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Why Pay Attention to Sustainable Investing? 

You could pay attention to sustainable investing because you believe that the way in which we 

consume and the way in which we allocate capital need to change in order to enable the only 

planet we have to remain habitable for future generations. 

You could pay attention to sustainable investing because you believe that market based 

economies have not been good at pricing externalities, resulting in both environmental 

degradation that puts future generations at risk and excessive imbalances in wealth which 

endanger social stability. 

However, even if you believe none of these things, now is still a good time to pay attention to 

sustainable investing for that most basic of market reasons ς momentum. 

As illustrated in Table 1, the growth in assets under management (AUM) managed to 

sustainable criteria has achieved considerable momentum. Further, this momentum is global.  

Table 1  AUM Invested to Sustainable Criteria 2014-2018 local currency1 

 

The momentum behind sustainable investing is the capital-allocation analogue of consumers 

ƛƴŎǊŜŀǎƛƴƎ ǇǊŜŦŜǊŜƴŎŜ ŦƻǊ ǎǳǎǘŀƛƴŀōƭŜ ǇǊƻŘǳŎǘǎΦ CƻǊ ŜȄŀƳǇƭŜΣ ǊŜǎŜŀǊŎƘ ōȅ b¸¦ {ǘŜǊƴΩǎ /ŜƴǘŜǊ ŦƻǊ 

Sustainable Business found that 50% of US growth in consumer packaged goods from 2013 to 

2018 came from sustainability-marketed products2.  

The growing message from the global population as both consumers and savers is clear: if you 

want our consumption spend or our savings for capital formation, give us sustainability.  

Allocating capital in three dimensions ς risk, return and some type of social criteria ς is not a 

new idea. As Chart 1 shows it can be traced back at least to the co-operative movement. 

Chart 1 also shows, after a long gestation, the recent interest in sustainable investing among 

the large financial intermediaries. SoƳŜǘƘƛƴƎ Ƙŀǎ ŎŀǳƎƘǘ ǘƘŜ ƭŀǊƎŜ ƛƴǾŜǎǘƳŜƴǘ ōŀƴƪǎΩ attention 

and Chart 2 makes that something clear as crystal.  

 

                                                           
1 Source: 2018 Global Sustainable Investment Review, published by the Global Sustainable Investment Alliance. Bi-annual publication. Next due 
2020. 
2 άwŜǎŜŀǊŎƘΥ !Ŏǘǳŀƭƭȅ /ƻƴǎǳƳŜǊǎ 5ƻ .ǳȅ {ǳǎǘŀƛƴŀōƭŜ tǊƻŘǳŎǘǎέΣ Tensie Whelan, Randi Kronthal-Sacco Harvard Business Review June 19 2019 

2014 2016 2018
CAGR        

2014-2018

Europe  (euro billions) 9,885 11,045 12,306 6%

United States  (USD billions) 6,572 8,723 11,995 16%

Canada    (DAD billions) 1,011 1,505 2,132 21%

Australia/New Zealand (AUD billions) 203 707 1,033 50%

Japan (Yen billions) 840 57,056 231,952 308%
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Chart 1   The Large Financial Intermediaries Are Paying Attention 

 

[ŀǊǊȅ CƛƴƪΩǎ нлнл ƭŜǘǘŜǊ ǘƻ /9hǎ ƛǎ ƴƻǘ ǘƘŜ ŦƛǊǎǘ ǘƛƳŜ ƘŜ Ƙŀǎ ƳŀŘŜ ǘhe point highlighted in Chart 

2. Clearly he thinks it is a point worth repeating. 

What he identifies is the power of the momentum behind sustainable investing to alter the cost 

of capital.  

If you dismiss the reasons for considering sustainable investing in the first two paragraphs, as 

an investor concerned with risk and return this is a reason you cannot dismiss. 

Chart 2   The Reason Why the Large Financial Intermediaries are Paying Attention 

 

The numbers in Table 1 add up to around $31,323 billion. Total AUM of institutional investors 

(pension funds, sovereign wealth funds, insurance companies, foundations) is around $82,500 

billion3. The day when the sustainability profile of a company has a clearly identifiable effect on 

its cost of capital ς and so its share price ς cannot be too far into the future. 

