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On Mexico’s triplet news...

A few hours ago, Mexico was shaken with the following news:

(1) No agreement was reached on the threat to impose a 5% tariff on
Mexican imports to the US;

(2) Moody's Investors Service (Moody’s) modified the outlook for the
rating of Mexico's sovereign debt to ‘negative’ from ‘stable’; and

(3) Fitch Ratings (Fitch) cut the rating of Mexico's sovereign debt to
‘BBB’ from 'BBB+', while it also modified the outlook to ‘stable’
from ‘negative’

In our view, it is highly probable that a short-lived 5% tariff will be
implemented next June 10™, although we expect talks to continue

President Lépez Obrador’s government has made a very important
effort to maintain healthy public finances and the rating agencies
recognize it

Nevertheless, the reasons why the agencies modified the rating (Fitch)
and the outlook (Moody's) have to do with underperformance of growth
and the deterioration of growth prospects, as well as the lack of clarity
regarding the debt repayment capacity of Pemex

Regarding the actions of the rating agencies, the market dynamics had
already anticipated these modifications to the outlook and the rating

Two positive aspects are that the risk ‘is over’ for market participants
and that Fitch modified the outlook to 'stable’, removing pressure on
local markets

Looking ahead, we consider that it is very feasible for Mexico to reach
an agreement with the United States on tariffs by the end of the month
and that the upcoming Pemex business plan will be enough to prevent
further deterioration of debt ratings

We continue to consider that explicit support from the federal
government for Pemex's debt, as well as announcements aiming to give
confidence to private investment, could even support a change of
outlook of the sovereign rating and investors worldwide

Pricing of Mexican assets should reflect new idiosyncratic risks

Three recent pieces of news. A few hours ago, Mexico experienced three
news: (1) No agreement was reached on the threat to impose a 5% tariff on
Mexican imports to the US; (2) Moody’s modified the outlook for the rating of
Mexico's sovereign debt to ‘negative’ from ‘stable’; and (3) Fitch cut the rating
of Mexico's sovereign debt to ‘BBB’ from 'BBB+’, but changed its outlook to
‘stable’ from ‘negative’.

Mexico’s credit ratings

Last change in rating

Rating IG / Speculative Outlook and/or outlook
Fitch BBB Investment grade Stable 5-Jun-19
Standard & Poor’s BBB+ Investment grade Negative 1-Mar-19
Moody’s A3 Investment grade Negative 5-Jun-19

Source: Bloomberg
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Unlikely agreement in the short-term given President Trump's political
incentives. In our opinion, it is very unlikely to reach an agreement to prevent
the imposition of the 5% tariff on June 10, despite the efforts of the Mexican
government. Nevertheless, the application of this measures would be short-
lived, with Mexico reaching an agreement with the U.S. government by the end
of the month. In our view, Trump’s decision to threat Mexico is part of its
political agenda, particularly given his upcoming reelection campaign kick off
on June 18" (see our notes: Mr. Trump’s trade wars — Opening the Mexican
front and The economic consequences of the new US tariffs and The economic
consequences of the new US tariffs).

Fitch Ratings downgraded Mexico’s sovereign rating to ‘BBB’ from
‘BBB+’ with °‘stable’ outlook. The rating agency’s decision reflects “...a
combination of the increased risks of sovereign’s public finances from Pemex'’s
deteriorating credit profile along with ongoing weakness in the macroeconomic
outlook and external threats from trade tensions, some domestic policy
uncertainty and ongoing fiscal constraints...”. Fitch Ratings considers that
“...the contingent liability represented by Pemex weighs increasingly on the
country’s credit profile...”. In this context, the fiscal cost of the government’s
support to the state-owned company amounts around 0.2% of GDP in the form
of capital injections and lower effective taxes, which they consider that “...are
not enough to provide a long-term solution or prevent continued deterioration
in Pemex's credit profile...”. Moreover, growth continues to underperform, and
downside risks are magnified by recent threats by President Trump to impose
tariffs on Mexican imports. The rating agency considers that fiscal targets will
become increasingly difficult to meet in 2020 and could result in tighter policy,
creating a further headwind to growth in a context in which the president has
pledged not to raise taxes before 2021. Furthermore, “...the government plans a
change to the fiscal rules framework that would increase counter-cyclical space
and, by reducing potential over-spending, the credibility of fiscal targets...”.
Finally, “...it remains to be seen whether the new administration, which has
pledged action against crime and corruption, can reverse the trend of
deteriorating governance, which began under its predecessors... ”.

