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The essential service nature and large
environmental footprints of infrastructure assets
make sustainability considerations a vital part of
doing business.
We believe the incorporation of environmental,
social and governance issues into an investment
process both reduces risk of permanent capital loss
and helps deliver attractive risk-adjusted returns.
Company engagement is fundamental
to implementing change and influencing
strategic direction.
This paper sets out the key environmental,
social and governance issues that affect listed
infrastructure and explains why it is crucial to
keep sustainability factors front-of-mind when
investing in the asset class.

What does this mean for asset
management businesses?
As stewards of our investors’ capital, we have a responsibility to
assess all risks, both positive and negative. Since sustainability
issues can affect a business both in the near term and in its ability
to operate in the future, an assessment of these issues needs to
be part of the due diligence process.
This can be done by incorporating environmental, social and
governance factors into an investment process. Given the lack
of consistent disclosure by companies and the complexity of
many of the issues, we believe engagement with companies
and stakeholders is an important part of this process. It creates
a forum to ask for more information, assess a company’s
commitment to key initiatives and lobby for change.
Active managers need to consider these issues because they can
have implications for profits. Operating without consideration of
stakeholders, the environment or shareholders can lead to growth
projects being thwarted, penalties being incurred, minority
interests being ignored and/or licenses to operate being revoked.
Three pillars of sustainability

What is sustainability?
The definition of sustainability is “the ability to continue at a
particular level for a period of time1”. In an environmental context,
means that “goods and services should be produced in ways that
do not use resources that cannot be replaced and that do not
damage the environment2”.
The concept is often described as having three pillars:
social, environmental and economic or - as some refer to
it - people, planet and profits. This concept was developed in
acknowledgement that many companies operate in ways that
benefit short term profits without any consideration of the longer
term implications.
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Why does sustainability matter for listed
infrastructure?
Infrastructure assets include toll roads, airports, sea ports, freight
railways, passenger railways, utilities (electric, gas and water),
oil and gas pipelines and storage, mobile towers and satellites.
These assets exhibit several common characteristics; namely
high barriers to entry, strong pricing power, the potential for
sustainable growth and predictable cash flows.

While renewable energy has many forms, the wind industry
creates a case study for just how industries have changed in
response to these targets. Economies of scale, technology
improvement and continued investment have created declining
cost curves to a stage where subsidies are no longer needed in
some parts of the world. It has also created additional investment
opportunities in transmission, as the wind resource requiring
connection to the main grid is often situated far away from the
load centre where the power will be used.

A key difference between infrastructure and other sectors is that
infrastructure companies provide essential services to society.
That means that in most cases the customer is captive. If the
service is substandard, the customer is reliant on the regulatory
framework to ensure that problems are rectified properly and if
not, that the company is penalised financially.
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The following sections go into more detail about some of the
key environmental, social and governance issues that face the
infrastructure sector.
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Environmental considerations – climate
change
Climate change, driven by rising carbon emissions, poses a clear
and present danger to both people and the planet. It is leading to
global warming that is evidenced through glaciers shrinking, sea
levels rising and more extreme weather events.
Man-made carbon emissions have many sources, as shown in the
chart below, but the largest of them is electricity production from
fossil fuels. Accounting for between 30% and 40% of the world’s
carbon emissions, changing the way we generate electricity has
been the first step in combatting rising global temperatures.
Doing so has become a global effort with countries creating
meaningful targets and transition plans to reduce emissions,
supported by tax incentives and/or renewable subsidies.
U.S. Greenhouse gas emissions by sector

Electric Power 30%
Transportation 27%
Industry 20%
Agriculture 10%
Commercial 7%
Residential 6%

Source: Center for Climate and Energy Solutions 2014

The effect of these efforts can be seen in the amount of
renewable generation capacity that has been added over the
last decade. In response to clean energy targets, utilities have
changed the way in which they generate, transmit and distribute
electricity, with renewable energy now accounting for half of all
capacity additions globally.
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The transportation industry is also one of the largest sources
of carbon emissions globally due to the consumption of oil. If
the decarbonisation path is to continue, this implies that the
natural resources we consume in order to travel must change.
For politicians this has been a much harder concept to grasp
than promoting low carbon electricity, as taxing oil has never
been a popular move. While electric vehicle adoption levels are
low today, there is potential for this to grow over time. We have
already seen countries such as the UK, France, Norway and China
discussing bans on the sale of diesel and petrol vehicles and we
have seen manufacturers already positioning themselves for
changes in the industry. This provides opportunities for utilities
to invest in the build-out of electric vehicle charging stations
and associated infrastructure upgrades.

