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Water is typically regarded as a ‘defensive’ sector for investors — after all, none of us can
survive without water for very long, but the recent travails of Kemble — the ultimate owner
of by far the largest UK water utility Thames Water — have shown that the sector is not
without its risks. In early April, Kemble defaulted on its £400m bonds and also said that
would not be able to repay a £190m loan that was due to be repaid on 30 April.

For Thames Water investors this is a stressful time as the company’s parent Kemble
defaulted on its debt. Ratings agencies have also taken a dim view of the situation — for
example, on 3 April 2024 Moody’s downgraded Kemble’s backed senior secured debt rating
from B3 to Ca, reflecting the “heightened risk of a near-term payment default as well as
potentially high loss for creditors as a consequence.” In the media, there has been
speculation of taxpayer funded bailouts for Thames Water and haircuts for its bondholders.
In the meantime, Kemble and Kemble Water Finance (‘KWF’) have asked lenders to take no
creditor action to allow discussions with stakeholders to continue and potentially enable a
restructuring deal of some kind.

What is the outlook for bondholders?

For clarity, we don’t own Thames or Kemble/KWF in any of our fixed income or credit
portfolios. The outlook for their debtholders is bleak. Thames Water has very high operating
leverage, which amounts to around 90% of the utility’s regulatory capital value or RCV.
Without a significant restructuring of the balance sheet, the scope to issue any additional
debt is extremely limited. Moreover, the deeply subordinated nature of Kemble's creditors'
claims against operating cash flow reduces the recovery prospects for lenders.

How to approach the water sector

The water sector in the UK has become a political football: consumers are extremely fed up
with rising bills and the seemingly unending pollution of rivers and the sea by water
companies through daily discharges of raw and untreated sewage, and there is a perception
that the interests of the institutional owners of water companies (i.e. large and reliable
dividend payments) are simply not aligned with those of the general public — who want
clean, safe and reliable water supplies, and unpolluted rivers and seas while paying
reasonable bills. Whatever your take on the current situation at Thames Water, it is clear
that the current financing model is not sustainable — equity holders at least are likely to get
wiped out in any restructuring at Thames Water and the prognosis for bondholders is poor
too — Kemble has also cancelled its £150m revolving credit facility, which was sized to cover
roughly 18 months of interest payments.
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In the Sanlam International Inflation-Linked Bond Fund and the Sanlam Credit Fund, we have a position
in Dwr Cmyru — Welsh Water. In our view, this is one of the lowest risk plays in the water sector in the
UK:

e  Firstly, gearing is low at just below 60%

e  Secondly the ultimate parent is a not-for-dividend entity which not only insulates it from the kind of
criticism that Thames Water has faced (i.e., shareholders’ interests being prioritised over those of
customers and the environment) but its structure also means it can focus on managing the utility’s
finances sensibly, and;

e  Thirdly the Welsh government has taken a relatively cautious approach to water sector reform,
unlike the more laissez-faire approach adopted in England. Crucially, Dwr Cymru also has plenty of
cash at its disposal — as of 30 September 2023, it had total liquidity of £508m including cash
balances of £308m and undrawn revolving credit facilities for £200m.

There are no easy solutions for Thames Water, and it is inevitable that water bills in general will have to
rise if the current water system in the UK is to improve. However, Welsh Water shows that credit
selection is key in choosing well-run utilities providing decent investment returns.

Stocks mentioned are for illustrative purposes only and not a recommendation to buy or sell.
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Important Information

This document is marketing material. Issued and approved by Sanlam
Investments. Sanlam Investments is the trading name for our two Financial
Conduct Authority (FCA) regulated entities: Sanlam Investments UK
Limited (FRN 459237), having its registered office at 27 Clements Lane,
London, ECAN 7AE

This document is provided to give an indication of the investment and does
not constitute an offer/invitation to sell or buy any securities in any fund
managed by us nor a solicitation to purchase securities in any company or
investment product. It does not form part of any contract for the sale or
purchase of any investment. The information contained in this document
is for guidance only and does not constitute financial advice as
contemplated in terms of the South African Financial Advisory and
Intermediary Services Act.

