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ESG, research, returns,
risk, rebuttal ...

We’ve stated, time and again, that responsible investment is
not about being altruistic. We believe that it will also pay off.
However, research is piling up that seems to indicate otherwise.
So why do we keep at it?

Quoting oneself reveals a lack of imagination, but I'll risk it: «<We believe that responsible
investments are important for achieving the best possible risk-adjusted return for
our unitholders and customers. Sustainability and sound corporate governance give
companies competitive advantages and contribute to longterm value creation.”

As part of our responsible investment process, we exclude companies on the exclusion
list of the Norwegian Government Pension Fund Global. Last year, three researchers from
the Business School at the University of Stavanger examined these exclusions and found
that an equally weighted portfolio of all excluded stocks throughout the 2005-2022 period
had a statistically significant alpha (adjusted excess return) of a surprising magnitude.

In other words, the excluded stocks did a lot better. And these are excluded from our
investment universe as well. Are we sacrificing returns after all?

An obvious objection is that the exclusion process gives the fund time
to divest before the information is official. Higher returns post-
announcement may reflect stock prices being pushed
so far down that returns going forward are notably
higher. Provided these companies’ cash flows are
not affected, this is a logical necessity.

The study does not attempt to quantify the
pre-announcement stock price effect; it's
only brushed off as incapable of explaining
the full magnitude of the excess return.
In my view, that's too easy. After all, the
Government Pension Fund Global is not
alone in shunning selected companies.
A lot of investors and asset managers
may have decided to exclude these
stocks before the fund does, as in fact
we have done ourselves. Even if there
is no attempt at “front-running” these
exclusions, a similar set of criteria
will produce similar exclusions — with a
predictable effect on stock prices during
sell-off. Pre-announcement may mean
anything from weeks to years.



Either way, exclusions are likely to push prices down in the first place, as is the simple
decision to stay away from companies that are not formally excluded. If so, a period of
sub-par returns is likely to be followed by a period of excess returns. For stocks that
are defined as “green” in some way, it's the other way around: They will appreciate in
price while responsible investors pile up, whereupon higher valuation multiples will lead
to lower future returns, given unchanged earnings. This may certainly explain why said
study is not alone in concluding that “brown” stocks deliver higher returns than “green”
stocks.

So ... again ... why do we keep at it?

First, let me remind you that high ESG quality is but one of many attribute sets that we
evaluate before investing. It is a necessary, but certainly not sufficient condition. If, for
instance, we find that the valuation multiples indicate lower expected returns, we will not
be tempted. After all, this is active management. And, if you will excuse a bit of boasting,
we have a history to prove it; our aggregate excess return runs in the billions (in NOK).

Second, such academic studies adjust their measured returns by factors that are known
to provide excess returns. If a momentum stock outperforms its benchmark index, it may
not register as excess return simply because momentum stocks “should” outperform in
the first place. Hence, if “green” stocks happen to be in vogue, positive unadjusted excess
return may actually be measured as negative excess return. Good to know the next time
you see references to such studies.

”It’s not just about returns. It’s about risk-
adjusted returns. Our clients care about risk,
so we care about the risk in their portfolios. ”

While we would not invest blindly in an index, we note that over the past 10 years, the S&P
500 ESG index has outperformed the better-known S&P 500 by more than 0.6 percentage
points annually. That's not the whole story, of course, but 10 years is certainly a bit beyond
the short term. In this case, there is no adjustment for any return factors.

Third, it's not just about returns. It's about risk-adjusted returns. Our clients care
about risk, so we care about the risk in their portfolios. The relevant risk is more than
the standard statistical measures of risk. In statistical parlance, we're talking about
tail risk or perhaps drawdowns. Some would call it event risk. Suddenly something
happens that causes the stock to plummet. Remarkably often, this “something” is related
to one or more ESG factors. And after the event, the stock tends to underperform for
a long time, even if depressed multiples would imply the opposite. Such was the
conclusion of an internal study that we referenced in an earlier report, and we were
not surprised by its conclusions.

You may find it interesting to learn that several studies refer to an “ESG risk premium”,
the risk being that of a sudden jump in demand due to ESG preferences. That is not within
our definition of risk, but it fits nicely with the established paradigm of defining away



everything that waddles and quacks like an anomaly, just to save some notion of an
efficient market.

Fourth, please remember that we have a decidedly long-term perspective. And in the very
long term, a lot of what passes as “green” may also turn out to be a strong competitive
advantage.Lower emissions? Will be a sure advantage as the price of emissions allowances
inthe EU and UK creeps higher. Energy-saving products? Likely to face increased demand.
Access to clean energy? A sure advantage already, but not likely to become less salient.
We don't think that the “unchanged earnings” assumption holds in the long run.

In my opinion, there’'s no getting around the need to analyse each and every company
thoroughly. Blindly following an index will expose you to lower ESG quality and higher risk.
Blindly following ESG ratings will expose you to high-priced stocks with a higher financial
risk. And ESG indices have their own shortcomings. The 7th largest constituent in the S&P
500 ESG index is Exxon Mobil Corp., which was on our watchlist while it was still in one of
our portfolios (which it isn't any more). I'm not sure if that's one of the “greenest” stocks
the world has to offer.

So, we'll keep at it. We'll keep integrating
sustainability concerns in our investment
process. And we do believe that we'll
keep delivering excess returns, both
financial and risk-adjusted.

Finn @ystein Bergh
Chief Economist & Strategist



What’s in a designation?

In the past months, Pareto ESG Global Corporate Bond has been formally approved for two
different sustainability designations. Formalities? Certainly not!

In 2018, the fund became the first fixed income fund in Norway and Sweden to receive the ESG Nordic Swan
Ecolabel for investment funds. Earlier this year, the label announced they would reinforce the ESG criteria and sent
a call to action to all licensees.

After working on implementing the label's new, challenging ESG-criteria, the team was awarded the formal
approval in late November. It then became the first fixed-income fund to receive a second-generation license. A
Nordic Swan Ecolabel 2.0, if you like.

A few months ago, the fund was duly classified as an Article 9 fund under the EU Sustainable Finance Disclosure
Regulation (SFDR). To be more specific, its revised prospectus received the official stamp from the Financial Sector

Supervisory Commission (CSSF) in Luxembourg, where the fund is registered.

