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Petroleos Mexicanos
New government’s plan to abolish oil exports and increase
fuel sales raises cash flow and foreign exchange risks

The incoming Mexican government’s (A3 stable) latest announcement that Mexico would
not produce oil beyond its refining needs, thus abolishing exports, is credit negative to both
Petroleos Mexicanos’ (PEMEX, Baa3 stable) and to the government’s credit quality. The new
government's energy plan, focused on fuel production self-sufficiency, sets it on a path to
become a net crude importer by 2021, lacking enough of its own production to fulfill its
increased refining demand (see Exhibit 1).

Exhibit 1

Crude production could remain stable if capital investments are high enough but would still
continue remain below expanded refining capacity in 2021
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Note: This scenario assumes that it is unlikely that PEMEX would be able to increase crude production significantly in three years,
based on natural declines and insufficient capital, even if investments in E&P doubles in 2019 as per the new government plans.
Source: PEMEX; Moody’s Investors Service

The national oil company’s operating cash flow would decline and become more volatile
under the new refining-focused business model, reducing its ability to pay taxes. Moreover,
PEMEX would be exposed to greater foreign exchange volatility, since its income from fuel
sales would be in Mexican pesos, while 87% of its $104 billion debt as of June 2018 is in
US dollars (83%) or other hard currencies. Finally, the new policy could force PEMEX to
import crude, which would add to its cash-flow and foreign-exchange risk. We assume that
PEMEX will be the vehicle through which the government will execute its plans for the energy
industry in Mexico.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1146016
https://www.moodys.com/credit-ratings/Mexico-Government-of-credit-rating-489500
https://www.moodys.com/credit-ratings/Petroleos-Mexicanos-credit-rating-94100
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PEMEX’s budget for 2019 still needs congressional approval, and we believe that in the next 12-18 months the company’s cash flow
generation will be solid and it should not add more debt to its balance sheet. But as its business model evolves, PEMEX’s standalone
credit profile would deteriorate.

Exhibit 2

PEMEX’s hard currency-denominated debt has increased in recent years
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According to the incoming government’s plans, the construction of the new $8.0 billion refinery, with a capacity of 600,000 barrels
per day (bpd), would be completed within three years. In addition, Mexico’s existing refinery system, which has an aggregate capacity
of 1,627,000 bpd, would operate at full capacity in three years after capital investments of $2.5 billion; by contrast, PEMEX refined at
just 45% of capacity in the second quarter 2018. We estimate that, if investments in refining are executed as planned and in time,
which we consider improbable due to the size and complexity of the projects, PEMEX by late 2021 would become a net importer of
over 400,000 bpd of crude in the unlikely best-case scenario of crude production remaining stable. While the new government plans to
increase capital investment in exploration and production (E&P) by $4 billion in 2019 to help increase domestic crude production, we
consider this outcome unlikely within three years, because the natural production declines and PEMEX's high operating costs make this
level of capital insufficient to do so.

PEMEX’s crude production could remain stable with adequate capital investment, but domestic production would still not meet
planned refining capacity expansion in 2021 (see Exhibit 1). And, if PEMEX’s crude production continues to decline at a more than 7%
annual rate, its crude imports could reach more than 600,000 bpd in the period. As a reference, at today’s Brent price of about $80 per
barrel, this would translate to annual import expenses of $17 billion. This analysis does not include Mexico’s dependence on natural gas
imports, which in the first half of 2018 were equivalent to about 65% of the country’s demand of over 2,300 million cubic feet per day
(MMcfd).

Moreover, the change in PEMEX’s business model toward refining from its focus today on E&P is itself credit negative. Refiners have
no control over prices of crude, their main feedstock, or product sales prices, like gasoline and diesel. Crude and fuels are commodities
whose prices are determined on a global supply and demand basis.

PEMEX’s standalone credit quality would weaken depending on how much crude it needs to import to feed its refining capacity. And
even if the company becomes a net exporter of fuel, its US dollar-denominated revenue and income would be more volatile than it
is today. E&P companies are usually larger and have better pricing power over oil services companies and other suppliers, and can
pressure for lower prices and rates, if necessary. Refiners, by contrast, tend to be smaller and less powerful than E&P companies.
Profitable refiners protect their fragile cash flow by keeping low financial leverage and maintaining high operating efficiency, a more
common practice among private companies than state-owned companies.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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The risk of PEMEX posting lower operating cash flow within the next three years is even greater considering the upward momentum
on crude prices, and the new government’s stated intention to increase domestic fuel prices at inflation rate only. Market prices of
fuel below cost would either generate losses at PEMEX, or force the government to subsidize sales of gasoline and diesel, weakening
Mexico’s fiscal outlook.

