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DAV REINERTIVITORN] Institutional investment in emerging markets remains limited
outside the largest funds. Georg Inderst explores the potential for this to change

Uncharted territory

money to infrastructure but little of it is

going to emerging markets. The vast major-
ity of their infrastructure investments is in their
home markets or in other OECD economies.
The reasons are well known.

The majority of investors prefer lower risk
infrastructure assets in their portfolios. Faced
with low government bond yields, pension funds
hope to find alternative income streams that can
help match annuity-type liabilities. Insurance
companies are becoming increasingly involved
in infrastructure debt.

Private or unlisted infrastructure is a new
venture for most asset owners, and there is little
appetite for ‘doubling up’ risks by moving into a
less known territory. This may not change very
much in the future. As a recent survey showed,
Europe and North America are the favoured
regions, while less than 20% of infrastructure
investors target emerging markets (figure 1).

Some leading international institutional
investors have started to look for opportuni-
ties in emerging markets. They are looking for
a wider investment universe, because of the
shortage of suitable projects and the increas-
ing competition in the main markets, which is
pushing up prices.

Among the large Canadian pension funds,
for example, Ontario Teachers’ Pension Plan
and Alberta Investment Management Corp took
stakes in water, energy distribution companies
and toll roads in Chile. Canada Pension Plan
Investment Board (CPPIB) invested in a gas
pipeline in Peru. The UK’s Universities Super-
annuation Scheme, the Netherland’s PGGM
and Canada’s OPTrust have gained exposure in
emerging markets via the Spanish infrastructure
company Globalvia. PGGM is becoming active
in China and India. Australia’s IFM Investors,
owned by 30 Australian pension funds, has
exposure to renewable energy via Pacific Hydro,
with investments also in Latin America.

Some pension funds have opened offices in
Asia or Latin America - for example, Dutch pen-
sions group APG in Hong Kong and CPPIB in
Sao Paolo. The entry to emerging markets infra-
structure is often facilitated by co-investments
with investors and development banks. For
example, APG is part of the Philippine Invest-
ment Alliance for Infrastructure, alongside the
local Government Service Insurance System
Fund, the Asian Development Bank and Mac-
quarie. Several Danish pension funds launched
the Danish Climate Investment Fund in 2014
for green investments in poorer countries.

Smaller investors often get exposure to
infrastructure via private equity-type funds.
According to data provider Preqin, about 120
funds targeting emerging markets were closed
between 2004 and 2013, with a volume of
about $40bn (€36.5bn). Another 50 funds are
fundraising, seeking a further $20bn.

Such funds made an average of 50 deals per
year over the past decade, about half of them in
Asia, followed by Latin America and Africa. In
terms of sectors, energy, utilities and transport
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have the largest shares, while social infrastruc-
ture, water and waste are “underserved” by fund
deals in most developing countries.

To sum up, it is early days. International
investor engagement in emerging markets
infrastructure is limited. However, we should
keep in mind how slow the process was initially
with mainstream emerging markets stocks and
bonds in the 1990s.

Of course, it is the poorer parts of the
world that need fresh capital for infrastructure
development most urgently. Future invest-
ment requirements in economic infrastructure
are estimated at 6-8% of GDP in developing
countries on average — in other words, twice as
much as current spending. This is only to keep
pace with economic and demographic growth.
Social infrastructure and climate change-related
investment would require additional resources.

Developing countries tend to rely on the
state to finance infrastructure projects. The
public-private composition of infrastructure
finance there is roughly 2:1 as against a 1:2 in

most developed markets. The PPIAF records
250 to 400 projects per year with “private
participation in infrastructure” in low and
middle-income countries (figure 2). They have
combined budgets in the range of $150bn to
$200bn, or 0.6-0.8% of GDP. However, the bulk
of the money is concentrated in a few larger
countries, including the BRICS and Turkey.
Given the constraints on public spending,
most governments would like to see more
engagement from private sources, especially
institutional investors. There are various ways:
one is privatisation, for example, in the form of
‘asset recycling’ of operational infrastructure to
institutional investors, and using the proceeds
to finance new projects. Another option to
using public money is public private partner-
ships (PPPs). Some countries, such as Brazil
and India, have substantial activity in PPPs, but
overall volume in emerging markets is low.