None of this comes free of effort. And we're not doing it for fun.

The great reclassification race

You will find the different SFDR classifications defined at the end of this report. Suffice it to say that Article 8 funds
might be called “light green”, whereas Article 9 funds are “dark green” — as defined by this regulation, they're the
most ambitious of the lot.

If you categorise your fund as greener than it really is, you could be rightfully
accused of perpetrating greenwashing.

As it happens, this regulation comes with technical standards
that are both quite new and subject to a bit of, well, trying
and failing. The level 1 technical standards came into force
in the EU in 2021. The Level 2 technical standards only
came into force in the EU on 1 January 2023 and are
expected to be incorporated into Norwegian law later
this year. Hence, asset managers may probably be
excused if they fail to classify some of their funds
correctly.

The sheer scale of apparent misclassification
is striking, however. According to Morningstar,
around 40% of funds were shifted from Article
9 to Article 8 from October to December of last
year. And according to Trackinsight, as many
as 70% of Article 9 ETFs have been similarly
reclassified. We struggle to see how truly
passive ETFs can qualify as actively green, but
that's a separate issue.

The main pointis that under the SFDR regulation,

categorising your fund as Article 9 comes with
real obligations, in terms of both objectives, asset
management, and documentation. A lot of asset

Nawel Boukedroun, ESG-analyst and Stefan Ericson,

Senior Fund Manager for Pareto ESG Global Corporate

Bond at the ESG Nordic Swan Ecolabel award-ceremony
in Nowember 2022.



managers, it seems, realised that these demands were in excess of what they were ready to comply with.

External validation

We don't want to overpromise. Realising the amount of effort and determination required, we have decided to
settle for but one Article 9 fund at this point. Of course, lessons learned in working to qualify Pareto ESG Global
Corporate Bond as an Article 9 fund can surely be applied to our other funds and mandates. We do believe that
we're continually improving in this field (as we hope to be in all relevant areas, lest you wonder).

The Nordic Swan Ecolabel comes with an additional assurance for investors: regular external validation. All
holdings must be reported on the label’s website at least every quarter. There is an annual compliance check. And

the fund manager must publish an annual sustainability report describing the ESG activities and performance of
the fund. This report is published on our website.

Pareto ESG Global Corporate Bond
Sustainability report

Learn more about the sustainability work in Pareto ESG Global Corporate Bond here.

e

(P areto
"esAbget Managementls,

Pareto ESG Global Corporate Bond
Sustainability report

1 January - 31 December 2022
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https://paretoam.com/globalassets/svanen/pgcb-sustainability-report_2022.pdf

Handling climate risk

As you can see elsewhere in this report, climate issues are central elements of our communication
with actual and prospective investee companies. However, they are not necessarily handled the
same way in all of our funds.

Climate risk can be categorised as follows:

¢ Physical risk: Physical damage caused by climate change

e Transition risk:  Financial risk from regulations, technology, consumer behaviour and political actions when
transitioning to a sustainable society

e Liability risk: Claims for damages due to actions that can be linked to climate policy and climate change

In such a framework, it is especially the transitional risk that will create tomorrow’s winners and
losers in the stock market. If we find that a company has significant physical or liability risk,
itis typically a company we stay away from anyway. For banks and insurance companies,

we nevertheless consider the possible effect on loan provisions and claims payments.

The concept of climate risk naturally leads to evaluating fossil energy, especially
in Norway. Concepts such as peak oil and the need to reduce greenhouse gases
make the transition risk well visible to oil and oil service companies.

Two of our funds, Pareto Nordic Cross Credit and Pareto Global, exclude
fossil energy producers. This is basically well justified financially, as
Norwegian investors are directly or indirectly highly exposed to the oil
industry. Global funds without the same exposure thus provide a better
risk balance overall.

The same absence of fossil energy can also be found in Pareto ESG
Global Corporate Bond. In this fund it has a further function, since the
fund is now classified as an article 9 fund according to the SFDR and
has also attained the second-generation Nordic Swan Ecolabelling as the
first fixed-income fund. This fund has a dedicated ESG analyst working on
sustainability issues. For the time being, this is our only article 9 fund.

However, Pareto Asset Management has no principled objection to fossil

energy. Oil and gas are central, integrated elements in all modern societies, and

in many cases, they can replace significantly more polluting coal. At the same time,

the work to limit climate change is one of humanity’s biggest challenges, and C02

emissions from fossil fuels contribute significantly to such emissions. Thus, it is clear

that the industry has a considerable social responsibility. We must consider whether we
believe the companies we invest in take this responsibility seriously.

The oil sector, which is dominant in the Norwegian economy, is well represented in other of our funds, both in
equities and in fixed income. In particular, we do believe that oil and gas are good substitutes for coal in the slightly
shorter term, and we also see that Norwegian companies are often among the best at reducing emissions from the
extraction itself. In this way, this sector is definitely part of the solution and not just part of the problem.

Note that climate risk is about much more than the ethical perspective. For example, companies with low greenhouse
gas emissions will have a significant competitive advantage in the face of new regulation and changed consumer
behaviour. It is likely that they will also have an edge in attracting investors, which may affect the future price trend
in our favour.

Similar arguments can be made for Alfa Laval, in which both Pareto Nordic Equity and Pareto Nordic Omega hold
shares. The company produces heat exchangers and other environmentally friendly products, and it announced in



its latest quarterly report that they will increase investments in production capacity to meet strong demand. Alfa
Laval is thus a good example of how the ongoing transition also creates many winners.

An industry with an obvious climate risk is aviation. Pareto Investment Fund holds stock in Norse Atlantic, we have
previously owned shares in both Norwegian Air Shuttle and Ryanair, and we have not imposed any ban on such
investments. But the concept of flight shame is a reminder that there is a significant transition risk associated with
such investments (in addition, of course, to the fact that the emissions themselves are a negative element). It is also
not unlikely that airlines will face higher environmental taxes, which we must take into account in our analyses.

Relevant factors when investing in airlines include the age of the aircraft fleet and the load factor, which together
are decisive for CO2 emissions. We then aim to uncover the relative climate risk, to find out which companies will
do best.

