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Credit Conditions:

Political Uncertainty Hinders Improving Credit
Conditions In Latin America

Credit conditions in Latin America showed divergent trends in the second quarter of 2017. S&P Global Ratings

continues to expect an economic recovery for the region; nevertheless, growth will remain sluggish. Financing

conditions remain fairly positive and many entities have taken advantage of a favorable market environment to issue

debt or refinance maturities. On the other hand, we expect more market volatility in the second half of the year, given

the complex political environment in Brazil, upcoming Congressional elections in Argentina in late 2017, and general

elections in Mexico and Brazil in 2018. While we continue to follow U.S. policy developments closely, the U.S.

administration has given Congress official notice of its intentions to renegotiate the NAFTA trade pact, underscoring a

more conciliatory tone, lessening the risk that the administration will walk away from the pact. Moreover, another

point of contention in the form of a Border Adjustment Tax in the U.S. has also become less likely, further clarifying

the direction of U.S. federal policy. Indeed, in the long run, these positive developments in the political arena should

bring favorable conditions for the region given the currently satisfactory global economic performance.

Overview

• We continue to expect an economic recovery for the region, but growth will remain tepid.

• We expect more market volatility in the second half of the year, because of political uncertainty in Brazil and

upcoming Congressional elections in Argentina, and general elections in Mexico and Brazil.

• U.S. policy uncertainty remains a key risk for Latin America; however, corruption allegations against President

Temer in Brazil have become a bigger concern.

• Domestic factors have trimmed our growth forecast for most of the major Latin American economies.

• The longer term of debt maturities allows for some headroom for Latin American economies to work through

some of the present risks, including potentially greater clarity around U.S.-Mexico trade policy, and Brazilian

politics and pension and labor reform policies.

• The International Monetary Fund's recent upward revision in world GDP growth hasn't translated into better

prospects for much of Latin America.

• Latin American financial institutions' financial performance is feeling the pinch of muted economic prospects.

• Continued uncertainty over U.S. policies and ongoing corruption allegations in Brazil are dimming corporates'

outlook.

• Brazil's CreditWatch listing and the negative outlooks on Colombia and Mexico continue to weigh heavily on

ratings in the infrastructure and utilities sector.

• Uneven conditions in the region have mixed impact on securitizations.

Risks And Imbalances

Uncertainty over the U.S. policy remains a key risk for Latin America. However, corruption allegations against

Brazilian President Temer have become a main concern. Recent developments in Brazil point toward continued
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political uncertainty, which could hinder the country's already fragile economic recovery. A weakened President

Temer, a long or disruptive transition process, or a caretaker president with diminished ability and willingness to

advance reforms would likely further delay economic recovery, and the passage of proactive fiscal and economic

policies. Such conditions not only could hurt domestic corporations and banks, but also their peers in neighboring

countries such as Argentina. On the other hand, although it has become clear that it's not going to be easy for the U.S.

administration to fulfill campaign promises, we continue to watch for protectionist policies that could hurt the region's

economic prospects. In our view, while the possibility for such policies to materialize remains, institutions in the U.S.

and stakeholders that benefit from free trade have contributed to change the tone and reduce the investor anxiety

towards the administration's plans.

Commodity prices remain fairly stable, which have helped ease market volatility. And while investor sentiment

remains fragile and could be volatile upon potential internal or external shocks, many issuers have benefited from

favorable market conditions to cover their 2017 financing needs. The latter has relieved pressure for the rest of the

year in terms of refinancing. Nevertheless, access to the market will be necessary beyond 2017. And for the moment,

while financing conditions are arguably at their best in years, coming volatility from the shifting political dynamics may

temper those conditions.

Top Regional Risks

Risk level Risk trend

Brazil political uncertainty. The ongoing political corruption saga in Brazil, even if President Temer isn’t

ousted, produces a fluid situation that throws into question which critical economic reforms might get

passed and how it might affect an already anemic GDP growth forecast.

Elevated Increasing

Uncertainty about potential U.S. policies. Although it has become clear that is not going to be easy for the

new U.S. administration to fulfill campaign promises, the potential for the implementation of protectionist

policies that could hurt the region's economic prospects remain. Potential tariff barriers that reduce regional

trade and/or other initiatives that crimp the flow of remittances to the region could impair regional trade

relationships and disrupt investment.

Elevated Stable

Volatile capital flows that restrict market access. While investor sentiment towards the region has improved

over the past few months, any external or domestic shock could increase volatility and take a toll on markets

and increase refinancing risks.

Elevated Stable

Potential for future commodity price shocks. Commodity prices have stabilized recently, which has brought

relief in many key economic variables in the region; a reversal of such a trend could bring back currency and

inflationary pressures to Latin America.

