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UK water utilities: What's
exciting about water supply?

August 2023

There is a lot to get excited about water supply, says Ausbil, but care and
depth of understanding is crucial to getting it right. Recently we have
witnessed a significant de-rating of listed UK water utilities, triggered in
part by negative financial developments at Thames Water. We look at the
key issues and opportunities in water infrastructure, and how Ausbil is
positioned to take advantage of the potential in water infrastructure.

Key points

e \Water utilities are not well understood, yet they can make a compelling addition to a diversified
essential infrastructure portfolio.

e A quality water utility with sound management and appropriate gearing may offer stable asset values
with a market yield and a steady but conservative growth profile that offers lower relative correlation
to broad market equity returns.

e Regulated water and wastewater utilities generate returns for investors through the total ascribed
asset value that represents the value of their activities and network in the gathering, treatment,
provision and recycling of water and waste.

e Regulated water companies offer elements of yield and growth. Yield comes through the allowable
return regulators support given prevailing returns on debt and equity for infrastructure assets. In
the UK, the regulation is based on real returns and as such provide strong inflation protection
characteristics for investors.

e  Growth comes from the expansion of the total asset value of the utility, which can be driven by a
range of factors, like population growth, new home and business development, increased demand
and usage, replacement expenditure for ageing infrastructure and also improving environmental
standards.

e Because of the major capital invested in water utilities and the nature of their business, success
is heavily dependent on standards of operational excellence and appropriate levels of gearing.
The three water and wastewater companies that are listed in this report are stronger operational
performers and more conservatively geared than their unlisted peers.

Q: Quickly, what is the attraction in water infrastructure?

A: Water infrastructure is considered essential infrastructure and is typically monopolistic in nature given
that most water infrastructure is unique and operate as the only provider of water and waste/sewage
services in any given jurisdiction. Figure 1, from the listed water utility, Pennon Group PLC (Pennon) in the
United Kingdom, illustrates the various components of water infrastructure, from the gathering, treatment
and delivery of potable water; to the gathering, treatment, recycling and disposal of waste water and
sewage.
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Figure 1: Pennon’s' water assets: Understanding how water infrastructure works
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Source: Pennon, Ausbil simplified.

Water companies offer elements of yield and growth. Yield comes through the allowable return regulators
support given prevailing returns on debt and equity for infrastructure assets. As the utility’s assets
grow (as represented by the Regulated Capital Value or RCV), the yield for an allowable return naturally
increases. Asset values grow through additional allowable capital investment a utility makes in improving
and expanding their services and network to meet the water demands and environmental objectives
of their region. In the UK, the regulation is in ‘real’ terms meaning equity investor returns enjoy inflation
protection characteristics. The RCV is inflated by actual inflation annually.

For a given five-year regulatory reset period, revenue is capped at the allowable returns that are supported
by OFWAT (Water Services Regulation Authority) at each review with the potential for the water companies
to earn higher returns for superior operational and financial performance.

Growth comes from increased bills, the expansion of the billing base, and growth in the total asset value
of the utility. This growth can be driven by a range of factors, like population growth, new home and
business development, increased demand and usage, organic growth in the output and value of recycling
and waste, and acquisition of complementary or differentiated utilities.

Because of the major capital invested in water utilities and the nature of their business, success is heavily
dependent on standards of operational excellence and appropriate levels of gearing.

A quality water utility with sound management and appropriate gearing should offer stable asset values

with a market yield, and a steady but conservative growth profile that offers lower relative correlation to
broad market equity returns.

1. Source: Pennon. Note, Ausbil currently holds a position in the listed equity of Pennon, but we may not always hold
a position. This diagram helps to illustrate the different ways water infrastructure generates returns.
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Q: Do the listed utilities vary on financial metrics or are they very much the

same?

A: It may seem that all water companies are the same, but in fact there are major differences across these
utilities on many fronts, including their operational and financial performance. Chart 1 shows a list of water
utilities in the United Kingdom ranked by total Return on Regulated Equity (RoRE). The return component
is broken down into contribution from the base return on assets allowed by the regulator, plus the return
from financial operations (such as funding, tax and margins), and from operational performance (including
management, operations, customer service and capex).

