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As we move into 2018, Co-CEOs and
Co-CIOs Nick Langley and Richard
Elmslie, present RARE’s view on the
market and what it will mean for
global listed infrastructure investors.
Q. What were the key
macroeconomic events of 2017?
2017 was a year defined by politics. In the United States
(US), investors started the year with confidence that
President Donald Trump would be able to execute his
pro-growth platform which would be highly beneficial to
markets.
While the actions of President Trump dominated headlines
throughout the year, it was only in December that President
Trump was able to sign the much-anticipated tax reform
bill into law. This law will lower corporate and individual
tax rates and represents the most significant overhaul of
the US tax code in over 30 years.
Given the benefit of this reform to US corporate earnings,
the market reacted positively to this news.
Moving across to Europe, the market had a mixed response
to various political events within the region. Markets were
pleased with Emmanuel Macron’s victory in the French
Presidential election, however the separatist movement in
Catalonia in Spain did give rise to investor concern.
Elsewhere in the region, the United Kingdom remained
consumed with Brexit implementation issues.
Amongst this highly-charged political backdrop, the RARE
Infrastructure Strategies performed well, producing strong
absolute returns.
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Q. Moving into 2018, what are
the key macro issues shaping the
investment landscape?
Moving into 2018, inflation is a key area of focus. At
present, we expect the world to diverge in terms of
inflationary pressures. It’s important to note that some
inflation is healthy for an economy. For instance, wage
inflation is necessary to reduce underemployment,
encourage movement up the job quality scale and promote
re-entry to the workforce. Additionally, some inflation is
also important for asset prices.
We believe that this is where the central banks’
involvement will be quite significant, and as we move into
2018, it will be a topical issue to follow closely. In the US,
we see the US Federal Reserve continuing to raise rates
to further reduce the currently accomodative monetary
policy. In Europe, the European Central Bank (ECB) is set
to reduce quantitative easing (QE) – a transition that is
difficult to implement steadily.
Additionally, we believe that politics will continue to play
a key role in driving swings in investors sentiment. This
is something that markets tend to forget. Concerning
Europe, we are at quite a pivotal point given the Brexit
overhang, as such, the implementation of Brexit at a
macro and company-specific level is something that we
are closely following.

Key takeaways
Some inflation is important, need wage inflation
to reduce underemployed and increase
participation rates.
Central bank activity likely to drive rates.
Politics and geopolitics still has a role to play.
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Q. What are the key themes
that you believe will drive the
infrastructure market in 2018 and
why?

Key takeaways
Asset-based growth, no issues with funding, it's
more about the opportunities.
Price elasticity of demand for economically
sensitive assets could interrupt usage/patronage.

As it relates to global listed infrastructure, we believe that
three key themes will be driving markets in 2018.

Early days, but may begin to see some
differentiation on potential technology disruption.

1. Asset-based growth
Across the board, companies are continuing to invest in
their underlying assets to generate returns in the future.
Given that asset prices are quite high at the moment, and
these companies are trading at elevated multiples, assetbased growth has become a topical issue. To alleviate
investor concerns, companies need to demonstrate that
they have avenues of growth to support those multiples.
As it relates to regulated utilities, most of the companies
that we invest in are achieving somewhere between 7%
and 10% per annum in asset-based growth. Regulators
are providing these companies with an 8% to 10% return
on the equity, which in turn, is being invested into the
company’s underlying assets. This investment supports
cash flow, earnings and dividend growth.
2. Price elasticity of demand
Put simply, price elasticity of demand considers the
impact of price increases on the usage and affordability
of a company’s assets. In other words, as prices steadily
increase, companies need to be careful that they continue
to retain consumer usage of their assets. This is important
for infrastructure companies that own user-pay assets.
These companies need to ensure that motorists are
using their roads and passengers are going through their
airports.
Most of the infrastructure companies we invest in have
concession agreements in place that dictate by how much
they can increase their prices. Given this legal framework,
it is a question of whether these companies will retain the
same level of demand and usage as prices increase. As
usage of these assets are linked to economic growth, we
believe that as long as we continue to see strong underlying
economic growth, these companies will continue to see
an increase in revenue and cash flow growth, which is
supportive of earnings and dividend growth.
3. Technological disruption
Moving into 2018 and beyond, we may start to see some
differentiation around technology disruption. Investors are
starting to consider, and be wary of, the impacts of changes
in technology on the way we utilise our infrastructure, and
there may be some winners and losers out of that. Some
examples of disruptors within the infrastructure sector
include: the falling cost of battery energy storage, greater
penetration of renewable power generation, increased
inter-connection of electricity networks, and the greater
prevalence of electric vehicles.
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Q. What are the potential impacts
on key sectors and industries?
With respect to utilities, rate (or asset) base growth
continues to drive earnings and dividend growth over the
foreseeable future. There are two key hurdles to growth:
1.

There must be investment opportunities to grow
the asset base.

2.

