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Direct Infrastructure Valuations and Bond 
Rate Increases 
Future bond rate increases are likely to be moderate. AMP Capital’s 
Investment Strategy and Economics team (house view) forecast an increase 
in Australian 10-year government bond rates from approximately 2.7% 
currently (27 March 2017) to approximately 4% in three years.

Rising bond rates will tend to have a negative impact on unlisted 
infrastructure valuations, but rising rates should not be considered in isolation, 
as this is only one of a number of factors which influence valuations. 

We believe that current unlisted infrastructure valuations contain 
significant buffers that may act to offset the impact of bond rate increases. 
Current buffer margins could accommodate cumulative bond rate increases 
of up to 1.5%.

Additionally, the pressure for future bond rate increases is coming from 
improved economic conditions. This same pressure is likely to have a 
positive impact on cash flows, particularly for GDP- linked growth assets. 
This is likely to have a positive impact on valuations.

The net impact of bond rate movements will therefore vary among 
different infrastructure classes.

Our analysis considers net impacts on three classes of infrastructure assets:

1. GDP-linked growth assets;

2. Bond-proxy PPP concessions, and;

3. Regulated utilities.

Our analysis shows that:

GDP-linked growth asset valuations can still grow strongly in the face of 
moderate bond rate increases, but larger increases could restrict growth 
(although total returns are likely to remain positive).

Bond-proxy PPP concession asset cash flows may benefit indirectly 
from a rate increase and may also be quite resilient to modest bond rate 
movements. Consequently, these assets should outperform traditional 
bonds in a rising rate environment. We expect the strong yield 
characteristics of these assets means they should play an important role 
within a well-diversified infrastructure portfolio, particularly where 
investors’ investment objectives include a healthy level of income. 

Regulated utility valuations are largely indifferent to bond rate movements. 

Introduction
Since the global financial crisis, government bond yields in developed 
economies have been driven down by weak economic growth and excess 
liquidity but this downward momentum appears to have halted following 

recent improvements in sentiment and economic conditions in the United 
States (US), Japan and Europe. 

The case for moderate government bond rate increases, is summarised in 
figure 1. 

How do changes in bond rates impact 
unlisted infrastructure? 
The question arises as to what impact bond rate increases might have on 
unlisted infrastructure asset valuations. 

1. Higher interest rates may impact operational cash flows

Increasing government bond yields will pass through into interest rates 
which in turn may impact operational cash flows through higher debt 
servicing costs. Consequently, the management of an asset’s debt portfolio 
is a primary focus of risk control. 

Asset managers employ a range of sophisticated risk management 
techniques to manage interest rate risk.

Where asset gearing is conservative and debt portfolio management 
is effective, the valuation impact of moderate interest movements on 
operational cash flows is relatively minor. Consequently, this paper focuses 
on impacts from the discount rate.

2.  Higher government bond yields may impact the discount rates 
used in valuations

Unlisted infrastructure valuations are regularly undertaken by the major 
international accounting firms, typically using a discounted cash flow 
analysis (DCF) of forecast future cash flows. 

Government bond yields are an important input, as they are often used 
as a proxy for risk free rates and impact both the future cost of debt and 
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equity. Consequently, if taken in isolation, rising rates can be expected to 
negatively impact asset valuations by increas¬ing the discount rate. 

However, looking at bond yields in isolation can be very misleading as most 
unlisted infrastructure asset valuations are also impacted by a number of 
factors, some of which may offset the pure bond yield impact.

Factors that can mitigate bond yield movements
Valuation buffers

Since the GFC, valuers have been reluctant to fully pass through the 
impact of the bond rate reductions that followed. Consequently, risk 
margins increased over this period and are now at record high levels, 
being between 1.2% and 1.5% (depending on asset type) higher than those 
applied to similar assets prior to the GFC. In part, the high risk margins 
reflect valuers concerns about the sustainability of low bond yields in the 
valuation of long-dated assets. 

