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Infrastructure remains
resilient despite macro

challenges

Tightening monetary policy, rising interest rates, the Russian invasion of
Ukraine and a limited banking crisis have shifted the macro landscape
to the point where a global recession is increasingly likely in 2023. Whilst
the infrastructure asset class is not immune to these challenges, we
expect it to remain resilient given favourable links to inflation and steady

underlying demand.
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Macro challenges abound
After years of expansionary monetary
policy, central banks are currently walking
a tightrope, fighting inflation with rapid rate
rises, whilst trying to deliver a soft landing
for the global economy and preventing a
full-blown banking crisis.

Mortgage interest rates have more than
doubled in the past year in the US and UK,
and European households are facing the
further challenge of sharply higher utility
bills as supplies of energy are curtailed.

These global challenges are problematic
for investors as the combination of slowing
growth, high inflation and tightening
monetary policy has resulted in significant
weakness across listed equities and
fixed income markets in the latter part of
2022.The high correlation between listed
equities and fixed income has severely
reduced diversification benefits in mixed
asset class portfolios. In this challenging
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macro environment, we think that there
are good reasons to believe that unlisted
infrastructure will continue to perform
relatively well.

Inflation and infrastructure -
the natural hedge
The return of inflation and the associated
sharp rise in interest rates have been
dominant global themes in 2022". We
expect them to remain a key focus in 20283,
along with the integrity of the banking
system and continued geopolitical tensions.
To recap, higher interest rates have
traditionally been viewed as a negative
for the performance of long-duration
investments like infrastructure, as they put
downward pressure on asset valuations. This
is directly due to the potential increase in
the cost of borrowed capital, and indirectly
because the discount rate used to value
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cash flows is likely to increase in response to
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changes in the risk-free rate (which is linked
to long-term sovereign bond rates).

What we find in practice, however, is that
the valuations within a well-constructed
Infrastructure portfolio tend to be positively
impacted by the root cause of higher rates
- namely inflation. Infrastructure assets are
often positively linked to inflation through
contracted increases in prices for services
that are linked to CPI. Such arrangements
are common amongst regulated utilities,
toll roads and ports, and they normally
mean that the negative impacts from higher
rates are at least partially offset by the
positive influence of inflation on revenues.

There are two important points to note
regarding the pressures brought by rising
rates. Firstly, infrastructure managers
should have been capitalising on the recent
long period of relatively low rates, so the
impact of increased rates will be gradual
as laddered long-term debt is refinanced.
Secondly, with respect to discount rates,
independent valuation firms used by asset
managers tend to take a long-term view
when setting the risk-free rate, taking into
account historical long-term sovereign
bond rates and sustained changes in
those rates. These factors are evident in
both listed and unlisted markets, where
infrastructure valuations tend to be less
volatile than the broader equities market in
response to negative macro events.

What if the global economy
enters recession?

Revenue for most infrastructure assets is of
course a combination of price times volume.
As populations and economies grow, and
the use of essential services increases,

this can have positive flow-on impacts to
revenues. Therefore, both price inflation and
economic growth can provide infrastructure

Both price inflation and economic
growth can provide infrastructure
assets with a natural hedge that
may offset any adverse impacts
from rising rates.

INFRASTRUCTURE OUTLOOK

assets with a natural hedge that may offset
any adverse impacts from rising rates.

The other side of this dynamic presents
a key risk for 2023, namely the possibility
that central bank monetary policy
tightening proves too aggressive and global
economic activity pushes into recession
territory. But even in this scenario, we
think that an investment in a mature well-
diversified infrastructure portfolio would
generally outperform broader equities
investments, and potentially most other
asset classes.

We have this conviction because
infrastructure businesses generally operate
real assets that provide essential services
to the communities they serve. Underlying
demand for these services tends not to be
subject to the same level of competitive
forces that exist in many other industries.
Although a period of weak economic
growth, particularly accompanied by a rapid
deceleration of inflation, could result in more
subdued performance of assets within GDP-
linked transportation sub-sectors, exposure to
a balanced portfolio which includes diversified
utilities and contracted services should
mitigate the effect of cyclical performance.