There must be an environment where the
regulators are supportive of spending. For example,
companies operating in south-eastern states in
the USA are investing in storm hardening against
hurricanes to improve reliability of the networks.
This is supported by regulators. Other regions, such
as California, which are more advanced in terms of
electric vehicles (EV) will start building and investing
in EV charging stations, and that will drive rate
based growth.

With respect to infrastructure, we are relatively
confident in next year’s economic growth prospects.
From a macro perspective, we are also benign on
bond yields, subject to the central banks not doing
anything unexpected and the markets overreacting to
that. As a result, we expect continued growth in usage/
patronage for infrastructure companies but expect
some pressure on achieved prices, impacting revenues.

Key takeaways
On the utilities side, asset base growth resulting in
positive EPS/DPS impact.
On the infrastructure side, we expect to see
volumes grow but achieved price increases begin
to moderate.

Q. How should listed infrastructure
investors position themselves
going into 2018?
RARE believes the macroeconomic environment to
be relativity benign. Market expectations for earnings
growth for stocks are elevated, and therefore the risk of
disappointment is skewed to the downside. As a result,
in 2018 we expect a stable operating environment, but
recognise that any deviation from expectations could
cause an outsized movement in asset prices. While there
may be volatility, we do not expect any major corrections
as there is still significant cash on the sidelines waiting to
“buy the dips”.
From a portfolio management perspective, at this stage
of the cycle we're not chasing growth. We believe in
risk-adjusted returns to equity and that is our consistent
approach across each of our actively managed strategies.
While we are fully invested, in 2017 we increased the
defensive positioning of our strategies and will continue to
do that as we move further through the cycle. Specifically,
we are looking for a balance between the more defensive,
regulated utility companies (that have strong asset-based
growth and are earning solid returns from their regulators)

with higher-growth infrastructure companies (that are
doing well with the global economic growth that we see in
2017 and into 2018 and beyond).
Across our strategies, we remain very focused and
cognisant of the sources of risk within the portfolio via
our use of Northfield Risk Model. This risk management
tool enables our Investment Committees to identify the
sources of risk and act accordingly to reduce the portfolios
risk exposure should the environment deteriorate.

Key takeaways
RARE believes the macro environment is relatively
benign.
Markets (asset prices) are elevated and hence
sensitive to disappointment.
Still, significant cash waiting to buy the dips.
As a result, we are fully invested, but have been
increasing the defensive positioning of the
portfolio and remain focused on the areas of risk
in the portfolio.

Click here to view our 2018 Market Outlook video

Important information
While the information contained in this document has been prepared with all reasonable care, the RARE Infrastructure Group does not accept any
responsibility or liability for any errors, omissions or misstatements however caused. This information is not personal advice. This material has been
prepared for investment professionals, qualified investors and investment advisors only. This material is not suitable for retail investors and RARE
Infrastructure does not authorise the provision of this material to retail investors.
Investors should be aware that any views expressed in this material are given as of the date of publication and such views are subject to change at
any time. Where an investment product is mentioned, potential investors should seek independent advice as to the suitability of the product to their
investment needs. Reference to shares in a particular company, is not a recommendation to buy, sell or hold that stock.
Past performance is not indicative of future performance. Returns can be volatile, reflecting rises and falls in the value of underlying investments.
Any prospective PE ratios and dividend yields or forecasts referred to in this material constitute estimates which have been calculated by the RARE
Infrastructure investment team based on RARE’s investment processes and research.
The distribution of this document may be restricted in your jurisdiction. This document does not constitute an offer or solicitation in any jurisdiction in
which to make such an offer or solicitation would be unlawful. It is your responsibility to ensure that any such product, security, service or investment
outlined is available in your jurisdiction.
Issued and approved outside Canada, United States of America and EU/EEA by RARE Infrastructure Limited (“RIL”), registered office Level 13, 35 Clarence
Street, Sydney, NSW 2000, Australia (ACN 84119339052; AFSL307727).
In Canada and the United States of America, issued and approved by RARE Infrastructure (North America) Pty Ltd (“RINA”), registered office Level 13, 35
Clarence Street, Sydney, NSW 2000, Australia (ACN 138069191). Neither RIL nor RINA are registered as a dealer in any province in Canada. RIL and RINA
are not offering the securities of any investment fund that may be described in the materials in Canada or the United States. This material has not been
approved or verified by the SEC or the OSC.
RARE Infrastructure operates in the EU/EEA from the UK through Legg Mason Investments (Europe) Limited, which is Authorised & Regulated by the
Financial Conduct Authority, registered office 201 Bishopsgate, London EC2M 3AB. Legg Mason Investments (Europe) Limited is registered in England and
Wales with Company No. 7970290. This material is issued in the EU/EEA by Legg Mason Investments (Europe) Limited.
RARE Infrastructure is an affiliate of Legg Mason.

ESSENTIAL FOR SOCIETY, ESSENTIAL FOR YOUR PORTFOLIO
Please visit www.RAREinfrastructure.com
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