Some may reason that the need to meet risk and return requirements presents investors with a 

constraint on how much of total AUM can be managed to sustainable criteria. However, I think 

an investor who relies upon this perceived constraint to shield the value of their favorite non-

sustainable company from the momentum of sustainable investing will be as successful as 

Canute in holding back the tide.  

                                                           
3 Source: PWC, Author estimates  
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There are two reasons to think this. 

The first is that the pressure to adopt sustainable business models is a pincer movement 

coming from both consumers and investors. Changes in consumer demand create both new 

growth areas and areas of contraction and business models need to adapt to these shifts. The 

supply of capital rewards growth and penalizes contraction.  

The second is that by employing a relative approach to sustainability rather than an absolute 

approach, there is a considerable amount investors can do to rebalance their total AUM in 

more sustainable configurations without having to breach their existing risk and return 

requirements.   

An initial exercise modeling the effect on portfolio allocation of including impact (one of the 

strategies under the broader heading of sustainability) as a decision variable in an optimization 

framework resulted in a significant increase in the allocation of capital to more impactful 

assets, while remaining within the constraints set by risk and return requirements4. 

Chart 3 shows the results of this initial experiment. 

Chart 3   Increasing Portfolio Impact by Optimizing in the Three Dimensions of 

Risk/Return/Impact 

 

Initially, constraints were set to keep the asset allocation within the bounds of the typical asset 

class exposures of a US institution with over $1 billion in assets. The initial optimization only 

considered risk and return and excluded impact.  

The risk and return profile selected in the initial optimization was then used as a constraint (risk 

could not be higher nor return lower) on future optimizations in which the model sought to 

                                                           
4 {ƻǳǊŎŜΥ άtǊƛŎƛƴƎ LƳǇŀŎǘΦ 9ȄǘŜƴŘƛƴƎ ƛƳǇŀŎǘ ƛƴǾŜǎǘƛƴƎ ǘƻ ǇǊƛŎŜ ŜȄǘŜǊƴŀƭƛǘƛŜǎ ŀƴŘ ƭƻǿŜǊ ǘƘŜ Ŏƻǎǘ ƻŦ ŎŀǇƛǘŀƭ ǘƻ ƛƳǇŀŎǘŦǳƭ ƛƴǾŜǎǘƳŜƴǘǎέ 5ŀǾƛŘ ²ƛƭǘƻƴΣ 
2019. Downloadable from https://zhengpartners.co/ 
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achieve successively increased targets for the impact score. The consistent flat lines 

representing risk and return in Chart 3 indicate that these constraints were met.  

At the point at which the model could identify no further opportunities to increase impact, the 

impact score had been increased by 27% and around 40% of the portfolio had been re-allocated 

to assets with higher impact scores than the original assets.  

Clearly this is only a modeling experiment and frictions in real markets are likely to reduce the 

extent of rebalancing. None-the-less, it suggests that there is significant scope for rebalancing 

to improve the sustainability profile of portfolios without altering risk and return objectives.  

Appeals to economic philosophy are also unlikely to preserve the value of non-sustainable 

businesses. Surely the Business of Business is Business? 

The Business of Business is not simply Business, even according to Friedman. 

Chart 4 ƘƛƎƘƭƛƎƘǘǎ ŀƴ ŜȄŜǊǘ ŦǊƻƳ CǊƛŜŘƳŀƴΩǎ ŦŀƳƻǳǎ ŀǊǘƛŎƭŜ ƛƴ ǘƘŜ bŜǿ ¸ƻǊƪ ¢ƛƳŜǎ aŀƎŀȊƛƴŜ ƛƴ 

which Friedman recognizes that shareholders can have objectives beyond making as much 

money as possible, including charitable objectives. The corporate manaƎŜǊΩǎ Ƨƻō ƛǎ ǘƻ ŜȄŜŎǳǘŜ 

on the objectives determined by the shareholders.  

The Business of Business is what the shareholders want it to be and right now an increasing 

number of shareholders want it to be the management of risk, return and sustainability.  

