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Infrastructure Investment

Harnessing Long-Term Capital for Local Development

by Joshua Franzel and M. Nicolas Firzli

Given the continued discussions in Washington, D.C,, state capitals,
and council meetings about the expenditures needed to maintain and
update infrastructure systems, what other sources of investment
should local government managers be keeping their eyes on now and
in the future? Public pension funds, with their natural preference for
long-term investments and tradition of “capital stewardship,” could
become key investors in this socially beneficial asset class.

In the wake of the 2008 economic downturn, considerable attention
has focused on the topic of local government infrastructure
investment in the United States, often with an eye toward ensuring
adequate funding for maintenance and multimodal expansion. This
discussion includes varying opinions regarding the current state of
infrastructure assets,' the roles and relationships of the public and
private sectors, and key priorities going forward.

Underpinning local government infrastructure financing are sizable
portions of the $3.7 trillion municipal bond market,” as well as roughly
$220 billion in direct capital outlay by local governments annually,’
and $61 billion in transportation grants from the federal government
to states and localities," among other sources.

While these sources constitute the primary way local infrastructure is funded, it is also important to note the
growing role of public pension funds and U.S. sovereign wealth funds in both direct and indirect infrastructure
investment (see Figure 1 for a snapshot of the allocations used by several of the funds mentioned in this article).
Some nonfederal, public pension and sovereign funds invest relatively small portions of their total assets—typically
5 percent or less—into infrastructure projects outside of municipal bonds, while many others have not yet entered
the infrastructure space.
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FIGURE 1. Public Funds: Infrartructure veraus Cverall Aftamative and Non-listed Investments.
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This variation may be linked to the sponsoring government allowing these types of investments (or not), fund
officials identifying a useful role for the asset class within their overall asset allocation, or funds having the in-house
organizational capacity needed to invest directly in infrastructure assets, or, at the least, to effectively monitor the
work of specialized third-party asset managers.

In the context of this article, our definition of public funds will include all public pension, sovereign wealth, and
reserve funds at federal and local (regional, state, and municipal) levels. In the United States, the connections
between public fund assets and infrastructure investments and needs are receiving increased attention from
government officials (e.g., U.S. Rural Infrastructure Opportunity Fund and Build America Investment Initiative), a
range of think tanks and nongovernmental organizations,’ and also private institutional investors, among others.

This article focuses on the increasing role public funds play in helping provide part of the additional financial
resources needed for infrastructure, including at the local level.

PENSION FUNDS

While about half of the $3.7 trillion (Quarter 1, 2014) in assets held by state and local pension funds are in
domestic and international equities, about a quarter are in such fixed-income investments as corporate and foreign
bonds ($381 billion), U.S. Treasuries ($206 billion), federal agency and government-sponsored enterprise securities,
for housing and farm credits® ($206 billion), short-term credit ($51 billion), mortgages ($8 billion), and municipal
bonds ($400 million).

For more than a decade, in the aggregate, these pension funds increased their overall allocations into alternative
and non-listed investments, a portion of which are infrastructure investments, from 5 percent to about 17 percent.’
This unprecedented increase was driven by the belief in expected benefits ranging from increased diversification,
potentially superior risk-adjusted returns over long periods, the need for asset versus liability cash-flow matching
and, after 2007, the quest for yields in a low-interest rates environment.’

Here are examples of U.S. state and local public pension systems that had or currently have holdings in
infrastructure:*

= The Dallas Police and Fire Pension System (DPFP) had an infrastructure asset allocation of 3.4 percent ($108
million) in 2012. The 2012 DPFP Annual Report noted these investments included hospital and water treatment
plant projects in Asia and managed highway lanes in Texas.

= The Maine Public Employees Retirement System (Maine PERS) had an infrastructure asset allocation of 3.3
percent in 2014 ($419 million). These investments were in renewable energy, toll roads, seaports, airports, and
telecommunications infrastructure projects, among others, in the United States and internationally. This was
reported in a Maine PERS “Asset Allocation,” June 30, 2014, and a Maine PERS "Private Investment Markets
Summary” dated March 31, 2014.

http://icma.org/en/Article/10523 1/Infrastructure_Investment 1/5/2016



Infrastructure Investment | icma.org Page 3 of 5

= The Pension Trust Fund of the District of Columbia, managed by the District of Columbia Retirement Board, had 1
percent ($86 million) of its assets in infrastructure investments in 2014. It has partnerships with firms that invest
in ports, natural gas pipelines and distribution, transmission cables, waste services, bridges, toll roads, and rail,
among other infrastructure assets, primarily in North America. This was reported in the D.C. Retirement Board’s
"Quarterly Summary June 30, 2014" and the D.C. Retirement Board's “Private Investments Summary as of
December 31, 2013."

