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Laender58

Six Federated States

Transaction Summary

Joint Issue: This issue of EUR1.0 billion 0.0% fixed-rate bonds is the first German Laender
jumbo issue of 2020, and the 58th Laender joint jumbo issue overall. The bonds are issued
under German law and are the several and not the joint liability of the Laender involved,
according to a fixed distribution between them. The bonds are senior unsecured and rank pari
passu with all previous and future obligations of the issuers.

Division of Proceeds: Four of the participating states - Bremen, Rheinland-Pfalz, Saarland and
Schleswig-Holstein - each received EUR200 million, while Hamburg and Mecklenburg-
Vorpommern each received EUR100 million.

Laender Credit Quality Supports Rating: Fitch Ratings has assigned this issue a final Long-
Term Local-Currency Rating of ‘AAA’. The rating reflects the creditworthiness of the six
German federated states (Laender) involved in the joint issue. The final rating is due to the
receipt of final documents conforming to information already received.

Key Rating Drivers

Creditworthiness of Laender: Fitch affirmed the ratings of the German Laender on 26 April
2019. The creditworthiness of the Laender is based on the strong support mechanisms that
apply to all members of the federation and the extensive liquidity facilities from which they
benefit; these ensure timely payment and equate the creditworthiness of the states to that of
Germany (AAA/F1+).

Support Mechanisms: Fitch has identified support mechanisms that apply uniformly to all
members of the German federation, comprising the federal government (Bund) and the 16
federated states, which include the six states involved in this joint issue. Differences in their
individual economic and financial performances are irrelevant, as all Laender are equally
entitled to financial support inthe event of financial distress.

Implicit Guarantee: The solidarity and implicit guarantee mechanisms linking the federal
government and the Laender ensure an equal and minimum risk of default for all. Fitch does
not believe the strength of the support mechanisms will change inthe medium term.

Liquidity: Rheinland-Pfalz acts as paying agent. The liquidity of the issue is underpinned by the
safe cash management system operated by the Laender (overnight cash exchanges between
Laender and Bund when necessary, and recourse to appropriate short-term credit lines). The
issue is zero risk-weighted and is eligible for a repo at the ECB. The objective of the Laender
jumbo joint issue is to offer investors a large and liquid bond, with a portfolio exposure to
several issuers.

Purpose: The bonds will fund the general budget operations of the Laender, according to their
respective constitutions and financial ordinances.
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Rating Considerations
Solidarity Is Enshrined in the Constitution

According to the German Constitution (Article 20), the 16 Laender are equal partners with the
federal government and have the same rights and duties, even though in practice they are
subordinate in some areas. The distribution of responsibilities between the Bund and the
Laender guarantees their integration into federal decision-making processes. On average,
between half and two-thirds of federal laws require the Laender’s approval through the
Bundesrat, one of the two legislative bodies in Germany and the one in which the Laender are
represented.

The constitution recognises the need to iron out disparities in standards of living throughout
the country and gives the Laender the opportunity to exercise financial independence.
German financial federalism implies the need to balance resources between the constituent
parts of the federation (the 16 Laender and the Bund). This has led to the tax-sharing system
and the double income-equalisation system (for further information, see Institutional
Framework for German Subnationals under Related Research above).

Mandatory Support for Laender Facing Financial Difficulties

In 1992, a ruling of the German Federal Constitutional Court highlighted the
“Bundestreuekonzept” as a “solidarity principle”, according to which all members of the federal
republic are jointly responsible for supporting a Land infinancial distress. If a Land experiences
extreme budgetary hardship, it is entitled to financial assistance from all other federal
members, as in the cases of Saarland and Bremen after 1994. It is unlikely that support would
not be forthcoming for any member of the federation that experienced financial distress.

Fitch considers that the decision made by the German Federal Constitutional Court on 19
October 2006 on Berlin’s appeal for extraordinary financial support reaffirmed the validity of
the Bundestreuekonzept. This was despite the Federal Constitutional Court’s rejection of
Berlin’s appeal for extraordinary support because the capital city had not reached a situation
of extreme budgetary hardship.

At the same time, the Federal Constitutional Court reaffirmed the obligation for the federal
government and the other Laender to provide financial support as a last resort (“ultima ratio”),
should a Land become unable to fulfil its constitutional duties. In Fitch’s view, this confirms the
strong support of German financial federalism, which has been one of the key rating factors
(alongside the equalisation system and the Laender’s cash management) underpinning the
‘AAA’ rating assigned to the German Laender by Fitch since 1999.

Extensive Equalisation Scheme Compensates for Financial
Disparity

This constitutional support system works together with the far-reaching tax-sharing and
equalisation system to establish a preventative framework to help the Laender avoid financial
difficulties. The main taxes, which are personal income, corporate and VAT, are shared

between the Bund, the Laender and the local authorities. Tax rates are set by federal law,
minimising competition between Laender, but giving them almost no tax discretion.

