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HR Ratings has assigned a long-term rating of HR A- (G) to the 
sovereign debt of the United Mexican States. This includes all 
currency denominations: the peso, UDIs and foreign currency. For 
short-term debt the assigned rating is HR2 (G). The perspective is 
Stable.  

The rating is based on the prudent conduct of fiscal policy extending 
through at least three presidential administrations, including different 
political parties, suggesting that a broad consensus for such policies exists. 
These policies have emphasized limited budget deficits with the result that 
current debt levels are manageable. Additionally, Mexico’s current account 
deficit has in recent years been small, increasing the confidence of 
investors (including non-residents) in the credit quality of Mexican 
government debt. Most significantly, the performance of the economy and 
public finances during the severe 2009 recession and its aftermath 
demonstrates Mexico’s ability to handle stress. Other relevant points 
include:  

• A comparison of Mexico with other sovereigns on a variety of relevant metrics 
supports the assigned ratings, especially vs. large economies which generally 
have higher credit ratings even with poorer credit quality fundamentals.  

• Our base forecast for Mexico sees the “on-Budget” financial deficit rising to 
3.06% of GDP in 2019 with the debt reaching 41.7%. We regard this 
deterioration (from 2.5% and 31.7% for the last twelve months through June 
2012 and as of 2019, respectively) as fully consistent with our rating. 

• Although Mexico’s recent growth performance has been positive, our long-term 
view remains cautious, albeit with some upside risk to our forecast 
assumptions. Although Mexico’s inflation remains above targeted levels 
significant progress has been made in stabilizing it, especially at the core level, 
thus significantly reducing upside risk from current levels. Furthermore, the 
current rate at above 4% appears to be related to transitory factors.  

 A major concern is the long-term growth prospects for the United States (US), 
on whose economy Mexico is strongly dependent. This is despite some recent 
degree of diversification in its trade patterns.  

 With a new administration from a different party taking office in December there 
exists some risk that past policies will change. One possibility is the creation of 
expansive new entitlement programs in health and pensions. Our assumption is 
that the consensus on prudent fiscal results generally will continue and, on the 
whole, will take priority over possible new programs, thus limiting their scope, at 
least in the short term. Nevertheless our forecasts do assume that economic 
and political pressures will produce deficits that will gradually lead to a rising 
debt to GDP ratios.  

 Deficiencies in public security continue to be a problem. Although they probably 
have had an impact on growth, its extent is extremely difficult to determine, 
especially in the context of Mexico’s strong recent performance. We see no 
reason at this point to assume any forthcoming change in this regard. 
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Introduction 
 
This report is divided into three main sections. In the first we show how Mexico 
compares to different categories of sovereigns on the basis of different metrics. 
We believe that this section fully justifies the credit rating that we have assigned 
to its sovereign debt. Indeed, versus the category of the so-called “large 
economies”, for example, Mexico’s credit rating is low given the metrics that it 
displays, especially in terms of its public debt and its balances on the current 
account. 
 
In the second section we discuss major themes of relevance to Mexico and how 
our evaluation of them has affected our credit rating. This includes a 
consideration of Mexico’s growth and inflation prospects, its dependence on 
petroleum revenue, the absence of structural reforms, the low level of revenue 
collection on the part of the public sector, and the evolution of its external 
accounts. We assume that Mexico’s growth will remain relatively low, a factor that 
introduces a somewhat conservative bias into our base forecast as described in 
the third section of this report. Inflation is somewhat on the high side and we 
assume that this will continue. On the positive side, we believe that the negative 
implications generally given to Mexico’s dependence on petroleum income have 
been exaggerated. Indeed, Mexico has become less dependent on petroleum 
while his role as an exporter of manufactured products has increased. In some 
respects, Mexico has emerged from the 2009 crisis stronger than it was prior to 
its initiation. The evolution of Mexico’s current account over this period has shown 
its ability to adapt to crises and to absorb stress. As for its capital account, a 
major development over the last few years has been the country’s ability to attract 
even larger amounts of capital inflows into its public debt markets. This reflects 
growing investor confidence in Mexico and serves to diversify the base for 
servicing its public debt.  
 
In the third section we provide a highly detailed base scenario of where we see 
Mexico’s “on-Budget” Federal Public Sector debt reaching over the next seven 
years. Although the result of this analysis shows both the deficit and the debt on 
an increasing trend, we believe the expected levels are fully consistent with the 
assigned rating. Indeed, assuming that the next decade could be one of slow 
global growth given the developments in Europe, the US, China and other 
developing economies, the relatively moderate expected increase in sovereign 
debt for Mexico is encouraging.  
 

Mexico vs. other Sovereigns  
 
In this section of our report we compare Mexico to different sets of sovereigns. 
The comparisons in our view suggest that the assigned rating is justifiable on the 
basis of current standings relative to key indicators. We focus on debt to GDP, as 
we regard it as the most important variable. We also look at growth. This variable 
is important, among other reasons, because it increases the likelihood of keeping 
the historical debt contained relative to the size of the economy. Thirdly, we 
evaluate inflation. This is important, for if controlled it tends to lower the cost of 
financing the debt and makes investors more willing to purchase it with a lower 
risk premium for future inflation. Finally, we also look at the current account 
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deficit. This, like inflation, increases confidence of investors in a country’s ability 
to maintain the value of its currency and to permit the future repatriation of their 
investments.  
 
Below we show the four categories of sovereigns that we use to compare Mexico. 
For each category we calculate the median value for each variable. For this part 
of our analysis we use data from the IMF, including for Mexico.  
 
 

 
 
As we shall see, Mexico does not fare as well as do countries generally regarded 
as “AAA” or as well as the petroleum producers, which despite having this 
common characteristic are diverse in other respects. Nevertheless, their 
petroleum reserves do give them important advantages that countries absent of 
petroleum do not have. Our sample of petroleum producers does not include 
Norway. Although its production is not large by world standards, it is a factor that 
provides support to that country’s economy and is a factor giving it an AAA rating.  
 
What is most interesting in our view are the superior metrics of Mexico vs. the so-
called “large” economies on some key variables. In most cases, the rating 
assigned to Mexico in this report is below the rating typically given to the 
sovereigns in the large economy category. Furthermore, sovereigns such as 
Spain and Italy have until very recently enjoyed ratings superior to that assigned 
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to Mexico. We believe that the relatively favorable position of Mexico vs. these 
economies fully justifies our A- (G) opinion.  

 
Economic Growth 
 
One of our major concerns for Mexico is what we regard as its limited long-term 
growth prospects. Yet as the following graphs suggest, within a comparative 
context and over a limited time period, Mexico does not look that unfavorable. 
Below, Graph 1 shows that Latin America (LATAM) has turned in a strong 
performance. Much of it is due, in our opinion, to growth and demand for 
foodstuffs and raw materials coming from China.  
 
 

Graph 1 

 
 
 
Relative to the large economies Mexico turned in a slightly better performance 
and is doing particularly well since its recovery from the steep recession of 2009. 
Thus Mexico has a much smaller sovereign debt (following section) load than this 
latter category of economies and somewhat better economic growth. How much 
longer Mexico will be able to surpass the growth of the larger economies remains 
to be seen, but for the moment at least it is doing very well, supportive of our 
credit rating. 
 
In Graph 2 below we show Mexico’s comparative evolution vs. AAA rated 
economies and major petroleum producers. Interestingly, Mexico recently is 
matching the performance of the petroleum powers and even doing slightly better 
than the highest rated sovereigns.  
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Graph 2 

 
 
 

Sovereign Debt to GDP 
 
In graphs 3 and 4 we show the relationship across time between sovereign debt 
and GDP. To insure consistency we use the data as presented by the IMF. Thus, 
in the case of Mexico there may be discrepancies between the metric used by the 
IMF and that employed in this report.  
 
In Graph 3 we compare Mexico to our sample of Latin American sovereigns and 
the large economies. This is perhaps the most significant graph presented in this 
analysis. Clearly the large economies are in serious difficulty on this score and 
the trend line shows it becoming even worse over time. It should be pointed out 
that the large debt of the US combined with the size of the economy does not 
disproportionally distort the numbers for the large countries, or the AAA countries, 
as we are calculating the median. Even before the crisis the large countries were 
at a disadvantage on this key indicator.  
 
Significantly, many, if not most, of the countries in the large economies categories 
have sovereign credit ratings higher than Mexico and in the case of Spain and 
Italy enjoyed higher credit ratings until relatively recently. Mexico’s debt ratio is 
higher than its LATAM peers although the gap is not large and, significantly, 
appears to be diminishing.  
 
In Graph 4 we show the debt of countries still generally rated AAA, along with 
petroleum producers, compared to Mexico. Clearly the now diminished class of 
AAA sovereigns shows a substantially reduced level of debt to GDP, although 
even for those countries the ratio is on the rise. The petroleum producers have a 
higher level of debt, although it is generally lower than Mexico’s but is also on the 
rise compared to the relative stability of Mexico (at least on the basis of the IMF 
measure). 
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Graph 3 

 
 
 
As for the large economies, it could very well be that their size, and thus presence 
in international debt markets, made it possible for them to finance large deficits; a 
temptation that they could not resist. It remains to be seen how much longer they 
can leverage their size and importance to run levels of debt that smaller 
sovereigns would not be able to finance.  
 
 

Graph 4 
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Inflation 
 
We regard Mexico’s level of inflation as one of its more serious economic 
challenges as it raises the cost of its debt and on that measure, at least, reduces 
the advantage of a relatively small debt (at least vs. the large economies). Indeed, 
the next graph shows how Mexico’s inflation has been higher than the median of 
the large economies although the gap has been coming down. This relatively 
positive trend for Mexico is somewhat supportive of our rating for that sovereign 
and offsets some of the negative implications of a historically high level of 
inflation. Mexico’s inflation is lower than that of its LATAM peers, reducing 
somewhat the marginal advantage that they have in terms of higher growth. 
Furthermore as the graph shows inflation has been coming down. We discuss 
inflation in more detail in a subsequent section of this report.  
 
