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Vaccine rollouts and government stimulus have led to expectations of higher economic growth,
inflation and interest rates. This has put pressure on listed infrastructure returns with the asset
class significantly underperforming global equities over the past 12 months. But with over 70%
of the investible universe able to pass through the cost of inflation to consumers, are these fears
overblown? Global Listed Infrastructure Portfolio Manager Trent Koch explains why inflation can
be positive for many infrastructure assets and how market uncertainty has created a compelling

investment case for the asset class.

The COVID-19 pandemic caused the deepest global economic
recession in nearly a century. Global growth slowed,
unemployment increased and the transportation of people and
goods were severely disrupted. In response, central banks and
governments are now seeking to aggressively stimulate their
economies. The likely results of this stimulus are increased global
growth and higher inflation.

It's important to note that not all inflation is bad. Governments
around the world often target a 2-3% inflation range and most
countries have been trending well below that ‘ideal’ target band.
Inflation is concerning when it is sustained and aggressive,
because this can lead to economies becoming overheated. When
economies overheat, central banks often raise interest rates in
order to contain inflation.

The characteristics of infrastructure assets (stable, long-life; cash
generative; low sensitivity to the economic cycle) makes them
relatively sensitive to changes in interest rates, compared to
global equities.

Importantly, the impact tends to vary depending on whether rising
rates are being driven by higher inflation, or by real economic
growth.

Inflation-driven

Where rising interest rates are a reflection of higher inflation, listed
infrastructure fares relatively well. Infrastructure companies have a
proven ability to pass through higher inflation to their customers
(typically with a 6 -12 month lag). Most infrastructure assets have
an explicit link to inflation through regulation, concession
agreements or contracts. Those assets without an explicit link
often have the pricing power to deliver a similar (or better)
outcome, reflecting their strong strategic position.
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Transurban is a good example of a stock with this pricing power.
The company owns 21 toll roads in Australia and North America,
most of which have the ability to increase tolls by inflation or
better.

Tollincreases compared to CPl components Australia

10

9

3

2

2002 2004 2006

CityLink

2008 2010 2012 2014

Beer

2016 2018
= CPI

2020
Education
CPI component indices rebased to CityLink toll AS

Source: Bloomberg and First Sentier Investors
Data as at 31 December 2020



Real growth

Where rising interest rates reflect accelerating real economic
growth, listed infrastructure tends to lag as investors shift from
defensive to growth equities. Evidence of this is illustrated in the
following chart.
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The two halves of this chart show how global equities and listed
infrastructure have performed during periods of rising and falling
interest rates (represented here by US 10-Year Treasury yields)
respectively.

The right hand side of the chart shows that in every discrete
month since October 2007 in which US 10-year Treasury yields
fell, global equities returned -0.1%, on average. The global listed
infrastructure index performed better in this environment, rising by
an average of +0.6% as infrastructure assets benefitted from the
tailwind provided by lower rates.

In contrast, when US 10-year Treasury yields rose, global equities
delivered an average return of +1.2%. The global listed
infrastructure index also on average delivered a positive return, but
to a lesser extent, returning +0.2% on average in these months.

Are infrastructure assets vulnerable to
higher inflation?

Some investors have taken the view that rising inflation will lead to
higher interest rates. This has put pressure on listed infrastructure
valuations. There are concerns that listed infrastructure
companies may be forced to spend a higher proportion of their
earnings on interest payments; and that profits could be eroded
by rising inflation.

However, we estimate that more than 70% of the assets we invest
in have the ability to pass inflation through to the end customer,
insulating investors from its impact.
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Degree of inflation protection by sector
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What impact could higher inflation have on
infrastructure assets?

The impact of inflation on listed infrastructure assets depends on
a number of factors, including:

Type of asset

Regulated assets such as utilities are more likely to have
government agreements in place that dictate how costs can be
passed onto consumers. They tend to be less sensitive to both
dips and peaks in economic activity, making them more defensive
and well-positioned for a slowing economy. The benefit of
including such assets in a portfolio was demonstrated in 2020,
when usage remained stable (relative to roads, air and rail) and
revenue did not contract significantly.

For example, UK water utilities earn a real return on regulated
assets, with inflation essentially being a pass-through. US electric
and gas utilities operate within regulatory frameworks which
enable them to earn an allowed rate of return on money spent
maintaining or improving their asset base. While this rate is fixed
for each regulatory cycle (which tend to last between one and
three years), the allowed rate of return of the next cycle can be
adjusted upwards if needed, to reflect a higher inflation
environment.

Agreements in place

Some contracts explicitly allow user costs to rise when inflation
does. Others are more complex and look at a range of factors
beyond inflation, such as operating and capital expenses. The
nature of these contracts depends on the country, the type of
asset and the regulations in place. Many toll roads, for example,
have concession agreements that specify how prices can be
increased, with an option to follow the Consumer Price Index (CPI)
or an agreed percentage - whichever is higher.