The local investor base
‘What about the local investor base? Institutional
investors are growing in developing countries
and are potentially an important source of capi-
tal for infrastructure, with positive effects on
the economy and capital markets. Overall pen-
sion assets in emerging economies are estimated
at about $2.5trn, or about 10% of global assets.
Similar figures apply to the insurance sector.

There are sizeable funds in the BRICS and
some other large countries such as Chile and
Mexico, but the pension systems in developing
countries are typically small in relation to the
size of the economy. According to the OECD
figures, pension assets in OECD countries are
84% of GDP on a weighted average. In emerging
markets, only a few countries (South Africa,
Namibia and Chile) are near that level. About a
dozen countries — mostly Latin American - have
values between 10% and 30%, with the rest being
below 10% of GDP.

However, a distinctive feature is the exist-
ence of large public pension reserve and social
security funds. There are many such schemes in
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Asia, including Korea (with a volume of about
$400bn), China, Singapore, Malaysia (about
$200bn) and India (over $100bn). Several
African and Middle Eastern countries also have
relatively large social security funds.

This has an implication for infrastructure
investing. A large public pension fund could
have the scale and resources to invest in
infrastructure projects and potentially take the
lead for smaller regional investors. But strong
governance is essential to ensure that the assets
are invested prudently. Investment by centrally
managed funds can easily be subject to political
influence and poor capital allocation. Prestigious
projects that turn into ‘white elephants’ are well
known in poor (and rich) countries.

How active are local investors in infrastruc-
ture? It may come as a surprise that in some
emerging markets institutional investors have
been involved in the sector longer than their
Europe or US counterparts. The first wave of
institutional investor involvement in infrastruc-
ture came in the 1990s. Countries such as South
Korea, Malaysia, Thailand, Chile and Argentina
started to use corporate bonds and project
bonds, listed and private equity to this effect.

A study for the World Bank Group found
a broad range of investment structures in use
across emerging markets. There are examples
of listed and unlisted, direct and indirect, equity
and bond investment vehicles. Some of them are
purely commercial, while others are sponsored
by government agencies or (national and inter-
national) development banks (figure 3).

Latin America has gone furthest in this
respect. In Chile, the growth of pension funds
since the 1980s has been instrumental not
only in developing financial markets, but also
in financing energy and transport companies.
Mexico and Peru found their own way of engag-
ing pension funds in infrastructure projects via
dedicated trust funds and structured prod-
ucts. In Brazil, investors use various forms of
infrastructure equity, bonds and private equity
funds. Overall, BBVA research found exposure
of Latin American pension funds of about 15% in
listed instruments and 1.5% in direct invest-
ments in 2011.

There are also interesting examples in Asia
and Africa. Kenya has issued several govern-

ment bonds earmarked to infrastructure for
domestic investors. In South Africa, the $150bn
Government Employees Pension Fund (GEPF)
and its manager PIC are main investors in the
country’s road network, and also active in the
affordable housing, power and health sectors.
The Pan Africa Infrastructure Development
Fund pools money from regional investors such
as the GEPF, the Ghanaian Social Security and
National Insurance Trust and some insurance
companies, with the support of development
banks such as the African Development Bank.
Several countries such as Malaysia work on
Islamic infrastructure Sukuk.

In summary, there are pockets of activity in
emerging markets, but the investment volumes
in infrastructure are small. The OECD Large
Pension Fund Survey 2014 supports this view.
It includes eight public pension reserve funds
and 21 large pension funds from emerging
markets. Only one of the first group and nine
of the second group (eight in Latin America,
one in Turkey, and one in South Africa) report
infrastructure investments with total assets of
$400bn. The asset allocation of these 10 large
funds is about 2% to unlisted infrastructure
equity and 0.5% to infrastructure debt, resulting
in a total of about $10bn.

