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EXECUTIVE SUMMARY
Private equity (PE) as an asset class has unparalleled access to company governance structures,
which allows PE firm leadership to have outsize influence on corporate purpose, strategy, and
practice. In addition to bringing capital to its portfolio companies, private equity also brings
management and operational expertise, board members, and fund-wide targets.

Academics, non-profits, and regulators continue to extensively study the positive and negative
impacts of PE on portfolio companies and on society. NYU Stern Center for Sustainable Business
reviewed a broad sampling of those studies and interviewed PE firms and key stakeholders to
understand and categorize PE’s varied impacts. We found it useful to organize our research first
through the lens of PE firm governance, strategy and practice, and then through its corresponding
influence on portfolio companies.

Our goal was to develop a framework to assist private equity firms and their portfolios in being more
responsible and sustainable, driving long-term value creation for people and the planet without
sacrificing superior returns. 

The responsible investing framework CSB has developed lays out the criteria that investors, civil
society, regulators, and others can explore to better assess a PE firm’s performance through the lens
of human capital management, financial engineering, strategy and innovation, and societal impact,
amongst other categories. It provides a perspective on responsible versus extractive private equity
practices.

This report explains the framework’s key findings and real-world applications and walks through
each category with examples of problematic and positive PE practice, providing insights into
pathways that provide positive results for shareholders, portfolio companies, and society. Too often
PE focuses on short-term results that destroy value for stakeholders, illustrated in the case study we
commissioned on a pulp and paper company in Wisconsin, as well as in the academic literature we
reviewed. Positive outcomes are similarly showcased through actual PE firm and portfolio company
examples. 

This framework and report represent the first phase of NYU Stern Center for Sustainable Business
research on private equity. In the second phase, we plan to supplement our research findings with
tools and training for investors, PE firms, and communities, and continue being a trusted thought
leader and repository of responsible and sustainable investment approaches. 
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INTRODUCTION
Business leaders and investors are moving to embed sustainability in business and embrace
stakeholder capitalism, a system in which corporations aim to serve the interest of all stakeholders
(customers, suppliers, employees, communities, and shareholders). Increasingly, this approach is
seen to be more profitable as well as more resilient in the long-term.

These shifts come at a time when private equity, whose goals are generally focused exclusively on
shareholder return, has become an investor in many companies globally. PE funds are majority
owners of hospitals, newspapers, schools, real estate, industrial manufacturers, consumer brands
and retail, among other sectors. Worldwide, approximately 10,000 PE firms enjoy ownership rights
in 40,000 portfolio companies, which in turn manage 20 million employees. 

At that scale, private equity has a significant influence on corporate behavior, especially when it has
majority or controlling interests. The PE firm policies and approach can create value for all
stakeholders, including the environment, or it can extract value to the detriment of other
stakeholders. For example, as we will cite later in the paper, in the hospital sector, PE ownership has
been correlated with higher prices, longer hospital stays, and higher death rates. In the newspaper
sector, PE firms fire reporters and drop local reporting, leading to lower engagement in the
community and lower voting in local elections. In the education sector, PE ownership has been
associated with higher costs and higher student loans coupled with poorer outcomes for students
(who are often from disadvantaged communities).

On the positive side of the ledger, there are an increasing number of PE firms focused on
environmental, social and corporate governance (ESG) and long-term value creation, as we will see
in this report. For example, private equity is a big investor in renewables and associated
infrastructure, investing $52B in 2021, according to Bloomberg.

If the U.S. is to rebuild its economy, protect the environment, take care of key stakeholders such as
workers and communities, and transform to stakeholder capitalism, private equity needs to be a
proactive player, as indeed many of its members are. 

NYU Stern Center for Sustainable Business (CSB) has embarked upon a research and outreach
initiative to improve accountability and societal performance of the private equity sector. Our goal is
to identify how PE can avoid doing harm, as well as provide a positive impact. We have undertaken
a robust academic review of the state of private equity in terms of its contribution to creating or
extracting value and developed an accountability framework that provides insights into the various
categories of private equity impact, both positive and negative.

