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Introduction

Investment markets today see a rising consensus towards higher interest rates and a return 
of moderate inflation. Investors may be rightly concerned about the impact of these factors 
on future portfolio returns. However, a closer look at the potential impact for infrastructure 
investments reveals that in many scenarios, infrastructure assets can in fact be beneficiaries 
of both rising inflation and interest rates.

Infrastructure is generally considered a low risk, 
long term asset class carrying a low market 
risk in an otherwise broadly diversified portfolio. 
Supported by long-term, stable and often inflation 
protected cash flows, infrastructure assets have 
been able to use substantial leverage to enhance 
investor returns. However, this leverage also 
exposes assets to the related inflation and interest 
rate risks.

In this Stafford Diaries we review the influence of 
both inflation and interest rates on infrastructure 
assets and funds. We look at inflation and in 
particular the degree of inflation protection that 
can be captured in various infrastructure sectors. 
We note that while most infrastructure assets 
carry some degree of inflation protection, core 
infrastructure sectors such as regulated assets, 
PPP’s and long term contracted assets such as 
renewable energy generation assets demonstrate 
high correlations.

We also review the impact of changes in interest 
rates. We look at this from two perspectives. Firstly, 
we assess their impact on the asset’s cash flows 
and the consequences this will have on operating 
performance and distributions to investors. 
Secondly, we review the influence of changing rates 
on valuations via movements in the discount rate 
upon which valuations are struck. 

In reviewing these influences on various 
infrastructure sectors we acknowledge that these 
are top-down observations. In individual cases 
the actual impacts will depend upon factors such 
as each assets capital structure, local regulatory 
issues and the competitive environment. We look at 
a few examples where Stafford’s due diligence has 
applied a sensitivity analysis to individual assets, 
arriving at a total fund level exposure to inflation. 
Additionally, changes to these factors may also lead 
to changes in investors’ asset allocation decisions 
which will potentially also have an impact on 
secondary market valuations for these assets. 
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Interest Rates and Inflation 

Changes in interest rates are typically described as a response to changes in GDP and inflation2. 
Infrastructure assets, with their long-term, stable cash flows and high gearing (within a 65% to 90% range) 
should be particularly sensitive to the risks of changes in inflation and interest rates. To offset these risks, 
infrastructure managers incorporate pass-through mechanisms for inflation adjustments and in some 
cases interest rates, in their long-term contracts. The ability of managers to offset these risks varies across 
different sectors of the infrastructure market which we discuss below.

Over the past year investors have focused on the potential impacts of the end of quantitative easing in 
developed markets and the prospect of a rise in inflation. How high inflation could go over the next 10 years 
is difficult to say, but we can measure markets expectations. The following chart shows the difference 
between 10-year US treasuries and the 10-year inflation indexed treasuries. The chart would suggest that 
while expectations have risen since 2016, the US market only anticipates moderate 2.0% - 2.5% inflation. It 
is also notable that expectations have remained muted over the past decade from 2007.
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10-year US Inflation Expectations 

Source: Federal Reserve Bank of St. Louis

 2 It can also be observed as a key central bank tool to meet the twin targets of stable GDP growth/full employment without excessive inflation.
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Outside of the US we note a similar consensus that investors continue to expect a gradual lift in interest 
rates in the context of continued subdued inflation, noting a range of targeted inflation from 1.7% (ECB) to 
2%-3% (Australia)3.

These forecasts would suggest that infrastructure investors should expect to see little volatility to returns in 
the current environment and that should current GDP growth rates be sustained, a gradual lift in cashflows 
and valuations.

In a market with moderate inflation expectations and stable GDP growth as illustrated below, it appears 
likely that a gradual lift in interest rates can be accommodated without economic shock. However, in 
the unexpected event that the expected correlation between interest rates and inflation changes such 
that interest rates rise at a rate faster than inflation, infrastructure assets may be exposed to higher debt 
servicing costs without compensating increases in revenues. This is mitigated by historical correlation 
between interest rates and inflation, and an expectation that over the long term, monetary policy is likely to 
maintain a strong correlation between interest rates and inflation. Ultimately, however, this is a risk faced by 
all asset classes.
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Sources: BEA, Board of Governors (fred.stlouisfed.org)

3  Interest rate and inflation outlook: 

Bank of England: https://www.bankofengland.co.uk/inflation-report/2018/august-2018 

Reserve Bank of Australia: https://www.rba.gov.au/monetary-policy/inflation-target.html 