Moderate Stable

Top Global Risks

Risk level Risk trend

Europe’s uncertain political landscape. Eurosceptic parties still represent a large part of the electorate, and

political fragmentation is on the rise. But France’s new government won a mandate to implement its

pro-European platform supporting economic and political integration.

High Stable

Tariff barriers that reduce international trade. If implemented, protectionist trade policies from the U.S.

administration could disrupt global supply chains, reduce investment, and undermine the global economic

recovery. A clearer picture will emerge as NAFTA renegotiation begins.

High Stable

Volatile capital flows that restrict market access. A repricing of risk, abrupt adjustment in global investment

portfolios, volatile financing conditions, and strained funding or market liquidity arising from the pace of Fed

tightening vs. other central bank moves, geopolitics or commodity price volatility.

Elevated Increasing

Corporate debt overhang in China. A disorderly deleveraging of China's outsized and growing debt burden

(particularly corporate) and weak borrower quality risks financial stability and the sustainability of GDP growth.

Elevated Stable
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Macroeconomic Outlook

Latin America's Economic Performance Is Falling Behind The Global Pace

While the global economic conditions have remained favorable for emerging markets over the last quarter,

idiosyncratic domestic factors have dimmed our expectations for growth in most of the major Latin American

economies. Rising activity and confidence readings among the major advanced economies, expectations for an only

gradual normalization of monetary policy in the U.S., a softening of the dollar since the beginning of the year, and

market-friendly outcomes in several European elections have driven risk-on investor sentiment, which has helped

bring capital flows back into emerging markets. However, political uncertainties in Brazil, a lengthy labor strike at

Chile's largest mine, and severe flooding in Peru have created a scenario in which Latin America is falling behind the

economic recovery in most of the rest of the world. The good news is that Latin American real GDP growth will still

likely return to positive territory this year; the bad news is that growth will still be very sluggish in the best of scenarios,

and the risks remain firmly tilted to the downside.

Starting with Brazil, allegations against President Michel Temer that would implicate him in the ongoing corruption

scandal known as "Lava Jato" have increased uncertainty over his ability to remain in power in the near future. This

has complicated the government's ability to approve key reforms, such as social security reform, which was expected

to be passed this year and had been a main factor behind the improvement in investor sentiment towards the country.

Significant delays or watering-down of reforms threatens to at least temporarily set back the nascent recovery in

domestic demand, which was nudged by a sharp decline in inflation and aggressive monetary policy easing. We

currently forecast Brazil's real GDP growth of only 0.5% in 2017, following a cumulative contraction of more than 7%

over the past two years. However, the recent political developments have increased the downside risks to our Brazil

GDP forecast.

The first-quarter GDP growth in Chile, Colombia, and Peru was weaker than expected, prompting us to lower our

growth forecasts. A month and a half-long labor strike at Chile's largest copper mine, "La Escondida," was the main

driver of weak economic activity in the country during the first quarter. Mining production fell nearly 12% year over

year in the first three months of 2017, after contracting nearly 4% in 2016. As a result, real GDP growth slowed to 0.1%

year over year in the first quarter, the slowest growth rate since the 2009 global recession. We have therefore revised

down our 2017 real GDP growth forecast to 1.6% from the previous 1.9%. An increase in the VAT tax in Colombia this

year, a 12% contraction in oil production, and a decline in construction activity slowed real GDP growth to 1.1% year

over year in the first quarter – the slowest pace since 2008. As a result, we have lowered our 2017 real GDP growth

forecast to 1.7% from the previous 2.2%. Severe flooding in the northern region of Peru disrupted activity across

several sectors, including agriculture and mining. This has reduced real GDP growth to 2.1% year over year in the first

quarter from 3.9% in 2016. As a result, we have lowered our 2017 real GDP growth forecast to 2.8% from the previous

3.5%.

Meanwhile, Mexico's economy has outperformed our expectations so far this year, with real GDP growth of 2.8% year

over year in the first quarter, up from a 2.0% expansion in 2016. Two factors drove stronger growth in the first quarter.

First, ongoing strength in the services sector, which grew 3.7% year over year in the first quarter thanks in part to

resilient consumer spending. Second, a recovery in manufacturing activity, which posted 4.8% year-over-year growth
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in the first three months of the year, propelled by strong U.S. demand. We expect some of the growth momentum in

the first quarter to dissipate later this year due to the impact of higher inflation and interest rates on domestic demand.

However, the strong first-quarter GDP reading has encouraged us to revise upward our 2017 real GDP forecast to 1.9%

from the previous 1.5%. Argentina has also started the year with strong economic activity data, confirming

expectations for the economy to emerge out of recession this year. Our real 2017 GDP growth forecast for Argentina

remains unchanged at 3.0%, compared with a 2.3% contraction in 2016.

