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HEDGE FUNDS AND
INFRASTRUCTURE
Hedge funds and infrastructure assets are
generally thought to provide absolute returns
that are independent of underlying market
performance.
Some investors may even
consider investments in hedge funds and
infrastructure assets to fall broadly within an
‘alternative asset’ investment strategy, not
differentiating between the two, particularly
when considering the portfolio benefits from
the so called uncorrelated returns of hedge
funds and infrastructure to more traditional
asset classes.
Our analysis in this feature article considers
whether hedge funds can provide a similar
return outcome to infrastructure investments,
and whether or not investors should be
indifferent between allocating capital between
these two types of investments. Firstly, we
provide a brief introduction to the hedge fund
asset class, and then assess the investment
performance and return correlations in
comparison to infrastructure. Finally, we look
at the headwinds facing both asset classes to
examine which asset class is likely to perform
better in difference circumstances.

1.1 An Introduction to Hedge
Funds

risk.’ (Budge Collins, cited in The New York
Times1)
November 2000: ‘Hedge funds have low
correlations with traditional asset classes and
therefore provide significant diversification
benefits in portfolios.’ (Morgan Stanley2)
September 2014: ‘The California Public
Employees’ Retirement System [a US$26 billion
pension fund] plans to divest the entire $4 billion
that it has with hedge funds, saying they’re too
expensive and complex.’ (Bloomberg3)
October 2015: ‘Hedge funds are delivering
financial crisis performance – but there is no
financial crisis.’ (Business Insider4)
It has been estimated that there are more than
10,000 hedge funds globally, which together
manage over US$2.7 trillion of capital. Hedge
funds pursue a wide range of investment
strategies using a variety of financial
instruments, making them difficult to define.
Common characteristics of hedge funds include
the ability to take long and short positions, more
active trading compared to traditional ‘long
only’ funds and the use of leverage and
derivatives. Most hedge funds seek to deliver a
significant proportion of returns from active
management, as opposed to passive market
exposures. The chart below sets out the growth
in the sector’s assets under management from
1997 to 2015, delineated by hedge fund type.

January 1995: ‘If you look at the hedge fund
universe, you get better performance at half the

1

http://www.nytimes.com/1995/01/25/business/hedgefunds-still-steaming-ahead.html
2 Morgan Stanley Dean Witter, “Why Hedge Funds Make
Sense”, Quantitative Strategies, November 2000
2

3

http://www.bloomberg.com/news/articles/2014-0915/calpers-to-exit-hedge-funds-citing-expensescomplexity
4
http://www.businessinsider.com.au/hedge-fundsreturns-in-2015-2015-10
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Chart 1: Hedge Fund Assets Under Management, 1997 - 2015

Source: BarclayHedge, Whitehelm analysis
Note: ‘Other’ includes funds of funds.

Further discussion regarding the different types
of hedge funds is set out in Error! Reference
source not found. As at 31 September 2015,
hedge funds managed around US$2.7 trillion,
versus US$118 billion in 1997. This represents
annual growth of around 20% per year.
However, despite this significant rate of growth,
hedge funds are not a recent development.
Their linage can be traced back to Alfred
Winslow Jones, who is often credited with
having created the first hedge fund concept in
the 1940s. Jones sought to neutralise the impact
of the market on investment returns – buying
certain stocks and selling, or shorting, an equal
dollar value of other stocks. As a result, the
direction that the market itself moved should
wash through the portfolio (via the offsetting
long and short position), and the performance of
the fund was, therefore, ultimately dependent
on Jones’ ability to pick the right stocks to buy

3

and sell. For his skill, he took 20% of the profits
as compensation.
The strategy employed by Jones intended to
generate relative outperformance, while
preserving investors’ capital. Hedge fund
strategies have developed considerably with
the advent of new types of financial securities,
and greater computational ability allowing
statistical analysis of a broad range of assets and
markets. Adding to Jones’ long-short strategy,
the Centre of International Securities and
Derivatives Markets (CISDM) has identified ten
main hedge fund strategies, which are
summarised in the table below. The strategies
are broadly delineated into equity hedge
strategies, tactical trading and arbitrage. It is
worth noting that many managers employ
multiple strategies and have the ability to
change investment strategies at their discretion.
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Table 1: Hedge Fund Strategies
EQUITY HEDGE

TACTICAL TRADING

ARBITRAGE

Equity Market Neutral

Global/Macro

Convertible Arbitrage

Long equity positions and an
approximately equal dollar value of
offsetting short positions to provide a
net zero market exposure

Use macroeconomic analysis to take
bets on major risk factors (currencies,
interest rates, stock indices and
commodities)

Long position in convertible securities,
and short position in the underlying
common stock

Equity Long-Short

Sector Funds

Fixed Income

Take long and short equity positions
varying from net long to net short,
depending if the market is bullish or
bearish

Concentrate on selective sectors of the
economy (for example, technology,
pharmaceuticals, financials etc.)

