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Summary

Investors increasingly want to use their capital to achieve an environmental and social
impact while generating a return, and impact investing offers a solution to these twin
goals. It represents a fast-growing and important asset class that facilitates positive
change for the planet while resonating with a growing investor base.

Key takeaways

« Impact investing, which seeks a measurable social or environment benefit as well as an

investment return, is among the fastest-growing asset classes; interest has accelerated due to
the Covid-19 pandemic
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« Investors shouldn’t need to trade financial returns for impact — in fact, greater quantification
impact returns could help support financial returns

« An emerging body of industry standards for impact investing is enabling more accurate
measurement and reporting, while growing numbers of investment options — across both
public and private markets — are making impact investing more accessible

With the rising frequency of major environmental events and social movements — from
floods to wildfires, from #MeToo to Black Lives Matter — the objective of making the
world a better place has gone from personal choice to global necessity. The latest
Intergovernmental Panel on Climate Change report, with its “code red” warning,
represents another urgent wake-up call.

Moreover, the Covid-19 pandemic has revealed some profound social inequalities, and
many investors have become increasingly aware of the role their capital can and should
play in addressing these imbalances. In developing countries alone, the pandemic is
thought to have magnified the existing funding shortfall needed to meet the UN
Sustainable Development Goals (SDGs) by 2030.! Against the backdrop of Covid, the
previous estimate of USD 2.5 trillion a year required by developing countries to keep
them on track to meet these goals increased by a further USD 1.7 trillion in 2020.

In terms of action on climate change, 2021 could be a milestone year. Beginning with
the return of the US to the Paris Accord, the year has been characterised by extreme
weather events and will culminate in COP26 — arguably the most important meeting yet
of major nations on the climate topic.

While investors have become increasingly aware of the role their capital should play in
addressing environmental and social concerns, the challenge has been to combine the
twin goals of “doing good” and “earning a return” in a single investment. Impact
investing offers an answer by providing a credible and scalable pathway to balancing a
targeted measurable and beneficial environmental or social impact on the one hand,
with a financial return on the other. As a result, it has transitioned from the realm of
direct private-market investments into a significant and expanding market segment.
Where investors previously thought only in terms of risk and reward, they can now add
a third dimension of oversight to their portfolios: impact.



More opportunities are driving
growth in impact investing

According to a recent survey focused on private markets, impact investing currently
accounts for just 0.5% of global assets and USD 715 billion of assets under
management.? But it is growing at pace: the volume of impact-oriented investments rose
by 77% annually between 2017 and 2019.3

The growth in impact investing has in part been driven by an increase in the investment
options across the various impact asset classes. Whether through public or private
instruments, investors can gain exposure through fixed income, equities, real estate,
infrastructure and other real assets, and private equity and venture capital investment
vehicles.

How the investment industry
makes sure impact investments
deliver

The future growth trajectory of impact investing depends on the industry demonstrating
where these investments are being directed and why — and how the impact can be
measured and reported. Debate continues about what constitutes an acceptable or
competitive rate of return from these investments (see separate section at end, entitled
“Impact investing: what constitutes an acceptable return?”).

Consensus has also emerged that impact investments should contribute to at least one,
and preferably several, of the 17 UN SDGs. The involvement of the private sector will
be critical to helping achieve these goals, not least because of the increasing shortfall in
investment capital needed to finance the SDGs.



To assist with framing impact investments, the Global Impact Investing Network (GIIN)
has outlined several requirements (see table). As the investment industry coalesces
around these standards, an increasing number of private-market participants are
developing initiatives around minimum requirements, and identifying best practices and
audit processes for impact projects and investments. Examples include the Operating
Principles for Impact Management and the Impact Management Project.* ® Raising the
bar on transparency and reporting can help the industry deliver on its promise and
insulate itself from accusations of “impact washing”, where funds make claims that are
not substantiated by any relevant and demonstrable positive impact. In addition,
monitoring the progress of investments in achieving impact against expectations helps
improve decision-making and delivery.

