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Research Update:

New Zealand Local Government Funding Agency
Ltd. Ratings Affirmed After Criteria Revision; Off
UCO; Outlook Stable

Overview

« W have conpl eted our review of the ratings on the New Zeal and Loca
Gover nnment Fundi ng Agency Ltd. (LGFA), a public-sector funding agency
that lends to the New Zeal and | ocal governnent sector, follow ng the
rel ease of our "Public-Sector Funding Agencies: Methodol ogy And
Assunptions" criteria.

« W placed the ratings on all public-sector funding agenci es under
criteria observation (UCO on My 22, 2018, in conjunction with the
criteria rel ease.

o After the review, we are affirmng our 'AA+/ A-1+ |ocal -currency and
"AA/ A- 1+ foreign-currency issuer credit ratings on LGFA and renoving the
ratings from UCO

» The outlook on the long-termratings is stable.

Rating Action

On July 13, 2018, S&P d obal Ratings affirnmed its ' AA+/ A- 1+ |ong- and
short-termlocal -currency and ' AN A-1+ |ong- and short-term foreign-currency
i ssuer credit ratings on the New Zeal and Local Government Fundi ng Agency Ltd.
(LGFA), a New Zeal and public-sector funding agency. S& d obal Ratings al so
renoved the ratings fromunder criteria observation (UCO, where they had been
pl aced on May 22, 2018. The outlook on the long-termratings is stable.

Outlook

The stable outlook reflects our viewthat LGFA's strengths, which include its
domi nant market position as a source of funding for high-quality New Zeal and
| ocal and regional governnments, will continue to outweigh its relatively
nodest, al beit gradually inproving, capital adequacy.

Downside scenario

We could I ower our ratings on LGFA if its stand-alone credit profile were to
weaken. This could occur, for instance, if we observed a deterioration in
LGFA s ri sk managenent, such as the devel opment of |large asset-liability
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m smat ches without mitigating factors. It could also occur if LGFA s doni nant
mar ket position wanes, if access to funding narkets or liquidity fal

mar kedly, or if we observe a significant decline in the underlying

credi tworthi ness of borrowers.

Negative ratings action on the New Zeal and sovereign would result in that
action being mirrored in our ratings on LGFA. In addition, a weakening of
LGFA' s public policy role or links to the New Zeal and soverei gn coul d cause us
to | ower our assessment of the |ikelihood of extraordinary support fromthe
sovereign, which would result in downward pressure on the ratings.

Upside scenario

Qur ratings on LGFA are equal to those on the New Zeal and sovereign. W could
raise our ratings on LGFAif we were to raise our ratings on the New Zeal and
sovereign, and if our view of expected extraordi nary support fromthe
sovereign in a distress scenario renai ned unchanged, all el se being equal

Rationale

Qur ratings on LGFA reflect its stand-alone credit profile (SACP) of 'aa-',
and our view that there would be an extrenely high Iikelihood of extraordi nary
financi al support for LGFA fromthe New Zeal and governnent (the Crown) in a

di stress scenari o.

The ratings on LGFA are underpi nned by New Zeal and's excellent institutiona
settings and weal t hy econony, as well as LGFA' s dom nant market position and
robust managenent and governance. W consider LGFA's borrowers to be highly
credi tworthy because the borrowers that we rate have an average | ong-term

i ssuer credit rating of approximately 'AA-'. In addition, LGFA has access to a
di verse set of donestic and overseas investors and a NZ$1 billion standby
facility with the New Zeal and Debt Management O fice (NZDMO, the debt
managenent arm of the Crown). Partially offsetting these strengths, in our
view, is LGFA's highly concentrated | ending portfolio, which |eads to a weaker
capi tal adequacy assessment than many international peers.

