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Research Update:

New Zealand Local Government Funding Agency
Ratings Affirmed; Outlook Stable

Overview

e The ratings on New Zeal and Local Governnent Fundi ng Agency Ltd. (LGFA)
reflect our assessnent that there would be an extrenely high likelihood
of extraordinary support fromthe New Zeal and governnent in a distress
scenari o.

W are affirm ng our ' AA+/ A- 1+ |local currency long-termand short-term
rati ngs and ' AN A- 1+ foreign currency long-termand short-termratings
on LGFA

e The stable outlook reflects our view that LGFA's critical role and very
inmportant link to the New Zeal and Governnent will remain unchanged.

Rating Action

On Cct. 18, 2016, S&P dobal Ratings affirned its ' AA+/ A-1+ | ocal currency

| ong-term and short-termratings and ' AA/A-1+ foreign currency |long-term and
short-termratings on New Zeal and Local CGovernnent Fundi ng Agency Ltd. (LGFA).
The outl ook remai ns stable.

Rationale

The rating affirmation on LGFA reflects our view of the extrenely high
i kelihood that the New Zeal and governnment (the Crown) w |l provide
extraordi nary support to the LGFA in a stress scenari o.

The ratings are al so based on LGFA' s stand-al one credit profile (SACP) of

aa-', which reflects LGFAs sole focus on lending to New Zeal and | oca
governments, very strong narket position, exceptional credit quality, and

i ncreasi ng borrower base. Ofsetting these factors are LGFA's reliance on

whol esal e funding with some maturity concentration, and borrower concentration
inits |loan portfolio.

We have used our "Principles O Credit Ratings" in conjunction with "Rating
Fi nance Conpani es" as our criteria to determne the SACP of LGFA. There is a
sufficient degree of simlarity between LGFA's operations and criteria for
rati ng finance conpani es such as analyzing its nandate, asset quality,
asset-liability managenent, and profitability.

Qur view of an extrenely high likelihood of extraordinary support in a stress
scenario is based on our assessment of LGFA's:
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e Very inportant role in neeting key econoni c objectives of the Crowmn. LGFA
is the main capital funding source for the New Zeal and | ocal governnent
sector. LGFA al so deepens New Zeal and' s capital narkets, provides an
addi tional source of liquidity for donmestic banks, and delivers cost
savings for participating |ocal governnents. Therefore, a default by LGFA
woul d have a nmjor inmpact on the Crown and the econony.

* Integral link with the Crown. LGFA's enabling |l egislation allows the
Crown, along with its internal nechanisns, to lend noney to LGFA if it is
in the public interest to do so, or to neet a tenporary shortfall in a

timely manner. In addition, we consider that LGFA enjoys a special public
status in New Zeal and evidence by a conmitted liquidity facility the
Crown extends to LGFA

Over the past year, LGFA focused on inplenenting the key changes to its
operations and product offerings it undertook in 2015. During 2015, LGFA
brought its treasury nmanagenent systemin house and no | onger relies on the
gover nrent al New Zeal and Debt Managenent O fice (NZDMO) to execute its debt
i ssuance. This new systemis hosted by an external nongovernment provider

In addition, LGFA began bespoke lending to its nenbers and issuing short-term
bills. LGFA had | ent about NzZ$550 million with bespoke maturities, and NZ$160
mllion of short-termbills to |ocal councils. Wile these new products have
marginally increased LGFA's asset-liability msnatches and liquidity risk, we
consider LGFA is well place to manage these risks with its experienced team
liquid asset holdings, funding strategies, and its NZ$1 billion liquidity
facility from NzZDMO

LGFA was established in Decenber 2011, to provide debt funding to New Zeal and
| ocal councils by raising debt funding in the whol esale capital markets. Its
mai n obj ectives are to provide nore favorable pricing than what councils can
achieve individually, and to enable councils to access |onger-dated

borrowi ngs. Its single purpose of providing debt funding to New Zeal and | oca
councils is enshrined in LGFA' s sharehol der agreenent. The New Zeal and
government hol ds 20% of LGFA's share capital while the participating New

Zeal and | ocal councils hold the rest.

We view New Zeal and's institutional franmework, which governs the relationship
between the Crown and the local councils, to be extrenmely predictable and
supportive and one of the strongest in the world (see "New Zeal and Council s’
H gh Governance Standards Ensure Strong Financi al Managenent, Transparency,
And Long- Term Pl anni ng, " published Nov. 30, 2015, on RatingsDirect). New

Zeal and | ocal governnents' financial plans and annual reports are audited by
the Crown's audit office, while the financial sustainability of the sector is
closely nonitored by the Crown.

