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Infrastructure: The opportunity
Infrastructure senior debt has become an increasingly active focus for institutional investors seeking stable longterm cash flows from a sustainable asset class that also offers an enhancement to real returns in the current lowyield environment. Historically investors have primarily accessed infrastructure projects through equity
investments as part of their alternative growth or return-seeking portfolios. In part this investment strategy has
been driven by the paucity of opportunities in other parts of the capital structure with the possible exception of
selected mezzanine debt investments or the more structured financings of project portfolios through project CLO
structures.
The stable cash flows of these real assets also allow for relatively high leverage ratios. Typical debt: equity leverage
ratios range from 75:25 to 90:10; as a result the volume of total market opportunity is far greater within senior
infrastructure debt than for equity or indeed mezzanine debt. As banks retrench (with exceptions) from the longterm funding market, European institutional investors have the opportunity to take advantage of new supply using
this debt as a new source of liability matching assets.
The opportunity – is now the time?
Over the past decade infrastructure spending in Europe has been on a declining trend. The financial crisis has
brought into sharp focus the vast funding needs for the development of transport, energy and telecommunication
infrastructures. Thus the UK National Infrastructure Plan has esimated that infrastructure investments of £200bn
will be needed by 2020. These are by their very nature ‘primary’ (before construction) or ‘greenfield’ (post
construction) opportunities. Thus the quantum of market opportunity is far greater for primary than for secondary
investment.
Infrastructure projects are by their very
nature long-term illiquid assets. The benefit
of this to clients is that there is an illiquidity
premium attached to assets that provide
superior yields to sovereign or covered
bonds. Assuming investors are comfortable
with the illiquidity associated with direct
investment in senior debt, 2014 and 2015 will
likely see some attractive investment
opportunities closing within the core
regulated utilities/Private Finance Initiative/
Public Private Partnership/airports/roads in
Europe that, due to their characteristics,
should be considered an attractive alternative
to sovereign bonds.

Return
Hybrids
e.g. Car Parks
Patronage Risk
e.g. Airports, Toll Roads
Private Finance Initiatives
Public Private Partnerships
Regulated Utilities
Government - related entities

Risk
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Key characteristics of senior infrastructure debt are:
• Ongoing supply and by definition attractive ESG1 characteristics through social utility (such as roads/
rail/schools/hospitals)
• Predicatability of income versus other areas of the capital structure
• Low/negligible default rates2
• Attractive fixed rates available with possible spreads over LIBOR of (+150-250bps)
• Long-dated maturity through the tenor of projects
• Lower risk profile of senior debt versus the rest of the capital structure

