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In his recent book, David Brooks argues that as
we mature, we need to move beyond ‘the first
mountain’, the one we think we're meant to
climb, beyond self-gratification and individual
goals, to climb the second mountain, where we
find fulfilment in helping others or addressing
a common good. It's not difficult to extrapolate
this argument beyond the individual to
corporations (and even fund managers), where
today’s environmental and social challenges
offer businesses ample opportunity to focus on
purpose as well as profit.

It is now 50 years, half a century, since the economist Milton
Friedman argued that the sole purpose of business was

to generate profits for shareholders. He did have a greater
good in mind—that successful companies would pay taxes
which would benefit society—but this second notion didn’t
gain as much currency as the first, particularly among the
business community. This thinking has appeared a somewhat
immutable truth over the past five decades. However, last
year’s announcement by the U.S. Business Roundtable, made
up of some of the world's leading companies, including many
world class multinationals we own in our portfolios, provided
a watershed moment that it was perhaps time to reframe
Friedman’s argument. Might sustainability or durabilicy—
for these companies and the world—in fact depend on a
more holistic perspective? In particular the signatories made
commitments to their customers, employees, suppliers and
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communities, alongside the promise of generating long-term
value for their shareholders.

As long-term investors in high quality companies, this just
strikes us as good business practice and even common sense.
Dealing briefly with the four stakeholders the Business
Roundtable mentioned, there are obvious examples of why each
of these matter:

e CONSUMERS: It is becoming increasingly clear in the world
of consumer staples that to be successful companies have
to deliver ‘performance’ products, which actually deliver
benefits, not least because social media helps consumers
become far savvier.

e EMPLOYEES: In many sectors dependent on highly skilled
workers, most obviously software & IT services, the ability
to recruit, motivate and retain staff is a crucial source of
competitive advantage.

* SUPPLIERS: Companies are increasingly being held
responsible for their whole supply chain, be it around worker
safety or environmental impacts.

e COMMUNITIES: Aside from the obvious point that communities
are generally consumers, companies now have to deal with
a tougher political and regulatory environment, for instance
around trade, tax, anti-trust, data privacy and the environment.

“Our portfolios are designed for
performance not impact, but it is
increasingly true that impact will
affect performance over time."

To us there is no trade-off between ‘doing the right thing’ and
long-term success. Long-term success requires that companies
‘do the right thing. We have been clear from the start that our
portfolios are designed for performance not impact, but it is
increasingly true that impact will affect performance over time,
as companies are becoming increasingly responsible for the
externalities they create, be they carbon, plastic waste or the loss
of privacy.

Being more positive, the new Zeitgeist presents opportunities as
well as risks, as purpose-led brands or those that stay on the right

side of employees and regulators, can drive financial opportunity.
This may be in the form of market share gains, pricing or an
engaged workforce respectful of the regulatory environment. As
Unilever’s CEO Alan Jope argues it is “not about purpose instead
of profit but rather profit through purpose”—in other words,
customers are more likely to purchase brands that clearly signal
values with which they are aligned.

“Environmental and social factors
have become ever more important
to the companies we invest in

given the climate crisis, social
media, and less predictable political
environments’

As investors in compounders, we have always been focussed on
the long term. The companies we own tend to be less cyclical
than the index, and have strong strategic positions. As such, it
has always been implicit that ESG-type factors were towards
the top of the list of threats to sustaining high returns, hence
our historic focus on governance. Over the last few years,

the environmental and social factors have become ever more
important to our companies, given the climate crisis, prevalence
of social media and the less predictable political environments.
Our response has been to become more systematic around
ESG considerations. As a result, as an investment team we are
climbing what at times feels like our own second mountain,
grappling with what are often difficult to quantify ESG risks
and opportunities.

In some cases, it is relatively easy to get to the familiar comfort
of numbers, for instance in accounting for the likely incremental
costs of around 30 bps per year to consumer staples companies
paying the 40% premium for fully recycled plastic (or cutting
the growth rates for those who fail to adapt). Equally, the risk
from higher corporate taxes can be measured by comparing the
company’s current tax rate with the revenue weighted average
of tax rates where the company operates. It is even possible

to model the impact of a $100/tonne tax on CO, emissions;
fortunately this is manageable for the companies in our global
portfolios, as the carbon intensity is 87-89% lower than that of
the index, based on tonnes of CO, per $million sales.'

1 Source: MSCI, Morgan Stanley Investment Management, as at 31 December 20719.
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Other issues are not so easily reduced to numbers, and these
have given rise to fascinating conversations within the team.
For instance:

» How to think about tail-risks—Ilow probability events with
major potential costs, such as a data breach?

» Which risks are sufficiently material for us to change
a company’s cost of capital or terminal growth rate in
our model?

e What value do we put on diversity, and what cost on its
absence? More broadly, culture is crucial, but is it measurable?

It is within this context that we have been working on
developing a proprietary ESG scorecard for our companies
which will focus not only on material stock specific issues

and controversies, but also on attaching metrics to pressing
“universal” issues such as environment threatening carbon
emissions, safety, data, regulation and diversity, whether risks
or opportunities. Where these are significant enough, there will
be an explicit adjustment to either our modelled numbers, our
valuation methodology or to the position sizes in our portfolios.

THE SECOND MOUNTAIN

“We don't have all the answers yet,
but what we offer is a commitment
to confront these issues within the
team rather than outsourcing, and
a history of thorough engagement
with the companies we own"

As ever, we remain pragmatists, artists as well as scientists,
recognizing that issues are seldom clear-cut. As bottom-up
fundamental investors, we seek greater understanding of our
investments in an ever more complex world. We are striving
to arrive at a reasonably objective assessment of the net effect
of our companies’ positive and negative activities on their
return potential. We openly admit we do not have all the
answers yet, and almost certainly never will! What we can
offer is a genuinely long-term perspective, a commitment to
confront these issues within the team rather than outsourcing
them elsewhere, a history of thorough engagement with the
companies we own, and the deep sector and company expertise
to isolate and analyse the key issues. We look forward to
climbing the second mountain together with you.
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accounts managed according to the Strategy include a number of securities
and will not necessarily track the performance of any index. Please consider
the investment objectives, risks and fees of the Strategy carefully before
investing. A minimum asset level is required. For important information
about the investment manager, please refer to Form ADV Part 2.

Please consider the investment objectives, risks, charges and
expenses of the funds carefully before investing. The prospectuses
contain this and other information about the funds. To obtain
a prospectus please download one at morganstanley.com/im
or call 1-800-548-7786. Please read the prospectus carefully
before investing.

Morgan Stanley Distribution, Inc. serves as the distributor for
Morgan Stanley funds.
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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. Prior
to investing, investors should carefully review the strategy's / product’s
relevant offering document. There are important differences in how the
strategy is carried out in each of the investment vehicles.

A separately managed account may not be suitable for all investors.
Separate accounts managed according to the Strategy include a number
of securities and will not necessarily track the performance of any index.
Please consider the investment objectives, risks and fees of the Strategy
carefully before investing.
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been prepared solely for informational and educational purposes and does
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and are not intended to predict the future performance of any specific
Morgan Stanley Investment Management product.
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MSIM shall not be liable for, and accepts no liability for, the use or misuse
of this document by any such financial intermediary.

The whole or any part of this work may not be reproduced, copied or
transmitted or any of its contents disclosed to third parties without MSIM's
express written consent.

All information contained herein is proprietary and is protected under
copyright law.
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