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Transition requires
investment,
not divestment

There is a growing realisation among
asset owners and asset managers that
excluding certain sectors or companies
from portfolios is unlikely to facilitate
the move to a more sustainable global
economy. Exclusions may sometimes
be used in portfolios to manage
exposure and downside risk. However,
companies need capital to transition
business models, which requires
investors. Divesting from high-intensity
sectors may lead to an immediate
drop in a portfolio's emissions, but

it does not translate directly to real
world emissions reductions. In addition,
providing capital allows investors to
have a voice in the future direction of

a company. By investing in challenging
companies and sectors and helping them
transition, investors have the potential
to participate in the upside and help
generate alpha for their clients.

As an example, investors who
approach climate-focused investing
with screening criteria may exclude
utilities, as the vast majority of
utilities companies in the S&P

500 have some tie to fossil fuels!
However, the decarbonisation rate of
the sector is also one of the fastest,
both in absolute terms and on an
intensity basis for Scope 1and Scope
2 emissions. Utilities companies

with decarbonisation targets are
transitioning at an even faster rate:
the 24% year-over-year average
intensity reduction is faster than

any other sector, and approximately
13% of revenues come from low-
carbon products and solutions.? The
potential downside of an exclusion or
divestment approach is that it makes
little difference to companies’ cost of
capital.? In searching for alternative
sources of capital, companies may turn
to managers that are more focused on

short-term returns rather than creating

long-term value, likely perpetuating
problems rather than resolving them.

In short, we believe the transition to

a more sustainable economy requires
investment across all sectors —
regardless of emissions levels — and
to back companies transforming their
business models with credible targets,
capital expenditure and research and
development in support of a clean
energy future.

Diversity & inclusion
is not tokenism, it is
financially relevant

Diversity and inclusion ("D&I")
initiatives have attracted some
criticism at times, often based on
the claim that they do not impact
commercial outcomes. Much of this
critique narrowly focuses on the
hiring of diverse candidates, but this
lens overlooks the broader scope of
what D&l entails. To find long-term
value, investors should look beyond
demographic statistics alone to identify
the companies that are building
inclusive cultures that encourage
diverse perspectives.

Inclusive cultures, as defined by Edmans
et al, are those where “people of all
backgrounds are respected and made

to feel welcome, and that employees
are encouraged to speak up [and]
express their views". They find that while
policies like parental leave or flexible
working are part of the solution, they
typically achieve maximum impact

when employees are encouraged to

197% of utilities companies by count in the S&P 500 have some tie to fossil fuels. Source: MSCI Data as of November 28, 2025.
2 Source: MSCI Data as of November 28, 2025. The decarbonization rate is determined by calculating the compound annual change between 2020 and 2023

using MSCl emissions data.

3 A Stanford University and University of Pennsylvania study demonstrated that to effect more than 1% change in the cost of capital of a company, investors
would need to make up more than 80% of all its investable wealth. Source: Jonathan Berk & Jules H. van Binsbergen, “The Impact of Impact Investing,” Law &

Economics Center at George Mason University Scalia Law School Research Paper Series No. 22-008 (2021).

JANUARY 2026 | MORGAN STANLEY INVESTMENT MANAGEMENT



participate. Their research emphasizes
the importance of management playing
an active role in building a culture

to ensure employees feel valued,
encouraged to innovate, and confident
their contributions will be heard.*

Studies show that companies that
actively foster inclusive cultures by
including employees from diverse
backgrounds in decision-making and
provide them with the psychological
safety' to share these perspectives
tend to avoid group think and consider
a broader range of possibilities
before selecting a course of action.®
Additionally, research suggests these
companies are associated with higher
future earnings surprises and higher
valuation ratios.®

Investors who want to unlock this
value should identify companies
focused on inclusive corporate cultures,
as these firms position themselves for
stronger problem-solving and more
resilient financial returns.