The risks to our macroeconomic outlook for Latin America are mainly tied to political uncertainties, especially given

the latest string of events in Brazil, but also in light of a heavy electoral calendar this year and next in most major

countries in the region. Meanwhile, one of the risks that we outlined last quarter, namely the potential for another bout

of a significant dollar strength, has somewhat dissipated. This is because the likelihood of a border adjustment tax in

the U.S., as part of a fiscal reform package, is lower given signs of lesser political support for such a measure.

Table 1

Latin America: GDP Growth

Base scenario Down scenario

2016 2017 2018 2019 2017 2018 2019

Argentina -2.3 3.0 3.0 3.0 2.0 1.5 1.0

Brazil -3.6 0.5 2.0 2.2 -1.5 -0.5 1.0

Chile 1.5 1.6 2.0 2.4 1.0 1.2 1.5

Colombia 2.0 1.7 2.2 2.5 1.2 1.6 1.8

Mexico 2.0 1.9 2.2 2.4 1.4 1.5 1.6

Panama 4.9 5.5 5.0 5.0 4.8 4.0 4.0

Peru 3.9 2.8 3.5 3.8 2.2 2.8 3.0

Uruguay 1.5 2.0 2.5 2.7 1.4 1.8 2.0

Venezuela -12.0 -6.0 -1.0 2.0 (8) (3) (2)

LatAm -1.4 1.0 2.1 2.5 -0.2 0.5 1.2

LatAm ex. Venezuela -0.7 1.5 2.3 2.5 0.3 0.8 1.4

Table 2

Changes In Base Forecasts From Fourth-Quarter 2016 Credit Conditions Report

2017 2018

Argentina 0.0 0.0

Brazil 0.0 0.0

Chile -0.3 -0.2

Colombia -0.5 -0.2

Mexico 0.4 0.2

Panama 0.7 0.0

Peru -0.7 -0.3

Uruguay 0.2 0.5

Venezuela -2.0 0.0

LatAm -0.1 0.0

LatAm ex. Venezuela 0.0 0.0
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Table 3

Latin America: CPI Inflation And S&P Global's Forecasts (Year-End)

% Change Year Over Year

2016 2017 2018 2019

Argentina 43.5 20.0 15.0 12.0

Brazil 6.3 3.6 4.2 4.0

Chile 2.7 2.7 3.0 3.0

Colombia 5.8 4.0 3.8 3.5

Mexico 3.4 5.7 3.5 3.0

Peru 3.2 3.0 3.0 3.0

Table 4

Latin America: Exchange And Interest Rates And S&P Global's Forecasts (Year-End)

EOP Policy Rate (%) EOP Exchange Rate ($) Average Exchange Rate ($)

2016 2017 2018 2019 2016 2017 2018 2019 2016 2017 2018 2019

Argentina 24.75 25.00 20.00 18.00 15.89 17.70 20.00 22.00 14.77 16.30 19.00 21.00

Brazil 13.75 8.50 8.50 9.00 3.26 3.35 3.40 3.45 3.48 3.25 3.35 3.43

Chile 3.50 2.50 3.00 3.50 667.29 680.00 685.00 685.00 676.94 670.00 683.00 685.00

Colombia 7.50 5.75 5.75 6.25 3002.00 3000.00 3100.00 3100.00 3054.12 2950.00 3050.00 3100.00

Mexico 5.75 7.25 6.75 6.25 20.74 19.25 19.75 20.00 18.69 19.00 19.50 20.00

Peru 4.25 3.75 3.75 4.25 3.36 3.35 3.45 3.40 3.38 3.30 3.40 3.40

Rating Bias/Defaults

Credit Quality and Ratings Performance

Latin American corporate (financial and nonfinancial) and sovereign rating actions remain relatively balanced so far in

2017, with 20 downgrades and 26 upgrades, compared with 142 downgrades and 39 upgrades for the entire 2016. The

bulk of downgrades in 2016 were in Brazil (93) amid sovereign downgrades and a series of political scandals. Although

we placed the sovereign rating on Brazil on CreditWatch with negative implications, the pace of downgrades has been

muted given only two downgrades and two upgrades in Brazil so far in 2017.
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Chart 1
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Chart 2

The negative bias, a forward-looking measure of downgrade potential, has increased slightly in Brazil to 75% from

73%, which is still elevated, but below its record high of 78% at this time last year. As a whole, the negative bias in

Latin America contracted slightly to 44% at the end of May from 47% at the beginning of the year. While it remains

near its 14-year peak, it recently breached its trailing 12-month moving average--a statistical inference of a likely

compression in the upcoming months.
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Chart 3
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Chart 4

While the geopolitical and economic conditions in Latin America remain volatile, we believe that the number of

downgrades last year overall lowered the Latin American issuers' creditworthiness and weakened their ability to

withstand additional credit and economic stress. Nearly half of our sovereign ratings in Latin America have a negative

outlook or on CreditWatch with negative implications. The key corporate sectors poised for downgrades are financials

