The Reformed SSA Trader:

High ratings, high risks
Ulf Erlandsson

Australia (Ticker: ACGB, average rating AAA), Austria (RAGB, AA+), and Province of Alberta (ALTA. AA)
are three bond issuers within the sovereign, supranational, and agency bonds (SSA) segment that
investors with climate mandates should pay close attention to given recent policy shifts that are
likely to lead to higher emissions outcomes for investors.

Table 1. Select bonds with risk for adverse impact in the SSA space. Source: AFll, Bloomberg.

ISIN Bond name ey Outstanding  Issuance bel Spread over .E.CB
amount date govt benchmark eligible!
AU3TB0000200 ACGB 4.5% 06/2034  AUD AUDT7bn 06-Jun-24 Green -0.1 No
XS$2802866728 ALTA 3.125% 10/2034 EUR EUR1.5bn  09-Apr-24 n/a 69.5 Yes
AT0000A2Y8G4 RAGB 1.85% 05/2049 EUR EUR6.5bn  24-May-22 Green 52.6 Yes
Specifically:

= Australia recently announced a substantial extension of thermal coal mining licensing. This
follows the country’s issuance of its inaugural green bond in June (see Table 1). Pushing
extension of thermal coal mining outside the perimeter of the green bond asset is what we
call balance sheet fungibility risk. The ACGB green bond has exhibited stark
underperformance since issuance.

= Austria recently held general elections, with the party complaining about “climate
communism” getting 29% of the vote and potentially becoming kingmaker for the new
government. The party’s policy proposals chime poorly with the marketed strategy behind
the long-dated green bonds that the country issued in 2022. Sovereign climate commitments
that are supposed to last longer than the current electoral cycle are subject to what we call
policy legacy risk.

= The Province of Alberta has announced intentions to use public funds (bond proceeds) to
cover the costs of ‘orphan wells’ and expand oil sands extraction. It has also pledged to
constrain the areas earmarked for renewables development. A substantial number of asset
managers bought the newly issued EUR-denominated Alberta bonds while claiming
ESG/responsibility/sustainability credentials. It is unlikely, in our view, that all end-investors
in such funds are aware that their investments are financing these activities. We call this end-
investor representation risks. The € ALTA bonds have substantially underperformed since
issuance.

! Bond accepted as collateral within the Eurosystem.
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Australia - balance sheet fungibility risks

News that the Australian government would
increase thermal coal mining broke at the end of
September. Estimates suggest that the extension
of licensing for the Nabarri (Whitehaven), Mount
Pleasant (MACH Energy Australia) and
Ravenswort (Ashton Coal Operations) would add
another 1.3 gigatonnes of CO2e to global
emissions.? The decision has been viewed as
inimical to Australia’s efforts to host COP31 in
2026.3

The Australian green government bond was
issued in June 2024, to much fanfare. It was even
able to extract a substantial ‘greenium’ for the
triple-A rated space.* The topic of thermal coal
extensions was not featured in the investor
roadshow materials, and where coal was
referenced it was only in the context of the

Figure 1. ACGB 4.25% 06/34 green bond was issued with a
greenium (tighter spread than ‘grey’ bond) but has
underperformed and now trades wide to the shorter non-
green 3.75% 05/34 (AU0000249302). Source: Bloomberyg.
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socioeconomic implications of moving away from coal-fired power.> Australia’s green bond
framework® only uses the word coal twice, again in relation to socioeconomics. The scarcity of
references seems to understate coal’s central role in Australia’s energy mix and economy: 62.4% of
the country’s electricity generation capacity comes from coal, and coal is the country’s second-

biggest export.”

It appears that the market has already priced in the similarity between this nominally green bond
and an equivalent vanilla instrument, fully deflating the initial greenium (Figure 1). However, the
exact reason for this underperformance is unclear and is not necessarily due to a deteriorating

appreciation of the bond’s ‘greenness’.

