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e Freight rail service metrics are
improving but volumes remain soft,
driven by retail destocking and
weak demand

o Competitive pressures are mounting
on US West Coast and Canadian rail
networks, following the CPKC' merger

e US water utility privatisations are
increasing in frequency and size,
to the benefit of earnings growth

e Recent action by the US Congress
has been supportive of energy
infrastructure, particularly the need for
natural gas as a reliable transition fuel

o \We expect further consolidation
within the energy midstream
sector, although the OKE-MMP?
mega-merger makes little strategic
sense to us

We recently spent a couple of weeks in the US and Canada,
meeting with management teams from the railroads, utilities and
energy midstream sectors, as well as with regulators. Below are
some of our findings. We hope you find them interesting.

Emera’s IMW? floating solar pilot project in Tampa, FL

Source: First Sentier Investors

On the US East Coast we met with North American

Class I* railroads. Key themes in these meetings included the
expected low point of the current freight cycle, with downside
risk to June quarter earnings; an increasing focus on customers
and employees; improving service metrics; and the changing
competitive dynamics between operators in the US West Coast
and Canada. Fundamentals are mixed, with weak volumes being
partly offset by strong pricing and improving service levels.

Freight volumes have continued to disappoint during the June
quarter. Most of the rail and trucking companies we met with
pointed to signs of stabilisation but no recovery yet - and so

the freight recession continues. This has largely been driven by
weaker intermodal® volumes This segment accounts for roughly
50% of East Coast US railroad (CSX Corp and Norfolk Southern®)
volumes but only 15-20% of revenues. Conversely, auto, coal and
grain volumes have surpassed expectations. Given the higher
pricing that these segments command, this should resultin a
positive pricing mix.

Canadian Pacific Kansas City
ONEOK/Magellan Midstream Partners merger announced in May 2023
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Railroads that operate in the US are assigned to Class |, Il or Il according to annual revenue criteria, with Class | being the largest
Away of transporting goods within containers that allows a seamless transfer along the route between trains, trucks, and cargo ships
The stocks mentioned in this paper may be current or former holdings of the portfolios managed by the listed infrastructure investment team at First Sentier Investors
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CSX volumes compared to pre-pandemic and 10-yr average
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Source: First Sentier Investors, CSX Corp as at 11 June 2023

We also met with management from the Port of Los Angeles,
who struck an optimistic tone despite volumes at the port

being 30% lower than this time a year ago (20% owing to
macroeconomic headwinds/10% owing to market share loss to
the East Coast ports). Lower West Coast port volumes reflect
current nearshoring/onshoring trends and customers seeking
to diversify to other ports, given ongoing West Coast port

union negotiations. While we expect these trends to continue,
the risks are now better reflected in market expectations.

Rail service metrics have materially improved from a year ago,
with Canadian Pacific Railway, Canadian National Railway and
CSX Corp leading the pack. West Coast operators Union Pacific
and BNSF (part of the Berkshire Hathaway conglomerate) are
still being called out as having labour shortage issues and
“unacceptable service” (in the STB's” words). Improving service
metrics in January by Norfolk Southern have since reversed,
given the derailment in East Palestine, Ohio in February

this year, but are expected to get better again from early July.
Overall, service metrics must improve further for volumes to grow
and to support railroad market share gains from trucks over the
longer term.

Pablo Kohen (FSI) with Joe Hinrichs, new CSX CEO
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Source: First Sentier Investors, May 2023

In the past 18 months, five of the seven Class | railroads have
appointed new CEOs. We have observed a shift from this role
being held by operational railroaders, towards more customer
and employee focussed CEOs. For example, CSX Corp's
recently-appointed CEO Joe Hinrichs previously worked for Ford,
and has no prior railroading experience.

This coincides with a shift in earnings growth drivers for

the industry. Over the last twenty years, margins for the industry
have improved by over 30%°, as operationally focused leaders
have achieved substantial productivity gains. The emphasis is now
moving away from cost reduction/productivity improvements, and
towards service standards and volume growth.

The North American freight rail sector expects to maintain
double-digit EPS® growth rates. Share buybacks and the
ability to raise prices by more than (rail cost) inflation will
continue to be key. Margin expansion will represent a smaller
component of earnings growth and volume growth will become
more significant. We think volume growth can be realised
through consistent service metrics, nearshoring/onshoring,
and a growing recognition of the sustainability benefits that
freight rail has over trucking. However, management will have
less control over volumes in the future than the operating
efficiencies achieved in the past under Precision Scheduled
Railroading (PSR).