Take advantage of mispricing
opportunities between different types
of fixed income securities while
neutralizing exposure to interest rate
risk

Event Driven

Long-Only

Attempt to predict the outcome of
corporate events and take the
necessary position to make a profit (for
example, liquidations, spin-offs,
bankruptcies etc.)

Funds that take long equity positions
typically with leverage. Some markets
that do not have short-selling
opportunities also fall under this
category

Merger Arbitrage

Distressed Securities

Merger arbitrage strategies take a long
position in the acquired company and a
short position in the acquiring company

Take positions in the securities of
companies where the security’s price
has been, or is expected to be affected
by financial or business difficulty

Source: CISDM, Boasson and Boasson5, Whitehelm analysis

While noting the varied nature of each of the
hedge fund strategies, the outcomes of each are
intended to follow a similar path, being absolute
returns that are uncorrelated to the market. To
compensate the manager for their skill in
selecting the right securities (or strategy),
hedge funds managers are typically paid a base
management fee, plus a fee to incentivise
performance. Often, the structure of hedge fund
fees are based on a “2 and 20” model, being 2%
of the net asset value and a 20% share of the
profits generated over the period. It should be
noted however that post the GFC, due to
underwhelming
performance
(discussed
further below) many hedge fund funds have
reduced their fee to 1% of the net asset value
and a 20% share of the profits.
Despite this reduction, both the fee structure
and quantum of the fees charged by hedge funds
often come under scrutiny. For example, the
California Public Employees’ Retirement
System has recently elected to divest its

US$4 billion investment in hedge fund
programs, with part of the reason cited being
the high fees charged by the managers.
Therefore, it is important to understand if the
benefits provided by hedge fund investments
(absolute returns that are uncorrelated to the
market) are sufficient to justify the significant
quantum of fees charged. The discussion below
focussed firstly on hedge fund performance, and
then considers the correlation of hedge fund
returns relative to the broader market.

1.2 Generalising Hedge
Performance

Fund

Given the breadth of the hedge fund universe, it
is difficult to make generalisations on the
industry as a whole.
Hedge funds vary
considerably by strategy (e.g. equity long/short
versus fixed income arbitrage) and also
between hedge funds pursuing the same
strategy. Generally, hedge fund managers have

5

Boasson, V. & Boasson E., “Risk and returns of hedge funds investment strategies”, 2011 Investment Management and
Financial Innovations, Vol. 8, Issue 2.
4
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a high degree of freedom and face far fewer
restrictions compared with traditional ‘long
only’ managers, which means that individual
hedge funds can have very different risk and
return characteristics.
That being said, there are numerous hedge fund
indices and manager surveys which attempt to
capture the performance of the industry,
although this is a challenging task. Many hedge
fund managers are secretive about their
performance and strategy, and the index
providers rely on voluntary reporting of returns
by hedge funds. While all manager databases
suffer from self-selection and survivorship bias,
this is particularly acute for hedge funds, given
the high manager turnover in the industry. For
example, Eurekahedge reports that there were
777 hedge fund liquidations in 2013, out of the
total universe of around 10,000 funds. This is
broadly consistent with research from Hedge
Fund Research (HFR) estimating an average
hedge fund attrition rate of 8.7% a year from
1995-2004.

positive and negative biases in hedge fund data
cancel out. For example, many of the more
successful funds (particularly those which are
not seeking further investors due to capacity
constraints) do not particulate in the surveys.
When interpreting the performance of these
indices, care must be taken to consider how the
biases inherent in hedge fund databases impact
returns. Most hedge fund indices are not
replicable, due to the sheer number of funds in
the index and the inclusion of funds which are
closed to new investors.
As stated before, hedge funds are intended to
generate absolute returns (being benchmark
unaware) that are not highly correlated with the
equities markets.
Chart 2 shows the
performance of the HFRI Fund Weighted
Composite Index, as well as hedge fund indices
from four other major providers. While each of
the providers uses its own index construction
methodology, all five indices show a similar
pattern of performance. This is unsurprising
given the likelihood of a significant degree of
overlap between indices (as hedge funds which
report returns to one provider are likely to
report to multiple providers).