Sustainable supply
3 must be accompanied
by reduced demand
The focus on climate mitigation and
global CO, emissions has led to significant
efforts on the supply side of the equation,
with the aim to catalyse a systemic shift

in energy supply to low-carbon sources.
Surprisingly little focus has been given
to the demand side of the equation.
Research suggests that today's business
practices will contribute to a global gap
between the supply and demand of
natural resources that translates to as
much as $25 trillion of lost economic
growth by 20507

Illustrating the downside of focusing on
supply alone, the Morgan Stanley Institute
for Sustainable Investing notes that
decarbonisation efforts could cause the
demand for critical minerals to rise sixfold
by 2040.8 As an example, in the transition
to a low-carbon economy, copper will be
vital for clean energy technologies and
demand is set to increase by over 50%.

This demand means we need to mine
more copper in the next 20 years than we
have in the last 5,000 years, a challenge
given decreasing rates of mine discovery
and growing political backlash against the
negative biodiversity effects of key South
American producers.? Copper recycling

is an efficient solution — it can save up

to 85% of the energy needed for mining
and extraction and is 13 times more cost
efficient than mining new supply.® The
financial benefits of circular strategies

can lower input costs and should directly
impact bottom lines, in addition to helping
conserve finite global resources.

Looking at the fashion industry as another
example, Gen Z and millennial consumers
have been shown to seek cost-effective

“ Alex Edmans, Caroline Flammer & Simon Glossner, “(Diversity) Equity and Inclusion,” Finance, Economics & Banking Research Paper No. 07 (2024).

5 Stephanie Duchek, Sebastian Raetze & lanina Scheuch, “The role of diversity in organizational resilience: a theoretical framework,” Business Research 13 (2020):
p. 387-423; Erik Larson, “New Research: Diversity + Inclusion = Better Decision Making At Work,” Forbes, September 21, 2017; Georgi Karadzhov, Andreas

Vlachos & Tom Stafford, “The effect of diversity on group decision-making,” arXiv (2024); Henrik Bresman & Amy Edmonson, “Research: To Excel, Diverse Teams
Need Psychological Safety,” Harvard Business Review, March 17, 2022.

& Alex Edmans, Caroline Flammer & Simon Glossner, “(Diversity) Equity and Inclusion,” Finance, Economics & Banking Research Paper No. 07 (2024).
7 Accenture, “The Circular Economy Could Unlock $4.5 trillion of Economic Growth, Finds New Book by Accenture,” Accenture, September 2015.

8 “Navigating the Next Decade: 10 Demand Signals for the Next 10 Years of Sustainable Finance’, Morgan Stanley, October 2023.

9 Ed Conway, “Material World: The Six Raw Materials That Shape Modern Civilisation” (New York: Knopf Publishing Group, 2023).

10 Xix Chen & Ke Wang, “More than Ore: The pivotal role recycled copper can play in the energy transition,” World Resources Institute, January 7, 2025. “How
copper recycling benefits the environment,” Copper Sustainability Partnership, March 25, 2024.
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and sustainable fashion alternatives™ As
younger generations gain spending power,
we can expect companies that deliver on
these dimensions to continue to thrive.

Investors looking to capitalise on the
opportunities presented by the circular
economy should seek out companies
pivoting their business models to ones
that use less, use longer, and allow for
regeneration to do it all again.

Investors are already
4 exposed to nature,

but it needs to be

valued properly

According to the Intergovernmental
Platform on Biodiversity and
Ecosystem Services, over 50% of
global GDP depends on natural
resources, equivalent to $58
trillion.”” Investors are therefore
already exposed, and would benefit
from understanding the impacts,
dependencies, risks and opportunities
posed by a company dependent on
nature to generate profits. Ten major
global equity indices have an average
of 10% of their market value-based
index weight flagged for biodiversity
dependences or impacts, and around
20% flagged by revenue screens for
biodiversity risk.”® Landmark political
agreements such as the COP26
deforestation pledge and the 30x30
target agreed at Biodiversity COP

15 (“a Paris Agreement for Nature”)
codify that the protection of land and
marine resources must be prioritised
alongside economic growth. The

consequence of these developments is
that when thinking about the sourcing
of natural resources, investors need
to question whether they are priced
appropriately. Many companies already
look at stress testing for carbon prices,
but it is far less common to do so for
timber, commodities, minerals and
water. Sourcing them cheaply through
unsustainable means may no longer be
viable. This is already being reflected

in policy, with the EU Deforestation
Regulation (EUDR) introducing stricter
requirements around traceability and
sustainable sourcing, significantly
increasing compliance requirements for
companies sourcing key commodities
like timber, soy, and palm oil.