7. The Surface Transportation Board is the US freight rail regulator
8. Source: First Sentier Investors, company reports. As at 30 June 2023
9. Earnings per Share
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These industry growth drivers were emphasized by our meetings
with Marty Oberman, STB Chairman since 2021, and Michelle
Schultz, an STB board member since 2021. The STB takes a
light-handed approach to regulation of the railroad industry. It is
primarily involved in resolving shipper disputes but more recently
played a central role in approving the merger between Canadian
Pacific and Kansas City Southern (CPKC), on the grounds that it
was likely to improve railroad competition. Overall, we found the
STB's tone at our meetings to be more positive than it had been
ayear ago. They cited huge improvements in hiring and service
over the last 12 months.

Since the CPKC deal closed in April 2023, the new combined
entity already has announced multi-year agreements allowing
US logistics firms Schneider and Knight-Swift to use its newly
combined North-South rail corridor connecting Mexico, US and
Canada. Soon after this announcement, Canadian National
announced Falcon Premium - a similar Canada-US-Mexico
rail service partnering with Union Pacific and Mexican
operator Ferromex. Falcon boasts the shortest and most
direct routes into Mexico, whereas CPKC argues that their
premium service and lack of interchange will see a faster
transit time. These announcements came within two weeks
of the historic deal closing. Perhaps the STB was right about
increased competition.

Water utilities

We travelled to Philadelphia, home to the two largest listed
water utilities by market capitalisation™ - Essential Utilities and
American Water Works. These two companies are part of a
unique industry that is currently seeing an increasing number of
privatisations, owing to a number of factors that were discussed
during this trip and that are explored below.

First, the US water industry remains highly fragmented. The US
Environmental Protection Agency (EPA) estimates that, as of 2017,
the US contained around 50,000 water and 15,000 wastewater
systems. This compares with around 2,000 gas utilities" and
3,800 electric utilities™ in the US. The EPA also estimates that
around 85% of these water and wastewater systems are owned
by municipalities - prime characteristics for consolidation.

We believe that M&A activity can add between 1% and

2% per annum EPS growth to the water utilities sub-sector over
time. The resulting above-industry-average earnings growth,
alongside a lower risk profile, is partly why water utilities trade at a
premium to electric and gas utilities.

US utilities by water, electric and gas

Water utilities

Electric utilities

Natural gas utilities

Water utilities source: EPA SDWIS Federal Reports Search www3.epa.gov/enviro/facts/sdwis
Electric utilities source: Form EIA-861 detailed data files www.eia.gov/electricity/data/eia8
Gas utilities source: EPA F.L.I.G.H.T. Greenhouse Gas Emissions from Large Facilities
Ghgdata.epa.gov/ghgp/main.do#

10. Source: Bloomberg. As at 30 June 2023
11. Source: US Energy Information Administration as at 31 July 2020.
12. Source: Statista as at 8 February 2023.
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A second supportive factor of privatisations within this space is
Fair Market Value (FMV) legislation. First seen in lllinois in 2013,
this has now spread to 12 states across the US™. FMV allows a
listed company, such as Essential Utilities or American Water
Works, to purchase a water municipality and to rate base

the purchase price without having to incur goodwill on their
balance sheet. This allows the purchaser to earn a Return on
Equity of between 9% and 10% on the total purchase price -

a very attractive use of capital that is unique to the purchase of
water utilities.

A further two additional factors have arisen in the last year,
which we think will accelerate privatisations.

First, higher interest rates are placing increasing pressure on
municipalities to sell their water systems. Water-related capital
investment commitments are growing and becoming harder

for municipal governments to meet. Meanwhile municipal bond
yields have risen from 2% to between 5% and 6% over the
last year, while inflation is putting upward pressure on the cost
of pipes, chemicals, fuel and labour. Against this backdrop,
customers can either stay with their independent/municipal
water provider, and face likely rate increases of up to 20%; or the
municipal government can sell the water or wastewater assets,
allowing the cost and capex requirements to be spread across a
much larger customer base.

Recently, we have observed an increase in the number of
wastewater rather than water asset sale announcements. We think
this is because it is less politically sensitive for a municipality to sell
its sewage assets than its water assets. Both assets are treated
the same under FMV legislation and the water utilities say they are
agnostic to which they acquire, often finding that a wastewater sale
can eventually lead to a water sale years later.

Second, in March 2023 the EPA proposed new regulations
which would see maximum allowed PFAS™ contamination levels
reduced to 4 parts per trillion, from the range of levels (varying
by state) that are allowed today. In the same month, the EPA
estimated that the total cost for compliance across the country

to be between $770 million and $1.2 billion - a number that
industry experts and the investor owned utilities say vastly under-
estimates the true cost. Many municipalities do not even have
the testing capabilities today, let alone the treatment facilities
that would need to be built out in order to meet this requirement.
These regulations threaten to add further financial pressure

to municipalities that are already under strain with higher

inflation and interest rates, further encouraging sales to larger
investor-owned utilities.