The impact of these biases is heavily contested.
Some academic research suggests that the
biases result in returns being overstated by 3 to
5 percentage points. However, others argue that
Chart 2: Hedge Fund Index Performance, 1999 - 2015

Source: Bloomberg, Whitehelm analysis
5
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Over a period from January 1999 to December
2015, the hedge fund indices returned around
7.0% to 8.0% per annum. Returns were strong
and relatively stable in the lead up to the GFC.
However, all of the indices recorded negative
returns over 2008. Losses incurred over this
period were substantial, with the maximum
drawdown ranging from 24.0% to 30.0%. The
indices have also had a high correlation with
equity markets (around 0.7 with the MSCI
World Index). Despite claims by many hedge
fund managers that returns are not affected by
equity markets, the performance of these hedge
fund indices suggests that there is a significant
relationship between equity market returns and
hedge fund performance (although to be fair,
these indices also include Equity Long/Short
funds with net long exposures).

less representative of the industry as a whole.
For example, the HFRI Fund Weighted
Composite Hedge Fund Index includes over
2,000 funds while the investible index includes
around 250 funds.
Performance of the
investible index has been significantly weaker,
with an annualised return of 3.8% since 1999.
It should be noted that these indices aim to
capture the performance of the industry as a
whole, and that the performance of individual
managers and strategy subsectors may be
substantially different.
For example, we
understand that the Australian equity market
neutral
sector
has
delivered
strong
performance (although there are only a small
number of managers in this space). Most of the
index providers also produce return indices for
individual strategies and sub strategies, but the
lack of common definitions and inconsistent
classification of strategies means that these are
of limited use.

Also shown in the chart is the performance of
the HFRX Global Hedge Fund Index, being an
‘investible’ version of the HFRI Fund Weighted
Composite Index. Investible indices include
Interestingly, in the post-GFC period, hedge
only the most liquid hedge funds and those
fund performance has been materially lower
which are open to new investors. The HFRX
than over the longer time horizon. The chart
index also limits the number of funds included
below focusses on the post-GFC period (from
to a more manageable level, choosing funds
January
2010),
highlighting
the
which it believes are representative of each
underperformance relative to the MSCI World
strategy. While these indices would be far
Index over this period.
easier for investors to replicate, they are also
Chart 3: Hedge Fund Index Performance, 2008 - 2015

Source: Bloomberg, Whitehelm analysis

6
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1.3 Correlation
Markets

To their credit, while hedge funds experienced
large drawdowns over the GFC (declines of
around 25% to 30%), this was a significantly
better performance than the general equities
markets, noting that the MSCI World Index
declined by around 55.0% over this period.
However, in the post GFC period, hedge fund
performance has been subdued. The investible
index (HFRX Global Hedge Fund Index) fared
materially worse, returning minus 1.1% per
annum over the period. Assuming the hedge
fund indices provide a reasonable measure of
hedge fund performance over this period, hedge
fund managers did not deliver strong
performance, nor uncorrelated returns, relative
to the MSCI Index.

with

Equities

Regarding the returns of hedge funds, these are
expected to exhibit low correlation with
equities markets (particularly market neutral
strategies, such as a long-short fund). Table 2
below provides an analysis of the correlation of
the HFRI Fund Weighted Composite Index
(being a broad representative of the hedge fund
universe) and the HRFX Global Hedge Fund
Index (reflecting the actual investible funds
over the period under consideration). This is
measured relative to the MSCI World Index,
which represents the equity market
performance of 23 developed markets.

Table 2: Hedge Fund Index Performance
JANUARY 1999 TO
DECEMBER 2015

PRE-GFC

POST-GFC

HFRI

HFRX

HFRI

HFRX

HFRI

HFRX

Annualised Return (%)

6.6

3.8

9.9

8.2

3.0

-1.1

Standard Deviation (%)

6.6

6.1

6.6

5.7

6.5

6.2

Correlation with MSCI World Index

0.7

0.5

0.6

0.4

1.0

0.8

Excess Return over Cash (%)1

4.7

1.8

6.5

4.8

2.9

-1.3

Sharpe Ratio1

0.7

0.3

1.0

0.8

0.4

-0.2

Sharpe Ratio and excess return over cash calculated relative to Citigroup Three Month Treasury Bill Index
Source: Bloomberg, Whitehelm analysis
1

Over the entire period, hedge fund correlations
with the broader market have been reasonably
high (around 0.5 to 0.7). However, when
decomposing these returns into pre- and postGFC periods, it is evident that in the more recent
economic environment, hedge fund returns
have been seen their correlation with market
movements significantly increase (with
correlation coefficients of around 0.8 to 1.0).