On the positive side, Fitch ratings considers that the president has a stronger
mandate than prior administrations, and his coalition has a majority in the lower
House of Congress, and close to a majority in the Senate, giving him the ability
to effect change. Moreover, Mexico’s ratings are supported by the country's
diversified economic structure and a track record of disciplined economic
policies that has anchored macroeconomic stability and contained imbalances.
While some of the Lopez Obrador administration's microeconomic policy
decisions have proved contentious, macro policy choices have been orthodox to
date. These strengths counterbalance Mexico's rating constraints, which include
economic growth below the 'BBB' median, structural weaknesses in its public
finances (a low revenue base compared with peers), shallow credit penetration,
and governance scores among the lowest in the 'BBB' category.
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Moody’s changes outlook to ‘negative’ from ‘stable’, while affirming ‘A3’
ratings. This change reflects the rating agency's concern that the policy
framework is weakening in two key respects: (1) Investor confidence and
medium-term economic prospects are being undermined by unpredictable
policymaking; and (2) lower growth, together with changes to energy policy and
the role of PEMEX, have introduced risks to Mexico's medium-term fiscal
outlook, notwithstanding the government's near-term commitment to prudent
fiscal policy. According to Moody’s communiqué, the ‘A3’ rating affirmation
recognizes the country's large and diversified economy, its high fiscal strength
and low susceptibility to event risk, against ongoing challenges related to weak
growth rates, weaker-than-peers institutional strength and a large informal
sector.

Factors that could change the rating. As we have already mentioned, Moody's
reaffirmed Mexico's 'A3' rating recognizing that “...the size and diversification
of the economy, which together with prudent macroeconomic policies, have
allowed it to face various shocks in recent years... ”. In this context, the agency
argues that a return to an ‘stable” outlook could come as a result of “...greater
confidence in the government's ability to establish and implement predictable
policies...”. However, additional evidence that medium-term growth is
decreasing and the increase in fiscal deficits could lead to a downgrade in the
rating.

Sound public finances: one of President Lopez Obrador core commitments.
The new administration has made a very important effort to maintain healthy
public finances, without increasing the deficit and debt, as the president himself
promised during his campaign. In addition, there has been certainty about the
policies that the president is carrying out in the sense that Mr. Lopez Obrador is
fulfilling exactly what he promised in the campaign and that is written in his
book “La Salida” (2017). Similarly, an effort has been made to capitalize
Pemex, without compromising public finances. Unfortunately, as expressed by
rating agencies in their press releases today, there is still no clarity on what can
guarantee the repayment of Pemex’s debt in the medium term. While
capitalization efforts have been relevant, doubts from rating agencies and
investors lie in the use of resources. To guarantee the payment of the debt of a
company that does not have the explicit support of the federal government, such
as Pemex, it is necessary to invest the resources it has in highly profitable
projects, such as those related to exploration and production, including
farmouts. However, for the time being, the government is opting to invest in
expanding the refining capacity, projects that are not as profitable, although they
may appear to be from the point of view of national security. In this context, we
consider that one of the options on the table is for the federal government to
grant its explicit guarantee to Pemex’s debt, in order to continue with the efforts
in the refining sector, without the company or the country facing deterioration in
its credit ratings. In this context, the rating agencies and investors would focus
not only on Pemex’s projects, but a much broader set of variables, such as tax
collection, among others, to evaluate the company’s payment capacity.
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Regarding the actions of the rating agencies, market dynamics had already
anticipated these modifications to the outlook and rating. We believe that
the decisions made by the rating agencies have two positive aspects. Somehow
the risk of a downgrade of the rating ‘is over’ while Fitch modified the outlook
from ‘negative’ 10 ‘stable’, which takes the pressure off the local markets.
Looking ahead, we believe that an agreement between Mexico and the United
States on trade issues is highly feasible at the end of the month which, together
with a new plan for Pemex, will limit the possibilities of having a further
deterioration in debt ratings.