(including banks, nonbank financial institutions (NBFIs), and insurance companies), transportation,

commodities-related industries, utilities, and consumer products. Due to their relationship with the sovereign,

financials, transportation, and utility companies in Latin America often see their ratings move in tandem with the

sovereign, either due to an explicit ratings relationship with the sovereign (particularly true of financials) or their

dependency on government funding as a client or state-run entity (transportation and utilities). Upgrade potential for

the majority of sectors is limited, with all sectors—except for consumer products--showing lower-than-average positive

bias. Consumer products companies currently exhibit a current positive bias level of 17.3%, very slightly above the

sector's historical average of 16.8%.
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Financing Conditions

Credit market volatility has become somewhat bifurcated in Latin America (including the Caribbean) with risk

becoming more pronounced in Brazil and less so in Mexico. We expect $202 billion of financial and nonfinancial

corporate debt to mature through 2021. Of the total, $33 billion is scheduled to mature in 2017, $40 billion in 2018, $43

billion in 2019, $42 billion in 2020, and $45 billion in 2021. Companies in Brazil and Mexico account for 72% of the

Latin American corporate debt maturing through 2021. A breakdown of sector risk reveals that approximately 39% of

all Latin American rated debt maturing through 2021 is in the oil and gas sector, where credit quality has slipped,

although it's moderating due to some recovery in commodity prices over the past year. The longer horizon of debt

maturities allows for some headroom for Latin America economies to work through some of the present risks,

including potentially more clarity around U.S.-Mexico trade policy, and Brazilian politics and pension and labor reform

policies.

On the surface, financing conditions appear to be somewhat more supportive at the end of the first quarter 2017 than

they were in 2016 with the Institute of International Finance's (IIF's) Lending Conditions Index increasing in Latin

America across most dimensions. Particularly, funding conditions and trade finance improved to above 50% (with

100% as most favorable and 0% as least favorable). Overall lending conditions remained flat at 48%, though this is an

improvement from 45% at this time last year. The IIF's diffusion index of demand for loans and nonperforming loans

dropped slightly to less favorable levels, while the index of credit standards remained flat. Together, these metrics are

indicative of improving, though still neutral, financing conditions. Risks that may deteriorate these conditions include a

ramp-up of geopolitical instability, declining oil prices, or significant increase in protectionism among Latin America's

trading partners. On the positive side, a sizeable absence of these factors would improve financing conditions as well

as investor confidence; though we believe this may be some way off.
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Chart 5

So far in 2017, new issuance (cross-border) stands at about $27 billion in rated financial and nonfinancial transactions,

compared with $39.7 billion in 2016 and $35 billion in 2015. Non-financials have dominated with 107 transactions

accounting for $20.4 billion, versus 68 transactions accounting for $6.5 billion among financials. Additionally, the

average yield-to-maturity for new issues so far in 2017 is 6.3%, sizably lower than 2016's 8.2%. This also reflects an

improvement in financing conditions vis-a-vis a reduction in the cost of capital.

Sector Trends

Sovereigns

Political Uncertainty Undermines Sovereigns' Economic Prospects.

• Ongoing corruptions investigations in Brazil could hinder efforts to stabilize domestic economy and the

government's growing debt burden.

• Uncertainty about future access to the North American market poses challenge to Mexico's growth prospects and

public finances.

• Growing political and economic tensions in Venezuela could undermine the Chavista government and result in

more violence or a transition to a new type of government.
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The International Monetary Fund's recent upward revision of global GDP growth hasn't translated into better

prospects for much of Latin America. Growth in the region's biggest economy, Brazil, remains close to zero this year,

largely due to continued political uncertainties that have impaired investor and consumer confidence. Brazil may

achieve stronger growth in 2017, after two years of contraction, but the increase will be minor. Mexico, the

second-biggest economy, is likely to grow around 2% in 2017, but its medium-term growth rates remain vulnerable to

protectionist policies from the U.S. The latter has issued formal notice that it wants to renegotiate NAFTA, but the

process is likely to take time, perhaps spilling into mid-2018 when Mexico will hold national elections. We have a

negative outlook on Mexico's 'BBB+' rating and in May we put Brazil's 'BB' rating on CreditWatch negative, following

new corruption allegations against the president.

Argentina is likely to return to modest economic growth this year despite persistently high (but declining) inflation and

a large fiscal deficit. The government is making slow progress towards stabilizing the economy but it faces mid-term

Congressional elections in late 2017. Adverse electoral results for the administration could decelerate the pace of

needed economic reforms.

Low commodity prices could result in prolonged slow GDP growth in South American countries that depend on

commodity exports, contributing to fiscal deficits and higher government debt. We now have negative outlooks on

Chile, Colombia, and Uruguay. While these investment-grade sovereigns have easy access to liquidity and flexible

exchange rates, they're vulnerable to a steady deterioration in economic performance and their financial profile. We

downgraded Ecuador to 'B-' given that large financing needs and limited financing alternatives in the domestic market

increase the country's financial and external vulnerabilities. Long-ruling leftist president Rafael Correa recently handed

over power to his chosen successor Lenin Moreno, who inherits a stagnant economy, rising government debt and

interest burden, weak institutional capacity, and lack of monetary flexibility..

