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Executive summary

In our paper “Infrastructure debt: First amongst equals,” we provided an overview of the private infrastructure debt
market. In this paper, we will explore the suitability of private infrastructure debt for insurance companies.

Infrastructure debt finances essential assets and services. It can offer insurers exposure to safe and stable cash flows
that can support insurance claim payments, while also diversifying their investment portfolio.

Flexible deal structures allow insurers to tailor investment exposure to match varying return and risk preferences,
enabling better asset and liability management.

Private infrastructure debt investors can select from a variety of investment vehicles, such as private credit funds, direct

ownership, and structured solutions, each potentially offering unique advantages and catering to different investment
and capital needs.
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Favorable economics to meet insurers’ needs

Insurance companies often prioritize public and private credits to fulfill liability cash flow requirements and meet
policyholders’ claim payments. Infrastructure debt, as a private credit investment, offers several compelling features that go
beyond traditional credit investments, enhancing both the stability and diversification of insurers’ portfolios:

¢ Stable and inflation-hedged income: Cash flows of infrastructure projects can be more accurately forecasted, enhancing
their ability to align with insurance claim payments. This stability supports reliable financial planning and management
while providing potential insulation from inflation and economic volatility.

* Unique issuers to enhance portfolio diversification: Investing in projects such as data centers, renewable energy
projects, and public transportation systems introduces unique issuers to an insurer’s portfolio. These investments are
often backed by long-term contracts with investment grade entities, have the potential to reduce default risk, and
enhance diversification, thereby reducing sector-specific risks.

« Attractive return after factoring expected loss and cost of capital: Given its defensive nature and cash-generative

underlying assets, infrastructure debt has persistently demonstrated lower expected losses and can be structured to
receive capital treatment comparable to public fixed income (Figure 1).

Figure 1:
lllustrative expected loss and capital-adjusted return by asset class and rating
More liquid Less liquid
Corporate Leveraged Infrastructure Direct
bonds loans debt lending
Credit quality BB B BB/B BB/B
Maturity 5 years 5 years 5 years 5 years
Gross return 6-7% 9-10% 10-11% 10.5-11.5%
Expected loss 1.00% 0.90% 0.60% 1.00%
A. = RBC (Risk-based capital) 4.54% 9.54% 7 04% 704%
factor
B. = Target RBC ratio 400% 400% 400% 400%
C. = Hypothetical weighted o 5 . g
average cost of capital (WACC) 8% 8% 8% 8%
A.*B.*C. = Cost of capital 1.45% 3.05% 2.25% 2.25%
Hypothetical return (net of cost of 35.45% 5_6% 7-8% 7-8%

capital and expected losses)

Sources: National Association of Insurance Commissioners (NAIC), Moody'’s, Macquarie. For illustrative purposes only and not intended to serve as investment advice. Credit quality assumes
directly holding equal weighted BB-rated and B-rated infrastructure debt deals and direct lending deals. Expected loss calculation and return assumptions are taken from “Infrastructure debt:
First amongst equals” paper.
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Customizable exposure through flexible deal structures

Infrastructure debt provides insurers with opportunities to tailor their exposure across various sectors, geographic regions,
and currencies. This adaptability allows insurers to strategically align investments with their specific financial goals and risk

tolerance (Figure 2).

¢ Sourcing through multiple channels: Infrastructure debt can be sourced through various channels such as private
bilateral financings, club deals, or syndicated loans, offering different degrees of liquidity and customization.

* Tailored credit agreements: Deals can be structured to meet specific credit quality, coupon type, and tenor
requirements, providing exposure to investments that align with an insurer’s risk tolerance and return goals.

¢ Robust risk mitigation process: The tangible nature of the underlying assets often allows for more efficient and
predictable resolution processes, enhancing the overall appeal of the infrastructure debt investment.

Figure 2:

Specialized infrastructure debt* characteristics

Category

Deal sourcing
Sectors

Corporate structure
Capital structure
Collateral

Tenor

Coupon type
Repayment structure

Lender protection

Specialized infrastructure debt characteristics

Bilateral deals directly with sponsors or developers; club deals

Utilities, digital, energy, renewables, transportation, and social

Holding company (Holdco) loan; operating company (Opco) loan

First lien, unitranche, second lien, mezzanine

Secured by project assets and/or cash flows from long-term contracts
3 years to 10+ years

Fixed or floating, could be structured to adjust for inflation

Flexible amortization schedule, can be structured as fixed or rely on cash sweep; regular
interest payments

Can contain strict financial and project-related covenants

For illustrative purposes only and not intended to serve as investment advice. *Refers to bilateral or small club deals.