In practice, it is demanding, not to mention difficult, to assess climate risk in our portfolio companies. Reporting on
climate risk and other sustainability issues is little regulated, and the quality varies considerably. Many companies
lack a systematic approach to reporting on sustainability, which the Governance Group previously concluded in its
analyses of the 100 largest companies on Oslo Bars (the Oslo stock exchange). However, they also found that many
companies have improved their reporting on sustainability.

Hence, we believe that by exercising active ownership and dialogue with the companies, we can help sharpen the
focus on sustainability. The section on SBTi dialogues with our major Norwegian equity holdings is, we hope, a
good illustration. Either way, we note that many companies are stepping up their sustainability efforts and thereby
also work towards reducing climate risk. From the Pareto Global portfolio, we can cite the following examples:

BASF
BASF is the world’s largest chemical company, emitting 18.4 million tonnes of
CO2 a year. But BASF itself has high ambitions for CO2 cuts and the company
will be an important part of the EU’s green deal. It cut CO2 emissions

by more than 54 per cent from 1990 to 2022, through optimisation of
energy production and integration of chemical processes. The next
goal is to cut emissions by 25 per cent by 2030, just as the company
fires up a new production plant in China. To manage this, it must
invest in new environmentally friendly technology.

BASF is building the world'’s first electrified steam cracker
that can produce basic chemicals without CO2 emissions.
Another current technology is methane pyrolysis, which
is used to produce hydrogen from natural gas without
CO2 emissions. This technology has only 1/5 of the power
consumption of conventional electrolysis. A pilot reactor is
already in operation. The company’s long-term ambition is to
be CO2 neutral by 2050. Going forward, BASF will stamp all its
products with the CO2 footprint.

Microsoft

Invests heavily in reducing emissions and contributing to a
sustainable future. Has been carbon neutral in its global operations
since 2012, but only through paying others for cuts. Will be carbon
negative by 2030 and by 2050 it will remove all the carbon the company
has emitted either directly or by electrical consumption since it was
founded in 1975.

Prudential

As a significant asset manager and asset owner, Prudential has a distinctive role to play in

the transition to a low-carbon economy. The weighted average capital intensity of its investment portfolio declined
by 43 per cent compared with 2019 as the baseline. The company has a goal of cutting the carbon emissions of its
portfolio of shareholder and policyholder assets by 25 per cent by 2025 and being a carbon-neutral asset manager
by 2050.



Third-party data no magic bullet

For an active manager like Pareto Global, handling more data collection as part of the fund
management may provide improved risk management and better understanding of investment
opportunities.

As a signatory to UNPRI since 2014, we have committed ourselves to integrating sustainability concerns into
our investment processes. This means that we include all relevant ESG aspects in our company analysis and
selection, spanning everything from company market opportunities to financial costs. In order to be able to do
this in a structured and transparent way, a lot of ESG data is needed, which is supposed to be used in conjunction
with more traditional financial data.

Furthermore, as most of our funds are classified as Article 8 funds and, in one case, Article 9, steadily more data
is needed for external documentation according to the SFDR regulation, which has already come into force in the
EU and is expected to be incorporated into Norwegian law in 2023.

Not surprisingly, the ESG data market has been booming, with third-party data providers collecting and re-
selling company ESG data to financial market participants, our own fund management sector included. For many
smaller Nordic companies, there is still a dearth of relevant data, but for larger global companies, there is an
abundance of third-party data.

For an actively managed fund like Pareto Global, however, it's not just a matter of helping themselves to these
data sets. For one thing, various ESG data providers have attempted to create their own interpretation of “good
ESG” by scoring and rating companies along various dimensions. In addition, these ratings are often very
dispersed, due to the highly objective nature of what “good ESG” means and the framework surrounding it.

The increased availability of third-party ESG data also highlights another challenge: in order to truly be able to
utilise data in financial decision-making, a high degree of attention to detail is required. The underlying reported
company data often comes with assumptions and disclaimers, making direct comparison difficult, across
companies but also across time.

How is the management level defined in Company A’'s gender pay gap reporting? Is the emissions data reported
by Company B organised by market or by location, and has this changed since last year? What about all the data
Company C does not reveal and report on, can this give us as investors a clue about the quality of ESG integration
within the company?

”I.ike in most walks of life, there are

no shortcuts to valuable insights and success.”

Like in most walks of life, there are no shortcuts to valuable insights and success. As active investors with a
concentrated portfolio, the Pareto Global fund managers know their companies very well. And they don't need
a third-party data provider to collect ESG data on their 25 to 30 positions. In fact, they probably wouldn't benefit
from doing so.
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This is not just about fulfilling a reporting requirement. We believe that handling more data collection as part of
the fund management may provide improved risk management. Better insight into the nature and background of
the data makes it easier to avoid investing in companies where the potential financial gains might be neutralised
by increased market scrutiny. It provides an opportunity to positively discriminate on ESG quality by simply not
holding the laggards in the space.

The Pareto Global fund managers have made an effort to increase the transparency of how they integrate ESG
in the fund. By systematically collecting and categorising company ESG data, they developed a framework for

Principle Adverse Impact (PAIl) reporting, while mapping their companies’ efforts to align with the United Nations’

Sustainable Development Goals (SDG's).

By building a better data structure, they also made it easier to store and update such data, leading to better
progress-tracking possibilities.

And, while the fund managers were convinced that all the portfolio companies have superior ESG characteristics
along all PAl dimensions required by the SFDR framework — or else they’'d picked other companies - they now
have the relevant figures to back it up.

We think of this as a nice side effect. The main point is that by not just relying on third-party data providers, they
have ascertained that these figures are also relevant for the investment process. In this way, the growth of re-
sponsible investing has brought to light another defining characteristic of truly active fund management.

Pareto Global fund management team: Andreas Kamvissis (left) and Andreas Sgrbye
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Climate risk in practice: Carbon tax?

Two years ago, to picture the effects of a global carbon tax, we conducted an exercise, a stress
test if you will, on the Pareto Aksje Norge portfolio. The conclusions were somewhat different from
what you might expect. We believe they still hold, so we'll recap the major points.

We mainly looked at two aspects: taxation of direct emissions (so-called scope 1)

and value chain effects (scope 2 and 3). Looking at the companies’ prospective

T tax bills is not enough. The key is their relative position in their industry
and, of course, the industry’s own vulnerability.

