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Rethinking infrastructure
WHILE MORE INSTITUTIONS ARE CREATING SEPARATE ALLOCATIONS FOR INFRASTRUCTURE, CAPITAL
DEPLOYMENT IS LAGGING BEHIND. INFRASTRUCTURE PIONEER GREGORY SMITH OF INSTARAGF ASSET
MANAGEMENT TELLS US WHY….AND HOW INVESTORS SHOULD BE THINKING ABOUT THE ASSET CLASS
n the early 2000s, I oversaw the
establishment of the first private
infrastructure fund in Canada, a
process that included defining
infrastructure as an investment
opportunity and educating the market
on the merits of these “boring to barely
interesting” assets.

I

Where infrastructure was once the
wallflower of the alternative investment
space, it now plays a starring role in an
increasing number of institutional
portfolios. Six years ago, only a quarter
of global institutional investors
considered infrastructure as a distinct
asset class. Today, it is estimated that
nearly 60% of global institutional
investors have separate allocations for
infrastructure, with targets typically
ranging between 1 and 10%.
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The growing appeal of the
infrastructure asset class
Private infrastructure investment has
accelerated in recent years as investors
seek real alternatives that are more
resilient to economic cycles, have lower

correlations with traditional asset
classes, offer less volatility, provide
some inflation protection, and deliver
current yield – which makes
infrastructure investments especially
attractive in the current interest rate
environment.
At the same time, ageing critical
infrastructure in North America, the
United Kingdom, Europe and elsewhere
is fuelling massive demand for capital
to
maintain
and
modernise
infrastructure and to build for the
future. Total annual investment in
infrastructure globally is projected to
reach $4 trillion by 2017.1
The appetite for infrastructure
investment is greater than ever before –
and still growing. A study by Preqin
suggests that in 2014 institutional
investors are more likely to increase
allocations to infrastructure than to
private equity, hedge funds or real
estate, with 46% of investors polled
planning to do so. 2 Investors are
attracted to the infrastructure asset class
for its long-term duration and return

Figure 1: Infrastructure’s relatively low correlation with other asset classes (July 2000 – March 2010)
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profile, with a critical mass of evidence
suggesting that adding unlisted
infrastructure to a portfolio typically
delivers diversification benefits,
improves return per unit of risk, and
enhances overall efficiency.

Obstacles to putting capital to work
While investors are embracing
infrastructure as a core component of
their asset mix, the actual deployment of
capital lags growth in allocations. This
dichotomy highlights some of the
obstacles – perceived and real – that
investors are grappling with in a
complex, high-traffic market.
First, robust capital inflows to the
sector overall are driving greater
competition for certain assets, often
resulting in aggressive pricing and
higher valuations. But this does not
mean there is an oversupply of capital,
or too many investors chasing limited
opportunities. On the contrary, I believe
there are more quality infrastructure
investment opportunities available
today than ever before, particularly in
the mid-market, where dynamics are
substantially different than in the
market overall. While there will always
be examples of mispriced assets, they
are more an exception rather than the
rule. The challenge for investors is less
related to competition and more about
matching investments to their own
objectives, risk tolerances and areas of
expertise.
Although infrastructure is distinct
from other asset classes, it is itself a
diverse category with both core and
non-core assets, the former consisting of
assets such as mature utilities, and the
latter typically referring to more volumedependent infrastructure such as sea
ports or railways. The risk/return
spectrum between these categories
varies dramatically and there may be
only a subset with the attributes an
investor is seeking.

Further, infrastructure assets with the
same physical characteristics can
represent very different investment
opportunities, with the risk/return
balance contingent upon the maturity of
the asset, geographical and sector
diversification, and asset-specific supply
and demand drivers. Investors need to
understand
that
infrastructure
investments derive their attributes from
the contractual relationship that creates
the investment opportunity in the first
place, and that these investments may
have very little value outside of the
contract. Accordingly, an asset’s
structure is paramount to its return
profile.
Some inherent risks of infrastructure
are daunting for investors, who may be
wary of certain categories or
geographies, or the political and
regulatory risk surrounding an
investment. The tangible socioeconomic
footprint of an infrastructure asset, by
virtue of the essential services it
delivers, makes these risks especially
acute, and, without the right risk
mitigation mechanisms and experience,
a potential minefield. A stable political
and regulatory environment is likewise
critical to investment returns, with
unanticipated changes potentially
radically altering an asset’s investment
profile, as we have recently seen in the
UK water sector.
These
obstacles
are
not
insurmountable but they do underline
the importance and value of expertise.
Investors need to set clear objectives for

their infrastructure strategy and stick to
them. They need to know their risk
tolerances and resist the lure of the
siren’s song. And they need to “know
what they know and do not know”
when it comes to infrastructure category,
asset lifecycle and jurisdiction.
Today’s investors have at least one
significant advantage over the early
movers in the space: they can learn from
the lessons acquired at great cost by
others, including the importance of
conservative assumptions and downside
protection.