Environmental considerations - other
While we acknowledge climate change to be the single largest issue
facing global listed infrastructure today, several other environmental
topics impact the infrastructure sector. These include:
–– Emission of air pollutants (sulphur and nitrogen oxides) and
toxic particles by electric utilities harming people’s health
–– Safe transportation and storage of oil and gas
–– Policies/initiatives in place to reduce environmental
impact/emissions
–– Level of resource consumption
–– Legacy environmental issues and the remedial action
being taken
–– Stranded asset risk
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Energy infrastructure networks such as oil and gas pipelines
transport combustible liquids or gaseous materials across
thousands of kilometres, often passing close to water resources
and population centres. Operating and maintaining such
assets in a safe manner is crucial for the environment. Failure
to acknowledge these responsibilities can affect employees,
communities, political relationships, a company’s social license
to operate and ultimately their profits and equity value.
Pipeline companies are reliant on regulatory and political approval
to operate. Without a commitment to safety the probability of
being able to create sustainable returns over the long term is
questionable. Operating safely involves much more than having
the right policies and procedures in place; it becomes a cultural
issue. The absence of an appropriate corporate culture implies
risks that an equity investor may simply prefer not to take.
The pipeline industry could also face stranded asset risk, where a
previously valuable piece of infrastructure becomes obsolete or
unneeded well before it reaches the end of its useful life. Many
coal assets have become stranded much sooner than expected,
as cheap shale gas and reduced cost curves for renewables
presented economically rational and more environmentally
palatable alternatives.
An evolving transportation sector, as electric vehicles become
more widely used, could also have ramifications for energy
transportation assets. Many companies in this sector have already
begun to diversify the range of liquids/gases they transport, in
order to mitigate business risk.

NextEra Energy’s virtuous circle

Source: NextEra Energy

Governments and regulators issue licenses to operate. Operations
are then monitored to ensure that customers are being treated
fairly and appropriately. Abuse of this license can lead to penalties,
reduced returns or in the worst case scenario, license revocation.
Take the water industry for example. In most countries the choice
of provider is non-existent and yet our health relies on the fact
that our water is clean and potable. Since we cannot change
provider we rely heavily on regulators and regulation to provide
the correct framework to ensure that the service meets certain
standards and is not detrimental to human health.

–– Workplace health & safety

When this customer focus is lost, significant ramifications such as
the water crisis in Flint, Michigan can occur. In this instance, the
water source was changed from Lake Huron to the Flint River,
with the latter requiring more extensive water treatment to be
potable. When the necessary level of treatment was not carried
out, Flint River water corroded the water pipe linings, allowing
lead from the pipes to contaminate the water supply. Lead causes
significant health problems especially in children, meaning that
the effects of this decision will be seen for years to come. It’s
astonishing that the switch of water supply even occurred since
Flint River had repeatedly been ruled out as a drinking water
source for many years before.

–– Employee relations

Flint River’s water vs Lake Huron’s water

Social considerations
Social considerations relate to the treatment of people and
society. They include all stakeholders – customers, employees,
shareholders, suppliers etc. Key issues affecting infrastructure
companies include:

–– Employee turnover
–– Customer & supplier relationships
–– Dealing with indigenous populations
–– Public leadership on social issues
–– Operations or businesses that deal with rogue governments
This is probably the least understood area of sustainability, but
for infrastructure companies the implications, especially on the
customer side, are clear. Infrastructure assets have monopolistic
characteristics, meaning that customers are essentially captive
- their ability to shop around/switch supplier is limited. This puts
service quality under intense scrutiny from the public, politicians,
regulators and the media.

