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Abstract
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This document discusses the economic content of a set of Ruling affect-
ing the provision of natural gas distribution services in Mexico. As such,
it describes the mechanisms proposed in order to ensure economic ef-
ficiency in the undertaking of such activity, i.e., competition policies,
rate regulation, delimination of licensed geographic regions and design
of auction procedures for the granting of distribution franchises.
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I. Introduction

The natural gas industry has acquired renewed importance through the imple-
mentation of ambitious programs of privatization and deregulation designed to
ensure its long run development.

Regulation of natural gas distribution services has evolved from an intrusive,
“command and control” type, towards a less restrictive, incentive-based one. As
such, price and rate structures are being changed into schemes that provide cost
reduction incentives in the provision of the service.

* The opinions expressed herein are exclusively those of the authors and not necessarily those sup-
ported by the Agency of the Mexican Govemment where they work or any other Mexican Gov-
ermment Agency.
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International experience shows that the availability of gas in sufficient quan-
tities and at competitive prices, induces chain reactions in several industrial sec-
tors, impacting not only those which use it as a production input, but also those
in which it may be utilized as a fuel, due to its lower price and cleaner operation
conditions than other conventional fuels.

Because of historical and political reasons, every stage in the production proc-
ess of natural gas in Mexico has particular economic and legal implications. These
have to be thoroughly analyzed and evaluated before proposals are made to en-
courage the efficient development of the natural gas industry.

Until this year, the exploration, production, and supply of gas had been done
exclusively by Petréleos Mexicanos (Pemex), who exercises a legal monopoly
power. In addition, an incipient regulation restrained the participation of the pri-
vate sector in the industry. The proposed Rulings, as discussed in this paper, have
as its main objective the efficient development of gas distribution networks through-
out Mexican territory.

Recent changes in the “Ley Reglamentaria del Articulo 27 Constitucional en
el Ramo del Petréleo' allow for the private sector to construct, operate and own
pipelines, infrastructure and equipment to perform the activities of transportation,
storage and distribution of natural gas. Likewise, they permit the private sector to
freely import or export gas.

Sections two and three discuss the objective and economic logic sustained in
the proposed set of Rulings, respectively; section four reviews the main issues
considered 1n such document. Section five describes the methodology proposed
for rate regulation, and section six discusses the suggested auction procedure
designed for the granting of distribution licenses. Finally, the conclusions are
reviewed in section seven.

II. Objective

The objective of the proposed Rulings is to create the conditions that foster
the development of urban natural gas distribution networks in those regions where
it would be economically feasible (i.e., where there would be net efficiency gains).
As such, optimum Rulings would be those that elicit:

*  the maximum number of feasible regions absent of nay subsidy;

*  an acceptable standard in the quality of the provision of distribution services, and

*  the minimal “feasible” price for natural gas consumers.

Considering the above, an urban natural gas distribution network would allow for:

*  the satisfaction of industrial and residential energy needs at competitive price
and quality conditions, comparable to those of Mexico’s main trading part-
ners;

* the substitution of environmentally harmful fuels in order to comply with
new environmental legislation, and

*  the attraction of domestic and foreign investment flows that are compatible
with both an optimum network design and welfare maximization of end users.
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1L Economic Logic Behind the Proposed Rulings

o Given the goals and structural conditions of the Mexican natural gas industry
It 1s necessary that the Rulings pay special attention to the following aspects: ,
Competition. The Rulings propose the existence of only one firm for each of
.:_n licensed geographic regions during a specified exclusivity period, thus favour-
Ing temporary monopoly practices. One way to combine to avoidance of such
practices, with a minimum regulatory burden is through the introduction of com-
petition in the relevant market, given the restriction that the supply of alternative
fuels is monopolized.
* omﬁmc:m::.mi of “self-consumption partnerships”;
no:.m_aoB:o: of competitive conditions in the design of licensed geographic
regions, and
mnwmzzm of additional distribution permits for the same licensed geographic
region upon the expiration of the exclusivity period of the first license for
such region.

*

IV. Summary of the Rulings
4.1. Licensed geographic region

The m_::onQ will define, for each metropolitan region, at least one licensed
mwom_.wnr_n region. Such region shall have the necessary economic density for
a._m:._c:@.m to take advantage of economies of scale and density in the construc-
tion of pipelines. That is, a licensed geographic region shall not be as small as to
prevent the development of a network of pipelines of an adequate diameter, and
not as large as to concentrate several regions susceptible of being licensed ,:._&-
vidually (i.e., the economic density of Mexico City justifies more than two [j-
censed regions).

