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Liability matching portfolio managers face the reality that their asset of 
choice, the investment grade corporate bond, no longer delivers sufficient 
yield. The hunt for extra yield this encourages is a concern: no one wants to 
repeat the mistakes of the financial crisis when many insurance investors 
found themselves in apparently high-rated bond-like assets which did not 
end up delivering the cash flows required. 

Infrastructure debt, we believe, is fundamentally different. We explain why 
this asset class may be considered to have superior credit fundamentals 
to the corporate bond sector. We demonstrate that historically infrastructure 
debt has produced stable long-term cash flows. We analyse the Solvency II 
capital treatment from a European insurer’s perspective and show that 
infrastructure debt ought to be able to provide investors with   
exceptional return on capital. 

Infrastructure debt – a guide 

Insurance companies with long dated liabilities that have traditionally been financed using investment 
grade corporate bonds have faced a collapse in yields over recent years. For example, the yield on 
the iBoxx € Corporates A–rated 7–10 year index was above 6% in 2007 and is now around 1%. The 
difficulty in obtaining adequate returns has encouraged insurance companies either to look further 
down the credit spectrum (to capture additional credit risk premium) or to give up liquidity (to capture 
an illiquidity premium). Infrastructure debt fulfils the latter role, i.e. it is essentially a fixed income 
instrument that allows investors to capture an illiquidity premium (typically 70 to 100 basis points of 
extra spread when compared to an equivalently rated, publicly traded corporate bond). 

We are all familiar with infrastructure as a concept. Infrastructure projects and companies with 
a similar risk profile are essential for the function, growth and prosperity of an economy. Typical 
examples include roads, power distribution facilities, airports and communication networks. As is 
typically the case, infrastructure companies that manage these essential services are funded with 
a combination of equity and debt. Due to its unique characteristics this debt is categorised as 
“infrastructure debt” but it is simply a loan or a bond. The tangible assets of these companies (toll 
roads, airports, bridges etc.) generate long-term cash flows, and these flows secure the coupon and 
principal payments for investors.
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Increasing opportunities for insurers

Historically European infrastructure companies have been financed by banks. With the growing 
interest from institutional investors for the asset class, infrastructure funding is now more often 
achieved via the combination of short term loans (7Y or less) underwritten by banks and long dated 
fixed income instruments in the form of a loan or a bond (10Y or more) privately placed with investing 
institutions. This trend is also encouraged by borrowers seeking to diversify their source of financing 
and by their shareholders seeking to reduce their exposure to bank financing cycles. Finally, regulatory 
and capital deleveraging pressure on the bank’s balance sheets has reduced their enthusiasm for 
long-term infrastructure investment creating an opportunity for institutional investors to access  
these investments. 

Institutional debt accounts for c.20% of infrastructure financing today, but we believe that this will 
continue to grow on the back of increasing demand from institutional investors, including pension 
funds and especially insurance companies. 

The 6 key advantages of infrastructure debt 

Below, we describe the key reasons we believe insurance investors ought to consider infrastructure 
debt as a component of their overall portfolios. 

1. Long-term, stable, contractual cash flows

Irrespective of the format, be it loan, bond, a registered note or Schuldschein etc. European 
infrastructure debt tends to be plain-vanilla (i.e. with the same financial characteristics as publicly 
traded corporate bonds). In the longer dated portion of the market coupons are predominantly fixed 
rate. The nominal amount of the investment is repaid at maturity on a specified, fixed date, or regularly 
over the life of the debt instrument if the debt is amortizing. Thus, the assets available are essentially 
the same as those received from corporate bonds and straightforward for an insurance company to 
use for liability matching purposes. 

 2. Superior valuation 

The risk and return profile of infrastructure debt issuance, in the spectrum of comparable debt 
issuance is shown below. The line of best fit is essentially that of expected risk and return for 
the broader market. Infrastructure debt sits above this line, illustrating its superior risk/return 
characteristics compared to the market. 