Source: PLOS.ORG
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A company’s relationship with its employees is also highly
significant. Research done by the University of Kansas used
100,000 surveys collected by the employer/employee review
website Glassdoor between 2008 and 2012 show that family firms
exhibit a human capital-enhancing culture that improves a firm’s
performance. It is also fair to say that without satisfied employees,
staff turnover increases. The cost of replacing an employee can be
1.5 times the salary of the departing employee3. Corporate culture
can be an extremely powerful driver of financial performance and
there is a long history of research linking the two4. It makes sense
that a strong corporate culture should have positive implications
for a company’s bottom line.
Safety is a key consideration for infrastructure companies given
the large scale of the assets. We believe that a commitment to
safety is cultural and that needs to be front of mind for accidents
to be avoided. When there is no culture of safety, accidents such
as the freight train derailment in Lac-Megantic can occur. In 2014
a train carrying crude oil derailed and subsequently exploded in
Lac-Megantic in Quebec. This lead to the death of 47 people, the
demolition of 40 buildings and the evacuation of 2,000 residents.
Lac-Megantic train derailment

Boots on the ground with SSE

Source: CFSGAM

Governance
While the level of environmental and social consideration for
infrastructure is greater than in most other sectors the concept
of good governance is universal. Governance relates to the
structures that define the rights and responsibilities of an
organisation’s stakeholders; including the procedures for making
company decisions. The range of stakeholders for any company
includes the board, employees, customers, suppliers and
shareholders. Different stakeholders have varying and sometimes
conflicting priorities and objectives. It is vital to ensure that a
framework exists to ensure all are treated equitably.
Remuneration structures often drive behaviour. We believe that
appropriate incentive structures for senior executives are vital to
ensure that their interests align with other stakeholders, including
shareholders, employees, regulators and customers.

Source: The Atlantic

The Transportation Safety Board cited 18 causes and contributing
factors to this crash. These included a lack of “effective training or
oversight”; the absence of “key processes” from the management
system; and the fact that the “Transport Canada Quebec Region
did not follow up to ensure that recurring safety deficiencies…
were effectively analysed and corrected, and consequently,
unsafe practices” were allowed to persist.
Having the correct policies in place is a start but instilling safety
into a culture is something that can only be achieved through
engagement with all levels of a business.
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Companies where the board and management have a material
stake in the equity value of the company, or where Total
Shareholder Returns are used as a management incentive, are
more likely to make decisions that benefit all shareholders. For
infrastructure assets we also look for key performance measures
to include some of the things discussed above such as safety and
customer satisfaction.
The Board of Directors often has the final say on matters. It is
important that the board’s structure and the skills of its members
are set up in a way that is likely to lead to positive decisions for the
company. Diversity of the board in terms of skills, backgrounds,
industry experience, race, gender etc. creates diversity of views and
helps to ensure that all aspects of a decision are considered carefully.
Research from McKinsey & Company5 showed that the top
quartile of a group of companies for gender diversity were 15%
more likely to have financial returns greater than their national
industry medium. That number rose to 35% when racial diversity
was considered.
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Source: Journal of Organizational Behaviour “Which comes first, organizational culture or performance?”
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Being equity investors, we also need to consider the protections
afforded to us as minority shareholders. The presence of a
controlling shareholder with interests that may not align with
minority equity investors should be regarded with caution. Some
companies can have controlling government, family or related
party interests. It is important to be aware of the implications both positive and negative - that these interests may present to
minority shareholders.
A good governance structure is required to protect investments.
Permanent capital loss is a risk when incentives are not aligned
and conflicting business agendas drive decisions at the expense
of the shareholder.