 

Graph 5 

 
 
 

In the Graph 6 we show Mexico’s recent inflation performance compared to AAA 
rated countries and petroleum produces. Again, Mexico is in the middle and not 
surprisingly the AAA sovereigns display a low level of inflation. 
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Graph 6 

 
 
 
Current Account 
 
In Graph 7 we see how Mexico has been improving its position on current 
account moving from a relatively large deficit to GDP of nearly 3% in 2000 to 
roughly -0.80% expected (by the IMF) for 2012. Among other factors, this reflects 
the emergence of Mexico as a major manufacturer and the rise of transfers from 
abroad, most notably the United States. Were we to take a look at the capital 
account we would see substantial inflows of monies into the debt markets as 
investors show increasing appetite for Mexican paper (we discuss this in another 
section of this report). We believe that part of the reason for the movement of 
portfolio flows into Mexico is its ability to close its current account deficit thus 
reducing the fear of devaluation and currency controls.  
 
The positive evolution in Mexico’s current account situation is also seen on a 
comparative basis. At the same time that Mexico has seeing an improvement, its 
LATAM peers have been showing a steady decline. As for the large economies, 
these have also been experiencing substantial erosion in their current account 
moving from positive territory to negative balances. 
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Graph 7 

 
 
 
In Graph 8 we display Mexico’s current account evolution in the context of AAA 
countries and petroleum exporters. Not too surprisingly both show much stronger 
levels than Mexico. The tripe AAA countries, as a group, show why they have 
this rating while the petroleum exporters show the advantages of possessing this 
natural resource. As we shall see, Mexico’s advantage as a petroleum producer 
has been seriously eroded due to production constraints and the need to import 
large quantities of refined products such as gasoline. 
 
 

Graph 8 
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Major Themes for Mexico’s Credit Rating 
 
In this section we discuss some of the major issues that have been raised in the 
context of the evaluation of Mexican credit risk and, in general, its long-term 
economic prospects. These include the risks associated with Mexico’s 
dependence on volatile oil prices, the small ratio of tax revenue to GDP, the need 
for structural reforms, and the evolution of the country’s external accounts, slow 
economic growth and high inflation. These themes, obviously, are closely 
interrelated, as in the case of structural reforms and growth. 
 

Petroleum Dependence and Volatility 
 
The high dependence of petroleum revenues for Mexico’s Federal Government 
has long been a cause of some concern among analysts. The dependence on a 
single commodity makes Mexico vulnerable to volatile commodity prices. We 
believe this argument has been somewhat exaggerated, and furthermore, the 
dependence that does exist has been declining. 
 
Mexico’s Federal Government in 2011 received 30.5% of its total revenues from 
the petroleum sector. However, this includes both petroleum revenues raised 
domestically as well as those derived from exports. We believe that this is an 
extremely important distinction as the Mexican government always has the 
option, in the event of a decline in international petroleum prices, of keeping 
domestic prices relatively high. Thus the real volatility derives from exports, and 
more particularly from Pemex net exports. During 2011 such exports represented 
only 28.2% of the public sector’s petroleum revenues. Applying this percentage 
we calculate that for 2011 net petroleum exports represented only 8.6% of total 
Federal Government revenues. Thus we believe that the 30% figure generally 
cited represents an exaggerated measure of the dependence of the Mexican 
Federal Government on volatile commodity prices.  

 

The ability of Mexican public finances to absorb the shock of abrupt price declines 
is clearly seen in the reaction to the 2009 financial crisis. During 2009 the average 
price at which Pemex exported its crude fell roughly 32% in USD. This resulted in 
a smaller 24% decline in net exports in nominal peso terms. Tellingly, our 
measure of other or domestic petroleum revenues fell only 14%.  
 
Additionally, the Federal Government has a program by which it hedges, through 
the purchase of derivatives, against the effects on petroleum income from abrupt 
changes in international oil prices. This program was especially valuable in 2008 
and 2009 in protecting against otherwise sharp drops in public sector revenues. 
 
The Mexican Federal Government, now as a regular practice, transfers back to 
Pemex a share of its petroleum revenues in order to compensate the latter for the 
reduced margin it receives in selling gasoline and diesel at below “market” rates. 
This is generally referred to as a subsidy to the consumer. When the domestic 
price is at, or above, “market” rates, no transfer is made to Pemex and the Federal 
Government receives a gain from the special sales tax (Petroleum IEPS) that is 
charged to consumers for the purchased gasoline and diesel. In 2008 this tax 
represented an outflow for the Federal Government of 1.79% of GDP. In 2009, 
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however, it represented an inflow of 0.03%, as domestic prices did not decline in 
tandem with international prices.  
 
Thus the Mexican public sector has the ability to compensate for losses derived 
from declines in international crude prices by altering the amount on such 
transfers. In Table 1 we show the evolution of the Petroleum IEPS relative to 
GDP. The larger the negative value the greater is the loss in revenue for the 
Federal Government when, for example, prices charged to the Mexican public for 
gasoline and diesel were not raised in response to increases in international oil 
prices. Looking forward, a negative value indicates that were international oil 
prices to decline the government could increase revenues simply by deciding not 
to reduce internal prices in response.   
 
 

 
 
 
As for net exports, it is important to note that given the difficulties that Pemex has 
faced in maintaining its level of crude production, imports have risen substantially 
relative to exports. Thus in 2005 Pemex imports represented 30% of exports. By 
2007 that relationship had risen to 40% and reached 55% of exports in 2011. This 
means that the effect on total net exports coming from changes in petroleum 
prices has been declining. The increase in imports means less net export 
revenues, but on the positive side it also suggests less downside risk for income 
than otherwise would be the case when international oil prices fall.  Another factor 
to consider is that in the event of a drop in petroleum prices, a likely consequence 
would be a devaluation of the peso. This has the effect of marginally reducing, in 
peso terms, the impact of dollar net exports in terms of dollars. 
 
In Graph 9 below we see the evolution of Pemex imports to exports. More 
specifically, from August 2008 through August 2009 trailing twelve-month Pemex 
exports fell from US$55.9 billion (bn) to US$28.5bn, a total of US$27.4bn. 
However, net exports dropped a still large but smaller US$17.5bn. In percentage 
terms, the decline in net exports was 55.4% while we estimate that in pesos 
revenues fell 46%.  
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Graph 9 

 
 
 
We can gain additional insight into this subject by comparing the volatility of 
federal government revenues for Mexico and the United States. As a benchmark, 
we compare changes from 2007. Using last twelve months data, we found that US 
Federal Government revenues in real dollar terms (using the LTM CPI) fell 24% 
from 2007 through January 2009 (the low point on this metric). In contrast, the 
largest real peso decline for total revenue for the Mexican Federal Government 
was a mere 6.6%. This measure eliminates from revenues the non-tax non-
petroleum account. This account benefited from extraordinary income received by 
Mexico during 2009. Without making this adjustment, revenues for Mexico did not 
fall in real terms during this period. Relative to GDP US Federal Government 
revenues fell from 18.5% in 2007 to a low of 14.7% in 2009, recovering to 15.4% 
in 2011. In contrast, Mexican Federal Government revenues actually increased 
from 15.1% in 2007 to 16.8% in 2009, declining slightly to 16.2% in 2011. 
 
On the basis of this evidence it appears difficult to justify any penalization of 
Mexico’s sovereign credit rating as a consequence of the volatility of its revenues 
derived from the dependence on petroleum. If anything it would appear that it is 
the U.S. that is much more vulnerable to economic shocks. US revenues depend 
significantly on volatile capital gains tax receipts. In contrast, in Mexico the Federal 
Government revenue stream relies in part on less volatile valued added taxes. 

 

Low Tax Collection 
 
Non-petroleum tax collection in Mexico is low by international standards. This fact 
has been often noted as being a negative for Mexico’s sovereign credit rating. 
Indeed, it is a significant problem. However, it is important to put the issue into its 
proper context in order to determine the impact it should have on Mexico’s 
sovereign credit rating. First we examine the actual size of non-petroleum revenue 
for the federal public sector. We then comment on the implications for credit risk. 
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In 2011 Federal Government non-petroleum tax revenues reached 10% of 
domestic product. Were we to add non-tax, non-petroleum income, these 
revenues represented 11.24% of GDP. Finally, were we to add the revenues 
coming from non-Pemex Parastate entities

1
 total income would reach 15.1%. The 

number is still low, although not as depressed were we to consider only Federal 
Government non-petroleum tax revenues. On the other hand we also need to 
recognize that the utilization of these revenues is limited by the fact that the 
Federal Government sends roughly 50% of its income to the states and 
municipalities limiting resources for its own use still further (around 7% of GDP). At 
the same time, we estimate that federal revenues represent roughly 90% of state 
government income and around 80% for municipalities. This suggests that total 
Mexican public sector revenues are small relative to domestic product.  
 

How should these numbers be evaluated? In first place we would argue that a low 
tax base does not necessarily limit maneuvering room in case of a future financial 
shock. In fact, one could argue that it provides more margin as the tax burden, 
measured as a percentage of GDP, is relatively low.  
 
However, the low level of taxation leaves little room for the government to make 
needed investments in human (education, health services) and physical capital 
(roads, water systems). Such investments are necessary if the country is to be 
able to achieve higher levels of long-term economic growth. With rising pension 
and public security costs, the limitations on income become even more relevant.  
 
Pemex investment needs. In terms of the impact on growth, the limited tax base 
is especially relevant for the petroleum sector. We are less concerned about the 
impact of possible changes in the price of crude than we are about the possibility 
that the Federal Government’s limited revenue base means depriving Pemex of 
resources needed to finance investments in additional production capacity. 
 