A comparison of credit spreads and expected loss across a sample of fixed income assets 
Source: SG Cross Asset Research/Global Asset Allocation: In the mood for loans, November 2015, Schroders estimates,  

February 2016, Moody’s: Infrastructure Default and Recovery Rates, 1983–2014, March 2015. Circles indicate the estimated range 
of spread achievable in the market. Credit loss rates are generally calculated as the product of the T-horizon average cumulative 
default rate and the T-horizon loss rate. However, given the small number of defaulters by any given sector and even smaller 
number of known recoveries, for the loss part of the equation we use the average loss rate, by debt class, over all horizons. 

A-rated European Corporate Bonds
BBB-rated European Corporate Bonds
European High Yield Bonds

BBB-rated European Infrastructure debt (private)
European Leveraged Loan
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3. Superior credit fundamentals / stable credit spread

When assessing the credit fundamentals of an individual infrastructure asset we take many factors 
into account. Often, we find that infrastructure assets benefit from risk mitigating characteristics not 
commonly found in listed corporate bonds. For example, by virtue of the nature of the endeavour, 
they are often operating in a near monopolistic environment, and this may be factored into the credit 
assessment. Frequently, they have contractually guaranteed cash-flows with explicit or implicit 
government backing. It is also common to see relatively low operational costs compared to the value 
of the infrastructure asset.

To illustrate, we consider a German electricity distribution network. In this example, the asset has an 
economic life of 50 years (far in excess of the 7–20 year maturity of the debt) providing some comfort 
around the company’s ability to repay the debt at maturity. The asset clearly benefits from a regional 
distribution monopoly which improves the cash-generating dynamics of the issuer. Government 
regulation of the networks includes price and volume adjustments and pass-through provisions on  
the cost of debt, all of which creates a higher level of predictability around the cash generated to 
repay debt.

4. Low default rates

Key to the assessment of any credit asset is the likelihood of default. Studies of historical loss 
rates have shown that infrastructure debt has consistently generated very stable cash flows and 
experienced lower default rates (and higher recovery rates) than comparably-rated corporate 
bonds. In addition, infrastructure debt is usually privately placed and as such investors have access 
to management and a wide range of private information including due diligence reports and the 
company’s financial models to assist in the accurate assessment of the investment. Financing 
documentation is also more protective, usually including a security package and a set of financial 
covenants allowing investors to monitor metrics such as cash-flow coverage for debt service and 
financial leverage, reducing the risk of credit quality degradation.

The effect of the aforementioned loss mitigation features is shown in the chart below. As can be seen, 
the cumulative loss for Baa-rated infrastructure debt compares favourably with non-financial corporate 
debt and is close to that of A-rated non-financial issuers, indeed better after year 8. 

Cumulative loss comparison

Source: Schroders, Moody’s: Infrastructure Default and Recovery Rates, 1983–2014.

5. A wider credit universe

The liquid infrastructure debt market in Europe is heavily dominated by utilities and Southern 
European issuers. We estimate that the current liquid corporate credit universe composed of 
c.75 issuers, only accounts for around 20% of the entire infrastructure financing market. Unlisted 
infrastructure debt allows investors to access a wider array of sectors, geographies and risk profiles.
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6. Favourable capital treatment 

The final piece of the jigsaw for insurers is the capital treatment of infrastructure debt under the 
Standard Formula. European insurance companies are looking for investments that are efficient 
from a return on capital perspective with Solvency II in mind. On April 1st 2016 the European 
Commission recognised the particular features of infrastructure debt we described above and 
approved a reduction in the Solvency II SCR spread capital charge on qualifying rated infrastructure 
debt of roughly 30% compared to similarly rated corporate bonds. Unrated investments which have 
investment grade characteristics are also eligible for a discount. This is important for the short end of 
the market as most borrowers are financed through loans which are by their nature unrated.