Chart 4    The Business of Business is What the Shareholders Want it to Be 

 

 

If you are not already doing so, now might be a good time to consider sustainability in the 

context of your portfolio. 
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What is Sustainable Investing? 

Sustainable investing is an umbrella term for four distinct investment strategies which share the 

objectives of reducing exposure to non-sustainable activities and increasing exposure to 

sustainable activities.  

These four approaches to sustainable investing are outlined in Chart 5. They are quite distinct 

from each other and are not always completely compatible. 

Chart 5    The Four Sustainable Investing Strategies 

 

Socially responsible investing (SRI) is the oldest approach to sustainable investing and is based on 

excluding investments which are considered to have objectionable characteristics (e.g. forced 

labor, armaments, coal).  

Unlike other approaches to sustainable investing SRI seeks neither to manage risk nor to identify 

opportunities to create positive outcomes. It is a simple like/in dislike/out approach.  

Environmental, Social and Governance (ESG) methodologies are used in three ways: (i) to manage 

the risk of negative social or environmental outcomes, (ii) to identify opportunities to improve 

ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǎǳǎǘŀƛƴŀōƭŜ ǇǊƻŦƛƭŜ ŀƴŘ όƛƛi) to take a snapshot of the current ESG profile of a 

company in order to manage portfolio exposure to the ESG profile of assets.  

An operational approach to ESG can meet all three uses while ESG ratings meet the exposure 

management use only. 

Operational ESG is an active approach to managing ESG risks at the firm or project level. It is 

implemented by integrating an environmental and social management system (ESMS) into the 

daily operations, management information system (MIS) and key performance indicators (KPIs) 

of the company to identify, monitor and remediate environmental, social and governance issues. 
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Operational ESG is well established as a discipline and is the most standardized of all the 

approaches to sustainability: multiple practitioners will respond to similar situations in similar 

ways. Guides to operational ESG can be found at the websites listed in Chart 6. 

Chart 6    - Operational ESG Guidance at DFI websites. 

 

In addition to identifying and managing ESG risks, operational ESG can be used to improve the 

sustainability profile of a company or project by identifying opportunities for more efficient 

energy use, improved labor conditions and better governance. When used thoughtfully in this 

way, operational ESG creates impact. Chart 7 illustrates a fund manager using operational ESG to 

monitor the energy use and CO2 footprint of its portfolio. 

Chart 7   Using Operational ESG to Identify and Monitor Energy Use and CO2 Emissions5 

 

 

                                                           
5 Source:  Reproduced with kind permission of Aqua Capital 
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ESG Ratings provide a snapshot of the ESG profile of a company at a point in time that enable 

investors to identify and support companies with better overall ESG profiles and to avoid 

companies with negative profiles. 

Compared to operational ESG, ratings are a passive approach as while they inform investors of a 

ŎƻƳǇŀƴȅΩǎ 9{D ǇǊƻŦƛƭŜ relative to other companies, they do not provide a mechanism within the 

company with which to identify and manage ESG risks and opportunities.  

Unlike operational ESG, the ESG ratings of different providers do not provide similar answers and 

have low correlation, an issue discussed further below. 

An ESG strategy can identify and manage ESG-related risks, lead to the creation of impact via 

improvement in risk factors such as CO2 emissions and labor conditions and help investors to 

manage their exposure to the ESG profile of assets. However, ESG does not seek to identify assets 

whose business model has the potential to create additional positive outputs such as additional 

access to socially beneficial things and more efficient energy use. 

If our objective is to create additional impactful outputs, the next two approaches to sustainable 

investing enable ǳǎ ǘƻ ǎŜŜ ƛŦ ŀ ŎƻƳǇŀƴȅΩǎ ōǳǎƛƴŜǎǎ ƳƻŘŜƭ Ƙŀǎ ǘƘŜ ǇƻǘŜƴtial to create impactful 

outputs. 

Seeking exposure to impactful themes, both social and environmental, is a first step toward 

seeking to create impact. 

Thematic investing is a less rigorous approach to creating additional positive outputs than impact 

investing as it is satisfied simply with exposure to assets in a high impact theme such as health 

care, education or the environment. 

Without the additional requirements of impact investing some capital will support existing stocks 

of high-impact-themed assets without generating additional impactful outputs and in social 

sectors some capital will support access to high impact things such as education, health care and 

housing but for populations which are not disadvantaged.   