Pensions. The limits on Federal Government income have become even more 
stretched given the increasing amount of resources that need to be spent on 
pensions and public safety. We estimate that public sector spending on pensions 
as a percentage of GDP has risen from 1.5% in 2004 to 2.32% in 2011 and we 
expect that they could reach nearly 2.4% this year. The evolution of pension 
spending is seen in Graph 10. In real peso terms, growth has been around 8%. 
 
 

 
 
 
 
 
 
 
 
 
 
 

                                                           
1
 The electricity utility, CFE represented 53% in 1H12 while the social security institutes (IMSS and the ISSSTE) contributed 47%. 
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Graph 10 

 
 
Public Safety. As for public safety spending, we estimate that as a percentage of 
GDP this has increased from 0.52% in 2005 to 0.94% last year. Although 
spending on pensions and public safety may be perfectly appropriate and 
necessary, we cannot regard it as productive spending on human and physical 
capital. 
 
Partnering with the private sector in infrastructure. Possibly offsetting these 
shortcomings in terms of income are the compensations that the Mexican 
government has implicitly made in terms of its spending commitments. In the case 
of infrastructure, the public sector has managed to reduce its investment 
requirements by utilizing private sector capital. The role of the private sector is 
especially noteworthy in highway infrastructure in Mexico, where concessions 
granted to the private sector for the building and operation of toll roads represent 
a dominant component. Private participation in the electric industry (as 
independent power generators and suppliers of natural gas) is also significant. 
There is also an incipient, and potentially significant, effort to expand the role of 
private sector participation in oil exploration and extraction. Much of the private 
sector investment in these areas is from foreign capital and thus implies a 
reduced immediate impact on domestic capital 
 
One can debate the relative merits of this private participation. For example, 
should motorists pay as in a toll road scheme, or should highways be “free”, paid 
for by the general taxpayer. Nevertheless, it is important to recognize that the 
pressures on public sector revenues have been reduced by the use of private 
sector recourses. 
 
Pension privatization and medical care. The revenue needs of the Federal 
government have also been mitigated by the privatization of the pension system 
for non-public sector employees and their families. This, over time, will 
substantially reduce spending obligations on the part of the Mexican Public Sector 
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as Mexico’s population ages. In addition to pensions, the other major entitlement 
is for health care. In contrast to the United States, at least, the Mexican public 
sector has the advantage of not having to pay for services provided by third 
parties. Medical services are provided directly by the government to non-public 
sector individuals and to public sector employees and their dependents. This 
gives the government greater room to determine the level and quality of the 
service that it deems practicable to provide. Finally, and also in contrast to the 
United States, at least, Mexico does not have to play the same foreign policy role 
and thus, does not have to spend as much on national defense. However, as we 
noted before, costs for public safety represent a growing demand for public sector 
resources. 
 
New entitlements in the future? Going forward, however, we have to be 
cognizant of possible changes given campaign statements by President-elect 
Enrique Peña Nieto. During the president campaign Mr. Peña spoke of a possible 
major expansion in the entitlements to which the Federal Government would 
commit itself including expanded medical benefits and pensions for individuals in 
the private sector, beyond those in the current defined-obligation regime. At this 
point in time we have not incorporated any related entitlement program expansion 
into our analysis. However, the fact that an expansion became an issue in the 
campaign underscores the limits on a policy of minimal revenue generation.  
 
The above analysis reflects our view that a low level of tax collection is not 
necessarily a negative for sovereign credit risk. The level has to be incorporated 
into a broader examination of what are the state’s commitments and the possible 
involvement of the private sector. On a more conceptual level, we also have to 
evaluate the relative effect on productivity and economic growth of diverting 
resources away from the private sector and toward the public sector. We cannot 
assume that greater government spending via higher tax rates; for example, will 
automatically produce stronger sustained growth. Indeed, the opposite could very 
well occur.  
 
As we will see later in this report, we place a great deal of weight on our long-term 
forecasts for the evolution of sovereign debt relative to GDP. A major factor 
affecting this evolution is economic growth, which is impacted by government 
fiscal policy. Thus, in our opinion the level of government revenue has relatively 
little direct relevance to our evaluation of sovereign credit risk. To the extent that it 
affects growth, its impact will be reflected in the outcome of our projections. Also 
note that a high level of resource extraction by the public sector can just as easily 
be negative as it can be positive depending upon how the revenue is spent. 
 

Structural Reforms 
 
An often-repeated negative factor for Mexico is the lack of structural reforms. We 
agree with this argument. However, as in the case of a limited tax base, it is not a 
factor that directly affects our evaluation of Mexican sovereign credit risk. Rather, 
it is a factor that affects growth and thus affects our projection of the relationship 
of debt to GDP, which is our single most important metric. 
 
The call for structural reforms reflects the understandable frustration with 
Mexico’s low long-term growth rate (which we discuss in a separate section 



  
 

Page 16 of 52 
 

HR A- (G) 
November 13, 2012                                    Sovereign Debt                                           

Sovereign Rating Estructurada 

UNITED MEXICAN STATES 
 

 

below). Perhaps the most important reform areas are: fiscal, energy, education, 
labor, regulation, and competition. 
 
Fiscal reform: taxes and informality. On the fiscal side, we have already 
discussed in detail the issue of the public sector’s low tax base. The income taxes 
(ISR and IETU) take in roughly 5.3% of GDP. For its part, the country’s value 
added tax (IVA) with a nominal rate of 16% takes in a mere 3.75%. In the case of 
the IVA, a number of exemptions and preferential rates, as well as the large size 
of the country’s informal economy, explain the limited level of collection. Raising 
the nominal rate is likely to be counterproductive, as it would more likely only 
serve to increase the size of the informal economy. The reform argument is to 
lower the rate and expand the base. However, this potentially would produce a 
more regressive structure and thus, it is politically dangerous. The political risk 
could be offset by promises to use the higher tax revenue to provide more public 
services to groups with reduced purchasing power. The effectiveness of such a 
strategy, however, depends on the ability to reduce the degree of informality in 
the economy, which is another, and closely related, reform goal. The reduction in 
informality would be part of a regulatory reform plan. 
 
Fiscal reform: user charges. Other fiscal reform ideas have to do with more 
effectively charging users (including at the municipal level) for the services they 
receive from publicly owned companies. This, for example, involves water and 
electricity. Improvements here would presumably lead to a more rational 
utilization of these resources, to a reduction in the level of informality and to a 
better funding base that would in turn increase the investment in infrastructure 
necessary to meet the water and electricity needs of consumers and industrial 
users. The impact of successful reform in this area on growth could be important. 
It would increase Mexico’s attractiveness as a manufacturing base.  
 
Energy reform: risk contracts. This basically involves the opening of Pemex to 
private sector investment. This presumably involves foreign private capital. Some 
progress has been made on this front. Specifically, some limited progress has 
been made in the effort to increase the ability to contract the services of private 
companies in the exploration and extraction of crude oil and natural gas. It 
remains to be seen whether the incentives allowed under the current contract 
regime are sufficiently attractive to entice private investors.  
 
Energy reform: selling equity. On a more radical basis there is the option of 
converting Pemex into a company totally independent of government budgetary 
control, with publicly traded shares that can be purchased by private, including 
foreign, equity investors. In order to make Pemex attractive to foreign investors it 
would be necessary to radically change its tax regime that currently allows the 
Federal Government to siphon off an extremely large portion of its free cash flow. 
However, to compensate for this loss of income, the government would have to 
bet that private investment would lead to a more profitable Pemex that would 
generate more tax revenues in the long run. In the short-run the government 
would benefit from the proceeds from the sale of a substantial minority portion of 
its current 100% equity stake in the company. Also, in order to make Pemex 
attractive to equity investors, it is likely that the role of the union in the governance 
of the company might have to be reduced. This would be politically difficult. On 
another point, private investors would need to see some reduction in the 
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unfunded pension liabilities of Pemex. Some of these might have to be reduced 
and formally passed to the Federal Government or a parastate entity. 
 
Education reform. On the educational front the issues are similar to those facing 
the United States: the disappointing level of performance of a large numbers of 
students in the public school system. As in the United States, reform proposals 
have often faced the strong opposition of teachers unions. In Mexico the reform 
proposals have called for changes in the procedures used to evaluate teacher 
performance. In the long-term an improvement in the effectiveness of the 
educational system would have a substantially positive impact on growth 
prospects. However, at this point in time it is not at all clear that the proposals on 
the table will be fully implemented, and if implemented, what their effect on 
student performance will be.  
 
Labor reform. This involves the creation of a more flexible structure for the hiring 
and firing of employees. The idea is that the cost to the worker of fewer 
protections and benefits would be more than offset by a more dynamic labor 
market, creating more opportunities for workers, with more mobility. Greater 
mobility would lead to a more efficient utilization of the labor force with a positive 
impact on economic growth. Greater flexibility would also presumably have the 
benefit of reducing the level of informality in the labor market leading to a higher 
level of tax collection.  
 
Regulatory reform overlaps greatly with the previous point, as it involves the 
creation of a more flexible labor market regime. It also involves the creation of an 
administrative structure that is more conducive to the creation of new businesses. 
Indeed, this has been a major focus of policy over the last several years. The 
consequences, however, have been small probably due to limited reforms in 
related areas such as the labor market.  
 
It appears that the Mexican Congress is close to approving, with modifications, 
legislation sent to it by the Calderon administration calling for greater flexibility in 
labor contracts. Although we have not yet analyzed what the full impact on growth 
will be, the greater flexibility for hiring is positive. Our assumption as to higher 
non-Pemex Parastate revenue (discussed later in this report) in part attempts to 
incorporate the effect of the new labor legislation regime.  
 
Market competition. Regulatory reforms also overlaps with the issue of 
competition and the argument that certain areas, most specifically 
telecommunications, need to be altered in order to allow the entrance of a larger 
number of strong players. This presumably would lead to the faster introduction of 
new products and the lowering of prices for consumers. As we discuss in a 
different section of this report, Mexico also has a relatively high level of inflation, 
at least vs. advanced economies. It is possible that a reduced level of competition 
could play a role in the difficulty of bringing inflation down to the long-targeted 3% 
level, let alone to the 2% level targeted by the US Fed. Thus, this last point in the 
reform agenda could have an impact on inflation as well as on growth.  
 