Value of M&A in the US water utilities sector, by year
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Source: First Sentier Investors as at 31 May 2023.

To summarise: municipalities are increasingly pressured to sell
their water and wastewater systems given the huge investment
needed to maintain ageing infrastructure and meet potential new
EPA regulations, at a time that financing costs and inflation have
gone up. FMV legislation allows listed infrastructure companies
to buy these companies at 1x rate base and support their longer
term EPS growth targets - a unique attribute in this industry.

13. California, lowa, lllinois, Indiana, Maryland, Missouri, New Jersey, North Carolina, Ohio, Pennsylvania, Texas, Virginia

14. Bloomberg data

15. PFAS stands for Perfluoroalkyl and Polyfluoroalkyl Substances. These are chemicals produced in the US since the 1940s and could be thought of as “microplastics” also known as “forever chemicals”
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Emera asset tour: “the old and the new” Big Bend

In Florida we visited Emera'’s recently completed Big Bend Generation project, a CCGT'™ power plant that will replace its 1,095MW,
soon-to-be-retired coal units, also located at Big Bend.

Emera is a Canadian-listed multi-utility that derives two thirds of its earnings from the US. Its key asset, TECO Energy (an
integrated utility located in Florida), has been investing heavily to decarbonise its power plants. 1,630MW of solar generation

capacity is due to be completed by end of 2025, together with 100MW of battery storage™.

The new modernised gas plant at Big Bend is highly efficient (62% fuel efficiency vs average US CCGT fleet of 53% and Big Bend
coal plant 30%), and will support TECO'’s decarbonisation targets of 60% reduction by 2025 and 80% by 2040.

The old and the new Big Bend Generation Plant
First, the “old” coal plant (four units) And here, the “new” natural gas CCGT (two units)

Source: First Sentier Investors
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Source: First Sentier Investors

Note the different size of each footprint: the coal units cover 120 acres (including rail loop and stockpiles) verse the natural gas
plant’s six acres, to produce almost the same amount of electricity (~1.1GWh'®) with a 66% reduction in CO, emissions.

16.

1r.

18.
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Energy Midstream

We attended an Energy Midstream conference where the
recently announced mega-merger between ONEOK (OKE)

and Magellan Midstream Partners (MMP) was front-of-mind

in every meeting. At US$19 billion, OKE'’s bid for MMP is

much larger than other recent transactions. With parts of the
energy midstream sector now approaching structural decline,
some midstream companies are taking non-traditional paths
(and additional risks) in order to grow. This deal, which seems to
be mainly premised on capturing the tax benefits embedded in a
MLP tax structure'®, appears to be an example of this.

Most management teams we heard from were sceptical of this
transaction, noting that acquisitions should be premised on

clear strategic and competitive benefits, not just cost synergies
and tax gains. We struggle to understand the strategic rationale
for combining OKE, a Natural Gas Liquids midstream service
provider that has a dominant competitive position in the Bakken
basin, with MMP, the operator of a refined products transportation
network running through the central US.

However, with higher capex inflation and stronger balance sheets
after several years of painful restructuring, we expect further
consolidation within this space. There are still 64 listed energy
midstream companies (of which 42 are MLPs?® and 22 are
C-Corps) including ~20 that have a market capitalisation of less
than US$1 billion. The industry remains fragmented, with many
privately held assets that could be run more efficiently within
larger platforms. Scale matters for this sector.

The natural gas supply / demand outlook was also a key topic
during company meetings. The combination of one of the
warmest Northern Hemisphere winters on record alongside
increasing gas supply has seen prices fall. Producers are
reacting by reducing rig counts and slashing capex budgets.

DT Midstream (DTM) owns gathering, processing and pipeline
assets in the Texas / Louisiana Haynesville basin. Production
levels from this predominantly natural gas basin have grown
strongly (at a ~13% Compound Annual Growth Rate over the
past five years, shown in the following chart). This has been
driven by demand from new natural gas power plants and
Liquefied Natural Gas (LNG) export facilities on the US Gulf
Coast. DTM management expressed confidence that current
volume and earnings guidance were still achievable, despite the
headwind of lower natural gas prices. The terms of its contracts
with customers limit the company’s exposure to underlying
commodity prices.

Gas volume growth and production levels: Haynesville
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The trip also provided further reminders of a robust demand
outlook for natural gas. In recent years, much emphasis has
been placed on growth in renewables and other forms of carbon
free energy. We have taken the view that while large-scale
renewables investment is inevitable and necessary, natural gas
also has a crucial role to play as a transition fuel.

An upcoming wave of new LNG export facilities supports this
perspective. Six additional LNG projects are currently being
built in the US Gulf Coast region?'. Together, these will add a
further ~11 bef/d?? of natural gas demand, with the Haynesville
and Texas' Permian basins best positioned to meet it. The
following chart illustrates the forecast growth of US LNG export
facilities over coming years. While these facilities may not all be
built, the growth potential in this space remains considerable.

