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Mexico goes ghost as its 
oil hedge bill spirals

Experts question effectiveness of hedging strategy
MEXICO CITY/NEW YORK: Mexico is
playing a risky game of hide and seek with the
oil market. To frustrate speculators and contain
an annual bill of more than $1 billion, Mexico is
going to new lengths to mask its attempts to in-
sure its revenue from oil sales against falling
prices - no mean feat for a hedging program
known as Wall Street’s biggest oil trade.

Getting the hedge right is crucial for Mexico
as it offers stability at a time the government is
planning to boost social welfare and security
spending, the economy is stagnating and the
country’s credit-worthiness is under intense
scrutiny. Once an enigmatic agreement between
a handful of finance industry officials and Wall
Street banks, the hedge is now the most antici-
pated deal in the oil futures market, making it
harder, and more costly, for Mexico to arrange.

For its 2020 hedge, however, Mexico has
adopted a different strategy than in previous
years, according to a Wall Street source with di-
rect knowledge of the deal.

This time, an estimated two-thirds of the op-
tions Mexico bought in financial markets were
indexed to the international Brent crude bench-
mark, shifting away from the Maya oil Mexico
mainly produces, according to the source. By
using such a heavily traded contract as Brent,
Mexico should have been able to cut costs by
getting lower quotes for its trades and to place
bets more unobtrusively to avoid prices shifting
ahead of its moves, market sources said. But crit-
ics say the strategy creates new risks. By using
international oil contracts based on a different
kind of oil, the structure of the hedge may not
fully reflect Mexico’s export mix dominated by
Maya, which is typically cheaper than Brent.

Sweet or sour 
“I would expect a divergence of prices over

the long term. This pressure on Maya could
move prices down faster than its hedge. This
would cause a loss on the physical sale of Maya

and minimal-to-possibly no benefit of the
hedge,” said Ryan Dusek, director at consulting
firm Opportune LLP based in Houston, who
added that the trade could end up being “worth-
less.” The Mexican finance ministry declined to
comment on the structure of the hedge.

The Wall Street source said the proportion of
Maya crude hedged for 2020 was significantly
lower than in previous years. For the 2009 deal,
for example, Barclays, Deutsche Bank, Goldman
Sachs and Morgan Stanley hedged 305 million
barrels of crude using Maya and only 25 million
with Brent, data obtained by Reuters through a
freedom of information request showed.

The Wall Street source said for 2020, Mexico
had bought put options on Brent on the Inter-
continental Exchange (ICE) at $54-$56 a barrel
and hedged Maya at $42.

Brent is trading at around $63 a barrel while
Maya’s official selling price for deliveries to the
U.S. Gulf Coast is about $55, according to S&P
Global Platts pricing data.

The options give Mexico the right to sell oil
at the predetermined price, so if the actual mar-
ket price is lower, the options pay out and make
up the difference - acting effectively as an insur-
ance policy.

But if the price of Maya, a heavy sour crude,
falls faster than Brent, a light sweet crude - or
Maya drops and Brent rises - Mexico could miss
out on oil revenues without the hedge kicking in,
analysts and market sources said. Mexico has
had to contend with the potential divergence in
Maya and Brent crude prices before but the risk
is now greater as demand for heavy crudes
globally is expected to slump.

Reuters was unable to determine whether
Mexico has taken additional steps to bridge any
gaps between Maya and Brent.

‘Hacienda hedge’
Mere rumors of Mexico’s “Hacienda hedge,”

which gets its name from the country’s finance

ministry, can shift prices ahead of its anticipated
deals and the government fears participants
push up premiums when they suspect Mexico is
about to trade. “Banks have become much better
at accumulating information about it,” said Vic-
tor Gomez, a former Mexican finance ministry
official involved in the hedge until 2018.

In part due to this, the hedge’s cost has in-
creased 10-fold in peso terms since 2001, even
though the number of barrels hedged has barely
changed, the data obtained from the freedom of
information request showed. Mexico spent the
equivalent of $212 million to hedge 200 million
barrels in 2001 but in 2016, hedging 212 million
barrels cost $956 million. In 2017, Mexico stopped
disclosing the number of barrels it has hedged.

