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Changing of the guar

Flexible dealmaking in a downturn and deep sector

knowledge mean private lenders are capturing market
share, a group of infrastructure debt professionals tell

nfrastructure debt appears to be a
resounding winner in the current
macroeconomic  maelstrom. A
combination of potent megatrends,
improved competitive dynamics,
and strong yield is proving compel-
ling for investors.

“There is huge demand for new
infrastructure driven by decarbonisa-
tion and digitisation, as well as infra-
structure’s defensive characteristics,”
says Daniel Fuchs, head of high-yield
infrastructure debt at BlackRock. “At
the same time, the macroeconomic en-
vironment means we are seeing strong
yields. It also helps, from a private
credit perspective, that banks’ willing-
ness to underwrite has waned and so
sponsors are turning to us for execu-
tion certainty. All of this means that
infrastructure debt is viewed as highly
attractive right now.”

Pieter Welman, head of global in-
frastructure at Barings, agrees. “The
tailwinds we see in terms of decarbon-
isation and digitisation, combined with
the yields available, make this a great
time for infrastructure debt — and so
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far, credit performance has been gener-
ally strong across the sector.”

“Infrastructure as an asset class has
demonstrated its resilience through
market cycles once again,” adds Spen-
cer Ivey, partner and head of infrastruc-
ture debt, Americas at Ares Manage-
ment. “We are seeing huge demand for
capital to support the digital buildout,
the energy transition, and improve-
ments to transportation infrastructure.
This comes at a time when there has
been volatility and uncertainty in the
public markets as a source of financing.
As a result, there is increasing demand
for private debt as sponsors recognise
the reliability and flexibility of private
lenders that can provide execution cer-
tainty and bespoke solutions.”

Another reason why infrastructure
credit is attractive right now is that
debt prices adjusted quickly. “Base
rate movements were passed onto the
borrower straight away whilst equity
prices have been much slower to ad-
just,” explains Greg Falzon, partner at
AIP Management. “On a relative value
basis, therefore, credit investment has
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been and remains a compelling invest-
ment proposition.”

“Credit funds are certainly see-
ing a lot of opportunities driven by
borrowers looking to stretch the cap-
ital stack and to stretch equity dollars
particularly around development and
renewables,” adds David Rosenblum,
fund partner at I Squared Capital. “In-
vestors are interested in credit because
of the yields that can be generated in
contrast to the uncertainty of what can
be achieved in the equity. As infrastruc-
ture continues to grow and evolve, 1
think that will drive more capital into
the infrastructure credit space.”

Dealmaking in a downturn

Furthermore, dealflow remains strong,
according to Fuchs. “It is easier to find
deals than it used to be because alterna-
tive sources of capital have stepped back
and so there is less competition. There
are also more sponsors looking for a
non-dilutive form of capital that sits
somewhere between traditional senior
debt and equity, which means high yield

in particular is in demand. We deployed



“We understand that period-on-
period cashflow variability is not
necessarily a cause for concern

with a renewable generation

asset. We take a more loan-
to-value approach even if that
means accepting some flexibility
on repayment tinung”

GREG FALZON
AIP Management

“I'his period of dislocation has

seen private credit gain share
from banks and the public

market, and sponsors bave

learnt that it is valuable to work

with sophisticated lenders that

really understand infrastructure
and can act as a true capital
partner for the long-term”

SPENCER IVEY
Ares Management
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a record amount of money in 2022, and
2023 is on a similar track.”

Matthew Norman, global head
of infrastructure at Crédit Agricole
CIB, says that the nature of dealflow
is changing, however. “We are seeing
a lot of refinancing activity and we
continue to see a lot of greenfield op-
portunities driven by the energy transi-
tion and digitisation, but M&A-related
lending is meaningfully down,” he ex-
plains.