.cS._o: these Rulings enter into effect, license auctions for natural gas distri-
bution me: be held simultaneously for various geographic regions, when possi-
v_w: mv.nn_m:w for contiguous regions and for those regions with similar character-
1stics, in order to ensure that the differences amongst rates minimised.

On the other, when defining geographic regions it should be taken into ac-
count EE the majority of cosumers located within a spectfic region are as close
as possible to a boundary of a region licensed to another distributor. In this way
once the exclusivity period expires, consumers can be supplied either by the a_,m..
:‘_.c_:oa of their region or by the distributor of the contiguous region at similar
price and quality standards.

h_oaama ro._ana shall also be able to request voluntary expansions of their
geographic regions in order to include consumers located outside of the region or
when the exclusivity period expires, in a nearby region. .
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4.2. Exclusivity period

The Rulings propose auction procedures for the granting of construction and
operation licenses of urban gas networks, granting the winner a six-year exclusiv-
ity period to distribute gas through pipelines within a specific geographic region.

The exclusivity period is not intended to be a time period in which to recover
the pertaining investment, but one in which the greatest possible investment should
be made. Once the pipelines have been laid in a region, no potential competitor
shall have the incentive to invest. leaving the license holder with an exclusivity
period that is effectively longer than six years, as long as it provides the service
in favourable conditions of price and quality.

Vertical Integration. The proposed Rulings introduce mechanisms that con-
strain vertical integration of transportation and distribution, within the same re-
gion.

Rates. Gas distributors are subject to price caps. By ensuring the quality and
safety of the service provision, price caps could provide the incentives for cost
reduction and efficient operation, thus generating higher benefit margins to dis-
wributors and to consumers in the long run. Furthermore, this scheme is flexible
enough to allow distributors to give discounts and to adjust to changes in com-
petitive conditions.

License auctions. A good mechanism to foster initial competition conditions
is the allocation of licenses through auction procedures, subject to efficient selec-
tion criteria known by all the participants. These procedures shall allow to choose
the best offer, based on the quality of service and the width of coverage, as de-
fined in the proposed Rulings.

The auction procedures serve as an informational instrument for determining
the initial rate applicable to the maximum monthly fixed charge to consumers
(see section 5.3) and removes discretion of the authority in the granting of li-
censes and rights of way.

In order to eliminate the discretion of local authorities, the Rulings foster
“coordination agreements” between federal and local authorities for the approval
of rights of way, to be validated before the licenses are granted. These agree-
ments shall provide rights of way to the winner of an auction and subsequently
to those who apply for a new license after the expiration of the pertaining exclu-
sivity period (see section 4.10).

Welfare gains are maximized and a fraction of the monopoly rents will be
transferred to end users through the implementation of both a competitive auction
process and a minimum rate criterion to be offered to consumers.

Cross-price restrictions. Given the presence of a dominant player in the trans-
portation area and in order to avoid discriminatory behaviour or unjustified pref-
crential treatment that harm or limit the interaction of distributors with large
consumers and constrain the development of infrastructure, the Rulings establish
cross-price restrictions. These will not allow discriminatory treatment of distribu-
tors, under similar conditions, within a licensed geographic region (see section
4.8.2).

NATURAL GAS DISTRIBUTION REGULATION 289

In order to cope with these requirements, the proposed Rulings introduce the
following elements:
*  granting of initial licenses by auction;
threat of direct connection between the transporter or distributor with the end
user (“by-pass”);
open access to the pipelines of distributors, allowing the end user to acquire
the commodity from any supplier;
no exclusivity of rights of way.
Furthermore, licenses are granted for a thirty-year period and are automati-
cally renewed for a fifteen-year period, making them virtually indefinite. This, in
turn, gives investors centainty over the period necessary to recover their invest-
ment.

, Since urban right of ways are granted sequentially, the person who first ac-
quires the license for the pertaining region shall be able to construct a pipeline
:Q.ion_n within such region under the most favourable circumstances. By recog-
nizing this fact, the Rulings propose a six-year exclusivity period. Without such
period, the proposed auction procedures could not be undertaken and there would
be greater possibility for discretionary behaviour by competent authorities.