The three-stage equalisation process (“Laenderfinanzausgleich”) significantly reduces financial
disparities between the Laender. The first two steps consist of sharing VAT and other tax
proceeds among the Laender themselves, while the third element takes the form of additional
federal transfers to the weakest Laender. Differences in financial strength are almost entirely
evened out.

Federal Equalisation Mechanism Reform

In 2017, the new financial equalisation was made in law. A streamlined financial equalisation
began operating in 2020, when the Solidarity Pact Il with the eastern Laender and the existing
financial equalisation expired. The former Solidarity Pact Il, in favour of the five eastern
Laender (Brandenburg, Mecklenburg-Vorpommern, Saxony, Saxony-Anhalt and Thuringia)
and Berlin, ran from 2005-2019 and issued a total to EUR156 billion to support their economic
development.
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The new financial equalisation system includes an additional annual support from the Bund to
the Laender amounting to about EUR9.7 billion. In return, the Bund takes on a larger role in
certain areas, such as the construction and maintenance of highways, tax administration and
investment in schools and public administration.

It also includes the commitment of the Bund to grant additional support of EUR400 million for
two financially weaker Laender, Saarland and Bremen, which have the highest debt burden
among the 16 Laender. The provision of the funds and related conditionality should ensure
that they meet three core targets: to comply with the debt brake starting 2020; reduce total
debt; and implement structural economic reforms. The package requires Bremen and Saarland
to aim to reduce their debt burden by EUR50 million annually (although debt reduction can be
extended), under the supervision the Bund.

The support for Bremen and Saarland confirms that the current solidarity principle is in
operation. The principle makes Bund and Laender jointly responsible for supporting a Land
that is at risk of becoming financially distressed. In this case, the Bund has pre-emptively
moved to increase the financial flexibility of both states by reducing the debt burden and thus
debt servicing requirements.

In Fitch’s view, the new financial equalisation system confirmed the capacity of German
federalism to guarantee financial solidarity among its constituent parts.

Safe Liquidity Management Prevents Delay in Support

With respect to timeliness, Fitch believes that the issuers, as German Laender, run safe and
predictable liquidity management procedures. Laender cash management covers one year so
that a liquidity crisis could not arise unexpectedly. The Laender are tax collectors and their
expenditure tends not to be volatile; they have substantial, predictable cash flows.

Their liquidity benefits from two kinds of short-term arrangement: daily cash transfers
between the Laender as an alternative to the capital markets; and credit and back-up lines
individually negotiated by each Land, which are available at short notice. German Laender are
on an equal footing with banks in the interbank market and therefore have good access to
liquidity through a wide range of public and private banks.

Statistical Overview of the Relevant Laender

Public debt Public debt
GDP per capita, (accordingto (accordingto

Population, GDP, 2018 2018 SFK4 SFK4 reporting)
31 December (EURDbnN at (EUR at reporting), per capita,
2018 (000s) current prices) currentprices) 2019 (EURbn) 2019 (EUR)
Bremen 683 34.3 50,389 30.0 44014
Hamburg 1,841 120.3 65,603 25.3 12,644
Mecklenburg- 1,610 449 27,905 9.6 4,563
Vorpommern
Rheinland-Pfalz 4,084 149.1 36,573 30.7 7,294
Saarland 991 36.0 36,243 13.9 13,830
Schleswig- 2,897 97.1 33,555 29.1 9,610
Holstein

Source: Fitch Ratings, Destatis, Volkswirtschaftliche Gesamtrechnungen der Laender, German Federal Ministry of
Finance
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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.

ALL FITCH CREDIT RATINGS ARE SUBJECT TOCERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE READ THESE LIMITATIONS AND
DISCLAIMERS BY FOLLOWING THIS LINK: HTTPS://FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING
DEFINITIONS AND THE TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S PUBLIC WEB SITE AT
WWW.FITCHRATINGS.COM. PUBLISHED RATINGS, CRITERIA, AND METHODOLOGIES ARE AVAILABLE FROM THIS SITE AT ALL
TIMES. FITCH'SCODEOF CONDUCT, CONFIDENTIALITY, CONFLICTS OF INTEREST, AFFILIATE FIREWALL, COMPLIANCE, AND
OTHER RELEVANT POLICIES AND PROCEDURES ARE ALSO AVAILABLE FROM THE CODE OF CONDUCT SECTION OF THIS SITE.
FITCH MAY HAVE PROVIDED ANOTHER PERMISSIBLE SERVICE TO THERATED ENTITY ORITSRELATED THIRD PARTIES. DETAILS OF
THIS SERVICE FORRATINGS FOR WHICH THELEAD ANALYST IS BASED IN AN EU-REGISTERED ENTITY CAN BE FOUND ON THE
ENTITY SUMMARY PAGE FOR THIS ISSUER ON THE FITCH WEBSITE.