19. MMP assets are held within a MLP structure, whereas OKE is a C-Corp. The Inflation Reduction Act (IRA) includes tax changes that will accelerate the payment of cash tax, with many C-Corps seeing
cash tax expense increasing sooner than previously expected. There is another tax angle from the perspective of MMP unitholders. Lower capital expenditure levels in the energy midstream space have
reduced the ability of these companies to reduce their taxable income. As energy midstream companies have reduced capex, relative to historical averages, the amount of accelerated depreciation
bonuses have also fallen. In addition, healthier balance sheets (ie lower leverage) imply lower interest expenses.

20. These entities operate across a range of different categories, including liquid products, minerals, LNG, shipping, refinery logistics, coal, propane, oilfield services, diversified and others

21. These include NextDecade Rio Grande LNG, Golden Pass LNG, Corpus Christi Stage I, Plaquemines Phase | and Il and Port Arthur Phase I.

22. Billion cubic feet per day
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US LNG export facilities (current, under construction and potential)
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Energy midstream companies remain focused on healthy
balance sheets and sensible capital allocation policies.
Examples include funding capex from internal cash flows,
ensuring that dividend payout ratios remain at sustainable levels,
and using excess cash flows to fund share buybacks - which
are now commonplace within this space. Of the companies

we cover, the following have share buyback programs in place:
Targa Resources, Cheniere Energy, Kinder Morgan, Williams,
Enbridge Inc. and Enterprise Products Partners.

During our trip, we learnt that the recently enacted Fiscal
Responsibility Act of 2023 includes provisions to speed up the
approval process of the Mountain Valley Pipeline (MVP)?® project.
This 304-mile pipeline running between West Virginia and
Virginia has been held up by legal challenges. It represents a
prime example of how difficult it had become to build new energy
infrastructure in the US, despite being 94% complete. The new
law removes the need for a judicial review of the federal permits
needed to proceed with MVP - effectively allowing construction
to resume.

MVP will add an extra 2bcf/d of natural gas takeaway capacity
from the Appalachian region, and should drive volume growth

out of the massive and low-cost Marcellus natural gas basin.
Following a period of strong growth prior to 2020, this basin
has seen almost flat volumes in recent years (illustrated in

the chart below) owing to insufficient pipeline infrastructure

in the region. The completion of MVP is expected to benefit
energy midstream operators in the region, including Equitrans
Midstream, Williams, DT Midstream, UGI Corp and AltaGas.

Gas volume growth and production levels: Appalachia
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We noticed a clear contrast to last time we travelled, when
company management holding group meetings faced numerous
questions from investors on Environmental, Social and
Governance (ESG) issues. This time, there were none. ESG has
been a priority for our team since the inception of our strategy in
2007, and remains so. Key issues we have discussed recently
with North American energy midstream and railroad companies
include employee satisfaction/engagement levels; remuneration
frameworks; energy transition strategies and Board composition.

23. MVPis owned by Equitrans Midstream, Nextera Energy, Consolidated Edison, AltaGas and RGC Midstream. Construction started in 1Q18 with an original completion date of 4Q18 and a total cost
of $3.25 billion. Due to subsequent permitting issues and legal disputes, the construction has stalled while its total cost has ballooned to $6.6 billion. Equitrans, the pipeline operator, now expects

completion by the end of 2023/early 2024.
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Reading by Pablo: with so many flights and so much airport
time, business travel is a great time to catch up on my reading.

“Chip War” by Chris Miller is an excellent book to understand
the history and future of a key component of today’s technology;
“...No product is more central to international trade than
semiconductors”.

A History of Spain” by Arturo Pérez-Reverte, one of my favourite
fiction writers, has now produced a no-holds barred account of
Spanish history. His depiction of its kings and queens is nothing
short of astounding.

Listening by Pablo: DJ Hernan Cattaneo, the doyen of
progressive house.

Watching by Jessica: “The Last of Us” - love a good zombie
apolocalypse to offer some life perspective.

Listening by Jessica: Kiwi band Six60 to try and chill after many
flight delays, a welcome reprieve from Disney’s Frozen that | have
to listen to daily at home.

This was a timely trip, coming just one week after energy
midstream M&A activity, US Congress support for energy
infrastructure, a sharp slowdown in freight volumes and historical
water utility regulation proposals from the EPA. Our meetings
provided lots of interesting conversations, useful insights and
fresh research opportunities.

We believe that North American listed infrastructure companies
remain attractive long-term investment opportunities - and the
pullback in valuations seen in 2023 gives an excellent entry point
into these high quality companies.
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