Given the scope and nature of the reform issues discussed in the previous 
section, the implications for long-term economic growth are substantial. Economic 
growth in Mexico has indeed been disappointing. We incorporate the limited 
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extent of reforms into our growth projections, along with the impact that has on 
the evolution of the public sector’s debt. 
 

External Accounts 
 
We believe that a country’s current account situation has an important 
relationship to its sovereign credit risk rating. This is even true for countries with 
low levels of foreign currency denominated debt. A strong current account likely 
involves a strong trade balance, which, in turn, means that the external sector is 
contributing to GDP growth. A strong current account situation, including the 
implied prospects for a stable currency, increases investor confidence and lowers 
required rates of returns both for equity and debt. The larger foreign investor base 
makes it easier to finance deficits and to refinance debt as amortization payments 
come due. A stable currency, that is made more likely by a strong account 
balance, also makes it easier to reduce capital outflows on the part of residents. 
This in turns strengthens the domestic investor base for the servicing of the 
sovereign debt.  
 
In addition to the current account, we also examine the overall foreign accounts 
situation including foreign direct and portfolio investment and the level of 
international reserves.  

Mexico’s current account balance is not especially strong although it is certainly 
acceptable and implies a limited degree of risk. Mexico typically runs a deficit 
although it in recent years it has been quite small relative to GDP. In Graph 11 we 
show the evolution of Mexico’s balance relative to domestic product. Noteworthy 
is the dramatic change from the large deficits of the 90s. We would also point out 
the country’s ability to quickly correct imbalances after the devaluation of 
December 1994 and its ability to absorb the shocks of the 2008-2009 global 
financial crisis. 

 
Graph 11 
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From 2004 through 2011, for example, the deficit has averaged only 0.73%. For 
the eight years prior to 2004, however, it was a different story with an average 
current account deficit equal to 2%. In December 1994 Mexico suffered a severe 
devaluation as a result of sustained deficits in previous years, typically reaching 
4% and 5%. The experience of the 1990s (together with other major devaluations 
in the previous two decades) appears to have taught Mexico the dangers of 
running large deficits in current account. Thus policy management in recent years 
has been prudent. Nevertheless, the evaluation of that performance has to be 
tempered by the excess of a not too distant past. 
 
Still, we are impressed by the resilience that Mexico showed during the 2009 
crisis. The largest deficit during the eight-year period cited above was in 2008, 
which represented the peak for Mexico in the last growth cycle. That year the 
deficit reached a still modest 1.58% of domestic product. In 2009 the balance 
improved substantially, reaching only 0.6% of GDP. This represents an ability to 
take the measures necessary to deal with stress, which is an important indicator 
for credit risk evaluation. 

Another element of improvement has been the decline in net financial servicing 
payments (interest and dividends, or “factor services”) paid to investors relative to 
GDP. For the five-year period ending in 1997 these represented a substantial 3%. 
In 2002 the service costs had declined to 2%, falling still further to 1.8% in 2007 
and for the last five year period ending in 2011 was a small 1.5%. The evolution 
of the factor services balance on a trailing four-quarter basis is seen in Graph 12 
below. This includes net interest payments as well as other items such as 
dividends.  
 

 
Graph 12 

 
 
 

Noteworthy, of course, is the fact that over the last few quarters and despite low 
international interest rates, the trailing four-quarter ratio to GDP has been 
climbing upward although still substantially below the levels of the 90s. This is the 
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inevitable result of the large flows of foreign investment into Mexico in recent 
years. This has especially been the case for portfolio investment into Mexican 
government securities, particularly in peso denominated instruments. In Graph 13 
below we show the capital account inflows of credit to the Mexican public sector 
(not including development banks). The inflows since 2008 have been 
spectacular. They reflect the growing confidence held by international markets in 
the management of Mexico’s fiscal and monetary policy. Of course, interest rate 
differentials also play a part. Currently, the yield to maturity on a government peso 
denominated 10-year fixed rate bond is roughly 5.4% vs. a 1.7% yield on USD 
Treasuries. Mexico’s current account balances give investors a degree of 
confidence in the strength of the peso, making the yield differentials attractive to 
investors. 
 
The capital outflow for the four-quarter period that ended in June 2007 was 
probably the result of investor concerns in 2006 over the controversy surrounding 
the Presidential election of July of that year.  

 
 

Graph 13 

 
 
 

The effect of capital inflows into Mexican government securities is especially 
noticeable in the holdings by non-residents of Federal Government peso 
denominated securities. In Graph 14 we show these holdings as a percentage of 
total Federal Government peso debt securities (including inflation adjusted 
“Udibonds”). 
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Graph 14 

 
 
 
Due to the nature of the information provided by both, the Central Bank (Banxico) 
and SHCP, the data shown in Graph 14 probably overestimate the amount of 
Federal Government debt held by non-residents, perhaps by around 10 
percentage points for the last data point. This is because Banxico, for monetary 
regulation purposes, also issues the same securities as does the Federal 
Government. Nevertheless, the upward trend is indisputable.  
 
As a sign of the strength of Mexico’s external position we point to the growth of 
the international reserves held by Banxico. The evolution of Mexico’s gross 
international reserves is seen in Graph 15. From June 2009 (roughly the bottom 
of the financial crisis) these have more than doubled reaching roughly US$160bn 
from US$74bn. In contrast, from a pre-crisis quarterly high of US$86bn in June 
2008, international reserves fell a relatively modest US$11bn to the above-
mentioned US$74bn a year later. This relatively modest decline in the midst of a 
major global crisis reflects the confidence of investors in the management of 
Mexico’s external accounts and its public sector finances. 
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Graph 15 

 
 
 
Although a country’s international reserve position is a useful indicator of the 
strength of its currency and investor confidence in it, we have to appreciate its 
limitations. One of these is the size of the foreign debt held in the country that can 
be taken out by investors. The central bank estimates that as of March 2012 
Mexico’s gross external debt had reached US$213bn. This includes public sector 
debt of US$121bn and private sector debt of $92bn. Additionally, the central bank 
adds “adjustments” to its external debt calculation. These consist of peso 
denominated debt held by foreigners. This total adjusted gross external debt 
reached US$304bn in March (Graph 16). This represented 2.02x international 
reserves. In contrast, in June 2009, the ratio of adjusted gross external debt to 
international reserves was a larger 2.46x and in June of 2007 it was at 2.59x. 
Thus the strong increase in international reserves in the last three years does not 
necessarily reflect a rising vulnerability to the risk of future sudden capital 
outflows but actually suggests a greater degree of stabilization. Furthermore were 
we to include the IMF lines of credit available to Mexico of approximately 
US$72bn to the gross reserves of over US$160bn the ratio would be even lower. 
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Graph 16 

 
 
 
A critical component of the external accounts is the trade balance. The relatively 
small size of Mexico’s overall trade balance is one of the reasons why the overall 
current account balance has become manageable, especially in recent years (see 
Graph 11). Another important element of the trade balance is the rapidity with 
which it absorbs shocks by being able to move to lower deficit levels. In Graph 17 
we show the evolution of the balance of goods and services and the balance on 
merchandise trade alone. (i.e., excluding services). 
 
 

Graph 17 
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The devaluation of December 1994 occurred at a time in which the trade deficit 
(trailing four quarter basis) had reached unsustainable levels. At that time the 
deficit was at 4% of GDP (5.4% for the overall current account). However, in three 
quarters the balance was positive, moving from a deficit of US$20bn to a surplus 
of US$400m.  
 
Although much less dramatic, a similar situation was seen in the 2008 crisis. The 
yearly trade deficit reached its high point in 1Q09 at US$25.6bn or 2.5% of GDP. 
A year later (1Q10), the deficit had fallen to US$10.35bn, or 1.1% of GDP. 
Although the turnaround was less dramatic than that of 1994-1995 the 
environment was much more difficult. The 1994-1995 crisis was largely internally 
driven with a vast supportive global economy. In 2008-2009 the entire world 
economy was in recession. Roughly two years later (2Q12 vs. 1Q10) the trade 
deficit remains manageable. In USD terms, it ended June at US$14.4bn or 1.26% 
of domestic product.  
 
Mexico’s proven ability to absorb shocks (of internal or external origins), we 
believe, is a major justification for the assigned credit rating.  
 
In a previous section we discussed the question of Mexico’s dependence on 
volatile commodity prices, specifically oil. In that case, the context was Mexico’s 
public finances. We concluded that although volatility is a risk it does not appear 
to be as great as one might imagine. We now look at oil price risk in the context of 
Mexico’s external accounts. In the context of public finances we focused on 
Pemex’s trade balance. However, from the broader perspective of the country’s 
external accounts, the appropriate focus is on the overall net energy balance. 
That is, the net of all energy related imports and exports, including substantial 
energy imports by the private sector, which are also vulnerable to price changes.  
Our conclusion is that Mexico’s dependence on energy (and thus its vulnerability 
to oil price changes) is dramatically lower now than it was roughly twenty years 
earlier. For all of 1994 Mexico’s energy trade balance was US$5.2bn while its 
“production” balance was a negative US$1.3bn.

2
 In Graph 18 we show the 

evolution of these two balances. Mexico’s energy balance reached its all time 
high in June 2008 of US$21.6bn. However, by that time the production balanced 
had surpassed it at US$39.7bn. Over the next four years, through June 2012, the 
gap has expanded considerably as the graph demonstrates. 

Although Mexico’s external accounts are substantially less vulnerable to changes 
in the international price of oil, they remain vulnerable to changes in world 
demand for its exports. Presumably, these are less volatile than are oil prices, but 
still they can be affected by changes in the level of global demand. Perhaps more 
importantly, with Mexico still sending 78% of its manufacturing exports to the US, 
it remains vulnerable to the strength of the US economy. 