Revenue drivers

In growth assets such as road transport, airports and rail, revenue
is based on volume of users, and is therefore more sensitive to
economic activity. If the contract allows inflation and other
increased expenses to be passed on, then they are particularly
well-positioned in a rising inflation environment.

Inflation rate

For assets with an agreed price rise in their contracts, the actual
inflation level matters. For example, some mobile towers include
price escalators in their contracts at a set amount, e.g. 3%. If
inflation is lower than this, the asset owner benefits from the price
increase. Conversely, an inflation rate higher than this will
disadvantage the owner.



How does your portfolio change depending
on inflation expectations?

Part of our job as active managers is to take interest rate
expectations into account when positioning portfolios. We are
able to shelter portfolios from the impact of rising rates by tilting
away from “income” infrastructure sectors such as utilities; and
increasing holdings in “growth” infrastructure sectors such as
roads and railways.

While macroeconomic conditions play a part, the impact of
inflation also depends on particular companies and their assets.
As bottom-up investors, we look at the dynamics of the asset and
the sector, including barriers to entry, pricing power and structural
growth opportunities.

What are your thoughts on leverage for
infrastructure companies today?

It is understandable that investors are becoming concerned about
debt levels with potential interest rate hikes on the horizon.

Screening

Whether you are looking at a toll road, a tower or an airport, if you
take that defensive asset and put too much leverage against that
balance sheet, it is no longer defensive. So assets with too much
leverage are removed from our investible universe. We take a
universe of roughly 250 companies and screen that down to ~125
core infrastructure assets that we consider to be investible. Part of
that screening process addresses leverage, but we also eliminate
assets based on other factors. These include our view on
management quality, the capital structure and corporate
governance frameworks.

Strong balance sheets

When analysing company leverage (and hence sensitivity to
changes in interest rates) we focus on a range of measures
including Net Debt to EBITDA, forward interest coverage ratio and
refinancing risk. The strategy’s current weighted average Net Debt
to EBITDA ratio is ~4.0x; a level we are comfortable with given the
predictable nature of the cash flows being generated by our
holdings’ underlying assets.

Further, many infrastructure companies have taken steps to take
advantage of current low interest rates. We have seen significant
refinancing of existing debt to lock in reduced rates, lengthen
maturities, spread refinancing risks, and diversify funding sources.
The weighted average debt maturity on our top 10 holdings is
currently over 10 years'. That means debt has been locked in at
very low levels for the next decade.

[t's important that infrastructure companies maintain appropriate
debt structures so that when inflation does increase, they have
the ability to increase prices and see that flow through to the
bottom line. It's one thing to be able to pass on the costs of
inflation to the end customer, but if debt costs are rising by as
much or more, the asset will be in a weak financial position.

"As at 30 April 2021
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How has listed infrastructure performed

relative to inflation over time?
Global listed infrastructure has proved capable of delivering
returns well in excess of inflation. For the 15 years to March 2021,

listed infrastructure has delivered total returns of 8.5% pa,
equivalent to CPI plus 6.6%.

Listed Infrastructure Performance
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The performance of global listed infrastructure during periods of
higher inflation provides further evidence of the benefits that can
be provided by this asset class. The chart below compares the
relative performance of infrastructure to global equities, when
inflation is in a given band.

For example, when inflation is between 3% and 4% pa, global
listed infrastructure has outperformed global equities by around
4% pa on average. Importantly, this outperformance increases to
almost 8% pa when inflation is above 4% pa.

Infrastructure Performance During Periods of Inflation
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Why is listed infrastructure a strong
potential opportunity now?

2020 was clearly an unprecedented period in many ways, and it
was a challenging year for global listed infrastructure. For just the
second time in the last 15 years, listed infrastructure
underperformed both global equities and bonds (global equities
+15%, bonds +9%, listed infrastructure -4%,). We now feel that
concerns around potential increases in interest rates have already
been priced in.

We think our investment universe of utilities, toll roads, airports,
railroads and towers are well positioned today on a relative value
basis. And whilst we have maintained a cautious view of the
airports sector, we believe toll roads and railroads are well
positioned for a strong COVID-19 recovery as global economies
reopen.

Conclusion

Investing in a portfolio of global listed infrastructure assets
provides investors with exposure to assets including toll roads,
airports, railroads, utilities, pipelines and mobile towers. These
sectors share common characteristics like high barriers to entry
and pricing power. We estimate over 70% of the assets we invest
in have the ability to pass through inflation to the end customer.

Investor concerns around rising inflation and higher interest rates
have been largely priced in providing investors with a compelling
case to invest in an asset class that we expect to provide inflation
protected income and strong capital growth for many years to
come.

Appendix: What does inflation protection look like by asset type?

We break down our ‘investment universe’ into four broad categories - Utilities, Transport, Communications and Energy Infrastructure.
The table below provides a summary of inflation protection by asset type.

Category Typical strategy Inflation protection

allocation?

