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In an environment where interest rates are 
predicted to rise, investors have begun to consider 
the impact of such an environment on investment 
assets, including infrastructure. Many may perceive 
that infrastructure equity will be better positioned 
than debt in an environment of rising rates but our 
research shows that this is not necessarily the case. 

Introduction
The interest rate hiking cycle is already well underway 
in the US and has just commenced in the UK. Although 
the European Central bank is likely to lag in terms of 
rate rises, less accommodative monetary policy is firmly 
on the agenda with the tapering of quantitative easing 
anticipated in 2018. Given this momentum, now is an 
opportune time to investigate the impact of rising rates 
on infrastructure projects.

As the paper will outline, we believe that debt is better 
placed than equity to navigate a rising rate environment, 
particularly if the rise in rates isn’t accompanied by 
increased economic growth. We also believe that the 
opportunities for infrastructure equity are becoming 
increasingly scarce, while there is still significant 
opportunity for the private debt market to grow. 

Equity versus debt
Equity versus debt - structural differences 
The risk and return profiles of equity and debt are clearly 
very different. Equity has higher potential returns alongside 
increased risk while debt provides more stable - albeit 
generally lower - prescribed returns. Furthermore, equity 
holders are essentially part owners of an infrastructure 
project and rank junior to debt holders in the capital 
structure. This essentially means that debt holders have 
first claim on assets and cash flows generated by a project, 
or in other words, first in the “capital waterfall”. 

Debt can be either floating rate, where the coupon paid 
is referenced to market interest rates each time it is 
calculated, or fixed rate, where the coupon is set at the 
outset and doesn’t change with changes in market rates.

Senior debt

 Ȃ first in capital waterfall
 Ȃ prescribed coupons 
 Ȃ prescribed principal 

repayment date and amount

Junior debt

 Ȃ second in capital waterfall 
 Ȃ prescribed coupons 
 Ȃ prescribed principal 

repayment date and amount

Equity

 Ȃ last in capital waterfall
 Ȃ variable dividends
 Ȃ variable sale date and sale 

proceeds

All instruments underpinned by stable infrastructure asset

Source: Schroders, October 2017 Ȃ for illustrative purposes only.
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Equity versus debt – impact of rising rates 
Although equity returns are generally higher than that of 
debt, an increase in interest rates may change the returns 
investors effectively receive for two reasons. Firstly, debt 
servicing costs will increase for floating rate debt and 
equity holders will have to bear the increase in costs (recall 
the capital waterfall). Secondly, an increase in interest 
rates implies that the opportunity cost for holding equity 
increases.  Due to the variable distributions and unknown 
capital gain (or loss) made at maturity, a popular valuation 
methodology for equity holders is “Internal Rate of Return 
(IRR)”.  Under this methodology, any gains (or losses) which 
are delayed until maturity will be lower in present value 
terms when interest rates are higher. 

On the other hand, the return of floating debt increases 
when interest rates rise as their coupons are explicitly 
linked to interest/base rates. For example, most floating 
infrastructure debt in Europe is referenced against the 
3-month Euribor. Holders of fixed debt on the other hand 
will see no change in returns if they hold the debt to 

maturity (however may experience mark-to-market losses 
along the way). In the rest of the paper, when we reference 
“interest rates”, we are referring to the 3-month Euribor. 

Equity versus debt – current market dynamics 
Infrastructure equity has been the more popular choice 
with investors to date. Dry powder, the amount of 
capital raised but not yet invested, for investment into 
infrastructure is at an all time high (Figure 1(a)). Conversely, 
the percentage of capital raised for debt investments was 
only 10% of the total capital raised (Figure 1(b)) in 2017. As 
explained later, debt is generally 2-3x that of equity in an 
infrastructure project. This certainly doesn’t correspond 
with the current level of debt capital raised in infrastructure 
and on the face of it, this suggests that the debt market is 
less crowded than the equity market. We see further room 
for debt to expand, particularly with banks, traditionally 
the main lender to infrastructure projects, facing a tougher 
regulatory environment regarding long-term lending with 
the introduction of Basel III regulations.

