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Infrastructure -
rising rates and the

“natural hedge”

Inflation has accelerated globally as a result of consumer
demand, fuelled by fiscal policy, pushing into supply
constraints due to COVID-19 and geopolitical upheaval. US
inflation is running at 40-year highs and other advanced
economies are at or near similar extremes.

August 2022

CHART 1 US AND ADVANCED ECONOMIES CPI

United States

< Advanced economies, excluding US

o L RN Y. SO S L KOO TH L. ML SO T |
08 09 10 11

12 13 14 15 16 17 18 19 20 21 22

Source: IFM Investors, BLS, Dallas Fed, Macroband as at 29 July 2022

|

&

INFRASTRUCTURE INSIGHT

Central banks were initially quick to
label this inflation as “transitory”, but
it has proven unexpectedly persistent.
In response, markets shifted their
interest rate expectations. The US
Federal Reserve is in the initial stages
of an aggressive rate-hiking cycle, with
market expectations foreshadowing
materially higher interest rates.
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 occurs not only
because of the potential increase in
the cost of borrowed capital, but also
because the discount rate that is used
to value infrastructure asset cash
flows is likely to increase in response




to changes in the relevant long term sovereign bond
rate (known as “the risk-free rate”).

While this is true, one could believe the positive
linkages that some infrastructure assets have to
inflation and economic growth can provide a natural
hedge that may be sufficient to offset these negative
valuation impacts.

The natural hedge explained
There are two key revenue characteristics that one
can target when investing in infrastructure assets.

The first is inflation protection, which usually comes
in the form of contracted increases in pricing that are
linked to the prevailing rate of inflation. This is often
a feature of regulated utilities (like water and power
companies) and toll roads, and it normally means that
revenues continue to rise as inflation increases.

The second is exposure to economic growth. For
some infrastructure assets, volumes, and thus
revenues, tend to increase with the size of an
economy. For example, toll roads have a variety of
linkages to economic variables, with many road
concessions benefiting from both rising economic
activity lifting traffic volumes as well as toll
escalation (often linked to inflation). There is some
downside risk here; if rate-hikes are too aggressive
and therefore adversely impact economic growth.

Value can also be created by reinvesting capital into
investments that grow with their customer base

Infrastructure’s natural hedge against interest
rate rises occurs because inflation and above-
trend economic growth tend to be pre-cursors to,
or coincide with, increased interest rates, providing
mitigants to the effects of rate increases.
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Appropriate capital structures and
long-term risk-free rates

Appropriate capital structures can also help insulate
infrastructure assets from the impact of rising

rates. When interest rates are low, asset owners

can refinance debt and lock in the cost of long-term
financing at attractive rates.

A few examples of measures infrastructure
investors have used in the past include lengthening
loan or bond tenors and laddering debt maturities to
mitigate refinancing risk; use of fixed-rate debt or use
of interest rate swap strategies to largely eliminate
floating rate exposures; and using our market
presence to access highly competitive debt margins.

One can therefore believe that the positive effect
on portfolio performance from rising inflation is
expected to be greater than the adverse effects of
rising interest rates on the cost of debt.

The impact of rates on asset valuations is also
partially mitigated because of the industry-wide
practice employed by independent valuers using
long-term risk-free rates (recognising the long-term
nature of infrastructure assets) as part of their
discount rate formulation, rather than the prevailing
ten-year sovereign bond rate, for example.

Infrastructure investments can
withstand higher rates

Although infrastructure assets are diverse and
subject to a wide range of macro-economic
exposures, one could expect the performance of a
well-balanced portfolio of infrastructure assets to
remain relatively robust through an inflationary cycle.
This should stand the sector in good stead throughout
the rest of 2022, given the possibility that central
banks may continue to respond to accelerating
inflation with tighter monetary policy settings. n
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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,
incidentalorconsequentialdamages 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 take into account 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. This material is confidential and should not be
distributed or provided to any other person without the written consent of
IFM Investors. 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. 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.

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.
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United States Disclosure

This material is for use with institutions only and not for use with retail
investors. The material, if presented in the U.S., is offered by IFM (US)
Securities, LLC, a member of FINRA and SIPC.

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 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.

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,
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 this
material.

Japan Disclosure

This material is being provided to you by IFM Investors (Japan) Pty Ltd
(“IFM Japan”) (Financial Business Operator: Kanto Local Finance Bureau
Register Number 2839, a member of the Type 2 Financial Instruments
Firms Association). This material is intended only for use by a Qualified
Institutional Investor (as defined in Article 10, Paragraph 1 of Cabinet
Office Ordinance Concerning Definitions Provided in Article 2 of the
Financial Instruments and Exchange Act of Japan) and is not intended for
anyone other than foregoing. This material is provided to you for
informational purposes only and does not constitute the provision of
investment advice. In addition, the information contained in this material
does not constitute an offer to sell nor a solicitation of any offer to buy
and is not intended to be, and should not be construed as, an offer to sell
nor a solicitation of an offer to buy, any type of securities, financial
products or other services offered by IFM Japan and its affiliates to any
person in Japan to whom such offer or solicitation would be unlawful
under the applicable laws, regulations and guidelines promulgated by the
relevant Japanese governmental and regulatory authorities and in effect
at the relevant time. IFM — 2AUG2022 - 2319559
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