As government bond rates increase, we therefore expect valuers will 
unwind the high risk margins, although the timing is uncertain. The 
main point is that the high risk margins in current unlisted infrastructure 
valuations provide a significant buffer against future long-term 
government bond rate increases.

Stronger cash flows

The prospect of improved economic conditions is the basic driver of the 
anticipated bond rate increases. Growth-linked infrastructure asset cash 
flows, in particular, are leveraged to economic growth, so we would expect 
improved growth to be reflected in stronger cash flows and have a positive 
impact on valuations.

We anticipate that the net effect of bond rate movements on valuations will 
be the sum of:

•  the positive impact of unwinding of risk buffer impacts on  
discount rates; 

• The positive NPV impact of stronger cash flows;

• The negative impact of bond rate changes on discount rates. 

Growth (GDP-linked) asset  
(eg toll roads, airports)
In growth assets, returns are predominately generated through capital 
growth. 

Operational risk includes price and patronage risk and is substantially 
higher than for regulated utilities or bond proxy assets. Consequently, the 
required cost of equity (that is, the required equity return to investors) is 
higher.

To assist in visualising the various impacts, Figure 2 depicts a two year 
valuation bridge, representing Scenario 2. For simplicity, the assumed 
valuation period is 12 months, rather than the normal 6 months. 

Results of case study 1: growth asset scenario analysis 

SCENARIO 1 – Base case, no change in Government 10 year bond rates. 
Valuations rise at 6% per annum which gives a total return of 10% per 
annum when dividends are included. This is consistent with a moderate 
performing growth asset.

SCENARIO 2 – Government 10 year bond rates rise to 4%. Valuations 
outperform the base case over 2 years, despite the incomplete wind-back of 
risk margins. Returns average 10.4% including a 4% dividend.

SCENARIO 3 – Government 10 year bond rates rise to 5%. In this 
downside scenario, valuations underperform the base case. Returns average 
8.7% including a 4% dividend.

The results suggest that growth assets valuations can be highly resilient to 
moderate bond rate movements as a result of both valuation buffers and 
their exposure to improving economic conditions.

Further analysis suggests that government bond rates would have to rise 
to about 6.5% before overall valuations show a negative change, and 7.2% 
before overall returns become negative.

Bond proxy PPP concession assets  
(eg SA Schools project)
High yielding assets have been in strong demand and the Availability-
type PPP concession type assets have been especially attractive given the 
absence of demand risk and a strong counterparty (government). 

The results are summarised in Figure 4. 

Results of case study 2: bond proxy PPP asset scenario analysis 

SCENARIO 1 – Base case, no change in Government 10 year bond rates. 
Valuations decline over time as a consequence of the amortising nature of 
these assets. Return on equity is about 9.0% including a 9.5% dividend.

SCENARIO 2 – Government 10 year bond rates rise to 4%. The initial 
decline in valuations was significantly greater than for the base case, 
but recovered strongly in Year 2 as a result of the cumulative impact of 
stronger cash flows and the valuation buffer. 

Dividends were maintained at 9.5% and total return on equity averaged 
9.8% over the 2 year period. The additional return would eventually be 
manifest as higher yields.

SCENARIO 3 – Government 10 year bond rates rise to 5%. Valuations 
declined by about 1% more than the base case over the two years. 
Dividends were maintained, but total return on equity dropped to 
approximately 8.5%.

The results suggest that, although the mechanisms differ from growth 
assets, bond proxy asset valuations are also resilient to bond rate 
movements. While not having direct exposure to improving economic 
conditions, they benefit significantly from the pass through of any 
associated increase in inflation and interest returns from cash deposits.

Regulated Utilities  
(eg regulated energy providers)
As the name implies, regulated utilities are subject to economic regulation 
by a relevant regulator. Service standards, levels of operating and capital cost 
recovery, and returns to shareholders are reset on a regular basis (normally 
5 years). The regulatory objective is to set a rate of return that delivers 
sufficient incentives to support investment in safe and reliable networks. 