The responsible investing framework CSB has developed lays out the criteria that investors, civil
society, regulators and others can explore to assess the PE firm’s performance and includes human
capital management, financial engineering, strategy and innovation and societal impact, amongst
other categories. It provides a perspective on what responsible versus extractive private equity
should look like.

To develop this framework, we undertook an academic literature review of more than 70 papers on
PE and desk research and interviews with select PE firms that focus on impact and ESG integration. 

1. Robert G. Eccles et al., “Private Equity Should Take the Lead in Sustainability,” Harvard Business Review, July-August 2022.
2. Benjamin Robertson and Melissa Karsh, “Private Equity Follows the Money—and the Money Is Ditching Fossil Fuels,” Bloomberg, July 7, 2021.
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We also engaged with PE-focused groups such as UN Principles for Responsible Investment,
Predistribution Initiative, PE Stakeholder Project, CERES, ESG Convergence Initiative, Institutional
Limited Partners Association (ILPA), American Investment Council (AIC), and interviewed key private
equity firms (mainstream players such as Carlyle, KKR, and Blackstone and impact players such as
DWM, Summa Equity, and Closed Loop).

In addition, we commissioned an in-depth review of the Consolidated Papers/Verso Corp Wisconsin
Rapids paper mill treatment through successive ownerships, including two ownerships and related
bankruptcies led by PE owners. In this review, we identified a series of signals that point to
problematic PE ownership approaches in terms of negative societal and financial impacts. These
signals, which include excessive CEO turnover, disinvestment in R&D, over-leveraging, selling
strategic assets for quick cash, laying off large numbers of workers, and withdrawing support from
local communities, also have informed the responsible investing framework.

We hope the framework and report will provide needed insights for limited partners, general
partners, corporates, civil society, and regulators concerning signals of value creation or value
extraction strategies. The report also presents cases demonstrating negative and positive outcomes
arising from PE firm strategies with a focus on demonstrating a sustainable path to profit.

6



At the PE firm level, the framework focuses on PE firm governance, policies, and decision-
making and its impact on portfolio companies as well as its own footprint. 
At the portfolio company level, the framework identifies impact categories where PE firm
policies and subsequent portfolio firm management can drive negative and positive ESG and
financial performance.

SECTION 1: The Responsible Investing Framework Overview
In this section, we present our Accountability Framework, in which we differentiate between
decisions at the PE firm and portfolio company level. Though the categorizations are distinct, they
are not separate, and practices at the firm level do influence the practices of the portfolio
companies.

ACCOUNTABILITY FRAMEWORK: PRIVATE EQUITY FIRM
The following impact categorizations were derived through a rigorous academic literature review
and expert interviews with PE firms and civil society groups.

Specific impact sub-areas are then defined with sample data points to illustrate how
users of the framework can measure accountability. The sample data points are to be
used as a guide and are by no means an exhaustive list of metrics available. The data
points can be negative or positive.

Sustainable and Responsible Investment Policies

Management & Human Capital

Strategy & Innovation

Fund Management

Societal Impact

1.
 

2.
 

3.
 

4.
 

5.

7



Management &
Human Capital

 
management

approach is guided
by a robust
responsible

investment strategy
and diverse and ESG-

credentialed senior
leaders

Impacts Sample Data Points

I. Board, CEO & employee
credentials

Diverse board and deal teams with ESG credentials
Regular ESG/RI performance tracking at leadership
and board levels
Dedicated ESG/responsible investment (RI)
committees
Employee sustainability and stakeholder engagement
credentials

II. Firm diversity, culture,
and incentives

DEI of firm employees
DEI talent pipeline including recruiting, retention, and
promotion
Pay equity
ESG-aligned incentives and/or upward earnings
incentives

Strategy &
Innovation

 
firm's capabilities in

meeting its
sustainable

investment policy
throughout its pre-

and post-investment
processes

Impacts Sample Data Points

I. Long-term horizon and
investment sourcing
alignment with ESG
and/or UN SDGs

Sourcing of investments in line with firm's sustainable
investment policy with respect to region, timeframe,
UN SDG progress, sector/industry focus
Holding periods consistent with driving innovation
and returns
Implementing and adhering to sector-specific
sustainability guidelines
Duty of care toward public goods (even when privately
owned) such as water and forests
Responsible exits