Norsk Hydro operates in a carbon-intensive industry. The
product, aluminium, is a light and strong metal, widely used
and recyclable, and demand is expected to increase. But
production requires a lot of energy, and a global carbon
tax will significantly affect the supply side. The industry
will incur higher taxes/costs, in addition to having to
invest heavily to reduce emissions. Higher costs will
push up aluminium prices, benefitting companies
with lower carbon intensity. Norsk Hydro is one of

the world's cleanest
producers, using a lot of renewable energy. Some
of the largest competitors are 3 to 8 times as
carbon intensive. Consequently, a global carbon
tax will significantly strengthen Norsk Hydro's

competitiveness.

Similar effects apply to Yara International. A growing

global population needs food. The challenge is to

produce enough food, fast enough, in a small enough

area. Yara's quality fertiliser solutions contribute

to increased food production, while reducing space
requirements and consequently deforestation.

Then again, fertiliser production requires ammonia, which in turn

requires hydrogen, which is now mainly produced from natural gas.

This emits a lot of carbon dioxide. But Yara's relative positionis strong, and

a global tax will put significantly higher pressure on competitors. Increased

industry costs will increase fertiliser prices. Yara will then improve its margins,

have more room to invest in emission-friendly technologies, and thus strengthen its competitive advantage. In

addition, Yara is far ahead in the production of green ammonia, a preferred solution in the development towards
emission-free shipping.

Of course, a carbon tax will also impact oil and gas producers. Here, the indirect effects are clearly stronger
than the direct ones, as consumption accounts for the larger part of the emissions. In the short run, the world is
dependent on fossil energy sources, and oil and gas will remain an important source of energy and energy storage.
Demand for gas will probably even increase because of reduced coal-based energy, a clear climate “worstie”.
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In a longer-term perspective, however, demand will be negatively affected by the shift towards renewable energy
sources. In addition, the industry will be hit by increased direct taxes (albeit to varying degrees) and increased
input prices. The companies that will prevail are those with the lowest carbon footprint. Equinor stands out as one
of the world's cleanest producers and will (and should) be one of the last to halt production, provided they maintain
their competitive advantage.

These are not isolated cases. We see several such companies in the portfolio. For instance, salmon has a much
lower carbon footprint than other protein sources and Elopak produces their cartons with a fraction of the emissions
from plastic substitutes. Overall, the portfolio has a strong relative position. We expect a global carbon tax to
strengthen this position significantly.

Our study thus provides renewed confirmation of the complementary nature of sustainability and long-term value
creation. And of the value of active asset management.

The Paris Agreement

In 2015, the Paris Agreement was signed by 195 countries. The goal was to keep the global
temperature increase below 1.5 degrees, or at worst below 2.0 degrees. A pivotal measure to
reduce emissions and achieve these goals is the pricing of carbon emissions.

Norway is to cut its emissions by 55 per cent by 2030 and has reported a planned increase in the
carbon tax to 2,000 kroner per tonne. More countries are expected to follow suit, as a global tax will
have a significantly greater effect. In addition, it will be fairer, as companies in all countries will be
subject to the same conditions. This will highlight companies that are relatively better and provide
additional incentives to become greener.



Guidelines for responsible investments

1. BACKGROUND AND PURPOSE

Pareto Asset Management AS ("Pareto Asset Management”) aims at contributing to sustainable development of
markets and long-term value creation by investing in a responsible and ethical manner. We believe that responsible
investments are important for achieving the best possible risk-adjusted return for our unitholders and customers.
Sustainability and sound corporate governance give companies competitive advantages and contribute to long-
term value creation.

This document sets out guidelines for responsible investments undertaken by Pareto Asset Management
on behalf of our unitholders and individual asset owners. The purpose of the policy is to prevent Pareto Asset
Management from contributing to the violation of human rights, labor rights, corruption, environmental damage
or other unethical actions. Furthermore, we consider it important to integrate sustainability assessments into our
investment processes, as this can also affect the long-term value of our investment.

We expect the companies that we invest in to comply with the same principles.

As part of our efforts to promote responsible investments, Pareto Asset Management has signed the UN Principles
for Responsible Investment ("UN PRI”)'. These guidelines are based on UN PRI, the UN Global Compact?, the
guidelines for the Norwegian Government Pension Fund Global, the Principles for the exercise of ownership rights
in investment companies from the Norwegian Fund and Asset Management Association, as well as internationally
recognised principles and conventions.

2. RESPONSIBLE INVESTMENTS

2.1 Priorities

We seek to invest in companies that have good quality of operations and management. The companies should
have a clear focus on ethical issues in their attitudes and actions, as well as having a value base for the business
that complies with the guidelines. The companies must exert good corporate governance, comply with national
legislation as well as international conventions, and show an open and complementary information policy. This
means we emphasise social conditions, the environment, sustainability and good corporate governance when
considering a company.

Ethical risk assessments must be conducted before an investment can be made.

2.2 Exclusion of companies
Pareto Asset Management shall not be invested, on behalf of our funds and customers, in companies which
themselves or through entities they control:

¢ Produce weapons that, in normal use, violate basic humanitarian principles

e Produce tobacco

¢ Sell weapons or military equipment to states subject to sanctions from the UN Security Council or other
international measures directed at a particular country that Norway has supported (mandate for the
management of the SPU section 3-1 second paragraph letter c)

e Mining companies and power producers that themselves or consolidated with controlled entities receive 30
per cent or more of their revenues from thermal coal, or base 30 per cent or more of their operations on
thermal coal activity

e Produce pornography

' The contents of UNPRI can be found here: www.unpri.org/pri/an-introduction-to-responsible-investment.
2The UN Global Compact contains ten general principles derived from the Universal Declaration of Human Rights, the ILO Declaration
of Fundamental Principles and Rights in Work and the Rio Declaration on Environment and Development.
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Pareto Asset Management may decide to exclude a company if there is an unacceptable risk that the company
contributes or is responsible for:

¢« Human rights violations, such as killing, torture, deprivation of liberty, forced labour and exploitation of
children, including child labour3

e Violations of individuals’ rights in war or conflict situations

e Breach of basic employee rights

e Severe environmental damage

e Actions or omissions that lead to greenhouse gas emissions at an aggregated company level

e Corruption

e Other repeated or significant violations of basic ethical norms

Pareto Asset Management shall exercise a precautionary principle in connection with investments in biotechnology
companies, gambling and alcohol.