The Australia case describes what we call balance sheet fungibility risk, where the actions and
strategies of the issuer’s full balance sheet deviate from the intent signalled by its green bond
documentation and marketing.® One defence against this may be that green bond proceeds are
separable (i.e. not fungible) within the balance sheet of the issuer, even if the green bonds are not
legally ringfenced. Having said that, many investors do consider the issuer and issuance jointly, and
from this perspective and considering the thermal coal mine extensions, the green ACGB is

problematic.

2 “Australia clears coal mine expansions in hit to green goals”, Mining.com, 24 Sep 2024.

3 “Australian Extensions for Coal Mines Angers Pacific States”, AsiaFinancial, 2 Oct 2024.

4 “Australia Commands Rare Premium in First Green Bond Issuance”, Bloomberg, 4 Jun 2024. The greenium was

reported to be 1.5bps. As an investor noted: “It is an example of the government channeling their full efforts

toward making the transition a success”.

*“Green Treasury Bond Investor presentation”, Australian government, accessed 7 Oct 2024.
& “Green Bond Framework”, Australian government, accessed 7 Oct 2024.
"The top four industries are Iron Ore, Coal Mining, Oil and Gas extraction, Liquefied Natural Gas, see IBIS World,

accessed 17 Oct 2024.

8 Note Australia’s considerable efforts to sell bonds to retail investors.
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https://www.mining.com/web/australia-approves-coal-mine-expansions-in-hit-to-green-goals/
https://www.asiafinancial.com/australian-extensions-for-coal-mines-angers-pacific-states
https://www.bloomberg.com/news/articles/2024-06-04/australia-commands-rare-premium-in-first-green-bond-issuance
https://www.aofm.gov.au/sites/default/files/2024-04-10/Investor%20Presentation%20-%20Main_0.pdf
https://www.aofm.gov.au/sites/default/files/2024-03-18/Green%20Bond%20Framework_WEB_2024_0.pdf
https://www.ibisworld.com/australia/industry-trends/biggest-exporting-industries/

Austria - policy legacy risk

Austria held general elections in September.  Figure 2. Greenium for the RAGB 1.85% 05/49 bond versus the 0.75%
The FPO party - known as a ‘climate 03/51 bond on a spread versus bund basis. Significant coupon and
maturity differentials so not an exact measure. Green bond was
wider than ‘grey’ at issuance, now flat. Source: Bloomerg, AFII.
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in Sep 2020) and the UK green gilt
(GBOOBM8Z2S21 and GBOOBM8Z2V59, issued in Sep 2021). In the Swedish case, the green bond was
issued under a left-green government. However, the succeeding right-wing and populist-supported
government have since enacted policies that increase emissions from the transport sector.*?

In the case of the RAGB 1.85% bond, changes to the investment policy of the European Central Bank
(ECB) may have pricing implications. Frank Elderson of the ECB suggested that going forward the
central bank could switch from investing in Eurozone sovereign bonds to EU supranational bonds “to
minimise potential climate and nature-related risks and to better align our balance sheet with the
general economic policies in the EU”.*

° “From populism to climate scepticism: the role of institutional trust and attitudes towards science”, Huber,
Greussing and Eberl (2022), Environmental Politics 31:7.

10 “Austria goes back to the future as voters embrace far-right party founded by Nazis”, Politico.eu, 29 Sep 2024.
1 For example, see “Publication Green Bond Framework and SPO”, dated April 2022.

12 “Report 2024”, Swedish Climate Policy Council, 21 Mar 2024.

13 «Systainable finance: from “eureka!” to action”, Speech by Frank Elderson, ECB, 4 Oct 2024.
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https://www.tandfonline.com/doi/full/10.1080/09644016.2021.1978200#abstract
https://www.politico.eu/article/austria-far-right-freedom-party-win-national-election-early-projections-herbet-kickl/
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https://climate.ec.europa.eu/document/download/114b5f0f-8bb6-4100-86a2-4f4d674c6c1f_en?filename=at_2023_factsheet_en.pdf

