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INCLUSIVE GROWTH

Sustainable Reality

Strong Inclusive Growth Performance

Drives Down Risk for Bondholders

With the global economy on the rebound, corporations have
a critical role to play in delivering an inclusive recovery that

KEY INSIGHTS

Inclusive Growth in Context >

addresses the glaring social and economic disparities exposed

by the pandemic and the renewed focus on issues of social
justice in the U.S. Grasping this opportunity brings benefits to
society and can also potentially improve risk and return

Quantifying Corporate
Performance on Inclusive
Growth >

profiles for bonds, as demonstrated by new research from the

Morgan Stanley Institute for Sustainable Investing.

Corporations have far-reaching impacts on society, their
stakeholders and economic growth through the decisions
they make across four key areas of business: their employees,
products and services, operations and management practices.
Their choices can either support or hinder inclusive growth
that delivers broad-based economic gains and opportunity.
This brief introduces the Institute’s proprietary Inclusive
Growth Score, which measures company performance across
these four key areas. When we applied the metric to the U.S.
corporate bond market, we found that investors, on average,

Our Findings >

viewed bonds issued by high-scoring companies as less risky
than bonds issued by low-scoring companies during 2020’s
severe market volatility.

These findings reinforce previous Institute analyses showing
that investment funds incorporating social and environmental
criteria can outperform their traditional counterparts.” Our
Inclusive Growth Score offers a valuable new quantitative
metric to support investors, corporate decision makers and
other stakeholders as they pursue a sustainable and resilient
post-pandemic global economy.

*Past performance is not a guarantee or indicative of future performance.


https://www.morganstanley.com/ideas/esg-funds-outperform-peers-coronavirus

SUSTAINABLE REALITY

Inclusive Growth in Context

The turbulent events of 2020-2021 have placed heightened expectations on companies to
respond to societal challenges. C-suites face growing scrutiny as they respond to stakeholder
concerns ranging from employee health and changing workplace practices to diversity, equity
and inclusion, income inequality and climate change.

Seven in ten U.S. adults (71%) now believe corporations have
a role in responding to social justice, according to research
firm Opinium.! Among investors, four in five institutional asset
owners,? nearly half of U.S. individual investors? and three

quarters of asset managers* now practice sustainable investing.

With consumers, investors, employees and communities

all demanding corporate leadership on societal issues and
sustainability, corporations face new risks and opportunities
in support of inclusive growth. In 2017, the Morgan Stanley
Institute for Sustainable Investing published Inclusive Growth
Drivers: The Anatomy of a Corporation which demonstrated
how the specific decisions businesses make about their
employees, products and services, operations and management
practices can have wide-ranging impacts on society and
economic growth. We identified business levers in each of
these four key areas for promoting inclusive growth and
supporting stakeholders including employees, communities
and customers.

WHAT WE MEAN BY INCLUSIVE GROWTH

Inclusive growth delivers economic gains that are
broad-based, sustainable and provide opportunity for
all. This begins with income, but also includes access
to health, education and economic advancement
opportunities regardless of gender, race, ethnicity or
geography. Interest in inclusive growth is spreading
from economists and policy makers to business

leaders and the investment community. Benefits for

companies can include improved business operating
environments and greater consumer purchasing power.

Seven in ten U.S. adults (71%) now believe
--------- corporations have a role in responding to social
justice, according to research firm Opinium.’
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STRONG INCLUSIVE GROWTH PERFORMANCE DRIVES DOWN RISK FOR BONDHOLDERS

There is growing evidence that investing in such policies can To address this, we developed a proprietary quantitative
deliver significant benefits for companies in areas like employee  metric to evaluate companies’ performance on adopting policies
retention and engagement (Figure 1). However, the perception and practices that drive inclusive growth. On the following
persists among companies and investors that inclusive growth pages, we describe the methodology and our findings when
practices can harm the bottom line. applying the Inclusive Growth Score in a real-world context—

to credit risk performance in the corporate bond market.