2.3 Exclusion decision

Companies listed on the exclusion list of the Norwegian Government Pension Fund Global after the decision of
Norges Bank's Executive Board shall be automatically excluded from the investment universe of Pareto Asset
Management.

If legitimate doubt arises astowhetheraninvestmentisinline withthe guidelines, aseparate ethicalrisk assessment
shall be conducted. This assessment can be based on input from our customers and other stakeholders, as well as
various publicly available sources. Pareto Asset Management will nevertheless always draw its own conclusions
based on a specific assessment of objective, verifiable facts.

3. CORPORATE GOVERNANCE

Pareto Asset Management shall exercise active ownership in the portfolio companies in order to promote
responsible business operations. This means that we will use our ownership rights and influence in the companies
to help move the companies in a positive direction in terms of social relations, environmental issues, sustainability
and good corporate governance.

When there is a specific reason to believe that a company violates our policy of responsible investments, we
will consider addressing the issue with the company’s management and encouraging the company to correct the
circumstances. If necessary change is not implemented, Pareto Asset Management will normally sell all positions
in the company.

3 This includes "the worst forms of child labour” as defined in the ILO Convention (No. 182) Article 3.

Pareto Nordic Equity management team: Christian Nygaard and Ole Jgrgen Grgneng Nielsen
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4. RESPONSIBILITY FOR MONITORING AND CHECKING THE GUIDELINES

Pareto Asset Management has established an ethics committee entrusted with the responsibility to ensure that
the company’s guidelines for responsible investments are up to date and appropriate, as well as assess and decide
exclusion of companies in accordance with paragraph 2.3 of the guidelines. It will also assist portfolio managers

with training, advice and sparring as needed. In particularly demanding cases, the Ethics Committee shall inform
the CEO.

The Ethics Committee is headed by the company’s Chief Economist & Strategist and consists, in addition, of
representatives of different departments as required.

Twice a year, the Ethics Committee prepares a report on our guidelines for responsible investments and the practice
of these. The report reviews specific topics we have worked with as well as relevant company assessments and
dilemmas. It shall be available to our customers.

The chairman of the Ethics Committee shall annually provide the Board of Pareto Asset Management with an
overview of the status of ongoing work for responsible investments in the company.

The Compliance Manager shall supervise compliance with our Guidelines for Responsible Investments, including
the necessary exclusion of companies. In addition, the compliance officer will attend meetings of the Ethics
Committee as an observer.

Background and facts

Behind the UNPRI principles is the UN Environment Program Finance Initiative (UNEP FI). UNEP Fl is a global partner-
ship between the United Nations Environment Program and the financial sector. Among the goals for the collaboration
is to identify, promote and realize best environmental and sustainability practices in the financial industry. Central to
this collaboration are ESG questions, derived from the English concepts environmental issues, social issues and cor-
porate governance.

Through our signature, we committed ourselves to respond to ESG questions that may follow, to the best of both our
customers in the long run and for society as a whole:

We will implement ESG issues in our investment analysis and decision-making processes

We will practice active ownership and implement ESG in our ownership policy and its exercise

We will work for satisfactory reporting on ESG topics from our portfolio companies

We will promote acceptance and implementation of the principles in the financial industry

We will work with other signatories to strengthen the effect of the principles and their implementation
We will report on our activities and our progress in implementing the principles

cakrwnN -~

Our signature also includes a more general, implicit obligation to follow principles and standards anchored in the
UN. These are voluntary, non-judicial recommendations that express expectations of good corporate governance, and
which provide expectations for good corporate practices in dealing with environmental and social issues. In assessing
our investments, these principles and standards will act as a reference framework and guide.

The UN Global Compact contains ten general principles derived from the Universal Declaration of Human Rights, the ILO
Declaration of Fundamental Principles and Rights in Work and the Rio Declaration on Environment and Dvelopment. The
principles are general and state, among other things, that companies must respect human rights and not be involved in
violations of them, maintain freedom of association and collective bargaining rights, and eliminate all forms of forced
labor, child labor and discrimination in working life.
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Investing in a responsible and ethical manner

Pareto Asset Management aims at contributing to sustainable development of markets and long-
term value creation by investing in a responsible and ethical manner.

We believe that responsible investments are important for achieving the best possible risk-adjusted return
for our unitholders and clients. Sustainability and sound corporate governance give companies competitive
advantages and contribute to long-term value creation.

As part of our efforts to promote responsible investments, Pareto Asset Management has signed the UN Principles
for Responsible Investment (PRI). These guidelines are based on UN PRI, the UN Global Compact, the guidelines for
the Norwegian Government Pension Fund Global, the Principles for the exercise of ownership rights in investment
companies from the Norwegian Fund and Asset Management Association, as well as internationally recognised
principles and conventions.

Pareto Asset Management shall exercise active ownership in the portfolio companies in order to promote
responsible business operations. This means that we will use our ownership rights and influence in the companies
to help move the companies in a positive direction in terms of social relations, environmental issues, sustainability
and good corporate governance.

Our product-based exclusion criteria

Weapons and ammunition

A variety of types of weapons, ammunition and warfare methods are prohibited under international law, such
as the Geneva Convention. In addition, Pareto Asset Management may exclude companies involved in weapons
production as a precautionary principle.

Tobacco
Tobacco is a legal stimulant, which according to WHO is causing several million deaths in the world each year.

Coal
Pareto Asset Management follows the Norwegian Government Pension Fund in its assessment of coal producing
companies.

Pornography
Pareto Asset Management does not invest in companies producing pornography.
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Our product-based precautionary principles

Biotechnology

Modern biotechnology touches life's big questions and has an impact on what we think about human worth. It is
therefore relevant to the whole global population, and not just doctors and researchers who carry out in vitro
fertilisation, map genes and research stem cells. Investments in biotechnology may involve a risk of violation of
fundamental ethical norms.

Alcohol
We have considered whether there should also be an absolute ban on investments in alcohol but has concluded
that it is neither desirable nor manageable in an ethically consistent and sound manner.

