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We find life in virtually every pocket of the Earth. Even where there are
extremes in temperature, acidity, pressure, salinity, or radiation, there are
organisms that have adapted to these conditions in order to take advantage
of otherwise-untapped resources. Life just...finds a way.

Financial markets are driven by a similar tendency: the guiding force of finding
and exploiting inefficiencies. Investors have already tapped many of the most
"nutrient-rich" inefficiencies (diversification, bond pricing, etc.). Many of
those remaining offer only incremental value, while others (e.g. behavioral
biases) can be harvested by hardy investors—"extremophiles"—who can stay
the course through difficult markets and buy when others are fearful.

This brings us to the simple maxim underpinning sustainable investing (SI) as
the future of investing: "Not everything that counts is being counted (yet)."
It's true that SI is a social force, driven by investors working to change the
world through voting with their dollars. But this isn't some passing craze,
and it has clear financial return implications. In a world where investors are
panning for any minor inefficiency they can find, SI represents a potential
mother lode, because it stands at the locus of many of the most valuable
inefficiencies remaining.

We've only glimpsed the full potential of pricing in environmental- and
governance-related risks, and the value or risk of investing in global brands
in an environment of rapidly shifting consumer sentiment, but there's little
doubt that these factors have the potential to enhance investors' risk-
adjusted returns. "Externalities" are a concept that helps to demonstrate the
potential value of uncovering SI factors.

What are externalities?

In economics, an "externality" is a cost or benefit that isn't priced into a good
or service. For example, consider the air pollution tied to the production of
a stroller. Externalities can also be social; for example, individual vaccinations
help create a "herd immunity" for the population.

Governments usually address externalities using something that economists
call a "Pigovian tax": a tax or subsidy to "internalize" the social impact,
aligning the costs and benefits of consumers and producers with those of
society. For example, the government can apply a "carbon tax" to pass
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emissions costs onto stroller producers and consumers; by doing so, these
pollution considerations become a natural part of deciding which stroller to
produce or purchase. In the case of vaccinations, they can be encouraged by
legal requirements or subsidies.

One of the key drawbacks to Pigovian approaches is that they can create
unintended consequences, some of which can be contrary to the aim of the
tax or subsidy. For example, if the US taxes carbon emissions, corporations
can shift production overseas, adding to global emissions by requiring those
products to be shipped great distances. In a globalized economy, where
countries compete for business through subsidies and looser regulations,
loopholes are largely inevitable.

Today, the ozone layer has finally begun to heal from the damage caused
by chlorofluorocarbons. Even though the global response to this crisis is one
of our best examples of international cooperation, it still took decades to
implement a global solution. To paraphrase John Hammond, our lives are in
governments' hands, but they've got butterfingers.

That's not great news for society, because it means that it will take a
long time to address social, environmental, and governance problems. But
these Pigovian loopholes offer a distinct opportunity, and investors who are
ahead of the curve in pursuing sustainable investing stand to benefit from
identifying and addressing these inefficiencies.

How does SI bridge the divide?

There are several ways through which SI addresses externalities: formalizing
and quantifying previously hidden data, rewarding firms who are leading the
way, engaging to help firms address shortfalls, and creating investments to
reward solutions that directly impact on society.

Consider investing before the advent of credit ratings; in this environment,
investors could benefit significantly by doing their own credit analysis.
Similarly, SI investors are poised to unlock a myriad of opportunities by
quantifying variables, and incorporating them in the investment process.

As markets incorporate each new SI factor brought to light, SI is quickly
becoming mainstream. Soon, SI won't even be seen as separate from core
investment analysis, but it will continue to generate societal benefits and
improved returns for years to come. In theory, many of the best returns will
accrue to SI pioneers, and it's better to be ahead of the evolutionary curve,
in our view. After all, the traditional investment approaches—which ignore
these risk and return factors—will eventually go extinct.

To understand more about SI, and how to take advantage of these trends,
please visit our SI website.

Justin Waring, Investment Strategist Americas, UBS Financial Services Inc. (UBS FS)
Andrew Lee, Head Sustainable & Impact Investing Americas, UBS Financial Services Inc. (UBS FS)
Andrew Little, Sustainable and Thematic Investing Associate, UBS Financial Services Inc. (UBS FS)
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Appendix