LGFA' s credit quality is exceptional, reflecting all |oans being neither past
due nor inpaired since LGFA' s inception. The aggregate credit quality of New
Zeal and | ocal governments is strong, underpinned by the institutional
framework. LGFA's borrower base has becone nore granul ar over the years, as
nore | ocal councils join. However, borrower concentration still exists within
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the two | argest borrowers, which conprise over half, and the | argest borrower
conprising roughly a third, of the |oans outstanding.

LGFA is entirely whol esal e-funded, and as such, is exposed to disruptions to
the capital markets. At present, LGFA has only issued donestically in New

Zeal and dollars, and is therefore not exposed to of fshore and foreign currency
risk. There is some maturity concentration in LGFA's funding profile, due to
exi sting issues being conducted in the sane maturities as New Zeal and
governnent bonds to tap liquidity. Refinancing risk is low, due to LGFA's
bonds being eligible for repurchase with the Reserve Bank of New Zeal and and
attracting a very |l ow haircut.

We expect LGFA's earnings to remain nodest, reflecting its objective of
reduci ng funding costs for New Zeal and | ocal councils, and the overl ap between
LGFA' s borrower base and shareholders. LGFA ains to mnimze its net interest
margin to a level that will cover its cost base while paying a return to

shar ehol ders.

LGFA' s capital levels are low and reflective of its earnings profile and
purpose. A large portion of its core capital base consists of uncalled capita
hel d by existing local council shareholders and may be paid up if requested by
the LGFA. In addition, notes are issued to each local council that borrows
from LGFA, which are subordinated debt instrunents that nay be convertible

i nto redeenabl e shares at LGFA s request.

Liquidity

Liquidity risk has generally been nanaged through broadly matching of
on-lending to New Zeal and | ocal councils with LGFA' s debt issuance. However,
wi t h bespoke | ending, the LGFA has introduced sone asset-liability m smatch
and potential liquidity risk. LGFAis well placed to manage these risks as it
has sufficient balance-sheet liquidity to nmeet anticipated drawdowns, as well
as debt and operational costs; and can access a committed liquidity facility
provided by the NZDMO

Outlook

The stable outlook reflects our viewthat LGFA's role and link renains broadly
stable and its SACP will not detoriate within the next two years. This wll
ensure that there will be at least a very high likelihood of extraordinary
governnent support in a stress scenario.

Downside scenario

Downward rmomentumis unlikely in the next two years, and could arise froma
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weakening in either LGFA's SACP or its role or link to the Crown.
Specifically, LGFA's SACP coul d weaken and lead to a lowering of its rating if
its credit risk rises. Such a scenario could occur if a major borrower were to
be downgraded. Further, the rating could come under pressure if our assessment
of LGFA's link with the Crown substantially weakens. This could occur if the
Crown withdraws its commtted liquidity facility to the LGFA. Negative ratings
action on the sovereign would also result in the action being mirrored on the
ratings and outl ook on LGFA

Upside scenario

As the ratings on LGFA are equalized with those on the soverei gn, we consider
a higher rating to be unlikely within the next two years as the sovereign
rating is stable.

Related Criteria And Research

Related Criteria

e« Criteria - Financial Institutions - Finance Conpani es: Rating Fi nance
Conpani es - March 18, 2004

» CGeneral Criteria: Rating Government-Related Entities: Methodol ogy And
Assunptions - March 25, 2015

» CGeneral Criteria: Principles O Credit Ratings - February 16, 2011

Ratings List
Rati ngs Affirned

New Zeal and Local CGovernnent Fundi ng Agency Ltd.
| ssuer Credit Rating

Forei gn Currency AA/ St abl e/ A- 1+
Local Currency AA+/ St abl e/ A- 1+
Seni or Unsecured AA+
Short - Ter m Debt A- 1+

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further
information. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at www. spcapitaliq.com All
ratings affected by this rating action can be found on the S& d obal Ratings'
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public website at ww. st andar dandpoors.com Use the Ratings search box | ocated
in the left colum.

Standard & Poor's (Australia) Pty. Ltd. holds Australian financial services
I'i cence nunber 337565 under the Corporations Act 2001. Standard & Poor's
credit ratings and related research are not intended for and nust not be
distributed to any person in Australia other than a whol esale client (as
defined in Chapter 7 of the Corporations Act).
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