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The Month in Review
Economic and Market Trends

In the JS the key news was the strang rebcund in employment in
June atter the disappointing outcome in May. Employment increased
oy 284,000 In Jung, which was mucn stronger than the 180,000 new
Jobe expectad. Combinad with further strong growsh in retail spending
and a recovery in industrial production this suggests that the US
aconomy is entaring the second half of 2016 with considarable
momentum: That said, the first estimate of Q2 GDP growth (1.2%
annualised) foll short of market expectations (2.5% annualised).

Prior to the GDP data, the stronger stream of data also resulted in a
slightly mors upbeat assessmert of the US economy at the Federal
Reserve’s (Fed) policy meeting in July. The Fed's post-meeting
statement highlghted that the labour market had strergthened, and
that the near-term risks o economic growth had diminished. While it
did not hike: rates at the meeting, the Fed's more positive tone outs it
oack on frack for a potential tightening in 2016

Most of the recent Cninese economic data has undarwhelmed, but
activity pcked up in the month of June with both industrial production
and retal spending exceeding markat expectations. Overall SUP
growth came in at6./% y'y in L2, in ine with the growth in Q1.
Hrivate business Investment 1S the cne sector that remains soft.

The Bank of Japan (BoJ) al=c aftracted a lot of markat attention in
July. There was ntense spoculation among market participants that
the BoJ, along with the government, would embeark on an aggressive
and ccerdinated policy stimulus program to support growtn and
nflation. Eut whie the BoJ doubled its monthly purchases of soms
=squity products, it did not boost its bond purchasas cr cut interest
-ates as most market parficipants had hoped.

In Australia the key data relzase was the CFI for the June quarter
Consumer prices rose by 0.4% in (2 and by just 1% over the past
yaar. Underlying inflation — which removes some of tha volalilz price
rnanges — alsn remained very low, at just 1 5% y/y. The weakness in
nfiation contnues ta be broad hased The intensification of
competition in tha ratail sector (espacially in food retailing) nas
sowed retail price growth. Rental price growth has also been
subdued, reflecting the increase in housing supply. Meanwnile, the
ongang deceleration in wages growth has weighed on consumer
orices more broadly.

Employment growth has also been lacklustre so farin 201€. The
unemployment rate ficked up to 5.8% in June. Business suveys,
nowever, suggest that hiring intentions remained resilient up untl
June, and business confidence remains at reasonab'e levels. The
Reserve Bank of Australia (RBA) kept policy unchanged in July, as
axpected. That said, most analysts anticioated that the RBA would
cur rates in August following the weak Q2 irflation result.

|l was a posilive month for inancial markels as both equity end bond
orices rallisd in July. The S&PS00 was up 3.6%, buoyed by beller-
than-expacted company earmings results. The ASX200 rallied by a
mare imprassiva 6 3% supponted hy higher commodity prices {iron
ore up 6 72%) and the prospect of & rate cut by the RBA Glnbal hond
yields fel . The Australian 10-year fell 11bps 10 1.87%, while the US
10-year fell Zbps to 7.45%. Alsain the month, the A% increased by
1.9% to 76 US cents, which would have increased the likelinood that
the REA would cut the cash rale at their August Board meeting
(which it dici).
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The State of NSW
What would a credit downgrade for Australia mean for NSW?

Earlier in July, credit rating agency Standard and Poor's (S&P) announced that it had placed Australia’s AAA crecit rating on negative
outlook. S&P stated that ther is a 1.in-3 chance that it could lower the rating within the next 12 manths if it bel eved that Australia s
“pariiament is unlikely to legislate savings or revenue measuses sufficient for the general government sectar budget deficit to narmow
materially”. The decision resulted in the other Austral an AAA-rated entities being placed on negative outlook. The four majcr barks
were also placed on negative ouflook, as they receive a ratings uplift from the implicit Commonwsalth government support.
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The retention of Australia’s AAA credit rating nas become less certain, but we believe that there is still a significant buffer before
Australia’s melrics cross the threshold at which a dewngrade would be triggered. In other words, it would require a severe recession
or severa mora years of fiscal neglect, for Australia to lose its AAA rating. We baieve that now Australia has bean placed on
‘nagative autlook’, it provides the Government with an opportunity to take action to protect the AAA rating.
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Howewar, if Australia were 1o 10se ils AAA rating, the key question for NSW is what would happen to its atility to raise funding if
it also losas ils AAA rating. A simple interpretation is that & lower credit rating would likely result in higner cost of, and access o
funding In this case, however, we believe it is the reason “or the downgrade, rather than the downgrada itself, that would matter
most for NSW. NSV has the strongest ecanomy and the strongest budget postion of any State. The NSW economy continues
tn grow ahave trend even at a tima when the rest of Austral a is experiencing a challenging aconomic environment. On the fiscal
sida net debt as a parcant of GSP is virtually zern while the hudget surplus over the next four years is expected to average 32
bilion. Fut simply, 1 NSV/ were to receive an automatic ratings downgrada tollowing the downgrade of the Commaonwezlth, for
invastars, the perceived risk of lending the NSW Government weuld ultmately be unchanged. Trerefore, the NSW government
would likely continue to have easy access o funcing, both domestically and internationally, at a relatively low cost of dorrowing.
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