However, even simple exposure to assets in high impact themes is positive as supporting existing 

thematic assets can lower the cost of capital for these sectors and create further opportunities 

for growth. 

Impact Investing is the only approach to sustainable investment which explicitly seeks 

investments which will create additional positive outputs, such as additional environmental 

effects and additional access for the disadvantaged to jobs, education and healthcare, during the 

holding period of the investment.  

Impact investing increases the level of rigor over thematic investing by requiring both (i) the 

creation of additional outputs with which to achieve the UN SDGs, not simply supporting stocks 

of existing impactful assets and (ii) that social themes such as education and health care address 

disadvantaged populations. 
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Clearly the four approaches to sustainable investing each focus on different aspects of improving 

the sustainability of a portfolio: exclusion of negative output;, managing the risk of negative 

outputs; managing exposure to the ESG profile of assets; targeting positive themes; and creating 

additional outputs which are socially or environmentally positive. 

This difference in focus means that to improve the sustainability profile of a portfolio the best 

results are achieved by using a combination of the four approaches. 

Combining the four approaches requires care. 

SRI is not always consistent with ESG and impact investing. For example, retrofitting a coal-fired 

power station with cleaner technology to reduce its carbon footprint over its estimated twenty 

year future life would be seen as a positive investment from an ESG and impact investing 

perspective, but for an investor wishing to exclude all fossil fuels it would be regarded as 

unacceptable. 

Managing ESG risk and impact investing complement each other. 

Operational ESG management by itself will identify and manage ESG risks but, without thematic 

or impact strategies, will fail to identify many business-model-related opportunities to create 

positive social and environmental outputs. 

Without operational ESG management, thematic and impact strategies run the risk of failing to 

identify ESG risks which can result in both less net impact achieved and exposure to 

embarrassing, credibility-damaging, situations. Thematic and impact investing are most effective 

and credible when executed in tandem with operational ESG management. 

 

How Can an Institutional Investor Implement Sustainable Investing Across Total AUM?  

To align its activities with sustainable investing an institutional investor needs to consider its 

operations from three perspectives: 

¶ The investors own daily operations, such as staff and buildings. 

¶ Apex risks, for which a standardized approach to management across all assets 

under management is approved as part of corporate strategy. 

¶ The portfolio of assets. 

For an organization whose business is investment the major sustainable risks and opportunities 

are located in the portfolio. 

That this is the case is evident from the categories used to rate ESG risk by the IFC, described in 

Chart 8. These risk categories focus on the ESG risks and opportunities in the portfolio of the 

financial institution, rather than on the daily operations of the institution. 
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Chart 8  IFC ESG Risk Categories 

 

While the portfolio is the dominant location of sustainability risks and opportunities, we will 

ŦƛǊǎǘ ŎƻƴǎƛŘŜǊ ƛƴǾŜǎǘƻǊǎΩ Řŀƛƭȅ ƻǇŜǊŀǘƛƻƴǎ ŀƴŘ ŀǇŜȄ Ǌƛǎƪǎ ŀǎ ǘƘƛǎ ŀƛŘǎ ǘƘŜ Ŧƭƻǿ ƻŦ ǘƘŜ ŘƛǎŎǳǎǎƛƻƴΦ 

Investor Operations     The daily operations of an investor, its HR policies, its governance 

structure, the buildings it occupies, the energy and water it consumes all create a sustainability 

footprint. This footprint will be minor compared to the footprint of the portfolio, but it is still 

worth addressing for reasons of consistency of firm culture with investment policy and also to 

gain direct familiarity with operational ESG.  

Operational ESG is the sustainable methodology best suited to assess, monitor and manage the 

ǎǳǎǘŀƛƴŀōƛƭƛǘȅ ǇǊƻŦƛƭŜ ƻŦ ǘƘŜ ƛƴǾŜǎǘƳŜƴǘ ŦƛǊƳΩǎ ƻǇŜǊations.  

