The Mexican Senate approves USMCA

= Yesterday, the Mexican Senate approved the United States, Mexico and
Canada trade agreement (USMCA) with 114 votes in favor, 4 against
and 3 abstentions

= With this, we are waiting for the approval from the rest of the signing
members, with special attention on the process in the US

= \We still expect this latter country to approve the agreement towards the
end of the year. Nevertheless, we cannot rule out that the process is
delayed by the US Congress given the challenging political backdrop
ahead of the 2020 Presidential Election

= \We consider that this is an important step in order to reduce uncertainty
in the trade front, despite not being able to rule out new threats against
Mexico in this matter

= In conjunction with a more dovish stance from the Federal Reserve, we
believe that the approval opens more possibilities for Banxico to start an
easing cycle later this year. In particular, we still expect the central bank
to begin this in the November 14™ meeting with a 25bps rate cut

USMCA approved in Mexico by a wide margin. With 114 votes in favor, 4
against and 3 abstentions, the Mexican Senate approved the United States,
Mexico and Canada Agreement (USMCA), substituting the North America Free
Trade Agreement (NAFTA). Specifically, the Senate authorized: (1) The text
signed by the three countries’ mandataries on November 30", 2018 in Buenos
Aires, Argentina; and (2) six secondary agreements, two of which contain
safeguards due to possible tariffs implemented by the US under the so-called
Section 232 (for more details see: “USMCA signature triggers the ratification
process in the three countries” published on November 30", 2018 <pdf>; and
“Successful end to NAFTA renegotiation” published on October 1%, 2018

<pdf>).

It should be noted that these include changes to labor laws that have already
been approved by the Mexican Congress, considering these were necessary to
align our country’s laws in this matter to what had already been outlined in the
USMCA (for more information see: “The Lower Chamber approved the Labor
Reform” published on April 12" <pdf>).

With this, the approval process in Mexico is practically over, awaiting only the
signature from President Lopez-Obrador for its publication in the Official
Gazette (Diario Oficial de la Federacion). Given that the final text has not been
ratified either in Canada or the US, if changes were to be made, this would have
to be approved again by the Mexican Senate.

The approval process of the USMCA in the US is still highly uncertain. In
this country, the ratification process started on May 30", with a letter from the
US Trade Representative, Robert Lighthizer, to the US Congress announcing
their intent to present the treaty for its approval. This letter kick started a
maximum period of 30 days for the administration to submit the treaty to
Congress (June 29"). After this, the next steps for approval are the following:
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Steps for the ratification of USMCA in the US

Steps  Concept Maximum number of sessions
Consideration by the Ways and Means Committee
1 . 45
of the House of Representatives
2 Debate in the House of Representatives 15
3 Hearings in the Senate Finance Committee 45
4 Debate in the Senate 15

Source: Center for Strategic and International Studies

It is important to mention that this timeline reflects the maximum number of
sessions allowed assuming that the Trade Promotion Authority (TPA) is
followed, which is intended to speed-up the process. Assuming a sequential
framework, the total number of sessions would be 120. Nevertheless, there is the
possibility that the process is done simultaneously in both Congress and the
Senate. Moreover, it should be taken into account that: (1) On average, 3
legislative sessions take place in a given week, which would result in 20 to 40
weeks in total; and (2) the process should not necessarily follow the TPA
procedure, which that it is at the discretion of House majority leader Nancy
Pelosi, which has ultimate control on the timing and passage. Given this, the
evolution is highly uncertain as it depends to a great extent on negotiations and
political will in this country.

Specifically, it is worth remembering that the Democratic Party retook the
majority of the House in the mid-term elections held last November. In this
context, the Congresswoman has said that they need more time to evaluate the
agreement, looking for additional enforcement mechanisms for complying with
labor and environmental standards, among others. This could even imply the
need to reopen all the negotiation. The administration has said that this is not
necessary, with USTR Lighthizer commenting recently that they are making
progress resolving House Democrats’ objections. On the other hand, President
Trump and the Republican Party, which control the Senate, wish to accelerate
the process in order to be approved before the August recess. This has the goal
of avoiding budget discussions and the intensification of the 2020 presidential
campaign.

Considering the backdrop ahead of the 2020 Election, Democrats have the
option of using the approval process as a bargaining chip. We still believe that
conditions are in place for an approval near the end of this year. Nevertheless,
and given the highly polarized state of affairs between Democrats and
Republicans along the inherent uncertainty about the process, we cannot discard
additional delays.

The process in Canada should also be relatively simple. In this country, the
process began on May 29" with the introduction of the agreement in the House
of Commons. Given that the Prime Minister has already signed it, this instance
can only discuss the agreement but is not allowed to reverse the signature or
change the text. Nevertheless, a 21-legislative day period has to elapse in order
to complete this requirement. The faculty of approval lies in the hands of the
Cabinet, without the need of approving specific legislation.
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Usually, the person in charge is the Minister of Foreign Affairs (Chrystia
Freeland) although it can also be done by the Prime Minister, Justin Trudeau. In
spite of the latter and only after the approval, implementation laws need to be
passed in the country.

In this context, the Prime Minister will meet President Trump today in
Washington, D.C. with the goal of pushing forward the approval in the US. He
will also meet with Nancy Pelosi and Mitch McConnell with the same objective.
This is particularly relevant considering that General Elections will take place in
October, leaving room up until mid-September as a soft limit.

The market’s attention will remain centered in the US. Given the process
that needs to be followed and the political backdrop, financial markets will stay
focused on its evolution in the US with the goal of assessing its probability of
success and timing. Therefore and although the passage in Mexico is an
important step to reduce uncertainty in the trade front, the possibility of new
trade threats against Mexico is still there. Market participants remain focused on
the migration deal that suspended the threat of implementing tariffs on all
Mexican exports to the US. Based on the current calendar, the first key date in
this front is July 22" (45 days after the initial agreement). In our view, these
tariffs will not be imposed, although new periods of stress could be in store in
case that the US administration finds the measures implemented by Mexico in
this front as insufficient.

On the other hand, we believe Banxico will continue considering the approval of
USMCA as one of the main short-term risks for the Mexican economy. This
would be the case given that the process is fraught by very high uncertainty
about its timing, even with President Trump pushing to accelerate it. In a similar
fashion, it is likely that the business sector continues operating in a highly
uncertain environment due to this factor, limiting economic activity and with the
risk of low growth as a relevant risk for the central bank. Lastly, we should also
say that the Fed showed a significantly more dovish bias in its decision
yesterday. As a result, we now expect a 25bps rate cut of the Fed funds rate on
July 31%. For further details, please refer to: “Decision del FOMC — El Fed
considera que no es momento de ser ‘pacientes’”, <pdf> (only available in
Spanish).

Based on our expectation that the USMCA will be approved by the end of this
year, coupled with the more dovish stance by the Fed, among other factors, we
continue to believe that the gradual reduction of uncertainty in coming months
will be favorable for Banxico, allowing the central bank to find enough room to
cut the reference rate by 25bps in its decision to be held on November 14",

Disclaimer

The information contained in this document is illustrative and informative so it should not be
considered as an advice and/or recommendation of any kind. BANORTE is not part of any party or
political trend.
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