Global Impact Investing Network
standards for impact investments

Intentionality There must be a dedicated intention to achieve a clearly defined impact
Causality The ability to demonstrate a positive effect from the investment (GIIN provides di
Measurability If the desired impact is to be fully or partially achieved, this must be measured by :
Reporting The impact must be reported periodically, regularly and transparently

Source: Global Impact Investing Network.

The breadth and depth of impact
Is developing very quickly

The notion of “co-investing” with sovereign and corporate entities to support transition
strategies can be integral to impact investing. An example is the growth of debt that



carries an ESG (environmental, social and governance) label — an asset class that is
estimated to have topped USD 2 trillion in the second quarter of 2021.6 The majority of
this debt derives from green, social and sustainability (GSS) bonds, where proceeds are
directed towards specific projects with an ongoing audit requirement, but these bonds
are complemented by other structures.

Impact investing can also extend to blended finance, where investment from both
institutions and philanthropic funds can be combined to create opportunities for
commercial investors. Sovereign nations are also getting in on the act, where impact
investing can complement initiatives such as the World Bank’s International
Development Association lending to low-income economies.’ Earlier this year, Benin
issued Africa’s first social bond in the international markets, raising money to broaden
access to drinking water for its population of 12 million.

From identifying risks to creating
solutions

The best-in-class investment approach?® is a well-recognised and accepted way of
directing capital towards companies with above-peer or better-than-average
sustainability profiles. However, this framework is still heavily skewed towards avoiding
those with less favourable sustainability profiles, rather than prioritising those geared
towards new technologies and services that provide solutions.

Impact investing touches on this notion both in terms of targeting solutions and in terms
of the opportunity set. Many “handprint” opportunities, which seek to positively
contribute to sustainability objectives, revolve around new technologies and services
that seek to shift the mechanics of our daily lives fundamentally. These are often in an
early stage of development, an area that has typically been the preserve of venture
capital and private equity. Nevertheless, there is a trend both to develop these solutions
and to scale them for wider applications that can influence sectors and geographies.
Impact investing’s reach into both public and private domains means it can cover the full
breadth of the opportunity set. Its success is in connecting to the changing nature of



client demands by articulating a three-dimensional perspective — incorporating risk,
return and impact — and demonstrating how finance can lead to positive societal
outcomes.

Impact investing: what constitutes
an acceptable return?

As impact investing’s investment options grow, attention is turning to the second goal of
impact — “earning a return” — and specifically what constitutes an acceptable or
competitive rate of return. Views on this question vary and have arguably become more
diverse in recent years. An underlying premise of investing for many is a “risk-adjusted
financial return”. But how can the return be adjusted to account for non-financial risks —
and can the addition of a non-financial return be quantified to complement a financial
return?

The finance industry continues to refine the methodology for integrating ESG or
sustainability factors into investment decisions, but formally integrating these into
valuation models for investments has presented a challenge. Investors have historically
focused on cyclicality and longer-term secular trends, but we see an increased focus on
structural trends — ie, how a sector or company is aligned to changing expectations in
the modern economy. We expect structural positioning to be a key factor for valuations.

A company or sector’s positioning in the modern economy, coupled with changing
stakeholder expectations, could have a significant impact on assumptions regarding
terminal growth rates, terminal margin rates, weighted average cost of capital and,
ultimately, access to liquidity. We use the term “stakeholder” since it better
encompasses the full breadth of those assessing behavioural biases. Simply put, if an
entity’s potential investor universe is too narrow, its financing options will likely be
constrained and the associated cost of capital higher.

The flip side is that those sectors, companies and projects geared to providing solutions
will likely benefit from improved perceptions. By providing access to a broader



audience, impact investing can help increase their financing options, lower their
financing costs and enhance their overall financial viability.