Choosing the right partner and sweet
spot
While more institutions and pension
funds are investing directly, it is an
arduous undertaking fraught with
challenges related to scale, capacity and
transactional skill. Finding investment
opportunities with the right structure
and setting, and then managing them
properly to maximise returns requires
deep market knowledge and effective
risk management. It also takes
sophisticated operational know-how to
improve how an asset actually runs,
which in my experience is the secret to
generating significant alpha. For those
reasons, investing in unlisted funds with
seasoned investment professionals, or as
a co-investor alongside a fund, typically
provides access to the diversity, quality
and returns investors are seeking but at a
lower risk than flying solo.
When evaluating a fund manager,
investors should seek a clear strategy
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are increasingly working to remove
barriers to institutional investment
flows.

and flexible mandate that will enable a
fund to capitalise on relative value plays
in select jurisdictions and within
defined infrastructure categories to
generate an attractive risk-adjusted
return. As a new asset class, market
inefficiencies exist, which can create
unique investment opportunities. At
InstarAGF, for example, we are
continuously screening potential
investments, which gives us insight into
the relative value of different sectors
over time. This knowledge enables us to
choose sub-sectors and individual
investment opportunities that have
superior return dynamics relative to the
risk profile of the underlying asset.
While megadeals capture the
headlines, they often fail to bring home
the bacon. It is my experience in over 25
years in the private equity and
infrastructure sectors that the size of the
transaction is a key determinant of longterm value. To borrow a private equity
example, between 1990 and 2011,
European all-market private equity IRRs
averaged 9.1% compared with the
average mid-market private equity
return of 17.2%.3 So there is an inverse
relationship between the size of the fund
and return/risk profiles, a relationship
that appears to extend to infrastructure
funds.
Indeed, I believe the mid-market
infrastructure space, where the
enterprise value of assets typically
ranges from $100 million to
$750 million, offers an extremely
compelling value proposition. Notably,

30

LAPF Investments

August 2014

at this entry point deals are more likely
sourced through relationships as
opposed to competitive processes,
which allows for flexibility around
timing and structuring, enabling you to
successfully compete on factors other
than price. History suggests that the
mid-market typically delivers returns
that are 100 to 150 basis points over the
returns of the infrastructure market as a
whole.
Investment opportunities currently
abound in the mid-market space in
North America, which, with its vast size,
remains a highly attractive market
where a significant amount of existing
infrastructure is reaching the end of its
useful life. This fact, paired with a
relatively stable regulatory and legal
framework, is enticing capital from both
domestic and international investors.
Our team is currently seeing a steady
deal pipeline with energy, renewables,
utilities and transportation all in the
mix.

Conclusion
It is inevitable that a wealth of
infrastructure opportunities will come to
market in the years ahead. An estimated
US$57 trillion, or $3.2 trillion per year,
is required over the next 30 years simply
to keep up with projected growth in
gross domestic product. 4 Private
investment is critical to addressing this
staggering infrastructure need. More
must be done to unlock this source of
capital, a fact recognised in many
jurisdictions, including the UK, Europe
and North America where governments

Institutional investors are drawn to the
infrastructure asset class for its attractive
return attributes and power to build
wealth for their millions of beneficiaries.
But it is also worth remembering that
investing in modernising or building
infrastructure
directly
affects
productivity and socioeconomic
conditions. In the UK, for each £1
billion increase in infrastructure
investment, GDP increases by a total of
approximately £1.3 billion.5 To put this
economic benefit into even more
striking terms, numerous studies show
that as infrastructure quantity and
quality climb, income inequality
declines.
And
the
legacy
of
infrastructure renewal – greener
electricity, cleaner water, better public
transportation – reverberates for
generations.
There’s certainly nothing boring about
that.
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