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INTRODUCTION

Since the approval of Mexico’s energy reforms
in December 2013, most of the policy-
oriented efforts of the administration of
President Enrique Pefia Nieto have centered
on putting in place the institutional and
regulatory framework for the new energy
sector. This step is unquestionably essential
for the success of reforms. However, beyond
paying attention to the implementation phase,
it is equally important to begin to take note
that the energy industry exerts an influence
on a much wider economic landscape. The
ripple effects of this energy opening will be
felt far and wide and will touch many other
economic areas. The country’s automotive
industry is no exception. This issue brief
explores the relationship between the
opening of Mexico’s energy sector and the
future of the country’s automotive industry.

THE AUTOMOTIVE INDUSTRY AND ITS
SUPPLY CHAIN

On the positive side, Mexico possesses
certain characteristics that may help
integrate the value-adding activities of
the automotive chain. Some of these
advantages have made Mexico a major car
manufacturer. Productivity gains, wage
inflation, and currency values have all
been central advantages in enhancing

the country’s auto manufacturing

competitiveness vis-a-vis other emerging
economies like China and Brazil, where
relative costs have escalated sharply. In the
years ahead, this competitive advantage is
projected to broaden, in part as a result of
large investments in natural gas transport
and storage infrastructure and lower
electricity prices, which could result in local
firms expanding production capacity and
undertaking new investment. This, in turn,
may force foreign firms to reassess their
sourcing strategies and consider Mexico an
even more viable alternative for locating
future production facilities.!

The pace at which the automotive
industry has expanded in recent years
serves to illustrate the extent of Mexico’s
manufacturing competitiveness. Since the
start of Pefia Nieto’s term in December
2012, foreign investment in the automotive
industry has reached more than $20
billion,2 making Mexico the world’s
fourth-largest exporter and the seventh-
largest producer of cars to date.3 Recent
announcements by carmakers indicate
that this investment wave shows no signs
of slowing down. By 2020, it is estimated
that production will reach 5 million cars,
up from 3.2 million in 2014.4 These are
impressive figures. Mexico’s share of
light vehicle production in North America
accounted for just 3 percent in 1985—a
share that skyrocketed to almost 20
percent in 2014 and is anticipated to
represent 25 percent in 2022.5
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Despite its current boom in car
manufacturing output and sales, the
competitiveness of Mexico’s automotive
industry is hampered by a limited domestic
supply of different types of plastics. These
include polyethylene and polypropylene,®
hydrocarbon-based raw materials that are
used in the making of auto parts. A looming
question is whether the government is
doing what is necessary to attract even
more investment in auto manufacturing.
Policymakers should carefully consider
how energy reforms can serve as part
of a larger strategy to make Mexico's
workforce even more productive in car
manufacturing and its native supplies even
more competitive. This is to say, if energy
liberalization is to have a serious impact
on the rest of the economy, as promised
by government officials, the design and
execution of custom-made policies that
build on the opening of the energy sector
are fundamental. The implementation of the
reform has to be thought through, therefore,
on the basis of how it can enhance other
sectors of Mexico’s economy, including the
automotive industry.

THE AUTOMOTIVE INDUSTRY AS A
TEST CASE

The growth that Mexico’s automotive
industry has experienced has failed to trickle
down to every activity in the value chain.
The sector is doing remarkably well in vehicle
assembly and auto parts manufacturing.’
However, upstream activities, such as the
supply of plastic resins—polypropylene
(PP) and high density and low-density
polyethylene (HDPE and LDPE)—necessary
to produce car components, are among
the weakest links in the Mexican segment
of the automotive industry value chain. An
ill-equipped domestic plastics industry
has been unable to keep up with growing
demand for plastic components, harming
the country’s ability to achieve a greater
value share through the local production of
automotive output.

A key to resolving this issue may be
the recently implemented changes in the

energy sector. How can the market and
regulatory changes in Mexico's energy
sector foster greater competitiveness in
the automotive industry? Two fundamental
paths are easily visible. The first is related
to investments in natural gas infrastructure
and lower electricity prices.® The second

is to foster production of natural gas-
based petrochemical inputs needed to
encourage production of plastic resins that
the automotive and auto parts industries
demand. Both of these are now within reach,
in part thanks to energy reform. We break
down each of these below.

GAS TRANSPORT INFRASTRUCTURE
AND ELECTRICITY PRICES

Mexico has embarked on a mission to
expand its natural gas transport capabilities
to ensure a more adequate supply. Emilio
Lozoya, CEO of Petréleos Mexicanos
(PEMEX), estimates that the network
of pipelines will grow from 11,742 km
t0 19,436 km by the end of the current
presidential term (2018)—a remarkable
rate of growth that will involve investments
totaling about $18 billion dollars.® This new
infrastructure is fundamentally designed
to bring less expensive gas from the United
States to supply the industrial processes of
Mexico’s manufacturing firms. Car makers,
as well as many other industries, can
benefit from this natural gas pipeline and
import expansion. The first signs of this
interconnectivity are already evident on
the ground, and many of them link Texas
with Mexico. Natural gas pipeline projects
such as the Los Ramones, which runs
through five Mexican states from Agua
Dulce, Texas, to Apaseo El Alto, Guanajuato,
are an important factor behind decisions by
automakers to locate production facilities in
Mexico.'0