Figure 1(a) and (b): Trends in infrastructure equity and debt
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Source: Preqin, Probitas Partners, infrastructure Institutional Investor Trends for 2017 Survey – closed end funds, global. *”Dry powder” being defined as capital raised by funds 
but not invested.

An example of an infrastructure project
Due to the essential nature of its activity, infrastructure 
companies tend to be more leveraged than other 
corporates of similar risk. Debt in infrastructure projects is 
often 2-3x of equity within the capital structure and is also 
often ‘tranched’ or portioned into senior and junior. This is 
to optimise the total cost of funding for the project and to 
target investors with different risk/return preferences and 
regulatory constraints.

Akin to any corporation, debtholders have to be paid 
before equity investors. In turn, debt holders are paid in 
order of their seniority: senior debtholders get paid their 
dues before junior debtholders. 

Consider the following hypothetical infrastructure project 
which has 30% equity, 10% subordinated/junior debt and 
60% senior debt. We assume that the project’s senior debt 
is equally split into 50% fixed and 50% floating.

Figure 2: Hypothetical infrastructure project

Senior debt

Fixed: 3%

Floating: Euribor + 2%

Floating: Euribor + 5%

Variable: 8.25% cash 
yield pre debt servicing

Junior debt

Equity

60%

10%

30%

Source: Schroders, October 2017 Ȃ for illustrative purposes only.
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Using this hypothetical capital structure, we can therefore 
analyse the impact of rising interest rates on the individual 
segments of the capital structure and also the debt 
servicing costs. As equity holders only have claim to 
whatever capital that is left over after all debts have been 
paid off during the period, the increased costs of servicing 
debt is likely to have an effect on how much equity holders 
receive and the capital gain that can be attained by them.

In this example, we take the following debt assumptions:

 Ȃ Senior fixed rate debt pays a coupon rate of 3% p.a.
 Ȃ Senior floating debt pays 3-month Euribor + 2% p.a.
 Ȃ Junior floating debt pays 3-month Euribor + 5% p.a.

We’ll assume all the debt obligations are 10 year bullets 
(i.e. the full principal is repaid at maturity, in this case 10 
years) and we assume that cash yield on equity is based 
on the residual amount available only after servicing the 
previous debt layers. Hence, if we assume that the total 
return on the project is 8.25% (net of running costs but 
before debt repayments), at 0% interest rates, the total 
cost of servicing debt is 2%1, which means that the cash 
yield on equity is 6.25%.

As interest rates rise, the total cost of servicing debt will 
increase, which will in turn decrease the cash yield on equity. 

Figure 3 shows the annualised return on each instrument 
over 10 years. For simplicity this just focusses on the cash 
return of the equity and doesn’t consider any gains that 
may be made upon sale at maturity.

We have taken this simplistic approach due to difficulties in 
comparing returns under fundamentally different valuation 
methodologies and also the difficulty of estimating capital 
gains in an environment with unprecedented levels of dry 
powder available for equity investment, as displayed in 
Figure 1(a).

We can see visually that as rates rise, the return to floating 
rate debt holders increases and net amount available 
to equity holders reduces due to the increase in debt 
servicing costs. Furthermore, when interest rates reach 
1%, junior floating debt could outperform equity on a cash 
yield basis. In other words, interest rates don’t need to 
rise by that much for junior floating debt to become more 
attractive than equity. 

On the other hand, interest rates would need to rise to 
3% for senior floating debt to start outperforming equity. 
This is expected due to the lower coupon rate that senior 
floating debt yields. Unsurprisingly, fixed rate debt holders 
are not impacted by changes in interest rates as we 
have assumed that their debt is held to maturity. In our 
illustration, senior fixed debt produces the lowest returns 
across the assets and scenarios, but at significantly higher 
interest rates, it could even outperform equity. 

Based on this interplay, we feel that floating debt, 
especially junior floating debt, may see strong returns in a 
rising interest rate environment, particularly if the increase 
in rates isn’t accompanied by an increase in economic 
growth, and equity holders may see diminishing returns.

