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The case for core infrastructure

Insurers benefit from long-horizon income, low volatility and reduced capital charge

Key Takeaways:

+ Insurers must distinguish
between two broad types
of infrastructure assets:
value-added infrastructure, in
which performance is based on
capital appreciation; and core
infrastructure, which produces
steady, consistent income
streams.

- Core infrastructure provides
yields which typically surpass
those available on traditional
fixed income securities. It is
decorrelated from traditional
asset classes and also offers
substantial potential to mitigate
climate change risks and
harness sustainable strategies.

- Regulatory and accounting
treatments further enhance the
case for a core infrastructure
allocation. Compared with
private equity-like infrastructure
assets, core infrastructure
enjoys a more favorable
treatment under Solvency |I.

— MARKET INSIGHTS

There are many reasons why
infrastructure is sought for insurance
portfolios. Perhaps the most persuasive
of these are the predictable, foreseeable
cashflows, with low probability of
significant drawdown. In addition,
infrastructure has low correlation with
traditional asset classes. It also receives
favourable treatment under regulations
and accounting rules. And, not least,
infrastructure offers a pathway for
insurers to meet the coming challenge of
climate change stress-testing.

Infrastructure covers a wide spectrum

of investments and only part of

this spectrum meets the particular
requirements of insurance groups.
Specifically, the part which helps insurers
to generate income, reduce the probability
of loss and lubricate regulatory friction is
core infrastructure.

Core vs value-added
infrastructure

It is possible to view infrastructure as a
single homogenous asset class. That
view ignores the wide range of assets and
risk-return profiles that can be accessed
through the asset class.

For any infrastructure investor, it is
important to distinguish between two
broad types. Core infrastructure is the
steady, reliable end of the spectrum. It is
an umbrella term for assets which are
primarily income-producing. These assets
include classic infrastructure projects
such as toll roads, bridges and hospitals.

Olivier Trecco
Client Portfolio Manager
Natixis Investment Managers

Estelle Castres

Head of Global Key Insurance
Clients (KIC)

Natixis Investment Managers

But the list of core infrastructure assets
is fast-expanding. “Core infrastructure
now includes technology-related
projects such as mobile towers, cloud
storage and even new types of heating
systems for commercial and residential
buildings,” says Estelle Castres, Head of
Key Insurance Clients Group at Natixis
Investment Managers.

What these assets have in common

is they are typically very long term and

are held by investors for many years,

even decades. “Performance is derived
primarily from stable and regular
cash-flow generation, rather than capital
appreciation,” says Castres. The regular
cashflows provide resistance to potential
reductions in asset value during phases of
economic slowdown. A core infrastructure
strategy is therefore compatible with a
long-term income strategy such as asset-
liability management (ALM).
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Infrastructure Vs traditional asset classes’
Core infrastructure is distinct from

| dded inf i which Infra Eur MCSI Daily Net JPMGBIEMU  Corporates
value-added in rastructure,m whie Pooled Ret TR Europe in Euro Europe Euro
performance is partly predicated on
capital appreciation realised on the sale Annual Return 7.7% 3.8% 4.6% 4.0%
of th_e asset. Value-added infrastructure Annual Volatility 6.8% 17.6% 45% 46%
requires stronger shareholder
participation in project governance and is Return / Volatility 0.73 0.22 1.01 0.88
comparable with private equity in terms
of risk vs return and how the asset is Desmoothed Volatility 10.6%
managed.

Correlation (Infra ; Liq) 0.58 -0.48 0.07

For core infrastructure, the holding

period may be 20-25 years or even longer.
This compares with, typically, a 10-year
lifecycle for value-added infrastructure
projects, which must be sold to realise
their full value.

The ultra-long duration of core assets
makes them particularly attractive to
insurers which have liabilities that can
stretch decades into the future and for
whom matching assets are hard to
come by.

The core benefits

So what does core infrastructure do for
the typical insurance portfolio?

First and foremost, it provides yields
which typically surpass that available on
traditional fixed income securities.

Second, it is highly decorrelated from
traditional asset classes such as stocks
and bonds, thus offering diversification in
periods of high market volatility.

Third, climate risk is particularly relevant
to insurers, whose time horizons are
naturally longer than those of most other
investor types. As sustainability becomes
a key component in the building of
tangible assets, adequate infrastructure
offers the potential to mitigate climate
change risks and harness sustainable
strategies.

Climate change represents a challenge
for investments not only through the
expected physical risks, but also through
the regulatory measures taken to mitigate
them — the transition risks.. The EU, the
UN, the G7, I0SCO and the OECD are

all integrating ESG guidance into their
long-term strategy planning. In Europe,

~ MARKET INSIGHTS

Sources: Cambridge Associates, MSCI Bloomberg, Natixis IM Solutions, from 30/09/2006 to 30/06/2020.