LGFA was established in Decenber 2011, followi ng the enactnment of the Loca
CGovernment Borrow ng Act 2011, to provide debt funding to New Zeal and | oca
and regional governnents (i.e., councils). Its main objective is to raise debt
on behalf of councils on terns nore favorable than if they had raised that
debt directly. LGFA is 20% owned by the Crown and 80% owned by 30 counci
sharehol ders. As of June 30, 2018, LGFA counted 56 of New Zeal and's 78
councils as nenbers. Together, these councils account for nost of the | ocal
gover nment debt within New Zeal and.
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Enterprise Risk Profile: Ratings underpinned by very strong management, dominant market position,
and New Zealand's excellent institutional settings
* LGFA has a strong public policy mandate, high market share, and grow ng

base of highly rated council borrowers.

e LGFA s borrowers benefit from New Zeal and' s excellent institutiona
settings and weal thy econony, although financial systemrisk and counci
debt levels are noderately high relative to peers

 Ri sk managenent is robust, and bol stered by an experienced managenent and
governance team

The credit quality of councils in New Zeal and is high. S& G obal Ratings
currently assigns ratings to 23 councils in New Zeal and, including nost of
LGFA' s | argest borrowers, all of which have long-termissuer credit ratings
between ' AA' and ' A+ and an average rating of approximately 'AA-'. The | oca
government sector is supported by New Zeal and's excellent institutiona
settings and wealthy and resilient econony, with GDP per capita of about
US$42, 000 in 2018. The country's econonic growh has been solid during the
past few years at nore than 3% per annum resulting in rising wealth |evels.
We expect growth to continue over the next few years. W view the domestic
financial system as being noderately high risk, in part due to strong house
price growmh, particularly in the nation's largest city, Auckland. W also
note that |everage in the local government sector is relatively high conpared
to other jurisdictions, standing at about 140% of operating revenues.

LGFA has a solid record of acconplishment since 2011 in fulfilling its public
policy mandate, despite being younger than nost of its peers. It has a

dom nant market position in New Zeal and, accounting for about 84% of al
council borrowing on a rolling one-year average. Its customer base continues
to grow, with three new council nenbers joining LGFA in the 2017-18 fi nanci al
year, and with several prospective new nenbers in the pipeline. New Zeal and's
| argest council, Auckland Council, accounts for roughly 37% of the nationa
econony and hal f of the local governnent sector's gross debt. LGFA limts its
| endi ng to Auckl and Council to reduce concentration risks, which neans that
LGFA' s share of aggregate | ocal government debt is also linted to about
two-thirds. Dunedin Gty Council is the only council of substantial size that
does not borrow through LGFA

LGFA is able to Ilend on ternms that are nore attractive than if councils opted
to borrow in their own nanme or through the banking system as evidenced by

mar ket spreads between LGFA bonds and New Zeal and dol | ar bonds issued by

Auckl and Council, Dunedin Gty Council, and the major banks. LGFA has al so

hel ped councils to | engthen the average tenor of their borrow ngs. W expect
growh in LGFA s lending book to flatten over the next few years as it has now
amassed the majority of council borrowers in New Zeal and, and as high-growth
councils turn to potential Crown sources of infrastructure finance, like the
NZ$1 billion Housing Infrastructure Fund. LGFA has recorded grow ng net

i nterest incone and positive profit levels in every year except its first
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(partial) year of operation. W expect LGFA' s earnings to remain nodest,
reflecting its central objective of reducing funding costs for councils.

We consider LGFA' s managenent and governance to be a key strength, and one
that reduces potential risks. LGFA is governed by a six-nenber board, of which
five menbers (including the chairperson) are independent directors. The board
is responsible for the strategic direction and control of LGFA's activities.
LGFA al so has a sharehol ders council, made up of 5-10 appoi ntees, that
recomends appoi ntnents to the board and coordi nates sharehol ders on
governance deci sions. LGFA's managenent teamis highly qualified. Its senior
executives bring nany years of experience from previous roles in counci
treasury operations, debt managenent, and private financial markets.

Li ke many of its international peers, LGFA is not subject to banking
regul ati on. However, its bonds are quoted on the NzZX Debt Market and LGFA is
t herefore subject to continuous disclosure obligations. In addition
securities issued to retail investors are regul ated under the Financi al

Mar ket s Conduct Act 2013. LGFA produces annual financial statenents that are
audi ted by external auditors appointed by the Auditor-General of New Zeal and.