Sustainable and
Responsible
Investment

Policies
 

defined by firm
priorities and

monitored
implementation

Impacts Sample Data Points

I. A robust and credible
sustainable investment
policy

A defined purpose and scope with mechanisms for
measurement and revision within the policy
Ownership and accountability of policies taken by
leadership, board and/or investment committees

II. Monitored
implementation of the
sustainable investment
policy

Key person or persons defined within the policy for
educating and promoting the policy across the firm
Active ESG due diligence completed on deals
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Fund
Management

 
practices with respect

to handling dry
powder, subscription

credit lines, additional
fundraises, and

reporting

Impacts Sample Data Points

I. Reporting and
transparency of financial
performance

Use of PME with consideration of market cap,
industry/sector, and leverage size
Use of subscription credit lines

II. Fund additions and
dilution

Number of top-up, annex funds and multiple fund
investments

III. Subscription credit
line use

Reporting and transparency of subscription credit line
use

IV. Prudent handling of
dry powder

Dry powder management practices with respect to
time horizons (investments in liquid cash & cash
equivalents vs. less liquid holdings)

V. Fees
Amount and types of fees charged by the PE firm to
the portfolio company

VI. Tax structuring
Domicile of master fund
Fee waivers

Fund
Management

 
practices with respect

to handling dry
powder, subscription

credit lines, additional
fundraises, and

reporting

Societal Impact
 

how well the PE firm
and its portfolio
companies are
contributing to

positive and reducing
negative societal

impacts

Impacts Sample Data Points

I. Transparent ESG and
impact reporting for PE
firm and portfolio
companies

Adoption of credible ESG standards and frameworks
Annual reporting of firm and portfolio company
impact in line with sustainable investment policy
Independent third party audit of ESG
Compliance with EU SFDR, SEC, and other regulatory
ESG labeling requirements
Financed emissions (Scope 3)

II. Formal or informal
commitments to
decarbonization, DEI,
living wage, and other
impacts

Net Zero Asset Managers, SBTI
Living wage assessments
DEI goals
B Corp

III. Embedded
Sustainability

ESG is embedded in the organization's business
strategy along with performance-based KPIs
supported by an appropriate level of investment
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ACCOUNTABILITY FRAMEWORK: PORTFOLIO COMPANIES
The following impact categorizations were derived through a rigorous academic literature review
and expert interviews with PE firms and civil society groups.

Specific impact sub-areas are then defined with sample data points to illustrate how users of the
framework can measure accountability. The sample data points are to be used as a guide and are
by no means an exhaustive list of metrics available. The data points can be negative or positive.

Management & Human Capital

Strategy & Innovation

Financial Engineering & Leverage

Reporting Transparency

Societal Impact

1.
 

2.
 

3.
 

4.
 

5.

Management &
Human Capital

 
decisions in the

context of board/C-
suite composition,

treatment of
employees and other

stakeholders, and
short- vs long-

termism

Impacts Sample Data Points

I. Board & C-Suite
credentials and
governance

ESG credentials
DEI
Domain and industry expertise
CEO and senior management team turnover
CEO, executive suite, and board terms and incentives
aligned with long-termism

II. Employee well-being &
satisfaction

Employee satisfaction and voluntary turnover
Living wage and benefit structures
CEO vs. employee pay ratio
Health and safety
Employee incentives
Employee-owned (or partially-owned) business
Productivity

III. Job creation and loss

Job training including transferable skills for long-term
job market preparedness
Career development, internal promotions
Involuntary turnover, outsourcing, offshoring, and
automation
Net job creation

IV. Multi-stakeholder
approach and long-
termism

Robust engagement of community, employees, NGOs,
and other stakeholders
Feedback mechanisms for collecting and addressing
stakeholder concerns in a timely manner
Management and risk decision to promote long-term
resiliency and profitability