Sovereign wealth funds (SWFs) are another
potential source of infrastructure finance. The
majority of SWF assets are held outside the
OECD, mostly in Asia and the Middle East.
New funds are being set up in other countries,
especially those rich in natural resources, such
as Angola, Nigeria, Gabon, Mauritania, Equato-
rial Guinea and Ghana.

SWFs have different investment motives and
policies. Some of them recognise infrastructure
as one of their main objectives while others
are not active at all. In the Preqin database,
60% of global SWFs invested in infrastructure
in 2014, of which 44% are based in Middle East
and North Africa and 29% in Asia. Most of them
undertake direct investing, with Europe and
Asia being the largest recipients, often joining
the race for operational assets there.

Several SWFs have sought investment oppor-
tunities in emerging markets, especially Chinese
funds with a large number of ‘infrastructure for
resources’ deals brokered in Africa. This raises

the question of whether SWFs could crowd out
opportunities for local and regional investors.

Barriers and risks for investors
Risks and barriers to infrastructure investment
by institutional investors have been well flagged.
These include:

© Supply side (for example, lack of suitable
projects, poor procurement processes);

© Demand side (for example, investor resources
and capability, portfolio concentration);

© Intermediation process and market structure
(for example, inappropriate, expensive invest-
ment vehicles; lack of secondary markets).

There can be additional hurdles to jump for
foreign investors in emerging markets, such as:
© Sovereign and political risk;
© Weak regulatory systems and legal
enforcement;
© Poor governance standards; excessive and
slow bureaucracy;
© Capital markets of low liquidity;
© Currency risk.

This requires good credit-risk management,
credit analysis, knowledge of local practices,
reliable local partners and, first and foremost,
trust in the political system.

For domestic insurance companies and
pension funds, regulation is a main hindrance
in many emerging markets. There are many
quantitative and qualitative investment restric-
tions on private, alternative, illiquid, project,
and fund investments. Other rules can constrain
foreign exposure, lower credit ratings, and the
use of derivatives.

Governments need to ensure that incentives,
pricing and regulation are aligned to attract
private finance. They should aim for open infra-
structure markets with a mix of domestic (for
local knowledge) and foreign investor bases (for
external discipline and international standards).
Rule of law, political accountability, and clear
infrastructure policies are paramount for inves-

tors. However, unexpected, if not
retrospective, changes to rules,
taxes and subsidies also catch out
investors.

Georg Inderst is the principal of
Inderst Advisory

DI\ 1 01 (@ N[ERY IO Higher yields in emerging markets should compensate for greater
infrastructure risks. But, as Christopher O’Dea writes, do not underestimate the risks

Just too risky to bear?

way of thinking about risk when financing

emerging market infrastructure projects.
When all risks are accounted for, the higher
yields offered in emerging markets often look
less enticing and pricing in developed markets
looks less aggressive. A host of factors can
impede infrastructure projects in emerging
markets from the earliest stages of obtaining
permits to the ongoing operation of assets under
purportedly stable concession agreements.

On top of pure project economics, infrastruc-
ture investment in an emerging market comes
with the risk that a change in political rule

Investors need to adopt an entirely new

might divert funds from one sector to another,
potentially impairing work in progress or
changing the operating economics of a project.
Regulators, often semi-autonomous bureaucra-
cies, can also change safety rules, terms of road,
airport and other concessions, again introduc-
ing potentially deal-threatening revisions in

the terms of both greenfield and brownfield
infrastructure. Reform programmes, which are
usually well-intentioned efforts to modernise
infrastructure and streamline the procedures
that govern the provision of essential services,
too often become mired in horse-trading
between business, government and unions, each

seeking to improve its position.

Despite these impediments, there is a need
for private capital to fund infrastructure in the
emerging markets, especially in Southeast Asia
and India. While this presents an opportunity
for long-term investors, it is imperative that
investors take all risks into account when decid-
ing where - and whether - to invest.

“Emerging market infrastructure isn’t
something that financial investors intuitively
understand,” says Jim Barry, managing director
and global head of the Infrastructure Group at
BlackRock. “The risk is idiosyncratic, and differs
country by country depending on the level of »
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