Financial Risk Profile: Risks from borrower concentration are partly offset by sound access to capital
markets and strong liquidity
« LGFA's two | argest borrowers account for around 47% of its |ending book

resulting in concentration risk, though we expect this to gradually

decl i ne.

* LGFA benefits froma joint and several guarantee from 45 counci
guarantors, and its lending is secured over property rates revenue.

e LGFA funds itself only in donestic capital markets. Liquidity is
buttressed by a Nz$1 billion standby facility fromthe Crown.

LGFA's lending portfolio is concentrated conpared with nost of its peers, and
this constrains its capital adequacy assessnent. W estimate LGFA' s

ri sk-adjusted capital (RAC) ratio to be 19.2% before diversification and 1. 8%
after adjustnents for single-name concentration, as of June 30, 2018. LGFA's
two | argest borrowers, Auckland Council and Christchurch Gty Council
represent 47%of its | oan book, while its 20 | argest borrowers account for
around 85% LGFA's capital structure includes NZ$25 mllion of paid-in

shar ehol der capital, about NzZ$40 mllion in retained earnings, and about
NZ$135 million in borrower notes (which we view as equity-1like) inclusive of
accrued interest. LGFA also has Nz$20 million of uncalled sharehol der capital
whi ch we exclude fromour cal cul ations but note could be called to support
LGFA' s financial position in a stress scenario. W expect LGFA's
capitalization to slowy inprove as retained earnings grow and borrower
concentration gradually declines, particularly as Auckl and Council accesses
alternative sources of funding.

We consider LGFA' s financial risk managenent to be excellent, which helps to
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mtigate its I ending concentration risk. LGFA's investnents are restricted to
approved financial instrunents, such as term deposits and highly rated bonds,
as specified in a board-approved treasury policy. LGFA fully hedges any
foreign currency exposures back to New Zeal and dollars. Credit risk on
derivative contracts is mninized by the use of NZDMO as the counterparty to
all such contracts. Simlar to many of its international peers, LGFA's credit
quality is exceptional, reflecting the fact that it has not experienced any
arrears on paynents or |loan inpairnents since inception. Council borrowers
nmust conply with various financial covenants relating to their net debt,

i nterest expenses, and liquidity. To minimze concentration risk, LGFA
requires that no nore than Nz$100 million or 33% of a council's borrow ngs
mature in any 12-nmonth period, and Auckland Council is limted to a nmaxi mum of
40% of LGFA's total |ending book.

Supporting its financial profile is the fact that all of LGFA s borrowers nust
provi de debenture security by way of a charge over council property rates and
rates revenues. W view this security as being extrenely strong because rates
revenue is the |argest and nost stable source of inconme for New Zeal and
councils, and because rate coll ection ranks ahead of all other claimants,

i ncl udi ng nortgages and New Zeal and's I nland Revenue Departnent. LGFA can only
provi de debt funding to New Zeal and councils, and not any council-controlled
organi zation, joint venture, or partially owned entity.

In addition, our assessment of LGFA is strengthened by the joint and severa
guarantee of LGFA's obligations. Qther than the New Zeal and governnment, each
of LGFA' s sharehol ders must be a guarantor, and, if the principal amount of a
council's borrow ng exceeds NZ$20 million, that council mnust al so becone party
to a deed of guarantee. As of June 30, 2018, LGFA had 45 council guarantors.

We believe that LGFA has sound access to donestic capital markets. Unlike sone
of its peers, LGFA does not diversify its funding sources by accessing foreign
capital markets. LGFA's bonds are issued donestically in New Zeal and dollars
and, since 2015, have been listed on the NzX Debt Market, all ow ng

participation by retail investors. Bonds are spread across eight maturities,
| argely matching those of benchnmark New Zeal and governnent bonds. They have
nostly been in tranches of NZ$1 billion or greater in order to pronote

liquidity and cater to investor denand. Tenders are spread throughout the year
to ensure consistency of supply. Denand for LGFA's bonds is supported by their
repo-eligibility with the Reserve Bank of New Zealand with a | ow haircut.
According to LGFA's surveys, about 40% of its debt is held by offshore

i nvestors. Since 2015, LGFA has al so issued short-dated bills via tender and
private placenent.