European Central Bank: https://www.ecb.europa.eu/pub/pdf/other/ecb.projections201806_eurosystemstaff 

en.pdf?352818629d3c50f17e0ba2593f843a4c 

Federal Reserve: https://www.federalreserve.gov/newsevents/pressreleases/monetary20180321a.htm 

Bank of Canada: https://www.bankofcanada.ca/wp-content/uploads/2016/10/background_nov11.pdf 

https://www.bankofcanada.ca/rates/indicators/key-variables/key-inflation-indicators-and-the-target-range/

4



Inflation and Infrastructure:

In the short to medium term, the response of 
infrastructure assets (and real assets in general) 
to inflation will critically depend on the underlying 
contractual nature of the asset. This will dictate 
the degree to which asset owners have the ability 
to pass through inflation underlying via respective 
higher charges, tolls or utility rates. The underlying 
contracts or regulatory structures will influence 
what items may be linked to inflation (revenues, 
expenses, capital) and under what constraints 
(timing of adjustments, caps, other limitations).

The hierarchy of infrastructure sectors, from 
most to least inflation protection, ranges from 
regulated utilities and availability assets (e.g. 
social infrastructure such as hospitals and 
schools operating under long term contracts), 
long term contracted assets such as renewable 
power generation assets towards unregulated 
sectors, especially those that experience demand 
fluctuations across economic cycles (e.g. trade 
and transportation related sectors) such as air and  
sea ports.

Investors should keep in mind, however, that not all 
infrastructure investments are equally effective in 
providing near-term inflation protection. The degree 
of linkage between inflation and pricing will vary due 
to a number of asset specific factors. However, the 
primary factor will be the level of competition within 
each sector. This linkage is mostly a function of the 
level of competition within each sector.

Inflation Correlations Across Sectors

Stafford has to date invested in approximately 
200 infrastructure assets across its infrastructure 
secondaries funds. In line with our strategy, these 
are mostly core infrastructure assets with low 
levels of market risk. For each of these assets we 
monitor GDP, inflation and interest rate sensitivity 
both at the investment stage and on an ongoing 
basis. For confidentiality reasons we cannot identify 
individual sensitivities but can make the following 
observations for correlations across infrastructure 
sectors within our portfolio.

Regulated 

These are assets such as utilities where returns 
are regulated by governments, imposing a return 
on capital based on an agreed weighted average 
cost of capital (WACC) calculation. The WACC will 
consider both inflation (with annual escalators) and 
interest rate assumptions including hedges which 
are generally escalated annually with inflation and 
reset periodically every certain number of years 
with reference to the sector’s weighted average 
cost of capital. Accordingly, inflation correlations to 
changes in NAV are close to 100% and in a number 
of cases have exceeded this level with the inclusion 
of operating efficiencies over those achieved in the 
based case rate negotiations.

Stafford has to date invested in 
approximately 200 underlying 
infrastructure assets  
across its infrastructure 
secondaries funds. In line  
with our strategy, these are 
mostly core infrastructure 
assets with low levels of 
market risk.

www.staffordcp.com
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A recent transaction in a fund in which 83% of NAV 
consisted of regulated utility assets in Europe and 
Australia included a portfolio sensitivity analysis 
for a +1% increase in inflation which resulted in a 
change in total net portfolio return of +1.2%. The 
regulated assets revenue was directly driven by 
a “RPI +/- K” pricing mechanism (K is a regulator 
determined factor above or below the yearly retail 
price index (RPI)). In comparison, inflation has a 
smaller impact on costs due to offsetting efficiency 
gains. As inflation has a higher corresponding 
impact on revenues than it does on cost, a 
1% increase in inflation leads to ~2% increase  
in valuation. 

Contracted 

This sector refers to long-term contracted revenue 
streams. Examples in our portfolios include take-or-
pay contracts associated terminal operations and 
with renewable power generation where the asset 
owner does not bear commodity price or volume 
risk, and prices tend to be escalated with inflation 
over the term of the contract. As such, revenue is 
relatively predictable over the life of the contract. For 
example, a wind farm that has contracted with an 
electricity retailer to sell the capacity of its turbines 
at a fixed price (escalated annually with CPI). Assets 
in this sector have shown an inflation correlation of 
close to 100% with bias to a lift in inflation where 
largely fixed operating costs allow for operating 
margin expansion with rising revenues.