Alcohol as a food additive is generally considered to have many positive aspects. Furthermore, alcoholic beverages
are embedded in most societies, with many businesses indirectly profiting from alcohol consumption. Breweries,
wineries and distilleries stand out as obvious examples, but also wholesalers, hotels, restaurants, airlines,
shipping companies, railways and especially grocery chains may have a significant portion of their profits from the
sale or delivery of alcohol. The same applies, of course, to real estate companies with revenue-based rent, such as
the listed company Olav Thon Eiendomsselskap (OSE).

An absolute ban oninvestments in companies with interests in alcohol will therefore likely be perceived as a case of
double standards, and insurmountably complicated. In consideration of the significant social and health problems
relating to alcohol abuse, the company will nevertheless apply a precautionary principle with investments in
alcohol.

Gambling
We have considered whether there should be a ban on investments in gambling. At this point, our assessment is
that a general ban is problematic for several reasons.

Gambling has a relatively wide definition, covering everything from games that primarily fills an entertainment
function, to more economically active activities where the outcome is largely due to chance and luck.

For the purpose of these guidelines, it's the possible harmful effects that are of importance. The consequences of
gambling can be summarised in two words: gambling addiction.

Pareto Asset Management does not want to act in a way that contributes to increasing and more harmful gambling
addiction. As part of the investment process we must therefore always raise the question of whether the company
in question operates in such a way that it is likely to create gambling addiction.

In our opinion, a general ban will not contribute to better achievement. An important element is that a significant
part of the gambling business largely, or wholly, fills an entertainment function. Although the gains are in the form
of money, unlike the teddy bear in the amusement park, the stakes are normally such that participation is for fun,
excitement and surprise, not because it nourishes some presumption of getting rich.

Furthermore, gambling, like alcohol, has such an extent that it can be difficult to draw sharp limits. One might
imagine a kiosk chain with deployed slot machines of a type approved by the relevant authority, where the kiosks
get a lease while the profits are due to a third party. The chain then has no benefit of increased gaming on the
vending machines, and their own activity can be claimed to be limited to the letting of floor space.

Similarly, gambling is offered on most cruise ships and passenger ferries, as well as at some hotels. In addition,
there are companies producing the game machines used without this being considered gambling. For these
reasons, we have concluded that there should be no general ban on gambling. On the other hand, it seems obvious
that we should apply a precautionary principle when investing in companies that offer gambling.
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Conduct etc.

Human rights violations

Gross or systematic violations of human rights such as killing, torture, deprivation of liberty, forced labour, the
worst forms of child labour. In our reviews, we have not found any circumstances that indicate that any of our
portfolio companies contribute to such human rights violations.

Serious environmental damage

Serious environmental damages can be said to include severe climate impact in the form of relatively high
greenhouse gas emissions, which is also in line with Norway's international commitments and the government'’s
climate report.

Based on this review, we are not aware of circumstances that indicate that any of our portfolio companies contribute
to serious environmental damage. However, we have previously spent a lot of time assessing the situation for
Norsk Hydro's operations in Brazil, where heavy rain in February 2018 led to flooding and environmental damage.
The company is no longer on our watch list.

Greenhouse gas emissions

The section on climate risk goes into further detail on our assessments in this area. Suffice it to say that we have
no company-wide, principled objections to fossil fuel as such, but we do care that the companies in question work
to limit emissions and other side effects of their business. Two of our funds have a stated policy of not investing in
fossil fuels.

Gross corruption

It goes without saying that corruption is unacceptable to a responsible investor. The problem is generally one
of discovery, which seldom takes place without criminal investigation and proceedings. Our challenge then is to
evaluate the quality of governance going forward.

We have had instances of corruption also in partly government-owned companies in Norway. As a general rule, we
don't necessarily sell our holdings simply because something unacceptable has happened. We will have to evaluate
the risk of the problem repeating itself, whether it was a singular case or a consequence of a permeating problem,
and of course what is being done in order to get their house in order.

Other particularly gross violations of basic norms
We have not identified other gross violations of basic norms.
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Corporate governance

Engagement policy

Pareto Asset Management conducts meetings with the management and board members in many of the portfolio
companies, as well as shareholders, on a regular basis. This dialogue is the most important instrument we use in
our work as an active owner.

Grounds for initiating engagement activities may be breach of ESG criteria, substantial investment in the company
or a need for more information on critical ESG damage that has already occurred.

Requests from clients can also be grounds for engagement.

Proxy voting

Pareto Asset Management has established its own voting guidelines. These are based on the Norwegian Code of
Practice for Corporate Governance.

Please note that we don't vote just for the sake of voting. We see no point in casting the maximum number of votes.
Most agenda items are standard, plain vanilla issues. Some may be of greater importance. In some of these cases,
the outcome is far from given. If we feel that a certain outcome is important, we will contribute to attaining that

outcome by voting.

However, casting votes has a cost. In some cases, more specifically with some global companies, it may be inor-
dinately cumbersome. In that case, casting a vote may not be in the best interest of our investors or unitholders.

After all, that is our guiding light: We do what's in the best interest of our clients and unitholders.

)|

[20



Active ownership

Stating the obvious, our portfolio companies are not perfect. If we decide to invest in a company,
there is most often a lot we wouldn’'t mind being able to change. That leaves us two options.

There is a phrase called "voting with your feet”, which means leaving something or someone you disagree with,
rather than trying to change them. In our industry, we might say that we vote with our wallets. We do this when
we sell something we do not want to own — or, conversely, seek particularly promising investments.

But we do more than that. We also try to influence the companies we own. We vote at annual general assemblies,
we have direct dialogue with management or try to work with other committed shareholders. And we do believe
that, sometimes, we can push the development in the desired direction.

Our Norwegian equity portfolios consist of companies we know well, in many cases after years of ownership and
a number of opportunities for dialogue with management. In the fund Pareto Aksje Norge, which has a relatively
low turnover rate, we have engaged in dialogue with practically all the companies in the portfolio on corporate
governance, environment and (to a lesser extent) social conditions over the past few years. These are companies
we know well, with direct lines to top management.

We also have discretionary management of Norwegian equities. These mandates all hold the same companies
as Pareto Aksje Norge, which simplifies engagement. The combined portfolio is our largest in the equities space,
representing the major part of our Norwegian stock investments.