*

4.3. Granting of licenses

Licenses are granted through a two-stage auction process. The first stage al-
lows the authority to review compliance of the applicant with minimum technical
and financial requirements. The second stage allows the selection of the winner
through a strictly economic criterion: the minimum vector of rates offered to final
consumers.

Another advantage of the auction is that the initial vector of rates is estab-
lished through the competitive bidding, solving the problem of lack of informa-
tion of the authority therefore, reducing the probability of renegotiation.

The bidding process will be discussed in section 6, and the annex describes
the procedure.

4.4. Minimum investment commitments

The Rulings establish minimum investment commitments for license holders,
which are set to be endogenously determined. The market, through the use of
available information and the rate vector provided by the distributor, determines
the investment commitments as a function of the volume of gas and the number
of potential entrants in a given licensed geographic region. Forecasting errors of
authority are thus eliminated and the possibility of renegotiation once a license
has been granted is thereby reduced.

A revision of the fulfillment of the investment commitments shall be undertaken
before the pertaining exclusivity period expires. If such commitments are not ful-
filled, the exclusivity period is canceled, allowing other distributors access to the
applicable region. As a consequence of such cancellation, a portion of the guarantee
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presented by the distributor upon the granting of its license is lost; such portion is
determined as a function of the excess demand observable in the applicable region.

Once the exclusivity period expires, all distributors present in the region ac-
quire the obligation to cover all the service requests received in the year imme-
diately preceding that in which such period expires. This obligation is endog-
enous to the rates offered to consumers.

4.5. By-pass

The undertaking of by-pass activities requires a license, which shall be granted
automatically when all minimum technical requirements are met by the applicant.

By-pass between a consumer and a transporter shall be permited even while
an exclusivity period for a given region is enforceable, in order to provide com-
petition to distributors and additional negotiating power to large consumers.

A consumer will be able to buy directly from a supplying firm only if such
consumer covers the construction costs of a pipeline from its delivery point to a
receipt point. However, the by-passing consumer will not be able to distribute gas
to other firms while the exclusivity period of the pertaining distributor within the
specific licensed geographic region is still enforceable, unless such consumer
becomes a part of a self consumption partnership.

The possibility of by-pass allows for large consumers to negotiate for lower
rates with a particular distributor without having to construct a pipeline. Further-
more, such possibility maintains a credible threat to the distributor in that region
given that once the exclusivity period is over, consumers doing by-pass can apply
for a distribution license within the same geographic region and, should the li-
cense be granted, expand their networks.

The above possibility facilitates the introduction of competition within a par-
ticular region: allowing small consumers access to this potential new distributor,
gives them a better negotiating position with existing distributors even before the
expiration of the pertaining exclusivity period.

4.6. Vertical integration

Transporting firms that carry gas to a licensed geographic region shall not be
allowed to hold more than ten percent of distributing firms within the same re-
gion, and vice versa. This is so because it would be practically impossible to
detect preferential self-supplying in those situations.

Vertical integration would in turn destroy the effectiveness of by-pass threats
and the possibility of new entrance upon the expiration of the exclusivity period.

There is an exception to the above, however. If there is neither a transporter
nor a distributor servicing a particular region, a firm may be allowed to provide
both services, provided it is the winner of the auction for that particular distribu-
tion license and is also granted a transportation license. Nevertheless, such inte-
gration has to be diluted upon the expiration of the exclusivity period in order to
comply with the ten percent restriction.
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The Rulings establish an additional restriction for parties who have equity
participation in a firm that transports gas to a specific geographic region and are
interested in obtaining a by-pass license, or for transportation firms which have
equity participation in another firm interested in obtaining a by-pass license. Both
of these cases require a favourable resolution from the Comision Federal de
Competencia (Antitrust Commission).

4

. Threat of entrance

The authority shall grant additional distribution licenses for a specific licensed
geographic region to any interested party that complies with the minimum tech-
nical requirements, upon the expiration of the pertaining exclusivity period. It
will be sufficient for corresponding petitioners to satisfy the requirements im-
posed during the first phase of the initial auction for the first license. At the same
time, the by-pass licensees could become distributors with lower investment costs,
because of their prior investments.

This will allow the existence of a credible threat, for the existing distributor,
concerning the entrance of new competitors, which in turn will give the initial
distributor the necessary incentives to achieve maximum growth and to provide
the service in competitive conditions cven before the exclusivity period expires.

