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Secure income and green 
infrastructure: an unlikely marriage?

Green assets are a growing part of 
infrastructure 
Infrastructure refers to anything that is built and operated: it 
includes roads, railways, hospitals, schools, and power plants. 
Infrastructure debt finances projects required to build, oper-
ate and maintain these assets. From 2017 through 2035, the 
world will need a total of $69 trillion of investments in in-
frastructure to support growth projections1. Renewables is 
a growth sector in infrastructure, expanding nine-fold since 
2005. As energy and transport are the biggest contributors 
to CO2 emissions2 (69% of the total CO2 fuel combustion), it 
makes sense that renewable energy, green mobility and ener-
gy-efficient building offer opportunities for investors. 

The French Greenfin label was launched in the wake of the 
Paris Climate Agreement and is indicative of this growing 
movement. The label requires that the majority of invest-
ments in a portfolio contribute to financing a greener econ-
omy. It also requires measurement of the environmental 
footprint of the portfolio, encompassing impact assessments 
on climate change, natural resources (including water) and 
biodiversity. Investing in oil, gas, coal and nuclear sectors is 
prohibited. There is an emphasis on energy transition and 
green transport, buildings, water and telecoms. Ostrum AM 
was awarded the Greenfin label for its Essential Infrastruc-
ture debt strategy3. Tercier explains that ”this demonstrates 
to investors our approach to sectors; the way we integrate 
ESG into our investment decision making and asset moni-
toring, and ensure reporting on carbon emissions.”

Aiming to reduce the financial risks of 
green assets 
As green assets, and especially renewables, represent a 
growing part of the infrastructure universe some worry that 
these investments take high risks for the returns delivered. 
Investing in renewables doesn’t have to be high risk. “The 
best way to earn money is not to lose any,” says Tercier. One 
way to invest in infrastructure while aiming to reduce the 
risk of loss is by investing in the financing of infrastructure. 
Quite simply, debt is less risky than equity. The protection 
is strongest for senior secured debt instruments; investors 
have first call on the asset if something goes wrong. For pure 
infrastructure project finance, if the covenants and agree-
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The dovish turn in March 2019 is unprecedented 
and inconsistent with the Fed’s remit. The Fed, 
mandated by US Congress, has three objectives: 
achieve maximum employment, maintain price 
stability and ensure moderate long-term interest 
rates. Currently, the unemployment rate is about 
half a percent below its long-run normal level, 
implying the economy is operating above poten-
tial. Consumer price inflation (1.4%y on PCE de-
flator) is below the 2% goal due to energy prices. 
If anything, service price inflation runs ahead 
of the desired level of 2%. Long-term rates are  
moderate with 30-year Treasury yields well  
within 3%. 

Global uncertainties have arguably led to a soft 
patch in growth, yet with US imports and exports 
averaging no more than 15% of US GDP, the im-
pact on the economy is limited. The current fo-
reign demand shortfall is unlikely to tip the US 
into recession considering the strength in private 
domestic demand. 

After a decade-long ex-
pansion with household 

expenditure on du-
rables and housing 
as a share of GDP 
reverting to 2005-
2006 highs, there 
is a significant risk 
that consumer 
demand may be 
overextended. To 
sustain demand for 

vehicles and other 
durable goods further, 

it may imply extending 
loans to less creditworthy 

borrowers. Already, despite 
full employment, default rates on auto loans have 
been rising over the past five years. This creates a 
financial imbalance. The last three US recessions 

(savings and loans crisis, dotcom bubble and 
subprime crisis) were caused by unsustainable 
financial imbalances. 
The U-turn may help reverse the declining high 
yield issuance and is also a good relief to the 
equity market drawdown, providing another exa-
mple of the Fed’s alleged ‘market dependence’ 
as opposed to ‘data dependence’. As former BoE 
governor Mervyn King once described it, the Fed 
is “trying to avoid an equity crash next week”. 
The balance sheet run-off policy should end pre-
maturely in September 2019 and Chair Jerome 
Powell has suggested that Fed assets will stabi-
lize at about $3.6T or around 17% of GDP. 

