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Infrastructure assets are used by billions of
people globally, providing essential services
to everyday life. This pattern of consistent
and well-understood use tends to support
cyclically resilient revenues and strong credit
profiles when compared to other industries.

Many investors seek to mitigate the
business and financial risks associated
with infrastructure debt by primarily
targeting the investment grade? segment of
the market. Such instruments are deemed
to have a low risk of credit default by rating
agency methodologies. This includes debt
rated BBB- or higher by Standard & Poor’s
and Fitch, or Baa3 or higher by Moody'’s.
Returns in this part of the market are
resilient, but they are also constrained by
the relatively low level of risk that investors
are assuming.

We believe it is possible to generate
higher returns by investing in sub-

investment grade infrastructure debt
where credit spreads on offer in the

current market environment typically range
between 400-600bps. We believe this
represents good risk-adjusted value if the
higher credit risk is well understood and
appropriately balanced when both business
risks and financing structures are taken
into consideration.

Default rates and credit risk
One of the interesting features of the
infrastructure debt market is that when
moving just below investment grade,
infrastructure assets tend to have much
lower credit default rates than similarly
rated non-financial corporatesover time'.
We believe this is a feature that can provide
strong diversification and help underpin risk-
adjusted returns during a cyclical slowdown.
Our analysis using IFM’s proprietary sub-

" Moody’s Infrastructure Default and Recovery Rates (1983-2020), 7 September 2021. IFM cumulative default rates have been calculated using the sub-investment grade
deployment history of IFM’s Infrastructure Debt Team globally since 2013, using the same definition of default as Moody’s.
2 BBB- or above as rated by Standard & Poor’s
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CASE STUDY

FIGUREO1 | SUB-INVESTMENT GRADE CUMULATIVE DEFAULT RATES
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investment grade transaction data since the
globalisation of the platform in 2013 shows
an improved default rate compared to both
the infrastructure lending and non-financial
corporate results as compiled by Moody’s as
shown in Figure 1°. We believe this reflects
the strength of our due diligence process
and our ability to assess and trade-off the
multiple risk factors associated with each

DEBT INVESTMENTS

Navigating the trade-off
between financial risk and
business risk

To protect against default risk when
considering sub-investment grade
investments, we think it is important to
determine if the risks associated with
moving down the credit spectrum to
generate higher returns are worth taking.
In our experience, it depends on a detailed
assessment of two factors: business risks
and financial risks.

We may agree to accept incrementally
higher financial risk (such as structural
subordination via HoldCo financing) if
the business risks of the investment are
relatively low and consistent with those
found in investment grade assets. Similarly,
we may accept incrementally higher
business risk if we feel well protected in the
financial structure of the transaction (i.e. a
senior debt position or low levels of leverage).

The two case studies below provide
examples of how we consider the trade-offs
between these factors prior to investing
in sub-investment grade opportunities to
assess whether we are being compensated
for the incrementally higher overall risk being

transaction.

taken relative to investment grade debt.

Accepting incrementally higher business
risk if the financing terms are sound

Battery storage asset

Energy storage investments (e.g. batteries) are
required to help stabilise energy grids globally.
They are critical infrastructure to help enable an
increasing supply of renewable energy to be used
beyond the time it is generated. This investment
was a US greenfield ‘front-of-the-meter’ battery
energy storage system. Once operational, the project
is expected to be the second largest US battery
storage system and will provide important flexibility
and reliability to California’s electricity grid.

There were several mitigating factors that
helped us get comfortable with the risks
associated with the project, including a 20-year
fixed price resource adequacy contract with one
of the largest utility companies in the area, a
fixed price construction contract and a 20-year
operation and management services agreement

with a top-tier battery supplier and operator.

The project plays an integral role in allowing the
Californian Independent State Operator (CAISO) to
meet its renewable energy target by 2045.

From a financial risk perspective, we invested
in the senior-secured debt issued by this project,
which made the opportunity more attractive.
Senior debt usually has the first claim on the
company’s cash flows in the event of an adverse
situation. It is more secure than subordinated/
junior debt as it is usually collateralised by the
project’s assets/rights.

¥ Moody’s Infrastructure Default and Recovery Rates (1983-2020), 7 September 2021. IFM cumulative default rates have been calculated using the sub-investment grade
deployment history of IFM’s Infrastructure Debt Team globally since 2013, using the same definition of default as Moody’s. Past performance does not guarantee future

results.
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Accepting incrementally higher financing risks if
the business risks are sound

Ferry Service

This investment was debt financing to facilitate
the purchase of a majority share in a short-
distance, high-frequency ferry between Germany
and Denmark. The two ferry routes had been
operating for 20 years as an alternative to slower
and longer road routes between the two countries.
There was Operating Company (OpCo) debt that was
given an investment grade rating (BBB/Stable) by
Fitch.

We were willing to accept incremental structural
financing risk by investing in the Holding Company
(HoldCo) debt which is junior to any OpCo lending.
We accepted this subordinated position because
of our strong assessment of the business risks
associated with the investment, including:
= the high barriers to entry associated with the ferry

business, enhanced by the company’s ownership

of the ferry terminals as well as the ferries

® the captive regional market

® the strong historical track record of performance
over 20 years, including economic downturns.

% Indicative Ratings provided are IFM Internal Credit Ratings. Full methodology available upon request.

In addition, we felt the key risk of decreased traffic
(volume risk) on the ferries was mitigated by the
ability of the operator to implement a flexible fare
framework. This allows it to optimise revenue,
even during economic downturns when ferry
use had historically decreased. Historically the
ferries had robust demand from both personal
and commercial vehicle traffic, which provided
beneficial diversification during the COVID-19
pandemic when personal vehicle traffic was light
and commercial vehicle traffic remained robust.