Measuring the return of an impact

Work on calculating the value of a non-financial return has led to metrics such as a
social return on investment (SROI) or impact multiple of money (IMM).° Once the
targeted impact outcome is identified — along with the relevance of a product or project
to that outcome — it is possible to estimate the economic value of those outcomes with
appropriate risk adjustments, and thereby generate an estimated terminal value. Then,
based on the degree of risk associated with the project or product, an appropriate
discount rate can be applied to calculate the estimated social or impact return on the
investment. We expect this area of research to develop further.

The case for market — not
maximised — returns

Assuming one can accurately calculate and attribute both the financial and the non-
financial returns of an investment, there remains the divisive topic of the balance
between the two. We disagree that there must be a trade-off between impact and
financial returns. In fact, as non-financial returns become an increasingly important
factor, they could provide a strong technical tailwind.

However, it may be difficult to target maximised rather than market rates of return. The
difference lies in the associated risk attribution and adjustments tied to the expected
rate of return. As such, fast-changing perceptions and attribution of sustainability risk
factors could swiftly impact expected returns.

We like the notion of sustainability requiring an improving positive “handprint” coupled
with the lowering of a “footprint”.1° The more the impact investment industry can qualify



and quantify non-financial returns, the more likely these could not only complement, but
also support, financial returns.
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1 Source: Impact Investing Institute.

2 Source: Global Impact Investing Network.

3 Source: GP Bullhound.

4 Source: Operating Principles for Impact Management.

5 Source: Impact Management Project.

6 Source: Morgan Stanley ESG Labelled Debt Quarterly Tracker.

7 Defined as economies with a gross national income per capita of USD 1,045 or less in 2020. Source: World Bank.

8 Best in class ESG or sustainable investing refers to the construction of portfolios by the active selection of only
companies or issuers who meet a defined threshold of environmental, social and governance (ESG) criteria. Typically
the constituents of an investable universe will be measured against specific ESG metrics and a relative ranking of
these constituents will be made. A threshold will be defined at and above which constituents will be considered to
demonstrate “best in class” characteristics.

9 Source: Harvard Business Review.

10 The term handprint was first used in 2007 at UNESCO'’s 4th International Conference on Environmental Education,
but has since been referenced in many initiatives, including the UN Decade of Education for Sustainable
Development in 2009. The handprint is the wider environmental and social impact that a company can achieve
outside of its footprint. It is possible to reduce the footprint by addressing the quantity and scope of consumption, for
example through selective exclusions or disciplined ESG integration. A positive handprint can be achieved by
investing in key enablers of long-term solutions to support a more sustainable way of living beyond our consumption

(SDGs, strategic focus and a scalable reach).

Investing involves risk. The value of an investment and the income from it will fluctuate and investors may not get
back the principal invested. Emerging markets may be more volatile, less liquid, less transparent, and subject to less
oversight, and values may fluctuate with currency exchange rates. Investments in alternative assets presents the
opportunity for significant losses including losses which exceed the initial amount invested. Some investments in
alternative assets have experienced periods of extreme volatility and in general, are not suitable for all investors.
Environmental, social and governance (ESG) strategies consider factors beyond traditional financial information to
select securities or eliminate exposure which could result in relative investment performance deviating from other
strategies or broad market benchmarks. Past performance is not indicative of future performance. This is a marketing
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consequential losses arising from their use. The duplication, publication, extraction or transmission of the contents,
irrespective of the form, is not permitted.

This material has not been reviewed by any regulatory authorities. In mainland China, it is used only as supporting
material to the offshore investment products offered by commercial banks under the Qualified Domestic Institutional
Investors scheme pursuant to applicable rules and regulations. This document does not constitute a public offer by
virtue of Act Number 26.831 of the Argentine Republic and General Resolution No. 622/2013 of the NSC. This
communication’s sole purpose is to inform and does not under any circumstance constitute promotion or publicity of
Allianz Global Investors products and/or services in Colombia or to Colombian residents pursuant to part 4 of Decree
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services to wholesale clients only. AllianzGl AP is licensed and regulated by Hong Kong Securities and Futures
Commission under Hong Kong laws, which differ from Australian laws.
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