4.8. Contracts and secondary markets for capacity

4.8.1. General guidelines

The Rulings set forth minimum guidelines applicable to contracts between
distributors and consumers or amongst consumers that wish to resell or buy capacity
in the secondary market. The purpose regulating this matter is to promote the crea-
tion of such a market, which may result in supply conditions that can be more easily
adaptable to the needs of consumers and a more efficient use of the network.

However, given that distributors will have greater bargaining power than the
consumers, the initial capacity reselling shall be regulated by price caps estab-
lished in the rate regulation chapter of the Rulings. Subsequent sales will be
completely deregulated, allowing the parties involved to manage their contractual
relationship at their convenience. As an exception to such rule, and in order to
avoid a situation of artificial scarcity of capacity, the Rulings establish that should
the consumers not resell or use their excess capacity, the market may appropiate
of such, through an auction procedure. With the same objective in mind, the Rulings
cxplicitly exclude clauses that may, implicitly or explicitly, allow for monopoly
practices (see section 4.8.3).

4.8.2. Non discriminatory conditions

The Rulings establish that the provision of natural gas distribution services
shall be undertaken in conditions of quality and safety, in a non discriminatory
manner. The Rulings define unduly discriminatory treatment as the denegation of
similar treatment to similar consumers under similar conditions.
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To complement the above, the Rulings define the following price differences
as non discriminatory conditions:
(a) those amongst the different classes of services;
(b) those originated by the location of consumers relative to a specific city gate;
(¢) those owed to distinctions in consumer types according to the quantities of
gas consumed and the respective consumption conditions, based on generally
applicable criteria for determining price caps for each consumer type and
service class.

4.8.3. Consumer protection against distributor bargaining power
In order to protect consumers against the bargaining power of distributors,

the Rulings specify clauses that shall not be allowed to be included in gas distri-

bution and supply contracts. Therefore, contracts between distributors and con-

sumers shall not include clauses that:

(a) allow the distributor to unilaterally modify the content of the contract or avoid
its responsibilities;

(b) release the distributor form its civil responsibility, except for those cases in
which the consumer does not fulfill its contractual obligations;

(c) transfer the civil responsibility of the distributor to the consumer or to a third
party;

(d) set forth prescription terms inferior to those specifies by law;

(e) require the fulfillment of specific formalities for the judicial acceptance of
contractual actions promoted against the distributor;

(f) require the consumer to relinquish the protection of applicable legislation or
to be subject to foreign courts;

(g) require the consumer to acquire services or products additional to the gas
distribution services, or

(h) limit the resale of contracted capacity.

4.8.4. Resale of contracted capacity

In order to promote a more efficient use of the network, the Rulings allow for
the resale of excess capacity and establish the conditions necessary to avoid the
concentration of unutilized capacity.

With these purposes, the Rulings state that whenever a consumer contracts
firm service, it can resell the resulting capacity, either totally of partially. to other
consumers within the same geographic region. If the consumer does not resell or
use that capacity, the distributor, through the use of market mechanisms, may use
such excess capacity to provide interruptible services to other consumers.

Both classes of services, firm and interruptible, shall be defined in an official
standard to be issued by the competent authority.

Resale contracts shall be as agreed by interested parties. When no agreement
is attained, the consumer may request the competent authority to resolve the issue
according to generally applicable criteria to be issued by the competent authority.

Feasibility for the reselling of capacity and the procedures that the parties
must be subject to in such issue shall be determined by the generally applicable
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criteria referred to above. Such criteria shall set forth the methodology applicable
to the computation of changes in variable costs of the carried gas and the mecha-
nisms through which the distributor shall be reimbursed, when applicable.

4.9. Security standards and sanctions

Given the characteristics of the industry, the handling of gas requires the
establishment of minimum applicable standards. The Rulings propose that the au-
thority shall set technical standards in areas such as safety, construction, and
metering.

The observance of such standards will be supervised by private verification
units, which shall supervise the construction, infrastructure and equipment related
to the gas distribution networks. Such verification units shall be co-responsible
for negligence in the compliance with applicable regulations by distributors.

As a means to secure continuous compliance with the commitments acquired
through the pertaining license, the authority may impose specific sanctions or
revoke the license. Revocation may be undertaken only after giving the interested
party an opportunity to correct the corresponding faults, notwithstanding the im-
position of the applicable economic sanctions.

