Arauzo Romero
René Gerardo Pimentel Ibarrola
Ricardo Velazquez Rodriguez

Victor Antonio Roldan Ferrer

Head of Wholesale Banking

Head of Asset Management

Head of Global Markets and Institutional Sales
Head of Sélida Banorte

Head of Investment Banking and Structured Finance
Head of Treasury Services

Head of Transactional Banking, Leasing and Factoring
Head of Government Banking

Head of Private Banking

Executive Director of Wholesale Banking

Head of Specialized Banking Services

Head of Transactional Banking

Head of Corporate Banking

Head of International Banking

Head of Commercial Banking

armando.rodal@banorte.com (55) 1670 - 1889
alejandro.aguilar.ceballos@banorte.com (55) 5004 - 1282
alejandro.faesi@banorte.com (55) 5268 - 1640
alejandro.frigolet.vazquezvela@banorte.com  (55) 5268 - 1656
arturo.monroy.ballesteros@banorte.com (55) 5004 - 5140
carlos.arciniega@banorte.com (81) 1103 - 4091
gerardo.zamora@banorte.com (81) 8173 - 9127
jorge.delavega@banorte.com (55) 5004 - 5121
luis.pietrini@banorte.com (55) 5249 - 6423
lizza.velarde@banorte.com (55) 4433 - 4676
osvaldo.brondo@banorte.com (55) 5004 - 1423
alejandro.arauzo@banorte.com (55) 5261 - 4910
pimentelr@banorte.com (55) 5004 - 1051
rvelazquez@banorte.com (55) 5004 - 5279
victor.roldan.ferrer@banorte.com (55) 1670 - 1899


mailto:katia.goya@banorte.com
mailto:jespitia@ixe.com.mx
mailto:hgomez01@ixe.com.mx