7

1.4 Bringing it Together – Hedge
Fund
Performance
and
Correlation
The chart below deconstructs hedge fund
returns (versus the MSCI World Index) on a preand post-GFC basis.
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Chart 4: Hedge Fund Index Performance, 1999 - 2015

Source: Bloomberg, Whitehelm analysis

Over the long term (1999 to 2015), hedge fund
indices have outperformed the MSCI World
Index, and delivered returns that have not been
overly correlated to the market. From a simple
mean-variance
portfolio
construction
perspective, the marginal impact of hedge funds
is likely to have had a positive impact on a
portfolio comprising traditional asset classes
(equities and bonds).
However, when considering only the post-GFC
period, the outperformance has fallen away and
correlation to the equities market has increased.
Hedge fund indices have not demonstrably
outperformed the broader equities market
(MSCI World Index), and furthermore, the
returns delivered by hedge funds over this
period have been very highly correlated to the
equities markets.
Having regard to the quantum of fees charged
by hedge fund managers, and the structuring of
fees, in the post-GFC economic environment, the
asset class looks to have struggled to deliver
value for money even despite the reduction in
fees offered by many hedge fund managers in
recent years.

8

Compounding the issue is that in the current
environment many countries have a cash rate
that is lower than the level of inflation. As such,
there is potentially a mismatch between the
requirements of the investor and the
performance targets of the hedge fund it invests
in. That is, for an investor with a CPI plus target,
a typical hedge fund with a cash plus target may
not provide investors in this low cash rate
environment with the returns that they require.

1.5 Asset Class Comparison –
Hedge
Funds
versus
Infrastructure
Hedge funds and unlisted infrastructure are
generally viewed as distinct asset classes,
despite sharing two key characteristics, being
the ability to generated absolute returns and
providing investment performance that is not
correlated
with
the
overall
market
environment. We consider there to be several
other key factors associated with these two
asset classes that are worth noting, as set out in
the table below.
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Table 3: Hedge Funds versus Infrastructure
HEDGE FUNDS

UNLISTED INFRASTRUCTURE

Underlying investments

Financial assets (or derivatives thereof)

Real assets (utilities, ports, airports etc.)

Use of derivatives

Often a key factor in investment strategy
and can include a broad range of
instruments, including swaps, options,
futures, forwards etc.

Limited use of derivatives, generally
limited to hedging interest rate and
currency exposures.

Leverage

Typically moderate to highly leveraged –
can be many multiples of the value of the
underlying investment (for example,
fixed income arbitrage can use leverage
of up to 20-30 times)

While this is sub-sector specific, leverage
is typically around the 1-2 times the
underlying equity value

Transparency

Typically relatively opaque – hedge fund
managers do not normally disclose their
strategies in detail

Investment process is normally executed
subject to pre-specified portfolio or fund
guidelines

Complexity

Can involve complex investment
strategies

Simple investment process, often in wellregulated assets and markets

Liquidity

Low liquidity, but improving based on
investor demand

Generally low liquidity, particularly for
direct equity investments

Management and
performance fees

Typically high, generally include a
performance fee based on an absolute
return

Generally lower, albeit can include a
performance fee based on an absolute
return

Source: Whitehelm analysis

It is worth exploring a few of these factors in
greater detail, as set out below.
Transparency
A key concern that investors face with hedge
funds is the consistency and repeatability of
returns. Hedge funds derive a significant
proportion of returns from active management,
which requires the successful identification and
exploitation of market inefficiencies. However,
by their very nature these opportunities are
unlikely to persist indefinitely, particularly as
more hedge funds enter the market and seek to
replicate successful strategies. This is reflected
in the continually changing focus of the
industry, as strategies go in and out of favour.
The rapid growth in the hedge fund industry
(from around US$300 billion in 2000 to over
US$2 trillion now), suggests that these
opportunities will continue to become
increasingly difficult to identify.
Conversely, while hedge fund performance is
often dependent on the skill of the manager to
execute an appropriate strategy (which can vary
over time, depending on the market conditions),
infrastructure investments are generally

