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RATING ACTION COMMENTARY

Fitch Downgrades Mexico to
'BBB-'; Outlook Stable
Wed 15 Apr, 2020 - 17:25 ET

Fitch Ratings - New York - 15 Apr 2020: Fitch Ratings has downgraded Mexico's Long-Term Foreign

Currency Issuer Default Rating (IDR) to 'BBB-' from 'BBB'. The Rating Outlook is Stable.

KEY RATING DRIVERS

The economic shock represented by the coronavirus pandemic will lead to a severe recession in Mexico

in 2020. A recovery starting in 2H20 will likely be held back by the same factors that have hampered

recent economic performance, which has lagged rating and income level peers. These include a

previously noted deterioration in the business climate in certain sectors - notwithstanding examples of

cooperation with the private sector in areas such as developing infrastructure - and a perceived erosion

of institutional strength in the regulatory framework. Even in the absence of a debt-�nanced �scal

response to the economic recession, general government debt/GDP is likely to jump by at least 6pp of

GDP to almost 50%, the highest since the 1980s. Consolidating public �nances once the crisis is over

and returning debt/GDP to a sustainable path will prove challenging in Fitch's view. At the same time,

the credible monetary policy framework built around a �exible exchange rate and in�ation targeting

remains a rating strength and will help the economy absorb the external shock, while minimizing

current account external imbalances.

In line with its April 2nd Global Economic Outlook update, Fitch expects the economy to contract by at

least 4% in 2020, with a steep fall in 1H followed by the start of a sequential recovery in 2H, but given

the nature of the crisis there is a higher than usual level of uncertainty around our forecasts, and the

balance of risks is �rmly to the downside. Underlining the depth of the shock, which has yet to be fully

re�ected in published economic data, Mexico lost 130,500 formal sector jobs in March, equivalent to

more than one-third of jobs created in 2019, while automotive output contracted 24.6% yoy. Trade will

be highly disrupted and will contract steeply in 2020, although net trade is likely to make a positive

contribution as imports fall more heavily than exports.

https://www.fitchratings.com/
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The extent of the economic contraction and scope for recovery starting 2H20 will be dictated by

prospects in the U.S., Mexico's main trading partner, as well as the duration of the virus shock

domestically. Mexico's of�cial projections are based on a domestic lockdown lasting until early May, but

this may be extended, or relaxed more gradually. The absence to date of a sizeable �scal response to

support consumption, by comparison with other rating peers in the region, re�ects a desire to minimize

�scal imbalances but may delay the recovery. A recovery to full year 2.1% growth in 2021 would imply

real output levels remaining well below current GDP.

Moreover, the factors that held back investment prior to the crisis, which in Fitch's view include

relatively weak governance and ad hoc government policy interventions, are likely to persist. While the

macro policy framework remains intact, microeconomic policy interventions in a range of sectors have

damaged the investment climate. Real GDP contracted by 0.1% in 2019, driven by a 5% fall in gross

�xed investment, with no discernible recovery in 1Q20 before the crisis hit, as investment declined

further.

On the positive side, Fitch would expect trade to help the economy recover, based on Mexico's

openness and strategic place in the North American supply chain. The U.S.-Mexico-Canada Agreement

(USMCA) is scheduled to come into force at mid-year, relieving uncertainty which had prevailed since

late 2016. Outcomes from the coronavirus pandemic that lead to U.S. businesses reducing dependence

on China, which was already an administration policy goal, could support investment prospects over

the medium term. Additionally, the treaty itself represents a long-term commitment on the Mexican

side to maintain a market-oriented economic stance and work constructively with foreign investors in a

way that limits downside risks to policy orientation.

The outlook for the public �nances is much less favorable than at the time of the last rating review in

December 2019. Fitch expects the general government de�cit to widen by around 2.5pp of GDP to

4.4% of GDP, higher than implied by the most recent budget review, with little scope for consolidation

in 2021. Sensitivity of revenues to changes in the growth rate is comparatively limited given the low

non-oil tax take but more serious damage to the tax base is possible if the current one month lockdown

is prolonged or subsequently re-imposed.

