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The Month in Review
Economic and Market Trends

After a year of speculation, the US Federal Reserve (Fed)
finally raised its key policy rate by 25bps to 0.50%-0.75%. The
market had fully priced in a 25bps hike — and so the policy
move in itself was nct a surprise te investors. The surprise,
however, came from the Fad's revised macroeconomic
forecasts. The Fed is now expectng to hike its policy rate
three times in 2017, as opposad tc the two limes it was
forecasting praviously. The prospect of even higher interest
rates in 2017 caused some valatility in the remainder of the
trading sessior. The Fed also upgraded its GDP growth
forecast for 2017 W 2.1% from 2.0%. Despile the lack of policy
detals from the President-elect, Il seams somea Fed officials
ara now incorporating stronger fiscal spending in their GDP
growth forecasts. Economic data released in the US in
December continued the robust trend seen in 2016 Non-farm
payrolls increased by 156,000 in November, the
manufacturing diffusion index increased to its highest level in
almost 2 years, while core inflation remained above 2.0%.

The European Central Berk (ECB) also met in December to
deliberate on monetary poicy. While the ECB did not change
its policy rate, it announced an extension of its quantitative
easing (E) programme until the end of 2017. However, given
that t now plars to reduca its monthly purchases of bonds
frorn €80 billion to €60 billion, most analysts interpreted the
anpouncement as a lapering ol lhe ECB's QE programine.
The ECB also broadened the criteria of which bonds it could
buy in its QE programme, allaying fears that t could
eventually un-out’ of bonds to buy. While monetary policy in
Furope remains expansionary, the ieduction of the ECB's QF
suggests it has become less Inclinad to provide ever-
increesing manetary stmulus to the European economy. This
new attitude toward monetary stimulus has become more
prominent amang ather major ceniral banks

In comestic news, the Australian cconomy shrank by 0.5%
(1.6% viy) in the Septamber quarier. This was the weakest
perfomance fon lhe economy since 2011 when exlensive
tloocing temporanly affected production. Unlike that occasion,
however, there was no single reason why activity was so
weak in Q3. In our view, Australia's trend rate of growth nas
heen lacklustre nvar tha last couple of vears Around this tepid
trend pace of growtn, hawever, temporary factors can result in
a particularly week result. For this reason, we do not think the
weak growth data signal that the Australian ecanomy is
suddenly sliding towards recessicn.

The Fed's upwardly revised policy rate forecasts forced
market participants to recalibrate the r expeclations for interest
rates in 2017 Tha 10-year Australan yield increasad 4hns tn
2.77%. Equily markets were strong in December, in Iine with
market expectations of stronger global growth in 2017 The
ASX20C rallied 4.1%. Currency markets were once more
dominated hy US$ strength in Decembar The A Tell 7 4%

Financial/Economic Data
December 2016
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The State of NSW
Is NSW still at risk of losing its AAA rating?

Iha NSW | reasurer’'s 2016/1/ mid-year Budget update raleased last month was rock sold. | he NSW government is
now forecasting a $4 billion surplus this fnancial year. Budgel surpluses are also projecled over the next four years,
while net debt is expected to be just 1.3% of GEP by Juns 2017. Need ess to say, the NSW’s strong fiscal management
has secured its AAA credit rating. So is NSV still at risk at losing its AAA rating? The answer, unfortunately, is ves.
Bocause NSW government revenues rely on transfars from the Commonwealth Government, the fiscal health cf both
are important in the determining NSW's crecit rating. This dependency is where the downgrade risk les.

Sh NSW Expected Budget Result
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Tha Gommonwealth Governmeant also released its 2016/17 mid-year Budget update (MYFFQ] in December Rut
while the deteniorating fiscal budget outlock did not trigger a soversign rating downgrade, the detalls in the MYEFRO
suggest thal a downgrade is still likely. The Budget deficit for 2016/17 is now expected to be slightly lower ($36.5
billion) thanks to unexpectedly (anc unsustainably) higher bulk commodity prices. However, the MYEFO revealed
510 billion worth of deficit slippege in the outer years to 2021. Even though the Commcnwealth is still forecasting a
budgst surplus by 2021, the slowdown in nominal GDF growth, the subdued wagas growth, and the political
gridlock will make achieving such target unlikely. But for the rating agencies, achieving & budget surplus by 2021 is
crilical fur relaning their AAA slalus [or Auslbralia.

" St Commonwealth Expected Budget Result Markat Movements and Economic Data
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A downgrade of the Commonwealth would resu't in a downgrade for NSV/ (and the four major Australian banks). Scma
fear that a lower credit reting would translate to less access to funding, and &t higher costs. In this case, howeover, we
believe it is the reason for the downgrade, rather than the downarade itself, that would matter most for NSW's funding.
NSW has the strongest economy and the strongest budgeat position of any Stale. Therefore, in the evert of A
downgrade, the NSW government weuld likely continue to have easy access to funding at relatively low costs.

The nfarmation sehianed ir I Repoert 3 subfct (o change wimadt nofice. TGO does not jLaraniee 10 sccuracy, | reliabiity ar ot ar the and Wil nol Le
liahla far any arrors omizsians or actions faken in miance on the informaton n this Bepart Ve should aus'd placing any undus relisnce on the ferwasd loeking irfarmation Any fnvard
leaking fferratize is precietive in polie and may b affected by haceusate assumplons o« by inewn or unknown rizka o snzarteinbes, The exzesied wesults ray differ frem the results
wltimately 2cnieved. Fasf periomancs iz nof a quaranies or indizstion of ikire rezuliz. Thiz Report iz for tne r2cipienf only and should wef de circwla'ed without TCorp's conzznt.
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