4.10. Interaction between federal, state and municipal authorities in order to
make the operations of license holders possible

Gas distribution licenses are granted by federal authorities. However, in order
to be fully effective, such licenses require the granting of the pertaining rights of
way, which are of local competence. Interaction problems in those fields amongst
different authorities surpass the scope of the proposed Rulings. In order to pro-
vide a solution for such problems, the Rulings invite local authorities to partici-
pate in the issuing of licenses, thus allowing an opportunity for the authorities to
negotiate any obstacles that local legislation may impose on the license holder.

This mechanism allows the authorities to solve jurisdiction problems before
the auction process begins, so that the potential participants can be certain that
the auctioned license already contains the approval of local authorities in regard
to the granting of local rights of way.

V. Maximum Rates
5.1. General issues

The competent authority shall establish generally applicable criteria that will,
in turn, sct forth the methodology be used to determine maximum rates to be
charged to ¢nd users. Such methodology must separate the transportation and
commodity costs of the gas and take into account peak load charges, load factors,
distinctions amongst different consumer types by quantity of gas consumed, lev-
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ies to the gas distribution service, distinctions by type of service, and the distance
between the city gate and the delivery point or the connecting point with the by-
pass licenses.

5.2. Guiding principles in the determination of maximum rates

Maximum rates determined by the competent authority shall be such that they:

(a) allow a return to a distributor similar to the one expected from other activities
implying similar risks, considering an optimal behaviour of the distributor
and a satisfactory service provision and provide that the design, construction
and operation of the distribution network are appropriate;

(b) allow capital costs shared amongst several consumers to be distributed in an
equitable way, in accordance with the quantity and quality of the gas con-
sumed by each of them, and

(c) consider the quantity and quality of gas consumed and the type of service, as
defined in applicable standards, as well as the costs of connecting the deliv-
ery point of the consumers with the gas distribution network or a transporta-
tion pipeline.

5.3. Elements of the distribution rates

Generally applicable criteria, as mentioned above, shall contain a classifica-
tion of consumers by type, according to the volume of gas consumed, and shall
set the minimum and maximum quantity of gas consumed for each consumer
type. Maximum applicable rates shall include the following elements:

(a) Maximum fixed charge for connecting costs. This charge will cover the cost
of connecting the delivery point of a consumer to the pipeline of the distribu-
tor. It shall depend on the length and diameter of the pipe connecting both
points.

Generally applicable criteria shall define the methodology by which addi-

tional connection costs are to be shared among two or more consumers, should

there be more than one consumer requesting gas distribution services within
an area located inside a licensed geographic region.

(b) Maximum monthly fixed charge for the carriage of gas through the distribu-
tion network (and an accompanying methodology for increasing or decreasing
such charge, according to the distance between the city gate and the reception
point of consumers).

This charge will cover the investment costs and fixed operation and mainte-

nance costs of the distribution network. This charge is the highest amongst

the carriage costs of the gas from the city gate delivery point to the delivery
point of the consumer.

For those licensed geographic regions with an enforceable exclusivity period,

this charge shall be set in the auction process, in which the license is granted

to the participant that offers the lowest weighted average of tariffs to con-
sumers, according to the weights determined by the authority.
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(c) Maximum charge per unit of carried gas. This charge will cover the variable
costs of the volume of gas carried.

(d) Cost of gas at the city gate. The computation of such cost will include a

mechanism that transfers the price of the gas from the city gate to the deliv-
ery point and a methodology that will allow the distributor to share with the
consumers the savings obtained by acquiring the commodity at favourable
conditions. .
It is important that the first three elements consider inflationary adjustments
and efficiency changes determined from the behaviour of all the distributors,
applied in accordance with generally applicable criteria to be established by
the competent authority. As such, the criteria will use indexes and bench-
marks not susceptible of being modified by the behaviour and operating costs
of any particular distributor.

For such purposes, the competent authority will acquire valuable information

about costs, behaviour and performance during the first few years of the li-

cense.

The sum of the first three elements represents the cost of carrying the gas
from the city gate to the delivery point of a consumer, while the fourth element
represents the cost of the commodity.

The rate charged to the consumer must show, separately, the charges corre-
sponding to each of the four elements mentioned above. Furthermore, with the
intention of adding flexibility to the contractual arrangements, the distributor and
the consumer may agree to gas price and distribution costs inferior to those estab-
lished by the maximum applicable rates, so that these rates will apply should the
distributor and a consumer do not reach an agreement for such matters.

