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Research Update:

Outlook On U.K.-Based Dwr Cymru's Class A Debt
Revised To Negative On Weaker Credit Ratios;
Ratings Affirmed

Overview

e« DWw Cynmru (Financing) Ltd. (Welsh Water) is currently operating bel ow the
threshold for the rating because of sizable capital expenditure (capex)
and hi gher inflation, which has caused an increase in indexation on debt
| eading to increased interest costs.

e This is in the context of the conpany's below par profitability mainly
due to discretionary actions to i nprove custoners' bills.

« That said, balance-sheet |everage remains the | owest conpared to peers.
W believe that nmanagenent could inplenment mtigating actions to restore
credit netrics.

e Therefore, we are revising our outlook to negative fromstable on the
class A debt issued by Wl sh Water. At the sanme tine, we are affirmng
our "A issue credit rating on the senior secured class A debt and our
'BBB+' issue credit rating on the subordi nated class C debt. W note
Wel sh Water currently does not have subordi nated debt outstandi ng.

e The negative outlook reflects the risk that Wel sh Water will not restore
credit nmetrics to a level comensurate with the current ratings.

Rating Action

On June 26, 2018, S&P d obal Ratings revised its outl ook to negative from
stabl e on the senior secured class A debt issued by U K -based Dw Cynru
(Financing) Ltd. At the sane tinme, we affirmed the 'A" issue rating on the
class A debt and the 'BBB+' issue rating on the subordinated debt program
(A ass Q.

Four of the senior secured class A bonds issued by Wl sh Water retain an
uncondi tional and irrevocabl e guarantee provided by Assured Guaranty (London)
Ltd. We rate nonoline-insured debt issues at the higher of the rating on the
nonol i ne and the S&P underlying rating (SPUR). The long-term debt ratings on
the four class A insured bonds reflect the SPUR, which is '"A . The ratings on
these four class A bonds renmain on CreditWatch positive (where they were

pl aced on Cct. 2, 2017), reflecting Assured Guaranty Ltd.'s (AG.) acquisition
of Assured CGuaranty (London) PLC (AG London). W expect AG London to be fol ded
into AGL's affiliated European insurance conpanies and its insured obligations
to beconme obligations of AG's operating subsidiaries. This would lead us to
rate the four class A bonds at the sanme level as AG's affiliated European

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 26, 2018 2



Research Update: Outlook On U.K.-Based Dwr Cymru's Class A Debt Revised To Negative On Weaker Credit
Ratios; Ratings Affirmed

i nsurance conpanies (currently 'AA").

Rationale

The outl ook revision reflects the risk that Wl sh Water will not restore
credit netrics at a |l evel commensurate with the current ratings, for exanple
in the absence of nitigating actions by managenent.

For the financial year (FY) ending March 2018, Wl sh Water's S&P G oba

Rat i ngs- adj usted funds from operations (FFO to debt fell to 5.4% which is
bel ow what we view as comrensurate with the ratings; that is, 7%for the
seni or debt rating. Under our base case for the next two years, we forecast
that the ratio of FFOto debt could remain below this threshold due to higher
inflation, leading to an increase in interest costs, while the group's planned
| arge capex constrains cash flow generation. This is in addition to | ower
profitability conpared to peers as explai ned bel ow. W recognize that there is
atimng difference between the inflation index used to cal cul ate indexation
on debt and the bill profile, which could lead to an i nprovenent in the
nmetrics in 2020

Wel sh Waters' operational performance remains bel ow par, based on the |evel of
profitability. The conpany is committed to reducing custoner bills (it held
average custoner bills at, or below, the rate of RPI inflation for nine
consecutive years). This is partly attributable to the conpany's discretionary
policy of maintaining a much | onger RCV run-off rate in conparison to peers.
This policy keeps bills to customers down and insures |ong-term buil d-up of
the RCV, but at the sane tine leads to | ower revenue in the short term

Furt hernore, Wl sh Water has over 105,000 vul nerabl e customers on reduced
tariffs, far nore than any of its peers. This also has a negative inmpact on
revenue and profitability.

We expect potential further pressure when the conmpany enters the next

regul atory period in April 2020. The regul ator Ofwat has adjusted its guidance
for water conpanies' allowed cost of capital to 2.8%fromthe current 3.6%
The new figure represents the average of 2.3%retail price index

wei ght ed- average cost of capital (WACC), and 3.3% CPIH (consumer price index

i ncl udi ng owner occupiers' housing costs) WACC. W estinmate that the reduction
in the allowed cost of capital could lead to a 5% 6% fall in Wlsh Water's
revenues over the period 2020-2025. In addition, Ofwat is introducing nore

ri gorous benchmarks on cost efficiencies and service performance.