From our fixed income and FX strategy team

Pricing of Mexican assets should reflect new idiosyncratic risks. Mexican
assets are likely to show an additional adjustment, reacting to the most recent
negative news from credit rating agencies: the combination of a 1-notch
downgrade from Fitch (to BBB from BBB+) and the shift to ‘negative’ from
‘stable’ outlook by Moody’s. The rationale behind these decisions is based on a
weaker performance of the Mexican economy (with less resilience to several
global risks), the current landscape in Pemex and the implications for fiscal
accounts, in addition to the soar of trade threats from President Trump.
Although this is not a surprise for investors as they have been pricing local
Pricing of Mexican assets should reflect new idiosyncratic risks instruments as a
BBB- country, we expect an adjustment in the country risk premium as some
idiosyncratic factors are starting to materialize. It is worth stressing out that
Mexico continues trading as a solid Investment Grade EM economy as market
participants continue acknowledging sound fiscal and external accounts as of
today. There are several implications for sovereign bonds. On one hand, local
assets have been strongly affected since last Friday after President Trump
announced his threat to impose a 5% tariff on Mexican exports to the U.S.
starting June 10th. In an initial stage, the peso could portray an effect of 5% in
competitiveness-adjusted basis, which suggest the next relevant level towards
USD/MXN 20.00, with a relevant convergence of a Fibonacci retracement
figure of 19.98, a psychological effect, and short-term options’ strikes. This
could decrease the implied probability of rate cuts by Banxico currently priced
in the yield curve. On the other hand, we expect an additional increase of
current risk premium embedded in Mexican sovereign bonds. The spread
between Mexican bonds and U.S. Treasuries have augmented considerably,
reaching once again levels not observed since the 2008 crisis. This spread
reached its highest level since late January at 606bps on Monday, surpassing the
+20 upper range (590bps), a similar movement to that of 2008. Moreover, this
reading has averaged 569bps during the year, while the 12-month mean hovers
at 552bps. In the aftermath of this landscape we hold a cautious stance in terms
of Mbonos, waiting for better entry levels and market conditions for new long
positions, as we expect an additional correction.
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5-year CDS and S&P's credit rating 10Y Spread between Mbonos and Treasuries
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The Mexican peso experienced in the last sessions a weaker and notoriously
volatile performance, following a relatively sideways trading throughout 2019.
This situation has been a reflection of the uncertainty associated with the tariffs
threats from President Trump towards Mexico, triggering an MXN sell-off that
has ended with a currency paring its year-to-date gains. The cross currently
trades close to USD/MXN 19.75, 4.4% weaker in respect to its strongest level in
May at 18.92. Moreover, the underlying structure of the currency has also
revealed relevant stress, captured by an at-the-money volatility curve pressured
by 136bps on average during the last 5 days, with a significant flattening which
reached a surge of up to 228bps in the 1-month maturity. In an initial phase we
see MXN reflecting a 5% effect in competitiveness-adjusted basis. This
performance would imply 20.00 as the next relevant technical figure.

During this year, the peso’s dynamics have also been a clear reflection of the
anchorage effect given the level of Banco de Mexico’s repo rate, which is high
when compared with other emerging markets, providing a key support in
relative terms. This backdrop has been an important dissuasive factor for
speculative positions and allowed the cross to hold a positive performance in
2019. Although the peso’s recent activity is an expression of Mexico-specific
factors starting to weigh more (i.e. trade and rating agencies), in our view the
currency’s carry will remain compensating for additional pressures.

The global landscape has also joined as a headwind recently. USD has been
widely supported by a more robust monetary and economic position vis-a-vis
other G10 countries, coupling to a stronger risk-off mode that has spread
aversion to the EM currency asset class. Themes such as the trade war between
the U.S. and China, uncertainty regarding global deceleration, the European
political context, and strong adjustments in crude-oil prices are a highlight. In
this sense, 1-month betas of the MXN against Brent are currently printing 0.15
from its lowest point in the year at -0.06, whereas the same reading against the
renminbi marks -0.80 from -1.54. Together with other similar metrics and
correlations, and considering its historic performance, the current backdrop
suggests space for further contamination. Under this scene, we stress a Mexican
peso holding a more favorable performance during 2019 when compared to
other EM currencies.



However, latest pressures have broadly limited this decoupling with MXN
yielding just marginally above an aggregate of comparable currencies in 2019.

In terms of strategy we hold a cautions vision for trading purposes, opting to
favor USD long positions. Following the recent sideways and resilient trading,
MXN constructed few technical history, reason why from levels close to 19.00,
and once breaching to the upside the 200-day MA at 19.36 (which we now see
as the central short-term resistance), the main support will locate at the 20.00
handle. Should the cross breach the latter, next supports print at 20.20 and 20.36
(Fibonacci). We reaffirm our USD/MXN forecasts for year-end 2019 and 2020
at 20.30 and 21.30, respectively, as an expression of our view that foreign and
local conditions could develop into a higher risk premium embedded in the
currency.

Reference:

Lopez Obrador, Andrés Manuel. “2018 La Salida. Decadencia y
Renacimiento de México”. Mexico City; Ed. Planeta, 2017
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