Although the federal government has decreased its reliance on oil revenue since its 2013 tax reform, the loss of oil revenue from a
loss-generating PEMEX could substantially widen Mexico’s fiscal deficit without extensive tax measures to protect it. Plans to halt oil
exports would deprive the government of nearly 2% of GDP in forgone revenue, forcing it to raise taxes or abandon its pledge of fiscal
discipline, which would undermine its fiscal policy credibility and weighing on the sovereign’s creditworthiness. At its peak in 2012, oil
revenue represented 34% of government income, falling to just 8% in 2016 as PEMEX struggled in the oil price shock that began in late
2014 (see Exhibit 3). The drop in revenue forced the government to increase tax collections to help narrow its fiscal imbalance.

A halt to exports would heighten PEMEX’s foreign exchange risk as well. In the first half of 2018, PEMEX generated $981 million in
dollar-denominated income from crude exports and fuel imports. Under the government’s new plan, PEMEX would need access to hard
currency both to purchase crude and to service its hard-currency debt, more than $90 billion as of June 2018 (see Exhibit 2)—assuming
PEMEX’s debt remains stable, as the new government intends.

Exhibit 3

Halting oil exports would hit government revenue despite decreased reliance over time
Oil-related revenue as percentage of total federal government revenue, including social security
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A shift toward the refining business from E&P would lower PEMEX’s operating cash flow and reduce its ability to pay taxes, which in
turn would weaken the government’s fiscal position. Since 2016, PEMEX’s has benefited from Mexico’s 2013 energy reform, paying
fewer taxes as a proportion of EBITDA and generating lower refining losses (see Exhibits 4 and 5). The company has also been able
to farm out certain oil and gas producing areas, and enter into associations with major global oil companies to invest in E&P in deep
waters, where it has minimum operating expertise. As oil auctions continues as planned (next one scheduled for February 2019), the
private sector could eventually fill in the gap and contribute taxes as it increases its oil and gas production, but it is still uncertain
whether oil auctions will maintain the same degree of size and number as in the last couple of years.

3          18 October 2018 Petroleos Mexicanos: New government’s plan to abolish oil exports and increase fuel sales raises cash flow and foreign exchange risks



MOODY'S INVESTORS SERVICE CROSS-SECTOR

Exhibit 4

PEMEX’s tax burden has dropped since energy reform, and EBITDA
has improved since price downturn

Exhibit 5

PEMEX posts refining operating loss and E&P operating profit

$60.3

$7.7

$19.6

$27.1

$34.8

$28.5

$56.1

$27.6

$18.4

$23.5

$27.5

$22.5

$0.0

$10.0

$20.0

$30.0

$40.0

$50.0

$60.0

$70.0

2014 2015 2016 2017 2018E 2019E

U
S

 b
il
li
o
n

s

EBITDA Taxes

Note: EBITDA assumes $68/bbl for Brent 2018 and $60/bbl for 2019, and a $10/bbl
differential for Mexican blend
Source: Ministry of Finance (SHCP)

$54.9

-$5.9

$26.9

$10.3

$18.6

$12.2

-$7.5
-$4.3 -$3.5 -$3.7 -$3.0 -$3.0

-$20.0

-$10.0

$0.0

$10.0

$20.0

$30.0

$40.0

$50.0

$60.0

2014 2015 2016 2017 2018E 2019E

U
S

 b
ill

io
n

s

E&P operating profit Refining operating profit

Source: PEMEX; Moody’s Investors Service

4          18 October 2018 Petroleos Mexicanos: New government’s plan to abolish oil exports and increase fuel sales raises cash flow and foreign exchange risks



MOODY'S INVESTORS SERVICE CROSS-SECTOR

Appendix A: Ratings histories, PEMEX and government of Mexico

Exhibit 6

PEMEX rating history
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Exhibit 7
Government of Mexico rating history
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Appendix B: Key financial metrics for PEMEX