In keeping with the spirit of �scal rules that have sought to avoid increasing borrowing at the federal

level, and which have kept general government debt/GDP relatively stable, the government plans to

fund higher de�cits in 2020 without extra borrowing, by tapping the FEIP (budget revenue stabilization

fund), although this would deplete the fund to approximately 20% of its current value. A presidential

decree also allowed the government to tap a range of other trust funds for �nancing, which hold up to

3% of GDP. Most federal government oil income is hedged at the budget assumption price of USD49/b

for the Mexican mix, cushioning federal �nances from the direct impact of lower oil prices. Oil income,

which makes up around 10% of federal budget income, will likely remain under pressure in 2021,

according to Fitch's oil price assumption. Long-standing strengths of Mexico's public �nances, including

deep and developed domestic capital markets, continue to support the ratings.

However, there are downside risks to our �scal forecasts, as Mexico may increase spending by more

than budgeted to counteract the effect of the coronavirus and public health measures on the economy,

which in Fitch's view is likely to contract by more than the 2.9% assumed in the government's April
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budget revision. Leaving aside measures to bring forward spending, the direct �scal policy response has

been relatively limited compared with other countries in the region. In April, the �nance ministry re-

allocated spending and unveiled around 0.2% of GDP in lending by development banks and funding for

guarantees. Congress has voted to set up a fund worth up to 0.7% of GDP to �nance health spending.

The contingent liability represented by the debt of state oil company Pemex, which totals USD105

billion or 9% of GDP, remains a key risk factor, particularly in view of the sharp fall in oil prices and the

widening discount of prices to global benchmarks, but the impact of Pemex's worsening �nancial

position on the sovereign credit pro�le was largely anticipated in our previous (June 2019) sovereign

rating action on Mexico. While the company's income will decline, it will continue to invest in new

development capacity and in priority projects, increasing its �nancing needs. The government plans to

bring forward a tax rate cut scheduled for 2021 that would lower the federal government tax take by

around MXN65 billion or 0.25% of GDP. Pemex production was unchanged yoy in February after

sustained declines, but Mexico recently agreed with the OPEC+ group to temporarily cut output by

100,000b/d from a baseline of 1.75mb/d, above current production. Extended over a year, this would

represent a loss of federal government income equivalent to 0.2% of GDP compared with the

assumptions in the 2020 budget.

The Banco de Mexico rapidly cut interest rates (and is likely to cut further through 2020) as well as

injecting liquidity in both foreign and local currency into the banking system. The peso has depreciated

sharply in line with other major EM currencies since the onset of the crisis. De�ationary impacts of the

fall in oil prices and shock to demand are likely to counteract upward pressure on prices from exchange

rate depreciation. Portfolio capital out�ows have risen sharply, but the policy framework has absorbed

a rise in demand for foreign currency. A swap line from the Federal Reserve enables the Banco de

Mexico to offer three-month foreign currency loans to banks. Reserves remain intact and sizeable at

USD185 billion, or more than twice Mexico's gross external �nancing needs including short-term

external debt. Mexico's current account will remain close to balance. Mexico renewed access in

November to the IMF Flexible Credit Line worth USD61 billion, which can be used for balance of

payments support.

ESG - Governance: Mexico has an ESG Relevance Score (RS) of 5 for both Political Stability and Rights

and for the Rule of Law, Institutional and Regulatory Quality and Control of Corruption, as is the case

for all sovereigns. These scores re�ect the high weight that the World Bank Governance Indicators

(WBGI) have in our proprietary Sovereign Rating Model. Mexico has a medium WBGI ranking at 38th,

re�ecting a recent track record of peaceful political transitions, a moderate level of rights for

participation in the political process, moderate institutional capacity, and established rule of law.

Corruption is relatively high, as measured by the WBGI, and has been on an increasing trend, although

the present administration has introduced measures focused on combating corruption.

SOVEREIGN RATING MODEL (SRM) AND QUALITATIVE OVERLAY (QO)

Fitch's proprietary SRM assigns Mexico a score equivalent to a rating of 'BBB' on the Long-Term

Foreign Currency (LT FC) IDR scale.
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In accordance with its rating criteria, Fitch's sovereign rating committee decided not to adopt the score

indicated by the SRM as the starting point for its analysis because the model score borders the

threshold of a lower indicative rating and will migrate downwards to 'BBB-' in line with incoming 2020

data. Consequently, the committee decided to adopt the 'BBB-' rating level as the starting point for its

analysis.