Utilities 50%

North American utilities - Regulated return on investment methodology with allowed

returns moving with interest rates which implicitly incorporate inflation. Utilities file for a
rate case requesting costs such as inflation be passed through to the end customer.
Allowed ROEs have been in the 8-10% range historically despite falling interest rates.

European utilities - As a general rule regulation provides protection against inflation.
Key difference is if Weighted Average Cost of Capital (WACC) is determined in real
(adjusted for inflation) or nominal terms (fixed returns).

UK/ Australia utilities - WACC is set in real terms with Regulated Asset Base (RAB),

Capital Expenditure (Capex) and Operating Expenditure (Opex) estimated and approved
by a regulator in real terms using inflation forecasts. Returns are then adjusted each year

for actual inflation.

Transport 30%

Toll roads - Concession agreements for a defined period which specifies how inflation

will be treated. Agreements are often 30 years plus with explicit links to inflation.

Airports - Depends on the regulatory model of the airport. The majority of airports are
dual-till where aeronautical revenues are regulated with explicit links to inflation. Non-
aeronautical revenues are typically commercial agreements so depends on the contract.

Railroads - Freight rail rates are largely unregulated but strong pricing power allows
them to pass through many uncontrollable costs. Passenger rail revenue depends on

contract in place.

Communications 10%

Mobile towers - US tower operators have contracted price escalators of ~3% per

annum. Contracts are typically 5-15 years in length. European tower operators have
contracts that are mostly linked to inflation.

Energy 10%

Infrastructure

Depends on the nature of the commercial agreement.
Qil pipelines - Typically have long-term contracts with annual price escalators

embedded in their terms.
Gas pipelines - Most contracts are take-or-pay but with fixed pricing hence more

exposed to inflation.

2These allocations are indicative only and may vary over time.
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Important Information

This material is solely for the attention of institutional, professional, qualified or sophisticated investors and distributors who qualify as qualified purchasers under the
Investment Company Act of 1940 and as accredited investors under Rule 501 of SEC Regulation D under the US Securities Act of 1933 (1933 Act”). Itis not to be
distributed to the general public, private customers or retail investors in any jurisdiction whatsoever.

This presentation is issued by First Sentier Investors (US) LLC (“FSI” or “First Sentier Investors”), a member of Mitsubishi UFJ Financial Group, Inc. ("MUFG”), a global
financial group. The information included within this presentation is furnished on a confidential basis and should not be copied, reproduced or redistributed without
the prior written consent of FSI or any of its affiliates.

This document is not an offer for sale of funds to US persons (as such term is used in Regulation S promulgated under the 1933 Act). Fund-specific information has
been provided to illustrate First Sentier Investors’ expertise in the strategy. Differences between fund-specific constraints or fees and those of a similarly managed
mandate would affect performance results. This material is provided for information purposes only and does not constitute a recommendation, a solicitation, an
offer, an advice or an invitation to purchase or sell any fund and should in no case be interpreted as such.

Any investment with First Sentier Investors should form part of a diversified portfolio and be considered a long term investment. Prospective investors should be
aware that returns over the short term may not be indicative of potential long term returns. Investors should always seek independent financial advice before making
any investment decision. The value of an investment and any income from it may go down as well as up. An investor may not get back the amount invested and past
performance information is not a guide to future performance, which is not guaranteed.

Certain statements, estimates, and projections in this document may be forward-looking statements. These forward-looking statements are based upon First
Sentier Investors’ current assumptions and beliefs, in light of currently available information, but involve known and unknown risks and uncertainties. Actual actions
or results may differ materially from those discussed. Actual returns can be affected by many factors, including, but not limited to, inaccurate assumptions, known or
unknown risks and uncertainties and other factors that may cause actual results, performance, or achievements to be materially different. Readers are cautioned not
to place undue reliance on these forward-looking statements. There is no certainty that current conditions will continue, and First Sentier Investors undertakes no
obligation to publicly update any forward-looking statement.

PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE PERFORMANCE.

Reference to the names of each company mentioned in this communication is merely for explaining the investment strategy, and should not be construed as
investment advice or investment recommendation of those companies. Companies mentioned herein may or may not form part of the holdings of FSI.

The comparative benchmarks or indices referred to herein are for illustrative and comparison purposes only, may not be available for direct investment, are
unmanaged, assume reinvestment of income, and have limitations when used for comparison or other purposes because they may have volatility, credit, or other
material characteristics (such as number and types of securities) that are different from the funds managed by First Sentier Investors.

Apart from First Sentier Investors, neither the MUFG nor any of its subsidiaries are responsible for any statement or information contained in this document. Neither
MUFG nor any of its subsidiaries guarantee the performance of any fund or the repayment of capital by any fund. Investments in a fund are not deposits or other
liabilities of MUFG or its subsidiaries, and the fund is subject to investment risk, including loss of income and capital invested.

For more information please visit www.firstsentierinvestors.com. Telephone calls with FSI may be recorded.
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