Apex Risks     Apex risks are sustainability-based reputational and financial risks that are 

considered by the investor to be sufficiently serious that it wants to ensure that they are 

actively managed on a consistent basis across all AUM, regardless of the type of asset and, in 

the case of reputational risks, regardless of the individual mandates of clients.  

Deciding to standardize some part of the approach to implementing a sustainable strategy 

across all AUM due to apex risks needs to be thought through carefully as it is a major decision 

which cuts across the mandates of all portfolios managed by the institution. 

One way to consider reputational apex risks is to think of headlines in the Financial Times that 

would be so damaging to the financiaƭ ƛƴǎǘƛǘǳǘƛƻƴΩǎ ǊŜǇǳǘŀtion that it has no desire to 
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contemplate them. They are risks for which the institution has zero appetite and which it 

wishes to exclude from the portfolio. For example exposure to forced labor, kickbacks, 

landmines. 

These zero-appetite reputation risks are dealt with through an SRI strategy of creating an 

exclusion list of activities in which the institution will not invest. Neither its own capital nor the 

capital of clients.  

There will be other reputation risks which a financial institution would prefer to not occur but 

which it has some willingness to manage if they do arise. These risks can be addressed through 

a requirement for a minimum standard of operational ESG management across all assets. This 

minimum standard can be tailored to address the particular risks of concern.  

A minimum ESG rating could be used, but less effectively, as ratings do not correlate directly 

with risk management at the company level.  

Unlike reputational apex risks, financial apex risks are not present for all financial institutions. 

They are more likely to be present for those institutions managing an asset portfolio that is 

required to meet the demands of contractual liabilities. For example, a general insurance 

company may have liabilities which are sensitive to climate change. In this case it may make 

sense to try to create a hedge with assets whose earnings and value come from mitigating 

climate change. Identifying assets with this characteristic then becomes a central thematic 

directive for the management of all asset classes. 

The Portfolio     We now turn to the portfolio, the location of the greatest sustainable risks and 

opportunities. 

Bringing an institutionΩs entire AUM into alignment with sustainable investment requires that 

the most suitable combination of the four sustainable strategies is used in each situation within 

the different parts of the portfolio. 

There is no one-size-fits-all approach that can be deployed by all investors across the entire 

AUM.  

Strategic Considerations 

At a strategic level two factors shape how an individual institution will apply the four 

sustainable strategies within its investment process. These factors are the size of the 

instituǘƛƻƴΩǎ !¦a ŀƴŘ ǘƘŜ mandates of the institution and its clients. 

The strategic issue is how the application of the four sustainable strategies affects the size of 

the investable universe of assets relative to the investorΩs AUM. 

ESG, thematic and impact strategies can be applied as either absolute or relative approaches. 

An absolute approach sets a minimum standard which needs to be met before an asset can be 
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considered for inclusion in the portfolio. A relative approach rank-orders assets and gives 

preference to assets based on their ranking when allocating capital.  

Using ESG, thematic and impact strategies in an absolute way is an exclusionary approach 

which limits the investable universe of assets. At larger AUM an absolute approach will create a 

conundrum: if there are insufficient assets available to meet the absolute standard across the 

entire AUM, to what standard do you invest the remainder of the AUM? 

This conundrum is a very real one for institutional investors but a less pressing one for 

philanthropic investors and development finance organizations (DFIs). The reason for this 

disparity is illustrated in Chart 9, which makes it clear that the AUM of philanthropic investors 

and DFIs is very small compared to the AUM of institutional investors such as pension funds, 

insurance companies and sovereign wealth funds.  

Chart 9   AUM of Different Types of Institutional Investor6 

 

The mandates of philanthropic investors and DFIs are likely to require them to emphasize an 

absolute approach and meet minimum standards across total AUM. The smaller size of their 

portfolios enables them to take an absolute approach to ESG, thematic and impact strategies 

and to be successful in applying this approach to total AUM.  

The mandates of institutional investors are unlikely to require the adoption of an absolute 

approach to ESG, thematic and impact strategies. The mandate of institutional investors is likely 

to be to maximize sustainability within the constraints of risk and return criteria. This mandate 

is consistent with adopting a relative approach to the sustainable strategies. 