 
 
 
 
 
 

                                                           
2
 We measure the production balance as the net of manufacturing, mining and agricultural exports less non-petroleum intermediate imports. 
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Graph 18 

 
 
 
Our discussion of Mexico’s external accounts situation has been an extended 
one. That is because strong external accounts play a central role in our view of 
the credit quality of sovereign debt. On a local scale basis sovereign debt is 
generally AAA. A major distinguishing factor between locally rated and globally 
rated sovereign debt is the risk, incorporated in the latter, of exchange controls 
and limitations on convertibility. From a global scale perspective the ability of a 
currency to maintain a reasonable value vs. other currencies and the ability of the 
investor to repatriate his capital to other jurisdictions is a major element in credit 
risk evaluation. Generally, the healthier a nation’s external accounts the lower is 
the risk of restrictions on repatriation and of currency debasement. This applies 
not only on foreign currency denominated sovereign debt but also on local 
currency debt. This applies equally to resident holders of sovereign debt as to 
non-resident investors. It is for this reason that generally we see little difference in 
the rating of foreign currency or local currency denominated debt. Weak external 
accounts not only increase the risk that the sovereign does not have the 
resources to pay investors in foreign currency debt, but also the risk that investors 
in local currency debt will be restricted in terms of their ability to convert their 
holdings into foreign currency and repatriate it. 
 

Economic Growth 
 
A major issue for Mexico is its limited economic growth. As we see in Graph 19 
below, the long-term trend has been decidedly downward. Even with Mexico’s 
strong recovery from the 2009 recession, the compound average rate of growth 
for the last six years will be around 2%. For credit rating purposes, slow growth 
makes it difficult to reduce the size of sovereign debt relative to GDP. This is 
certainly the case for Mexico and the impact of this phenomenon is incorporated 
into our long-term scenario for the evolution of sovereign debt. There we assume 
that growth will come in at around 2.6%. Another implication for slow growth is 
that it can create political discontent that forces policy makers to adopt pro-growth 
policies that have inflationary dangers associated with them. In the long run these 
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reactions to slow economic expansion can be counterproductive. At this point in 
time we have not seen significant evidence in Mexico of this kind of policy 
response. If anything, what we have seen are political obstacles to structural 
reforms that would allow for more growth, as we have discussed above.  
 
 

Graph 19 

 
 
 
The disappointment over Mexico’s weak growth over the last ten to fifteen years 
or so is significantly attributable to the stronger growth seen in other “emerging” 
economies, most notably the so-called “BRICS”. Over the last year or so, 
perceptions are beginning to change, as growth appears to be decelerating 
especially in Brazil, India and, most significantly for world growth, in China. In 
contrast, Mexican growth remains surprisingly strong with GDP expected to rise 
by almost 4% in 2012. This has given rise to expectations that Mexico has found 
a way to substantially improve on its historically slow growth, based on rising 
manufacturing exports. Indeed, in our analysis of Mexico’s external accounts we 
have emphasized the importance of the manufacturing sector. Although this is 
possible, our outlook for long-term growth for the United States does not support 
this view.  
 
In the long-term we believe that weak US growth will offset the advantage that 
Mexico is gaining from a possibly increasing share of US domestic demand, 
especially in the automotive market. Much of the recent increase in Mexican 
exports is due to the strong growth in US demand for durable goods. This growth 
is due to pent up demand from the 2009 recession, to falling real prices for 
durables and for low interest rates. We do not see these advantages lasting 
indefinitely. At the same time, Mexico has diversified its non-petroleum exports, 
lowering the percentage sent to the US. However, with the rest of the global 
economy decelerating, the advantage to be gained from this process is less clear. 
Neither is it clear how much further this diversification will go. 
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In this report our underlying assumption is that real GDP growth for Mexico will be 
2.67% from 2012 through 2019. Growth for 2013 would be 3.0%. We are 
assuming that much of Mexico’s strong growth in 2011 and 2012 is due more to 
short-term factors and less to structural changes. For example from 2Q09 (the 
bottom of the recession) through 2Q12 spending in the US on durable goods rose 
at an annual rate of 7.2% in real terms. In contrast, spending on non-durable 
goods and services was only 2% and 1.4%. We believe that this has helped lead 
to the surge in Mexican exports, and that this rate of growth is not sustainable in 
the long-term.  
 
The recently announced QE3 could be positive for Mexico should it encourage 
consumers to continue to shift their purchasing patterns toward interest rate 
sensitive durable goods. This would imply strong demand for Mexican exports. It 
may also be the case that the rising competitiveness of Mexico, producing an 
expanded market share, will offset the expected weakness in US internal 
demand. In this sense it is possible that our growth assumptions have a certain 
degree of upside risk. This would only lend support to our rating. 
 

Inflation 
 
In addition to slow growth, another complicating for Mexico is its level of inflation. 
The Central Bank has, for all intents and purposes, been unable to bring inflation 
down to its 3% target and has often been unable to keep it within its 1% (i.e., 4%) 
range of tolerance above that target. Inflation has the disadvantage of generally 
keeping interest rates high. This often includes high real rates of interest as a 
consequence of monetary policy designed to combat unacceptable rates of price 
increases. This leads to large financial costs for sovereign debt. High real interest 
rates can also have a negative impact on growth with the consequences that 
involves. Since mid-July 2009 the Central Bank’s reference rate has been kept at 
4.5%. Mexico’s long-term inflation history is seen in Graph 20 below.  
 
 

Graph 20 
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However, the story is not all negative. On a purely quantitative basis, the high 
level of inflation means that nominal GDP growth has been substantial. This 
increases the size of GDP and thus helps to reduce the ratio of debt to domestic 
product. In fact, inflation as measured by the GDP deflator has been substantially 
greater than inflation as measured by the consumer price index. For example, 
from the second quarter of 2000 to 2Q12 Mexico’s consumer inflation has 
increased at an average annual rate of 4.52%. In contrast, deflator inflation has 
risen by 5.59%, a difference of 24%. Fortunately, with the 2Q12 report deflator 
inflation at 4.23% (YoY) was closer to consumer inflation at 3.87% (2Q12 vs. 
2Q11), a 9% difference. Thus there is some reason to hope that going forward the 
economy’s overall level of inflation will not be as strong as a factor in tending to 
keep consumer inflation from weakening.  
 
Another positive consideration is the fact that trailing core services inflation has 
been showing significant progress in recent months. In fact it has been below 3% 
since February 2011. This is the inflation metric that is most related to internal 
demand. In contrast, for example, merchandise food inflation reached 6.6% in 
July. This metric is significantly related to international pressures that are more 
difficult for the Central Bank to control. For its part, non-processed agricultural 
inflation reached 11.3% in July and has been affected by extraordinary events. 
Finally, energy prices largely controlled by the government rose by 8.0% in July. 
While unfortunate, this at least means that the government has resisted the 
political temptation in an election year to keep prices in this key sector artificially 
low. 
 
In the view of HR Ratings inflation in Mexico generally is largely due to difficulties 
in controlling external factors, transient developments in local agricultural 
production and to inefficient markets that make it easier for producers and sellers 
to pass prices increases on to the consumer. Significantly, in our view, we do not 
see inflation as being driven by government policies (either monetary or fiscal) 
designed to encourage growth at the expense of long-term price stability.  
 
In our projections we are assuming that inflation, as measured by the GDP 
deflator, will average 3.9% from 2012 through 2019. It would finish the period at 
3.65% but stay above 4% through 2014. 
 

Long-Term Projections 
 

Total Federal Sector Debt 
 
In this section we discuss our long-term base scenario for the evolution of the net 
debt of the “on-Budget” entities belonging to the Federal Public Sector.  Although 
we see it expanding, we believe the rate of increase is fully consistent with our 
assigned rating. Most tellingly, for example, by the end of 2019 we see the debt to 
GDP ratio at 41.7%. This is still dramatically lower that the 73% public debt to 
GDP ratio for the US expected by the end of the 2012 fiscal year.  

 
Before entering into the details of our scenario we place our key debt metric within 
the context of other debt measures. By the broadest metric used by Mexican 
authorities to measure federal public sector debt, its ratio to GDP reached 37.6% 
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as of June 2012.
3
 In this report we will largely focus our analysis, and most 

importantly our forecasts, on the debt of so-called “Budgetary” sector. This 
includes the Federal Government and the Parastate sector that comes under the 
direct budgetary control of the Federal Government. The Parastate sector includes 
the government’s petroleum monopoly Pemex, the IMSS, ISSSTE and CFE.

4
 The 

Budgetary sector has shown the fastest growth in terms of its debt to GDP. In 
June its debt represented 31.7% of GDP, an increase of 195bps. vs. a year 
earlier. In contrast, the rest of the SHRFSP debt declined from 6.4% to 6.0%. 
 
The increase in our measure of the on-Budget debt of 195bps is largely the result 
of the depreciation of the peso during this time and the impact that had on foreign 
currency denominated debt. Local currency on-Budget debt vs. GDP rose a small 
44pbs from 21.0% to 21.45%. Had the peso not depreciated from the strong level 
it had reached in June 2011, total on-Budget debt would have reached 30.3% of 
GDP (not the 31.7% reported level) for an increase of only 60bps (and not the 
195bps). This shows the sensitivity of the debt to GDP ratio to volatile moves in 
the currency, also suggesting the degree of fiscal restraint being exercised by the 
authorities.  
 
In Graph 21 below we show the evolution of Federal public sector debt to GDP 
since 2000. Our analysis will largely focus on the on-Budget portion, which in 
addition to being the largest component, by far, is also the one that has been 
growing. The green line in the graph includes the Pidiregas debt. However, that 
has remained stable at around 0.65% of GDP. The other components, mostly 
IPAB debt, have been declining vs. GDP. 