These are some of the topics that our portfolio managers have raised in discussions with portfolio
companies in the past year:

Multiconsult: Discussions with the board of directors and the largest owner (Multiconsult foundation) on how the
management incentive scheme is designed to align interests.

Lumi Gruppen: Discussions regarding listing on the main Euronext list and aligning reporting to comply with the
NUES guidelines. Discussions with management regarding how employees are treated during the downsizing of
physical schools (layoffs).

Akva Group: Discussions regarding the new strategic owner (Israel Corporation, 18%) and reporting quality of
both financial and non-financial information.

Veidekke: Environmental ambitions for the asphalt business and degree of recycling of cement in new projects.
Discussions on capital structure and capital allocation.

Elkem: Governance aspects of Chinese-based Bluestar being the majority shareholder. Employee rights and
environmental targets set by the company.

Borregaard: Discussions on emission -targets and pathway to reach the targets.

Odfjell: Management incentive programme and aligning interests with shareholders to a larger extent.

TGS: Dialogue on the management compensation scheme.

Given our relative size in the Norwegian stock market and the long-standing relations with most of our portfolio

companies, we do believe that our views hold some weight and provide useful input to these companies about
investor concerns. In addition, such dialogues produce important information about key risk factors in the
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companies in which we have part ownership.

We have, however, concluded that we are not going to vote just for the sake of voting. While some asset
managers make a point of their having voted at so and so many general assemblies,

we will prioritise issues where the outcome is of significance and importance to

our unitholders. This enables tighter control with the exercising of voting
rights, which ultimately rests with the Board of directors. And, in many
instances, the resources can be better spent on materially relevant
issues — e.g. through discussions with company management.

Of course, many of our foreign positions are in significantly
larger companies with a somewhat longer distance to top
management. It's not likely to be easy to get in personal
contact with the management of Microsoft or Alphabet,
which owns Google. But we have the same digital
presence as all other investors, our input is recorded at
one level or another, and we get the same information as
everyone else.

As for bond funds, active ownership takes on a different
meaning. Per definition, we have no voting rights with
these funds. However, we have observed that it is
generally easier for fixed income investors to reach
companies seeking for capital on the debt market. Our
bond issuers are often unlisted and can be out of the
regulatory scope. This is the reason why we believe that
fixed income fund managers have an important role to play
in positively influencing bond issuers in the right direction. As
responsible investors, we consider engagement activity a key
component of active ownership.

Of course, influencing potential bond terms may also have financial
benefits. Again, we see that there is no inherent contradiction between
responsible investment and profitable investment. On the contrary, we keep getting
confirmation that responsible investment also contributes to good risk-adjusted returns.



Company assessments

Rockwool - still cloudy on coal

The Danish company Rockwool is probably best known for rock wool for insulating houses, but also produces,
among other things, facade panels and roof panel systems intended to reduce noise and fire hazards. Most are
products that provide a factual basis for the company’s unrelenting emphasis on sustainability and the circular
economy. For example, rock wool makes a good contribution to reducing energy needs in homes and offices.

The problem is that the production of these products consumes a lot of energy. And Rockwool bases part of its
production on coal. How much?

Well, that's information that the company will not divulge. — Due to the competitive nature of our industry, we
do not disclose this information, the company replies. For Pareto Asset Management, this is a problem, as our
policy does not allow companies that base 30 per cent or more of their business on thermal coal.

We have not taken the step of excluding the share, letting three arguments decide. Firstly, management is very
clear that they are going to reduce the use of coal. There are ongoing, credible plans to shift to cleaner energy
sources. In 2022, 31% of capital expenditures went towards sustainability, with a focus on sustainable energy.

Secondly, the share is not on the exclusion list of the Norwegian Government Pension Fund Global, which has
the same restriction on coal use.

And thirdly, the products are obviously sustainable. This is not just about focusing inquisitorially on the problems.
Sustainability is about opportunities, and here they are good. Rockwool itself believes that the products they
sold in 2021 will save 100 times the energy consumed during their lifetime. We therefore think that Rockwool is
a good company to own, which we do in the funds Pareto Nordic Equity and Pareto Nordic Omega.

We will still work to gain more insight into the company’s energy use. This is also about the value that we place
on transparency in the companies we own. At Rockwool it is a little too opaque.

This is not just about focusing inquisitorially on the problems. Sustainability is about opportunities.

Stora Enso and UPM Kymmene - a cartel?

In September 2021, EU officials raided several wood pulp producers on suspicion of these companies forming a
wood pulp cartel. Among these companies were Stora Enso, which we own in Pareto Nordic Equity and Pareto
Nordic Omega, and UPM Kymmene, which we have sold short in the latter two funds.

Unannounced inspections are an initial step in investigating possible anti-competitive practices and usually the
first major step in a cartel investigation. Officials will then look for documents revealing that the companies
have worked with competitors to set prices or allocate sales. According to the EU Commission, the fact that they
carry out such inspections does not mean that the companies are guilty of anti-competitive behavior, nor does it
prejudge the outcome of the investigation itself.

Wood pulp is a global commodity, so it will be challenging to prove illegal anti-competitive behaviour. According
to normal practice, the companies are under strict confidentiality rules.

We have no independent basis for suspecting anything illegal and have not changed our positions in the two
companies.

Danske Bank - the cleanup that was not over

In May 2018, the Danish FSA announced that it would impose fines on Danske Bank as a penalty for several years
of money laundering in Estonia. The culpable department was shut down in 2015, the bank was conducting an
audit of its Estonian branch, and we thus figured that we invested in a bank fully engaged in clean-up and self-
questioning.
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The bank submitted its internal review in September 2018, revealing much more comprehensive money
laundering than we had assumed. Worse yet, the report exposed a pervasive culture of unacceptable attitudes in
the bank, in the sense that top management and the Board should have acted several years ago. For a long time,
the bank trusted the reporting from the Estonian branch and the group’s overall money laundering routines. The
reporting later turned out to have been deficient and misleading, and group routines failed.

The first internal whistleblowing came late in 2013. It put the case on the agenda for both group management
and the Board. Measures taken in 2014 proved to be insufficient. Towards the end of 2014, there came a highly
critical report from the Estonian supervisory authority, and the business was finally shut down in 2015.