Chart 1: Returns for UK water utilities in the 2022 year
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Source: OFWAT as at March 2023.

The first observation is that some utilities operate with negative contributions from financial or operational
inefficiencies, or both. For example, Thames Water added to their base returns with positive financial
returns in 2022, but depleted this with a negative contribution from operational underperformance,
dragging down their overall return (RoRE) for the year. Yorkshire, South Staffs and Portsmouth have
depleted the base allowable returns by underperforming in both financial and operational activities.

The second observation is that of the top 6 performers, 5 are owned by listed water utilities and just
one, Wessex, is unlisted. We believe the transparency of public markets has helped drive and improve
efficiency and a focus on appropriate leverage, dividends and financial resilience compared to unlisted
peers. As a note, of the three listed water utilities, Ausbil currently holds exposure to Pennon (PNN) and
Severn Trent (SVN).

In this environment, there is clearly a reward for taking an active approach to selecting and rejecting assets
in this space given the wide dispersion of performance, and the diverse potential range of attributable
valuations.
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Q: What risks do water utilities face?

A: While a privileged position as a sole provider of water infrastructure is attractive to investors, it also
means such assets are heavily regulated. Moreover, the density and cost of capital required to make
water assets work means that cashflow is particularly sensitive. In this context, as with most regulated
assets, changes in policy and approach can be risky, however, given the critical nature of water supply,
regulators are likely to work more constructively with companies to reduce overall operational risks.

Water assets come with key operational risks in terms of the environment, integrity in delivery and
processing. Possibly the biggest risk in water infrastructure is management quality and the decisions
made around gearing, term funding and credit rating and costs, the operational management of staff,
expansion and capex. Here, management quality, track record and process can help demarcate good
from bad assets. This is especially true for some of the issue we have seen coming from Thames Water,
which is unlisted.

More recently, we have seen a heightened focus on pipeline leakage performance, and how they impact
the environment, in particularly as it relates to pollution incidents and storm and sewerage overflows into
UK rivers and beaches. This is in the context of a severe drought in parts of the UK, population growth,
and rising community expectations regarding environmental performance. As a result, record capital
investment is occurring and performance is improving for the sector, and it is expected to increase
substantially over the coming years to address these challenges more effectively, and to implement
specific initiatives laid out in Government policy documentation. This will be a key part of OFWAT’s
deliberations for the next regulatory reset (PR24) and will also raise important affordability issues that will
need to be confronted by all infrastructure assets.

Q: What is currently happening in the UK water infrastructure sector with

Thames Water?

A: Recent news that Thames Water, the largest water company in the UK, may need to seek help from
the government took the market by surprise. On 27 June 2023, Thames Water announced the sudden
departure of CEO Sarah Bentley amid growing speculation that Thames Water was in financial difficulty
and could potentially require Government support or be placed into a special administration regime,
essentially partly nationalised. This triggered a strong and indiscriminate sell-off in the listed UK water
companies.

Subsequently in July 2023, Thames Water secured a £750m of equity funding from shareholders for the
current regulatory period to 2025, subject to certain conditions including a more focused turnaround
business plan. The £750m of equity funding commitment was in addition to a June 2022 commitment
of £600m.Thames Water also announced that significant further funding would be required in the next
regulatory period (2025-2030) to further improve operational performance and financial resilience.

We note that if Thames Water was a listed company, it would have been excluded from our investible
universe. This is because it would fail at the outset on our stringent gearing and balance sheet analysis,
noting that it is geared significantly above the level assumed by OFWAT of 60% net debt/RCV. Gearing
at Thames Water sits at around 80% of net debt/RCV, well over the 60% level that the regulator OFWAT
assumes. It would also fail on our fundamental analysis of its operational and financial performance. It is
important to note that this gearing metric excludes any holding company debt that sits above the Thames
Water asset company level, and where equity investors are reflected in the ownership structure, further
increasing overall leverage.
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Chart 2: Gearing varies significantly across the water sector
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Source: OFWAT, Ausbil. Listed utilities shown in blue as at March 2023.

