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Technical strength continued to be the dominant force behind further spread compression
in July, as insatiable demand from yield buyers overwhelmed opposing concerns by
hedged investors about the decreasing compensation for credit risk. While you can put

us squarely on the concerned list, we recognize the July environment as a market dynamic
encountered by disciplined value investors throughout a spread cycle. Most investors
have only so much tolerance to “give carry” in a rallying market, and yield buyers have
understandably capitulated with all-in yield levels at 15 year highs. It's hard to blame
them for losing patience after waiting well over one year for an economic landing that has
yet to materialize, particularly after numerous fear narratives have yet to deliver, i.e., the
European energy crisis, UK LDI crisis, U.S. regional bank crisis and the global commercial
real estate (CRE) crisis, all while unemployment remains stubbornly low across the U.S.,
UK, and EU economies.

The further reach for yield explained much of the strength in aggregate spreads
throughout July as the Option-Adjusted Spread (OAS) on the Bloomberg Pan European
Investment Grade (IG) Corporate Index tightened another 16 basis points (bps). Not to
mention, the move tighter was led by real estate for a second consecutive month as this
sector still offered investors the ability to achieve the highest yields in the marketplace
after becoming the epicentre of rate-driven credit dislocation in 2022.

Bloomberg Pan European IG Corporate Index
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Strong technicals also contributed their fair share to the rally, as total EUR investment grade and high yield issuance fell below already
low 5 year average July supply numbers while fund flows remained strong, particularly in investment grade. The five year average IG
supply numbers imply that issues will remain light until September.
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Meanwhile, this seemingly one-way rally did not immunize the market from the brand of idiosyncratic spread volatility that has created

a unique opportunity set for value investors since the aggressive monetary tightening that began in early 2022. For over a year, the market
has primarily assessed credit risk from a framework emphasizing a company’s sensitivity to higher interest rates and inflation after
imbalances created when companies were operating in a zero interest-rate policy (ZIRP) and negative interest-rate policy (NIRP) world

for over a decade. The result has been thematic underperformance or sensitivity to negative headlines by companies and sectors that carry
higher leverage, including those that can often prudently carry higher leverage because their cash flows are less volatile with less sensitivity
to the economic cycle. These include non-cyclical sectors such as regulated utilities, telecommunications, healthcare, and even certain
segments of high-quality real estate, such as regulated German residential, where in-place rents are often 10-30% below market rates.

We agree that it is paramount in this environment to understand a company'’s ability to withstand higher financing costs due to
exposure to floating rate debt, its ability to refinance fixed rate debt at higher yields over time, and its ability to pass through higher
inflation to customers to offset inflationary input costs and wages. However, to the extent we can gain comfort that an underperforming
company has the willingness and ability to manage through the rate environment, with ample downside protection, and, importantly,
the ability to outperform through a cyclical downturn due to the non-cyclical defensive nature of their business — we see potential value.
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The market’s broad-based aversion to highly levered companies continued to create opportunities in July even amid the relentless
yield-driven rally that reinforced the unique investment environment. Because spread performance remains defined by the “rate cycle,”
with a potential pending credit cycle we are often able to position credit portfolios in investments that offer significant absolute and
relative value, which we also believe will outperform when investors shift their framework from one that prioritizes a company’s
sensitivity to interest rates, to one that starts with sensitivity to economic cyclicality. Whenever that may be!

One such opportunity surfaced in July in the bonds of Thames Water, a UK regulated water utility, which operates as a monopoly
for London and the South East England water services.
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Background — Thames’ operating entity debt is BBB rated and the business is funded through a fully regulated asset base model (RAB).
For Thames, this model offers equity holders an allowed return on equity determined through a five-year regulatory review cycle with
defined capital requirements for both asset maintenance and development in addition to a regulatory restriction on allowed gearing

at the operating company level. The return on equity (RoE) is also inflation-protected and includes direct operating cost inflation pass-
through mechanisms, including interest costs. From a debt investor perspective, inflation-insulated earnings on fully regulated essential
service infrastructure in a secured instrument at the top of the capital structure is undoubtedly an excellent place to start when looking
for a defensive credit profile! RAB models are widely used throughout the UK and Europe and offer defensive characteristics that explain
why such structures are often a core holding in TCW credit portfolios (when they offer attractive relative value). However, not all RAB-
funded business models are equal. UK water utilities are notoriously challenging to manage, with infrastructure often inherited from

the Victorian ages. In the case of Thames, owners are also utilising holding company debt structures to work around regulator-governed
leverage at the operating company level to enhance returns.

As you can see in the chart above, Thames’ bonds experienced significant underperformance in July, widening almost 200 bps on
nothing more than a press report suggesting the UK government was contingency planning for a government-led special administration
regime. Special Administration is a process designed to maintain the continuity of service for a regulated business if it fails to perform
the principal duties of its license or becomes unable to repay debts as they fall due under existing ownership. There was no information
suggesting that Thames had met this threshold. Instead, the report may have renewed investor focus on the company’s recent weak
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operating performance, i.e., issues it has been grappling with since before the privatization of the system in the 1980s. (In fact,
it was partially the reason for the privatization.) Also, the debt structure has been consistent since the business was sold to the
existing shareholders almost seven years ago (see chart below).

Thames Performance Metrics
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We viewed the market reaction to Thames as an overly punitive “sell first and ask questions later” reaction that has become common,
especially in the context of higher-leverage credit profiles. This is not dissimilar to other moves that occurred in July, including in Altice
France after news emerged that a related company had potentially been the victim of procurement fraud, or U.S. telecommunication
providers (AT&T or Verizon), where a news article raised questions about the environmental hazards of materials used in legacy
infrastructure that predated the formation of these businesses. l
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