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Spanish regions

A simple fair value model

¢ We believe that most Spanish regions are trading in line with relative macro developments
e Catalonia is the exception as its bond pricing is dominated by political risk
» Based on our model Murcia and the Balearic Islands are cheap, whereas Andalusia is looking dear

Spanish regions: central government support matters but fundamentals still matter

The 2016 ECB’s decision to extend QE purchases to loca! debt prompted renewed intercst in regional bonds.
We covered the German states last year', and we now tumn our attention fo the pricing of Spanish regional
bonds. ‘

The Spanish regions enjoy a high degree of autonomy but have been supported by the central government in
many ways since the beginning of the Euro area sovereign crisis®, The recent legislation aims to prevent regions
from accumulating excessive debt in the first place but also defining the criteria for ex post correction of
budgetary imbalances if they ultimately arise.® However there is no explicit guarantee from the central
government and no unconditional bail-out responsibility, thus making regiona} fundamentals important,

We believe that standard macro and fiscal variables explain the relative pricing of the regions that have debt in
the form of marketable securities (Exhibits 1-3). The framework is similar to the sovercign risk index that we
use to assess fair value for intra-EMU spreads.*

Exhibit 1 shows that, apart from Catalonia, which seems to have a political risk premium of around 200byp, the
pricing of the other regions tracks fairly closely our fair value assessment. Based on this framework bonds from
Murcia and the Balearic Islands are cheap, whereas Andalusia is looking dear.

U See Sporlight on German regional debt, G. Salford et. al., 2 August 2016

2 gee Econonic Policy & Funding Programme for 2017, slides 29-30,Tesoro Publico.

3 See Regional government access to market finding: infernational experience and recent developments, Bank of Spain
4 See Global Fived hicome Markeis 2017 Outlook Tor details on sovereign risk index,




Exhibit 1: Apart from Catalonia, the pricing of the other Spanish regions tracks well our macra index
2020 bond* spread to Bono interpolated curve regressed against our Spanish regions macro index™; bp
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* Clpsest bond if 2020 bond not availabls; 2020 maturity is chosen because most reglons have bonds in this maturity bucket
+ See Exhibit 2 for detalls on the index
Source: J.P. Morgan

Exhibit 2 shows the economic vatiables that we use in constructing the index and the last available values. We
then apply a weighted average to the percentile values to calculate the index; the higher the value the better the
region in our framework.




Exhinit 2; We Jook at macro and fiscal variables to axplaln the relative pricing of Spanish regions

Constituents of $panish regions macro index; latest available value;
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Exhibit 3: Typically the regional performance across the sub-categories Is relatively consistent with the average
Spanish regions macro index; lowest and highast percentile in the subcategories; %
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Appendix: statistics on Spanish regional bond debt

The tota! outstanding of regional bond debt has been on a declining trend since the central government started to
take over the botrowing needs of some regions (Exhibits 4-5), but some regions with the strongest fiscal
positions are still coming to the market, For instance, Castilla Y Leon, Madrid, the Basque Countries and La
Rioja came to the market in 2016 and 2017.°

Exhibit 4 Desplte the ongoing inerease in total reglonal debt, the absoluto and relative fevel of debt securities has been on a declining trend
Spanish regions: total debt and debt securlties;
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Exhibit 5: The central government has faken over a big chunk of the regions’ funding needs over the past few years
Support to Spanish regions’ funding embedded inte the central government funding plans;

Sowrce: Spanish Treasury

Exhibit 6 shows some statistics on the regional debt securities.

5 The lack of issuance from the weaker names might have the impact of flattening the spread/credit curve shown in Exhibit L.




Exhibit 6: Selected statistics on Spanish regional debt securiies
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Exhibit 7 shows the Spanish regions” ASW curves together with the Bono one.

Exhibit 7: Spanish regions' ASW curves
Maturity-matched spread {o swap,; bp
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