Primary versus secondary debt
The volume of opportunity for senior infrastructure debt within primary projects is large. Many of these
opportunities will require bespoke and at times intense work by the manager of the debt investment with potential
borrowers during some form of asset acquisition process. For example, public procurement processes for social
infrastructure project investments and M&A processes in relation to some economic infrastructure assets.
Involvement at an early stage provides an opportunity for managers to shape the tranche of debt to suit the
requirements of their investors, for example fixed rate vs. inflation-linked vs. floating rate, duration, maturity and
the triggers and covenants to manage assets through the life of the financing.
With respect to secondary opportunities the pipeline of assets is less clear. All things being equal, funding an asset
that is already operational is more straightforward than financing it through construction and requires less due
diligence and negotiation. However, in most cases all other things are not equal; the challenge in selling/buying
existing portfolios lies in finding a matching price at which banks are willing to sell and investors are willing to buy.
Most owners of existing debt that is low-yielding (but credit performing assets) will not take fire-sale prices that
will impact their equity cushions at a time when these are already under pressure from credit-impaired assets and
the demands of regulators for larger equity cushions.
Primary projects can be structured to investment grade quality from the outset. There will be a general
expectation that, if a project proceeds according to plan, an upward trend in the rating would be expected.
Moody’s methodology, for instance, indicates that projects structured to Baa during construction could expect to
improve to A during operations.2 Projects funded with bank loans will also have an upward trend in rating quality,
but the starting point will typically be lower, usually just below investment grade, so the finishing point will also be
lower. As the asset will be bought in the operational phase, much of this upward trend will have taken place, and is
likely to be reflected in the spread.
Notes
1
Environmental, Social, Governance.
2
As evidenced by Moodys Default and Recovery Rates for Project Finance Bank Loans Study. http://www.moodys.
com/researchdocumentcontentpage.aspx?docid=PBC_139381
Construction risk? This is not speculative development
Senior debt holders of infrastructure projects do not face the same construction risks associated with commercial
property development.
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Infrastructure construction does not commence until the project is fully funded i.e. all debt and equity sufficient to
complete the construction works is committed from investment grade sources and/or backed by investment
grade collateral. Furthermore the construction risk per se is borne by the prime contractor via fixed price, datecertain turn-key contracts. As the prime contractor is paid in arrear, the risk to debt investors is thus either the
prime contractor under-estimates the cost and time required to complete the project or, worse, becomes
insolvent and can no longer fulfill its financial obligations. Typically these contractors are large, often publicly listed
firms. An appropriate analysis will also examine the nature of the contracts and the quality of the constructing
entity as part of the due diligence for investors.
Nevertheless, even in the event of a contractor default, a total loss by debt investors is unlikely and one of the
principle attractions of this area of the asset class. The infrastructure equity and surety bond providers bear the
first losses, which are normally sufficient to complete the project after replacing the affected contractor. In
addition, there is no history of publicly rated investment grade senior PFI/PPP debt suffering losses arising from
construction phase risks, with all delays and cost over-runs (on the limited number of projects that have
experienced difficulties) having been absorbed by the prime contractor.
The operational phase is not without risk and is often under-estimated. By being involved in primary transactions
from the outset, there is an opportunity to structure the debt to investment grade standards both during
construction and looking forward to the specific challenges of the operating phase. Many transactions were
structured with an originate-to-distribute mindset; particularly in the years leading up to the credit crisis, there
was a trend for bank funded infrastructure assets to be originated for distribution to Collateralised Loan
Obligations (CLOs) and other structured finance vehicles.
Accessibility - Fees and vehicles
Historically most institutional investments in infrastructure have been executed through funds/partnerships
where investors, as limited partners, accessed opportunities and expertise through primarily private equity funds.
Thus private equity-like fees have, at least in the early years, been commonplace. While senior debt requires
significant analysis and surveillance, investors can expect that the fee levels reflect the move from equity to debt
or rather from ‘growth’ to ‘matching assets’.
One issue that remains is the level of diversification that can be achieved within infrastructure debt, both on a
pooled and a segregated basis, given the large capital requirements of individual projects and (relatively) small
number of projects funding in any specific period. This implies that collaboration (or asset pooling on an equal
basis) is required by institutional investors to secure senior debt status, enabling diversification across both sectors
and the operational status of the underlying projects.
Many of the obstacles outlined above can be overcome by sourcing one of the dedicated teams that now operate
within asset management companies. Allianz Global Investors is one of the first in Europe to establish a team with
a strong track record in infrastructure debt structuring. Importantly, investment in the asset class by our parent
company, the insurer Allianz, also means that we have the necessary operational backing of which clients can take
advantage.
Infrastructure debt and Solvency II
A number of institutional investors such as Allianz are actively seeking to source investments in senior
infrastructure debt, in both euro and sterling. Allianz Global Investors believes it is critical that infrastructure debt is
viewed as an alternative to long-dated sovereign fixed income or covered bond investments given its
characteristics as a matching asset. Infrastructure assets tend to have long-dated maturities and are typically
exposed to cash-flows that have a low correlation to other risk drivers.
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A prime reason for seeking to invest in this emerging asset class is that the default probability is expected to be
lower relative to equivalently rated corporates over the longer term, i.e. it is better than one would expect given
the ratings attributed to these assets. Additionally, the recovery rates when a default occurs tend to be high
(Moody’s review of Project Finance Bank Loans indicates an average recovery of around 80% compared to 40%45% for corporate bonds).
As banks retrench from infrastructure project finance (in part driven by Basel III banking capital requirements)
and, as historically this has been a complex market, the acquisition of an experienced and dedicated in-house
expertise allows Allianz Global Investors to offer third party investors access to the asset class. Under the standard
model for Solvency II, infrastructure debt will be treated as BBB/A-rated bonds with long maturities and will thus
attract relatively high capital charges. Nevertheless there are offsetting Asset Liability Management duration
benefits as well as spreads that give an attractive return on capital despite these high credit spread charges.
As these are loans that accrete and amortise, there is some operational complexity with regards to investing in
infrastructure debt. Allianz Global Investors’ pooled and segregated solutions are intended to reduce this
operational complexity, both for Allianz and third-party investors. This will provide all the necessary support data
for accounting and regulatory purposes.
Co-investing with Allianz and asset pooling
By placing the infrastructure debt team within its asset management division (Allianz Global Investors) Allianz has
made their expertise available to third-party investors. Third-party clients obtain a number of benefits from this
arrangement namely: -