However, remember that the opportunity cost of holding 
equity in a rising rate environment isn’t displayed in our 
illustration. As debt has a prescribed maturity date and 
repayment schedule, you know with certainty when you will 
receive your capital back. Conversely for equity, the date 
when the stake is sold (“exit date”) and sale price (“exit price”) 
is unknown. Discounting, or calculating the sale price in 
present value terms, at a higher interest rate will certainly 
have an adverse impact of the expected returns of equity.

These factors, compounded by the fact that 
infrastructure equity dry powder is at an all time high 
and valuations are stretched, makes us believe that debt 
may not only be the safer choice but also the better 
choice in current market conditions. 

Figure 3: Annualised returns over different interest rate scenarios
Annualised returns, %
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1  Debt in turn will be paid in tranches. In this specific case, 0.9% will be allocated to 
senior fixed debt, 0.6% to senior floating debt and 0.5% to junior floating debt. 
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Putting our findings into perspective…
The low level of interest rates have been a point of 
debate for almost a decade now. Some proponents 
would argue that lower levels of interest rates are to 
be expected going forward while others would argue 
that the extremely low levels of interest rates are an 
outlier. Whichever the argument, interest rates will rise 
at some point. If this rise in rates isn’t accompanied by 
an increase in economic growth, this could create the 
perfect storm for equity investors.

As illustrated in our example, interest rates will only need 
to reach 1% for junior debt holders to receive a higher cash 
yield than equity holders. While we can’t say for sure where 
interest rates will be in the next few years, we can certainly 
compare this level to history. In the context of history, 
interest rates have been over a percent for over 60% of the 
period since the Euro was launched. From this perspective, 
this level of interest rate does not seem that high at all.

Figure 4: Historic 3-month Euribor 
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Source: Bloomberg, Schroders, October 2017. Past performance is not a guide to 
future performance and may not be repeated.

What if things go bad?
Whilst unlikely, there is always a possibility that interest 
rates may rise to high levels rapidly. This situation will 
be bad for all assets and may even cause a default on 
infrastructure projects. Investors in infrastructure equity 
may be left with nothing if there is no capital left after all 
debt obligations have been repaid. Indeed, that is the risk 
of investing in any form of equity, not just infrastructure, 
for that matter. 

Infrastructure debt, specifically loans, are often secured 
and the collateral is based on real assets. Loan agreements 
also generally contain strict covenants and give lenders 
the right to step in if the asset isn’t performing and 
undertake protective exercises such as trapping dividends, 
replacing non-performing counterparties, accelerating debt 
repayments and restructuring financial structures. These 
features translates into a lower probability of default for 
infrastructure debt, and is comparable to the default rates 
of high investment grade corporate bonds.

However, if there is a default, infrastructure loans have 
a much higher chance of recovering the principal as 
compared to other corporate bonds. The average recovery 
rate for infrastructure loans is nearly 80%, while the 
average recovery rate for corporate bonds is 40-50%. 
Furthermore, in 2/3 of cases, 100% of the principal is fully 
recovered in the case of a defaulted infrastructure loan2.

The added security, low probability of default and high 
recovery rates certainly suggests that infrastructure debt has 
a better chance of navigating an environment where interest 
rates rise rapidly. It is crucial for investors to consider this 
scenario and not just chase high current returns. 

2 Moody’s “Default and Recovery Rates for Project Finance Bank Loans, 1983-2015”

Conclusion
Of course, understanding the purpose of investing in any asset is key to investing. For example diversification, meeting 
liabilities, growth and so forth. However, given the prospect of rising rates, investors will have to carefully assess 
whether their choice of infrastructure asset will continue meeting their original investment purpose. 

If interest rates rise, floating rate debt will benefit, potentially at the expense of equity holders. In addition, the 
opportunity cost of having capital tied up in equity positions will increase as interest rates rise and any capital 
gains at maturity will become smaller, which reduces the returns on equity.

In the case where interest rates rise quickly, which may cause a default in an infrastructure project, debt will 
benefit much more than equity due to its position in the capital waterfall and security packages. 