Furthermore, the impact of the new
natural gas infrastructure goes beyond
supply. The automotive industry can
also enjoy lower electricity tariffs thanks
to the fact that a) natural gas prices in
North America are competitivel and b)
Mexico’s energy mix is shifting to more
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use of natural gas for power generation.
The Federal Electricity Commission (CFE)
has made public that electricity prices

for the industrial sector in May 2015 fell
between 23 and 31 percent from a year
earlier.’2 For June 2015, electricity tariffs
could be lowered as much as 35 percent in
comparison with those in June 2014.13

PETROCHEMICAL AND PLASTICS
RESINS PRODUCTION

The second route by which energy
reforms may benefit the automotive
industry is by increased production of
petrochemical inputs that could incentivize
the manufacturing of plastic resins.™
For example, the propylene output at
PEMEX—the only domestic producer of
the inputs needed in the production of
polypropylene,’> a type of plastic used in the
manufacturing of auto parts—is insufficient
to meet demand. This is clearly one factor
discouraging prospective investment in
Mexico. The automotive industry is highly
dependent on imports of polypropylene,
which represented more than 69 percent
of overall apparent domestic consumption
from 2009 to 2013—equivalent to annual
imports averaging $1,208 million throughout
the same period.’6

A similarly complex situation exists
regarding high-density and low-density
polyethylene, plastic resins similarly used
in the manufacturing of auto parts. In the
particular case of HDPE, Figure 2 illustrates
the extent to which domestic industrial
users are dependent on imports to secure
supply. In other words, PEMEX, the only
producer to date, managed to meet just
16.5 percent of the requirements of the
domestic market' in the 2009-2013 period,
while the remaining 83.5 percent was met
through imports, which accounted for
$1,179 million in 2014—an increase of 50
percent in relation to 2010 imports.18

In examining the same indicators for
low-density polyethylene, it can be seen
that PEMEX managed to meet a larger
share of apparent domestic consumption
between 2009 and 2013 —after exports,

FIGURE 1 — MEXICO'S POLYPROPYLENE TRADE, PRODUCTION AND
CONSUMPTION (METRIC TONS)
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FIGURE 2 — MEXICO'S HIGH DENSITY POLYETHYLENE TRADE,
PRODUCTION AND CONSUMPTION (HDPE, METRIC TONS)
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NOTE Imports accounted for 803,563 metric tons in 2014, according to the UN Comtrade Database.

the figure stands at 52.2 percent, while
the outstanding 47.8 percent was supplied
by way of imports.!® This illustrates that
Mexico has relatively greater capability to
produce LDPE, something corroborated

by the fact that imports grew 21.8

percent between 2010 and 2014 —from
$578.8 million to $705.1 million.20 There

is nonetheless much room for further
expansion of the national supply of LDPE.
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FIGURE 3 — MEXICO’'S LOW DENSITY POLYETHYLENE TRADE,
PRODUCTION AND CONSUMPTION (LDPE, METRIC TONS)
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NOTE In 2014, imports stood at 390,218 metric tons, according to the UN Comtrade Database.

In that respect, a somewhat positive
note is that figures concerning imports of
HDPE and LDPE may decrease in the near
future. Etileno XXI, a large petrochemical
project situated in the south of Veracruz
and expected to become operational in the
second half of 2015, will have the capacity
to produce up to 750,000 metric tons of
HDPE and 300,000 metric tons of LDPE.?
However, this will take place gradually.22
Mexico will continue to import a great share
of its polyethylene needs.23

The above scenarios lead to the
following questions: What exactly has
discouraged increases in polyethylene/
polypropylene production in Mexico?

Why has Mexico failed to integrate its
petrochemical industry with related
manufacturing activities? Both questions
may in part be addressed by observing that
similarly short-sighted government policies
have also held back the development of the
petrochemical and plastics industries, which
have been hampered by an inadequate
supply of feedstock. However, it is also
certain that Mexico has lacked adequate
public policies to stimulate the growth of
its own plastics industry. The recent energy
reform may help, but it may be insufficient
without further public policies to stimulate
national supply growth.

FINAL REMARKS

In October 2014, Mexico’s president decreed
the creation of a specialized unit within
the Ministry of Economics to promote, in
consultation with the Ministry of Energy,
the development of energy-related value
chains. One of the aims of his action was
to link production of hydrocarbon-based
raw materials with local user industries.24
This move was welcomed by many who
understand the necessity of crafting
strategies to enhance regional capabilities.
In states like Puebla, for example, the
automotive industry is growing and
encompasses an agglomeration of car and
auto parts makers; an increasing supply of
natural gas (thanks to the construction of
more pipelines) could encourage investment
in plastic resins, eventually leading to the
strengthening of local value chains. The
same might occur in other states where
(new) natural gas infrastructure coexists
with the presence of manufacturing
activities. These include Querétaro,
Guanajuato and Mexico State, among others.
How to foster production of plastics in
order to make Mexico's automotive industry
even more competitive is one of the many
questions that the Ministry of Economics
ought to be currently addressing. Much
more remains to be done.
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