Fitch adjusted the output from the SRM to arrive at the �nal LT FC IDR by applying its QO, relative to

rated peers, as follows:

Macroeconomics: +1 notch, to re�ect Mexico's track record under successive administrations of

prudent, credible and consistent macroeconomic policies. The authorities continue to emphasize

macroeconomic stability in their policy actions, which has contained macroeconomic imbalances.

Public Finances: -1 notch, to re�ect our expectation that ongoing sovereign support for Pemex will

result in a lower tax take and/or higher general government debt burden, negatively impacting public

�nances.

Fitch's SRM is the agency's proprietary multiple regression rating model that employs 18 variables

based on three-year centered averages, including one year of forecasts, to produce a score equivalent

to a LT FC IDR. Fitch's QO is a forward-looking qualitative framework designed to allow for adjustment

to the SRM output to assign the �nal rating, re�ecting factors within our criteria that are not fully

quanti�able and/or not fully re�ected in the SRM.

RATING SENSITIVITIES

The main factors that could, individually or collectively, lead to positive rating action/upgrade are:

--Economic recovery and improvement in growth prospects underpinned by credible macroeconomic

policies;

--Credible path towards stabilizing and reducing the government debt burden and a reduction in

contingent liability risks related to Pemex;

--Improvement in governance indicators to a level closer to the rating category median.

The main factors that could, individually or collectively, lead to negative rating action/downgrade:

--A weakening in the consistency and credibility of the macroeconomic policy framework, for example

if unorthodox policy interventions become more widespread, leading to a reassessment of the upward

notching in our rating adjustment for this factor and/or deterioration in the prospects for economic

recovery and sustained improvement in growth;

--A trend increase in the government debt burden, evidenced by an upward trajectory in the general

government debt ratio;
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--Deterioration in governance indicators, potentially re�ecting an erosion of institutional strengths,

that widens the gap further to the scores of 'BBB' category peers, further undermining the business

climate.

BEST/WORST CASE RATING SCENARIO

International scale credit ratings of Public Finance issuers have a best-case rating upgrade scenario

(de�ned as the 99th percentile of rating transitions, measured in a positive direction) of three notches

over a three-year rating horizon; and a worst-case rating downgrade scenario (de�ned as the 99th

percentile of rating transitions, measured in a negative direction) of three notches over three years.

The complete span of best- and worst-case scenario credit ratings for all rating categories ranges from

'AAA' to 'D'. Best- and worst-case scenario credit ratings are based on historical performance. For more

information about the methodology used to determine sector-speci�c best- and worst-case scenario

credit ratings, visit https://www.�tchratings.com/site/re/10111579.

KEY ASSUMPTIONS

Fitch assumes that the global economy performs broadly in line with the Global Economic Outlook

published on April 2, while acknowledging that there is a higher than usual level of uncertainty around

our macro-economic forecasts.

CRITERIA VARIATION

Fitch has varied its criteria in respect of its decision to select 'BBB-' as the starting point for its analysis

because the SRM output is currently equivalent to 'BBB', right on the cusp of the 'BBB'/'BBB-'

threshold, but when Fitch's updated 2020 projections are incorporated into the SRM the output will

migrate to the 'BBB-' level. This approach is consistent with the forward-looking nature of Fitch's

ratings. Fitch's criteria already includes a description of situations where it may be appropriate for us to

decide to adopt a different starting point to the SRM output, including situations where a transition of

the output across a rating threshold may be viewed as unsustainable.

REFERENCES FOR SUBSTANTIALLY MATERIAL SOURCE CITED AS KEY DRIVER OF RATING

The principal sources of information used in the analysis are described in the Applicable Criteria.

ESG CONSIDERATIONS

Mexico has an ESG Relevance Score of 5 for Political Stability and Rights as World Bank Governance

Indicators have the highest weight in Fitch's SRM and are highly relevant to the rating and a key rating

driver with a high weight.

https://www.fitchratings.com/site/re/10111579
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Mexico has an ESG Relevance Score of 5 for Rule of Law, Institutional & Regulatory Quality and Control

of Corruption as World Bank Governance Indicators have the highest weight in Fitch's SRM and are

therefore highly relevant to the rating and are a key rating driver with a high weight.