We consider LGFA's liquidity to be strong, reflecting its portfolio of liquid
financial assets and access to a NZ$1 billion standby facility with the NZDMO.
W believe that LGFA would generally be able to neet its short-term
obligations even in an extrene stress scenario in which all maturing counci

| oans must be rolled over while LGFA's own access to market funding is cut
off. We also believe that, in practice, New Zeal and councils would be able to
reduce their borrowi ng requirements in such an environnent. Al rated New
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Zeal and councils post strong operating surpluses and use debt only to fund
capital expenditure, which is likely to be postponed in such a scenario.

Extremely strong likelihood of support from the New Zealand government in a stress scenario
We view the likelihood that the New Zeal and governnent woul d provide tinely
and sufficient extraordinary support to LGFA in the event of financial

di stress to be extrenely high. This assessnment is based on our view of LGFA's:

Very inportant role in neeting the New Zeal and governnent's objectives.
LGFA is the primary source of capital funding for the New Zeal and | ocal
governnent sector. LGFA hel ps to deepen New Zeal and's capital markets,
and offers cost savings and access to | onger-term borrow ngs to
participating councils. Therefore, a default by LGFA would likely lead to
substantial delays or cancel ations of |ocal investnent projects, thereby
havi ng a maj or inpact on New Zeal and' s econony.

Integral link with the New Zeal and government. LGFA's enabling
legislation allows the Crown to lend it noney if it is in the public
interest to do so, or to neet a tenporary shortfall in a tinmely manner.

In addition, we believe LGFA enjoys a special public status in New
Zeal and, as evidenced by its NZ$1 billion committed liquidity facility
with the NzZDMO.

Key Statistics

Table 1

Selected Indicators

--Year ended June 30--

(mil. NZS) 2018E 2017A 2016A 2015A 2014A

Business position

Total adjusted assets N.A. 8,491 7,257 5,412 3,918
Customer loans (gross) 7,974 7,784 6,451 5,032 3,742
Growth in loans (%) 2 21 28 34 49
Net interest revenues N.A. 18 16 14 10
Noninterest expenses N.A. 6 6 5 3

Capital and risk position

Total liabilities NA. 8280 7,105 5290 3,827
Total adjusted capital 200 186 153 121 91
Assets/ capital N.A. 46 48 45 43
RAC ratio before diversification (%) 19.2 19.0 N.A. N.A. N.A.
RAC ratio after diversification (%) 1.8 1.5 NA. N.A. N.A.
Gross nonperforming assets/gross loans 0 0 0 0 0
Funding and liquidity

Liquidity ratio with loan disbursement (one year) 0.89 NA. NA. N.A. N.A.

Liquidity ratio without loan disbursement (one year) 1.61 N.A. N.A. N.A. N.A.
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Table 1

Selected Indicators (cont.)

--Year ended June 30--

(mil. NZS)
Funding ratio (one year) 1.65 N.A. N.A. N.A. NA.

2018E 2017A 2016A 2015A 2014A

N.A.--Not available. E--Estimate. A--Actual.
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Ratings List

Ratings Affirmed

New Zeal and Local Governnent Fundi ng Agency Ltd.

I ssuer Credit Rating

Forei gn Currency AA/ St abl e/ A- 1+

Local Currency AA+/ St abl e/ A- 1+
Anal ytical Factors

Local Currency aa-

New Zeal and Local Governnment Fundi ng Agency Ltd.

Seni or Unsecur ed 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

t

o themin our criteria, and should therefore be read in conjunction with such

criteria. Please see Ratings Criteria at ww. standardandpoors. com for further

nformati on. Conplete ratings information is available to subscribers of

Rati ngsDirect at ww. capitaliqg.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft

col umm.

S&P d obal Ratings Australia Pty Ltd holds Australian financial services

| i cense nunber 337565 under the Corporations Act 2001. S&P d obal Ratings'
credit ratings and rel ated 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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