“M&A opportunities still arise but
they are typically equity related. If you
have a flexible mandate that enables
you to deploy further upstairs in the
capital structure, as an equity replace-
ment for example, then that can lead to
interesting transactions, because equity
is tighter than it used to be. That is not
typically where banks are playing, how-
ever, and net-net we expect deal vol-
umes will be down this year on 2022,
albeit the long-term tailwinds for the
sector are positive and driven by key
industry trends.”

Norman adds that the majority of
M&A deals getting done today have
pre-existing capital structures that can
be brought over, or else are minority
deals. “The need for debt is therefore
more limited than it has been histor-
ically. We are not seeing large-scale
take privates, for example. They are
just very difficult to transact, not least
because of the cost of finance. The
cost of private credit is one reason that
everyone is keen to invest in the asset
class right now, of course, but I would
sound a note of caution. If that cost of
capital is restricting dealflow, then that
is a problem. I do think the situation
will adjust as sellers and buyers realign
on value, but it will take time.”

Alexandra Dimsdale Gill, partner
at Clifford Chance, meanwhile, says
the tighter debt market is incentivis-
ing sponsors to explore refinancings
featuring portable debt in anticipation
of a potential sales process, which can
be helpful for prospective purchasers
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Greg Falzon has responsibility for originating
and executing investments. Prior to joining

AIP in 2021, he worked in infrastructure and
renewables for over 20 years, including as head
of Royal Bank of Canada'’s infrastructure debt
structuring team in London and as co-head of
European power, utilities and infrastructure at
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Pieter Welman

Managing director,
global infrastructure debt, Barings

Pieter Welman is responsible for the overall
management of Barings’ global infrastructure
business with investment teams based in
London and New York. Prior to joining the

firm in 2015, Welman worked in the Energy &

Infrastructure team at Crédit Agricole CIB and
before that at Barclays.
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is an independent global infrastructure

manager with over $37 billion in assets under

management focused on investing in North
America, Europe, Asia and Latin America.
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given the potential difficulties in terms
of sourcing acquisition debt.

“If T look back 24 or 36 months, a
major theme for us involved helping
equity sponsors fund their investment,
perhaps buying a minority stake in
an asset that already had financing in
place,” says Falzon. “What they wanted
was holdco leverage to part finance the
equity check, which would help them
both in terms of the money they re-
quired and also in terms of their return.
For core, operational brownfield infra-
structure, that opportunity just doesn’t
exist anymore. The cost of debt is too
close to the cost of equity.”

Financing the energy transition

Of course, there are particular in-
vestment themes that continue to de-
mand significant capital, most notably

perhaps, the energy transiton. “The
decarbonisation mega-trend is huge
and we have a strong pipeline of renew-
able energy generation assets covering
everything from onshore and offshore
wind, to solar. But we also see invest-
ment opportunities in newer energy
transition sectors such as industrial de-
carbonisation,” says Falzon.

“Some of those sectors can be chal-
lenging for traditional project finance
banks or investment-grade institution-
al investors. Merchant power price ex-
posure is increasing in the renewables
sector and some of these newer sectors
often fall outside current core infra-
structure definitions.

“There is a clear need for flexible
capital that can understand the under-
lying project, therefore. For example,
we understand that period-on-period

“Data consumption

continues to grow

exponentially, which

IS creatin g 7ASSIVe

tailwinds for the sector
but I don’t think that

everything in this space
has true infrastructure

characteristics”

PIETER WELMAN
Barings
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cashflow variability is not necessarily
a cause for concern with a renewable
generation asset. We take a more loan-
to-value approach even if that means
accepting some flexibility on repay-
ment timing. That is a valuable prop-
osition for borrowers.”

Dimsdale Gill adds: “We have gen-
erally seen private debt providers being
drawn to more mature technologies
and assets, in particular where they
can gain exposure to portfolios with a
mixed risk/return profile, and we have
seen some bespoke documentation
terms evolving around that where you
have some assets benefitting from feed-
in tariffs and PPAs and others bearing
merchant risk.”