On debt overall, listed infrastructure companies generally have much lower gearing than private equity
infrastructure assets, as illustrated in Chart 2. The gearing of companies in Ausbil's Global Essential
Infrastructure portfolio is around 35% versus the over 80% for Thames Water, and an average of around
60-80% for privately held core infrastructure assets, in our experience.

Perhaps an even poorer statistic is that for debt serviceability or FFO / Net Debt. FFO stands for ‘funds
from operations’ which is an income proxy for assets like infrastructure assets. Effectively, the higher FFO
to net debt, the more an asset can fund its debt obligations. Chart 3 illustrates the difference in debt
serviceability across the water infrastructure sector, and again, listed infrastructure accounts for five of the
top 6 positions for FFO/Net Debt shown here for the 2022 year.

Chart 3: The UK water sector displays a vast disparity in debt capacity
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Source: Ofwat, Ausbil, for 2022 year based on annual financial returns for each company at end March each year.

Interestingly, the challenges at Thames Water are not new, and have been well understood and publicly
documented over the years. For example, in the most recent OFWAT Price Review PR19, the challenges
facing Thames Water both operationally and financially were publicly disclosed. PR19 outlined detailed
plans for Thames to achieve improved operational and financial performance over the period 2020-
2025, including lowering gearing. However, what amplified Thames’ challenges in more recent times is
the very different macro environment than that of 2020, and their poor choice of funding structure. Very
high inflation in the UK, and major rises in energy and chemical costs, has put pressure on the short-
term profitability and cash flow generation for the UK water companies. High inflation coupled with the
much higher leverage of Thames, and a much higher share of inflation-linked debt, poor operational
performance and growing capital requirements, has created a ‘perfect storm’ for Thames compared to
its listed peers, and the sector in general.
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Despite the situation at Thames Water, UK Water Utilities generally have excellent inflation protection
investment characteristics. The RCV is inflated by outturn inflation annually, and is the main determinant
of tariffs and revenues, together with the assumed weighted average cost of capital. Water utilities are
regulated on a ‘real’ basis, meaning the inflation impacts on operating and capital costs are reflected. As a
result, inflation-linked debt has been, and will remain, an efficient approach to financing these assets. Indeed,
OFWAT itself assumes a level of inflation-linked debt in its notional regulated company model. While all these
properties exist for Thames Water, its circumstances are very different to the other listed water utilities.

Overall, the listed UK water utilities are in a much stronger financial position to navigate the challenges that
are being most acutely felt by Thames Water. Generally speaking, the listed companies are leveraged at
levels comparable to that assumed by OFWAT, and with solid investment grade credit ratings. Additionally,
most have considerably less inflation-linked debt compared to Thames Water.

Q: Has the issues at Thames Water affected other water utilities?

A: UK equity markets have materially de-rated the three listed, regulated water utility companies in recent
times — Pennon, Severn Trent and United Utilities. In the last 3-months, these companies share prices have
fallen between 15-25%, even though the issues facing the sector are much more acute for Thames Water
and other unlisted water utilities.

The dominant reason for the poor share price performance of the UK water utilities has been negative financial
developments at Thames Water, and to a lesser degree, Southern Water, rather than any deterioration in their
fundamentals. The listed companies remain in strong financial shape. But there have been other factors at
play including regulatory uncertainty relating to OFWATs next reset, PR24 (2025-2029), concerns regarding
the environmental performance of the sector, and sharply rising interest rates and inflation in the UK.

In the UK, only 5 of the 17 water utilities are currently owned within the 3 listed companies, with the remaining
being owned by unlisted funds, pension funds, sovereign wealth and superannuation funds. Macquarie
Bank, for example, was the owner of Thames Water from 2006 to 2017, and in August 2021, announced it
had acquired a 2/3rd stake in Southern Water. Australian-based superannuation funds — REST, Spirit Super
and Prime Super — count themselves as minority shareholders of Southern Water.