Province of Alberta — end-investor representation risk

ALTA visited the euro-denominated bond Figure 4. Excerpt from Province of Alberta investor presentation.
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issuance that drew substantial
investor interest.* It may be

bpd)
5,000

4,000
3,000
2,000
1,000

0

.. . growth
somewhat surprising thatan issuer Nominal oil and gas investment and crude oil production in Alberta
with clear oil sands investment p— i O s3nds investment - forecast (ef) (000's
. . . 70 Conventional investment - forecast (left)

expansion expectations (see Figure 4) o — il Production (right) B

would attract euro-focused % e e

o ekihat . 40 PEa— /

institutions, given that many such %

. . . . 20

investors have exclusion policies that pe I I I I I T 1 I E E E

cover this type of fossil fuel LR e e N ! . oy
S V808 51 5 P P P

production. Recent news also
indicates that Alberta will use public

ada and Alberta Treasury Board and Finance, e-estimat

Annotations indicating increased oil sands investment (red) and
conventional (blue) added by AFII. Source: Province of Alberta.

Spending on operations will support oil production

Atbertan

funds to subsidise the oil and gas industry’s cleanup of so-called ‘orphaned wells’,** which have

come into focus after yet another end-of-life-well-operator bankruptcy.*® For SSA investors, the way
the public purse is used for such cleanups should be scrutinised, as there are very clear risks involved

with the indirect subsidisation of extractive industries.’” Alberta will also, in a brazen policy move,
constrain the development of renewable energy sources by ‘safeguarding’ vast land areas from

renewables development.®

For investors, these developments are concerning as there are a number of ‘ESG’ funds invested in

the recent euro ALTA bonds (Table 2). We understand that such funds often do not extend exclusions

and exposure limits for controversial activities to (sub-)governmental issuers like ALTA.*° However,
we believe it likely that a majority of the ultimate investors in these funds are not comfortable with
the fossil fuel policies and actions of ALTA, giving rise to what we call end-investor representation

risks.

Table 2. Holders of ALTA 3.125% 10/2034s with ESG-related labelling in fund name. Incomplete dataset. Source: Bloomberg,

AFll as of 14 Oct 2024.

Asset management company Fund name

Deka International SA/Luxembourg Deka-Nachhaltigkeit Renten

BLACKROCKINC iShares Global Aggregate Bond ESG UCITS ETF

BlackRock Asset Management Ireland Ltd  iShares EUR Aggregate Bond ESG UCITS ETF

Swisscanto Asset Management Swisscanto LU Bond Fund Responsible Global Rates

AMUNDI ASSET MANAGEMENT SAS AMUNDI INDEX EURO AGG SRIUCITS ETF DR

Credit Suisse Asset Management Schweiz  UBS CH Index Fund - Bonds Global ex CHF Aggregate ESG NSL

14 «Alberta returns to euro with enlarged €1.5bn print”, GlobalCapital, 9 Apr 2024.

15 “Public money could help finance Alberta oil and gas site cleanups: ”, GlobalNews, 16 Sep 2024.
16 “Number of orphan wells in Alberta will soon double as controversial oilpatch bankruptcy settled”, CBC

News, 1 Oct 2024. This is a theme that also expands beyond Canada, e.g. see “Qil Industry Unlikely to Pay

Mounting Debts Owed to America”, Powering the Planet, 4 Jun 2024, and “Rocky Mountain Highs and Lows”,

Carbon Tracker, 27 June 2024.
17 See for example “The ECB and Alberta’s oil production holiday”, AFIl, 26 Oct 2020.