Also, several U.S. states have established non-pension trust funds to receive and invest revenue from severance
taxes, and related taxes/fees, from natural resources. Eight of the larger non-pension U.S. funds manage $123
billion in assets.” According to its 2013 Annual Report, the Alaska Permanent Fund ($50 billion in total assets) had
about $900 million in transportation, water, waste, and other infrastructure investments in the United States and
internationally.

The Permanent Wyoming Mineral Trust Fund ($6.1 billion in total assets), among other investments, provides loans
to irrigation, municipal pipeline treatment plants, airports, and other similar projects in Wyoming, as reported in
the “Wyoming State Treasurer's Investment Report, Fiscal Year 2013."

CANADIAN INVESTMENT

By investing early on in non-listed assets (private equity, real estate, infrastructure, forestry, and commodities) both
domestically and abroad, Canadian public pension and sovereign funds have attracted attention on both sides of
the Atlantic: “They own assets all over the world, including property in Manhattan, utilities in Chile, international
airports, and the high-speed railway connecting London.... They have won the attention both of Wall Street firms,
which consider them rivals, and institutional investors, which aspire to be like them. These giants are Canada’s
largest public pension-fund groups.™

Aside from Japan, Norway, Brunei, Singapore, and Gulf nations, Canada is the only large developed jurisdiction
where public sector pensions hold more assets collectively than their private sector peers: $798 billion out of $1.4
trillion for the pension sector as a whole.” Interestingly, this means that Canadian public pension funds, including
local funds, possess the equivalent of the sixth of all assets held by their U.S. public pension peers, a remarkable
feat considering Canada’s economy is 11 times smaller than the United States in GDP terms.”

Large Canadian public pension funds at both federal (e.g., Canada Pension Plan Investment Board, Public Sector
Pension Investment Board) and provincial level (e.g., Ontario, Quebec, Alberta, British Columbia) generally allocate
at least a third of their total investments to alternative and non-listed assets” {i.e., excluding listed stocks, bonds,
and money market instruments), a remarkably high figure by both international and North American standards.

Infrastructure and real estate alone, excluding private equity, commodity, forestry, and hedge funds, typically
account for approximately two-thirds of their average allocation to alternative and non-listed assets, which
represents roughly more than 20 percent of their overall asset mix.”

Relative to the United States, the research and consultancy firm Preqin in a February 2014 analysis noted that "As
of Q1 2014, U.S. public pension funds, which invest in infrastructure, had an average current allocation of 1.9
percent and a target allocation of 4 percent. On the other hand, Canada-based public pension funds had an
average current allocation of 5.9 percent and a target allocation of 8 percent. Stated simply, Canada-based public
pension funds on average plan to invest more, and actually do invest more than their U.S. counterparts.”

Several Canadian public pension and sovereign wealth funds have sizable holdings in infrastructure. Firzli and Bazi
have previously analyzed the investment policy of Canada’s largest provincial public pension fund, the Ontario
Municipal Employees Retirement System, which co-owns—uwith the Ontario Teachers' Pension Plan—some of the
UK’s most valuable transportation and energy distribution assets. Notably the 67-mile HS1, the high-speed rail that
connects the UK's Channel Tunnel to London.”

Another key example is the Alberta Heritage Savings Trust Fund. This fund, managed by the Alberta Investment
Management Corporation (AIMCo), a hybrid public pension and sovereign wealth asset management organization,
collects and invests a portion of the province's oil revenues.

According to its 2013-2014 Annual Report, the fund had an infrastructure asset allocation of 6.3 percent (C$1.1
billion) at the end of FY 2014 (3/31/2014), with 18.4 percent of assets allocated to real estate (C$ 3.22 billion) and
2.2 percent to timber or a 26.9 percent overall allocation to real assets.
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The fund invests both directly in assets (more than 50 percent of the total and most new investments) and through
externally managed mandates.

The Alberta Heritage Savings Trust Fund has a clear predilection for high-income, developed jurisdictions
recognized as having stable political, legal, and fiscal regimes (for example, U.S., United Kingdom, Belgium,
Denmark, and Chile) in such steady sectors as traditional transportation, with midsize stakes in central, hub airports
located near capitals (Copenhagen or Brussels), and small to midsize stakes in various toll roads and U.S. energy
infrastructure companies investing locally in central Canada, notably in the strategic pipelines bringing Albertan oil
to Seattle and the Great Lakes.

Over the years, the fund has invested in several infrastructure and private equity assets directly dependent on the
fortunes of the Albertan oil sector, the backbone of the province's economy and a rather volatile boom-and-bust
industry.

To those who have criticized such pro-cyclical investments in the past, the Alberta Heritage Savings Trust Fund has
argued that “this is not an aid project, this is an investment,” insisting that, to avoid any potential conflict of
interests that may arise, the province's finance minister himself is never told about a financial choice until the
decision has already been made by the fund's investment officers.
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