
M exico’s oil and gas industry has had an interesting history;
after oil and gas were discovered in the country foreign
investors played a significant role in Mexico becoming one

of the world’s largest oil producers. However, due to post-revolu-
tionary tensions with foreign investors in 1938, President Lázaro
Cárdenas decided to expropriate all foreign oil assets in Mexico. As
a result of such expropriation PEMEX (Petróleos Mexicanos) has
retained a monopoly over Mexico’s oil and gas sector.

PEMEX has been facing several challenges that call for the oil
and gas industry to bolster its competitiveness. Other countries
faced similar conditions as Mexico (state controlled oil and gas
industry) and most of them have already enacted and implement-
ed comprehensive energy reforms, while Mexico had fallen behind
this international trend, due to the discussion between the major
political parties.

Since the arrival of Enrique Peña Nieto to the presidency, an
energy reform became possible, due to the fact that the three major
political parties issued in 2012 a series of compromises for the
Mexican government in several economic and social areas, which
were contained in the Pacto por México, including a compromise to
enact an energy reform that should serve as a driver for the invest-
ment and development of Mexico.

As part of these compromises, a constitutional reform was
approved in December 2013 which changes the paradigm that had
prevailed in Mexico for the exploitation of its
natural resources since the days of the Mexican
Oil Expropriation and, under this reform,
Mexico’s energy sector would be opened up for
private companies, both foreign and national.

This reform allows the Mexican state to enter
into contracts with private companies for the
exploration and extraction of oil and gas, while
maintaining their property. In addition, this
reform also allows the granting of licences to pri-
vate companies for all downstream hydrocarbon
related activities (refining, pipelines, petrochemi-
cals, transport, and so on).

While the broad contours of Mexico’s oil
industry reform have been enacted, many details
that have been left to be defined will be clarified
in the coming days by the Mexican Congress,
when it analyses and discusses the Bills related to
the secondary laws that would regulate how to
implement the constitutional reform approved
last December. These Bills include modifications
to 12 existing laws as well as the creation of nine
new laws.

Though oil and gas will continue to be the
property of the Mexican state, private companies
shall enter into license, service, joint profit
and/or joint production contracts for their
exploitation, which will be assigned through a
bidding process, where the winning bidder will

be the company that offers greater profits for the country. In turn,
state-owned companies (that is, PEMEX and its subsidiaries) must
go through reorganisations to be able to participate.

In view of the substantial changes to the energy sector, it is of
the utmost importance to also adjust the taxation regime current-
ly in force for the exploitation of hydrocarbons, which as of today
has been applicable only for PEMEX. The tax regime currently in
force is both complex and inflexible. Among other problems, it
taxes all yields obtained, without attending to the costs incurred or
the reinvestment needs of this line of business, and it imposes an
excessive administrative burden.

It is important to make a distinction between the term tax
regime for contractual purposes in the context of oil and gas and tax
regime for income tax purposes, as well as for other federal taxes and
levies. Under the proposed Bills of secondary laws, the Ministry of
Finance incorporates some rules related to the basis and authorised
deductions for contractual purposes, but not for taxation purposes.

Proposed tax regime for private investors
As part of the energy reform, it is proposed to enact a new law that
would establish a specific tax legislation for all private companies
involved in the oil and gas sector (the Hydrocarbons Revenue
Law), which will coexist with the existing tax legislation. This new
law would set forth several additional provisions that would be
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applicable for companies involved in this sector. 
For instance, the Hydrocarbons Revenue Law establishes sever-

al specific depreciation rates and rules applicable to investments for
the exploration, secondary recovery and maintenance, investments
for development and exploitation of oil and natural gas fields, and
investments in warehouses and transportation assets such as
pipelines, terminals, and so on, instead of the general depreciation
rates set forth in the Mexican Income Tax Law. 

These rates and rules would be applicable for entities involved
in the oil and gas industry when determining its corresponding
income tax and are: i) 100% for investments for exploration, sec-
ondary recovery and maintenance, ii) 25% for investments for the
development and exploitation of oil and natural gas fields, and iii)
10% for investments in warehouses, and transportation assets such
as pipelines, terminals, and so on.

With the aim of separating the results of each contract, the com-
mon international practice known as ring-fencing is included in the
proposed Bill; basically these rules imply that only one contract
would be assigned per company and that the Mexican state shall
not grant contracts to companies that are taxed under the option-
al integration regime (a tax deferral regime based on the consoli-
dated tax results of a group of companies). 

Companies involved in the oil and gas sector would not be
required to determine and pay the employees’ profit sharing
(PTU). PTU implies distributing 10% of the pre-tax profit of an
entity to its employees; this benefit would indeed represent a rele-
vant saving for entities involved in the oil and gas industry.