We also believed that the development of a
tunnel along a similar route would not begin
to disrupt ferry demand until at least 2029, far
beyond the scheduled repayment of principal and
interest from the loan. The amortising nature of
the loans would also help reduce risk over time
by paying back principal sooner than a non-
amortising bullet structure.

This investment was rated BB based on our own
internal ratings methodology®.

Conclusion

We believe the resilient nature of
infrastructure debt investing extends
to the sub-investment grade segment
of the market, where reliable income
can be generated by investing in critical

infrastructure assets. It is important to
understand and mitigate the incremental
business and financial structuring risks
when making sub-investment grade
investments to help deliver attractive risk-
adjusted returns to investors.
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Important Disclosures

The following disclosure applies to this material and any information
provided regarding the information contained in this material. By
accepting this material, you agree to be bound by the following terms
and conditions. The material does not constitute an offer, invitation,
solicitation,orrecommendationinrelationtothe subscription, purchase,
or sale of securities in any jurisdiction and neither this material nor
anything in it will form the basis of any contract or commitment. IFM
Investors (defined as IFM Investors Pty Ltd and its affiliates) will have no
liability, contingent or otherwise, to any user of this material or to third-
parties, or any responsibility whatsoever, for the correctness, quality,
accuracy, timeliness, pricing, reliability, performance or completeness
of the information in this material. In no event will IFM Investors be
liable for any special, indirect, incidental, or consequential damages
which may be incurred or experienced on account of a reader using or
relying on the information in this material even if it has been advised of
the possibility of such damages.

Certain statements in this material may constitute “forward looking
statements” or “forecasts” Words such as “expects,” “anticipates,”
“plans,” “believes,” “scheduled,” “estimates” and variations of these
words and similar expressions are intended to identify forward-looking
statements, which include but are not limited to projections of earnings,
performance, and cash flows. These statements involve subjective
judgement and analysis and reflect IFM Investors’ expectations and are
subject to significant uncertainties, risks, and contingencies outside
the control of IFM Investors which may cause actual results to vary
materially from those expressed or implied by these forward-looking
statements. All forward-looking statements speak only as of the date of
this material or, in the case of any document incorporated by reference,
the date of that document. All subsequent written and oral forward-
looking statements attributable to IFM Investors or any person acting
on its behalf are qualified by the cautionary statements in this section.
Readers are cautioned not to rely on such forward-looking statements.
The achievement of any or all goals of any investment that may be
described in this material is not guaranteed.

Past performance does not guarantee future results. The value of
investments and the income derived from investments will fluctuate
and can go down as well as up. A loss of principal may occur.

This material may contain information provided by third parties for
general reference or interest. While such third-party sources are
believed to be reliable, IFM Investors does not assume any responsibility
for the accuracy or completeness of such information.

This material does not constitute investment, legal, accounting,
regulatory, taxation or other advice and it does not consider your
investment objectives or legal, accounting, regulatory, taxation or
financial situation or particular needs. You are solely responsible for
forming your own opinions and conclusions on such matters and for
making your own independent assessment of the information in this
material. Tax treatment depends on your individual circumstances and
may be subject to change in the future.

This materialis confidential and should not be distributed or provided to
any other person without the written consent of IFM Investors.

Investments in fixed income securities are subject to the risks
associated with debt securities generally, including credit, interest rate,
call and extension risk
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Australia Disclosure

This material is provided to you on the basis that you warrant that you
are a “wholesale client” or a “sophisticated investor” or a “professional
investor” (each as defined in the Corporations Act 2001 (Cth)) to whom
a product disclosure statement is not required to be given under
Chapter 6D or Part 7.9 of the Corporations Act 2001 (Cth). IFM Investors
Pty Ltd, ABN 67 107 247 727, AFS Licence No. 284404, CRD No. 162754,
SEC File No.801-78649.

Netherlands Disclosure

This material is provided to you on the basis that you warrant that

you are a Professional Investor (professionele belegger) within the
meaning of Section 1:1 of the Dutch Financial Supervision Act (Wet op
het financieel toezicht). This material is not intended for and should not
be relied on by any other person. IFM Investors (Netherlands) B.V. shall
have no liability, contingent or otherwise, to any user of this material or
to third parties, or any responsibility whatsoever, for the correctness,
quality, accuracy, timeliness, pricing, reliability, performance, or
completeness of this material.

United Kingdom Disclosure

This material is provided to you on the basis that you warrant

that you fall within one or more of the exemptions in the Financial
Services and Markets Act 2000 (“FSMA") [(Financial Promotion) Order
2005] [(Promotion of Collective Investment Schemes)(Exemptions)
Order 2001, or are a Professional Client for the purposes of FCA

rules] and as a consequence the restrictions on communication of
“financial promotions” under FSMA and FCA rules do not apply to a
communication made to you. IFM Investors (UK) Ltd shall have no
liability, contingent or otherwise, to any user of this material or to third
parties, or any responsibility whatsoever, for the correctness, quality,
accuracy, timeliness, pricing, reliability, performance, or completeness
of the information in this material.

Switzerland Disclosure

This Information is provided to you on the basis that you warrant you
are (i) a professional client or an institutional client pursuant to the
Swiss Federal Financial Services Act of 15 June 2018 (“FinSA”) and

(ii) a qualified investor pursuant the Swiss Federal Act on Collective
Investment Schemes of 23 June 2006 (“CISA”), for each of (i) and (ii)
excluding high-net-worth individuals or private investment structures
established for such high-net worth individuals (without professional
treasury operations) that have opted out of customer protection under
the FinSA and that have elected to be treated as professional clients
and qualified investors under the FinSA and the CISA, respectively.
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