Copyright © 2020 by FitchRatings, 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 orin part is prohibited except by permission. Allrights
reserved. In issuing and maintaining its ratings and in making other reports (including forecast information), Fitch relies on factual
information it receives from issuers and underwriters and from other sources Fitch believes to be credible. Fitch conducts a reasonable
investigation of the factual information relied upon by itinaccordance with its ratings methodology, and obtains reasonable verification of
that information from independent sources, tothe extent such sources are available for agivensecurity or inagiven jurisdiction. The manrer
of Fitch’s factual investigation and the scope of the third-party erification it obtains will vary depending on the nature of the rated security
and its issuer, the requirements and practices inthe jurisdiction in which the rated security is offeredand sold and/or the issuer is located, the
availability and nature of relevant public information, access tothe management of theissuer and its advisers, the availability of pre-existing
third-party verifications such as audit reports, agreed-upon procedures letters, appraisals, actuarial reports, engineering reports, legal
opinions and other reports provided by third parties, the availability of independent and competent third-party verification sources with
respect to the particular security or in the particular jurisdiction of the issuer, and a variety of other factors. Users of Fitch's ratings and
reports should understand that neither an enhanced factual investigation nor any third-party verification can ensure that all of the
information Fitchrelies on in connection witharating or areport wil be accurate and complete. Ultimately, the issuer and its advisers are
responsible for the accuracy of the information they provide toFitch and to the market in offering documents and other reports. Inissuing its
ratings and its reports, Fitch must rely on the work of experts, including independent auditors with respect to financial statements and
attorneys with respect to legal and taxmatters. Further, ratings and forecasts of financial and other information are inherently forward-
looking and embody assumptions and predictions about future events that by their nature cannot be verifiedas facts. As aresult, despite any
verification of currentfacts, ratingsand forecasts can be affected by future events or conditions that were not anticipated at the time arating
or forecast was issued or affirmed.

The information in thisreport is provided“as is” without any representation or warranty of any kind, and Fitch does not represent or warrant
that the report or any of its contents will meet any of the requirements of a recipient of the report. A Fitch rating is an opinion as to the
creditworthiness of a security. This opinion and reports made by Fitch are based on established criteria and methodologies that Fitch is
continuously evaluating and updating. Therefore, ratings andreports are the collective work product of Fitch and no individual, or group of
individuals, is solely responsible for a ratingor areport. Theratingdoes not address the risk of loss due to risks otherthan credit risk, unless
such risk is specifically mentioned. Fitch is not engaged in the offer or sale of any security. All Fitch reports have shared authorship.
Individuals identified in a Fitch report were involved in, but are not solely responsible for, the opinions stated therein. The individuals are
named for contact purposes only. A report providing a Fitch rating is neither a prospectus nor a substitute for the information assembled,
verified and presented to investors by the issuer and its agents in connection with the sale of the securities. Ratings may be changed or
withdrawn at any time for any reason inthe solediscretion of Fitch. Fitch does not provideinvestment advice of any sort. Ratings are not a
recommendation to buy, sell, or hold any security. Ratings do not comment on the adequacy of market price, the suitability of any security for
a particular investor, or the tax-exempt nature or taxability of payments made in respect to any security. Fitch receives fees from issuers,
insurers, guarantors, other obligors, and underwriters for rating securities. Such fees generally vary from US$ 1,000 to US$7 50,000 (or the
applicable currency equivalent) perissue. In certain cases, Fitch will rate all ora number of issues issued by a particular issuer, or insured or
guaranteed by a particularinsurer or guarantor, for asingle annual fee. Suchfeesare expectedto vary from US$ 10,000 to US$ 1,500,000 (or
the applicable currency equivalent). The assignment, publication, or dissemination of arating by Fitch shall not constitute aconsent by Fitch
to use its name as an expert in connection with any registration statement filed under the United Statessecuritieslaws, the Financial Services
and Markets Act of 2000 of the United Kingdom, or the securities laws of any particular jurisdiction. Due to the relative ef ficiency of

electronic publishing and distribution, Fitch research may be available to electronic subscribers up to three days earlier than to print
subscribers.

For Australia, New Zealand, Taiwanand South Korea only: Fitch Australia Pty Ltd holds an Australian financial services license (AFS license
no. 337123) which authorizes it to provide credit ratings to wholesale clients only. Credit ratings information published by Fitch is not
intended to be used by persons who are retail clients within the meaning of the Corporations Act 2001.

Public Finance
Germany

Rating Report | 19 February 2020

fitchratings.com 4