EIOPA has recently been consulting on
the supervision of the use of climate
change scenarios in the ORSA, across
Europe, insurers are likely to face climate
mitigation stress-testing during the
course of 2021, in an exercise that was
pioneered in the UK over the second half
of 2019, and again next year. The French
regulator, ACPR, has launched a Climate
Stress Test for banks and insurers over
the summer of 2020. This means a
simple economic risk-return approach

is no longer sufficient for insurance
investment teams. They must position
their portfolios to address ESG issues
and make efforts to positively impact the
environment while making sure climate
risks (physical and transition) do not
threaten their balance sheet.

Adapting portfolios to meet climate
change objectives is not simple.

But doing so has benefits beyond the
reduction of investment and regulatory
risks, in a context where the Regulator’s
intervention is for now through climate
stress tests, increasing disclosure
obligations through the TCFD framework,
and not reduced “green” capital charges.
By helping to finance the real economy,
through the building of tangible assets,
insurers can enhance their reputation
and brands.

Sticking to the rules

The impact of regulatory and accounting
standards further enhances the case for a
core infrastructure allocation.

Under Solvency Il, which came into force
in Europe in 2016, the capital charge

for holding some types of investments
can be unpalatably high for insurers.
“Concerning infrastructure investments,
the regulator has taken a number of
steps to reduce it, directly attached to

the asset class; this is especially true

for investments in unrated qualifying
infrastructure assets. The detention
horizon could also be relevant for equity
investments", says Oliver Trecco, portfolio
manager at Natixis Investment Managers
Solutions.

Detention horizon incentives

In the latter category, the matching
adjustment (MA) provisions under
Solvency Il help insurers to the capital
charge on long duration assets more
palatable. “The MA provisions allows
insurers first to increase the discount
rate used to calculate the Best Estimate
Liabilities in the MA portfolio, and second
potentially to decrease the spread risk
SCR, in return for holding long-term
assets which match the cashflows of a

1. Methodological Note. Data of the reference indeces on illiquid assets cannot be used without adjustment - as published
by traditional index providers - especially for the purpose of estimating the volatility of these indices and their correlation
with liquid asset indices. Indeed, the quarterly valuation of illiquid underlyings, which is also based on estimates, can lead to
an autocorrelation of returns, resulting in an underestimation of the "real” volatilities and correlations of these illiquid indi-
ces. This phenomenon can be increased by behavioral biases such as the principle of prudence, which leads fund managers
to depreciate assets more aggressively during declines than to appreciate them during increases. In order to capture the
“real” statistics of illiquid indices, it is necessary to perform a process of profitability delamination. This process aims at ad-
justing the series of returns to take into account their autocorrelation. The application of our data-splitting process leads to
an upward adjustment of the level of volatility and correlation levels while keeping the level of the mean returns unchanged.

DOCUMENT INTENDED EXCLUSIVELY FOR PROFESSIONAL CLIENTS (IN ACCORDANCE WITH MIFID)



The HUB

NEWS AND VIEWS FOR INSTITUTIONAL INVESTORS

particular portfolio of eligible liabilities”,
says Trecco. “Such portfolios have
essentially been reported in the UK and
Spain”. The MA is designed to encourage
the use of illiquid fixed-income type of
assets, including core infrastructure, which
offer fixed cash flows that cannot be
changed by the issuer. For infrastructure
debt, prepayment can potentially be an
issue, as the MA portfolio might only
benefit from cash-flow recognition up to
the first call date, but it can be mitigated
through the use of an appropriate Spens
clause.

Equity investments in core infrastructure
(as well is in other sectors of course)
might benefit from the latest revision
(July 2019) by the European Commission
related to the new treatment of Long Term
Equity Investments. Listed & unlisted
equity investment portfolios with an
average holding period over 5 years and
head offices in the EEA would benefit
from a much reduced capital charge (22%
vs 39% or even 49%), but would have to
be managed separately, with potentially
adverse consequences on diversification
gains.

Asset Class incentives

The European Commission has since the
entry into force of Solvency Il published

a series of ad hoc regulations aimed at
creating incentives to invest in qualifying
infrastructure projects and corporates,
both for equity and bonds. Eligibility
requirements are numerous but prominent
amongst them is the predictability and

~ MARKET INSIGHTS

resilience of cash-flows, which favours
core infrastructure.

SCR reductions will be greater for
qualifying projects than for corporates
compared with the standard treatment.
For bonds, the gain is particularly marked
for unrated instruments, with capital
charge gains around -40%. For equity,

the gain is of a similar order for unlisted
instruments, which will additionally benefit
from a reduction of the exposure to the
Equity Dampener.