Given the economic benefits and the inherent flexibility offered by infrastructure debt, the strategy can play an important
role in enhancing the resilience and performance of an insurer’s portfolio. We will now discuss various investment vehicles
and key considerations for insurers to determine their preferred access methods.
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Investment vehicle to access infrastructure debt:
A multifaceted consideration

Investment vehicles for accessing private infrastructure debt usually fall into three categories, each offering unique
advantages and catering to different investment strategies:

1. Commingled funds: These are structured as limited partnership vehicles with multiple limited partners (LPs), offering
diversified exposure to various infrastructure projects, spreading risk across sectors and regions. This structure allows
insurers to benefit from the expertise of fund managers and achieve broad diversification.

2. Direct ownership: Through co-investments or separately managed accounts (SMAs), insurers can directly invest in
specific infrastructure projects. This approach offers greater control over investment outcomes and the ability to
directly influence project management. Additionally, insurers can choose to secure individual loan ratings for better

capital treatment.

3. Structured solutions: Solutions such as rated note feeder vehicles produce debt and residual tranches, with the debt
tranches usually rated and the residual tranche acting as a protective buffer during stress scenarios. These structures
can be applied to commingled funds or SMAs, offering additional layers of risk and capital management.

Choosing the investment vehicle involves multifaceted considerations such as investment flexibility, capital treatment, and

more (Figure 3), each with its own trade-offs.

Figure 3:

Primary investment vehicle considerations for US life insurers

Private credit fund

Investment .
flexibility

Operation,

accounting, and
legal complexity

Capital
treatment

Regulatory
backdrop

Costs

Limited as LPs invest in a
commingled fund

Relatively standard
processes as it is a single line
item on balance sheet

Unrated funds usually are
reported in Schedule BA and
may subject to 30% RBC
factor, which is comparable
to private equity funds

Relatively stable

Standard private fund
investment related cost

Direct ownership of deals

e Highest level of customization

e Individual deal tracking, cash
flow management, obtaining,
and monitoring ratings

e Rated deals receive treatment
comparable to public
corporates

e Unrated deals may receive up
to 30% RBC, and private rating
can be obtained at a cost

¢ Rating rationale reports
are provided to Securities

Valuation Office (SVO) with the

potential to be challenged

e Likely impacted by the initiative

for the modernization of SVO

e Costs for investment staff
along with operational,
accounting, tax, and reporting
processes

e Rating cost for rated deals

Source: NAIC, Macquarie. For illustrative purposes only. Not intended to be an exhaustive list.

Structured solutions

Limited to moderate

Additional processes and legal
documentation related with
structuring

Rated debt tranches:
comparable to rated public
corporates

Residual tranche: current
RBC factor is 45%, subject to
changes

Continued attention of
regulators, such as the NAIC
recently adopted principles-
based bond definition

Structuring and legal cost
Rating cost for debt tranches

Perspectives | September 2024



Securing stability: The strategic role of infrastructure debt in US insurance portfolios

When choosing investment vehicles for infrastructure debt, insurers must consider the varying regulatory requirements
across jurisdictions. Despite the consistency in guiding principles, meaningful differences across jurisdictions still exist
that can materially impact the suitability and performance of specific investments. As such, it is important to be aware of
the varying regulatory capital requirements when making infrastructure debt investments. To illustrate this, we show the
regulatory capital treatment for a life insurer under US RBC and Solvency Il (Sll), respectively, in Figure 4.

Figure 4:
Regulatory capital for life insurers

Private credit fund Direct ownership Structured solution
Rating Unrated limited B BBB Unrated
Attributes partnership
Allocation 100% credit 100% credit 80% debt 20% residual
Estimated US RBC 30% 9.54% 10.22%
capital charge g 9.40% 9.40% 19.80%

Sources: NAIC, European Insurance and Occupational Pensions Authority (EIOPA), Macquarie. For illustrative purposes only and not intended to serve as investment advice. Estimated capital
charge: does not factor nuances such as covariance effect or tax. SlI: solvency capital requirement (SCR) standard formula is used. Look-through approach is used for private credit fund. For
both private credit fund and direct ownership, we assume the investment is in qualifying infrastructure corporate with 5-year duration. Rated note is a simplified example: assume 80%/20%
split between BBB-rated debt tranche and residual tranche. For RBC estimate, we assume 1.52% and 45% RBC factor for debt tranche and residual tranche, respectively. For Sl estimate, we
assume 12.5% and 49% SCR for the debt tranche and residual tranche, respectively.
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Conclusion

Due to the essential nature of the underlying assets, infrastructure debt could provide stable and predictable cash flows
that are resilient to changing market conditions and represent an attractive risk-adjusted return.