The regulatory process tends to regulate revenue, so demand risk is low. 
However, under Australian regulatory conditions, the asset base, which 
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provides a proxy for value growth, can be broadly expected to grow in line 
with long-term GDP.

Changes in the cost of debt may be passed through to the operator on an 
annual basis. 

The result of these changes is that the net impact of bond rate movement 
on valuations is less than either growth or bond proxy assets.

The resulting low risk means that the utilities sector suits investors seeking 
yield and moderate capital growth and moderate total returns over the 
medium to longer term.

It should be noted that these comments apply to Australian energy utilities 
where the regulatory framework is specifically designed to minimise the 
impact of bond rate movements. Regulatory approaches vary significantly 
across jurisdictions, which could result in different sensitivities to bond 
rate movements.

In summary
The examples given in this paper are designed to illustrate the various ways 
in which bond rate movements impact unlisted infrastructure valuations. 
The scenarios modelled are based on our house view, together with a 
downside case. 

The results are illustrative and individual actual asset valuations may differ 

in their specific response to bond rate increases. However, the results 
should be broadly similar for each class of asset.

Overall, with improving economic conditions and an associated moderate 
increases in bond rates, unlisted growth asset valuations may actually 
increase, relative to a scenario where there is no bond rate increase. 
This should not be a surprise, as growth asset returns are, by definition, 
leveraged to economic activity.

Additionally, high yielding bond proxy PPP assets can prove to be resilient 
to moderate bond rate increases. In this regard, we would expect these 
types of assets to perform better than conventional bonds in a rising 
interest rate environment

While not specifically modelled here, utility type assets are relatively 
indifferent to bond rate movements. The regulatory controls, implicit in 
utility type assets, provide protection against increasing bond rates for a 
long-term investor, albeit at the risk of some possible short term volatility 
depending on where the asset is situated in the regulatory cycle.

The timing of the wind back of risk margin buffers may lag bond rate 
movements. This may lead to some short-term volatility in valuations, 
which should even out over time.

AMP CAPITAL Insight Paper, Direct Infrastructure Valuations 
and Bond Rate Increases, April 2017

Where are we in the global investment cycle 
and what’s the risk of a 1987 style crash?
There is still little sign of the sort of excesses that precede major economic 
downturns and major bear markets suggesting that (although US shares 
are overdue a decent correction) we are still a fair way from the top in 
the investment cycle. Key to watch will be rising inflation and aggressive 
monetary tightening. 

The current environment around share markets is very different to 1987.

From the post-GFC share market lows in March 2009, US shares are up 278% 
and global shares are up 196% to new record highs and Australian shares are 
up 92%. After such strong gains it’s natural to wonder whether another major 
bear market is imminent. Aside from left field events triggering a crash, the 
key question remains where are we in the investment cycle? 

Second-longest US cyclical bull market since 
WW2 
The cyclical bull market in US shares is eight and a half years old. It’s the 
second longest since World War Two and the second strongest in terms of 
gain. See the next table. 

I have applied the definition that a cyclical bull market is a rising trend in 
shares that ends when shares have a 20% or more fall (ie, a cyclical bear 
market). Source: Bloomberg, AMP Capital. At the same time, according to 
the US National Bureau of Economic Research the current US economic 
expansion is now 100 months old and compares to an average expansion 
of 70 months. The concern is that with the US bull market and economic 
expansion both old, US shares are vulnerable to another bear market and, 
by implication, global and Australian shares are, too. 

A typical cyclical bull market in shares has three phases: scepticism – 
when economic conditions are weak and confidence is poor, but smart 
investors see value in shares helped by ultra easy monetary conditions; 
optimism or the “sweet spot” – when profits and growth strengthen and 
investor scepticism gives way to optimism while monetary policy is still 
easy; euphoria – when investors become euphoric on strong economic and 
profit conditions, which pushes shares into clear overvalued territory and 
excesses appear forcing central banks to become tight, which combines 
with overvaluation and investors being fully invested to drive a new bear 
market.

