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Key Takeaways From Mexico's First Oil Auction

Following the 2013 energy reform, Mexico opened its energy industry to foreign investment for the first time since the

industry's nationalization in 1938. The government completed the first round of its auction this week.

Overview

• Mexico completed a successful first round of its oil block auction this week.

• Mexico has gained experience from this round and is planning a second one next year.

• For the first time, PEMEX will partner with a foreign company in developing an oil field.

• No immediate credit impact on PEMEX because production stemming from its first farmout is several years

away.

S&P Global Ratings believes that Mexico's first round of oil auction was successful and transparent and will boost

chances for successful future rounds. Although, the steep decline in oil prices has forced the government to delay and

adjust conditions for the auctions, we believe that there are many opportunities for national and international

companies in operating in Mexico's oil and gas sector, given the expected long-term return amid anticipated higher

international oil prices and greater clarity of the legal and economic risks in this sector.

We believe that the National Hydrocarbons Commission (the Spanish acronym of CNH) now has greater visibility on

the types of contracts it will consider in future rounds. We also believe that the regulator will mainly offer licenses for

those fields that require significant investments and therefore have higher risks, while production and profit-sharing

contracts will be used for lower-risk ones with proven reserves.

Due to the successful first round, the CNH has already announced the second round that will likely occur in the first

and third quarter of 2017, which includes shallow-water and onshore blocks. During these rounds, the CNH will offer

Petroleos Mexicanos' (PEMEX; local currency: A/Negative/--; foreign currency: BBB+/Negative/--; national scale:

mxAAA/Stable/mxA-1+) Ayin-Batsil cluster in shallow waters and the Cárdenas-Mora and Ogarrio onshore mature

field. Together, rounds 2.1 and 2.2 are likely to produce about 444 million barrels a day of oil equivalent (BOE).

During the first round's phase 4, the CNH assigned to Australia-based BHP Billiton the right to partner with PEMEX to

develop the Trion field. BHP Billiton will have a 60% stake in the field of more than 485 million BOE and will be the

operator of the consortium, as we had expected. BHP offered a bonus payment of $624 million as part of its bid, which

was above the minimum of $570 million, was only above 3% over BP's bid. The CNH will assign the Trion contract

through licenses that include 4-10 years of exploration, up to three years of evaluation, and 22 years of development.

The consortium has the option for two extensions--10 and five years--for a maximum of 50 years in total. Although

production isn't expected until 2023, we believe the Trion contract is a significant development because Pemex has

never extracted oil and gas from its deep-water reserves and it will be the first time a foreign company will join

PEMEX in developing a field that will allow the national oil company to share risks, will have access to new

technology, and most importantly, increase production and lower its required investments. For this contract, the CNH

estimated investment is around $7 billion during the next 35 years. However, BHP will cover 60% of the costs.
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The implementation of the energy reform began with round zero that granted PEMEX 83% of the 2P (proven and

probable) reserves and 21% of the prospective reserves. As we had expected, PEMEX didn't have a significant interest

in deep-water fields or unconventional resources in round zero given its lack of expertise in those fields and financial

limitation to develop them, and it was rather keen on holding onto strategic exploratory prospects that would facilitate

organic growth in the future.

Afterwards, the CNH announced eight bidding rounds to include those fields that were not awarded to PEMEX. The

first round of the auction was divided into four phases (see table 1).

Table 1

Breakdown Of The First Round

Type of field Type of contract Success rate Companies

Round 1.1 Shallow water Production sharing 2 out of 14 Sierra Oil (Mexico)

Exploration Talos Energy & Premier Oil (U.K.)

Round 1.2 Shallow water Production sharing 3 out of 5 Eni International (Italy)

Extraction Pan American Energy (U.S./Argentina) & E&P Hidrocarburos y Servicios

(Mexico/Argentina)

Fieldwood energy & Petrobal (U.S./Mexico)

Round 1.3 Onshore License 25 out of 25 Mexican companies

Round 1.4 Deep water License 8 out of 10 See table 2

The first round's phase 1 fell short after a disappointing 14% success rate (winning bids), with only two contracts

assigned out of the 14 that were originally expected. Actually, results were lower than the Ministry of Energy's

projections of a 30%-50% success rate. We believe that the limited interest was primarily due to lower oil prices,

blocks' small sizes, a restriction of companies to partner in only one consortium, the undisclosed minimum required

contribution to the government, and the guarantee of about $6 billion, which was too high for smaller participants. In

response, the CNH incorporated the impact of these factors in the first round's phase 2, resulting in the success rate of

60%. In the first round's phase 3, 100% of the contracts were awarded. However, no major international oil company

participated in phase 3 because it was designed to allow experienced Mexican oilfield service providers the

opportunity to operate fields on their own.