6. The Auction Process
6.1. Description

There are three assumptions through which a distribution license auction proc-
ess may be initiated. First, at the request of at least two or more individuals or
firms who satisfy the minimum technical and financial requirements; second, when
the authority determines that it is in the public interest to initiate such process;
and finally, in the case of a revocation of a license.

The auction will take place in two stages. The first will certify potential in-
vestors, identifying those that do not comply with technical, administrative and
financial requirements as established by the authority.

The potential participants will guarantee their offer. To the extent in which
the above-mentioned requirements are sufficiently strict, this phase will allow the
authority to eliminate “opportunistic”” candidates. Thus, the ocurrence of this stage
will reduce the probability of renegotiating the service conditions once the license
has been granted.

Additional mechanisms are established in order to avoid renegotiations and
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punish noncompliance circumstances. Thesc are set forth in the form of sanctions,
guarantees over investment agreements, cancellation of the exclusivity period, bad
reputation to be considered when requesting another license and revocation of the
original license.

The second phase proceeds according to a criterion which, combined with the
threat of by-pass, separation between distribution and transportation and other
mechanisms previously referred to, would induce the winner of the auction to
behave in a relatively competitive manner in the provision of gas distribution
services. This criterion is the weighted average of the maximum fixed costs of-
fered by each bidder for the ditferent types of services (see section 5.3. ¢ above).

The opinion of the Comisién Federal de Competencia shall be considered
when deciding if the auction should be simultaneous, sealed or English. Should
reasonable competitive conditions exist, a simultaneous English auction maximizes
the probabilities of eliminating arbitrage procedures in the auction, especially when
auctioning regions with similar load factor characteristics.

An annex is included to describe the proposed auction procedures.

6.2. Allocation criteria for distribution licenses

When granting a license for providing a service with natural monopoly char-
acteristics as well as when establishing the methods used to rcgulate the behav-
iour of the winners, it is important to consider the informational asymmetries
between the applicants and the authority in regard to the estimation of the value
of the license and of the variables that may reduce the monopoly power of dis-
tributors.

The proposed auction procedure does not require the regulatory authority to
possess much information, since it uses the lowest weighted average of fixed
charges (see section 5.3.c above) as the selection criterion. Such mechanism re-
duces the regulatory cost and the discretion of the authority when selecting the
winner.

Another advantage of the procedure is that the maximum applicable rate is
set by the interested firms, eliminating errors from the authority and reducing the
high costs of negotiations for the establishment of price caps with the distribution
firrns, which in turn have an incentive to distort the information regarding the
variables that determine the rate levels and the corresponding actualization fac-
tors.

In regard to the included proposal for undertaking simultaneous auctions is
the possibility of a potential distributor to be interested in various regions, and its
valuation of a given region could depend upon its winning or losing another re-
gion. Therefore, if the regions are auctioned one at a time, they will probably not
be allocated in the most efficient way, and thus different rates may apply within
geographic regions of similar characteristics.

Finally, given that many investors will participate in the auctions, undertak-
ing the auctions in several stages will allow such investors to reevaluate their bids
and to improve their respective valuations. This mechanism and its advantages
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have been proved by the Federal Communication Commission (FCC) in the auc-
tion of the radioelectric spectrum.

It will not be necessary to auction the licenses in the long run. oncc all the
regions in the country have been auctioned, because of the multiple incentives
that the Rulings provide in order to foster the competition in the _.om_oa upon the
expiration of (and even during) the exclusivity period.

VII. Conclusions

Once the regulatory framework has been set in place through the publication
of these Rulings, establishing natural gas distribution networks will require:

*  granting distribution licenses through a transparent application of the auction
process;

* development of the methodologies used to determine maximum rates;

*  a harmonious interaction between federal an local authorities in order to ex-
pedite the granting of right of way licenses.

These elements will the generate appropriate conditions to attract the invest-
ment needed to construct and operate urban distribution networks, as well as to
maximize the probabilities of achieving the provision of natural gas distribution
services under adequate conditions of efficiency, safety, quality and price.