Throughput/Demand Based

Throughput refers to infrastructure assets where 
the revenue model is based on some form of 
tolling payment for services or usage. Examples 
include midstream gas pipelines, energy 
transmission networks and toll roads. While prices 
are determined under these contracts mostly 
will include escalation formulas for inflation, the 
asset owner carries demand risk. Revenues show 
high GDP correlation and are sensitive to price 
movements. As such, inflation correlation across 
our sample averages around 65% with a wide 
dispersion based on the degree of demand risk and 
whether tolls are user pays or shadow tolls where 
tolls are paid by governments with no visibility to the 
end user. These assets also have a strong positive 
correlation to GDP growth.

Availability/PPP 

This sector covers assets such as schools, 
hospitals and public buildings where a government 
entity enters into an agreement with an 
infrastructure manager to design, build, operate 
and manage facilities over a long term with 
payments to the infrastructure manager based on 
the availability of the facility to end users meeting 
contracted performance standards, often referred 
to as PPP’s. The operating cash flow profile of these 
assets tend to be similar to regulated utilities in that 
revenue payments and cost recoveries over the life 
of the agreement are contracted in advance and 
incorporate inflation pass throughs and a correlation 
to changes in NAV of close to 100%.

A recent purchase of a UK fund where availability 
projects and PPP’s made up 91% of the portfolio 
showed a 89% inflation-correlation, i.e. a 1% 
increase in inflation is expected to result in a 0.89% 
increase in net IRR for the Fund.

Revenues show high GDP 
correlation and are sensitive 
to price movements. As such, 
inflation correlation across our 
sample averages around 65% 
with a wide dispersion based 
on the degree of demand risk 
and whether tolls are user pays 
or shadow tolls where tolls are 
paid by governments with no 
visibility to the end user.
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Interest Rates and Infrastructure

The impact on infrastructure assets and their investors of changes in interest rates is felt in two ways; 
cashflows and valuation. The cashflow effects refer to the impact on revenues, debt servicing and 
ultimately potential investor distributions. The valuation effects refer to the impact of changes in discount 
rates and movements in the underlying risk-free rate.

1. Cashflows

The impact to a particular manager will depend upon each asset’s underlying capital structure and the 
manager’s budgeting for changes in inflation, GDP and the changing spread over fixed income. Generally, 
with rising interest rates driven by rising GDP, the manager should expect a positive impact from rising 
revenues and margins. Additionally, regulated, PPP and long term contracted assets such as renewables 
will in most cases have the ability to pass on changes in inflation in their pricing within a 12-month period 
and also benefit from improved returns on high cash reserves that are common in these assets.

Interest rates and regulated utilities

Regulated utilities strong correlation of returns to inflation is illustrated in the following chart. This shows 
the ability of the mostly private electricity utility sector in the US to recoup interest rate increases via pricing 
over the past 27 years. As is the case in most countries rate setting criteria, price increases explicitly 
include allowances for inflation and interest rates. In the U.S. and other OECD countries, this means that 
allowed Returns on Equity (ROE) for regulated utilities often rise during high inflation periods, protecting real 
earnings. Additionally, as utility demand is price inelastic, even in the worst of times, the demand for power, 
heat and water remains steady as price increases are passed through.
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Source: Edison Electric Institute, Q4 2017 Financial Update, Quarterly Report of the US Investor-Owned Electric Utility Industry
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2.   Valuation

Investors in infrastructure assets and funds benefit 
from external valuations occurring at least annually. 
The core methodology of these valuations is a 
discounted cash flow (DCF)4, discounting future 
cashflows at a discount rate which generally 
comprises government bond yields plus an asset 
specific risk premium.

The potential negative impact of rising discount 
rates on valuations is generally mitigated by the 
combined effects of two factors. The first is the 
positive relationship between rising interest rates 
being generally observed to coincide with stronger 
real GDP. As such, infrastructure valuations will 
partially benefit from the impact of stronger GDP on 
rising revenues and cash flows.

The second factor is the general practice of 
“smoothing” of risk-free rate assumptions in 
independent valuations. Post the global financial 
crisis, the use of long-term averages for the risk-
free rate has become the norm to both smooth out 
the effect of early post GFC volatility and offset the 
“abnormally” low government bond rates created by 
recent quantitative easing policies from the major 
central banks. This has created a substantial buffer 
of approximately 100bps5 between the normalized 
and the spot risk free rate and in turn, a substantial 
buffer for valuations in a period of gradual increases 
in interest rates.

Valuation experts, Duff & Phelps noted in a 
February 2018 valuation report that they had 
adopted a 3.5% normalized risk-free rate on long 
term US government bonds, noting a key rationale 
behind this normalization as an adjustment  
for a “flight to quality” effect in periods of  
economic uncertainty 6.