The market is questioning the Fed’s 
operational framework and the inde-
pendence of monetary authorities. 
Yes, rebalancing away from MBS 
may be consistent with monetary 
normalization but the shift has 
occurred when foreign official 
demand for Treasuries is down 
on the back of pressure from 
the Trump Administration to 
ease financial conditions. 

The Fed’s current operational 
framework is a result of the 2008 
financial collapse. At this time, Fed 
Chair Bernanke decided to remune-
rate excess reserves (Fed liabilities) to 
reduce systemic banking risk. Abundant re-
serves have become the norm and the centrali-
zation of liquidity provisioning creates unwanted 
consequences. Unsecured interbank lending has 
shrunk to only a handful of loans each day. Yet, 
trillions of derivatives depend on judgmental LI-
BOR quotes. 

A lack of available collateral may restrain the mo-
ney multiplier and hamper policy transmission to 

the real economy. In sum, Central Bank reserves 
no longer represent high-powered money but 
instead provide insurance against the resurgence 
of a systemic crisis. This explains why excess mo-
ney issuance has not spurred goods and services 
inflation. Elevated bank reserves also come with 
other pitfalls. Interest paid on $1.5T excess re-
serves by the Fed amount to roughly $35b an-
nually. Interest payments reduce cash returned 
by the Central Bank to the US Treasury at a time 
when the federal deficit hovers about 5pp of 
GDP. US taxpayers are funding this insurance 
premium. 

Normally, the provision of bank reserves is 
matched by asset purchases and when 

the Fed provides liquidity through 
short-term repo, collateral received 

is Treasury bills. Policy since 2008 
has created interest rate expo-
sure that can be estimated by 
the term premium (difference 
between long-term rates and 
compounded expected short 
rates) at minus 72bp over 10 
years as at April 1, 2019 (see 
graph). Fed liabilities (bank re-

serves and currency in circulation) 
have zero duration and policy im-

plications of the current asset-liabi-
lity mismatch have not been seriously 

debated. If an inflation outburst were to 
occur, the Fed would have to sell bonds to 

rein in aggregate demand to preserve the credi-
bility of its price stability mandate. These asset 
sales, however, would only compound the eco-
nomic costs of higher inflation and reduce Trea-
sury remittances. In our view, the Fed will need 
to engineer a reverse twist and raise T-bill hol-
dings. This would be the next step in monetary 
normalization. And this is only one of many mo-
ves needed …

Rethinking the Fed’s policy framework
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The Fed’s 
U-turn provided 
immediate relief 
to borrowers in 
the leveraged 
loan markets, 
calming fears 
of potential 

outflows from 
loan funds

A move to 
a new market-

based reference 
is coming and may 

not go smoothly 
with repurchase 

agreements 
forming the bulk  

of interbank 
lending

How to source stable, long-term cashflows with a strong ESG focus
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3    Source: Ostrum AM January 2020. For more details on the label 
please refer to https://www.ecologiquesolidaire.gouv.fr.  
Reference to a ranking, a rating or an award provides no guarantee 
for future performance results of the strategy or its manager.
4    Source: Moody’s default and recovery rates for project finance 
bank loans study, March 18, 2019.
5    Source: Ostrum AM January 2020.

ments have been properly structured, the protections are 
far stronger than for corporate bonds. Default rates in infra-
structure debt are also extremely low, averaging just 0.20% a 
year since 1983, suffering no spikes even during the financial 
crisis. The recovery rate when a loan does default is 77.5% 
on average4.This ensures that overall losses are minimized 
and risk-adjusted returns increased. The recovery rate of 
Ostrum AM’s infrastructure debt managers is 100% over two 
decades5. The reason for this is careful structuring and close 
monitoring. “Our credit documentation asks that the bor-
rower inform us of any problems, propose remedial plans, 
and allow us to work with them. Plans are validated and we 
monitor progress,” says Tercier. 