Note

! Published by the “Diario Oficial de la Federacion” (Official Gazette) in May 11, 1995.
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ANNEX

PROPOSED AUCTION PROCEDURE
(Sequential steps)

The borders of each geographic region shall be defined by the authority.
The auction may be initiated under three circumstances:
2.1.  if requested by interest parties;
2.1.1.  every interested party shall submit an application containing
the following:
2.1.1.1. name, trade name and address of the applicant;
2.1.1.2. documents sanctioning the financial. technical and
managerial capabilities of the applicant;
2.1.1.3. when applicable, documents sanctioning the person-
ality and powers of the legal representative of the
applicant, certified by notary public;
2.1.1.4. proposed limits of the geographic region in which
the gas distribution services are to be provided;
2.1.1.5. information on any venture or corporation in which
the applicant takes part, directly or indirectly, and
which may be related to the processing, transporta-
tion or distribution of gas, LP gas or any other sub-
stitute fuel; as well as information relative to the
shareholders that own, when applicable, a control-
ling stake of the shares of the applicant, certified by
notary public.
when it should be required by the needs of a specific population center,
as determined by the Secretariat of Energy (the “SE”), provided that
a distribution license holder, whose exclusivity period is still enforce-
able, does not operate within such geographic region; or
2.3.  when the Secretariat has determined the revocation of a distribution
license with its exclusivity period still enforceable, and only for the
remaining term within such period.
The borders of a specific geographic region may be modified by the SE.
Auctions for neighbouring geographic regions, as well as for those for which
the SE determines the existence of a sufficient number of prospective appli-
cants, shall be conducted simultaneously. In all other cases, auctions shall
be undertaken individually.
The “calls for bids” are published.
Interested parties shall submit their application to the SE within the follow-
ing 10 days after the publication of the applicable “call for bids”. The ap-
plication shall contain the data referred to under 2.1.1.1. and 2.1.1.5. herein.
The applications are sent to the Federal Competition Commission (the
“CFC™), which shall issue its opinion within the following 20 days. If the
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CFC does not issue its opinion within such term, the pertaining application

shall be considered to be not objected.

The auction basis are elaborated. They shall contain the following:

8.1. technical specifications of the project;

8.2. financial, technical and managerial capabilities required for the provi-
sion of the service;

8.3.  minimum investment programmes and commitments applicable to the
minimum coverage and development of the distribution network within
the specific geographic region, to be undertaken during the exclusiv-
ity period. They shall also contain the maximum dates by which the
above mentioned programmes shall be undertaken:

8.3.1. the minimum investment commitments and the maximum
terms referred to above are the following:
8.3.1.2. the minimum quantity of gas that shall be provided by
the end of the third year after the granting of the Li-
cense or by the end of the second year after commenc-
ing operations, whichever occurs first. This quantity
shall not be greater than 40% of the total volume of
gas requested by users: and by the sixth year it shall
not be greater than 100% of the total volume of gas
requested by users by the end of the fifth year;
8.3.1.2. the minimum number of users to be served by the
end of the third year after the granting of the Li-
cense or by the end of the second year after com-
mencing operations, whichever occurs first. This
number shall not be greater than 40% of the total
number of users; and by the sixth year it shall not be
greater than 100% of the total number of service
requests received by the end of the fifth year.
8.3.2.  The above procedure eliminates the possibility of having in-
consistent rates and investment commitments, which can open
the door to future re-negotiations by distributors. Addition-
ally, the Rulings establish a series of automatic and credible
instruments, the objective of which is to prevent future re-
negotiations. These instruments are the loss of the exclusivity
period during the first evaluation undertaken by the authori-
ties, a monetary sanction. the development of a bad reputa-
tion by such a distributor -- which shall be considered in the
pre-selection criteria for future auctions (as mentioned in the
main document) --, and the collection of the guarantee or
insurance covering the unfulfillment of the terms if the in-
vestment commitments, as referred to under section 8.8 herein.
It is important to point out that these instruments are previous
to the revocation of the License and the possible expropiation
of the pertaining assets;
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8.5.

8.6.

8.7.

8.8.
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when applicable, diligences required to obtain the applicable permits

and authorizations from local authorities, as may be required by appli-

cable coordination agreements (refer to main document);

the methodology, general criteria (as mentioned in the main document

and benchmarks used for determining maximum rates:

8.5.1. a listing of rates in which each rate shall be classified accord-
ing to user categories, shall be established by the authorities.
Such user categories shall indicate the minimum and maxi-
mum consumption volumes applicable to each;

