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“I have always found investors’
enthusiasm for the Peso hard to
understand. To me, the risk
reward to being short looks
compelling.”

The Mexican Peso is seen by many investors as an attractive investment, as interest rates are much higher than those
available in the US. It has faster growth - and the combination of the Peso devaluation in 2008 and the continued
appreciation of the Chinese Yuan, has made Mexico a more attractive outsourcing destination than China for some US
companies. Furthermore, some investors see the Peso as a way to play the recovering US economy, as the US is
Mexico’s largest trading partner.

I have always found investors’ enthusiasm for the Peso hard to understand. Over the last ten years a combination of fiscal
spending and ultra-loose monetary policy in the US has allowed most currencies to appreciate versus the US dollar. The
Peso has signally failed to do so.
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The key issue for the Mexican Peso is that its oil exports provide the government with a large share of its revenues. Oil
revenue as a percentage of total public sector revenue has remained relatively stable at around 30%. Despite oil prices
having risen significantly over the last decade, Mexico has seen a significant drop off in oil production.

As the US has needed less energy and Mexican oil production has declined, the US trade deficit with Mexico has declined
over the last few years. Given recent trends in US oil production growth, it seems likely that the US trade deficit with
Mexico will continue to decline.
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In my view, the Mexican Peso tends to fall to a level that allows the government to maintain a stable level of revenue. I
take this view because, uniquely among oil exporters, Mexico has hedged its entire oil output every year since 1991 using
options. Interestingly, according to the FT, for the first time in the history of its hedging program, Mexico has tried to
reduce the cost of its hedging program by allowing it to be exposed to price falls below 60 USD a barrel for WTI.
Despite its hedging program, the Mexican Peso has been highly correlated to the oil price, and should its hedges not cover
prices below 60 USD a barrel, this would leave it extremely exposed to lower oil prices. On my very rough calculations,
for the government to maintain a constant level of income from oil after a move to 60 USD on barrel, the Peso would
need to devalue to an exchange rate of 20.
The other bullish argument put forward for the Mexican Peso is that it has now become competitive with China as an
outsourcing destination. I believe this is true for items that are costly to transport, like cars. However, this improving
competiveness is not exhibiting itself in the trade numbers between the US and Mexico, which shows the US has become
more competitive. It is also not showing up in the bilateral trade balance with China, which shows that the Mexican trade
deficit with China is surging.

Despite being an oil exporter Mexico continues to run a current account deficit. In my mind we would need to see a
sustained move to current account surplus to make the Mexican Peso an appreciating currency.
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In summary, I believe the Mexican Peso is a depreciating currency. It has an inbuilt tail risk as its oil revenues are
exposed to a fall in the WTI below 60 USD a barrel. Furthermore, according to CFTC, speculators have accumulated
their largest ever long position in the Peso. The risk reward to being short looks compelling.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated
by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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