
 

INFRASTRUCTURE  ·  OPERATING PHASE 

Inflation Hedge Gap Analysis – 

Regulated Utilities 

 

 

SCENARIO TYPE Infrastructure – Operating Phase 

ASSET CLASS Regulated Utilities – Water, Electricity Distribution 

RISK FOCUS Inflation mismatch, deferred regulatory clawback, 
liquidity illusion, ungoverned real-rate exposure 

PRIMARY OFFER Hedge Rebuild™ 

RELEVANT SERVICES Hedge Rebuild™  ·  Inflation risk redesign  ·  Regulatory 
cash-flow alignment  ·  CSA and collateral 
optimisation  ·  Hedge accounting support 

 

THE SITUATION 

An Australian regulated utility serving approximately 850,000 customers across regional Victoria, operating 
under a five-year regulatory determination framework with revenues indexed to CPI. The asset base 
exceeded AUD 2bn. Financing was executed in 2018-2019 through senior secured bonds totalling AUD 1.2bn, 
all at fixed nominal rates between 3.2% and 3.6%, with maturities extending to 2038. 

The capital structure reflected standard infrastructure practice: long-dated fixed-rate debt providing 
certainty of funding costs against a regulated revenue base. For several years, the structure performed 
exactly as expected. 

The issue did not emerge during normal conditions. It surfaced once inflation volatility re-entered the system 
– not as an obvious failure, but as a timing and structure risk created by the interaction between regulatory 
mechanics and financing choices. 

HOW THE RISK MANIFESTS 

Under the Victorian regulatory framework, approximately three-quarters of total revenues move directly with 
inflation. The regulatory model implicitly assumes that debt costs also reprice with inflation over time – that 
assumption is embedded in the real WACC methodology used in subsequent determinations. 

When a utility locks in nominal fixed debt and inflation rises materially above regulatory assumptions, a 
distortion appears. In the short term, revenues increase faster than debt service, coverage ratios improve, 
and liquidity appears stronger. This creates the illusion that inflation is beneficial. 

The benefit is temporary and reversible. The regulatory framework does not allow utilities to retain windfall 
gains created by mismatches between assumed and actual financing conditions. The adjustment occurs with 
a lag, through future determinations. The risk is not immediate cash stress – it is deferred value extraction. 
Management makes capital and liquidity decisions on misleading signals while the exposure accumulates 
invisibly. 

  



WHAT TYPICALLY BREAKS 

 

Inflation benefit that cannot be kept 

CPI-linked revenues increase sharply while fixed 
debt costs remain static. Internally this shows 
as improved interest coverage – but the 
regulatory framework assumes sustained 
inflation produces higher nominal funding costs, 
and claws back the difference through lower 
allowed returns in the next determination. 

Hidden real-rate exposure 

By fixing nominal debt costs while revenues float with 
CPI, the balance sheet is implicitly exposed to real-
rate movements. This macro position was never 
approved, articulated, or stress-tested at board level 
– a governance blind spot with long-dated capital 
recovery consequences. 

Liquidity optics versus liquidity reality 

Short-term liquidity metrics improve while 
deferred regulatory liabilities accumulate 
invisibly. Forecast models diverge from 
regulatory cash-flow outcomes. Treasury is 
managing to misleading signals. 

Governance pressure builds late 

The issue does not trigger alarms until external 
stakeholders ask harder questions – rating agencies 
flagging sector-wide inflation mismatch risk, 
regulators scrutinising volatility management 
between determinations, and boards querying why a 
CPI-linked business has no explicit inflation risk 
framework. 

 

THE STRUCTURAL INSIGHT 

The exposure being addressed was not headline CPI volatility, but deviation from regulatory inflation 
assumptions interacting with fixed nominal debt and deferred recovery mechanisms. Vanilla CPI swaps were 
poorly aligned – they reference cumulative CPI rather than deviation from regulatory assumptions, introduce 
collateral and accounting complexity, and hedge the wrong shape of risk. 

The correct instrument was a zero-cost inflation collar calibrated to the regulatory framework rather than 
spot CPI: a cap generating cash inflows when average inflation breached a defined upper threshold, funded 
by a floor monetising extreme low-inflation scenarios that were economically tolerable. Tenor was aligned to 
regulatory periods rather than bond maturities. 

The hedge was designed to sit alongside existing fixed-rate debt without triggering refinancing or crystallising 
mark-to-market losses. CSA terms were structured to avoid unnecessary margin volatility – thresholds, 
minimum transfer amounts, and valuation mechanics aligned with the non-trading nature of the exposure. 
Hedge designation was against forecast regulatory cash-flow impacts rather than debt cash flows, 
supporting hedge accounting and allowing the structure to be presented to regulators as prudent risk 
management. 

INTENDED OUTCOMES 

 

▸ Cash flow resilience under inflation volatility – extreme CPI outcomes no longer translate into unplanned 
liquidity stress; debt service coverage ratios stabilise across high-inflation quarters. 

▸ Hidden real-rate exposure removed – real funding costs stabilised within a defined corridor; the balance 
sheet stops implicitly betting on inflation mean-reversion; financing decisions can be made without 
embedding unintended macro views. 

▸ Governance clarity restored – inflation exposure moves from assumed to explicitly governed, with board-
approved tolerances and structured reporting metrics alongside interest rate and liquidity risk. 

▸ External stakeholder confidence improved – rating agencies, lenders, and regulators see a coherent 
explanation of how inflation volatility is managed between regulatory resets. 

▸ Strategic optionality restored – refinancing decisions, dividend policy, and capex timing no longer hostage 
to macro inflation timing; the balance sheet absorbs inflation rather than reacting to it. 



WHERE THIS APPLIES 

Works best where revenues are CPI-linked through regulatory mechanisms; debt is predominantly nominal 
and long-dated; inflation volatility has re-entered the macro environment; and regulatory determinations 
create lagged correction mechanisms that allow short-term mismatches to accumulate. 

Less relevant where revenue is not inflation-indexed; debt already floats or reprices with CPI; regulatory 
frameworks allow full pass-through without clawback; or inflation exposure is already explicitly governed 
within board-approved tolerances. 

 

TYPICAL ENGAGEMENT PATH 
Hedge Rebuild™ – Inflation Risk Realignment module. Secondary: Regulatory cash-flow modelling, CSA 
optimisation, hedge accounting support, integration with refinancing plans. 
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