9

executed accordingly to a long-term strategy
(for example, core brownfield investments in
developed markets). Often there are a relatively
small number of individual investments within
each portfolio or fund. Once investments are
made, these are often subject to regular
valuations, either by the managers themselves
or via independent valuers. This results in a
relatively transparent investment process.
Complexity
The strategies employed by hedge funds can be
complex. Hedge funds generally have a high
degree of freedom to vary their investment
approach and take large investment positions,
sometimes magnified through the use of
leverage. This makes it difficult to predict
returns or the risks taken by hedge fund
managers and means that there is a high degree
of uncertainty when assessing these funds.
In comparison, we have greater confidence that
a diversified portfolio of quality infrastructure
assets, purchased at reasonable valuations, will
perform as expected. For many infrastructure
assets, cash flows are predictable to a significant
degree. While returns ultimately depend on
market conditions (interest rates, valuations
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etc.), these risks are much easier to quantify
relative to those factors affecting hedge fund
performance. These risks can also be minimised
through careful selection of assets. While there
will be periods where suitable assets are more
difficult to find (such as is currently the case),
investors with a long investment horizon will be
able to invest opportunistically when attractive
opportunities arise. Accordingly, the execution
of the investment strategy, and the types of
assets comprising the portfolio or fund, are
relatively simple in comparison to hedge funds.
Management and Performance Fees
The level of fees charged by hedge fund
managers is significantly higher than for other
alternative investments. Preqin estimates that
on average, hedge funds charged a base
management fee of 1.4% and a performance fee
of 17.0% in 2013. Performance fees are often
structured in a way which is disadvantageous to
investors – for example, many funds charge a
performance fee on returns over cash, or even
any positive return. Given the current low cash
rate
environment,
this
means
these
performance fees can kick in from close to a zero
percent return base. The large performance fee
and low starting base also means that managers
share in the upside while not being exposed to
downside risk, which encourages risk taking.
Overall, typical hedge fund fee arrangements
mean that a significant proportion of returns are
captured by the manager, which is a drag on
returns earned by investors.

10

While noting there is a large variation in the
quantum of fees, and structuring thereof,
infrastructure fund manager fees are typically
lower than hedge funds. Even when using a
performance base model, typically the
performance fee is over an absolute hurdle of
circa 8% to 10% - which is a significantly higher
level than hedge fund performance fees which
typically share in the upside above the cash rate.
However, this is somewhat expected given the
simpler investment strategy and lower targeted
returns of many infrastructure funds. That
being said, infrastructure funds have typically
outperformed hedge funds on a pre- and postGFC basis, as discussed in the following section.

1.6 Relative
Performance
–
Hedge
Funds
versus
Infrastructure
Having regard to the expected performance of
each asset class (absolute returns that are not
strongly correlated with equity markets), we
have compared the investment returns of hedge
funds and unlisted infrastructure from January
1999 to December 2015 (refer Chart 5 below).
To simplify the hedge fund returns analysis, we
have relied on the two variants of the HFR
indices, being the HFRI Index (the broader
composite index) and the HFRX Index (the
investible subset of the HRFI Index). For
unlisted infrastructure, we have used data
provided by Mercer comprising of a number of
unlisted infrastructure funds.
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Chart 5: Investment Returns – Hedge Funds, Unlisted Infrastructure and Listed Equity, 1999 - 2015

Source: Bloomberg, Mercer, Whitehelm analysis

The performance of the both asset classes was
relatively similar in the period leading up to the
GFC, delivering annualised returns of around
8% to 10%. Notably, over this period, the MSCI
World Index only provided returns of 1.9% per
annum. However, during and post-GFC, the
performance of the asset classes diverged
substantially, with the HFR indices experiencing
drawdowns of around 25.0% (in comparison to
a maximum drawdown of around 9.0% for the
funds comprising the unlisted infrastructure
index).
Over the subsequent several years, with the
worst of the GFC over, hedge funds returned
around 4.8% p.a. (or only 1.3% p.a. for the
investible index), versus 10% p.a. for unlisted
infrastructure – this is a significant departure in
the trend observed prior to the GFC and reflects
major changes in the financial markets during
this period that resulted in a challenging
environment for hedge fund managers, and
conversely, a tailwind for infrastructure asset
valuation.