UBS Chief Investment Office's ("CIO") investment views are prepared and published by the Global Wealth Management
business of UBS Switzerland AG (regulated by FINMA in Switzerland) or its affiliates ("UBS").
The investment views have been prepared in accordance with legal requirements designed to promote the independence
of investment research.
Generic investment research – Risk information:
This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell
any investment or other specific product. The analysis contained herein does not constitute a personal recommendation or
take into account the particular investment objectives, investment strategies, financial situation and needs of any specific
recipient. It is based on numerous assumptions. Different assumptions could result in materially different results. Certain
services and products are subject to legal restrictions and cannot be offered worldwide on an unrestricted basis and/or may
not be eligible for sale to all investors. All information and opinions expressed in this document were obtained from sources
believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy
or completeness (other than disclosures relating to UBS). All information and opinions as well as any forecasts, estimates
and market prices indicated are current as of the date of this report, and are subject to change without notice. Opinions
expressed herein may differ or be contrary to those expressed by other business areas or divisions of UBS as a result of using
different assumptions and/or criteria.
In no circumstances may this document or any of the information (including any forecast, value, index or other calculated
amount ("Values")) be used for any of the following purposes (i) valuation or accounting purposes; (ii) to determine the
amounts due or payable, the price or the value of any financial instrument or financial contract; or (iii) to measure the
performance of any financial instrument including, without limitation, for the purpose of tracking the return or performance
of any Value or of defining the asset allocation of portfolio or of computing performance fees. By receiving this document
and the information you will be deemed to represent and warrant to UBS that you will not use this document or otherwise
rely on any of the information for any of the above purposes. UBS and any of its directors or employees may be entitled at
any time to hold long or short positions in investment instruments referred to herein, carry out transactions involving relevant
investment instruments in the capacity of principal or agent, or provide any other services or have officers, who serve as
directors, either to/for the issuer, the investment instrument itself or to/for any company commercially or financially affiliated
to such issuers. At any time, investment decisions (including whether to buy, sell or hold securities) made by UBS and its
employees may differ from or be contrary to the opinions expressed in UBS research publications. Some investments may not
be readily realizable since the market in the securities is illiquid and therefore valuing the investment and identifying the risk
to which you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information
contained in one or more areas within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading
is not suitable for every investor as there is a substantial risk of loss, and losses in excess of an initial investment may occur.
Past performance of an investment is no guarantee for its future performance. Additional information will be made available
upon request. Some investments may be subject to sudden and large falls in value and on realization you may receive back
less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on
the price, value or income of an investment. The analyst(s) responsible for the preparation of this report may interact with
trading desk personnel, sales personnel and other constituencies for the purpose of gathering, synthesizing and interpreting
market information.
Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide
legal or tax advice and makes no representations as to the tax treatment of assets or the investment returns thereon both in
general or with reference to specific client's circumstances and needs. We are of necessity unable to take into account the
particular investment objectives, financial situation and needs of our individual clients and we would recommend that you
take financial and/or tax advice as to the implications (including tax) of investing in any of the products mentioned herein.
This material may not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing
UBS expressly prohibits the distribution and transfer of this material to third parties for any reason. UBS accepts no liability
whatsoever for any claims or lawsuits from any third parties arising from the use or distribution of this material. This report is
for distribution only under such circumstances as may be permitted by applicable law. For information on the ways in which
CIO manages conflicts and maintains independence of its investment views and publication offering, and research and rating
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methodologies, please visit www.ubs.com/research. Additional information on the relevant authors of this publication and
other CIO publication(s) referenced in this report; and copies of any past reports on this topic; are available upon request
from your client advisor.
Important Information about Sustainable Investing Strategies: Incorporating environmental, social and governance
(ESG) factors or Sustainable Investing considerations may inhibit the portfolio manager’s ability to participate in certain
investment opportunities that otherwise would be consistent with its investment objective and other principal investment
strategies. The returns on a portfolio consisting primarily of ESG or sustainable investments may be lower than a portfolio
where such factors are not considered by the portfolio manager. Because sustainability criteria can 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. Companies may not necessarily meet high performance standards on all aspects of ESG or sustainable investing
issues; there is also no guarantee that any company will meet expectations in connection with corporate responsibility,
sustainability, and/or impact performance.
Distributed to US persons by UBS Financial Services Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland
AG, UBS Europe SE, UBS Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico, S.A. de
C.V., UBS Securities Japan Co., Ltd, UBS Wealth Management Israel Ltd and UBS Menkul Degerler AS are affiliates of UBS
AG. UBS Financial Services Incorporated of Puerto Rico is a subsidiary of UBS Financial Services Inc. UBS Financial Services
Inc. accepts responsibility for the content of a report prepared by a non-US affiliate when it distributes reports
to US persons. All transactions by a US person in the securities mentioned in this report should be effected
through a US-registered broker dealer affiliated with UBS, and not through a non-US affiliate. The contents of
this report have not been and will not be approved by any securities or investment authority in the United States
or elsewhere. UBS Financial Services Inc. is not acting as a municipal advisor to any municipal entity or obligated
person within the meaning of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule") and the
opinions or views contained herein are not intended to be, and do not constitute, advice within the meaning
of the Municipal Advisor Rule.
External Asset Managers / External Financial Consultants: In case this research or publication is provided to an
External Asset Manager or an External Financial Consultant, UBS expressly prohibits that it is redistributed by the External
Asset Manager or the External Financial Consultant and is made available to their clients and/or third parties. For country
disclosures, click here.
Version 04/2019. CIO82652744
© UBS 2019.The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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