Q. Given the issues faced by Thames Water, what is your outlook for water

utilities, and listed utilities specifically?

A: There is clear case for the superior performance of listed water utilities over unlisted peers, as evidenced
in the performance and gearing data. The issues at Thames Water have been ‘bubbling’ away for 10-years
or more, and this has been known for anyone who takes the time to follow the reporting issued by OFWAT.

Overall, if you look at the consistent quality performers, on operations, finance and in terms of prudent
management, there are high-quality water assets in both the listed and unlisted markets. The listed markets
clearly benefit from the additional transparency and scrutiny that comes with listing, and this likely helps keep
these utilities focused on prudent management.

We believe that the sector has a bright future, and the two companies we currently hold, Severn Trent and
Pennon, show strong defensive characteristics that benefit our portfolio. These characteristics include strong
inflation protection, attractive dividend yields, lower correlations to listed markets bringing in diversification
benefits, and strong financial performance when compared to any regulated utility, including water.

We see the dividends of the three listed UK water utilities as sustainable. This is due to a combination of
factors including balance sheet health, payout ratios and superior relative cash flow generation. In terms
of raising equity, we do not see much potential for this during the current regulatory period, however, for
the next reset (P24 in 2024) there is some potential for new growth equity to be needed by the sector
given the significant capital investments that may be incorporated in those plans. This will depend on a
number of factors, including the base allowed returns from OFWAT and its composition, and some other
parameters that affect cash flow generation such as the PAYG assumption and RCV run-off. However, new
allowable capital investment is subsequently added to the RCV of each utility, and in turn, drives significant
revenue growth under the regulatory system. This means that there is a significant potential opportunity in
participating in an equity raise for utilities that pass our stringent criteria. Overall, we believe the future for
water utilities is bright, especially in the listed space.



Contactus@
ausbil.com.au

Contact Us

Institutional
Mark Knight
Chief Executive Officer
Phone 6129259 0226
Email mark.knight@ausbil.com.au
BN

ausbilil

Wholesale

Hik Chadirchi

National Manager, Wholesale Clients
Phone 0424 160 728

Email  hik.chadirchi@ausbil.com.au

Fawaz Rashid

Research Manager, State Distribution Manager
NSW, Wholesale

Phone 0401 830 483

Email  fawaz.rashid@ausbil.com.au

Rebecca Morgan

Key Account Manager, VIC & SA, Wholesale Clients
Phone 0407 917 661

Email  rebecca.morgan@ausbil.com.au

Andrea McGarry

Business Development Manager, QLD & NT,
Wholesale Clients

Phone 0411 465 426

Email  andrea.mcgarry@ausbil.com.au

Dimitri Giannaras

Business Development Manager, NSW & ACT,
Wholesale Clients

Phone 0431576815

- Email  dimitri.giannaras@ausbil.com.au

Marko Matosevic

Business Development Manager, VIC, TAS & WA,
Wholesale Clients

Phone 0431 340 553

Email marko.matosevic@ausbil.com.au

William Orr

Business Development Manager NSW, Wholesale
Clients

Phone 0402 620 188

Email william.orr@ausbil.com.au




DISCLAIMER
General

Research provided to a client may vary depending upon various factors
such as a client’s individual preferences as to the frequency and manner of
receiving communications, a client’s risk profile and investment focus and
perspective (e.g., market wide, sector specific, long-term, short-term, etc.),
the size and legal and regulatory constraints.