Please note that all Sanlam Funds carry some degree of risks which may
have an adverse effect on the future value of your investment. Any offering
is made only pursuant to the relevant offering document, together with
the current financial statements of the relevant fund, and the relevant
subscription/application forms, all of which must be read in their entirety
together with the Fund prospectus, the Fund supplement, the MDD and
the KIID. All these documents explain different types of specific risks
associated with the investment portfolio of each of our products and are
available free of charge from the Manager or at www.sanlam.ie. No offer
to purchase securities will be made or accepted prior to receipt by the
offeree of these documents, and the completion of all appropriate
documentation. Use or rely on this information at your own risk.
Independent professional financial advice should always be sought before
making an investment decision as not all investments are suitable for all
investors.

This document contains information intended only for the person to whom
it is addressed or presented (Investment Professionals, defined as Eligible
Counterparties or Professional Clients), and is intended for evaluation
purposes, with no licence to use the content or materials within. It must
not be distributed to general public, or relied upon by Retail Investors.

The opinions are those of the author at the time of publication and are
subject to change, without notice, at any time due to changes in market or
economic conditions. Whilst care has been taken in compiling the content
of this document, neither Sanlam nor any other person makes any
guarantee, representation or warranty, express or implied as to its
accuracy, completeness or fairness of the information and opinions
contained in this document, which has been prepared in good faith, and to
the fullest extent permissible under UK law. Some parts/sections of this
document may been compiled from external sources. Whilst these sources
are believed to be reliable, the information has not been independently
verified and is subject to material amendment, revision and updating,
therefore no representation is made as to its accuracy or completeness. No
reliance may be placed for any purpose whatsoever on the information,
representations or opinions contained in this document nor shall it or any
part of it form the basis of or act as an inducement to enter into any
contract for any securities, and to the fullest extent permissible under UK

law no liability is accepted or any such information, representations or
opinions. The comments should not be construed as a recommendation of
individual holdings or market sectors, but as an illustration of broader
themes.

Statements in this document that reflect projections or expectations of
future financial or economic performance of a strategy, or of markets in
general, and statements of any Sanlam strategies’ plans and objectives for
future operations are forward-looking statements. Actual results or events
may differ materially from those projected, estimated, assumed or
anticipated in any such forward-looking statement. Important factors that
could result in such differences, in addition to the other factors noted with
forward-looking statements, include general economic conditions such as
inflation, recession and interest rates, political or business conditions or in
the tax or regulatory framework in the UK or other relevant jurisdictions,
any of which could cause actual results to vary materially from the future
results implied in such forward-looking statements. No assurance can be
given as to the future results that will be achieved.

Sanlam makes no representation as to whether any illustration/example
mentioned in this document is now or was ever held in any Sanlam Fund
or Model Portfolio. Examples / lllustrations shown are only for the limited
purpose of analysing general market, economic conditions or highlighting
specific elements of the research process.

All of the information herein should be treated as confidential material
with no less care than that afforded to the addressee's own confidential
material of the most sensitive nature. Neither Sanlam nor any other person
accepts responsibility or liability whatsoever for any loss howsoever
arising, either directly or indirectly from any use of this presentation or its
contents or otherwise arising in connection therewith. It should not be
copied, faxed, reproduced, divulged or redistributed or passed on, directly
or indirectly, to any other person or published in whole or in part, for any
purpose, without the express written consent of Sanlam.

This document may constitute material non-public information, the
disclosure of which may be prohibited by law, and the legal responsibility
for its use is borne solely by the recipient. There is no certainty the
investment objectives of the portfolios or strategies mentioned in this
document will actually be achieved and no warranty or representation is
given to this effect.

Sanlam funds mentioned in this document are only available for sale in
certain jurisdictions. For the avoidance of doubt, this document is not
intended to promote these Funds to any person in any jurisdiction where
such promotion is not permitted under applicable laws and regulations.
Potential investors in these Funds should inform themselves of the
applicable laws and regulations of the countries of their citizenship,
residence or domicile and which might be relevant to any type of
transaction in shares/units of our Funds. By accepting the terms of this
disclaimer, you expressly acknowledge that you are, as the case may be, an
investor who is legally or otherwise duly authorised to seek information
about our Funds. Deemed authorised and regulated by the Financial
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Conduct Authority. The nature and extent of consumer protections may
differ from those for firms based in the UK. Details of the Temporary
Permissions Regime, which allows EEA-based firms to operate in the UK for
a limited period while seeking full authorisation, are available on the
Financial Conduct Authority’s website. FPR-107646
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