However, Mexico's government considers phase 4 of the first round as a big success (see table 2). Despite the still

sluggish oil prices and significant investments required to develop ultra-deep water fields, big international energy

players exhibited substantial interest, resulting in more than 26 pre-qualified companies bidding for the blocks. The

CNH awarded eight out of 10 deep-water oil blocks during round 1.4, which exceeded expectations. As we had

expected, the first round attracted major oil international companies such as ExxonMobil Corp., BP Plc, Total SA,

Chevron Corp., and China National Offshore Oil Corp. The government estimates that investments in the blocks it

awarded during this round will be around $40 billion during the contract's term with an expected production of about

900,000 BOE. According to the CNH, two available pipelines that The Williams Cos. Inc. (an energy infrastructure

company) in the Perdido area available. These pipelines have still significant availability--about 50% of oil and 60% of

gas capacity--and will reduce the needed investments needed in the area.
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Table 2

Breakdown Of The First Round's Phase 4

Perdido

area Winning bidder

Additional

royalty (%)

Square

kilometers

Mmboe

(medium)

Exxpected

investment (mil.

$) Type of oil

1 Block

1

China Offshore Oil E&P Mexico

(China)

17.01% 1,678.0 625.8 3,850 Extra light oil

2 Block

2

Total (France), ExxonMobil

(U.S.)

5.00% 2,976.6 1,439.7 6,643 Light oil,

extra light oil

and gas

3 Block

3

Chevron (USA), PEMEX

(Mexico) and Inpex (Japan)

7.44% 1,686.9 1,304 2,017 Light oil and

extra light

4 Block

4

China Offshore Oil E&P Mexico

(China)

15.01% 1,876.7 540.5 3,702 Light oil and

extra light

Total 8,218.2 3910 16,212

Saline Basin

5 Block

1

Statoil (Norway), BP (U.K.) y

Total (France)

10% 2,381.1 1,851.90 7,052 Light oil and

extra light

6 Block

2

No bidders - 2,411.2 1,446 Heavy and

light oil

7 Block

3

Statoil (Norway), BP (U.K.) y

Total (France)

10% 3,287.1 1668.9 5,236 Light oil and

gas

8 Block

4

PC Carigali (Malaysia) and

Sierra Offshore (Mexico)

22.90% 2,358.7 392.1 2,978 Heavy, light

oil and gas

9 Block

5

Murphy (U.S.), Ophir (U.K.), PC

Carigali (Malaysia) and Sierra

Offshore (Mexico)

26.91% 2,573.2 621.4 2,874 Light oil,

extra light and

gas

10 Block

6

No bidders - 2,605.5 999.2 Extra heavy

oil

Total 15,616.8 6,979.5 18,140.0

PEMEX's farm-out

11 Trion BHP Billiton 4% 1,285.0 485 7,424

We don't see an immediate impact on PEMEX's creditworthiness because production stemming from the first round

won't materialize until 2023. On the other hand, BHP Billiton will cover the required short- to medium-term

investments in the Trion field, and we expect PEMEX to invest in the field starting in 2020. As a result, the investment

won't dent the company's cash flow until that year. The rating on PEMEX continues to reflect its solid position in the

global oil market, average crude production of 2,182 million barrels per day (bpd) as of Sept. 30, 2016, as well as its

proven reserves of 8.1 years. The ratings also reflect the company's weak after-tax financial performance, as seen in

the expected debt to EBITDA of 4.5x-5.0x and funds from operations to debt of 3.5%-4.0% in the next two years.

We believe that the first round underscores a significant milestone in PEMEX's recently released business plan because

it underscores the focus on the creation of joint ventures (including with foreign operators) along the company's entire

value chain as a mechanism to increase investment and efficiency.

Only a rating committee may determine a rating action and this report does not constitute a rating action.
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