11

1.7 Correlation
Markets

with

Equities

The performance of hedge funds can be
assessed relative to other alternative
investments, such as unlisted infrastructure.
For this, we use the median manager in the
Mercer Unlisted Infrastructure universe. While
there are also issues around assessing the
performance of unlisted assets given the limited
data, we consider that these universes are the
best representation of these asset classes in
Australia.
Table 4 summarises the performance of
unlisted infrastructure relative to hedge funds
over the last 16 years. Unlisted infrastructure
delivered higher returns, with a lower standard
deviation. That said, the infrequent valuation of
unlisted assets means that volatility is likely to
be understated. Unlisted infrastructure showed
very little correlation with equity markets, and
suffered limited drawdowns during the GFC.
Unlisted infrastructure suffered a 9.0%
drawdown during the GFC. This analysis
suggests that unlisted infrastructure and
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property
provide
superior
diversification benefits.

portfolio

Table 4: Hedge Fund Index Performance, 1999 - 2015
HFRI FUND
WEIGHTED
COMPOSITE INDEX

HFRX (INVESTIBLE)
GLOBAL HEDGE FUND
INDEX

UNLISTED
INFRASTRUCTURE

Annualised Return (%)

6.6

3.8

9.5

Standard Deviation (%)

6.6

6.1

6.0

Correlation with MSCI World Index

0.7

0.5

0.1

Excess Return over Cash (%)1

4.7

1.8

4.6

Sharpe Ratio1

0.7

0.3

0.8

Sharpe Ratio and excess return over cash calculated relative to the AusBond Bank Bill Index (for A$ Mercer returns)
and the Citigroup Three Month Treasury Bill Index (for US$ Hedge Fund Index returns)
1

Source: Bloomberg, Mercer, Whitehelm analysis

As a result, unlisted infrastructure show a
higher Sharpe Ratio (which measures the excess
return over cash relative to the volatility of
returns), particularly in comparison to the
investible index. Relative to infrastructure, the
risk and return characteristics of hedge funds as
an asset class have not been compelling once
accounting for the post-GFC environment.

economic environment has been conducive to
strong performance from infrastructure
investments. We consider there are several
factors contributing to this performance, the
principal ones of which are discussed separately
below.

1.8 Recent Outperformance of
Infrastructure

Through the GFC, central banks rapidly cut
benchmark interest rates and flooded the
market with liquidity in an attempt to address
the impact of the credit crisis and low economic
growth. The chart below set out a summary of
the US Federal Reserve policy changes, and the
associated impact on the yields on corporate
debt (with reference to the BBB rated utilities
securities).

Infrastructure assets have outperformed
traditional equity investments (using the MSCI
World Index as a broad proxy) and hedge fund
(based on all six of the hedge fund indices
analysed by us). This has been particularly
evident in the post-GFC period, where the

12

Quantitative Easing and Zero Interest Rate
Policies
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Chart 6: Quantitative Easing and Zero Interest Rate Policies

Source: Bloomberg, Federal Reserve Bank of St. Louis

As is evident in the chart, the interest rate cuts
from 5.25% p.a. to 0.125% p.a. over the course
of 17 months, and the surge in the US monetary
base (increasing more than four-fold since
2009) pushed both metrics to record levels. The
changes in these metrics have departed
significantly from long-term measures and have
the potential to introduce potential distortions
into financial markets, which includes impacts
on asset pricing and investment yield.
The declines in benchmark rates reduces the
discount rates used to price a range of assets
(including real assets, such as infrastructure).
Noting the long-term nature of infrastructure
assets, these investments are generally highly

13

sensitive to changes in interest rates (that is,
these assets have long durations). As a result,
pricing for such assets have generally increased
as interest rates have fallen, and therefore,
performance of funds invested in these assets
has strongly benefited from the zero interest
rate policies from central banks.
Yields
Certain debt securities provide yields that are
structured as a margin above the benchmark
rates. As benchmark rates have fallen, the yields
associated with these instruments have also
declined. The chart below provides an analysis
of corporate bond yields pre- and post-GFC in
local currency terms.
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Chart 7: Corporate Bond Yields (Local Currency), 1999 - 2015

Source: Bloomberg

As Chart 7 shows, yields on corporate bonds
have declined post-GFC under the quantitative
easing and zero interest rate policy
environment.

expenditure on infrastructure assets from these
types of investors over the last several years, as
well as an increase in the expected allocation to
the sector, therefore driving up prices.