This material is issued by Ausbil Investment Management Limited (‘Ausbil’)
(ABN 26076316473 AFSL 229722). This material contains general
information only and is intended for viewing by wholesale investors and
investment professionals only . [t must not be distributed to retail clients or
to the general public. This document must not be reproduced in any form
or distributed to any person without the prior written consent of Ausbil. This
material is not intended to provide you with financial product advice and
does not take into account your investment objectives, financial situation
or needs. Before making an investment decision, you should obtain
professional advice and consider whether this information is appropriate
for you. You should consider the Product Disclosure Statement which is
available at www.ausbil.com.au and the target market determination
which is available at www.ausbil.com.au/invest-with-us/design-and-
distribution-obligations before acquiring or investing in our funds. The
views expressed in these materials are the personal opinion of the author,
subject to change (without notice) and do not necessarily reflect the views
of Ausbil or its affiliates. Past performance is not a reliable indicator of
future performance. To the extent permitted by law, no liability is accepted
by Ausbil, its officers or directors or any affiliates of Ausbil for any loss or
damage as a result of any reliance on this information. While efforts have
been made to ensure the information is correct, no warranty of accuracy or
reliability is given and no responsibility is accepted for errors or omissions.

This information is for distribution only as may be permitted by law. It is not
directed to, or intended for distribution to or use by, any person or entity who
is a citizen or resident of, or located, in any locality, state, country or other
jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation or would subject Ausbil to any registration or
licensing requirement within such jurisdiction.

This information is a general communication and is educational in nature; it is
not an advertisement nor s it a solicitation or an offer to buy or sell any financial
instruments or to participate in any particular trading strategy. Nothing in
this document constitutes a representation that any investment strategy
or recommendation is suitable or appropriate to an investor’s individual
circumstances or otherwise constitutes a personal recommendation.
By providing this document, none of Ausbil or its representatives has
any responsibility or authority to provide or have provided investment
advice in a fiduciary capacity or otherwise. Investments involve risks, and
investors should exercise prudence and their own judgment in making their
investment decisions. None of Ausbil or its representatives is suggesting
that the recipient or any other person take a specific course of action or any
action at all. By receiving this document, the recipient acknowledges and
agrees with the intended purpose described above and further disclaims
any expectation or belief that the information constitutes investment advice
to the recipient or otherwise purports to meet the investment objectives of
the recipient. The financial instruments described in the document may not
be eligible for sale in all jurisdictions or to certain categories of investors.

The value of any investment or income may go down as well as up,
and investors may not get back the full (or any) amount invested. Past
performance is not necessarily a guide to future performance. Neither Ausbil
nor any of its directors, employees or agents accepts any liability for any loss
(including investment loss) or damage arising out of the use of all or any of
the Information.

Prior to making any investment or financial decisions, any recipient of this
document or the information should take steps to understand the risk and
return of the investment and seek individualised advice from his or her
personal financial, legal, tax and other professional advisors that takes into
account all the particular facts and circumstances of his or her investment
objectives.

Any prices stated in this document are for information purposes only
and do not represent valuations for individual securities or other financial
instruments. There is no representation that any transaction can or could

have been effected at those prices, and any prices do not necessarily reflect
Ausbil’s internal books and records or theoretical model-based valuations
and may be based on certain assumptions. Different assumptions by Ausbil
or any other source may yield substantially different results.

No representation or warranty, either expressed or implied, is provided
in relation to the accuracy, completeness or reliability of the information
contained in any materials to which this document relates (the “Information”),
except with respect to Information concerning Ausbil. The Information is not
intended to be a complete statement or summary of the securities, markets
or developments referred to in the document. Ausbil does not undertake
to update or keep current the Information. Any opinions expressed in this
document may change without notice and may differ or be contrary to
opinions expressed by other business areas or groups, personnel or other
representative of Ausbil. Any statements contained in this Report attributed
to a third party represent Ausbil’s interpretation of the data,

Information and/or opinions provided by that third party either publicly or
through a subscription service, and such use and interpretation have not
been reviewed by the third party. In no circumstances may this document
or any of the Information (including any forecast, value, index or other
calculated amount (“Values”)) be used for any of the following purposes:

(i) valuation or accounting purposes;

(i) to determine the amounts due or payable, the price or the value of any
financial instrument or financial contract; or

(i) to measure the performance of any financial instrument including,
without limitation, for the purpose of tracking the return or performance of
any Values or of defining the asset allocation of portfolio or of computing
performance fees.