Impact for Infrastructure Secondaries

Stafford has a high level of conviction in the 
infrastructure asset class and to secondaries as 
the preferred investment strategy in this sector. 
In an investment climate where a number of 
asset classes are negatively impacted by rising 
inflation and interest rates, we remain bullish on 
infrastructure and secondaries in particular.

Infrastructure secondaries have resilience to rising 
rates and inflation as in most cases

1.   The cash flows of the underlying assets are 
inflation protected

2.  The purchase price of assets in secondaries 
transactions reflects current rates and inflation 
expectations

3.   Secondary markets in general see increased 
volumes in periods of macro market volatility.

Stafford Infrastructure’s strategy remains focused 
on core infrastructure, that are the regulated, 
availability and long term contracted sectors. 
These sectors consistently demonstrate lower 
return volatility attributed to their low risk markets. 
Further, in the secondaries market, investors have 
the additional advantage of a high level of asset 
visibility. This visibility is particularly important in 
directly measuring potential exposures to changes 
in interest rates and inflation.

4 In addition to other potential measures such as comparable recent transactions and peer group valuations

5 Stafford estimate

6 Detailed in Duff & Phelps Cost of Capital Navigator: https://costofcapital.duffandphelps.com/landing
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The above chart illustrates the demand for core 
infrastructure assets in recent years. These are 
the exits seen in the infrastructure funds in which 
Stafford has invested. Across these exits we have 
seen an average realized premium of 21% relative 
the reported NAV recorded in the prior 12 months 
before the sale. 

Our expectation is that premiums at these levels 
will continue in the short to medium term, driven by 
the continued pursuit of core infrastructure assets 
in the face of continued allocation to infrastructure 
by institutions and a substantial pool of dry powder7 
recorded by investment funds. We believe these 
factors will outweigh the potential concerns of 
rising rates and inflation which under most of our 
scenarios will prove beneficial to the sector.

7 USD 150bn recorded in June 2017 – 2018 Preqin Global Infrastructure Report
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About Stafford Capital Partners

Founded in 2002, Stafford Capital Partners is a leading alternatives investment manager with $5.4bn AUM 
across timberland, infrastructure, agriculture, credit, and (sustainable) private equity (as at 30 June 2018).

Stafford Infrastructure works collaboratively with investors to design customized infrastructure investment 
strategies to fully access the investment characteristics of the asset class. Our investments are focussed 
on secondary transactions in core infrastructure assets. 

To find out more about our infrastructure business, please contact:

Ingo Marten

Managing Partner 

Zurich 

ingomarten@staffordcp.com

William Greene  

Partner

Boston/Zurich

williamgreene@staffordcp.com

David Lindsay 

Partner

London

davidlindsay@staffordcp.com

Matthew McPhee 

Partner

Boston

matthewmcphee@staffordcp.com
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Private and Confidential

The information in this document is for private circulation only and does not represent investment advice and should not be relied upon for 
investment decisions. This document neither constitutes an offer to sell nor a solicitation to invest in any of the Stafford Funds. It is for information 
purposes only and is not a recommendation. This document does not constitute an offer to sell or a solicitation to invest in any jurisdiction where 
the offer or sale would be prohibited or to any person not meeting the required investor criteria. Any opinions expressed are given in good faith but 
are subject to change without notice. No representation or warranty, express or implied, is made as to the accuracy, completeness or correctness 
of any information in this document which has not been verified.

Stafford Capital Partners Limited (formerly Stafford Timberland Limited) is a company registered in England (Company Reg: 4752750) with a 
registered and trading address at Fourth Floor, 24 Old Bond Street, London, United Kingdom W1S 4AW. It is authorised and regulated by Financial 
Conduct Authority (Firm# 225586).

Stafford Capital Partners is a member of the United Nations’ Principles for Responsible Investment (UNPRI). These principles are an internationally 
agreed upon framework to help institutional investors incorporate Environmental, Social and Governance (ESG) qualitative considerations into 
investment decision-making and ownership practices. Stafford Capital Partners is acknowledged by the UNPRI, when compared against our 
peers, as incorporating a solid framework for ESG considerations into its investment decision process (selection, assessment and monitoring of 
investments). For more information about UNPRI, visit www.unpri.org.

We are obliged to protect personal data, preserve confidentiality of personal and sensitive data, and prevent the loss of data. Please read our 
statement on personal and sensitive data that is linked on our website www.staffordcp.com/legal. If you have any questions about our personal 
and sensitive data policy and framework or if you wish to exercise your rights in respect of your personal data, please email our Data Protection 
Officer on privacy@staffordcp.com.

This document is printed using vegetable based inks onto sustainably sourced paper.


