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Why Pay Attention toSustainable Investing?

You could pay attention to sustainable investing because you believe that the way in which we
consume and the way mhich we allocate capital negd 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, resultitgih 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 fohait most basic of market reasogsnomentum.

As illustrated in Tablg, the growth in assets under management (AUM) managed to
sustainable criteria has achieved considerable momentum. Further, this momentum is global.

Tablel AUM Invested to Sustainabl€riteria2014-2018local currency

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%

The momentum behind sustainable investing is the cajailiaication analogue of consumers
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Sustainable Business found th&9% of US growth in consumer packaged goods from 2013 to
2018 came from sustainabiliyarketed products

The growing message from tlgdobal populatioras both consumers and savers is clear: if you
want our consumption spend or our savings for capitaifation, give us sustainability.

Allocating capital in three dimensioggsisk, return and some type of social criteg& not a
new idea. As Chartghows it can be traced back at least to theagerative movement.

Chat 1 also shows, after a long gasion, the receninterest in sustainable investing among
the large financial intermediaries. 86 G KAy 3 KI & Ol dzZaK G Gdtéhtion I NA S
andChart 2makes that something clear as crystal.

1 Source2018 Global Sustainable Investment Review, published by the Global Sustainable Investment Alzammzeal Biublication. Next due
2020.
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Chart 1 The Large Financial Intermediaries Ragying Attention

Term “Impact
Investing” coined

G8 il TPG

Impact
SRI ESG Triple ‘ Task Partners Group
(S. Africa (Ceres Bottom GIIN Force o= BainCapital
Co-operatives  CDC IFC exclusions) coalition) Line KKR

BLACKROCK
Morgan Stanley

.
|

1900 1948 1956 1970s 1989 1998 2007 2013 2018

[ FNNE CAy1Qa wnun € SiG0GSNI G 2he panhhighlighted iyGhart G K S
2. Clearly he thinks it is a point worth repeating.

What he identifies is the power of the momentum behind sustainable investiagfe¢o the cost
of capital.

If you dismiss the reasons for considering sustainable investing in the first two paragraphs,
an investor concerned with risk and retutlms is a reason you cannot dismiss.

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

Over time, companies and countries that do not respond to stakeholders and address
sustainability risks will encounter growing skepticism from the markets, and in turn, a higher
cost of capital. Companies and countries that champion transparency and demonstrate their
responsiveness to stakeholders, by contrast, will attract investment more effectively, including

higher-quality, more patient capital.
Larry Fink, Chairman &CEO Blackrock Exert from 2020 Letter to CEOs

The numbers in Tableadd 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 sustainaityl profile of acompany has a clearly identifialkééfect on

its cost of capitat, and so its share pricecannot be too far into the future.

Some may reason thahé need to meet risk and retunequirementspresensinvestors with a
constraint on how mch of total AUM can be managed to sustainable criteria. However, | think
an investor who relies upon thigerceivedconstaint to shield the value of thefiavorite non
sustainable company from the momentum of sustainable investing will be as successful as
Canute in holding back the tide.

3 Source: PWCAuthor estimate



There are twaeasons to think this.

The first is that the pressure to adopt sustainable business models is a pincemmaty
coming fromboth consumersandinvestors. Changes in consumer demand create both new
growth areas and areas of contraction and business models need to axithy@se shifts. The
supply of capital rewards growth and penalizes contraction.

The seconds thatby employing a relative approach to sustainability rather than an absolute
approachthere is a considerable amount investors can do to rebalance tbk AUMin

more sustainable configurations without having to breach their existing risk aachre
requirements.

An initial exercise modelindpe effect on portfolio allocation of including impa@ne of the
strategies under the broader heading of sustainabilty)a decision variable in aptimization
frameworkresulted in a significant incase in the allocation of capital to more impactful
assets, while remaining within the constraints set by risk and return requirerhents

Chart3 shows the results of this initial experiment.