Meanwhile, digital infrastructure is,
of course, another powerful driver of
dealflow. “There is significant growth
and demand for capital across all dig-
ital subsectors — data centres, fibre, as
well as telecom towers — these are all
areas where we have been very active,”
says Ivey. “The question then becomes,
how are these assets or portfolios fi-
nanced as they grow in scale. At Ares,
we have the size and scale to execute
on large transactions, which puts us in
a very competitive position as a private
lender.”

The fact that banks are sitting on
the sidelines is also bolstering private
credit activity in the sector.

“There are massive capex require-
ments associated with digital infra-
structure,” says Dimsdale Gill. “A few
years ago, those capex lines would
have been the preserve of the banks
but something that has struck me is
the willingness of institutional non-
bank lenders to step in and show real
flexibility to meet this capital need, in-
cluding longer availability periods and
staggered drawdown profiles.”

But Welman cautions that not all
digital assets are infrastructure. “Data
consumption continues to grow expo-
nentially, which is creating massive tail-
winds for the sector, but I don’t think
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that everything in this space has true
infrastructure characteristics,” he says.

“There are areas in this market that
look a lot more like classic TMT or
could have real estate characteristics.
These might be great businesses, to be
clear, but might not have the character-
istics we look for within infrastructure.
It depends on what the asset is, who
the customers are, how reliable the
revenues and costs are likely to be, or
what barriers to entry you have among
any number of other risk factors. You
have to consider the infrastructure cre-
dentials of digital assets on a deal-by-
deal basis, unlike toll roads, for exam-
ple, where I think it is generally pretty
clear.”

Underwriting risk

Meanwhile, despite the obvious advan-
tages of investing behind these trans-
formative mega-trends, infrastructure
debt players do still have to contend
with a turbulent macro environment,
as well as the persistent threat repre-
sented by climate change.

Interestingly, Dimsdale Gill, says
she is yet to see anything related to
climate risk going into loan or note
documentation. “It is certainly brought
up in Q&A during due diligence, but I
have seen nothing so far in terms of it
being embedded in contractual protec-
tions or covenants, although perhaps it
is a matter of time.”

Increased scrutiny is undoubted-
ly being placed on the impact of the
economic backdrop, however. “We
are certainly more cautious around the
thresholds that need to be met before
we make an investment,” says Rosen-
blum. “In this higher interest rate en-
vironment, it’s important to make sure
that borrowers have the capacity to
make interest payments and that can
mean a cap or hedge is required.”

“We haven’t changed the way we
underwrite risk but higher inflation,
higher interest rates and greater vola-
tility mean there are areas that require

DANIEL FUCHS
BlackRock

enhanced focus,” adds Fuchs. “We are

looking more closely at everything
with

everything associated with capex. Cost

associated refinancing  and
overruns are always an issue but in an
environment of higher inflation and
continued supply chain disruption, it
is something that requires even greater
attention.”

Dimsdale Gill, meanwhile, says that
the more challenging macro environ-
ment is being reflected in documenta-
tion. “One unsurprising by-product of
constrained liquidity has been a decel-
eration of the trend towards ever great-
er flexibilities in loan documentation,
and we have seen greater lender focus
on distribution and incremental debt
capacity, while EBITDA adjustments
linked to capex spend are subject to
heavy scrutiny,” she explains. “I think
it’s fair to say there has been a slight re-
balancing when it comes to leveraged
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“T'here are... more
sponsors looking for

a non-dilutive form

of capital that sits
somewhere between
traditional senior debt
and equity, which means
high yield in particular

is 1n demand”

loan terms creeping into infra-style
documentation.”

Inflation

Significant uncertainty remains regard-
ing the future trajectory of the econo-
my, of course. Fuchs’ personal view is
that we are destined for a higher-for-
longer scenario, albeit with regional
variations. “Deglobalisation and decar-
bonisation, with all the upfront capital
that’s required, both have inflationary
tendencies. Demographics are driving
inflation as well,” he says.

Falzon agrees that there are long-
term trends paving the way for inflation
including the move away from globali-
sation. “Nearshoring and more local-
ised supply chains simply cost more.”

