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Abstract (summary)

Mexico's shale gas potential.

Mexico is beginning to think seriously about exploiting its potentially important shale gas resources. Although the
United States is the leader in shale gas development, early estimates suggest that its southern neighbour also
enjoys significant reserves -- the fourth largest in the world. If the estimates of the scale of the resource prove to
be correct, this could provide a major boost to the Latin American country's economy.

SUBJECT:Mexico's shale gas potential.

SIGNIFICANCE:Mexico is beginning to think seriously about exploiting its potentially important shale gas
resources. Although the United States is the leader in shale gas development, early estimates suggest that its
southern neighbour also enjoys significant reserves -- the fourth largest in the world. If the estimates of the scale
of the resource prove to be correct, this could provide a major boost to the Latin American country's economy.

ANALYSIS: Impacts.

Shale gas could offer Mexico a radical new approach to energy development, involving private and foreign
interests.

To exploit the resource, market incentives and a new policy framework will be required.

Technology to produce shale gas in high volumes, particularly hydraulic 'fracking', will remain politically
controversial.

Mexico's oil and gas industry provides more than 30% of the government's revenue but oil production has been
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declining significantly. Unless exploration is opened up to private and foreign investment, the country could
become a net oil importer by 2018.

Over the last decade gas consumption has risen by around 70%, but production has climbed only 46%. This
growing supply gap has brought associated problems including a sharp rise in (relatively cheap) US gas imports --
up to 1.5 billion cubic feet/day (bcf/d) -- pipeline bottlenecks, and restrictions on supply to industry.

Shale gas resources.

Mexico reportedly has the world's fourth largest shale gas reserves (see INTERNATIONAL: Politics is moving in
support of shale - March 1, 2013).

According to the US Energy Information Administration (EIA), it has an estimated 681 trillion cubic feet (tcf) of
technically recoverable reserves.

Pemex  has estimated prospective shale gas resources of 150-459 tcf.

Other estimates from the Mexican government reportedly suggested reserves of 297 tcf.

The reality is that until more work is done, these numbers are speculative.

The Burgos basin, which includes part of the Eagle Ford play (a major source of gas in Texas), could account for
two-thirds of these resources. Geologically, the spread of shale gas reserves is complex and some at least could
prove difficult and expensive to produce. In some places, the recoverability factor could be as low as 10% or even
less.

Moreover, gas pipeline infrastructure is already tight. As such, a significant increase in shale gas production would
need to be accompanied by further investment in transportation.

Structural constraints .

Founded in 1938, Pemex  is charged with meeting all of the country's oil and gas needs, from oil production
through to refining and marketing of oil products. It has been a cash cow for years, providing a significant share of
the state's income -- and suffering from its status as one of the most politicised national oil companies in the
world.

With declining oil production, and a shortage of gas, the advent of shale gas could be very significant for Pemex
and the country as a whole. Mexico has witnessed several attempts to introduce foreign oil companies into the
upstream oil sector, with only marginal success. As currently constituted, Pemex  might not have the capacity
and capability to effectively address this massive new challenge.

President Enrique Pena Nieto, of the Institutional Revolutionary Party (PRI), has promised to open up Pemex  to
greater investment (see MEXICO: Government signals anti-monopoly stance - December 17, 2012) and maintains
that his party has the political authority to do so. However, previous presidents have made similar promises and
not delivered, so far-reaching reform cannot be taken for granted. State ownership of the oil sector is enshrined in
the Mexican Constitution.

It has been suggested Pemex  should establish a separate subsidiary to manage gas exploration and exploitation,
but arguably this does not address the fundamental constraints on Pemex 's effectiveness (see MEXICO:
Pemex  blast raises concerns ahead of reforms - February 8, 2013).

Former Energy Minister Jordy Herrera said that shale gas could double the country's gas production, with an
estimated investment of 10 billion dollars per year for a period of ten years. However, the pace of development will
depend primarily on the speed of reforms in the energy sector. Herrera, a former Pemex  executive, said gas
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prices would have to reach around 5 dollars per million cubic feet (mcf) before shale gas development becomes
economic. US spot gas prices (Henry Hub) are currently around 3.20 dollars per mcf.

Once the decision is made to move into production, producing wells are forecast to cost 5-8 million each, and
hundreds if not thousands of dollars more may eventually be required. The presence of natural gas liquids
(NGLs)/shale oil could improve the economics of exploitation, with the liquids effectively subsidising gas
production.

Although Mexico has started to explore for shale gas, it is early days. In 2012 a significant discovery was
announced in northern Mexico. Pemex  has said that it plans to drill some 150 wells by 2016 -- yet this this still
amount to a very small share of the firm's budget and growth is likely to be limited.

In comparison, in eight years the United States drilled some 15,000 wells in the Barnet shale zone alone. The US
lead in shale gas is due to its combination of entrepreneurial spirit, hydrocarbon laws, excellent infrastructure and
technological innovation -- along with the geology.

Local issues.

The local impact of major shale development will be significant. Huge volumes of water are required, which is
potentially challenging in a country with large areas of arid land. Therefore, successful development is tied to
ensuring local communities benefit from this activity.

Further challenges will emerge when significant investment funds start flowing in. The first relates to corruption --
an issue where Mexico has a poor track record, particularly concerning land sales. The second lies in the absence
of institutional capacity: the ability of federal, state and local governments to utilise funds wisely for the benefit of
the wider community. Finally, there are security and extortion risks that should be taken into account. Much of the
prospective shale gas is located in northern Mexico, close to the border with the United States. For instance, the
Eagle Ford play is reportedly within the Zetas drug cartel's territory.

CONCLUSION: Developing Mexico's shale gas will be very challenging. It requires major investment and
expertise, since the geology must be proved via extensive exploration drilling to establish the volume of
hydrocarbons in place and, most critically, whether the gas can be economically extracted. However, Mexico faces
political resistance to opening up its energy sector to international industry and private interests -- which have the
necessary funding resources, technology and project management experience to exploit the resource; state oil and
gas firm Pemex  may not be able to deliver speedy and effective shale gas development on its own.
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