Debt certainly feels like the better choice within the infrastructure universe to not just withstand, but to benefit 
from, rising interest rates.
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Important Information: The views and opinions contained herein are those 
of the Infrastructure Finance team, and may not necessarily represent views 
expressed or reflected in other Schroders communications, strategies or funds. 
The data contained in this document has been sourced by Schroders and should be 
independently verified before further publication or use. Past performance is not 
a guide to future performance and may not be repeated. The value of investments 
and the income from them may go down as well as up and investors may not get 
back the amounts originally invested. The material is not intended as an offer or 
solicitation for the purchase or sale of any financial instrument. The material is not 
intended to provide, and should not be relied on for, accounting, legal or tax advice, 
or investment recommendations. Information herein is believed to be reliable but 
Schroder Investment Management Limited does not warrant its completeness or 
accuracy. No responsibility can be accepted for error of fact or opinion. Reliance 
should not be placed on the views and information in the document when taking 

individual investment and/or strategic decisions. The forecasts included in this 
document should not be relied upon, are not guaranteed and are provided only as 
at the date of issue. Our forecasts are based on our own assumptions which may 
change. We accept no responsibility for any errors of fact or opinion and assume 
no obligation to provide you with any changes to our assumptions or forecasts. 
Forecasts and assumptions may be affected by external economic or other factors. 
Issued by Schroder Investment Management Limited (SIM), 31 Gresham Street, 
London EC2V 7QA. Registration No. 1893220 England. Authorized and regulated in 
the UK by the Financial Conduct Authority (FCA). SIM has notified the FCA as its home 
state regulator that it intends to conduct activities on a cross-border basis from its 
branch in France. SIM has a branch passport for France and services passports under 
the Markets in Financial Instruments Directive (MiFID) in various EEA countries. 
Please see the FCA register for further details. SCH20751

Appendix

Main assumptions:
 Ȃ Senior fixed rate debt pays a coupon rate of 3% p.a.

 Ȃ Senior floating debt pays 3-month Euribor + 2% p.a.

 Ȃ Junior floating debt pays 3-month Euribor + 5% p.a.

 Ȃ Equity is expected to return a 8.25% cash yield pre-debt 
servicing costs

 Ȃ Shifts in yield curve are parallel i.e. an x% move in short 
rate assumes an x% move in the long rate

 Ȃ Debt instruments are issued at par

 Ȃ Any impact of tax has been ignored

Risks associated with the asset class
 Ȃ Interest rate risk for fixed-rate instruments: interest 

rate volatility may reduce the performance of fixed-rate 
instruments.

 Ȃ Deterioration of the credit quality of the bond: 
caused by a change in the market environment (for 
commercial activities) or a change in law/regulation (for 
all infrastructure activities).

 Ȃ Risk of issuer default: a decline in the financial health 
of an issuer can cause the value of its bonds to fall or 
become worthless.

 Ȃ Prepayment risk: the capital may be repaid by the 
borrower before reaching maturity.

 Ȃ Exchange rate risk: where assets are denominated in 
a currency different to that of the investor, changes in 
exchange rates may affect the value of the investments.

 Ȃ Illiquid and long term investment risk: due to the 
illiquid nature of the underlying investments, an investor 
may not be able to realise the invested capital before 
the end of the contractual arrangement (which is likely 
to be long term). If the investment vehicle is required to 
liquidate parts of its portfolio for any reason, including 
in response to changes in economic conditions, the 
investment vehicle may not be able to sell any portion of 
its portfolio on favourable terms or at all.

 Ȃ Capital loss: the capital is not guaranteed

Operational risks
 Ȃ Trade cancellation risk: trades and settlements are 

made on a bilateral, negotiated basis. Even though 
such events are extremely unlikely, a last-minute trade 
cancellation can occur in the absence of standard trade 
and settlement processes via clearing houses. The team 
has built its success in the market on its ability to execute 
and deliver these investments.

 Ȃ Service provider risk: investments can be at risk due to 
operational and administrative errors, or the bankruptcy 
of service providers. The team applies Schroders’ best 
practises in selecting and monitoring service providers.