 
 

Graph 21 

 
 
 

                                                           
3
 The SHRFSP by its Spanish language acronym, referring to the debt accumulated from the Public Sector Financial Requirements 

4
 The IMSS and ISSSTE are entities that provide social security services to private sector individuals and government employees, respectively. The 

CFE is the electricity monopoly. 
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The modest increase in the debt to GDP ratio commented above is due largely to 
the relatively reduced size of the reported Public Sector deficit to GDP. For the 
twelve-month period ending in June this represented 2.47% of trailing twelve 
month GDP. In June of 2011 the deficit had represented a larger 2.89%.  
 

Scenario 2012-2019 
 
These are historical data. The more important part of our analysis is where we see 
the deficit going over the next several years, specifically by year-end 2019.  
 
Our long-term base forecast sees the on-Budget net debt reaching 41.7% of GDP 
by 2019. This is an increase of 990bps from the 31.8% level it reached at the end 
of 2011. We believe that this is a relatively modest increase vs. the current level 
and supports our credit rating. The rise in the size of the debt is due to the 
combined effect of various minor changes. These include: 1) a stable primary 
deficit, 2) rising financial costs and 3) adjustments to the debt not captured directly 
in the financial balance itself.  

 
 

Graph 22
5
 

 
 
 
A major driver behind this increase in the debt is our assumption that the 
consolidated on-Budget primary balance will remain in the red in future years. We 
see it ending our forecast period at 0.76% of GDP vs. 0.60% in 2011 and an 
estimated 0.42% for 2012. Most significantly, it has not been able to return to the 
surplus that it enjoyed several years ago. During 2005-2007, the primary balance 
was positive averaging 1% of domestic product (please see note to Graph 33 
below)

6
.  

                                                           
5
 In 2009 the on-Budget debt increased significantly as a result of the incorporation of most of the Pidiregas debt that previously had been excluded. 

In order to provide more comparable information over time, our data assumes that the incorporation was effected at the beginning of the time period 
shown, based on our estimates of what the amounts would have been. 
6
 Beginning in 2009 the official data begin to incorporate all of Pemex’s investment spending into the calculation of the on-Budget primary balance. In 

order to maintain greater comparability in our data we have incorporated our estimate of this change in al the years covered in this report 
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A second major driver of our forecast increase in the debt is the assumption that 
financial costs will increase as a share of GDP. We estimate that they reached 
1.91% of GDP in 2011 and that they will rise slightly to 1.96% this year. However, 
by the end of our forecast period in 2019 we see those equaling 2.3% of domestic 
product. 
 
A third factor is the effect of increases in the debt that are due to adjustments that 
are not incorporated into the formal calculation of Budgetary sector’s financial 
balance. These adjustments include the increase in the debt due to the effect of 
inflation on UDI denominated debt instruments. There is also the modest impact of 
the expected peso’s nominal depreciation vs. the USD on external currency 
denominated debt. Finally there are other elements involved that largely impacts 
the size of the debt of the Parastate sector. 
 
What is important to recognize is that the debt can increase by amounts 
substantially larger than what could be expected simply from the size of the 
financial balance.  
 

Federal Government Non-Petroleum Income 
 
This forecast level is based on a detailed model of government finances, which we 
explain in this section. On the income side we assume that Federal Government 
non-petroleum tax revenue will increase through 2015 and then stabilize at around 
10.2% of GDP vs. our expectation of 9.9% for 2012. The expected future increase 
is based on various reforms implemented over the last five years, the effects of 
which have not yet been fully realized due to the economic challenges presented 
by the crisis of 2008 and the recession of 2009. The Federal Government has 
made significant progress in the area of tax collection with levels of 8.6%, 9.0% 
and 9.3% in 2005, 2006 and 2007 respectively, and the 9.9% expectation for 
2012.  

 
 

Graph 23 
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We also assume that non-petroleum non-tax revenues will stabilize at around 1% 
of GDP. This represents a relatively low level and reflects our assumption of 
somewhat higher generalized risks going forward. It also represents a decline 
from what appears to be a high level for 2012 based on information through 
August. This income source has seen substantial volatility in recent years, as by 
its nature often represents extraordinary items. Thus, in 2009, this account 
brought in revenues equal to 3.2% (the result of the successful oil hedge operation 
for that year as previously discussed), a full two percentage points higher than the 
amount reported in 2008. The extraordinary income of that year went a long way 
to reduce the negative effects on the budget of the sharp 6% drop in GDP. 
 

Petroleum Income 
 
Perhaps the biggest revenue side impact on our debt forecast is the expected 
decline in petroleum revenue as a percentage of GDP. In 2011 public sector 
petroleum revenues represented 7.68% of domestic product. Although this 
represented a substantial increase over the levels captured in 2009 and 2010, it 
still is lower than the historical high of 8.7% in 2008. For 2012 we are estimating 
that petroleum revenues equal an even higher (vs. 2010 and 2011) 7.76% of 
GDP. However, going forward, we assume that the ratio to GDP will fall reaching 
only 7.41% in 2019. 

 
 

Graph 24 

 
 
 
For the purpose of our forecast analysis, we divide total public sector petroleum 
income into two components. The first is net exports; the second is the remainder 
(“other” in our table in the Appendix). The second essentially represents petroleum 
revenue extracted from the domestic economy while the former represents 
revenues derived from the rest of the world. This second component is important 
because it theoretically does not represent a drain on domestic demand, as 
potentially do other sources of revenues such as taxes.  
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Net exports represented over 2% of GDP from 2005 through 2008. In 2006 they 
reached a high of 2.9% of domestic product. After falling to 1.9% in 2009 and 
2010, net exports rebounded once again to above 2% reaching 2.2%. We expect 
they will reach 2.04% this year. However, going forward, we assume that net 
exports will fall to only 1.61% GDP. As this represents resources coming from the 
rest of the world, with no corresponding drag on economic growth, the decline is 
significant.  
 
Our model for net exports incorporates the following variables: 1) volume exports, 
2) price of exports per barrel, 3) non-crude Pemex exports, 4) Pemex imports.  
 
For exports we are assuming that these will fall a modest 1% in 2013 reaching 
1.225mbd (millions of barrels per day) decline an additional 1% in 2014 to 
1.213mbd and thereafter remain at that level. Pemex crude exports have been 
declining for several years although the rate of decline has abated in recent years. 
The export high was reached back in 2003 at 1.844mbd. Thus the average annual 
rate of decline through 2011 was 4%. Although the decline in export volumes was 
indeed modest in 2011 at 1.7%, through the first semester of 2012 exports fell 
9.5%. On the positive side, total crude production fell a modest 1% through the 
same period of time. Thus the decline in exports does not reflect continued 
declines in production.  
 
It is for this reason that we are assuming that exports will suffer limited declines 
going forward on the expectation that further reductions in extraction will also be 
limited. Thus the pressure to further cut exports would be modest.  

 
As for the important ratio of imports to exports, this has not changed much through 
the first semester. For the first half of 2012 the ratio was 54.8% vs. 55.2% during 
the same period in 2011. The increase in the ratio of imports to exports has been 
considerable and explains the opportunity cost that Mexico has paid for its 
declines in production. In 2003 energy related imports represented 21.5% of 
exports vs. the near 55% currently. Going forward we assume that the ratio of 
imports to exports will stabilize at 55% (see Graph 9 for historical evolution of this 
variable). 
 
As for the average price at which Pemex exports its crude, we assume that it will 
average US$104pb in 2012 vs. US$101 in 2011. We are assuming that a 
continued weak global economy will lead to lower prices next year but rising again 
at a 4.5% average annual rate beginning in 2014. In Graph 25 we show the 
historical trend and our assumptions going forward relative to volume exports and 
prices. 
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Graph 25 

 
 
 
We also make assumptions as to the ratio of non-crude Pemex exports to crude 
exports in order to complete our external trade balance model. We assume that 
the moderately downward trend observed in recent years will continue with non-
crude exports representing 11.5%. We expect that this year the ratio will be 12.2% 
vs. 13.1% in 2011 and 16.8% back in 2008. 
 
The final assumption for the calculation of net exports is the exchange rate. We 
assume that the peso will experience a nominal depreciation of roughly 0.40% vs. 
the USD over the forecast time period.  
 
The net result of these assumptions is that net exports in USD terms would 
decline at an average annual rate of only 0.20% per year from 2012 onward. In 
nominal pesos these would increase 0.60%. 
 
As the previous section indicates, our forecasts for net petroleum exports are 
based on a variety of assumptions over a range of variables. This is not the case 
for domestically generated petroleum revenues. Our assumptions for this variable 
basically reflects historical experience and our perception of how much the public 
sector will be able to charge the private sector for products sold by Pemex. In 
2009, 2010 and 2011; domestic petroleum revenues represented roughly 5.5% of 
GDP. Even with what is generally regarded as rising subsidies to the consumer, it 
appears that domestically generated petroleum revenues are advancing vs. GDP 
in 2012. Through the first six months of the year these have risen 20% in nominal 
terms. We assume that for the entire year the increase will be a more subdued but 
still substantial 13%. This would be enough to increase the share of domestic 
petroleum revenue to 5.7% of GDP vs. the 5.5% levels of the previous three 
years. In our forecasts we are assuming that domestic petroleum revenues will 
stabilize at around 5.8% of GDP. This would be a historically high level although 
still below the maximum reached in 2008 of 6.3%. 
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Graph 26 

 
 
 
In addition to the set of assumptions relative to total petroleum revenue, we also 
make assumptions as to the distribution of those revenues between the Federal 
Government and Pemex. The share of petroleum revenue received by the Federal 
Government has experienced a significant degree of volatility. In 2005 it reached 
74.5% and fell to 56.3% in 2009. In 2010 the Federal Government’s share was 
only 60.4% but increased to 64.1% in 2011. Going forward we are assuming a 
participation of 62%. During the first semester the Federal Government retained 
63.7% of petroleum revenues, down from 68.2% during the same period in 2011. 
 