Typically, the bull phase lasts five years. However, “bull markets do not 
die of old age but of exhaustion” – their length depends on how quickly 
recovery precedes, excess builds up, inflation rises and extremes of 
overvaluation and investor euphoria appear. Our assessment is that we are 
still in the “sweet spot” phase, albeit more advanced now. Global economic 
indicators are strong, growth forecasts are being revised up as highlighted 
by the IMF and this is driving stronger profits. But thanks partly to the 
slow post GFC recovery, there are still few signs of the sort of excesses that 
characterise the “euphoria” phase that ultimately leads to the “exhaustion” 
of the cyclical bull market and the next bear market. 

There is no overinvestment globally. While the US recovery is further 
advanced than most, even here business investment and housing 
investment (excesses in which preceded the tech wreck and GFC, 
respectively) are around or below long-term averages relative to GDP. 

Overall private sector debt growth is modest in most countries. 

After years of below trend growth globally, spare capacity still remains & this 
(along with technological innovation) has been constraining inflation. Wages 
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growth remains weak and has only just started picking up in the US. Core 
inflation in major countries ranges between 0.2% in Japan to 1.3% in the US. 

Low capacity utilisation still constraining 
underlying inflation pressure 

As a result, global monetary conditions remain easy and without a surge in 
inflation look likely to remain so. The Fed is continuing to tighten but it’s 
“gradual” and from a very easy base and other central banks (including the 
RBA) are on hold. A shift to tight money that brings about a global 
economic downturn looks a fair way off. 

Share market valuations are mostly okay. Measured against their own 
history, shares are no longer cheap. This is particularly so for US shares. 
But once allowance is made for low inflation and still-low bond yields, 
shares are fair value to cheap depending on the market (next chart). 

Shares are still cheap relative to bonds 

Finally, while short term investor sentiment bullish, long-term measures 
of positioning are not. In the US, the huge investor flows into bond funds 
over the last few years have yet to reverse in favour of shares. In Australia, 
sentiment towards shares remains low. Still no euphoria here. 

It may also be argued that major non-US share markets and Australian 
shares did have a bear market in both 2011 and 2015-16 so their cyclical 
bull markets are not old at all. 

Overall, we are still not seeing the signs of excess, euphoria and exhaustion 
that typically come at cyclical economic and share market peaks ahead of 
recessions and deep bear markets. So barring some sort of external shock, 
the cyclical bull market in shares looks like it still has further to go.

What to watch? 
The key to watch for the next big bear market is for signs of excess – eg, 
overinvestment in key areas, rapidly-rising inflation, aggressive tightening 
in monetary policy, clear overvaluation and investor euphoria. This would 
then set the scene for the next economic downswing and hence a more 
severe bear market (as opposed to a correction or short-term bear market 
like we saw in 2015-16). At the moment, it’s hard to see much excess but we 
do expect US inflation to start rising from here. One risk is that the longer 
things remain benign, the more investors will expect them to remain 
benign and this will result in excessive risk taking setting up the scene 
for a sharp fall in markets. But it’s only lately investors have started to get 
comfortable. So this may have further to go. 

Investment implications 
First, corrections should be anticipated – with Trump, North Korea and 
the Fed being potential triggers – and the fickleness of investor confidence 
means we can’t rule out another crash like in 1987. But despite this we still 
appear to be a long way from the peak in the investment cycle. 

Second, non-US share markets and economies are less advanced in their 
cycles and provide opportunities for investors. 

Finally, it’s worth noting that several bad years (1987 and 1929) have 
given Octobers a bad wrap globally. While historically they have been a 
soft month in Australia (with shares down an average 0.3% since 1985 in 
October), they have actually been positive in the US (up 1% on average). 

Source: 
Dr Shane Oliver  
Head of Investment Strategy and Chief Economist  
AMP Capital