Investors who want to properly factor in
transition risks related to resource pricing
need to understand which biodiversity
dependencies they are exposed to.
Engaging with investee companies to
determine whether they have identified
such dependencies, which, if any, they

are pricing in, and any steps they may

be taking to mitigate them, may help
them build more profitable and durable
businesses in the long term.

Climate resilience
is an economic
imperative

The Paris Agreement adopted in 2015
at the UN Climate Change COP 21 set
long-term goals for countries to reduce
global greenhouse gas emissions over
time. However, in the years following
this, the voice of developing countries in
particular became amplified, highlighting
the necessity for climate adaptation

to tackle the challenges that they face
today, irrespective of the global
warming trajectory in the future.

The consequences of acute weather
events such as heat waves, drought,
flooding, hurricanes, and wildfires, as
well as longer- term weather patterns,
are likely to impact various asset classes.
For equity investors, physical climate
risks are already embedded in portfolios:

so—

™ Hyunsoo Rim, “Fashion Rental Market Makes A Comeback — As Gen Z And Millennials Revive Brands Like Nuuly, Rent The Runway’", Forbes, May 28, 2024
2 “|PBES Transformative Change Assessment,” IPBES, December 18, 2024
B “Analyzing Portfolio Dependencies and Impacts on Nature with Morgan Stanley's Biodiversity IQ Tool”, Morgan Stanley, February 2025.
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https://www.ipbes.net/transformative-change/media-release
https://www.spglobal.com/content/dam/spglobal/corporate/en/images/general/special-editorial/sp-trucost-interplay-of-transition-and-physical-risk-report-05a.pdf

S&P found that nearly 60% of S&P 500
companies hold assets with high physical
risk exposure.™ Insured losses related to
natural disasters totalled $140 billion

in 2024 alone®and insurance premiums
are also rising given the increased risk.
This surge in premiums is not without
consequence: a one standard deviation
increase in insurance premiums leads

to a 16% rise in mortgage delinquency,
putting residential mortgage-backed
security portfolios at greater risk.® These
direct financial impacts are becoming
increasingly material, calling for urgent
adaptation and resilience strategies. A
2024 study from the U.S. Chamber of
Commerce found that a $10.8 billion
investment in resilience ahead of a
Category 4 hurricane hitting Miami
could save 184,000 jobs, $26 billion in
GDP, and $17 billion in earned income —
underscoring that the cost of inaction far
outweighs the price of preparedness.”

Equally, as environments potentially
become uninhabitable, climate
displacement should not be overlooked
for its indirect contribution to

the development of geopolitical

and security crises, what the U.S.
Department of Defense calls a

“threat multiplier® In 2022, 32

million displacements were caused by
weather-related hazards representing
a 41% increase compared to 2008.
An example of this action is the

Sahel region in Africa, which has

been experiencing an accelerated
temperature rise compared to the global
average leading to longer dry seasons.
Land and water disputes are leading

to civil unrest giving opportunities for
extremists to escalate conflict. The
United Nations notes that as of 2020,
parts of the region were experiencing one
of the world's fastest displacement crises
with over 640,000 people impacted in
2020 alone.?°If temperatures rise and
forced migration accelerates globally as
currently projected,” investors who want
to appropriately manage related risks
need to understand the exposures of
companies and portfolios.