                                                           
6 Source:  PWC and author estimates. 
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Given both their mandate and the size of their AUM institutional investors need to take a 

relative approach to applying ESG, thematic and impact strategies if they are to bring total AUM 

within a sustainable investment approach.  

A relative approach implies no diminution of standards. A relative approach prioritizes the 

investment opportunities that meet the absolute standard and then, as these opportunities 

become scarce, enables the orderly selection of the next-best alternatives. In this way total 

AUM is brought under sustainable management.   

If an investor with large AUM attempted an absolute approach, the result is likely to be that 

sustainable investment criteria are not applied to the total AUM but rather that an absolute 

standard is applied to a smaller carve-out portfolio while the balance of the AUM are managed 

to traditional risk/return criteria only.   

To summarize the discussion so far, at a strategic level an institutional investor should: 

¶ Manage the sustainable profile of its own direct operations through the use of 

operational ESG. 

¶ Identify sustainability-related reputational and financial apex risks. The 

reputational risks should be managed through a combination of SRI exclusions and 

tailored minimum operational ESG standards. The financial risks can be managed 

through a preference for assets which hedge the risks. 

¶ Understand that the significant majority of its sustainability profile comes from its 

portfolio rather than its own direct operations. 

¶ Adopt a relative approach to implementing ESG, thematic and impact strategies in 

order to bring total AUM under sustainable management.  

The current rate of adoption of the different sustainable strategies, enumerated in Chart 10, 

suggests that institutional investors may not be taking a relative approach to each of the four 

sustainable strategies.  

Chart 10 shows the current AUM managed to a range of different sustainable strategies and it is 

clear that SRI and ESG (including variations on ESG) are presently much more widely used than 

thematic and impact strategies. 

If all strategies were being applied on a relative basis one would expect to see much less 

difference in the rate of adoption between the four sustainable strategies.  

Part of the current difference in adoption rates can be attributed to SRI and ESG being much 

older strategies than thematic and impact. SRI has existing for around fifty years and ESG for 

around 30 years while the term impact investing was coined thirteen years ago (refer Chart 1). 

Beyond elapsed time, the difference in adoption rates is also due, in the case of impact, to the 

prevalence of initial conditions bias in impact strategies (of which more below) which leads to 

them being framed and promoted in absolute terms rather than relative terms. Impact has 
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been developed in the philanthropic and DFI worlds in which smaller AUM permits absolute 

forms of thematic and impact strategies to be applied to total AUM.    

The much larger AUM of institutional investors requires thematic and impact strategies to be 

applied in relative terms to bring total institutional AUM under sustainable management. 

Chart 10    AUM in Different Sustainable Investment Strategies 2016-20187 

 

 

Asset Level Considerations 

Beyond broad strategic considerations, how might an institutional investor frame the search for 

sustainable opportunities and risks across total AUM?  

In searching for sustainable opportunities and risks we are looking for three things: 

¶ Opportunities to create additional positive outputs with which to meet the UN 

SDGs. 

¶ Opportunities to support existing stocks of sustainable assets. 

¶ Identifying the largest sustainable risks in order to mitigate or avoid them. 

A concept familiar to investors, the business life-cycle of companies, provides a useful framing 

device for thinking about the location of assets which create the largest quantity of additional 

                                                           
7 Source: 2018 Global Sustainable Investment Review, published by the Global Sustainable Investment Alliance. Bi-annual publication. Next due 
2020. 
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impactful outputs, assets which hold the largest existing stock of impactful outputs and the 

location of the greatest risk of large negative outputs. 

Table 3 outlines the six business strategies which are used in various combinations to create 

financial return on equity investments. Of these strategies only organic growth is directly 

connected to the creation of additional impactful outputs such as environmental effects and 

access to jobs, education and housing that are required to meet the UN SDGs. 

These six strategies map to those used in value bridge analysis to understand the drivers of 

return on an equity investment. An example of a value bridge is provided in Chart 11. 

Table 3    The Six Strategies Which Create Financial Value 

 

 

The contribution of organic growth to the creation of financial return declines at larger 

company sizes. Chart 12 provides some partial data on the relationship between the 

contribution of organic growth to financial returns and company size. Both sales growth (the 

red line) and the contribution of sales growth to returns (the dashed line) decline as companies 


