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Research Update:

New Zealand-Based Manchester Unity Credit
Union Ratings Affirmed On Criteria Revision;
Outlook Stable

Overview

e Following a review of Manchester Unity Credit Union (MJCU) under Standard
& Poor's revised bank criteria (published Nov. 9, 2011), we have affirned
our issuer credit ratings on MJCU at 'B+/ B . The outl ook is stable.

e Qur ratings on MJCU reflect the anchor stand-alone credit profile for a
financial institution operating only in New Zeal and, plus MIJCU s very
weak business position, very strong capital and earnings, weak risk
position, bel ow average funding and adequate liquidity.

e The stable outlook reflects our expectation that MJCU s asset-quality
experi ence and depositor support will remain sound anmid an expectation
that the credit union will seek to resolve its noderating business
position through an amal gamation with a larger credit union prior to any
need to reassess its business-risk position

Rating Action

As previously announced, on Dec. 13, 2011, Standard & Poor's Ratings Services
affirmed its issuer credit ratings on Manchester Unity Credit Union (MJCU) at
"B+/ B . The outlook is stable.

Rationale

Qur ratings on MJCU refl ect the anchor stand-alone credit profile (SACP) for a
financial institution operating only in New Zeal and, plus MJCU s "very weak"
busi ness position, "very strong" capital and earnings, "weak" risk position
"bel ow average" funding and "adequate"” liquidity.

Qur bank criteria use the BICRA economic risk and industry risk scores to
determ ne a bank's anchor SACP, the starting point in assigning an ICR The
anchor SACP for a bank operating only in New Zeal and is 'bbb+' . The BICRA
score factors in our evaluation of economc risk, where we view that: New

Zeal and is an open, flexible, and well-devel oped econony; risk of econonic

i mbal ances have eased follow ng sone del everaging in the private sector and an
orderly wind down of real estate prices in the recent years; and, high private
sector debt is mitigated by track record of |low credit |osses, conservative

| endi ng practices, and a creditor-supportive |egal framework. Qur assessment
of industry risk in the New Zeal and banki ng sector is underpi nned by
conservative regul ation and the sector's restrained risk appetite, which are
partly offset by limted funding support from custoner deposits and a nateri al
dependence on net external borrow ngs.
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The SACP for MJUCU is 'b+'

MUCU s busi ness position is assessed as "very weak", highlighting its very
concentrated residential nortgage |oan portfolio and small and

sl owl y-declining narket position (gross |oans have declined by 13.1% si nce
March 31, 2008, to about NZ$33.3 mllion against a financial system asset base
of about Nz$184 billion) as a retail-focused financial service provider in the
Hawkes Bay regi on of New Zeal and. Al though the credit union has been well
supported by its nenber base in the past, particularly its deposit

cust onmers--ai ded by governnent-w de system support from 2008 through
2010--MJCU s small size and Iimted operational efficiency (in an environnment
of rising conpliance costs) have brought into question the credit union's

| onger-term business viability and supports the prospect that it mght ook to
anal gamate with another credit union or financial institution. MJCU s business
nodel is based around churning the credit union's bal ance sheet without
materially increasing its size, which limts its ability to achieve operating
ef ficiencies that can support its ability to conpete with other, |arger, nore
cost-efficient and better-resourced financial institutions. Furthernore, our
assessment of MJCU s business position remains noderated by ongoi ng chal | enges
a small mutual Iike MJCU faces in securing a board conposition with a strong
board governance-oversi ght capability, and business pressures stenmng from
the current subdued operating environnent, which has seen a significant drop
in new | endi ng opportunities.

Qur "very strong" assessnment of capital and earnings is underpinned by our
forecast risk-adjusted capital (RAC) ratio for MJCU of 18.0% 18.5% in fisca
2012, offsetting to an extent MJCU s very small capital base and Iimted
financial flexibility. Qur forecasts factor in an expectation of a further
softening in gross | ending vol unes, supported by a very nbdest earnings

proj ection for 2012, which remain unencunbered by very low credit costs
relative to peers. The increasing RAC outl ook al so conpensates for the

t hree-year average earnings buffer of around m nus 15 bps in 2012--agai nst
normal i sed | oss expectations of about 25 bps--which indicates forecast
ear ni ngs woul d be unable to cover normalised |osses in 2012.

MIUCU s "weak" risk-position assessnent is based on our viewthat the credit
union's | endi ng concentration, narrow managenent and governance structure, and
rudi mentary risk-managenent practices are not sufficiently captured in our
"very strong" capital and earnings assessnment. In particular, MJCU s capita
base of Nz$3.7 million affords only mninal protection against a najor
negative event or operational risk problem Further, we believe Standard &
Poor's RAC cal cul ati on does not adequately capture MJCU s geographic
concentration, nor does it adequately capture the single-nane concentration
(relative to capital) within its investment portfolio. That said, MJCU s
credit-loss experience has been superior to that of both normalised |oss
expectations--actual credit |osses were negligible in 2011--and relative to
system and we expect losses to remain very lowin the mediumterm

MJUCU s funding is assessed as "bel ow average" and liquidity is assessed as
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"adequat e". Despite exhibiting strong funding netrics, with MJICU s

| oan-to-deposit ratio superior to system average at 72.3% conprising retai
deposits only, we believe MIJICU s funding profile is sensitive to future

di sruptions in confidence in the New Zeal and credit union sector, while
conpetitive pressures frommajor banks that are reliant on offshore whol esal e
funding al so pose a threat, should they conpete nore aggressively for donestic
retail deposits. In our view, MJCU has adequate liquidity to nmeet its deposit
obligations, underpinned by its bal ance-sheet |iquid-asset hol dings and cash
flows generated fromits lending activities. The ratio of net broad |iquid
assets to short-term custonmer deposits stood at a strong 33.1%in 2011, well
above the donestic average--albeit in part reflecting Iimted | ending
opportunities--which noderates MJCU s |imted access to additional sources of
liquidity.

Outlook
The outl ook reflects our expectation that MICU s asset-quality experience and
depositor support will remain sound am d an expectation that the credit union

will seek to resolve its noderating business position through an amal gamati on
with a larger credit union prior to any need to reassess its business-risk
posi tion.

The rating could cone under downward rating pressure froma nunber of fronts.
These i ncl ude:

» A reassessnment of its capital and earnings assessnment to "strong" if
forecast earnings are less than anticipated, pronpting a reduction in its
forecast RAC ratio to bel ow 15%

* A reassessnment of its risk position to "very weak" if key credit quality
i ndi cators deteriorated sharply, or an unexpected | oss that nmaterially
undermi ned our current view of the credit union's enterprise-w de
ri sk- managenent capability.

« A sharp weakening in MJCU s deposit reinvestnent or depositor support
experience, which led to a reassessnent of its funding and liquidity
posi tion.

We believe the nmost likely path to a rating upgrade for MJCU rests with an
amal gamation with a |arger, nore-diversified group

Rating Score Snapshot

I ssuer credit rating B+/ St abl e/ B

SACP b+

Anchor bbb+

Busi ness position Very weak (-5)

Capital and earnings Very strong (+2)

Ri sk position Weak (-2)

Funding and liquidity Bel ow aver age and adequate (-1)
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Conpl ete ratings information is available to subscribers of RatingsDirect on
the @ obal Credit Portal at www. gl obal creditportal.com All ratings affected
by this rating action can be found on Standard & Poor's public Wb site at

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

col um.

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

Act).
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