Look further and see deeper

The five sustainability themes we have
identified are potentially of systemic
significance, however, the way in
which they will manifest for specific
companies, countries or investment
portfolios will be idiosyncratic, as

will the timing and degree to which
they may be financially material. To

address this, the MSIM Sustainability
team has designed a range of analytical
tools — recognised by Risk.net’s Risk
Technology Awards for Best In-House
Climate Risk Initiative?? — that allow
MSIM investment teams to interrogate
the data on these five themes and
evaluate how these could impact their
investment theses. Through continuing
to strategically assess potential
sustainability headwinds and tailwinds,
and by innovating and iterating our
approaches to ESG data and analytics,
we aim to empower our investment
teams to critically evaluate the long
view when it comes to sustainable
investing, as appropriate, to ultimately
look further and see deeper to

generate value for our clients.

™ Rick Lord, Steven Bullock, Murray Birt, “Understanding Climate Risk at the Asset Level: The Interplay of Transition and Physical Risks,” S&P Global (2019).
s “Climate change is showing its claws: The world is getting hotter, resulting in severe hurricanes, thunderstorms and floods,” Munich Re, January 9, 2025.

6 Shan Ge, Stephanie Johnson & Nitzan Tzur-Ilan, “Climate Risk, Insurance Premiums, and the Effects on Mortgage and Credit Outcomes,” Federal Reserve Bank

of Dallas Working Paper 2505 (2025).

™ “The Preparedness Payoff: The Economic Benefits of Investing in Climate Resilience”, U.S. Chamber of Commerce, Allstate, and U.S. Chamber of Commerce

Foundation, June 25, 2024.

8 “Why climate change is a ‘threat multiplier,’ Yale Climate Connections, June 20, 2019.

9 Siegfried, Kristy, “Climate change and displacement: the myths and the facts’, UNHCR, November 13, 2023.

20 “How climate change is multiplying risks for displacement”, UNHCR, December 2, 2020.
21 Robert Muggah & Katie Hill, “African cities will double in population by 2050. Here are 4 ways to make sure they thrive,” World Economic Forum,

June 27, 2018.

22 As of June 2025. The award was open to banks, insurers, asset managers and other market participants that have built proprietary risk technology for internal
purposes and/or client use with substantial development within the past year.
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https://www.munichre.com/en/company/media-relations/media-information-and-corporate-news/media-information/2025/natural-disaster-figures-2024.html
https://www.dallasfed.org/-/media/documents/research/papers/2025/wp2505.pdf
https://www.uschamber.com/assets/documents/USCC_2024_Allstate_Climate_Resiliency_Report.pdf

Risk Considerations

There is no guarantee that any investment strategy will work under all market conditions, and each investor should evaluate their ability

to invest for the long-term, especially during periods of downturn in the market. Market values can change daily due to economic and other
events (e.g. natural disasters, health crises, terrorism, conflicts and social unrest) that affect markets, countries, companies or governments. It is
difficult to predict the timing, duration, and potential adverse effects (e.g. portfolio liquidity) of events. ESG Strategies that incorporate impact
investing and/or Environmental, Social and Governance (ESG) factors could result in relative investment performance deviating from other
strategies or broad market benchmarks, depending on whether such sectors or investments are in or out of favor in the market. As a result,
there is no assurance ESG strategies could result in more favorable investment performance.

The views and opinions and/or analysis expressed are those of the author or the investment team as of the date of preparation of this material
and are subject to change at any time without notice due to market or economic conditions and may not necessarily come to pass. Furthermore,
the views will not be updated or otherwise revised to reflect information that subsequently becomes available or circumstances existing, or
changes occurring, after the date of publication. The views expressed do not reflect the opinions of all investment personnel at Morgan Stanley
Investment Management (MSIM) and its subsidiaries and affiliates (collectively “the Firm"), and may not be reflected in all the strategies and

products that the Firm offers.

Forecasts and/or estimates provided herein are subject to change and may not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of the authors or the investment team. These conclusions are speculative in
nature, may not come to pass and are not intended to predict the future performance of any specific strategy or product the Firm offers. Future
results may differ significantly depending on factors such as changes in securities or financial markets or general economic conditions.