18 «Alberta government proposing additional restrictions on wind and solar energy”, CBC, 14 Oct 2024.
9 AFIl has covered a number of these situations over the years, please see “ConocoPhillips: a Marathon journey

towards exclusion”, AFIl, 30 Sep 2024; “Qil, gas and bond pipelines: the case of Aramco/EIG/BLK”, AFIl, 5 Feb

2022; “ESG Bond ETFs: Passive aggressive investing?”, AFll, 17 May 2022.
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https://www.google.com/url?sa=t&source=web&rct=j&opi=89978449&url=https://www.globalcapital.com/article/2d30x3x3b49jeax03979c/ssa/sub-sovereigns/alberta-returns-to-euro-with-enlarged-1-5bn-print&ved=2ahUKEwijvPXq0PuIAxWgKRAIHQsANEwQFnoECBkQAQ&usg=AOvVaw0rwgsnHISag74k_J_B3SLi
https://globalnews.ca/news/10758512/alberta-well-cleanup-public-funds/
https://www.cbc.ca/news/canada/calgary/bakx-owa-seqouia-pwc-alberta-orphan-wells-1.7336635#:%7E:text=The%20province%27s%20Orphan%20Well%20Association,by%20a%20company%20going%20bankrupt.
https://powering-the-planet.ghost.io/oil-industry-debts-and-settling-up/
https://powering-the-planet.ghost.io/oil-industry-debts-and-settling-up/
https://carbontracker.org/reports/rocky-mountain-highs-and-low/
https://anthropocenefii.org/sovereigns-centralbanks/the-ecb-and-albertas-oil-production-tax-holiday
https://www.cbc.ca/news/canada/calgary/danielle-smith-alberta-ruiping-luo-ucp-renewables-wind-1.7351877
https://anthropocenefii.org/fossil-lending/conocophillips-a-marathon-journey-towards-exclusion
https://anthropocenefii.org/fossil-lending/conocophillips-a-marathon-journey-towards-exclusion
https://anthropocenefii.org/bond-spotlight/oil-gas-and-bond-pipelines-the-case-of-aramco-eig-blk
https://anthropocenefii.org/portfolio-analysis/esg-bond-etfs-passive-aggressive-investing

Conclusion

Accusations that corporate activities are increasing carbon emissions are rife, perhaps as a function
of the corporate space catering both to equity as well as fixed income investors. However, many of
the more climate-harming decisions in the past year have been made by sovereigns, rather than
companies.

This note highlights three such cases that could significantly increase cumulative greenhouse gas
emissions and introduce risks to sustainability-focused investors . Australia recently issued a green
bond and then shortly after extended thermal coal mine licensing. Austria has elected a parliament
which is poised to diminish an already insufficient climate policy, reducing the impact of the
sovereign’s green bonds. Finally, the Province of Alberta’s wholehearted support of oil and gas and
tar sands appears to be poorly aligned with the ESG statements of the investment products/funds
that invested in Alberta’s recent re-entry to the euro-denominated bond market.

These cases suggest a need for vigilance on behalf of investors when it comes to the non-corporate
bond space.
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IMPORTANT DISCLAIMER:

This report is for information and educational purposes only. The Anthropocene Fixed Income Institute
(‘AFII’) does not provide tax, legal, investment or accounting advice. This report is not intended to
provide, and should not be relied on for, tax, legal, investment or accounting advice. Nothing in this
report is intended as investment advice, as an offer or solicitation of an offer to buy or sell, or as a
recommendation, endorsement, or sponsorship of any security, company, or fund.

AFll is not responsible for any investment decision made by you. You are responsible for your own
investment research and investment decisions. This report is not meant as a general guide to investing,
nor as a source of any specific investment recommendation. Unless attributed to others, any opinions
expressed are our current opinions only.

Certain information presented may have been provided by third parties. AFIl believes that such third-
party information is reliable, and has checked public records to verify it wherever possible, but does not
guarantee its accuracy, timeliness or completeness; and it is subject to change without notice.

Any reference to a company’s creditworthiness or likelihood of positive or negative performance in the
current or future market is purely observational and should not be taken as a recommendation or
endorsement or critique of such company or security.

AFll is a non-profit organisation “to monitor, advocate for and influence the impact of the fixed income
and bond markets in the age of human induced climate change”. For more information about the
Institute, please visit www.anthropocenefii.org.

AFll is not in any way associated with, nor are any of its directors, employees or advisors, any of the
companies it references in its materials or reports and is not receiving compensation or consideration of
any nature for its observations and/or insights.
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