Non-Pemex Parastate Income 
 
The final components of revenues that we need to consider are those received by 
the non-Pemex parastate sector. During the first semester of 2012 the 
government electricity monopoly (CFE) generated 53% of this sector’s revenues, 
the social security institute IMSS (covering the general population) received 36% 
while the ISSSTE (public sector employees) received 11%. The non-Pemex 
parastate sector has received revenues equal to between 3.6% and 3.9% of GDP. 
Over the last two years its share has been on the rise, advancing from 3.78% in 
2010 to 3.87% in 2011. Based on the strong increase in revenues through the first 
half of 2012 of nearly 15% in nominal terms we expect that its share of GDP will 
rise still more this year to reach 4.02% of the economy. Given our assumptions 
that net petroleum exports will decline relative to the economy and that 
expenditures will rise marginally (as we discuss below), additional income vs. GDP 
will be needed in order to prevent an excessive increase in deficits and in the 
debt. Thus our model assumes that non-Pemex parastate consolidated revenue 
will continue to increase vs. GDP. By 2019 this revenue source would represent 
4.19% of GDP. Revenues could come from reforms that reduce the informal size 
of the economy relative to the formal. In this context, CFE would be able to reduce 
unauthorized electricity usage while IMSS registrations would continue their recent 
strong increases. The evolution of non-Pemex parastate revenue is shown in 
Graph 27 below. 
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Graph 27 

 
 
 

Primary Expenditures 
 
Before beginning our discussion and due to the detailed nature of the information 
provided by the SHCP, below we present Table 2, which describes the different 
categories of spending.  
 
 

 
 
 
Our basic assumption on expenditures is that at the primary level (i.e., excluding 
financial costs) these will remain largely stable relative to GDP. Specifically, we 
assume that on-Budget primary spending will finish our forecast period in 2019 at 
23.58% of GDP virtually the same as the 23.48% level that we expect for 2012. 
We are expecting that primary spending will rise 9.1% in 2012. Through the first 
six months of 2012 these expenditures have risen 12.9%. On a trailing twelve 
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month basis the increase has been a more modest 10.7%. Over the last several 
years total primary spending has been increasing as a percentage of GDP. In 
2005 it was at 20%, increasing to 23.7% in 2009. However, over the last three 
years (including our forecast for 2012), the ratio to GDP has stabilized at the 
around the 23.5% level. Thus we believe that stability vs. the domestic product is 
a reasonable assumption going forward. Although we see pension expenditures 
increasing (vs. GDP) we also see declines in Pemex investment spending. One 
risk to our forecast is the assumption that Federal Government grants to the states 
and municipalities will hold steady while revenue sharing will decline marginally.  

 
 

Graph 28 

 
 
 
Primary spending by the Federal Government represents almost three quarters of 
the total on-Budget amount. Primary spending by the Federal Government has 
been rising significantly over the last few years relative to GDP. We are assuming 
that this increase is coming to an end. We expect that Federal Government 
primary spending will finish the year increasing by 10.2% in nominal terms. This 
would increase its relationship to GDP to 17.28% vs. 17.05% in 2011. Going 
forward we are assuming that it will remain at this level. If we look at the trends 
over the last few years it does appear that Federal Government primary spending 
is leveling off after important prior year increases. In 2005 primary spending by the 
Federal Government was only 14.5% and rose steadily topping off at 17% in 2009 
where it remained for 2010 and 2011. Given the restraint in 2010 and 2011 we are 
assuming that this year’s level will represent a ceiling.  
 
Federal Government primary spending is divided into two sub-groups, so-called 
discretionary (or programmable) and non-discretionary (but continuing to be non-
financial). Discretionary spending represents roughly 80% of Federal Government 
primary expenditures. This year’s expected increase in primary spending relative 
to GDP is due to discretionary expenditures. For purposes of our analysis we have 
divided discretionary spending into the following categories: a) transfers, b) grants 
to states and municipalities and c) other discretionary spending.  
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Transfers and Non-Pemex Parastate Spending 
 
Transfers represent Federal Government monies sent to the IMSS and the 
ISSSTE to support their obligations to the general public and public sector 
employees. Transfers have been relatively stable vs. GDP. In 2005 they reached 
2.2%, fell to 2.1% in 2011 and we are expecting them to increase to 2.29% in 
2012 and thereafter to stabilize at 2.46%. The primary driver behind this increase 
is pension spending which we discuss below. For the first semester transfers rose 
17.3% in nominal terms vs. the same period in 2011. We are assuming that for the 
entire year transfers will rise 18.5%.  
 
Parastate Spending. Given the importance of transfers to the non-Pemex 
Parastate sector we discuss our assumptions for those entities before continuing 
with our analysis of other Federal Government spending. In discussing Parastate 
spending it is important to note that expenditures can be presented on a non-
consolidated or on a consolidated basis. Non-consolidated spending includes the 
spending that is financed by transfers received from the Federal Government as 
well as a small amount of spending that is also separately registered by the 
Federal Government. On a consolidated (i.e., consolidated with the Federal 
Government) basis we exclude transfers and these other spending accounts.  
 
As a percentage of GDP, non-Pemex consolidated spending has been relatively 
stable at around 3.4% of GDP. In 2011 it rose to 3.5% of domestic product but 
appears to be heading downward again to 3.35% this year. We assume that going 
forward these discretionary expenditures will remain at 3.35% of GDP. In fact, in 
real peso terms, the growth in this spending category has been trending 
downward since August of 2011.  
 
On a consolidated basis (i.e., excluding spending financed by transfers from the 
Federal Government) non-Pemex Parastate spending is dominated by the CFE 
with 58% of the total, through the first half of 2012. Another 41.5% is by the IMSS 
with negligible spending by the ISSSTE. Including transfers, which all go to the 
IMSS and the ISSSTE, the CFE represents 31.6% of spending while the IMSS 
spends another 47.8% and the ISSSTE contributes another 20.5%.  
 
One element of concern for Parastate spending is pensions. Federal Government 
pension obligations are channeled through the ISSSTE, thus we do not explicitly 
consider them in our forecasts for that entity. For the first six months of 2012 
pension spending represented 40.1% of discretionary spending, including 
transfers. The high level is due to the very nature of these organizations. In the 
case of the CFE, its pension spending represents 7.2% of discretionary 
expenditures. Excluding the CFE, pension spending represented 55% of the total. 
 
Pension spending has been rising steadily as a percentage of GDP in recent 
years. In 2005 it consumed 1.53% (excluding Pemex) of GDP and in 2011 
represented 2.12%. We believe it is headed on a course to reach 2.19% of 
domestic product this year. For the first half of 2012 pension spending increased 
15.3% in nominal terms and we are forecasting a 12.4% rise for the full year. This 
assumption is based on a downward trend that we have observed based on 
trailing twelve-month data. We assume that relative to GDP pension spending will 
continue to advance reaching 2.24% in 2013 and ending 2019 at 2.34%. These 
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increases are incorporated within our forecasts for Federal Government transfer 
spending.  
 
In Graph 29 we show the evolution of non-consolidated spending by the non-
Pemex Parastate sector, excluding pensions. This spending has been on a slightly 
downward trend. The graph also shows the upward trend of pension spending 
(including Pemex) and where we see it heading by the end of our forecast period. 

 
 

Graph 29 

 
 
 
Our forecasts for non-Pemex parastate discretionary spending make an important 
assumption about non-pension spending. We are assuming that the recent 
declines in this account relative to GDP will largely be sustainable. In 2009 
discretionary expenditures (excluding pensions) for the non-Pemex on-Budget 
Parastate sector reached a high 3.85%. In 2012 we see it heading for a 3.61% 
ratio. Going forward we see this as increasing only to 3.63%. We show our 
assumptions for Pemex spending in Graph 30 below. 
 

Pemex Discretionary Spending 
 
In a similar vein we also see Pemex discretionary (i.e., non financial) spending 
falling relative to GDP. In 2009 spending reached a high 3.24% of domestic 
product. We see it declining for a third consecutive year falling to 2.84%. Going 
forward we assume that it will rise only very slightly reaching 2.86% of GDP. The 
forecast increase is driven exclusively by the expected rise in Pemex pension 
costs, which we assume will advance from 0.20% in the last three years (2012-
2012) to 0.28% in 2019. In contrast, we assume that investment spending will 
decline from 1.94% in 2012 to 1.85%. This does not mean that Pemex investment 
spending will decline in nominal or real terms. In nominal terms, for example, we 
expect it to increase, beginning in 2013 by 6.7% per year. 
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Consequently, our model implicitly assumes that this level of investment will permit 
the expected increase (in absolute terms) in net exports as delineated in a 
previous section as well as to meet the needs of the domestic market in terms of 
the distribution and production of non-imported finished products.  
 
Prior to 2008, a substantial portion of Pemex investment expenditures was 
accounted for as Pidiregas spending and thus not incorporated formally within 
Pemex. Neither did it form part of on-Budget spending. In order to avoid the abrupt 
change in 2009 we have attempted to incorporate beginning in 1998 our estimate 
of Pidiregas Pemex spending.  
 
 

Graph 30 

 
 
 

Other Federal Government non-Financial Spending 
 
In the above section we used our analysis of Federal Government transfers to 
discuss the related issue of Parastate sector spending. Having concluded that, we 
now proceed to discuss other Federal Government spending accounts. The most 
important of these are payments made to states and municipalities. These are 
basically divided into two general categories: Grants (mostly labeled as 
“Aportaciones” in Spanish) and Revenue Sharing (Participaciones). The major 
difference between the two is that the former generally have to be spent in a 
particular area or program. In the case of shared revenues, these are not tied and 
can be spent at the discretion of the receiving entity.  
 