Panama is likely to retain its exceptional role in the region, growing around 5.5% this year, the fastest pace in Latin

America. The successful completion of the Panama Canal's expansion has boosted economic activity and government

revenue. However, the country remains under international scrutiny for the quality of supervision of its off-shore

financial sector, which external organizations will again inspect this year. Central America is likely to enjoy steady but

modest growth this year, owing to low oil prices and still strong remittances level from the U.S. President Trump hasn't

mentioned the region's free trade deal with the U.S. as part of his plans of renegotiation indicating that it's likely to

avoid the fate of NAFTA.

Local & Regional Governments (LRGs)

LRGs Remain Mostly Stable, Though The Sovereign's Weakening Credit Quality Continues To
Pressure Brazilian Entities

• The weakening institutional framework and potential rating actions on the sovereign will likely pressure Brazilian

LRGs' credit quality more than meaningful changes in their current fiscal performance.

• We expect Mexican LRGs to remain mostly stable during the second half of 2017, despite changes in local

government's administrations, as well as NAFTA renegotiations toward the end of the year.

• Argentine LRGs are likely to increase debt issuances more in the local than international capital market, though debt

levels remain moderate.

Most LRG ratings in Latin America remain with stable outlooks with the exception of those on Brazilian entities that
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have negative outlooks mirroring the one on the sovereign. Some Brazilian LRGs are showing signs of tepid economic

recovery in the first quarter of 2017, but fiscal and debt issues still weigh on most rated states and municipalities. We

don't expect intergovernmental relations in Brazil to deteriorate further because key controls and main laws aren't

under discussion, unless the sovereign ratings drop as a result of increasingly challenging political environment. Credit

conditions for Mexican LRGs are likely to continue mostly steady given that more than 80% of their outlooks were

stable as of May 31, 2017. The Argentine sovereign ratings tend to constrain ratings on LRGs, so any sovereign rating

action could move them accordingly, especially the City of Buenos Aires that has maintained a stronger individual

credit profile than its national peers. Issuance in the local and international capital markets may exceed our

expectations because some provinces need to repay debt, plan to increase capital spending, and overall balance their

budgets.

Mexican LRGs, mostly those that are on the U.S. border, face increasing uncertainties regarding the impact that more

protectionist U.S. trade policies and deportations could have on their finances. Our base-case scenario continues to

assume that NAFTA renegotiations won't harm Mexican LRGs' credit quality. Additionally, we expect tightening

borrowing conditions in the next few years, given that interest rates have been increasing during the year. We believe

that some Mexican LRGs could run into fiscal and liquidity woes if they don't plan prudently to cover ongoing

operating costs and basic capital programs in 2017 and 2018. In the short term, new governors are not expected to

enjoy spending flexibility or any meaningful leeway to manage debt because the Fiscal Disciplinary Law tightened

rules and conditions for borrowing and spending in 2016. The uptick in public spending prior to the June 4th

gubernatorial elections in three states set the tone for what it may come at the local level for the 2018 presidential

election in Mexico.

Despite Brazil's placement on CreditWatch negative, the central government continues to strengthen its fiscal

oversight over LRGs. It published a new method that LRGs would need to follow to qualify for the sovereign guarantee

for future external financing. Our base-case scenario for 2017 assumes that LRGs will continue to restrain their

operating costs while cutting funding for public works given that access to external financing will remain limited for the

next few years. We believe that the most indebted LRGs in Brazil won't receive the sovereign guarantee under the new

formula. Also, only public banks or multilateral lending agencies are likely to be the main sources of funding for LRGs.

The rating trend among Argentina's LRGs remains stable and the sovereign rating caps those on subnational

governments. Overall, we expect provincial governments to maintain moderate debt levels. Our base case for 2017

assumes that LRGs will need external financing for their operations and will keep tapping the local capital market more

often than the international ones. We expect the issuances in the latter markets to surpass $7 billion. LRGs still have

difficulties in controlling spending because inflation remains high and the economy is just beginning to recover. The

positive trend in the Argentine LRG institutional framework, in our view, reflects the renewed dialogue between these

entities and the federal government in tackling fiscal and economic challenges. Provincial payroll costs pressure

budgets, given the slump in local revenue. New issuers have started tapping the capital market, so if these fresh

resources are used for capital programs, economic growth in some provinces may strengthen.

Continued Uncertainty Over U.S. Policies And Ongoing Corruption Allegations In Brazil Overshadow
The Outlook On Corporations

• The political shakeout in Brazil moves the concerns over the U.S. administration's trade moves down in the list of
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the region's top risks.