Interestingly, this view seems to be
well-supported by the recent performance
of listed infrastructure assets. It is well
known that listed investments can be more
volatile as they are subject to broader
swings in market sentiment than unlisted
infrastructure, where best practice is to
have investments valued quarterly by
professional independent valuation firms,
under various well-recognised accounting
and valuation standards.

Nevertheless, despite the choppy market
conditions in 2022, the S&P Global Listed
Infrastructure Index (USD Hedged Net Total
Return) was up 3.8% over the 12 months
to 31 December 2022, while the broader
MSCI World Equities Index (USD Hedged Net
Total Return) performance was significantly
weaker at -15.4%. Further, although
Infrastructure is often classified as being a
mix of “defensive” and “growth” investment
styles, listed infrastructure significantly
outperformed both Value and Growth stocks
in 2022 as shown in Figure 1. We believe
this demonstrates that even listed asset
markets are recognising the resilience of
the infrastructure asset class in the current
volatile, rising rates and inflationary macro
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Diversification cannot ensure a profit or protect against loss in a declining market. It is a strategy used to help mitigate risk.
2Although markets remained volatile at the beginning of 2023 led by a recovery in growth stocks, the relative performance for the period 1 Jan 2022 - 21 March 2023
remains similar to that in Figure 1, with the S&P infrastructure index significantly outperforming the other listed indices.
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INFRASTRUCTURE OUTLOOK
FIGURE 1 LISTED MARKET RETURNS - CY2022
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Source: Bloomberg

Indiana Toll Road’s links
to inflation and growth

IFM infrastructure portfolio company, Indiana Toll Road (ITR), is
a good example of how infrastructure assets often have built-
in resilience to economic conditions:

= TR benefits from rising economic activity through increases
in its traffic volumes, which remained particularly robust
during the COVID period due to the strong demand for goods
transported by heavy vehicles, offsetting the reduced car
traffic experienced at the time.

m |TR has inflation protection embedded in its toll escalation
mechanism, which allows for annual average toll increases
at the greater of CPI, nominal GDP per capita or 2% (which
provides a floor on price escalation).

m Negative inflationary impacts on ITR’s operating cost
base benefit from the three-pronged revenue protection
mechanism above.
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IFM Insights - Infrastructure
resilience across sectors
Infrastructure assets are showing
significant resilience to the current macro
volatility as illustrated by the following
insights we have gleaned from some of our
portfolio companies.

Toll Roads

The resilience of the movement of freight
has been remarkable, both locally and
globally. While COVID triggered supply
chain disruptions, and higher logistic and
input costs have been negative influences,
trade has generally held up well. This has
broadly supported transportation sector
assets, including many in our infrastructure
portfolios.

For example, most of our toll roads have
experienced record truck movements,
exceeding pre-COVID levels, since March
2021 (as highlighted in the previous ITR
example). This is significant as trucks pay
higher tolls than cars due to their increased
footprint on the road and their greater
impact on wear and tear of the road surface.
In addition, tolling concession pricing is
frequently linked to CPI.

Seaports

Similarly, seaports have also remained
resilient, with the movement of goods
underpinned by the general strength in
consumer demand. All IFM’s seaports
remained operational throughout the
pandemic period, reflecting the critical

role these assets play in local and global
economies. While the impact of the Russia-
Ukraine conflict (particularly at European
ports) and steeply higher shipping costs
have been negative impacts on performance,
we have observed a strong recovery in
volumes, with 2022 volumes trending above
pre-COVID levels.

Though existing supply chain congestion
continues, additional planned fleet capacity
and the continued reopening of Chinese
trade is expected to support a positive global
trade outlook. Whilst volumes may come
under pressure if there is a global economic
slowdown, an offsetting factor is port tariff
regimes that are often linked to inflation.

Airports

Airports globally experienced significant
disruption from early 2020 due to the
pandemic. But in 2022, there has been

INFRASTRUCTURE OUTLOOK

a widespread return of people to short
and long-haul travel, even though ticket
prices are materially higher. Airports are
generally experiencing demand levels
similar to pre-pandemic era and this is
largely being driven by leisure travel. Our
airports show passenger numbers tracking
at approximately 80- 90% of pre-pandemic
levels towards the end of 2022.
Interestingly, this recovery has really
been held back by supply constraints, not
a lack of demand. Airlines are generally
running with higher load factors (meaning
that their planes are largely full) whilst
charging relatively high prices for tickets. If
this continues, the next 12 months could be
a profitable period for the airlines, enabling
them to strengthen their balance sheets and
potentially expand capacity.