• Access to one of the largest team of experienced senior infrastructure debt specialists familiar with
US dollar, sterling and euro projects
• A dedicated team to source and structure projects to suit specific client requirements
• Access to the operational infrastructure debt platform that has been established for Allianz
• Access to the expertise that exists within the wider Allianz group as projects are assessed e.g.
construction insurance
• Access to a team that is well capitalised and thus has enhanced credibility with project sponsors
• The ability to co-invest with Allianz. This enables clients to achieve senior debt status within the
capital structure providing controlling creditor status
• Segregated and pooled solutions available
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Within the UK clients can pool their assets on an equal footing with other third-party investors through a pooled
vehicle. The Allianz UK Infrastructure Debt Fund focuses on GBP-denominated debt investments in core UK
infrastructure projects. The projects are diversified by sector with a focus on core social utilities. The Fund held its
initial close on 30 June 2014. Subsequent commitments will be accepted until the 30 June 2015 subject to a
minimum investment.
Due to the size of individual projects (c. £150m-1,000m), to obtain senior debt status (and hence controlling
creditor status) third-party investors co-invest with other interested parties on an equal basis both within pooled
and segregated portfolios.
Track record with Allianz Global Investors
Since joining Allianz Global Investors, the team has been actively investing and engaged with project sponsors in
the UK and Europe. The team has committed bids of over £3 billion to infrastructure borrowers, each in the region
of £75-£300 million. Nine of these bids have been ‘closed’ by the Allianz Global Investors team, worth £1.6 billion.
As the team has a number of debt investments that have entered the execution and monitoring phase, we have
hired nine additional team members to support these activities. We have taken on four investment management
associates, an asset manager, a business manager, a lawyer, a personal assistant and an operations team member.
This ensures that the senior members of the team can remain focused on the sourcing of new transactions and
the requisite due diligence.
The track record of the team since joining Allianz Global Investors is shown below.
Asset Type

Type of Transaction

Currency

AllianzGI Allocation1

Road/Availability PFI

Publicly listed bond (London)

GBP

£132

Road/Availability PFI

Listed bond (Luxembourg)

EUR

433

Road/Availability PFI

Listed bond (Luxembourg)

GBP

£175

Electricity Distribution/Regulated
capacity- based user tolls

Listed bond (London)

EUR

150

Road/Availability PFI

Publicly listed bond (Luxembourg)

EUR

200

Gas Transmission/Regulated
capacity- based user tolls

Unlisted Bond

EUR

320

Road/Availability PFI

Unlisted Bond

EUR

163

Regulated Gas Storage

Publicly listed bond (Luxembourg)

EUR

350

Accommodation/Availability PFI

Unlisted Bond

EUR

127

Source: AllianzGI, as at 30 June 2014. 1Local currency.
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Summary
Spreads remain wide but as investors chase yield this will not remain the case indefinitely. Institutional investors
wishing to access infrastructure assets need to assess whether they wish to invest in growth or matching assets
and select the appropriate capital structure within projects to suit. As the UK National Infrastructure plan has
highlighted, this is an exciting time for this emerging asset class.
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For further information on how AllianzGI can help you, please contact:

Margaret Frost

Philip Dawes

Head of Institutional UK
Tel: 020 3246 7385
Email: margaret.frost@allianzgi.com

Head of Institutional Sales UK
Tel: 020 7065 1443
Email: philip.dawes@allianzgi.com

Corinne Crawford
Head of Consultant Relations UK
Tel: 020 7065 1474
Email: corinne.crawford@allianzgi.com

Victoria Blackman
Consultant Relations
Tel: 020 7065 1507
Email: victoria.blackman@allianzgi.com
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Important Information
For professional investors only. Investing involves risk. The value of an investment and the income from it may fall
as well as rise and investors may not get back the full amount invested. Infrastructure debt investments are highly
illiquid and designed for long term investors only.
Contact the authorised corporate director Allianz Global Investors GmbH in the fund’s country of domicile UK or
the issuer electronically or via mail at the address indicated below for a free copy of the sales prospectus, the
incorporation documents, the latest annual and semi-annual financial reports and the key investor information
document in English. Please read these documents - which are solely binding - carefully before investing. Daily
fund prices are available under: www.allianzgi.co.uk.
This is a marketing communication issued by Allianz Global Investors GmbH, www.allianzgi.com, an investment
company with limited liability, incorporated in Germany, with its registered office at Bockenheimer Landstrasse
42-44, 60323 Frankfurt/M, Germany, registered with the local court Frankfurt/M under HRB 9340, authorised by
Bundesanstalt für Finanzdienstleistungsaufsicht (www.bafin.de). Allianz Global Investors GmbH has established a
branch in the United Kingdom, Allianz Global Investors GmbH, UK branch, www.allianzglobalinvestors.co.uk,
which is subject to limited regulation by the Financial Conduct Authority (www.fca.org.uk). Details about the
extent of our regulation by the Financial Conduct Authority are available from us on request. The duplication,
publication, or transmission of the contents, irrespective of the form, is not permitted.
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