Mexico recovers its “stable” outlook in
Moody’s sovereigh debt rating

= Moody’s modified Mexico’s sovereign debt rating outlook to “stable”
from “negative”

= Inits press release, Moody’s explains the change of outlook back to
“stable” for three reasons:
(1) Resilience observed in growth rates despite complex NAFTA
renegotiation;
(2) Implementation of structural reforms; and
(3) Low probability that the next administration will damage public
finances

= |nour opinion, this is a positive surprise for international and local
financial markets, because it is very difficult to “shake off” what is
often considered a sentence for a credit downgrade...

= .especially given the fact that Moody’s rating (A3) is one notch above
the rating of the other two global rating agencies

= We highlight that in its press release, Moody’s warned that a key factor
that could cause a downgrade of the credit rating would be a reversal of
structural reforms

= Moody’s assessment is consistent with the strong performance of
Mexican assets YTD, pricing in a benign backdrop in terms of NAFTA
and acknowledging a stable macroeconomic framework despite several
headwinds

Positive change of the outlook... The global rating agency Moody’s Investors
Services modified Mexico’s sovereign debt rating outlook to “stable” from
“negative”. It should be noted that in March 2016, Moody’s decided to
downgrade the outlook for our country’s debt rating due mainly to the strong
deterioration in Pemex’s finances at that time, when the rating agency expressed
concerns that this could deteriorate the public finances of the federal
government, given the implicit guarantee of the government to the state-owned
oil company. Moreover, although Pemex’s finances improved considerably, in
April 2017 Moody’s confirmed Mexico’s sovereign rating in ‘A3’ but did not
changed the outlook (“negative™). This was due to Moody’s concern about the
possible shocks that could be generated by the renegotiation process of the
North American Free Trade Agreement (NAFTA). Nevertheless, now Moody’s
has decided to return the outlook back to “stable” due to three reasons: (1)
Resilience observed in growth rates despite complex NAFTA renegotiation; (2)
implementation of structural reforms; and (3) low probability that the next
administration will damage public finances.
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...reflects the soundness of our economy and our institutions. In our opinion,
the first reason is highly relevant because it makes clear that today the Mexican
economy is much more than NAFTA. The second reason warns that any attempt
to reverse structural reforms or delay their implementation will imply a credit
downgrade. Finally, in the third case, it allows us to know the outlook of the
rating agency -one that that we consider that many participants of the
international financial markets share—, in terms of the consequences of the
election, which will not imply a significant economic or fiscal deterioration in
case of an administration with policies that are not market friendly, which
supports the strong appreciation of the Mexican peso in recent weeks. It also
confirms the confidence that investors have in the soundness of our laws and our
institutions, in which, for example, reversing the energy reform would involve
having two thirds of Congress and half of the local congresses, which is difficult
obtain by any of the parties/coalitions/candidates, significantly limiting the
power of the President. We believe that whoever reaches the presidential chair
on December 1% will be restricted both by institutions and financial markets.

Moody’s recognizes the good fiscal management of the Mexican
government. In our opinion, by having the credit rating one level above the
ratings of the large rating agencies (refer to the table below) and now with a
“stable” outlook, Moody’s recognizes the good fiscal management of this
administration, especially in terms of tax collection. We believe that the fiscal
reform, supported by the ones in the energy sector and labor markets -which has
encouraged formalization of labor force-, has made it possible to significantly
reduce the fiscal dependence on oil revenues (from around 40% in 2012, to less
than 20% at present). Additionally, last year the government managed not only
to stop the growing trend of the government debt -which was largely due to the
depreciation of the peso and the recognition of pension liabilities-, but it
managed to reduce it. While there is room for improvement in the area of
investments, as well as in the transparency and management of public spending,
tax collection efforts and public spending cuts have undoubtedly to be praised.

Mexico’s credit ratings

Investment Grade/ Last change in rating

Rating Speculative Outlook and/or outlook
Fitch BBB+ Investment Stable 3-Aug-17
Standard & Poor’s BBB+ Investment Stable 18-Dec-17
Moody’s A3 Investment Stable 12-Apr-18

Source: Bloomberg
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Credit downgrade if Mexico reverses structural reforms. It should be noted
that in its statement, Moody’s warned that a key factor that could cause a
downgrade of the credit rating would be a reversal of structural reforms.
However, they also suggest that they trust the strength of Mexican institutions
and that the next president of Mexico will not reverse structural reforms or
damage public finances, even though there is a potential change in the type of
economic policy implemented.

From our fixed income and FX strategy team

Moody’s assessment is consistent with the strong performance of Mexican
assets YTD. Moody’s decision to move Mexico’s credit outlook from
“negative” to “stable” is consistent with previous announcements from S&P and
Fitch Ratings, in which credit agencies have recognized the resilience of the
Mexican economy to several headwinds in the last years (especially in 2018),
the implementation of a sound policy mix, and a more benign scenario in terms
of the NAFTA negotiating process. Market participants have acknowledged this
situation along 2018, with country risk premia declining in a significant way.
The 5-year CDS is trading at 100bps, which compares favorably with the
106bps by the end of 2017 or the average of 121bps last year. The peso-
denominated Mbonos curve has rallied 26bps on average year-to-date, depicting
a more defensive stance vis-a-vis its U.S. and major EM counterparts. This
situation has resulted in a spread contraction between Mbonos and Treasuries of
69bps on average during 2018. Foreign investors’ holdings in Mbonos has also
conveyed this positive view in terms of fundamentals and valuation, moving
from US$ 90.6 billion by 2017-end to US$ 98.5 billion on April 2™, 2018, the
last figure released by Banxico. In our view, local markets are pricing in a
benign scenario in terms of NAFTA, however a positive result could steer an
additional limited rally. In terms of strategy, we hold a positive view in terms of
the mid-end of the Mbonos curve, especially the 7- to 10-year tenors. Current
forward rates, country risk premia and embedded real rates compares favorably
to other EM bonds with similar credit profile.

The Mexican peso has gained around 0.6% since yesterday’s announcement to
18.13 per dollar, very near its YTD intraday high of 18.05 reached last week. In
our view, the peso is poised to break the 18.00 psychological in the short-term
with its next support at 17.80-17.90, most likely if an agreement on NAFTA is
unveiled this month or early in May, as suggested by recent news and optimistic
comments from negotiators. According to our estimates and similar to rates, the
local currency risk premium has been trending down and is relatively modest
already, with the 5-year spread to the US adjusted by Mexico’s credit rating (as
informed by CDS pricing) closing yesterday at 358bps, lows since the US
Election in November 2016 and after reaching a maximum of 471bps by the end
of last year. This is also consistent with IMM positioning signaling increased
bullishness despite high uncertainty, going from a net short in MXN of US$ 1.5
billion by year-end 2016 to a net long of US$ 2.7 billion as of last April 3rd,
2018.
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Considering the latter, our estimate of short-term fair value (around 18.70) and
the upcoming Presidential Election (July 1st), we believe the peso’s appreciation
potential from current levels and because of the announcement is relatively
limited. In our view, the risk premium ahead of the election is low, particularly
when compared to the dynamics in past presidential elections at this stage and
with investors waiting for the first debate on April 22nd. As a result, we remain
cautious and on the sidelines on USD/MXN positions at the current level,
recognizing the cross-currents of potentially positive NAFTA news on the one
hand but skewed risks in case of negative surprises coming from the presidential
race on the other.

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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