FIGURE 1
By the Numbers: How Inclusive Growth Benefits Companies
o)
8%
Firms with higher Companies in the top Business units in the top On average, stocks of

gender diversity have quartile for racial and quartile for employee companies named to

outperformed their ethnic diversity are 36% engagement were 18% Glassdoor's Best Places to
less diverse peers by more likely to achieve more productive Work earned 20.3% per

3.1% per year from returns above national than their bottom year between 2009-2019,
2011-2019, based on industry medians.® quartile peers.” compared to 12.9% for

Morgan Stanley's Holistic the S&P 500.8
Equal Representation
Score (HERS).®
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SUSTAINABLE REALITY

Quantifying Corporate Performance on
Inclusive Growth

The Morgan Stanley Institute for Sustainable Investing developed the Inclusive Growth Score to
provide a comprehensive assessment of inclusive growth performance. It offers a simple snapshot,
backed by granular data points, to guide investor and corporate decision making. The better that
companies treat their stakeholders, and the more they pursue practices that support equitable
workplaces, responsible products, inclusive operations, responsible supply chains and transparent
governance, the higher their score.

The Inclusive Growth Score is a proprietary metric made up of the Inclusive Growth Score attempts to go beyond standard
36 key performance indicators (KPIs) drawn from the framework  metrics used in trying to assess inclusivity to deliver unique,
first published in Inclusive Growth Drivers: The Anatomy of a quantitative-driven insights.

Corporation, and are categorized under the four key areas for
corporate influence on society: human resources, products
and services, operations management and firm management
and governance (Figure 2). By combining multiple data points,

The KPIs within each of the four pillars are equally weighted in
the calculation of their respective scores. Scores from each of
the four areas are then also equally weighted in the calculation
of the overall Inclusive Growth Score.

FIGURE 2

Anatomy of a Corporation: Inclusive Growth Drivers and Indicators

(Inclusive growth indicator areas: illustrative examples)

HUMAN RESOURCES PRODUCTS AND OPERATIONS FIRM MANAGEMENT

« Workplace diversity SERVICES MANAGEMENT AND GOVERNANCE
(e.g. Has an equal * Product advertising * Supplier capacity building * Board structure and
opportunity policy or (e.g. Responsible (e.g. Has a supplier management (e.g. Percentage
equivalent to ensure marketing score) diversity program) of independent board
gender diversity) * Product safety * Business continuity members)

* Job security « Market pricing « Cybersecurity * Corporate strategy

* Equitable compensation * Community relations
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STRONG INCLUSIVE GROWTH PERFORMANCE DRIVES DOWN RISK FOR BONDHOLDERS

Using data from May 2019 through May 2021, we tested our
proprietary scoring process on constituents of the Bloomberg
U.S. Corporate Bond Index to understand the relationship
between inclusive growth performance and investment
performance. This index represents approximately 800 issuers
and is one of the most commonly used benchmarks for taxable
fixed income investors. We chose to evaluate credit spreads—
namely, option-adjusted spreads—for a corporate bond index
as they are typically good indicators of how investors view risk.
In addition, significant work has been done looking at stock
price performance for high and low ESG companies® and gender
diverse companies,’® but comparatively little has been done

in the fixed income markets which is where we have chosen

to focus. It is worth noting that when we applied the Inclusive
Growth Score to equities, we saw a similar pattern emerge to
that of fixed income.

Our interest in focusing this analysis on corporate bonds also
stems from the prevailing low interest rate environment that
has defined fixed income markets for years. These low interest
rate conditions have contributed to an extended period of
highly compressed credit spreads. The pandemic-induced
market shock in March 2020 led to a significant decompression
of credit spreads, offering a unique opportunity to observe

the relationship between inclusive growth and corporate bond
performance during a time of extreme volatility.

Based on the availability of data from third party providers,

we assigned an overall Inclusive Growth Score to each company.

We then divided these index constituents into decile groups
based on their overall Inclusive Growth scores and compared
the credit spreads of bonds for the highest and lowest scoring
10% of issuers.

The results, summarized in the next section, shed light on how
the financial markets respond to companies that promote or
hinder inclusive and sustainable practices.