Utilities

Utilities are normally classified as ‘defensive’
investments for good reason. These assets
are typically backed by inflation-linked
revenue mechanisms and an element of
downside protection to rising rates due to
the positive linkage between the regulatory
cost of capital and the market cost of debt.
This is reflected in our global portfolio,
where regulated capital values and returns
at Anglian Water are set in real terms by the
regulator and Enwave Energy’s revenues are
supported by long-term CPI-linked contracts
with customers.

The resilience of these assets was
displayed at the onset of the COVID
pandemic, when there were concerns
relating to potential customer defaults
and bill collections. Issues with revenue
collection were found to be quite limited,
aided by pre-emptive measures such as
tracking payment behaviours and monitoring
customer stress. More recently in Europe,
there has been a significant increase in
utility bills due to the Russia-Ukraine
conflict, disruption to gas supplies and
recent moves by OPEC to cut production
of crude oil. Measures and policies by
most European governments are in place
to curb the impact of rising energy prices
on households and businesses. So far, our
assets have experienced limited exposure
to direct energy markets or geographies
impacted by the underlying geopolitical
tension.
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Important Disclosures

The following disclosure applies to this material and any information
provided regarding the information contained in this material. By accepting
this material, you agree to be bound by the following terms and conditions.
The material does not constitute an offer, invitation, solicitation, or
recommendation in relation to the subscription, purchase, or sale of
securities in any jurisdiction and neither this material nor anything in it
will form the basis of any contract or commitment. IFM Investors (defined
as IFM Investors Pty Ltd and its affiliates) will have no liability, contingent
or otherwise, to any user of this material or to third-parties, or any
responsibility whatsoever, for the correctness, quality, accuracy, timeliness,
pricing, reliability, performance, or completeness of the information in
this material. In no event will IFM Investors be liable for any special,
indirect, incidental, or consequential damages which may be incurred or
experienced on account of a reader using or relying on the information in
this material even if it has been advised of the possibility of such damages.

Certain statements in this material may constitute “forward looking
statements” or “forecasts”. Words such as “expects,” “anticipates,” “plans,’
“believes,” “scheduled,” “estimates” and variations of these words and
similar expressions are intended to identify forward-looking statements,
which include but are not limited to projections of earnings, performance,
and cash flows. These statements involve subjective judgement and
analysis and reflect IFM Investors’ expectations and are subject to
significant uncertainties, risks, and contingencies outside the control of
IFM Investors which may cause actual results to vary materially from those
expressed or implied by these forward-looking statements. All forward-
looking statements speak only as of the date of this material or, in the case
of any document incorporated by reference, the date of that document.
All subsequent written and oral forward-looking statements attributable
to IFM Investors or any person acting on its behalf are qualified by the
cautionary statements in this section. Readers are cautioned not to rely
on such forward-looking statements. The achievement of any or all goals
of any investment that may be described in this material is not guaranteed.

Past performance does not guarantee future results. The value of
investments and the income derived from investments will fluctuate and
can go down as well as up. A loss of principal may occur.

This material may contain information provided by third parties for general
reference or interest. While such third-party sources are believed to be
reliable, IFM Investors does not assume any responsibility for the accuracy
or completeness of such information.

This material does not constitute investment, legal, accounting, regulatory,
taxation or other advice and it does not consider your investment objectives
or legal, accounting, regulatory, taxation or financial situation or particular
needs. You are solely responsible for forming your own opinions and
conclusions on such matters and for making your own independent
assessment of the information in this material. Tax treatment depends on
your individual circumstances and may be subject to change in the future.

This material is confidential and should not be distributed or provided to
any other person without the written consent of IFM Investors.

