JFBANORTE

Oil price hedges - Shielding Mexican oil
revenues for 2016

=  The Ministry of Finance (MoF) recently announced their oil price
hedging program for 2016

=  The hedging strategy in 2016 covers 212 million of barrels at an
exercise price of USD49 per barrel (dpb)

=  This strategy is part of 2016 Economic Package, to be presented in
Congress in the first week of September

= In addition, the federal government has the oil stabilization funds,
while the gasoline price differential with the U.S. will also help to
compensate for lower oil revenues

= Inour view, the government’s hedging strategy, coupled with spending
cuts and a zero based budget shows its commitment to strong public
finances

The Ministry of Finance (MoF) announced its oil hedging program for
2016. This program aims to shield the government’s oil revenues from volatility
in energy prices. The hedging strategy includes the acquisition of put options at
an average exercise price of US$49 per barrel of Mexican crude oil exports.

Lower price and lower volume hedged. A total of 44 operations in
international derivatives markets were made to cover 212 million barrels, which
represents the federal government estimate exposure of oil revenues to price
reductions in 2016. The cost of the option amounted to US$1,090 million
(MXN$17,503mn). We highlight that the strike price is 35% lower than the
obtained by this strategy last year, while the number of barrels included is also
lower (228 million barrels in 2015 vs. 212 million barrels), as shown in the
following charts. This reflects the current situation of Mexico’s oil market,
which includes a combination of lower prices, as well as lower production.
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This announcement is part of 2016 Economic Package. According to the
Fiscal Responsibility and Budget Law, the Federal Government must submit the
Economic Package, before September 8. Such package includes the Revenue
Law, the project for a Spending Budget and the General Economic Policy
Guidelines. The Lower-House has until October 20 to approve the Revenue
Law, while the Senate has until October 31 to approve it. In terms of the
spending budget, it is reviewed only by the Lower-House, which has until
November 15 to approve it.

The oil hedging program is part of the government’s strategy to protect its
revenues. Additionally, the government has Oil Stabilization Fund (FEIP),
which currency has a balance of MXN44,219 million (~US$2.6bn). On top of
this, there is the infrastructure stabilization fund and the fund for federal entities,
which sum to a total of MXN124.5bn. In addition, the exchange rate and the
price differential between domestic and international gasoline prices, partially
offset for the lower revenues derived from lower levels of production prices.
Year to date, domestic gasoline prices have been 41% higher than the average
reference price in the U.S. (refer to the chart on the left) —this differential is
currently 26.4%-, which resulted in a positive IEPS revenue, as shown in the
chart on the right.
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Looking ahead, the situation for oil prices remains complicated. The
downward trend in energy prices that began last year —and has worsened in
recent weeks-, will continue to be a source of risk for the markets in the coming
months. The decline in energy prices remains explained by both supply factors
(increased production by traditional producers and new participants in the
market) and demand (lower global growth, particularly by China). In our
opinion, the situation of oil prices in the short term remains difficult, with a
reduced probability of seeing a significant reversal of the current trend. In fact,
the Brent futures' curve, suggests a price below 65dpb in the next three years, as
seen in the chart below.
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In our view, oil hedging strategy shows the government’'s commitment with
healthy public finances. One of the pillars of the Mexico’s macroeconomic
framework is to maintain the stability of public finances. Given the difficult
situation in the international backdrop, we consider that the hedging strategy
will contribute to reduce some uncertainty to government revenues.
Additionally, we highlight the development of based-budget —aiming to have a
more efficient government spending-, as well as the spending cuts announced as
part of the overall strategy of the government to keep public finances under
control.

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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