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Since the end of September 2016, Shell has delivered only 
two of its contractual deliveries from the 4.4mtpa Peru LNG 
plant at Pampa Melchorita to the Manzanillo LNG plant in 
Mexico. The rest of Shell’s Peruvian cargoes have instead 
been diverted to markets across the Pacific Ocean in Asia or 
through the Panama Canal to Europe.

As the contract dispute between Mexico and Peru enters its 
sixth month, market sources suggest a resolution continues 
to appear distant.

While price is the triggering factor, the dispute has become 
more convoluted by the changing supply dynamics within 
Mexico and the country’s evolving energy policy.

EXPORT PRESSURE
The push from both Shell and the Peruvian government 
to renegotiate the deal with Mexico should come as little 
surprise.

Shell’s desire to renegotiate the contract has been rumoured 
since the company agreed to purchase the supply deal as 
part of a package of LNG assets made available by Spanish 
company Repsol in 2012.

Much of the pressure put upon Shell has come from within 
Peru. The country has long sought a market beyond the 
domestic consumer for its natural gas reserves discovered 
in the country’s Amazon region in the 1980’s and 90’s.

Early this century, fresh from commissioning Mexico’s first 
LNG terminal at Altamira LNG terminal on the country’s gulf 
coast, state power utility CFE began the process of seeking 
natural gas supply for the country’s Pacific region.

Through a competitive tender process, Repsol - already a 
member of the upstream Camisea consortium developing 
the gas resources in Peru - secured the LNG supply contract 

from the CFE, underpinning the construction of the Peru 
LNG facility.

Under the terms of the contract, deliveries to Manzanillo are 
priced at 91% of the US NYMEX Henry Hub front-month 
contract price, with a fixed premium of $0.03/MMBtu on top.

This has meant that Mexico has received Peruvian volumes 
largely priced between $3.00-4.00/MMBtu since Manzanillo 
first began accepting cargoes in 2012.

By contrast, spot market prices over the same period have 
soared to over five times that level. Mexico itself began 
importing spot LNG in 2013, purchasing cargoes priced 
above $21.00/MMBtu.

While the contract terms have been bad for the supplier 
- firstly Repsol and then Shell - they has been even more 
unpopular in Peru, where royalty payments on the exports 
to upstream natural gas producers and the government are 
based on a fixed percentage of the prevalent natural gas 
indexation used in the final landed destination of volumes.

For cargoes delivered to Asian markets, royalties have 
therefore been collected based on percentages of a north 
east Asian spot LNG indexation. For cargoes delivered to 
Europe, the UK’s NBP price or France’s PEG gas price have 
been the default indexations.

However, with over 51% of Peru export volumes between 
2012 and the end of 2016 going to Manzanillo, according to 
data from LNG Edge, most of the royalties have been paid 
as a percentage to Henry Hub.

By comparison, the NYMEX Henry Hub US benchmark 
has averaged less than half the ICIS NBP front month price 
over this same period, and just over one third of the front 
month ICIS East Asia Index assessment price. Consecutive 
Peruvian government have talked about the long-term 
unsustainability of this situation.

SUPPLY DYNAMICS
For Shell, the changing supply dynamics within Mexico’s 
natural gas market provided the ideal opportunity to 
renegotiate the contract.

Through a new infrastructure buildout across the country, 
Mexican state companies have expanded the national natural 
gas transport system while at the same time tapping into the 
vast shale gas resources of their northern neighbour the US.

One of the main beneficiaries of this change will be CFE. By the 
beginning of 2019, the utility should have access to over 6 billion 
cubic feet (bcf) - 170 million cubic metres (mcm) - per day in 
import capacity from three different supply basins with the US.R
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New pipelines within Mexico will take this new natural gas 
supply to new parts of the country, linking regions hitherto 
unconnected to the fuel with supply points for the first time. 
New CFE combined cycle gas turbine power plants, or 
the conversion of existing liquid fuel-fired plants to gas-
fired facilities, are underpinning much of this transport 
infrastructure expansion.

Since 2014, Mexican authorities have spoken of their 
intention to end LNG deliveries by 2018. This may seem 
strange considering the discount Mexico’s contractual LNG 
deliveries hold to global market prices.