Chart 3 Increasing Portfolio Impact by Optimizing in the ThraeeDsions of
Risk/Return/Impact
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Initially, constrants were set to keep the asset allocatiithin 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 wWeen used as a constraint (risk
could not ke higher nor return lower) o future optimizations in which the model sought to
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achieve successively increased targets for the impact score. The consistent flat lines
represerting risk and return in Charti@dicate 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 bakrceted
to assets with highempact 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. Nonthe-less, it suggests that there is significant scope for rebalancing
to improve the sustaability profile of portfolios without altering risk and return objectives.

Appeals teeconomic philosophy are alsmlikely to preserve the value of nesustainable
businessesSurely the Business of Business is Business?

The Busiess of Business is ngimplyBusiness, even according to Friedman.

Chart4K A 3Kt A3KGa Iy SESNI FNRY CNASRYIyQa Tl Y2dz
which Friedman recognizes thsthareholdersan haveobjectives beyond making as much

money as possible, includingaiitable objectivesThe corporate mariS N & 2206 A a G2
on theobjectivesdetermined 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 managerhenrisk, returnand sustainability.

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

A Friedman doctrine— IN a free-enterprise, private-prop-

erty system, a corporate executive

The social is an employe of the owners of the

am mgm business. He has direct responsibility
ReSPOIISIblll‘Iy to his employers. That responsibility

is to conduct the business in accord-

o‘ BuSiness Is to ance with their desires, which gen-

R erally will be to make as much

H money as possible while conforming

Inerea'se Its Pr Oﬁts to the basic rules of the society, both
those embodled in la.w and those em-

Exert from the article in the
New York Times Magazine
September 13t%, 1970
commonly referred to as
“The Friedman Doctrine”

school. The manager of such a cor-
poration will not have money pro
a§ his objeclive but the rendering

executive, t.he mm:lager is the agent
of the mdividuals ‘who own the cor-
poration or establish the eleemosy-
nary institution, and his primary re-

sponsibility is to them.

If you are not alreadgloing sQ now might be a good time to consider sustainability in the
context of your portfolio.



What isSustainable Investing

Sustainable investing is an umbrella term forrfdistinct investment strategieshich share the
objectives of reducing exposure to ngastainable activities and increasing exposure to
sustainable activities.

These four approachet sustainable investingre outined in Chart 5Theyare quite distinct
from each otherand are not always completely compatible.

Chart 5 The FouSustainable Investing Strategies
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Socially responsible investi(§RlI) is the oldest approach to sustdble investing and is based on
excluding investmentwhich are considered to have objectionable characteristics ferged
labor,armaments, coal).

Unlike other approaches to sustaible investing SRI seeks neitb@manage $knor to identify
opportunities to create positive outcomes. It is a simigte/in dislikebut approach.

Environmental, Social and@rnanc€ES$) methodologies are used in threays:(i) tomanage

the riskof negative social or environmental outcom€s) to identify opportunitieso improve
G0KS O2YLJI yeQa adzailitb také la sriagShotfIt® dukehtESG pfole af & A
companyin order to manageortfolio exposure to the ESG profile of assets

An operatioral approach to ESG can meet three uses whie ESG ratings meet the exposure
managemenuseonly.

OperationalESG is an active approachn@naging ESG risks at the firmpwpject level.lt is
implemented by integrating an environmental and social management system (ESMS) into the
daily operationsmanagement information systenM|S and key performance indicatorKkel$
of the company to identify, monitor and remediate environmental, social and governance issues.



Operational ESG is well established as a discipline and is the staostardized of all ta
approaches to sustainabilitynultiple practitionerswill respond to similar situations in similar
ways Guides to operational ESG can be founthatwebsites listed in Chart 6

Chart 6 - Operational ESG GuidancelHtl websites

https:/ / toolkit.cdcgroup.com/

https:/ /www.ifc.org/wps/wem/ connect/ topics_ext_content/ifc_external corporate_site/ifctcg/resources/to
olkitstand+manuals/beyondtthetbalancetsheet+-+ifct+toolkit+fortdisclosuretand+transparency

https:/ /www.fmo.nl/esg-toolkit

https:/ /www.ebrd.com/who-we-are/ our-values/environmental-emanual-toolkit.html

In addition to idenifying and managing ESG riskseational 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 governamgben used thoughtfully in this
way, operational ESG creates impdgihart 7illustrates 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 Eniggand COZEmissions

All portfolio companies compile energy
consumption and CO2 emissions indicators
and report them annually to Aqua using the
GHG Protocol tool (WRI - World Resources
Institute).