Norman, meanwhile, says that
capex overruns are already resulting in
credit events in some sectors. “Some
projects that have closed over the past
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12-36 months are experiencing signif-
icant delays and cost overruns and we

“T}J e cost Ofpyl vate cre dl t have to manage that in our portfolios,”

he explains. “The good news is that in-

Zj‘ 071€ 17easori t}]ﬂ L ever )/Oﬂe flation does appear to be coming down.
However, that last piece to get down to
Z. S keen 10 va VAYA Zn Z‘b e central bank targets will be challeng-

ing given wage inflation, which can be

t Z , ht b t difficult to weed out without causing
asser class rigpt now... ou I - :
significant economic adjustment. Until

we reach a lower and more predictable
level of inflation, we may continue to

see further credit events and there may

Cﬂutlon- I](‘tbﬂt cost OfCﬂpZtﬂl be further project delays, and possibly

o o _o further impact on the deal pipeline as
s restric l'lﬂg de ﬂ{ﬂOZlJ, tb €71 bidders struggle to deliver on bids.”
“Whether you are talking about

t}]ﬂ tis a p7/' 0 blem » greenfield or brownfield, it comes
down to confidence,” adds Welman.
MATTHEW NORMAN “If you have confidence on where in-
Crédit Agricole CIB flation could settle then obviously you
can use that to be more sure about what

I would sound a note of
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DAVID ROSENBLUM
1 Squared Capital

something will likely cost and its value,
whether you build, buy or sell. Wheth-
er inflation reaches a new normal or re-
turns to historical levels, it is that con-
fidence as much as the level itself that
will allow investors to more confidently
predict the cost of building or buying,
which will ultimately stimulate more
dealflow.”

Rosenblum, meanwhile, emphasises
the positive inflation linkage that much

“I do think we are
going to see higher
for longer inflation
and as a result
risk-free rates will
remain elevated for
a period of time.
Given that many
assets in the credit
space have cashflow
that is pegged to
inflation, that can
be very attractive
for investors”

of the infrastructure asset class enjoys.
“Every era has a different shock that
causes inflation to spike. In this case, of
course, it was covid. Bringing inflation
down from 8 or 9 percent to 5 percent
generally happens pretty quickly, but
getting down to 2 or 3 percent can take
several years,” he says. “Consequently,
I do think we are going to see higher
for longer inflation and as a result risk-
free rates will remain elevated for a
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period of time. Given that many assets
in the credit space have cashflow that
is pegged to inflation, that can be very
attractive for investors.”

Staying power
Of course, infrastructure debt players
must also consider what lower infla-
tion — and therefore lower interest rates
— would mean for the appeal of the as-
set class. But Welman is unconcerned.
“Even though interest rates have been
incredibly low for the past 10 years,
there has still been plenty of appetite
in the market. It all depends on what
you are comparing infrastructure debt
with. If you are comparing it to equi-
ty, for example, then clearly debt has
become relatively more attractive on
a risk-weighted basis as rates have in-
creased recently. But if you are compar-
ing it with fixed income, there has al-
ways been value in infrastructure debt.”
Ivey adds: “If you look at the fun-
damentals, there is huge demand for
capital and — while inflation or interest
rates may ease — that will spur other
sources of dealflow. For example, we
would expect M&A to pick up and
projects currently on hold will return
to the market, all of which means deal-
flow for private debt managers will
likely remain strong. At the same time,
this period of dislocation has seen pri-
vate credit gain share from banks and
the public market, and sponsors have
learnt that it is valuable to work with
sophisticated lenders that really un-
derstand infrastructure and can act as a
true capital partner for the long term.”
Rosenblum agrees that private cap-
ital has really made its mark on infra-
structure over the past few years, given
its proven ability to execute quickly
and provide customised solutions that
require a nuanced understanding of
the assets beyond simple standardised,
high-yield bonds on leveraged loans.
“That has secured private credit’s place
in the asset class regardless of the inter-
est rate environment,” he says.
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