Now, for the first time in at least 19 years, fi-
nance ministry officials have declined to reveal
how much they’re spending to protect 2020 rev-

enue, saying the information would give specu-
lators insight into their strategy and raise costs.
“What we don’t want is that they identify the
moments that Mexico goes to the market, be-
cause that raises the costs of the premium,”
Gabriel Yorio, one of the main architects of the
hedge under President Andres Manuel Lopez
Obrador, who took office a year ago, told re-
porters this month.

The cost of the hedge has also risen because
the peso has declined versus the US dollar and
because options have become more expensive
since many commodity-oriented funds, which
were natural counterparties to the deal, have
closed. Officials have also declined to say how
much of the 1.73 million barrels a day it produces
they’re protecting, nor to what extent they’re
using put options or a budget stabilization fund
to guarantee government revenue. — Reuters

MEXICO CITY: An employee works on at the Centenario deep-water oil platform in the Gulf of Mexico
off the coast of Veracruz, Mexico.

US home sales 
surge to near 
two-year high
WASHINGTON: US home sales jumped to their
highest level in nearly two years in December, the
latest indication that lower mortgage rates are
helping the housing market to regain its footing
after hitting a soft patch in 2018, though record
low inventory could be an obstacle to continued
strong gains.

The report from the National Association of
Realtors on Wednesday followed on the heels of
government data last week showing homebuilding
raced to a 13-year high in December. Renewed
housing market momentum could soften some of
the hit on the economy from manufacturing as the
thaw in US-China trade tensions is offset by Boe-
ing’s suspension this month of production of its
troubled 737 MAX plane.

“The previous weak link, housing, is coming
back, but the current laggard, manufacturing, is
slowing further,” said Joel Naroff, chief economist
at Naroff Economic Advisors in Holland, Pennsyl-
vania. Existing home sales increased 3.6 percent
to a seasonally adjusted annual rate of 5.54 million
units last month, the highest level since February
2018, boosted by a surge in sales of multi-family
housing units and gains in single-family home
dwellings. November’s sales pace was unrevised
at 5.35 million units.

Economists polled by Reuters had forecast ex-
isting home sales would increase 1.3 percent to a
rate of 5.43 million units in December. Last month,
existing home sales rose in the Northeast, West
and the populous South. But sales fell in the Mid-
west. Existing home sales, which make up about
90 percent of US home sales, surged 10.0 percent
on a year-on-year basis in December. For all of
2019, sales were unchanged at 5.34 million units.

The report helped to lift the PHLX housing
index. Stocks on Wall Street were trading higher,
also cheered by an upbeat forecast from IBM and
China’s efforts to contain a new flu-like virus out-

break. The dollar was little changed against a bas-
ket of currencies, while US Treasury prices were
mixed.

The housing market is being supported by
cheaper mortgage rates after the Federal Reserve
cut interest rates three times last year. The 30-
year fixed mortgage rate has dropped to an av-
erage of 3.65 percent from its peak of 4.94
percent in November 2018, according to data
from mortgage finance agency Freddie Mac. But
the sector, which accounts for about 3.1 percent
of gross domestic product, remains constrained
by a lack of homes, especially in the lower-priced
segment of the market, because of land and labor
shortages.

The supply squeeze and resulting reaccelera-
tion in house price inflation could slow home sales
this year. According to the NAR, there was a 14
percent drop from a year earlier in sales of houses
priced $100,000 and below.

“Still, with rising incomes, more households
being formed, and low mortgage rates, demand
for housing should remain robust to keep home
sales activity at an elevated level - although likely

little changed from 2019,” said Ben Ayers, senior
economist at Nationwide in Columbus, Ohio.

Lift to GDP
December’s increase in existing homes sales

likely means more in brokers’ commissions, which
suggests that housing probably contributed to
GDP growth again in the fourth quarter. Residen-
tial investment rebounded in the third quarter
after contracting for six straight quarters, the
longest such stretch since the 2007-2009 reces-
sion. The Atlanta Fed is forecasting GDP to rise at
a 1.8 percent annualized rate in the fourth quarter.
The economy grew at a 2.1 percent rate in the
July-September period. The government will pub-
lish its snapshot of fourth-quarter GDP next
Thursday. There were a record-low 1.40 million
previously owned homes on the market in De-
cember, down 14.6 percent from November and
8.5 percent from a year ago. As a result, the me-
dian existing house price soared 7.8 percent from
a year ago, the most since January 2016, to
$274,500 in December. House prices increased
4.8 percent in 2019. — Reuters