S oS
_\_/W

ABOUT CREDIT SPREADS

Credit spreads represent the difference in yield between bonds
with the same maturity but differing credit quality. They reflect
investor perception of how risky a bond

is relative to a seemingly risk-free asset with the same maturity.
Bonds with higher credit spreads are seen

as riskier than bonds with lower credit spreads. Credit spreads
typically use U.S. Treasuries as a benchmark as they are
considered risk-free assets. Our analysis focused on option-
adjusted spreads as they allow for more accurate comparisons
between bonds with and without embedded options, provisions
that allow investors or issuers to take specific actions, such as
redeeming a bond prior to its stated maturity.

ABOUT THE BLOOMBERG U.S.CORPORATE BOND INDEX

The Bloomberg US Corporate Bond Index measures the
investment grade, fixed-rate, taxable corporate bond market. It
includes USD-denominated securities publicly issued by US and
non-US industrial, utility and financial issuers. An investment
cannot be made directly in a market index.™
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SUSTAINABLE REALITY

Our Findings

Our findings suggest that bonds issued by companies that treat their employees and other
stakeholders well and run their business responsibly are considered lower risk by investors. This
in turn can impact corporate bond performance, especially in times of severe market volatility.

FIGURE 3

Corporate Bond Performance for Top and Bottom 10% of Inclusive Growth Scorers
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STRONG INCLUSIVE GROWTH PERFORMANCE DRIVES DOWN RISK FOR BONDHOLDERS

Specifically, our analysis of the
Bloomberg U.S. Corporate Bond Index
from May 2019-May 2021 reveals that:

Growth scores, the top 10%, had lower (better)
credit spreads than bonds from companies with the
lowest Inclusive Growth scores, the bottom 10%,
throughout the 16 months.

/‘ Bonds from companies with the highest Inclusive

in March 2020, credit spreads decompressed
significantly, reflecting investors’ increased risk
concerns. However, at their peak, credit spreads
for bonds from companies with the highest
Inclusive Growth scores were 146 basis points
lower (less risky), on average, than bonds from
companies with the lowest Inclusive

Growth scores.

; 2 When the pandemic jolted market volatility

These early findings from our pioneering Inclusive Growth
Score suggest that investors should take note of the ways in
which companies treat stakeholders—including employees,
suppliers and communities—as they evaluate risk. Our
proprietary Inclusive Growth Score demonstrates how
corporate performance can be quantified across a wide range
of responsible business practices—and have a potentially
material impact on investment performance.

The results of our analysis also reinforce other evidence that
consideration of social and environmental factors can
potentially lead to outperformance, especially in volatile
markets. For example, the Institute’s previous Sustainable
Reality update revealed how U.S. sustainable equity and
bond funds outperformed traditional peer funds by a median
of 4.3 percentage points and 0.9 percentage points
respectively during 2020.%
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SUSTAINABLE REALITY

Conclusion

Corporations are critical drivers of economic growth. The Institute’s research continues to suggest
that when companies use their reach and influence to support broad-based inclusive and sustainable
economic gains and opportunities, corporate financial performance can improve. Our latest findings,
showcased in this brief, indicate that investors can also benefit from evaluating inclusive growth
practices, especially in times of market turbulence.

As the world emerges from the pandemic and confronts With investors, consumers, employees and other stakeholders
inequality, the decisions companies make about their demanding corporate action to address societal challenges,
employees, products and services, operations and management  now is the time for companies to embrace business models
practices could significantly influence how inclusive economic and practices that help deliver sustainable economies built on
recovery and growth will be shaped around the globe. opportunity for all. Our proprietary Inclusive Growth Score

offers a valuable quantitative tool to support investors and
corporate decision makers on this journey.
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STRONG INCLUSIVE GROWTH PERFORMANCE DRIVES DOWN RISK FOR BONDHOLDERS
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Disclosures

This material was published in February 2022 and has been prepared by
Morgan Stanley & Co. LLC and/or Morgan Stanley Smith Barney

LLC (collectively “Morgan Stanley”) for informational purposes only,

and is not a solicitation of any offer to buy or sell any security or other
financial instrument, or to participate in any trading strategy. Unless
otherwise stated, the material was not prepared by the Morgan Stanley's
Research Departments and is not a Research Report as defined under
FINRA regulations. This material does not provide individually tailored
investment advice. It has been prepared without regard to the individual
financial circumstances and objectives of persons who receive it. Readers
should determine, in consultation with their own investment, legal,

tax, regulatory and account advisors, the economic risks and merits,

as well as the legal, tax, regulatory and accounting characteristics and
consequences, of any transaction or strategy referenced in any materials.