As yields on these government and corporate
bonds have declined, in some instances these
have been negative, investors (for example,
superannuation and pension funds and
insurance companies) that require ongoing
income have sought out alternative sources of
yield. However, this has required venturing
marginally higher in the risk spectrum,
searching for investments that provide stable
cash flows over a long period – the same
characteristics exhibited by infrastructure
investments. This has led to an increasing

Demand from Institutional Investors

14

Given the characteristics of infrastructure
assets (low correlation with traditional
markets, low risk, cash yielding investments),
there has been an increase in the demand for
core infrastructure assets from large
institutional investors. Chart 8Chart 8, below,
provides an indication of the quantum of
investment in infrastructure from the large
institutional investors, while Chart 9 shows the
expected increase in allocation to the asset class
over the medium to long term.
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Chart 9: Current and Target Allocation to
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Chart 8: Estimated Investment in Infrastructure
(2013)
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Source: Preqin (sourced from Inderst Advisory)
n/p = not provided

The significant investment in the sector from
institutional investors, combined with the
expected increase in their allocation to the asset
class, are expected to support ongoing demand
for these types of assets.

Noting that assets are typically long duration
investments (and therefore increase in value as
discount rates decline), the significant demand
from institutional investors has increased the
competitive tension for asset sales, resulting in
an increase in prices. The charts below set out
a time series of infrastructure asset valuations
from two sectors – ports and toll roads.
Chart 11: Toll Road Transactions (EBITDAx)
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Chart 10: Port Transactions (EBITDAx)
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1.9 Future Performance
Given central bank benchmark rates are
currently at record lows, we can only surmise
that these will increase over the medium to long
term. The speed at which these rates return to
a more normalised level will be a key risk factor
to consider when evaluating the impact on
infrastructure and hedge fund returns, and the
relative future performance between the two
sectors.
Under a scenario where there is relatively
limited global economic growth, and central
banks are minded to maintain low interest rate
policies, this is likely to provide conditions that
will continue to benefit infrastructure
investments. Given the typical characteristics of
core brownfield infrastructure assets (low risk,
stable cash flows), investments in these assets
are likely to better navigate more challenging
economic conditions.
Conversely, with the potential for interest rate
rises on the horizon (particularly from the US
Federal Reserve), this could have a negative
impact on valuations for infrastructure assets,
and possibly result in a decline in equity
distributions where floating rate debt funding
has been employed. This may push down the
demand for institutional investors for
infrastructure assets, particularly for investors
that consider infrastructure yields a proxy for
corporate and government bonds.
Furthermore, if the trajectory of interest rates is
upward sloping, it is likely that the significant
liquidity associated with the quantitative easing
programs will come to an end. With a return to
normalised interest rate policies, we consider
the market distortions that have been evident in
certain sectors will diminish. This will probably
provide a conducive environment for hedge
fund managers, akin to the pre-GFC period,
where hedge funds outperformed equity
markets with a moderate level of correlation.
Under such a scenario, for some investors,
hedge funds are likely to appear attractive
relative to certain parts of the infrastructure
sector, particularly if both asset classes are
expected to deliver benefits to a traditional
portfolio due to the lower correlations to equity
markets. However, investors will still need to
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make peace with certain aspects of hedge funds
that have drawn the ire of some large
institutional investors, particularly the complex
and opaque investment strategies, and the high
fees relative to other types of investment
managers.