Conclusion
Infrastructure assets have a unique set of characteristics that
make sustainability an important part of their business activities.
The long dated nature of the assets, their essential service
offering to society and the sheer size of the assets means
environmental and social considerations are paramount.
We believe that the incorporation of environmental, social and
governance issues into our investment process both reduces
risk of permanent capital loss and helps deliver attractive riskadjusted returns.
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Disclaimer
This document is directed at persons of a professional, sophisticated, institutional or wholesale nature and not the retail market.
This document has been prepared for general information purposes only and is intended to provide a summary of the subject matter covered. It does not purport to be
comprehensive or to give advice. The views expressed are the views of the writer at the time of issue and may change over time. This is not an offer document, and does not
constitute an offer, invitation, investment recommendation or inducement to distribute or purchase securities, shares, units or other interests or to enter into an investment
agreement. No person should rely on the content and/or act on the basis of any matter contained in this document.
This document is confidential and must not be copied, reproduced, circulated or transmitted, in whole or in part, and in any form or by any means without our prior
written consent. The information contained within this document has been obtained from sources that we believe to be reliable and accurate at the time of issue but no
representation or warranty, express or implied, is made as to the fairness, accuracy or completeness of the information. We do not accept any liability for any loss arising
whether directly or indirectly from any use of this document.
References to “we” or “us” are references to Colonial First State Global Asset Management (CFSGAM) which is the consolidated asset management division of the
Commonwealth Bank of Australia ABN 48 123 123 124. CFSGAM includes a number of entities in different jurisdictions, operating in Australia as CFSGAM and as First State
Investments (FSI) elsewhere.
Past performance is not a reliable indicator of future performance.
Reference to specific securities (if any) is included for the purpose of illustration only and should not be construed as a recommendation to buy or sell. Reference to the names
of any company is merely to explain the investment strategy and should not be construed as investment advice or a recommendation to invest in any of those companies.
Commonwealth Bank of Australia (the “Bank”) and its subsidiaries are not responsible for any statement or information contained in this document. Neither the Bank nor any
of its subsidiaries guarantee the performance of the Company or the repayment of capital by the Company. Investments in the Company are not deposits or other liabilities
of the Bank or its subsidiaries, and the Company is subject to investment risk, including loss of income and capital invested.
Hong Kong and Singapore
In Hong Kong, this document is issued by First State Investments (Hong Kong) Limited and has not been reviewed by the Securities & Futures Commission in Hong Kong.
In Singapore, this document is issued by First State Investments (Singapore) whose company registration number is 196900420D. First State Investments and First State Stewart
Asia are business names of First State Investments (Hong Kong) Limited. First State Investments (registration number 53236800B) and First State Stewart Asia (registration
number 53314080C) are business divisions of First State Investments (Singapore).
Australia
In Australia, this document is issued by Colonial First State Asset Management (Australia) Limited AFSL 289017 ABN 89 114 194311.
United Kingdom and European Economic Area (“EEA”)
In the United Kingdom, this document is issued by First State Investments (UK) Limited which is authorised and regulated in the UK by the Financial Conduct Authority
(registration number 143359). Registered office: Finsbury Circus House, 15 Finsbury Circus, London, EC2M 7EB, number 2294743.
Outside the UK within the EEA, this document is issued by First State Investments International Limited which is authorised and regulated in the UK by the Financial Conduct
Authority (registration number 122512). Registered office 23 St. Andrew Square, Edinburgh, Midlothian EH2 1BB number SC079063.
Middle East
In certain jurisdictions the distribution of this material may be restricted. The recipient is required to inform themselves about any such restrictions and observe them.
By having requested this document and by not deleting this email and attachment, you warrant and represent that you qualify under any applicable financial promotion
rules that may be applicable to you to receive and consider this document, failing which you should return and delete this e-mail and all attachments pertaining thereto.
In the Middle East, this material is communicated by First State Investments International Limited which is regulated in Dubai by the DFSA as a Representative Office.
Kuwait
If in doubt, you are recommended to consult a party licensed by the Capital Markets Authority (“CMA”) pursuant to Law No. 7/2010 and the Executive Regulations to give
you the appropriate advice. Neither this document nor any of the information contained herein is intended to and shall not lead to the conclusion of any contract
whatsoever within Kuwait.
UAE – Dubai International Financial Centre (DIFC)
Within the DIFC this material is directed solely at Professional Clients as defined by the DFSA’s COB Rulebook.
UAE (ex-DIFC)
By having requested this document and / or by not deleting this email and attachment, you warrant and represent that you qualify under the exemptions contained in Article
2 of the Emirates Securities and Commodities Authority Board Resolution No 37 of 2012, as amended by decision No 13 of 2012 (the “Mutual Fund Regulations”). By receiving
this material you acknowledge and confirm that you fall within one or more of the exemptions contained in Article 2 of the Mutual Fund Regulations.
Copyright © (2017) Colonial First State Group Limited
All rights reserved.
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