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Just weeks into the U.S.-Mexico free trade talks, the explosive issue of oil has grabbed center stage.

The Mexican financial daily "El Financiero" reports that during a June 12 meeting in Toronto between U.S. Special Trade Representative Carla Hills and Mexican Secretary of Commerce Jaime Serra Puche, the U.S. side pressed for inclusion of oil on the formal agenda, and the Mexican side agreed.Mexican officials reportedly tried to conceal the agreement, but word leaked out. The disclosure that Mr. Serra is willing to discuss U.S. involvement in Mexico's nationalized petroleum sector is causing an enormous scandal in Mexico.

Since the expropriation of foreign oil interests in 1938, exclusive control over energy has been a point of national pride in Mexico and is enshrined in its constitution.

Mexico's willingness to put oil on the negotiating table illustrates both its internal political changes and its urgent need for outside help to maintain and expand its oil industry.

In April, an official of the state oil monopoly, Pemex, confirmed earlier projections that Mexico will be forced to import increasing amounts of refined petroleum products because it can't afford new oil wells and refineries. He also repeated earlier predictions that Mexico will cease to be a net exporter of energy by the end of the decade.

The problem is not a lack of oil, or even a lack of money, but a corrupt and chaotic approach to managing Mexico's vast oil reserves. Of the roughly $14 billion in revenue generated by Pemex last year, roughly 80 cents of every

dollar went to the central government to subsidize other state-owned industries. The amount remaining after transfers to the government, mostly in pesos, is barely sufficient to keep Pemex running on a current basis. There is virtually nothing left for new investment, particularly hard currency to

purchase badly needed equipment from abroad.

An internal memorandum prepared for the U.S. Export-Import Bank, which is processing more than $6 billion in long-term loan guarantees for Pemex, says the state oil monopoly paid a "hydrocarbon extraction duty" to the government of $7.6 billion in 1989 virtually all of the company's dollar earnings. The firm was left with a "net income" of just $8 million after expenses.

The irony of these U.S. loan guarantees is that they will offset only a tiny fraction of the revenues that Pemex currently pays to the central government. All Pemex earnings not necessary to support the "current" operations of the Mexican oil industry literally disappear, either for subsidies or corruption. To partially offset the Mexican government's insatiable demand for cash, Pemex has borrowed several billion dollars in the international capital markets since 1989.

And yet these substantial amounts of private debt, even added to the U.S. loan guarantees, do not begin to approach the amounts Mexico will need to remain an oil exporter through the end of this decade.

Pemex officials say they must quickly make a deal with foreign oil companies to revive their sagging operations. Pemex output, for example, is projected to drop from 2.5 million barrels a day to roughly 1.5 million barrels by the end of the decade. Moreover, imports of gasoline and fuel oil already are consuming roughly one quarter of Pemex's approximately $8 billion in hard currency export earnings.

"We need upwards of $10 billion annually in capital investment in order to maintain our ability to export and meet rising domestic demand," says one veteran Pemex engineer who attended an April oil conference in Mexico City. ''It is not just oil production that must be increased, but also refinery capacity, transportation and other parts of the Pemex infrastructure."

U.S. and Mexican trade negotiators are focusing on "non-tariff barriers" in the free trade talks, which would allow Mexican factories and companies to import gasoline, fuel oil and perhaps even natural gas from across the border. Mexican industry, plagued by the high prices and low quality of Pemex products, would welcome such a development. Industrial users of natural gas in the Mexican border state of Nuevo Leon, for example, would gladly buy the cheaper, higher quality gas available in Texas.

But allowing more imported energy into Mexico leaves unresolved a more basic problem: Mexico's need to remain a net oil exporter so it can earn hard currency to buy imported capital goods and consumer products. With a rising trade deficit and increasing demand for foreign goods, maintaining Mexico's ability to export oil must be a priority for both sides in the negotiations.

If Washington is serious about using a free trade agreement to help Mexico emerge from years of economic crisis, it must push its southern neighbor to open its oil industry to major foreign investment. For example, boosting Mexican oil output to 4 million or 5 million barrels a day might generate sufficient hard currency export earnings to pay for imports of refined products as well as other goods.

A big part of the solution inevitably involves the privatization of Pemex, including a role for foreign investors; such a plan is already rumored to be in the works. But the only way such a radical change can occur is if the government of President Carlos Salinas de Gortari moves against those parts of Mexico's inefficient state sector that remain untouched by his much-lauded privatization program. It is those sectors, after all, that are consuming Pemex revenues that should be used for new capital investment in oil and production capacity.

With full retention and investment of both domestic and export earnings, Pemex would be more attractive to potential foreign investors. A revitalized Pemex also would brighten Mexico's energy future, eliminating the almost unthinkable possibility of dependence on foreign energy. But all of this requires radical economic change by the Salinas government that may go beyond what is politically possible in Mexico today.