Most companies did not have such controls in
place before Aqua.

Portfolio companies measuring GHG emissions
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Portfolio Companies GHG footprint in 2019

Fund 1: 15,590 tons of COpeq
Fund 2: 3.96m tons of COyeq

5Surce: Reproduced iih kind permission of Aqua Capital



ESRatingsprovide a snapshot of the ESG profile of a compatng point in time that enable
investors to identify and support companies with better overall ESG profded to avoid
companies with negativprofiles

Compared taoperational ESGatings are a passive approag$while they inform investors of a
O2Y LN ye& Qa redafivOto atheRcdnipangshey do not provide a mechanism within the
companywith whichto identify and manage ESG ssind opportunities

Unlikeoperational ESGhe ESG ratings of different providers do not provide similar anseusuls
have low correlationan issue discussddrther below.

An ESGstrategy can identify and manage E&@ted risks, leado the creationof impactvia
improvementin risk factors such as @@missions and labor conditiomsid help investors to
manage their exposure to the ESG profile of asddtsvever, ESG doast seek to identify assets
whosebusiness moddiasthe potential to createadditionalpositive outputssuch as additional
access to socially beneial things and more efficienergy use.

If our objective igo createadditionalimpactfuloutputs, thenext two approaches to sustainable
investingenabledza G2 a4aS8S AT | 02YLJ yeé da to oréate impREUE Y2 RS
outputs.

Seeking exposure to impactful themdmth social and environmental, & first step toward
seeking to create impact.

Thematic investing is a less rigorous approach to creatilifionalpositive outputs than impact
inveding 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 investisgme capital will supposxisting stocks

of high-impactthemed assetswithout 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 assi 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 approachto sustainable investmentwhich explicitly seeks
investments which wilcreate additional positive outputs such asadditional environmental
effects andadditional access for the disadvantageddbg, education and healthcarduring the
holding period of the investment.

Impact investing increases tHevel of rigor over thematic investing by requiring both (i) the
creation of additional outputs with which to achieve the UN SD®@ssimply supporting stocks
of existing impactful assetmnd (ii) that social themes such as edtion and health care addss
disadvantaged populatian



Clearly he four approaches to sustainabtesestingeachfocus on different aspects of improving
the sustainability of a portfolio: >elusion of negative output;managng the risk of negative
outputs; managing expoge to the ESG profile of assetargeting positive themesand creating
additionaloutputs which are socially @nvironmentally positive

This difference in fous means that to improvehe sustainability profile of a portfolithe best
resultsare achieved by uisg a combination of the four approaches.

Combining the four approaches requires care.

SRI is not always consistent with ESG and impact investing. For example, retrofittingir@doal
power station with cleaner technology to reduce ierloon footprint over its estimatedwenty

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 risid impact inveshg complement each other.

OperationaESG management by itselill identify and manage ESG risks,buithout thematic
or impactstrategies,will fail to identify many businessmodetrelated opportunities to create
positive social and environmentalitputs.

Without operationalESG managemerthematic and impact strategies ruhe risk of failng to

identify ESG risksvhich can result in both lesset impact achievedand exposure to
embarrassing, credibilitgamaging, situationsThematic and impadtvesting arenost effective
and credible when executed in tandem witperationalESG management.

How Caran Institutional Investor ImplementSustainable Invsting Across Total AUK

To align its activities with sustainable investing an institutionadstw needsto consider is
operations from three perspectives

1 The investors owdailyoperations, such as staff and buildings.

1 Apex rsks, for which a standardized approach to managenaenbss all assets
under managemenis approved as part of corporate strategy

1 The portfolio of assets.

For anorganization whose business is investment the major sustainable risks and opportunities
are located in the portfolio.

That this is the case is evidefibm the categories used tare ESG risk by the IFC, described
Chart 8 These risk categoridscuson the ESG riskand opportunities in theortfolio of the
financial institution rather than on the daily operations of the institution
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Chart 8IFC ESG Risk Categories

Category A: Business activities with potential significant adverse environmental or social risks
and/or impacts that are diverse, irreversible, or unprecedented.