This material has been prepared on the basis of publicly available information, internally developed data and other third-party sources believed
to be reliable. However, no assurances are provided regarding the reliability of such information and the Firm has not sought to independently

verify information taken from public and third-party sources.

This material is a general communication, which is not impartial and all information provided has been prepared solely for informational and
educational purposes and does not constitute an offer or a recommendation to buy or sell any particular security or to adopt any specific
investment strategy. The information herein has not been based on a consideration of any individual investor circumstances and is not
investment advice, nor should it be construed in any way as tax, accounting, legal or regulatory advice. To that end, investors should seek
independent legal and financial advice, including advice as to tax consequences, before making any investment decision.

The Standard & Poor's 500° Index (S&P 500°) measures the performance
of the large cap segment of the U.S. equities market, covering approximately
80% of the U.S. equities market. The Index includes 500 leading companies in
leading industries of the U.S. economy.

The indexes are unmanaged and do not include any expenses, fees or sales
charges. It is not possible to invest directly in an index. Any index referred to
herein is the intellectual property (including registered trademarks) of the
applicable licensor. Any product based on an index is in no way sponsored,
endorsed, sold or promoted by the applicable licensor and it shall not have
any liability with respect thereto.

This material is not a product of Morgan Stanley's Research Department and
should not be regarded as a research material or a recommendation.

The Firm has not authorised financial intermediaries to use and to distribute
this material, unless such use and distribution is made in accordance with
applicable law and regulation. Additionally, financial intermediaries are required
to satisfy themselves that the information in this material is appropriate

for any person to whom they provide this material in view of that person'’s
circumstances and purpose. The Firm shall not be liable for, and accepts no
liability for, the use or misuse of this material by any such financial intermediary.

This material may be translated into other languages. Where such a
translation is made this English version remains definitive. If there are any
discrepancies between the English version and any version of this material in
another language, the English version shall prevail.

The whole or any part of this material may not be directly or indirectly
reproduced, copied, modified, used to create a derivative work, performed,
displayed, published, posted, licensed, framed, distributed or transmitted
or any of its contents disclosed to third parties without the Firm's express
written consent. This material may not be linked to unless such hyperlink
is for personal and non-commercial use. All information contained herein is
proprietary and is protected under copyright and other applicable law.
Eaton Vance, Atlanta Capital, Parametric and Calvert are part of

Morgan Stanley Investment Management. Morgan Stanley Investment
Management is the asset management division of Morgan Stanley.

DISTRIBUTION

This material is only intended for and will only be distributed to persons
resident in jurisdictions where such distribution or availability would not
be contrary to local laws or regulations.

MSIM, the asset management division of Morgan Stanley (NYSE: MS), and
its affiliates have arrangements in place to market each other's products
and services. Each MSIM affiliate is regulated as appropriate in the
jurisdiction it operates. MSIM's affiliates are: Eaton Vance Management
(International) Limited, Eaton Vance Advisers International Ltd, Calvert
Research and Management, Eaton Vance Management, Parametric
Portfolio Associates LLC, and Atlanta Capital Management LLC.

This material has been issued by any one or more of the following entities:

EMEA
This material is for Professional Clients/Accredited Investors only.

In the EU, MSIM and Eaton Vance materials are issued by MSIM Fund
Management (Ireland) Limited (‘FMIL"). FMIL is regulated by the Central Bank
of Ireland and is incorporated in Ireland as a private company limited by shares
with company registration number 616661 and has its registered address at
24-26 City Quay, Dublin 2, DO2 NY19, Ireland.

Outside the EU, MSIM materials are issued by Morgan Stanley Investment
Management Limited (MSIM Ltd) is authorised and regulated by the Financial
Conduct Authority. Registered in England. Registered No. 1981121. Registered
Office: 25 Cabot Square, Canary Wharf, London E14 4QA.