In later years, the bank has hired many people in compliance and IT services to prevent money laundering.
A lot has been invested in IT systems related to this. All of the bank’'s employees have undergone training to
both prevent money laundering and correct errors in a proper manner. In addition, the Board has appointed a
separate sub- committee for Conduct & Compliance. We consider it far less likely that the next banking sector
issue will originate from Danske Bank.

In December 2022, final coordinated resolutions were reached with the US Department of Justice, the US
Securities and Exchange Commission and the Danish Special Crime Unit. The bank fully accepted the findings
and apologised unreservedly for the unacceptable historical failings and misconduct. The investigations resulted
in a total settlement of DKK 15.3 billion, covered by earlier provisions.

Pareto Nordic Corporate Bond, Pareto Likviditet and Pareto Obligasjon hold bonds in the company.

Wells Fargo - remains of a culture problem?

In 2016, it was revealed that bank accounts in Wells Fargo were created without the approval of the clients. The
audit firm PwC was engaged by Wells Fargo to uncover the scope. Their review documented that this involved
up to 3.5 million deposit accounts and 565,000 credit card accounts. It was further revealed that this had been
going on from 2011 to the end of 2015. The review pointed all the way to top management.

For a more detailed walk-through of the issue, please see previous Rl reports.

Even as these sales practices are history and the company has made a complete revamp of senior management
and more than 80 per cent of the board, the US Federal Reserve has not lifted the asset cap it imposed, limiting
the bank’s balance sheet to just under $2 trillion. Timing of the removal is still uncertain, but there have been
several positive signals that this process is moving forward.

We believe that this process has been constructive for Wells Fargo. Major changes have been made in the
management of the company and, we believe, its culture. Furthermore, all else being equal, the asset cap has
probably been productive in elevating the quality of Wells Fargo’s balance sheet at a time when the economy was
running at full capacity.

Pareto Total holds shares in Wells Fargo.

Previous mentions

Swedbank - shorting a scandal
In earlier reports, we highlighted the lack of sufficient routines to uncover possible money laundering in Swedbank.
The bank was investigated in both Estonia and the US.

Pareto Nordic Omega had a short position in Swedbank, balanced by long positions in two Norwegian savings
banks. In March 2023, this position was closed. By then, Swedbank had an accumulated total return of 50%, while
the savings banks had returned approximately 300%.
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. Common acronyms
in ESG investment and regulations

The emergence of ESG investing and related regulations has spawned a myriad new acronyms. If
you don't work in this field, you probably don’t know all of them.
Here is a short overview that may come in handy:

e CDP: CDP (the Carbon Disclosure Project) is a non-governmental organization (NGO) that runs a global
disclosure system to manage the environmental impact for private and public institutions. Nearly 10,000 of
companies, cities, and governmental institutions report on their risks and opportunities related to climate
change.

e CSRD: The Corporate Sustainability Reporting Directive. In order to help the financial industry to better
assess company extra-financial aspects, the EU Commission requires large public-interest companies with
more than 500 employees to report information on how they manage environmental, social and governance
issues in their business operations. Companies that fall under the scope of CSRD will have to disclose EU
Taxonomy-related information.

e EU Taxonomy: The EU Taxonomy regulation, which entered into force in the EU in January 2022, has
established a classification system of environmentally sustainable activities that translates the EU’s climate
and environmental objectives into criteria or specific economic activities purposes. The EU Taxonomy
recognizes ‘environmentally sustainable’ economic activities that make a substantial contribution to at least
one of the EU’s climate and environmental objectives:

» Climate change mitigation

e Climate change adaptation

e The sustainable use and protection of water and marine resources
e Transition to a circular economy

e Pollution prevention and control

e The protection and restoration of biodiversity and ecosystems

In addition, the investment must respect the do no significant harm criteria and be in line with the minimum
safeguard.

e GHG: Greenhouse gases (GHG) are gases that absorb and emit radiant energy within the thermal infrared
range, causing the greenhouse effect. Greenhouse gases shall be calculated according to the GhG protocol
or similar official standard.

¢ GRI: The Global Reporting Initiative publishes GRI Standards, which provide guidance on disclosure across
environmental, social and economic factors for all stakeholders including investors. These standards are
used by organizations worldwide.

e PAI: According to SFDR, Principal Adverse Impacts (PAl) are impacts of investment decisions or advice with
material, negative effects on sustainability factors. Sustainability factors mean environmental, social and
employee matters, respect for human rights, anti-corruption, and anti-bribery matters.

e PRI: Principles for Responsible Investment is an international network of investors/signatories working
together with a common ambition to foster ESG ownership decisions in investment. With 7,000 corporate
signatories in 135 countries, it is the world’s largest voluntary corporate sustainability initiative.

e RTS: Regulatory Technical Standards are a set of technical compliance standards that, once endorsed by the
European Commission, need to be met by all parties. Under the SFDR, RTS are the rules that financial market
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participants need to obey to comply with regulations.

SBTi: The Science Based Targets initiative (“SBTi") is an alliance created between CDP, the United Nations
Global Compact, the World Resources Institute (WRI) and the World Wide Fund for Nature (WWF). The initiative
ensures that companies’ net-zero targets are consistent, by assessing the robustness of climate action plan
via science-based methodologies.

SDGs: The Sustainable Development Goals (“SDGs”) are 17 goals developed in global partnership to
achieve the plan of actions for peoples, planet and prosperity as set out in the 2030 Agenda for Sustainable
Development.

SFDR: The Sustainable Finance Disclosure Regulation (SFDR), applied in the EU from March 2021, is a
European regulation introduced to improve transparency in the market for sustainable investment products,
to prevent greenwashing and to increase transparency around sustainability claims made by financial
market participants. SFDR sets different kinds of disclosure requirements for three types of funds or other
financial products within the scope of the regulation:

e Article 6: Funds that do not integrate a sustainability focus into the investment process.

e Article 8: Funds that promote environmental and or social characteristics, referred to as “Light Green”
funds.

e Article 9: Funds that have ‘sustainable investment’ as their objective, referred to as “Dark Green” funds.

TCFD: Task force on Climate-related Financial Disclosures is a market-driven initiative developed to
establish and recommend a general framework for identifying, assessing and reporting climate-related
financial disclosures. TCFD focuses on four key areas: governance, strategy, risk management, and metrics
and targets.
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