The proposed tax Bill also establishes that whenever a non-resi-
dent undertakes any of the activities regulated under the
Hydrocarbons Law within national territory or the Mexican eco-
nomic exclusive zone, it shall be considered to have constituted a
permanent establishment (PE) in Mexico, provided that in under-
taking said activities the non-resident has a presence of 30 days or
more during any 12-month period. For the purposes of measuring
the aforementioned 30 days period, it would be necessary to take

into account those activities realised by any related party of the
non-resident in question, to the extent those activities are identical
or similar, or form part of the same project.

It is also established that any salary payments related to oil and
gas activities received by non-resident employees and paid by a
non-resident without a PE in Mexico, or when the salaries are not
connected to said PE, shall be considered as liable to Mexican
income tax, to the extent the activities carried out in Mexico last
more than 30 days in any 12-month period. 

Of course, if these PE and salary provisions are enacted, it
would be necessary to review their application in the context of the
existing Mexican network of tax treaties looking for a treaty relief
since the thresholds in the Mexican treaty network are different. 

Now, the proposed Bill establishes several payments that will be
made by the private companies that act as contractors, in addition
to ordinary income tax and levies:
• Contractual Quota for Exploratory Phase. This shall be a

monthly quota payable by contractors who have not reached the
production phase and would be based on the area that was
granted to the contractor for its exploitation.

• Royalties. These payments shall be determined in function of
the gross proceeds derived from the production of hydrocar-
bons, and shall vary depending on the contractual value of the
hydrocarbon in question. The contractual value shall be deter-
mined monthly or according to the periods established in each
contract. 

• Signing Bonus. The corresponding amount and moment for its
payment will be established in the corresponding call for bids.
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• Considerations based on operating profit or contractual value of
oil and gas. These considerations shall be the main mechanism
for the Mexican state to collect from the contractors. The con-
siderations, and the rules for their adjustment, will be estab-
lished in each contract as well as on the corresponding call for
bids.

• For the computation of the operating profit under which these
considerations would be determined, the contractors would be
entitled to claim the deduction of: i) royalties effectively paid
and ii) costs and expenditures incurred in the period, as well as
depreciation on investments related to the execution of the con-
tract. The law establishes a limit on the deductions that may be
claimed in a given period, but allows for the carrying forward of
any excess.

Proposed tax regime for PEMEX and its subsidiaries
The tax regime currently applicable for PEMEX and its subsidiaries
has been extremely unfavourable to promoting its growth. They
are usually indebted in order to be able to finance the payment of
all their taxes, rights and benefits in favour of the Mexican state.
This has meant that PEMEX has lacked the resources necessary to
finance its infrastructure and capitalisation.

In this regard, under the new tax regime, PEMEX and its sub-
sidiaries will become subject to ordinary taxes (that is, income tax);
however, income derived from assignations will not be considered
as taxable income for purposes of the income tax. This is since such
assignations will be liable to the payment of rights (Derechos). 

However, the proposed tax regime maintains the current struc-
ture and taxes, but it provides a migration into the new regime.
According to the tax Bill, with this reform the tax burden of
PEMEX and its subsidiaries would be reduced, which would allow
them to become more competitive. 

Opportunities
Although it has been said that both national and foreign investors
are approaching these reforms with excitement and are eager to do
business in Mexico in the energy sector, they do so with a dose of
caution.

This is due to several issues that are still waiting to be clarified
or addressed, such as the cost of capital for investment in Mexico,
in view of the prevailing tax regime among others.

The current tax regime in Mexico has become a factor that dis-
courages private capital investment in capital-intensive projects
with an extended process of maturation, such as projects in the
energy sector. This is because these projects are required to recognise

several tax implications derived from the changes in macroeconom-
ic factors (inflation and exchange rate fluctuations).

In computing the income tax base, pretty much everything is
adjusted with inflation including depreciation and amortisation,
net operating loss carry-forward, retained tax earnings, and capital
contributions among others. Interest deduction and income are
recognised on real basis after removing inflation and foreign
exchange gain or losses are regarded as interest. In this context, the
inflation rate applied on monetary assets and liabilities generate a
monetary loss and a monetary gain respectively. Therefore, when-
ever there is significant mismatch between inflation and devalua-
tion, important distortions are generated for tax purposes so that a
company in the energy business may be required to pay income tax
even in a pre-operating stage. 

In this regard, consistent with progressive international stan-
dards, Mexico should analyse the possibility of allowing a taxpayer
to keep its books and records to determine the tax basis to pay its
taxes in the currency of that taxpayer as mandated by internation-
al accounting standards; this is a functional currency regime.

To create a favourable environment for the development of the
energy sector, attract both national and foreign investment and
comply with international financial reporting standards; other coun-
tries, such as Australia, Canada, Chile, the UK and several others
have adopted within their domestic legislation similar tax regimes
that provide the possibility of keeping books and records for tax
purposes in a functional currency different from the local currency.

Mexico has the opportunity to increase its revenue and produc-
tion on oil and gas. This Bill of reforms appears to have considered
general international practices that may help create a good environ-
ment for investment in the oil and gas industry; however, there are
still some issues that should be considered and that may increase
the interest of possible investors both national and foreign, by
including an optional functional currency regime.
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