Category B: Business activities with potential limited adverse environmental or social risks
and/or impacts that are few in number, generally site-specific, largely reversible, and readily
addressed through mitigation measures.

Category C: Business activities with minimal or no adverse environmental or social risks and/or
impacts.

Category Fl: Business activities involving investments in financial institutions (Fls) or through
delivery mechanisms involving financial intermediation. This category is further divided into:

FI-1: when an Fl’s existing or proposed portfolio includes, or is expected to include, substantial
financial exposure to business activities with potential significant adverse environmental or
social risks or impacts that are diverse, irreversible, or unprecedented.

FI-=2: when an Fl’s existing or proposed portfolio is comprised of, or is expected to be
comprised of, business activities that have potential limited adverse environmental or social
risks or impacts that are few in number, generally site-specific, largely reversible, and readily
addressed through mitigation measures; or includes a very limited number of business
activities with potential significant adverse environmental or social risks or impacts that are
diverse, irreversible, or unprecedented.

FI-3: when an Fl’s existing or proposed portfolio includes financial exposure to business
activities that predominantly have minimal or no adverse environmental or social impacts.

Whilethe portfolio is the dominant location asustainabilityrisks and opportunitieswe will
2LISNYF 0A2ya |y
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Investor Operations Thedailyoperations of an investor, its H®licies, its governance

structure, the buildings it occugs, the energy and water it consumal create a sustainability
footprint. This footprint will be minor compared to the footprint of the portfolio, but it is still
worth addressing for reasons obnsistency 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

adzadFAYlFoAfAGRE LINPFAfabons2 T (GKS Ay@SaidaySydi

Apex Risks Apex risks arsustainabilitybasedreputational and financial risks that are
considered by the investor to be sufficiently serious that ihtgao ensure that they are
actively managed on eongstent basisacross all AUM, regarels of the type of asset and, in

the case of reputational risks, raeglless of the individual mandates dfents.

Deciding to standardize some part of the approach to implementing a sustainable strategy
across all AUMue to apex riskaeeds to be thoughthrough carefully as it is a major decision

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

One way to consider reputamnal goex risks is to think dfeadlines in the Financial Times that

would be so damaging to the finantia A y & G A (i dimh &hat it leas no N&Siteddzi |-
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contemplate them. They are risks for which the institution has zero appetite and which it
wishesto exclude from theportfolio. For example exposure to forced labor, kickbacks,
landmines.

These zerappetite reputationrisks are dealt with through aBRI strateggf creating an
exclusiorist of activities in which the institution will not invest. Neitherawn capital nor the
capital of clients.

There will beother reputation risks whie a financial institutiorwould preferto not occur but
which it hassome willingness to manage if they do arisbese risks can be addressed through
a requirement for a minimum standard operationalESG managementass all assetd his
minimum standad 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 riskanfincialapexrisksare not present for all financial institutions
They aremore likely to be present for those institutiomsanaging an asset portfolio that is
required to meet the demands of contractual liabilities. For example, a general insurance
company may have liakiks which are sensitive to climate change. In this case it may make
sense to try to create a hedge with assets whose earrangsvaluecome from mitgating
climate changeldentifying assets with this characteristien becomes a centrahematic
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 a institution® entire AUMnNto 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 onaizefits-all approach that can be deployd&y all investorsacross the entire
AUM

StrategicConsiderations

At a strategic level two factoshape how an individual institution will apply the four
sustainable strategies within its investment proceEsese factorare the size of the
institudl A 2y Q& | manddtesoRhe ingtitition and its éénts.

Thestrategicissue ihow the application of the four sustainable strategies affebtssize of
the investable universe of assetdativeto the investo@ AUM.

ESG, thematic and impact strategies carappliedas eitherabsolute or relative appaches.
An absolute approach setssminimum standard which needs to be met before an asset can be

12



consideredor inclusion in the portfolio. A relative approacdnk-orders asets and gives
preferenceto assets based on their rankimdhen allocating cajpatl.