• A prolonged recession in Brazil could also delay Argentina's recovery.

• Mexican corporations generally remain resilient to challenging business conditions and moderate economic growth,

although short-term downside risks could increasingly pressure credit quality.

In our view, the corruption allegations against Brazilian president Michel Temer are a setback for the country's

economic growth and fiscal discipline, two pillars for corporate credit risk stability. Odds for a prolonged recession in

Brazil are rising rapidly, which exacerbate risks of downgrades and defaults. Sectors such as engineering and

construction, steelmaking, building materials, automotive, and homebuilding are in the front line but also consumer

products, retail, commercial real estate and airline sectors would suffer as well.

A prolonged recession in Brazil could also delay Argentina's recovery given that Brazil is a large trade partner for a

number of Argentine manufacturers. That could be another roadblock for Argentina's Macri administration to

consolidate power in congressional elections in October 2017.

An adverse election outcome could undermine Argentina's ability to execute fiscal reforms and foster growth.

Nevertheless, a number of Argentine sectors will enjoy favorable business conditions over the next few quarters, such

as oil and gas, power generation and transport, real estate, engineering and construction, and automotive. These

sectors would benefit from friendly-regulation, lending programs and increased government spending. In any case,

ratings on Argentine corporations will remain largely capped by those of the sovereign.

Difficult business conditions and moderate economic growth increasingly threaten the credit quality of Mexican

corporations. First, the uncertainty around NAFTA still looms over export-oriented companies, including

auto-suppliers, although the risk that the deal may be terminated has dissipated because the U.S. government is willing

to renegotiate. Despite the recovery in domestic consumer confidence from a low point in January of this year, slower

consumption is likely amid increasing inflation and higher interest rates. Therefore, we expect a sluggish performance

of retail and consumer products companies during the second half of 2017, although the recent strengthening of the

Mexican peso could improve consumption prospects as we move into 2018. Finally, the government's slowing tempo

in the implementation of infrastructure projects and public works has been offset by private-sector investments in the

real estate sector, which mitigates the downside risks for companies in the building materials, engineering and

construction, and homebuilding industries.

We expect that commodity prices to remain supportive in the intermediate term or, in other words, we don't expect a

price collapse mainly because we expect the slowing pace in China's demand growth to be gradual over the next few

years. Some metals, such as copper and zinc, probably present better prospects than, for instance, iron ore, because of

a tighter supply/demand scenario. Also, we expect pulp prices to remain at above $700 per ton for some time, given

that capacity shutdowns offset a big portion of upcoming new capacity.

Table 6

Latin America Corporate And Infrastructure Sector Trends

Current business

conditions

Business conditions

outlook

Financial trends

outlook Sector outlook

Aerospace & defense Satisfactory No change Same Stable

Auto suppliers Satisfactory Somewhat weaker Same Stable
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Table 6

Latin America Corporate And Infrastructure Sector Trends (cont.)

Current business

conditions

Business conditions

outlook

Financial trends

outlook Sector outlook

Building materials Satisfactory No change Same Stable to

negative

Chemicals Satisfactory No change Same Stable

Consumer products A (including protein

and bottler)

Satisfactory Somewhat stronger Higher Stable

Consumer products B (agro) Satisfactory No change Same Stable

Forest products Satisfactory Somewhat stronger Higher Stable to

negative

Merchant power Satisfactory No change Same Stable to

negative

Metals and mining Satisfactory No change Same Stable

Oil and gas Weak Somewhat stronger Higher Negative

PPP/Infrastructure project finance Satisfactory Somewhat weaker Same Stable to

negative

Real estate: homebuilders Weak No change Same Stable to

negative

Real estate: shopping malls Weak Somewhat stronger Higher Stable to

negative

Regulated utilities Satisfactory No change Same Stable to

negative

Retail Satisfactory Somewhat weaker Same Stable to

negative

Telecom Satisfactory No change Lower Stable to

negative

Transportation Weak No change Same Stable to

negative

Sovereign Credit Quality Continues to Weigh Heavily on the Infrastructure and Utilities Sector

• Sovereign credit quality constrains most of the ratings in the sector, given the regulated nature of rates and/or

counterparty dependency.

• Energy consumption to fall in Argentina, Brazil, Colombia, Mexico, and Peru.

• Toll roads and airports continue to post historically high elasticity to GDP in Mexico, Chile, Peru, Panama, and

Colombia. Recession continues to pressure the Brazilian entities' performance.

Brazil's CreditWatch status and the negative outlooks on Colombia and Mexico act as a drag on the infrastructure and

utilities sector because the credit quality of their respective sovereigns continue to constrain most ratings in the sector.