By receiving this document and the Information you will be deemed to
represent and warrant to Ausbil that you will not use this document or any
of the Information for any of the above purposes or otherwise rely upon
this document or any of the Information. Except as otherwise specified
herein, these materials are distributed by Ausbil, to persons who are
eligible counterparties or professional clients and are only available to such
persons. The Information does not apply to, and should not be relied upon
by, retail clients.

The information contained in this document is given by Ausbil Investment
Management Limited (ABN 26763164 73) (AFSL 229722) (Ausbil) and has
been prepared for informational and discussion purposes only and does
not constitute an offer to sell or solicitation of an offer to purchase any
security or financial product or service. Any such offer or solicitation shall
be made only pursuant to an Australian Product Disclosure Statement or
other offer document (collectively Offer Document) relating to an Aushbil
financial product or service. A copy of the relevant Offer Document
may be obtained by calling Ausbil on +612 9259 0200 or by
visiting www.ausbil.com.au and the target market determination
which is available at https://www.ausbil.com.au/invest-with-us/
design-and-distribution-obligations/fund-tmds before acquiring or
investing in the fund. This document is for general use only and does not
take into account your personal investment objectives, financial situation
and particular needs. Ausbil strongly recommends that you consider
the appropriateness of the information and obtain independent financial,
legal and taxation advice before deciding whether to invest in an Ausbil
financial product or service. The information provided by Ausbil has been
done so in good faith and has been derived from sources believed to be
accurate at the time of completion. While every care has been taken in
preparing this information. Ausbil make no representation or warranty as
to the accuracy or completeness of the information provided in this video,
except as required by law, or takes any responsibility for any loss or damage
suffered as a result or any omission, inadequacy or inaccuracy. Changes in
circumstances after the date of publication may impact on the accuracy of
the information. Ausbil accepts no responsibility for investment decisions
or any other actions taken by any person on the basis of the information
included. Past performance is not a reliable indicator of future performance.
Ausbil does not guarantee the performance of any strategy or fund or the
securities of any other entity, the repayment of capital or any particular
rate of return. The performance of any strategy or fund depends on the
performance of its underlying investments which can fall as well as rise and
can result in both capital gains and losses.



Australia The information contained in this Report has been prepared for
general use only and does not take into account your personal investment
objectives, financial situation or particular needs. Ausbil is the issuer of the
Ausbil Australian Active Equity Fund (ARSN 089 996 127), Ausbil Australian
Geared Equity Fund (ARSN 124 196 407), Ausbil Australian Emerging
Leaders Fund (ARSN 089 995 442), Ausbil MicroCap Fund (ARSN 130 664
872), Ausbil Australian SmallCap Fund (ARSN 630 022 909), Ausbil Balanced
Fund (ARSN 089 996 949), Ausbil Active Dividend Income Fund (ARSN 621
670 120), Ausbil Australian Concentrated Equity Fund (ARSN 622 627 696),
Ausbil Active Sustainable Equity Fund (ARSN 623 141 784), Ausbil Global
SmallCap Fund (ARSN 623 619 625), Candriam Sustainable Global Equity
Fund (ARSN 111 733 898), Ausbil 130/30 Focus Fund (ARSN 124 196 621),

Ausbil Investment
Management Limited
Level 27

225 George Street
Sydney NSW 2000
Australia

Toll Free 1800 287 245

Contactus@
ausbil.com.au

Ausbil Long Short Focus Fund (ARSN 642 635 498), Ausbil Global Essential
Infrastructure Fund (ARSN 628 816 151) and Ausbil Global Resources Fund
(ARSN 623 619 590) (collectively known as ‘the Funds’). The information
provided is factual only and does not constitute financial product advice.
It does not take account of your individual objectives, financial situation or
needs. Before you make any decision about whether to invest in a financial
product, you should obtain and consider the Product Disclosure Statement
of the financial product and the target market determination which is
available at https://www.ausbil.com.au/invest-with-us/design-and-
distribution-obligations/fund-tmds before acquiring or investing in the
fund.

ausbill

Strength. Wisdom. Agility.