8.5.2. rates applicable to each user category shall include the fol-
lowing charges, which shall be exogenous, know by the time
of the auction and established according to an applicable
methodology:
8.5.2.1. maximum fixed charge for connection costs;
8.5.2.2. maximum charge per unit of gas carried. Such charge

shall cover the variable costs of the carried gas, and
8.5.2.3. a mechanism for the transfer of the acquisition cost
of the gas, from the distributors to the users;
8.5.3. the maximum fixed charge for the carriage of gas through the
distribution network shall be proposed for each user category
by the bidders, according to the following rules:
8.5.3.1. the SE shall establish, in the auction basis, the
weights which it shall use in order to obtain the
weighted average of the charges proposed by each
bidder for each user category;

8.5.3.2. the maximum fixed charge proposed by the bidders
for each user category shall be multiplied by the
applicable weight; the resulting quantities for each
category shall be added in order to obtain the
weighted average of maximum fixed charges:

8.5.3.3. the maximum fixed charges for each user category
and their corresponding weighted average shall con-
stitute the “inital economic proposal”’. The lowest
weighted average of maximum monthly fixed charges
for the carriage of gas through the distribution net-
work shall be the only criteria (described in the main
document) which shall decide the winner of the auc-
tion;

the form and amount of the guarantees for the seriousness of the pro-

posals, which shall be constituted in favour of the SE;

the type and coverage of the insurance of guarantee for the coverage

of the damages which might be caused in the provision of the service.

Similar insurance should be asked to similar Licensees:

the type and coverage of the insurance or guarantee for the coverage

of the unfulfillment of the investment programmes and commitments;
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8.9. the methodology to which the technical proposals shall be clarifica-
tions of the auction basis.

8.10. the place, date and time of the meetings for the clarifications of the
auction basis.

9.  The presentation and opening of the proposals shall be undertaken in two

stages.

10.  First stage. In this stage, both economic and technical proposals shall be
submitted, but only the technical ones are opened. All incomplete proposals
or those submitted by an applicant which has developed a bad reputation
shall be rejected. A period for the detailed study of the proposals that were
not rejected is thus initiated.

1. Second stage:

11.1 a list containing those proposals rejected during the period for de-
tailed analysis shall be read aloud, specifying the reasons for such
rejection;

11.2. envelopes containing the initial economic proposals that approved the
technical (first) stage are thus opened;

11.3. the maximum fixed charges and their weighted average shall be read
aloud; all proposals for each License being auctioned shall be arranged
by decreasing order of magnitude according to their corresponding
weighted averages, and they shall be shown on a public board;

11.4. the initial economic proposals may be improved in sequential sub-
stages of 24 hours each, in which all approved bidders may improve
the best proposal or proposals:

11.4.1. a proposal shall be considered to be better than that of a pre-
vious sub-stage of it exceeds the latter by at least 3%;
11.4.2. all proposals shall be re-arranged at the end of each sub-stage:

11.5. the auction shall continue until, in any sub-stage, the best proposal of
the preceding sub-stage is no longer improved for any given License.

12. If the amount or combination of interested parties does not guarantee the

competitiveness in the auction procedure, the SE will have to appoint that the

second stage will be executed from 11.1 to 11.3. The SE will have to deter-
mine which process will be followed before the publication of the “call for
bids”. This decision will have to be supported by CFC.

The result of the auction shall be informed at a public meeting, and it shall

favour the applicant which, having qualified for the second stage of the auc-

tion, offered the lowest fixed charge weighted average. The SE shall grant
the corresponding License within a term that shall not exceed 15 days from
the date in which the result of the auction was informed.

[4. Construction works are initiated and, afterwards, service provision begins.

15. At the end of the third year after the granting of the License or after the

second year of commencing operations, whichever comes first, the SE shall
verify the fulfillment of the minimum investment commitments and their
applicable maximum dates by the Licensee. The minimum commitments in-
clude the coverage of at least 40% of requested services and volume. [f the
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Licensee does not tulfill these commitments, it shall lose its exclusivity pe-
riod. shall recetve a monetary sanction. a note of bad reputation shall be
taken and the SE shall collect the applicable guarantee (sce 8.3.2.). If the
Licensee has fulfilled its commitments. the corresponding franction of the
apphicable guarantee shall be freed.

At the end of the exclusivity period. the SE shall again vernify the tulfillment
of the minimum Investment commitments and their applicablec maximum dates
by the Licensee. The sume sanctions as above apply for the unfulfiliment of
such commitments and terms.

Once the exclusivity period has expired, the distributor shall have the obliga-
tion to provide the service to any party interested, within the pertaining geo-
graphic region. The unfulfillment of this obligation shall be sanctioned with
a monetary infraction and a note for bad reputation to be considered in future
auctions.
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