That said, Dm Cynru's bal ance-sheet |everage at its |owest |evel conpares to
peers, with a debt to RCV ratio of 57% as of March 31. 2018. W believe that
management could take mitigating actions to restore its credit netrics.

The "A' ratings on the senior secured debt reflect our assessnent of the Dw
Cynru financing group's '"a-' SACP plus one notch of uplift for structura
enhancenents. The 'BBB+' rating on the subordi nated debt program (C ass C
reflects the group's ' bbb+ subordi nated SACP. Wl sh Water's SACP reflects our
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view of its excellent business risk profile and aggressive financial risk
profile. We also give further credit for Wel sh Water's uni que ownership
structure and the company's track record of decreasing |everage. Qur
assessnent is underpinned by its financial policy to maintain | everage well
bel ow (60% the maximumallowed in its | egal docunentation (85%. The higher
SACP for senior debt also incorporates our view of the better positioning of
senior creditors in ternms of security enforcenent and deci si on-maki ng power.

In our base case, we assune:

Revenue growth to be around 2% 4% from 2019 onward. This is due to a
conbi nation of real price declines and our retail price index (RPI)
assunpti on.

No outperformance on total expenditures against an already tight
regul atory all owance, as per the conpany's track record.

Adj usted EBI TDA nmargi n at 49% 52% over 2019-2021.

Hi gher capex of about £415 nmillion a year on average over the renainder
of AMP6.

An increase in leverage fromcurrent |evels of around 57% debt to RCV
toward 60% for AMP6, as per the conpany's internal policy.

Based on these assunptions, we arrive at the following credit neasures for the
seni or and subordi nated debt:

Adj usted FFO to debt of 5.0%6.0%in FY2019 and 6.0% 7. 0% in FY2020.
FFO cash interest coverage ratio of 3.0x-3.5x in FY2019 and 2020.

Leverage increases up to the conpany's target debt to RCV ratio of 60%

Liquidity

We assess Dmr Cynru's liquidity position as strong, supported by our view that
the conpany's liquidity resources will exceed its funding needs by nore than
1.93x in the next 12 nonths and by nore than 1.2x in the subsequent 12-24
nonths. Qur liquidity assessnent is further underpinned by Dwm Cynru's high
standing in the capital markets and its good relationship wi th banks.

Principal Liquidity Sources
We estimate that Welsh Water will have the following principal liquidity
sources over the next 12 nonths, from March 31, 2018:

A cash bal ance of about £280 nillion;
FFO of about £255 mllion; and

Access to £420 million of undrawn credit facilities conprising a |oan
fromthe European | nvestnent Bank and operating and mai nt enance reserve.

Principal Liquidity Uses
We estimate that Welsh Water will have the following principal liquidity uses
over the next 12 nonths, from March 31, 2018:
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e Upconing short-termdebt naturities of approxinately £35 mllion;
» Expected capex of approximately £420 nillion; and

* Working capital outflows of approximately £30 mllion.

In addition, the conpany nmust maintain a liquidity facility that will be
available if it goes into default and is unable to pay interest charges. This
facility anounted to £135 nmillion as of March 31, 2018, equivalent to the next
12 months of cash interest payable. Drawing on this liquidity facility results
in adistribution lock-up. If we lower the short-termratings on the liquidity
facility providers to below'A-1', the providers nmust be replaced within 30
cal endar days or the funds avail able under the facility nust be fully drawn.

Outlook

The negative outlook reflects the risk of a downgrade over the next 12-18
nonths if Welsh Water does not restore FFO to debt to above 7% which is the
threshold for the current rating. The negative outlook also reflects our
expectations of further pressure as the conpany enters the next regul atory
period in April 2020, in light of lack of financial headroomtoday.

Downside scenario

W will lower our rating if the conpany's ratio of FFO to debt remai ns bel ow
7% and in the absence of mitigating actions by nanagenent to inprove
profitability and restore the credit nmetrics.

Upside scenario

We could revise the outlook to stable if Wl sh Water coul d nmai ntai n average
FFO to debt metrics above 7% Such an outl ook revision would al so depend on an
i mprovenent in the conpany's profitability.
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Ratings Affirmed; Qutl ook Action

Dwm Cynru (Financing) Ltd.

Seni or Secured Al Negati ve A St abl e
Seni or Secured A Wat ch Pos A Wat ch Pos
Seni or Secur ed A A

Subor di nat ed BBB+ BBB+

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDirect at ww. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the followi ng S& d obal Ratings nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
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20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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