In order to benefit from any SCR reduction the infrastructure debt investment must meet a number 
of criteria relating to the investment’s risk profile. This regulation places more emphasis on the asset 
manager to correctly analyse any potential investment to ensure it qualifies for the discount. 

Return on capital comparison

In order comprehensively to compare infrastructure debt with corporate bonds we consider three 
criteria, namely: average spread, SCR spread capital charge and expected loss rate. In our analysis 
we assumed that the asset matches a liability and look at its excess return i.e. its risk adjusted return 
in excess of that at which liabilities grow, once cost of capital has been taken into account. This can 
be approximated as shown in the formula below. 

E ≈ S – {[SCR×D]×COC} – λ
E= Excess return, S = Spread over swap, SCR = Solvency Capital Requirement, D = Allowance for reduction in SCR by 
diversification against other risk factors (Set to 0.9), COC = Cost of capital of insurer (Set at 6%), λ = Annualised cumulative loss 
over 10 years.

Using a wide sample of the European corporate debt universe the broad spread to duration 
relationship for vanilla, non-financial AA, A and BBB rated bonds. Infrastructure debt deals are usually 
private, therefore market participants were asked to provide a reasonable range of spreads they 
could achieve in the current market and this data was used as the basis of a conservative estimate of 
spreads. Expected losses were incorporated into the analysis using historical data taken from a study 
conducted by Moody’s. 

An example of our approach is shown in the table below.

Return Costs Risks
Rating Spread  

over mid-
swap (bps)

Duration 
(years)

SCR Cost of 
Capital

Cost of 
funding 
(bps)

Annual 
loss rate 
(bps)

Approximate 
excess 
return (bps)

Infrastructure 
Debt

BBB 170 10 13.35% 6% 72 0.07% 90

Corporate 
Debt

BBB 98 10 20.00% 6% 108 0.23% -33

Source: Barclays Point as at 22 April 2016. For illustrative purposes only.

The chart below shows the excess return for various durations. Infrastructure debt is clearly superior 
on this measure. Note that the capital adjusted results seen in the chart are only partly due to the 
extra spread available on infrastructure debt; in fact, a large part of the relative attractiveness derives 
from the favourable capital treatment and reduced loss rates. 

Excess return – corporate vs infrastructure debt

Source: Schroders estimates, Commission Delegated Regulation (EU) 2016/467, Moody’s: Infrastructure Default and Recovery 
Rates, 1983–2014, Barclays Point indices as at 22 April 2016 used to derive spread relationships were: Euro Credit Corp AA ex 
Fins ex Callable ex Sub, Euro Credit Corp A ex Fins ex Callable ex Sub, Euro Credit Corp BBB ex Fins ex Callable ex Sub. Where 
a sufficient number of bonds were not available to extract a reasonable estimate of spread, estimated spreads were derived using 
linear interpolation.
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Although insurers may often focus on infrastructure debt as a means of meeting long dated liabilities, 
our analysis has shown that there is excess return available in short dated infrastructure debt as well. 
The shorter dated floating-rate loan portion of the market could serve as an excellent way of picking 
up yield without taking on undue credit risk.

Our conclusion

The recently approved capital charge reduction for infrastructure debt is likely to sharpen the 
insurance industry’s focus on the asset class in 2016. Infrastructure debt, to summarise, can offer 
insurance investors: 

 – A significant capital advantage, broadly 30% lower than that for similarly rated corporate bonds

 – The ability to improve return due to the pick-up of an illiquidity premium

 – Superior credit fundamentals compared to corporate bonds translating into a low loss rate

 – Contractual, stable, long dated coupons and maturity cash flows with which to match liabilities

Insurance companies looking to take advantage will have to source specialist expertise in order to 
do so. Schroder’s has an experienced team of infrastructure debt professionals, with an extensive 
track record, able to work with insurance clients to construct and manage their portfolios 

Please feel free to call Insurance Asset Management to discuss opportunities in more detail. 
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