This reflects the regulation's credit impact on utilities and the projects' exposure to payments from government-related

entities. Similarly, despite the stable outlook on Argentina, the domestic utilities are only rated at 'B' given they are

generally constrained by the sovereign rating. Our forecast for power demand growth are in the low-single digits

across the region, based on our current expectations of low single-digit GDP growth in the key electricity markets

(Argentina, Brazil, Colombia, Mexico, and Peru). The key sector risk remains, in our view, the potential shifts in the

U.S. trade policies that could weaken GDP growth in the region. The risk stemming from credit market volatility and

refinancing is lower in the utilities sector than in other sectors, given that entities mostly tap the local capital markets

for their long-term funding needs, particularly in Brazil, Colombia, and Mexico. Nevertheless, for issuers that tap the
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global capital markets, foreign currency volatility remains a risk.

Brazil and Colombia are the most exposed in the region to hydrology conditions. Although we don't currently consider

this as a risk, the rainy season in Brazil is at lower than historical average this year. However, the weak economic

activity in Brazil limits energy consumption, therefore mitigating the risk of rationing. Volume risk continues to drive

the private-public partnership (PPP)/infrastructure performance in the region. Toll roads in Chile, Peru, Panama, and

Colombia are performing in line with historical trends, and we expect them to do so in the intermediate term. In Brazil,

aside from construction of airports and transmission lines, no other infrastructure developments are currently

occurring as a result of political turmoil. Meanwhile, we observe that performance of Brazilian volume-based

projects--toll roads, ports, and airports—slipping due to GDP contraction and lack of the long-term financing, mainly

from the Brazilian Development Bank (BNDES). Likewise, available financing for some of the concessions granted in

2013 remains scarce, because the high investments were committed on the assumption of long-term subsidized loans

from BNDES, which didn't materialize yet, coupled with worse-than-expected traffic performance in the past three

years. Finally, we have seen delays in the availability payments from the government agencies to Mexican PPPs, which

have weakened their financial performance and resulted in recent downgrades of CFRS Oaxaca and Sarre y Papagos.

Slimmer Economic Prospects Have Trimmed The Latin American Financial Institutions' Financial
Performance

• Sluggish economic growth, stemming from increasing political and economic uncertainties, will prompt banks to

maintain prudent growth strategies and remain focused on improving underwriting standards for this year.

• Increasing risk of delayed economic recovery in Brazil could add pressure on the banks' already fragile portfolio

quality.

• Persistent soft investor confidence and weak internal demand continues hurting some regional economies.

We believe that the political uncertainty in Brazil could damage investor confidence and delay the economic recovery

that we had expected for this year. After two years of recession, a third year of weak economic performance could

impair performance of the already struggling corporations and take a toll on banks' credit losses. Therefore, we

recently placed 38 financial institutions in Brazil on CreditWatch with negative implications. We could resolve the

CreditWatch listing by lowering the ratings on banks that are currently limited by those on the sovereign. And we

could lower ratings on other banks if we reevaluate our view of the banking sector's risk if economic recovery doesn't

materialize this year and undermine the performance of the banks' loan portfolios.

Argentine banks remain resilient despite the feeble recovery in internal demand. However, we remain optimistic about

the country's economic recovery that will support a real credit growth for the year. Although banks' profitability will

likely weaken, we expect their asset quality to remain robust.

Sooner-than-expected improvements in Panama's regulatory framework, through the introduction and adoption of

Basel III capital (related to market and operational risks) and liquidity rules, in addition to the enhancements in norms

aimed at preventing money laundering, will strengthen Panama's institutional framework and ease the pressures on it.

Consequently, we revised our assessment of the industry risk trend for Panama and the outlooks on four Panamanian

banks to stable from negative.

We remain concerned about the potential impact that a prolonged period of low economic growth and external
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pressures on Chile could have on domestic financial system. We believe that these factors could dent the financial

institutions' profitability and asset quality.

Credit growth in Mexico will likely continue decelerating in 2017, due to persistently modest GDP growth and external

uncertainties. We expect that under a harsher economic scenario, NPAs and credit losses to slightly rise in 2017, but

should remain at manageable levels, as a result of the modest economic growth.

Soft investor confidence and internal demand in Peru and Colombia support our expectation of still low credit growth

in 2017. Although we expect asset quality and profitability to weaken amid a tepid economic growth in 2017, we

consider that both banking systems will remain healthy thanks to manageable credit loss levels and stronger

profitability metrics than those of regional peers. Credit losses could increase due to the recent flooding in Peru, but we

don't expect them to be significant.

