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Have ESG-related structural factors created an insurmountable obstacle to investing within some
sectors?

That’s the key question raised by a recent, finely detailed, Aurizon Operations case study, outlined
below.

Certainly, it appears that integrating environmental, social & governance (ESG) factors into investment
process is now unavoidable from a practical standpoint, and, with buyers of assets within certain sectors
shrinking, there has arisen a fair expectation from credit market participants that these risks need to be
compensated.

In the article below we explore whether the case study is a one-off, or an increasingly common example
of when market prices dislocate due to ESG concerns, and ask whether these risks (or opportunities) are
likely to continue to present themselves as the renewable energy transition evolves.

Earlier this month, Aurizon Operations Ltd, the above rail operations of Aurizon Holdings Ltd issued its
inaugural debt capital market bond: a AS500 million 7-year senior unsecured medium term note at a
fixed-rate of 3% (comprising of a margin of 180 basis points over asset-swap).

In an ultra-low interest rate environment, the Aurizon Operations deal priced at more than 60 basis
points wider (i.e. cheaper) than initially expected by sell-side brokers.

Not surprisingly, sister company Aurizon Network - the below rail operator/owner of the regulated
Central Queensland Coal Network - was negatively impacted as its bonds sold-off by more than 20 basis
points (approx. -1.0 % to -1.5%) following the deal’s official launch. In the end, the new Aurizon
Operations bond priced about 40 basis points cheaper than the Aurizon Network secondary bond curve.

For context, this pricing level is 50 basis points wider than the prevailing BBB-curve, 50 basis points
wider than one-notch lower rated Origin Energy Ltd (rated BBB/Baa2) and slightly cheaper still than two-
notch lower rated Lend Lease Corp Ltd (rated Baa3/BBB-).

So, while Aurizon Operations was still able to borrow at a historically favourable interest rate, the pricing
outcome shows investment managers are now demanding a premium to take on coal exposure risk and
are looking beyond credit ratings when dealing with these securities.
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A question of volatility

As above, the question that the case study brings to the fore is whether these ESG related structural
factors significantly impede investing within these sectors?

We believe asset-volatility holds a clue as it can often be very instructive in inferring the level of
uncertainty around a company’s outlook. In the case of Aurizon Holdings, its prevailing rolling 1-year
volatility sits at a historically high level of 34%, which is well above the long-term average of 24%.

Aurizon Equity Rolling Volatility
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While some of this increase is a function of general market volatility, it still begs the question of whether
the outlook over the next 10 years is more uncertain that the last 10 years, and if so, will this likely result
in Aurizon’s long-term volatility continuing to rise?

The question of volatility is particularly important when assessing a company’s probability of default. A
higher implied volatility infers that credit quality can deteriorate “faster” and should result in credit
investors being better compensated for the risk.

Using a range of volatility assumptions, we can extrapolate an output around the fair value for the debt
of Aurizon (the X-axis relates to the term and Y-axis relates to the fair value for default risk). For
example, using the rolling 1-year average volatility assumption of 34% requires a much higher level of
compensation for default risk than using the long-term average or current volatility (which is closer to
24%).
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The equity market’s view around Aurizon’s enterprise value also tells an interesting story; while there
has been some cyclical volatility, the reality is that enterprise value sits at 2013 levels. Meanwhile, in
Price-to-EBITDA terms, the market is now valuing the cash-flow of this business to be well below the
long-term average.

Realm Investment House
From the realm of risk to the realm of opportunity



Re:ALM

investment house

Is the equity market making a forward-looking statement about the increasing uncertainty around the
business’s long-term ability to generate cash-flows, and what does this mean for enterprise value?
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From a credit investor’s perspective, the key factors relate to the security of the lend and whether the
level of compensation is adequate in capturing these concerns around rising uncertainty.

It seems that both enterprise value and volatility of the underlying equity do reflect environmental
concerns relating to coal. These concerns are well documented and front of mind, which should give
investors greater certainty that they are in the price.

In addition, in the case of Aurizon Operations, the company’s credit outlook is supported by its long-
term take-or-pay coal contracts with large global mining companies, which provides some cash flow
certainty. The strong performance of its growing bulk commodities business should also provide some
diversity away from coal, while the company’s plan to transition its fleet of locomotives to electric
power will further reduce its carbon footprint. Aurizon also benefits from a sound corporate governance
structure and conservative financial policy which will provide some financial buffer in times of stress.
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Conclusion

In conclusion, the Aurizon case study is a good example of when market prices change due to ESG
concerns. These risks (or opportunities) are likely to continue to present themselves as the renewable
energy transition evolves.

The key challenge for investors is how to determine the appropriate level of compensation for the
additional risks taken. Indeed, various investors (rightly or wrongly) are increasingly applying negative
ESG screens to certain sectors, deeming them un-investable.

This is not consistent with our ESG policy, which values the role we play as investors in a sustainable
energy transition and in supporting ESG aware companies, such as Aurizon, through their carbon
reduction efforts.
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DISCLAIMER
Realm Investment Management Pty Ltd ABN 34 155 984 955 AFSL 421336

This document should be regarded as general information only rather than advice. In preparing this
document, Realm did not take into account the investment objectives, financial situation and particular
needs of any individual person. The information contained in this document must not be copied or
disclosed in whole or in part without the prior written consent of Realm, and Realm accept no liability
whatsoever for the actions of third parties in this respect. It is presented for informational purposes only
and is not to be construed as a solicitation or an offer or recommendation to buy or sell any securities.

Any opinions expressed in this document may be subject to change. Realm is not obliged to update the
information. The information must not be used by recipients as a substitute for the exercise of their own
judgment and investigation.

Neither Realm nor any of their directors, employees or agents accept any liability for any loss or damage
arising out of the use of all or part of, or any omission, inadequacy or inaccuracy in, this document. To
the extent permitted by law, Realm, including their directors, senior executives, employees, consultants,
advisers, officers or authorised representatives, are not liable for any loss or damage arising as a result
of reliance placed on the contents of this document.

Realm only provides services to wholesale clients, as defined in section 761G of the Corporations Act.
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