Using ESG, thematic and ingbatrategies in an absolute wayan exclusionary approach
which limits the investable universe of asseislarger AUM an absolui@pproach will creata
conundrum: if there are insufficient assets available to meetahsolutestandard 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 jDRh& reason for this
disparity is illustratedn Chart 9 which makes itlear thatthe AUM ofphilanthropic investors
and DFIss very small compared to the AUM of institutional investors such as pension funds,
insurance companies and sovereign wealthds.

Chart 9 AUM of Different Typesf Institutional Investdy

Indicative Financial Assets Under Management
Smillion

’\

m Pension Funds

® |Insurance Companies

m Sovereign Wealth Funds

= Development Banks Private Sector Ops
Philanthropies

The mandates of philanthropic investors and DFIdikedy to require them to emphasizmn
absolute approach and meet minimum standards actosd 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 thepdidn 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 relatiapproach to the sustainable strategies.

6 Source PWC and author estimates.
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Given both th&@ mandate andhe size otheir AUM institutionainvestors need to take a
relative approacho applyingESG, thematic and impact strategies if they are to bring total AUM
within asustainable investent 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 #ibest alternativesin this way total
AUM is brought undesustainable 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 #maabsolute
standard is applied to a smaller carwat portfolio while the balance of the AUM are managed
to traditional risk/return criteria only.

To summarize the discussion so faraadtrategic levehn institutional investor should:

1 Manage the susinable profile of its own direct operations through the use of
operational ESG.

1 Identify sustainabilityrelated reputational ad financial apex risksh&
reputational risksshould be managethrough a combination of SRI exclusions and
tailored minimumoperationalESG standardsh@& financial risksean be managed
through a preference for assets which hedge the risks.

1 Understand that the significamhajority of its sustainability profile comes from its
portfolio rather than its own direct operations.

1 Adopta 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 irestors 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 strategi¢ssand i
clear that SRI and ESG (includmagations on ESG) are presentlychumore 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 adoption rates can be attributed to SRI and ESG being much
older strategies than thematic and impact. SRI has existingréemd fifty years and ESG for
around 30 years while the term impact investing was coined thirteen years ago (refer Chart 1).

Beymd elapsed timethe difference in adoption rates asodue, 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

14



been developed in the philanthropiad DFI worlds in which small&tJM permitsabsolute
forms of thematic and impact strategi#és be appliedo total AUM.

The much larger AUM of institutional investors requires thematic and impact strategies to be
applied in relative terms to bring totatstitutional AUM under sustainable management.

Chart 10 AUM ibifferent Sustainable Investment Strategies 22068

AUM Sustainable Investing Strategies 2016-2018
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Corporate
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Community Themed in-Class Screening & Integration Exclusionary
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Action

2016 $248.47 $276.16 $818.01 $6,195.4  $8,385.17 $10,353.2 $15,063.57

2018 $44426  $1,017.66 $1,841.87 $4,679.44  $9,83459 $17,543.81 $19,770.96
Growth 79% 269% 125% -24% 17% 69% 31%
2016-18

CAGR 33.7% 92% 50.1% -13.1% 8.3% 30.2% 14.6%

Asset Level Considerations

Beyondbroad strategic considerationdiow might an institutional investdiramethe search for
sustairable opportunities and riskacross total AUN

In searching for sustainable opportungi@nd risks we are looking for thré@ngs:

1 Opportunities to create additional pd&e outputs with which taneet the UN
SDGs.

1 Opportunities to support existingtocks of sustainable assets.

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

A concept familiar to investors, the busss lifecycle of companies, providesuseful framing
device for thinking abouthe locationof assets which create the largest quantityaoiditional

7 Surce:2018 Global Sustainable Investment Review, published by the Global Sustainable Investment Bigammeal publication. Next due
2020.
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impactful outputs assets which hold the largestisting stock oimpactful outputsand the
location of the greatestisk oflargenegative outputs.

Table 3outlines the sibusinessstrategies wheh are used in various combinat®io create
financial return @ equity investments. Of these strategies only organic growth is directly
connected to the creation addditionalimpactful outputs such as environmental effects and
access to jobs, educati@nd housing that are required to meet the UN SDGs.

These six strategies map tivose 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 SBtrateges Which Create Financial Value

The contributionof organic growtho the creation of inancial returndeclines at larger

company sizes. Chart pPovides some partial datan 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
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