Table 7

Latin America Banking Industry Trends

Economic risk factors Industry risk factors

Country

BICRA

Group

Economic

resilience

Economic

imbalances

Credit risk

in the

economy

Economic

risk score

Economic

risk trend

Institutional

framework

Competitive

dynamics

Systemwide

funding

Industry

risk

score

Industry

risk

trend

Argentina 9 Extremely

High

High High 9 Stable Very High High Very High 8 Positive

Brazil 6 Very High High High 7 Negative Intermediate High Intermediate 5 Negative

Mexico 4 High Low High 5 Stable Intermediate Intermediate Low 3 Stable

Colombia 6 High High High 7 Stable High Intermediate Intermediate 5 Stable

Peru 5 High Low Very High 6 Stable Low Intermediate Intermediate 3 Stable

Chile 3 High Low Intermediate 4 Negative Low Intermediate Low 3 Stable

Note: Data as of June 2, 2016.

Latin America's NBFIs are facing higher funding costs due to more difficult operating conditions. We're monitoring the

exposure of some Mexican NBFIs to Hispanics living in the U.S.; however, we haven't seen any asset quality

deterioration due to what is perceived as tougher immigration policies. As a result of the lower credit growth, we still

expect NPAs to slightly weaken but to remain manageable.

Table 8

Latin America Nonbank Financial Sector Trends Finance Companies

Current business conditions Business conditions outlook Financial trends outlook Sector outlook

Argentina Weak No change Lower Stable

Brazil Weak Somewhat weaker Lower Negative

Chile Satisfactory Somewhat weaker Lower Negative

Mexico Satisfactory Somewhat weaker Lower Stable

Political uncertainty in Brazil has pressured the currency. If this trend deepens, we could see higher replacement costs

for car and health insurers. In contrast, the Mexican car insurers have benefited from the peso's appreciation in recent

months. Lower interest rates in Brazil will likely trim profitability, while in Mexico's higher interest rates will likely

support profitability. On the other hand, we're concerned about the pick-up in loss rates for car insurers in Mexico due
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to the increasing levels of crime, although the rates so far have been manageable.

Table 9

Latin America Insurance Sector Trends

Insurers & reinsurers Current business conditions Business conditions outlook Sector outlook

Mexico Satisfactory No change Stable

Brazil Weak No change Stable

Colombia Satisfactory No change Stable

Uneven Conditions in the Region Have Mixed Impact on Securitizations

• Rating trend is negative in Brazil due to the placement of several counterparties on CreditWatch negative.

• In Mexico, new issuers are coming to securitization to secure favorable financing conditions in anticipation of a

presidential election year in 2018.

• We observe stable credit conditions in Argentina. For Colombia RMBS, we expect rapid deleveraging, given the

turbo amortization structure of the notes

It's currently uncertain if the trend of improving economic conditions in Brazil during the first quarter will continue,

given the rising political uncertainty stemming from corruption probes. Nevertheless, we expect the impact on the

structured finance portfolio to be limited to those transactions with exposure to small- to mid-size enterprises (SME),

which are highly sensitive to changes in the economic cycle. Overall, the outstanding balance of securitization shows a

slight decrease, but its composition is changing reflecting primarily exposure to corporate risk. We observe a general

negative rating trend following the placement of several counterparties on CreditWatch negative.

Amid the increasing interest rates in Mexico, the potential effect from the changes in the U.S. trade policies has

temporarily eased; nevertheless, new risks are emerging stemming from Mexico's the 2018 presidential election. As a

result, new issuers are coming to securitization to secure favorable financing conditions. We highlight that operational

risks is among our key concerns for new originators tapping capital markets.

We observe stable credit conditions in Argentina. For Colombia RMBS, we expect rapid deleveraging, given the turbo

amortization structure of the notes.

Financial future flows and some other cross-border transactions could be particularly affected by potential changes in

the rating of their originators/guarantors, especially those among Brazilian entities. Meanwhile, most of them still

present a strong performance with stable debt service coverage levels.

Table 10

Latin America Structured Finance Sector Trends

Current collateral performance Collateral performance outlook Sector fundamentals Rating trends

Argentina

Consumer assets Satisfactory No change Stable Stable

Brazil

Commercial assets Weak Somewhat weaker Lower Negative

Consumer assets Satisfactory No change Stable Negative

RMBS Satisfactory No change Stable Negative

Future flows Satisfactory No change Stable Negative
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Table 10

Latin America Structured Finance Sector Trends (cont.)

Current collateral performance Collateral performance outlook Sector fundamentals Rating trends

Mexico

Commercial assets Satisfactory No change Stable Stable

Consumer assets Satisfactory No change Stable Stable

RMBS Satisfactory No change Stable Stable

Future flows Satisfactory No change Stable Stable

Colombia

RMBS Satisfactory No change Stable Stable

Cross-Border

Future flows Satisfactory No change Stable Stable

Related Research

• Outlooks On Four Panamanian Banks Revised To Stable From Negative On Likely Improvement Of Regulatory

Framework, June 22, 2017

• 2016 Annual Latin American Corporate Default Study And Rating Transitions, June 20, 2017

• Brazil 'BB' Long-Term Ratings Placed On CreditWatch Negative On Increased Political Uncertainty, May 22, 2017
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