Past performance is not a guarantee or indicative of future
performance.

This material contains forward-looking statements and there can be no
guarantee that they will come to pass.

Information contained in this material is based on data from multiple
sources and Morgan Stanley makes no representation as to the accuracy
or completeness of data from sources outside of Morgan Stanley.
References to third parties contained herein should not be considered

a solicitation on behalf of or an endorsement of those entities by
Morgan Stanley.

The returns on a portfolio consisting primarily of Environmental, Social
and Governance ("ESG") aware investments may be lower or higher
than a portfolio that is more diversified or where decisions are based
solely on investment considerations. Because ESG criteria exclude some
investments, investors may not be able to take advantage of the same
opportunities or market trends as investors that do not use such criteria.

Diversification does not guarantee a profit or protect against loss in a
declining financial market.

Any securities mentioned are provided for informational purposes only
and should not be deemed as a recommendation to buy or sell. Securities
discussed in this report may not be appropriate for all investors. It
should not be assumed that the securities transactions or holdings
discussed were or will be profitable. Morgan Stanley recommends that
investors independently evaluate particular investments and strategies,
and encourages investors to seek the advice of a Financial Advisor. The
appropriateness of a particular investment or strategy will depend on

an investor's individual circumstances and objectives.

Morgan Stanley makes every effort to use reliable, comprehensive
information, but we make no guarantee that it is accurate or complete.
We have no obligation to tell you when opinions or information in this
report change.

Historical data shown represents past performance and does not
guarantee comparable future results.

Investing in the market entails the risk of market volatility. The value
of all types of investments, including stocks, mutual funds, exchange-
traded funds ("ETFs"), and alternative investments, may increase or
decrease over varying time periods.

An investment in an exchange-traded fund involves risks similar to those
of investing in a broadly based portfolio of equity securities traded on
exchange in the relevant securities market, such as market fluctuations
caused by such factors as economic and political developments, changes
in interest rates and perceived trends in stock prices. The investment
return and principal value of ETF investments will fluctuate, so that an
investor's ETF shares, if or when sold, may be worth more or less than
the original cost.

Investors should carefully consider the investment objectives and
risks as well as charges and expenses of a mutual fund/exchange-
traded fund before investing. To obtain a prospectus, contact your
Financial Advisor or visit the fund company's website. The prospectus
contains this and other information about the mutual fund/exchange-
traded fund. Read the prospectus carefully before investing.

Equity securities may fluctuate in response to news on companies,
industries, market conditions and general economic environment.
Companies paying dividends can reduce or stop payouts at any time.

Because of their narrow focus, sector investments tend to be more
volatile than investments that diversify across many sectors and
companies.

Bonds are subject to interest rate risk. When interest rates rise, bond
prices fall; generally, the longer a bond's maturity, the more sensitive it
is to this risk. Bonds may also be subject to call risk, which is the risk that
the issuer will redeem the debt at its option, fully or partially, before

the scheduled maturity date. The market value of debt instruments may
fluctuate, and proceeds from sales prior to maturity may be more or less
than the amount originally invested or the maturity value due to changes
in market conditions or changes in the credit quality of the issuer. Debt
instruments issued by U.S. corporate and municipal issuers that provide
areturn in the form of fixed periodic payments and eventual return of
principal at maturity. Fixed income investments are advantageous in

a time of low inflation, but do not protect investors in a time of rising
inflation. Interest income on government securities is subject to federal
income taxes, but exempt from taxes at the state and local level.

Bond funds and bond holdings have the same interest rate, inflation and
credit risks that are associated with the underlying bonds owned by the

funds. The return of principal in bond funds, and in funds with significant
bond holdings, is not guaranteed.

Morgan Stanley, its affiliates and Morgan Stanley Financial Advisors do
not provide tax, accounting or legal advice. Individuals should consult
their tax advisor for matters involving taxation and tax planning, and
their attorney for matters involving legal matters.

For more information about the Morgan Stanley Institute for Sustainable Investing,

visit morganstanley.com/sustainableinvesting.
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