An infrastructure investment is subject to certain risks including but not
limited to: the burdens of ownership of infrastructure; local, national and
international economic conditions; the supply and demand for services
from and access to infrastructure; the financial condition of users and
suppliers of infrastructure assets; changes in interest rates and the
availability of funds which may render the purchase, sale or refinancing
of infrastructure assets difficult or impractical; changes in environmental
and planning laws and regulations, and other governmental rules;
environmental claims arising in respect of infrastructure acquired with
undisclosed or unknown environmental problems or as to which inadequate
reserves have been established;changes in energy prices; changes in fiscal
and monetary policies; negative economic developments that depress
travel; uninsured casualties; force majeure acts, terrorist events, under
insured or uninsurable losses;and other factors beyond reasonable control.

An infrastructure debt investment is subject to certain risks including but
not limited to: local, national and international economic conditions; the
supply and demand for services from and access to infrastructure; the
financial condition of users and suppliers of infrastructure assets; changes
in interest rates and broader credit market conditions which may render

INFRASTRUCTURE OUTLOOK

the purchase, sale or refinancing of infrastructure debt assets difficult or
impractical; changes in environmental and planning laws and regulations,
and other governmental rules; environmental claims arising in respect
of infrastructure acquired with undisclosed or unknown environmental
problems or as to which inadequate reserves have been established;
changes in energy prices; changes in fiscal and monetary policies; negative
economic developments that depress travel; uninsured casualties; force
majeure acts, terrorist events, under insured or uninsurable losses; and
other factors beyond reasonable control.

Environmental, Social, and Governance ("ESG”) strategies may take risks or
eliminate exposures found in other strategies or broad market benchmarks
that may cause performance to diverge from the performance of these other
strategies or market benchmarks. ESG strategies will be subject to the risks
associated with their underlying investments’ asset classes. Further, the
demand within certain markets or sectors that an ESG strategy targets may
not develop as forecasted or may develop more slowly than anticipated.
There is no guarantee that the ESG strategy or determinations made by
the adviser will align with the beliefs or values of a particular investor. The
material, if presented in the US, is offered by IFM (US) Securities, LLC, a
member of FINRA and SIPC.

Australia Disclosure

This material is provided to you on the basis that you warrant that you are a
“wholesale client” or a “sophisticated investor” or a “professional investor”
(each as defined in the Corporations Act 2001 (Cth)) to whom a product
disclosure statement is not required to be given under Chapter 6D or Part
7.9 of the Corporations Act 2001 (Cth). IFM Investors Pty Ltd, ABN 67 107
247 727,AFS Licence No. 284404, CRD No. 162754, SEC File No. 801-78649.

Netherlands Disclosure

This material is provided to you on the basis that you warrant that you are
a Professional Investor (professionele belegger) within the meaning of
Section 1:1 of the Dutch Financial Supervision Act (Wet op het financieel
toezicht). This material is not intended for and should not be relied on by
any other person. IFM Investors (Netherlands) B.V. shall have no liability,
contingentorotherwise, to any user of this material or to third parties, or any
responsibility whatsoever, for the correctness, quality, accuracy, timeliness,
pricing, reliability, performance, or completeness of this material.

United Kingdom Disclosure

This material is provided to you on the basis that you warrant that you
fall within one or more of the exemptions in the Financial Services and
Markets Act 2000 (“FSMA”) [(Financial Promotion) Order 2005] [(Promotion
of Collective Investment Schemes)(Exemptions) Order 2001, or are a
Professional Client for the purposes of FCA rules] and as a consequence
the restrictions on communication of “financial promotions” under FSMA
and FCA rules do not apply to a communication made to you. IFM Investors
(UK) Ltd shall have no liability, contingent or otherwise, to any user of
this material or to third parties, or any responsibility whatsoever, for the
correctness, quality, accuracy, timeliness, pricing, reliability, performance,
or completeness of the information in this material.

Switzerland Disclosure

This Information is provided to you on the basis that you warrant you are
(i) a professional client or an institutional client pursuant to the Swiss
Federal Financial Services Act of 15 June 2018 ("FinSA") and (ii) a qualified
investor pursuant the Swiss Federal Act on Collective Investment Schemes
of 23 June 2006 ("CISA"), for each of (i) and (ii) excluding high-net-worth
individuals or private investment structures established for such high-
net worth individuals (without professional treasury operations) that have
opted out of customer protection under the FinSA and that have elected to
be treated as professional clients and qualified investors under the FinSA
and the CISA, respectively.
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