1.10 Conclusion
Hedge funds and infrastructure, broadly
speaking, are normally expected to provide
similar investment performance – absolute
returns that are not highly correlated with the
market. However, in a post-GFC environment,
this has not stood up to scrutiny, with hedge
funds becoming increasingly more correlated
with equity markets while not delivering
superior
performance.
Conversely,
infrastructure investments have benefited
substantially from the zero interest rate
policies, quantitative easing and increased
demand from institutional investors.
A ‘lower for longer’ interest rate scenario is
likely to provide further wind to the sails of the
infrastructure sector, which has seen a large rerating in prices over the last few years.
However, the lingering market distortions
under this economic environment are unlikely
to be conducive to strong performance from
hedge fund managers, judging from their postGFC experience.
Conversely, should interest rates increase, as is
becoming more probable based on market
guidance provided by the US Federal Reserve,
this may negatively impact infrastructure
valuations given these assets are generally
highly sensitive to interest rates. Under such an
environment, the market distortions are likely
to fall away, providing a richer hunting ground
for hedge fund managers. Ideally, this would
allow them to produce performance
comparable to the pre-GFC period (strong
outperformance at a moderate correlation to
equity markets).
However, regardless of the trajectory of interest
rates over the medium term, and the possible
ending of quantitative easing, demand for hedge
funds and infrastructure investments are likely
to remain a key part of institutional investors’
portfolios in the foreseeable future.
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D ISCLAIMER
Whitehelm consists of the following companies; Whitehelm Capital Pty Ltd (ACN 008 636 717), Australian Financial Services Licence 244434; and Whitehelm
Capital Limited, authorised and regulated by the Financial Conduct Authority (FCA) FRN 599417, Registered No 06035691 and Registered Office: 15th Floor, City
Tower, 40 Basinghall Street, London EC2V 5DE (together, ‘Whitehelm’).
This document has been issued and approved by Whitehelm for information purposes only without regard to any particular user’s investment objectives, financial
situation, or means and Whitehelm is not soliciting any action based upon it. This material is not to be construed as a recommendation, or an offer to buy or sell, or
the solicitation of an offer to buy or sell any security, financial product, instrument, asset or business as described herein and shall not form the basis of any contract.
Any information contained herein is directed at Eligible Market Counterparties and Professional Clients only. It is not directed at, or intended for Retail Clients as
defined by the FCA.
Any forecasts and/ or investment analysis contained within this document are preliminary and our professional assessment based on available historical data (the
accuracy of which has not been independently verified by Whitehelm) but, by their nature, cannot be guaranteed and should not be relied on as an indication of
future performance. Actual results could vary from any anticipated performance referred to herein, and such variations that may arise could be material. This
document has been prepared by Whitehelm solely for information purposes and may include certain statements, estimates and projections provided by persons
other than Whitehelm and is being provided solely for information purposes only. In furnishing this information, Whitehelm undertakes no obligation to provide
the recipient with access to any additional information or to update or correct the information provided herein. Except as provided for in a written agreement
between the parties, neither the receipt of this information by any person, nor any information contained herein constitutes, or shall be relied upon as constituting,
the giving of investment advice by Whitehelm to any such person.
Opinions expressed in this document are based on assumptions and contingencies mentioned in this document that involve known and unknown risks and
uncertainties and other factors which are beyond the control of Whitehelm. Our opinions may change without notice. To the extent permitted by law, Whitehelm
and its officers, employees, agents, associates, and advisers accept no liability whatsoever to any third party in relation to any matter arising from this document.
US INVESTORS
This document does not contain or constitute, and should not be construed as, an offer to sell or the solicitation of an offer to buy securities in the United States.
The securities referred to herein have not been, and will not be, registered under the United States Securities Act of 1933, as amended (the "Securities Act"), or any
U.S. state securities law. The securities may not be offered or sold within the United States or to, or for the account or benefit of, any U.S. Person (as such terms are
defined in Regulation S under the Securities Act), except pursuant to an exemption from, or in a transaction not subject to, the registration requirements of the
Securities Act. Any failure to comply with these restrictions is a violation of U.S. federal or applicable state securities laws.
The securities have not been recommended by, and this document has not been filed or registered with, any United States federal or state securities commission,
including, but not limited to, the United States Securities and Exchange Commission or any United States or other statutory or regulatory authority. Furthermore,
the foregoing authorities have not passed upon the merits, confirmed the accuracy or determined the adequacy of this document or the information contained
herein. Any representation to the contrary is a criminal offence.
C ANADA
This document is not, and under no circumstances is to be construed as, an advertisement or a public offering of the securities described in this document in
Canada. No securities commission or similar authority in Canada has reviewed or in any way passed upon this document or the merits of the securities described
in this document, and any representation to the contrary is an offence.
D ISTRIBUTION IN THE UK AND E UROPEAN E CONOMIC A REA
Neither this presentation nor any accompanying letter or any other document have been delivered for approval to the Financial Conduct Authority in the United
Kingdom and no prospectus (within the meaning of section 85 of the Financial Services and Markets Act 2000 (FSMA)) has been published or is intended to be
published in respect of the securities. This document does not contain or constitute, and should not be construed as, an offer to sell or the solicitation of an offer to
buy securities in the European Economic Area.
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