Mexico has an ESG Relevance Score of 4 for Human Rights and Political Freedoms as strong social

stability and voice and accountability are re�ected in the World Bank Governance Indicators that have

the highest weight in the SRM. They are relevant to the rating and a rating driver.

Mexico has an ESG Relevance Score of 4 for Creditor Rights as willingness to service and repay debt is

relevant to the rating and is a rating driver for the U.S., as for all sovereigns.

Except for the matters discussed above, the highest level of ESG credit relevance, if present, is a score

of 3. This means ESG issues are credit-neutral or have only a minimal credit impact on the entity, either

due to their nature or to the way in which they are being managed by the entity. For more information

on Fitch's ESG Relevance Scores, visit www.�tchratings.com/esg.

VIEW ADDITIONAL RATING DETAILS

Additional information is available on www.�tchratings.com

APPLICABLE CRITERIA

RATING ACTIONS

ENTITY/DEBT RATING PRIOR

Mexico LT IDR BBB-  Downgrade BBB 

ST IDR F3  Downgrade F2 

LC LT

IDR

BBB-  Downgrade BBB 

LC ST

IDR

F3  Downgrade F2 

Country

Ceiling

BBB+  Downgrade A- 

LT BBB-  Downgrade BBB 

ST F3 Downgrade F2

•

•

•

•

senior

unsecured
•

senior•

Country Ceilings Criteria (pub. 05 Jul 2019)

Sovereign Rating Criteria (pub. 27 Mar 2020) (including rating assumption sensitivity)

http://www.fitchratings.com/esg
https://www.fitchratings.com/research/sovereigns/country-ceilings-criteria-05-07-2019
https://www.fitchratings.com/research/sovereigns/sovereign-rating-criteria-27-03-2020
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APPLICABLE MODELS

Numbers in parentheses accompanying applicable model(s) contain hyperlinks to criteria providing

description of model(s).

Country Ceiling Model, v1.7.1 (1)

Debt Dynamics Model, v1.2.0 (1)

Macro-Prudential Indicator Model, v1.4.0 (1)

Sovereign Rating Model, v3.11.0 (1)

ADDITIONAL DISCLOSURES

Dodd-Frank Rating Information Disclosure Form

Solicitation Status

Endorsement Policy

ENDORSEMENT STATUS

DISCLAIMER

ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE

READ THESE LIMITATIONS AND DISCLAIMERS BY FOLLOWING THIS LINK:

HTTPS://WWW.FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, THE

FOLLOWING

READ MORE

COPYRIGHT

Copyright © 2020 by Fitch Ratings, Inc., Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall Street, NY,

NY 10004. Telephone: 1-800-753-4824, (212) 908-0500. Fax: (212) 480-4435. Reproduction or

retransmission in whole or in part is prohibited except by permission. All rights reserved. In issuing and

maintaining its ratings and in making other reports (in

READ MORE

SOLICITATION STATUS

The ratings above were solicited and assigned or maintained at the request of the rated entity/issuer or

a related third party. Any exceptions follow below.

ENDORSEMENT POLICY

Fitch's approach to ratings endorsement so that ratings produced outside the EU may be used by

regulated entities within the EU for regulatory purposes, pursuant to the terms of the EU Regulation

Mexico EU Endorsed

https://www.fitchratings.com/site/re/954138
https://www.fitchratings.com/site/re/969345
https://www.fitchratings.com/site/re/969345
https://www.fitchratings.com/site/re/969345
https://www.fitchratings.com/research/sovereigns/fitch-downgrades-mexico-to-bbb-outlook-stable-15-04-2020/dodd-frank-disclosure
https://www.fitchratings.com/regulatory
https://www.fitchratings.com/UNDERSTANDINGCREDITRATINGS
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with respect to credit rating agencies, can be found on the EU Regulatory Disclosures page. The

endorsement status of all International ratings is provided within the entity summary page for each

rated entity and in the transaction detail pages for all structured �nance transactions on the Fitch

website. These disclosures are updated on a daily basis.

Sovereigns Latin America Mexico



https://www.fitchratings.com/regulatory
https://www.fitchratings.com/sovereigns
https://www.fitchratings.com/region/latin-america
https://www.fitchratings.com/region/mexico