However, since 2013 Mexico has also been importing spot 
cargoes at much higher prices to cover imbalances within 
the country’s pipeline system. The excess cost of these 
cargoes, purchased by CFE at the behest firstly of state oil 
company Pemex and since 2016 by current transmission 
system operator CENAGAS, have been passed on to 
consumers across the country’s pipeline network through an 
unpopular “balancing charge”.

With an abundant supply of low-cost natural gas available 
the US following the shale gas revolution, pipeline imports 
from the north have become a solution to ending both the 
controversy surrounding LNG deliveries, and the continued 
decline in Mexico’s domestic production, which has dropped 
25% since 2009.

It was within this context that Shell approached CFE, 
offering to substitute LNG deliveries into Manzanillo for 
pipeline supplies from the US, in exchange for a rise in price.

This would enable Shell to make the most of its already 
ample trade network in the US, but also divert Peru LNG 
cargoes to other, more lucrative export destinations, thus 
satisfying the Peruvian government’s desire for increased 
royalty income.

FLEXIBILITY
Shell’s offer replicates an agreement made between Shell 
and CFE a couple of years ago regarding the Altamira LNG 
terminal on Mexico’s Atlantic coastline.

Through this amended deal, contract deliveries into the 
terminal by Shell and its partner Total have tapered off since 
late 2015.

The 500 million cubic feet (mcf) per day in volumes covered 
by the original Altamira LNG supply contract are now 
delivered into Mexico via pipelines from South Texas, rather 
than onboard LNG cargoes from as far afield as Nigeria and 
Norway.

This agreement, like the offer made by Shell for  
Manzanillo, is also understood to include some flexibility, 
allowing CFE to retain the option of requesting that at  
least some of volumes be delivered by LNG tanker if and 
when required.

From the Mexican viewpoint, this flexibility should be 
attractive. Firstly, both senior officials at CENAGAS and 
within the Mexican government have spoken of the need for 
the country to develop natural gas storage capacity.
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With Altamira and Manzanillo potentially no longer used 
regularly for imports from the end of 2018 onwards, 
both facilities are seen as logical options. The flexibility 
incorporated into these supply agreements would allow 
LNG cargoes to be delivered as and when required for the 
system’s need, at a price likely to be more stable than those 
of the spot market.

Retaining the LNG supply option could also provide the 
utility with an insurance policy during the ongoing political 
tension rising between the US and Mexico since the election 
of President Trump.

While appetite for a halt on natural gas trade between the 
US and its southern neighbour is non-existent on either side 
of the border, the ongoing war of words between the Trump 
administration and Mexico’s government has caused many 
to question the wisdom of Mexico placing all its eggs in the 
North American supply basket. Better to have the option of 
at least some LNG supply during times of escalating tension 
than none at all, one market source told ICIS.

One of the US supply points believed to be on offer through 
the Manzanillo contract renegotiation is the Waha gas hub, 
in west Texas.

CFE will have over 3bcf/day in import capacity from the 
Waha hub by the end of this year, and thus the 450mcf/day 
in volumes included in the Manzanillo LNG deal would cover 
a substantial part of this import capacity.

However, given the size of its demand, CFE has received 
multiple offers for supply at Waha. US marketers of all 
shapes and sizes are currently talking to the utility regarding 

the supply of volumes, offering terms as competitive  
as Shell.

RESOLUTION
CFE’s immediate need for an agreement appears to have 
waned. While the utility was paying spot prices above 
$10.00/MMBtu earlier this year to replace cargoes diverted 
to other markets, the decline in spot prices since January 
has relieved some of the financial pressure. Recent spot 
purchases for March ‘17 were heard concluded as low as 
$5.50/MMBtu.

CFE can also rightly say that it should be under no pressure 
to renegotiate a contract, which remains valid until 2027, no 
matter the change in circumstances since it was signed.

Multiple market sources argue that Shell recognises this, 
and does not want to break the contract. However, the 
supplier also seems determined to maintain the diversions.

The low cost of cargoes delivered to Manzanillo, and the 
fine regime established through the contract do not place 
an overly onerous financial burden on the supplier. At the 
same time, the policy of delivering LNG to other markets 
has satisfied the demands of Peruvian government and 
upstream producers in the South American country.

A solution to the dispute may be dictated by political 
concerns, as Mexico prepares to enter into an election cycle 
before the end of this year. With changes in the political 
spectrum likely and the start of operations at CFE power 
plants and pipelines imminent, the hand of one side in this 
Mexican standoff may finally be forced.