“All'in all, compared with non-infrastructure
unrated bonds, core infrastructure enjoys
a friendlier treatment under Solvency II",
says Trecco.

Meanwhile, IFRS 9 which comes into
force for insurers from 2023, is likely to
require insurance companies to value an
increasing number of financial assets at
full fair value. This will have a negative
impact on volatile assets and encourage
greater use of illiquid and less volatile
assets such as infrastructure. Because
core infrastructure is income-driven, it
tends to have a particularly low volatility
profile. Note that core infrastructure fixed
income assets could also potentially pass
the SPPI test and therefore be accounted
at amortised cost or at fair value through
Other Comprehensive Income, thereby
reducing P&L volatility.

Allocations growing steadily

Infrastructure is one of the fastest-
growing components of insurers’
investment portfolios. “Our own data
based on working with insurers shows
infrastructure allocations are on average
2-3% of overall allocations,” says Castres.
“We expect allocations to rise towards 5%
next year” That compares with allocations
to infrastructure that were negligible as
recently as 2011.

Only few insurers invest directly in
infrastructure, she says. “You need a
big in-house resource and plenty of
experience. Most importantly, you need
to be able to access deal pipeline. Few
insurers can do all of this””

Many insurers instead invest indirectly
through closed-ended infrastructure
funds, where assets are pooled with those
of other institutional investors. There

is also an accelerating trend towards
co-investment whereby insurers have
greater discretion about the deals they
participate in. “This allows them to do their
own due diligence and match the project
to a specific set of liabilities or return
expectations,” says Castres.

Written in June 2021
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ADDITIONAL NOTES

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when
required by local regulation, only at their written request. This material must not be used with Retail Investors.

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a
Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered
under n. B 115843. Registered office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, [-2180 Luxembourg, Grand Duchy of Luxembourg. Italy: Natixis Investment
Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via San Clemente 1, 20122 Milan, Italy.
Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée,
7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7,
3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office).
Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain.
Belgium: Natixis Investment Managers S.A., Belgian Branch, Gare Maritime, Rue Picard 7, Bte 100, 1000 Bruxelles, Belgium. In France: Provided by Natixis Investment
Managers International - a portfolio management company authorized by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP
90-009, and a public limited company (société anonyme) registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre
Mendés France, 75013 Paris. In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College 10, 1204
Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zirich. In the British Isles: Provided by Natixis Investment Managers UK Limited which
is authorised and regulated by the UK Financial Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane,
London, EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom: this material is
intended to be communicated to and/or directed at investment professionals and professional investors only; in Ireland: this material is intended to be communicated to
and/or directed at professional investors only; in Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold
a license from the Guernsey Financial Services Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the
Isle of Man: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Isle of Man Financial Services
Authority or insurers authorised under section 8 of the Insurance Act 2008. In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers
Middle East (DIFC Branch) which is regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience and
understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as defined by the DFSA. No other Person
should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place, DIFC, PO Box 506752, Dubai, United Arab Emirates In Japan: Provided by
Natixis Investment Managers Japan Co., Ltd. Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No.425. Content of Business: The Company
conducts investment management business, investment advisory and agency business and Type Il Financial Instruments Business as a Financial Instruments Business
Operator. In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated
by the Financial Supervisory Commission of the R.0.C. Registered address: 34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.0.C.), license
number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D)
to distributors and institutional investors for informational purposes only. In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/
corporate professional investors only. In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is
intended for the general information of financial advisers and wholesale clients only. In New Zealand: This document is intended for the general information of New Zealand
wholesale investors only and does not constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is
only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment Managers Australia
Pty Limited is not a registered financial service provider in New Zealand. In Latin America: Provided by Natixis Investment Managers S.A. In Uruguay: Provided by Natixis
Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo,
Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627. In Colombia: Provided by Natixis
Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of 2010. Any
products, services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is
addressed to less than 100 specifically identified investors. In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a requlated financial entity, securities
intermediary, or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered with the Comision Nacional
Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to herein that require authorization or license are rendered
exclusively outside of Mexico. While shares of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public offering
of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis Investment Managers is an entity organized under the
laws of France and is not authorized by or registered with the CNBV or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to
Natixis Investment Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the CNBV or any other Mexican
authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment
management and distribution entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and
from the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the
responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the relevant
national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or arecommendation or
an offer to buy or to sell any security, or an offer of any requlated financial activity. Investors should consider the investment objectives, risks and expenses of any investment
carefully before investing. The analyses, opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as
of the date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that developments will transpire
as may be forecasted in this material. The analyses and opinions expressed by external third parties are independent and does not necessarily reflect those of Natixis
Investment Managers. Past performance information presented is not indicative of future performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the
accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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