From the perspective of the Federal Government, Grants are considered 
discretionary, the amounts appropriated for each category is determined each 
year by the Chamber of Deputies. However, the amount of monies sent to sub-
national entities under the Revenue Sharing account are determined on the basis 
of income generated for the Federal Government derived from previously 
established formulas. Revenue sharing expenditures are thus non-financial (and 
consequently form part of “Primary” spending). However, they are also non- 
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discretionary (or “Programable”). The total of all the different grant programs plus 
revenue sharing represents approximately 47% of Federal Government primary 
spending. It also represents roughly 50% of Federal Government revenue. This 
reflects the substantial degree to which Federal Government fiscal policy is 
limited.  
 
The various grant programs have shown an irregular but generally increasing 
share of GDP. In 2006 for example, they equaled 4.18% of GDP and reached a 
peak of 4.87% in 2009. The ratio to GDP declined a bit in 2010 and 2011 and we 
expect that it will increase to 4.84% for 2012. Going forward we assume that 
grants will largely remain at that current high level vs. domestic product.  
 
 

Graph 31 

 
 
 
As for revenue sharing, the level of spending has been even more volatile ranging 
from a recent low of 2.94% of GDP in 2007 to a high 3.48%, the very next year in 
2008. We are assuming that it will reach 3.28% this year and that it will continue to 
fall slightly reaching 3.20% at the end of our forecast horizon. With the 
combination of grants and revenue sharing total “Federalized” spending would end 
our forecast period at 8.04%, a historically high level.  
 
Finally, we incorporate the rest of Federal Government discretionary spending into 
one expenditure category. This has been showing a generally upward, but 
somewhat irregular, trend in recent years. We are assuming that it will stabilize 
going forward. That is based on our conclusion that the trends in the last three 
years suggest that the fiscal authorities are trying to contain the sharp growth 
observed through 2009. This assumption potentially represents a major risk to our 
base forecast scenario.  
 
In 2005 the rest of Federal Government discretionary spending (excluding 
transfers and grants) represented 4.83% of GDP. By 2009 this level had risen to 
6.60%. For this year we are assuming that it will reach 6.74% of GDP. Part of this 
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assumption is based on our interpretation of the government’s 2012 fiscal 
program. However, given the level of spending reported during the first half of the 
year we assume that YoY spending in real terms will fall in the second half of 
2012. Beyond 2012 we assume that the same 6.75% ratio to GDP will be 
maintained. This is a major challenge but appears feasible given the more limited 
increases in immediately prior years.  

 
 

Graph 32 

 
 
 

Primary Balance 
 
On the basis of the above we are assuming that the primary balance for the public 
sector entities analyzed above will reach P$65bn pesos in 2012 or 0.42% of GDP. 
Going forward the above analysis sees the primary deficit rising slightly vs. GDP 
reaching 0.76% by 2019. This 34bps increase is due to a 10bps increase in 
primary expenditures and a 0.24% decline in revenue. The major driver on the 
expenditure side is pension spending, which in our model would be assumed by 
the Federal Government via higher transfers to the parastate sector. On the 
income side the major drivers are non-petroleum tax revenues and non-Pemex 
parastate income. We expect that these (combined with others such as domestic 
petroleum revenues) will offset the expected drop in petroleum net exports. We 
are also assuming a decline in non-tax, non-petroleum revenues from a somewhat 
high level expected for 2012. 
 
In Graph 33 we present the long-term evolution of the primary balance both for the 
entire on-Budget sector and for the Federal Government. The fact that the deficit 
for the former is less negative than it is for the latter implies that the parastate 
sector as a whole enjoys a primary surplus. Note that the long-term trend shoes 
that the primary balance has suffered a major deterioration during the period 
shown. Thus going forward we are assuming that this deterioration will stop and 
that the deficit will largely stabilize.  
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Graph 33 

 
 
 

Financial Costs and Financial Balance 
 
The major component left in our analysis in order to arrive at the expected overall 
financial balance is financial costs. We are forecasting that these will reach 1.96% 
of GDP in 2012. With this the total on-Budget deficit would approximate 2.38% of 
GDP. Graph 34 displays our forecast evolution of financial costs. 
 

Graph 34 

 
 
 
The expected financial costs for 2012 would represent a slight increase over the 
1.91% that we estimate for 2011. Our model suggests a decline to 1.85% in 2013 
but that afterwards we see it rising reaching 2.30% by 2019. This 34bps rise (vs. 
2012) adds to further pressures on the deficit such that by the end of our forecast 
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period the financial balance reaches 3.06% of domestic product. The evolution of 
the financial balance is displayed in Graph 35 
 
 

Graph 35 

 
 
 
Going forward we see financial costs ending and reversing their long-term 
downward trend relative to GDP. This is a logical consequence of the slight 
increase in primary balances as seen in Graph 33. Nevertheless, the expected 
increase in interest costs is very modest and in large part reflects the growing 
confidence of international investors in the conduct of fiscal and monetary policy. 
For example the Federal Government has recently issued USD denominated debt 
at rates of 2.52%, 3.93% and 4.67% for maturities of 10, 30 and 100 years 
respectively.  
 
The increase in financial costs comes exclusively from the Federal Government. 
We see the Federal Government as having increasingly large primary deficits 
while the Parastate sector (thanks in part to Federal Government transfers) as a 
whole would have important surpluses. The Federal Government’s primary deficits 
drive up the debt while the larger debt drives up financial costs. 
 
As for interest rates we assume that in peso terms these will continue to decline 
slightly over most of the forecast period. We generally assume the same for dollar 
denominated debt although in the last two to three years of our forecast period we 
expect that rates will gradually rise given the current unsustainably low interest 
rates in the US. 
 

Evolution of On-Budget Debt 
 
As is seen in Graph 36, the above set of assumptions shows that the on-Budget 
debt would continue its increase vs. GDP that began in 2008. That increase had 
reversed several years of declines in the debt to GDP ratio. The increase in 2008 
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was largely the result of the peso’s devaluation that year. This had the effect of 
increasing the peso value of foreign currency denominated debt.

7
  

 
 

Graph 36 

 
 
 
Our projection of the debt is largely driven by the forecast deficits. We make 
separate projections for Federal Government and Parastate sector debt. Although 
the deficit is the primary driver, we also attempt to incorporate non-deficit related 
adjustments to the debt. In the case of Federal Government debt we make 
adjustments to the value in pesos of UDI denominated instruments. For both the 
Federal Government and the Parastate sector we make adjustments to the peso 
value of the external debt as a function of the forecast evolution in the exchange 
rate. 
 
In the case of the Federal Government we assume the same composition of the 
debt relative to peso denominated (62%), UDI (17%) and external (21%) 
 
As for consolidated Parastate debt, our observation of its evolution suggests that it 
consistently expands beyond what could be expected from the financial balances 
(surplus in nature, thus implying downward pressures on the debt) and 
movements in the peso (in either direction, depending upon the time period). 
Going forward we incorporate an estimate of this upward adjustment into our 
projection of the debt. These additional adjustments are seen in Graph 37; and for 
past periods include additional adjustments in the Federal Government debt. 
 
The graph shows, for example, that in 2008 the debt rose significantly above what 
we estimate can be attributable to the effect of the devaluation that year. The 

                                                           
7
 Graph 36 does not show any extraordinary increase in the debt in 2009 when in fact there was such an increase. In that year most of the Pidiregas 

debt was transferred to the Parastate component of on-Budget Debt. In order to avoid the effect that this would have (and thus complicate the 
interpretation of the graph) we have attempted to incorporate the effect as if the change had occurred in 2000 when Pidiregas debt was much 
smaller.  
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strong upward move in 2008 was largely the result of the increase in Federal 
Government debt, which in turn was due to a special bond issued in order to 
finance the transition to a defined obligation pension regime for government 
employees. 
 
Going forward, the adjustment incorporated into our model equals 0.8% of GDP. 
Of these adjustments, roughly 16% are attributable to movements in the currency, 
and 40% due to the effect of inflation on inflation adjustment instruments.  

 
 

Graph 37 

 
 
 

Evolution of the Current Account 
 
Given the importance that we place on a country’s external accounts we also 
present our forecasts relative to Mexico’s current account. In his respect we see 
only marginal deterioration in the overall balance, which we believe will end our 
forecast period in 2019 with a deficit equal to 1.43% of GDP (please see Appendix 
for details). We expect the current account balance to be in the red by 
approximately 0.3% of GDP for 2012. Graph 38 below shows the forecast 
evolution of Mexico’s current account.  
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Graph 38 

 
 
 
A major driver of our forecasts is the assumption that interest costs will rise to 
1.85% of domestic product vs. 1.53% in 2011. In terms of trade we are assuming 
that the overall goods and services balance will advance to 1.44% of GDP in 2019 
vs. 1.30% in 2011. We assume that the merchandise trade deficit will reach a very 
modest 0.38% vs. a deficit of 0.13% in 2011. As for net transfers we are making a 
conservative assumption that these will decline to 1.74% of domestic product vs. 
the roughly 2% that it has averaged over the last three years (including our 
forecast for 2012). We are expecting limited migration to the United States given 
the lack of dynamism in that economy.  
 
Within the merchandise trade model we are assuming that the negligible deficit of 
US$1.5bn that was reported in 2011, and the small surplus that we expect to see 
this year, will turn into a still moderate deficit of US$6.9bn by 2019. The biggest 
positive driver for the trade balance is our expectation that Mexico’s “production” 
balance (please see note 2 above) will advance from US$53bn in 2011 to 
US$101bn by 2019. In contrast, we are making a rather conservative assumption 
for Mexico’s energy balance, which we see declining to a surplus of only 
US$7.8bn vs. a surplus of US$13.7bn in 2011. This is almost exclusively due to 
the expected increases in private sector imports. Thus we are expecting that 
Mexico’s manufacturing sector will represent a major positive for Mexico’s external 
accounts and overall growth going forwards.  
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The rating assigned by HR Ratings de México, S.A. de C.V. in this report is based on an analysis utilizing 
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Sovereign Debt Rating Methodology, September 2012 
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