In Switzerland, MSIM materials are issued by Morgan Stanley & Co.
International plc, London (Zurich Branch) Authorised and regulated by
the Eidgendssische Finanzmarktaufsicht ("FINMA"). Registered Office:
Beethovenstrasse 33, 8002 Zurich, Switzerland.

Outside the US and EU, Eaton Vance materials are issued by Eaton Vance
Management (International) Limited (“EVMI”) 125 Old Broad Street, London,
EC2N1AR, UK, which is authorised and regulated in the United Kingdom by
the Financial Conduct Authority.

Italy: MSIM FMIL (Milan Branch), (Sede Secondaria di Milano) Palazzo
Serbelloni Corso Venezia, 16 20121 Milano, Italy. The Netherlands: MSIM FMIL
(Amsterdam Branch), Rembrandt Tower, 11th Floor Amstelplein 11096HA,
Netherlands. France: MSIM FMIL (Paris Branch), 61 rue de Monceau 75008
Paris, France. Spain: MSIM FMIL (Madrid Branch), Calle Serrano 55, 28006,
Madrid, Spain. Germany: MSIM FMIL Frankfurt Branch, GroBe GallusstraBe
18, 60312 Frankfurt am Main, Germany (Gattung: Zweigniederlassung (FDI)
gem. § 53b KWG). Denmark: MSIM FMIL (Copenhagen Branch), Gorrissen
Federspiel, Axel Towers, Axeltorv2, 1609 Copenhagen V, Denmark.
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MIDDLE EAST

Dubai: MSIM Ltd (Representative Office, Unit Precinct 3-7th Floor-Unit
7071and 702, Level 7, Gate Precinct Building 3, Dubai International Financial
Centre, Dubai, 506501, United Arab Emirates. Telephone: +97 (0)14 709 7158).

This document is distributed in the Dubai International Financial Centre by
Morgan Stanley Investment Management Limited (Representative Office),
an entity regulated by the Dubai Financial Services Authority (‘"DFSA". It is
intended for use by professional clients and market counterparties only. This
document is not intended for distribution to retail clients, and retail clients
should not act upon the information contained in this document.

u.s.

NOT FDIC INSURED. OFFER NO BANK GUARANTEE. MAY LOSE
VALUE. NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY.
NOT A DEPOSIT.

ASIA PACIFIC

Hong Kong: This material is disseminated by Morgan Stanley Asia Limited for
use in Hong Kong and shall only be made available to “professional investors”
as defined under the Securities and Futures Ordinance of Hong Kong (Cap
571). The contents of this material have not been reviewed nor approved by
any regulatory authority including the Securities and Futures Commission

morganstanley.com/im

in Hong Kong. Accordingly, save where an exemption is available under the
relevant law, this material shall not be issued, circulated, distributed, directed
at, or made available to, the public in Hong Kong. Singapore: This material is
disseminated by Morgan Stanley Investment Management Company and may
not be circulated or distributed, whether directly or indirectly, to personsin
Singapore other than to (i) an accredited investor (ii) an expert investor or

(i) an institutional investor as defined in Section 4A of the Securities and
Futures Act, Chapter 289 of Singapore (“SFA"); or (iv) otherwise pursuant to,
and in accordance with the conditions of, any other applicable provision of the
SFA. This publication has not been reviewed by the Monetary Authority of
Singapore. Australia: This material is provided by Morgan Stanley Investment
Management (Australia) Pty Ltd ABN 22122040037, AFSL No. 314182 and
its affiliates and does not constitute an offer of interests. Morgan Stanley
Investment Management (Australia) Pty Limited arranges for MSIM affiliates
to provide financial services to Australian wholesale clients. Interests will only
be offered in circumstances under which no disclosure is required under the
Corporations Act 2001 (Cth) (the “Corporations Act”). Any offer of interests
will not purport to be an offer of interests in circumstances under which
disclosure is required under the Corporations Act and will only be made to
persons who qualify as a “wholesale client” (as defined in the Corporations
Act). This material will not be lodged with the Australian Securities and
Investments Commission.

© 2026 Morgan Stanley. All rights reserved.
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