Exhibit 8

Key financial metrics for PEMEX, 2014-18

 Dec-14 Dec-15 Dec-16 Dec-17

LTM 

(Jun-18)

Average daily production (boe/day, thousands) 3,432.4 3,174.0 2,950.8 2,661.6 2,592.9

Total proved reserves (boe/day, thousands) 12,101.8 9,412.0 8,383.0 7,525.8 7,525.8

Crude distillation capacity (bbl/day, thousands) 1,602.0 1,640.0 1,602.0 1,627.0 1,627.0

Downstream EBIT / total throughput barrels ($/bbl) -$17.7 -$11.0 -$10.3 -$13.3 -$7.2

EBIT / interest expense 6.5x -0.4x 1.4x 2.1x 2.5x

RCF / net debt 3% -1% -1% 3% 4%

Debt / book capitalization 142% 195% 164% 186% 187%

EBIT / average book capitalization -3% 13% 19% 24%

Note: All figures and ratios are calculated using Moody’s estimates and standard adjustments. Forecasts are Moody’s opinion and do not represent the view of the issuer.
Source: Moody’s Financial Metrics™
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Moody’s related publications
Rating actions:

» Moody’s affirms PEMEX’s Aa3.mx/Baa3 national and global scale ratings; changes outlook to stable, April 12, 2018

» Moody's changes outlook on Mexico's ratings to stable from negative; A3 ratings affirmed, April 11, 2018

Credit opinions:

» Petroleos Mexicanos: Semi-annual update, October 12, 2018

» Government of Mexico – A3 Stable: Update following change in outlook to stable and rating affirmation, April 11, 2018

Issuer comments:

» Petroleos Mexicanos: Mexico’s state oil company lowers negative financial balance, reducing external financing needs, September
26, 2018

» Government of Mexico: Mexico's agreement with the US on NAFTA revisions reduces trade-related uncertainty, a credit positive,
August 29, 2018

» Petroleos Mexicanos: New energy agenda implies short-and medium-term risks for Mexico’s national oil company, July 24, 2018

Sector comments:

» Sovereigns – Americas: Revised NAFTA deal reduces trade-related uncertainty, a credit positive for Mexico and Canada, October 3,
2018

» Oil & Gas – North America: Oil prices up, but will settle into $50-$70 range through 2020, October 3, 2018

» Oil and Gas - Global: Crude oil prices to remain elevated in the near term but moderate over the medium term, August 22, 2018

» Oil and Gas - Global: Positive trend in rating actions continues in 2018 as industry recovers, July 6, 2018

» Oil and Gas - Latin America: Mexico’s latest energy auction indicates strong interest from overseas companies, February 28, 2018

Issuer in-depth report:

» Petroleos Mexicanos: New energy agenda implies short-and medium-term risks for Mexico’s national oil company, July 24, 2018

Sector in-depth reports:

» Corporate credit quality – Mexico: Most sectors will remain stable through 2019, but new energy agenda poses risks, August 13,
2018

» Cross-Sector Mexico: Financial volatility, oil sector risks will likely increase following Lopez Obrador election, July 2, 2018

» Sovereigns - Latin America: Currency weakness will primarily impact sovereigns with large external imbalances, June 4, 2018

» Oil and Gas - Global: National oil companies adopt tighter spending strategies as oil prices recuperate, May 17, 2018

» Corporate Liquidity Mexico: Risk remains low despite international trade negotiation and election uncertainty, May 7, 2018

» Cross-Sector Mexico: Reduced NAFTA risk, successful reforms and expected policy continuity improve outlook, April 19, 2018
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Outlooks:

» Integrated Oil and Gas - Global: Expectation of moderate fall in EBITDA in 2019 keeps outlook stable, September 26, 2018

» Oil and Gas Industry - Latin America: EBITDA will grow at solid pace through 2019, but capital investment still limited, May 22,
2018

Rating methodologies:

» Government-Related Issuers, June 2018

» Sovereign Bond Ratings, December 2016

» Global Integrated Oil & Gas Industry, October 2016

To access any of these reports, click on the entry above. Note that these references are current as of the date of publication of this
report and that more recent reports may be available. All research may not be available to all clients.
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