In addition, given the flexibility in deal structures, infrastructure debt presents opportunities for insurers to customize
their investment exposure to suit their unigue risk and return requirements, making it a valuable addition to many
insurers’ portfolios.

When making investments in infrastructure debt, insurers should select the investment vehicle that best fits their needs,
taking into account regulatory capital treatment and jurisdictional variations. By effectively leveraging infrastructure debt
investments, insurers can enhance their financial stability, manage their liabilities more efficiently, and achieve sustainable
growth in their investment portfolios.
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IMPORTANT INFORMATION

The opinions expressed are those of the author(s) are as
of the date indicated and may change based on market
and other conditions. The accuracy of the content and its
relevance to your client’s particular circumstances is not
guaranteed.

This market commentary has been prepared for general
informational purposes by the team, who are part

of Macquarie Asset Management (MAM), the asset
management business of Macquarie Group (Macquarie), and
is not a product of the Macquarie Research Department.
This market commentary reflects the views of the team
and statements in it may differ from the views of others in
MAM or of other Macquarie divisions or groups, including
Macquarie Research. This market commentary has not been
prepared to comply with requirements designed to promote
the independence of investment research and is accordingly
not subject to any prohibition on dealing ahead of the
dissemination of investment research.

Nothing in this market commentary shall be construed

as a solicitation to buy or sell any security or other
product, or to engage in or refrain from engaging in any
transaction. Macquarie conducts a global full-service,
integrated investment banking, asset management, and
brokerage business. Macquarie may do, and seek to do,
business with any of the companies covered in this market
commentary. Macquarie has investment banking and
other business relationships with a significant number of
companies, which may include companies that are discussed
in this commentary, and may have positions in financial
instruments or other financial interests in the subject
matter of this market commentary. As a result, investors
should be aware that Macquarie may have a conflict of
interest that could affect the objectivity of this market
commentary. In preparing this market commentary, we did
not take into account the investment objectives, financial
situation or needs of any particular client. You should not
make an investment decision on the basis of this market
commentary. Before making an investment decision you
need to consider, with or without the assistance of an
adviser, whether the investment is appropriate in light of
your particular investment needs, objectives and financial
circumstances.

Macquarie salespeople, traders and other professionals
may provide oral or written market commentary, analysis,
trading strategies or research products to Macquarie’s
clients that reflect opinions which are different from

or contrary to the opinions expressed in this market
commentary. Macquarie’s asset management business
(including MAM), principal trading desks and investing
businesses may make investment decisions that are
inconsistent with the views expressed in this commentary.
There are risks involved in investing. The price of securities
and other financial products can and does fluctuate,

and an individual security or financial product may even
become valueless. International investors are reminded of
the additional risks inherent in international investments,
such as currency fluctuations and international or local
financial, market, economic, tax or regulatory conditions,
which may adversely affect the value of the investment.
This market commentary is based on information obtained
from sources believed to be reliable, but we do not make
any representation or warranty that it is accurate, complete
or up to date. We accept no obligation to correct or update
the information or opinions in this market commentary.
Opinions, information, and data in this market commentary
are as of the date indicated on the cover and subject to
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change without notice. No member of the Macquarie Group
accepts any liability whatsoever for any direct, indirect,
consequential or other loss arising from any use of this
market commentary and/or further communication in
relation to this market commentary. Some of the data in
this market commentary may be sourced from information
and materials published by government or industry

bodies or agencies, however this market commentary

is neither endorsed or certified by any such bodies or
agencies. This market commentary does not constitute
legal, tax accounting or investment advice. Recipients
should independently evaluate any specific investment

in consultation with their legal, tax, accounting, and
investment advisors. Past performance is not indicative of
future results.

This market commentary may include forward looking
statements, forecasts, estimates, projections, opinions
and investment theses, which may be identified by the use

" ou

of terminology such as “anticipate”, “believe”, “estimate”,
“expect”, “intend”, “may”, “can”, “plan”, “will”, “would”,
“should”, “seek”, “project”, “continue”, “target” and similar
expressions. No representation is made or will be made
that any forward-looking statements will be achieved or
will prove to be correct or that any assumptions on which
such statements may be based are reasonable. A number
of factors could cause actual future results and operations
to vary materially and adversely from the forward-looking
statements. Qualitative statements regarding political,
regulatory, market and economic environments and
opportunities are based on the team’s opinion, belief and
judgment.