Deal structure and diversification can 
mitigate credit risk
“We select transactions with strong covenants to control 
and protect our investment. If there is a problem, we have a 
strong security package (especially pledge of the borrower’s 
shares, contracts or bank account) to solve it,” Tercier adds. 
Another way to protect capital and income is by investing 
only in essential assets with high barriers to entry. Ostrum 
AM’s strategy invests in many forms of transportation in-
frastructure (including bridges, tunnels, seaports, and 
railways), but excludes non-essential assets, such as park-
ing lots, which are not strategic. In the renewables sector, 
Ostrum AM considers all assets essential, including solar 
farms, wind farms, biomass and energy from waste. All con-
ventional power and natural resource assets are excluded. 
Healthcare and education facilities are considered essential, 
while senior housing is not, because of the significant real 
estate risk. Countries need essential services as part of their 
sustainable development, so all parties have a strong interest 
in defending essential assets that encounter problems. This 
is not always the case with non-essential assets. “Our experi-
ence shows that when things go wrong, we can find a solution 
if it’s an essential asset,” says Tercier. The next line of defence 
against capital loss is to be credit-focused and conservative. 
In the renewables sector technology must be commercially-
proven to protect capital over the life of the transaction. The 
minimum internal scoring for a transaction to be included in 
the portfolio is BB and the overall strategy must have an in-
vestment grade internal scoring. Diversification of risk fac-
tors is important to avoid sector or asset-type concentration. 
Diversification is achievable given the depth of assets avail-
able in infrastructure. The difficulty lies in transaction selec-
tion and being sufficiently stringent in transaction analysis. 
“We select only 4% of the global pipeline” says Tercier.

Transparency helps to deal with ESG risks 
Financial risks are a critical consideration when investing 
in infrastructure debt but there are also ESG risks: primar-
ily that transactions are less green than they first appear. A 

Main risks related to infrastructure debt strategy: Loss of capital, no investment return assurance; illiquidity; performance of assets (especially linked to construction risk, nature of cash flow risk) incl. gen-
eral counterparty risk, general economic and market conditions, changes in law and regulation and taxation, risks associated with the deployment of the strategy. All information is the opinion of the portfolio 
manager, it is not guaranteed, and is subject to change without notice. None of the information contained in this document should be interpreted as having contractual value. 

strategy based on project finance transactions, rather than on 
corporate bonds, enables better control of this. Ostrum AM 
selects transactions where the issuer must stick to the agreed 
upon terms. A solar project, for example, must produce green 
electricity and nothing else. If the asset operator wants to 
change its business model, it has an obligation to ask the 
lender. The project finance structure provides useful trans-
parency. “We can be sure that 100% of the turnover of the 
portfolio come from eco-friendly sources,” says Tercier. In 
addition, Ostrum AM requests specific external due diligence 
on ESG  to identify potential ESG risks and assess its related 
materiality on the credit risk. Ostrum AM also requests spe-
cific covenants and information in the credit documentation 
on ESG issues in order to have greater control and the ade-
quate level of information to measure carbon emissions and 
the effective contribution to energy and ecological transition.

Access to deals 
Unlike listed assets, infrastructure loan origination re-
quires deep sourcing and structuring capabilities to en-
sure access to transactions with high relative value. The 
sourcing network includes industry and financial spon-
sors and a variety of banking activities operating across 
regions and sectors. The breadth of the network facili-
tates access to deals of all sizes, diversifying the portfo-
lio. Experience is essential to successful sourcing. Os-
trum AM’s former lending-side bankers each have over 
20 years’ experience, structuring over 300 transactions 
with a 100% recovery rate5.

A marriage made in heaven? 
Green investments are growing fast as governments and 
investors push for more sustainable practices. 

Infrastructure debt inherently delivers stable cash-
flows and naturally gravitates towards sustainable as-
sets. “Infrastructure debt can appeal to investors requir-
ing both consistent income and ESG-compliant assets,” 
says Tercier. 

Investors are under increased pressure to find secure and sustainable income streams, that 
also respect ESG constraints. Céline Tercier, Head of Infrastructure Private Debt at Ostrum AM, 
explains how infrastructure debt provides an opportunity to do this. 

Céline Tercier, 
Head of Infrastructure 
Private Debt, 
Ostrum AM
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