Other than Macquarie Bank Limited ABN 46 008 583
542 (“Macquarie Bank”), any Macquarie Group entity
noted in this document is not an authorised deposit-
taking institution for the purposes of the Banking Act
1959 (Commonwealth of Australia). The obligations of
these other Macquarie Group entities do not represent
deposits or other liabilities of Macquarie Bank.
Macquarie Bank does not guarantee or otherwise provide
assurance in respect of the obligations of these other
Macquarie Group entities. In addition, if this document
relates to an investment, (a) the investor is subject to
investment risk including possible delays in repayment
and loss of income and principal invested and (b) none
of Macquarie Bank or any other Macquarie Group entity
guarantees any particular rate of return on or the
performance of the investment, nor do they guarantee
repayment of capital in respect of the investment.

Past performance does not guarantee future results.
Diversification may not protect against market risk.

Credit risk is the risk of loss of principal or loss of a financial
reward stemming from a borrower’s failure to repay a loan
or otherwise meet a contractual obligation. Credit risk arises
whenever a borrower expects to use future cash flows to
pay a current debt. Investors are compensated for assuming
credit risk by way of interest payments from the borrower
or issuer of a debt obligation. Credit risk is closely tied to
the potential return of an investment, the most notable
being that the yields on bonds correlate strongly to their
perceived credit risk.

Investment strategies that hold securities issued by
companies principally engaged in the infrastructure industry
have greater exposure to the potential adverse economic,
regulatory, political, and other changes affecting such
entities. Infrastructure companies are subject risks including

increased costs associated with capital construction
programs and environmental regulations, surplus capacity,
increased competition, availability of fuel at reasonable
prices, energy conservation policies, difficulty in raising
capital, and increased susceptibility to terrorist acts or
political actions.

Cost of capital is a calculation of the minimum return that
would be necessary in order to justify undertaking a capital
budgeting project, such as building a new factory. It is an
evaluation of whether a projected decision can be justified
by its cost.

Holding Company Loan (Holdco loan) means any loan (or
participation thereof) that is an obligation only of one or
more holding companies not owning material operating
assets, the source of funds for the repayment of which is
anticipated to be dividends from operating Subsidiaries of
the Obligor thereunder, and that is not guaranteed by such
operating Subsidiaries.

Operating Company Loan (Opco loan) means all advances
and loans made by the Issuer to an Operating Company
pursuant to the Operating Company Loan Agreement
between the Issuer and such Operating Company.

Risk-based capital requirement refers to a rule that
establishes minimum regulatory capital for financial
institutions. Risk-based capital requirements exist to
protect financial firms, their investors, their clients, and the
economy as a whole. These requirements ensure that each
financial institution has enough capital on hand to sustain
operating losses while maintaining a safe and efficient
market

Inflation is the rate at which the general level of prices for
goods and services is rising, and, subsequently, purchasing
power is falling. Central banks attempt to stop severe
inflation, along with severe deflation, in an attempt to keep
the excessive growth of prices to a minimum.

The NAIC’s Securities Valuation Office (SVO), one of the
three groups within the Capital Markets & Investment
Analysis Office, is responsible for the day-to-day credit
quality assessment of securities owned by state regulated
insurance companies.

Weighted average cost of capital (WACC) is a company’s
average after-tax cost of capital from all sources, including
common stock, preferred stock, bonds, and other forms of
debt. It represents the average rate that a company expects
to pay to finance its business.

Macquarie Group, its employees and officers may act

in different, potentially conflicting, roles in providing

the financial services referred to in this document. The
Macquarie Group entities may from time to time act as
trustee, administrator, registrar, custodian, investment
manager or investment advisor, representative or otherwise
for a product or may be otherwise involved in or with,

other products and clients which have similar investment
objectives to those of the products described herein. Due

to the conflicting nature of these roles, the interests of
Macquarie Group may from time to time be inconsistent
with the Interests of investors. Macquarie Group entities
may receive remuneration as a result of acting in these
roles. Macquarie Group has conflict of interest policies which
aim to manage conflicts of interest.

All third-party marks cited are the property of their
respective owners.
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