10



Strategy &
Innovation

 
operational

management of
portfolio companies

through assessments
of material issues

including ESG, long-
term sustainable

capital initiatives, and
appropriate due
diligence of M&A

transactions

Impacts Sample Data Points

I. Operational
management

Appropriate R&D investments
Novel and strategic intellectual property developed
Assessing and mitigating material ESG issues
Managing value chain risks and resiliency including
climate and human capital risks

II. Sustainable capital
investments

Capital investments to improve company's
sustainability performance and innovation (% of
EBITDA)
Materiality assessments

III. M&A Management

Inclusion of ESG factors in decision making
Strategic positioning (market reach, brand
management, product diversity, industry headwinds,
etc.)
Financial stability (debt capacity of acquiring
companies)
Poor management and aggregation of debt-loaded
companies and exits

Financial
Engineering &

Leverage
 

use of financial
mechanisms to

increase portfolio
company profitability
and distributions to

investors

Impacts Sample Data Points

I. Debt-loading

Asset-stripping
Creation of secondary debt obligations to pay
shareholder distributions
Dividend recaps

II. Use of Chapter 11
bankruptcy as a
reorganization tool

Appointment of bankruptcy experts to the board

III. Capital structures
Enabling capital structures for positive impact (ESG-
linked credit)
EBITDA add backs and adjusted EBITDA

IV. Tax structuring and
accounting

Value of tax avoidance as a result of corporate tax
maneuvering
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Reporting
Transparency

 
credibility and

transparency of
material ESG and

financial information
from portfolio

companies

Impacts Sample Data Points

I. ESG reporting

Audited financially material ESG metrics to
internationally accredited standards
Audited ESG performance trends
Reporting financial impacts of ESG (ROSI)

II. Financial reporting
Reporting multiple financial performance metrics (i.e.
IRR, PME, DPI, RVPI, and TVPI)

Societal Impact
 

embedded
sustainability driving

well-documented,
improved

performance on ESG
issues, stakeholders,

and impact
indicators such as the

UN SDGs

Impacts Sample Data Points

I. Societal impacts in line
with company
operations, products, and
services measured by
ESG and/or UN SDG
progress

Contribution toward positive or negative material ESG
and stakeholder outcomes (e.g., emissions, employee
turnover)
Contribution toward the UN SDG targets

II. Engagement with local
communities and/or
social and environmental
impacts

Supporting the local community (philanthropy,
volunteering) while avoiding greenwashing
Lawsuits related to social and environmental issues
News coverage related to social and environmental
issues

III. Embedded
sustainability

ESG is embedded in the organization's business
strategy along with performance-based KPIs and
supported by an appropriate level of investment
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SECTION 2: PE Drives Successive Bankruptcies: The Wisconsin Rapids Pulp and Paper Case
By Paul Fowler

INTRODUCTION
For the entire twentieth century, Consolidated Papers, headquartered in Wisconsin Rapids, Wisc.
owned the Wisconsin Rapids pulp and paper mill. Co-founded by the Mead family in the late
nineteenth century, the Meads retained a controlling interest first as owners, then as majority
shareholders, in Consolidated Papers throughout that period. Both the Wisconsin Rapids mill and
Consolidated Papers were world renowned in the industry for bringing new products to market and
developing innovative processes. Employees nostalgically recalled the visibility of their founders on
the mill floor and in offices. Consolidated Papers’ presence in Wisconsin Rapids endowed the city
the prestige of being the smallest city in the United States to host a Fortune 500 company. For
generations of Wisconsin Rapids’ families, employment at the mill meant the security of a
comfortable lifestyle as well as a job for life.

The hundred-year period of relative stability began to unravel rapidly, beginning at the turn of the
millennium as Consolidated Papers was positioned for sale. It was acquired by the Finnish
conglomerate, Stora Enso, in 2000. The sale sent shockwaves through the Wisconsin Rapids
community and commenced an era when the mill would change owners several more times to the
present day, jobs would be lost, demand for product would decline, numerous CEOs would be
appointed and resign, and the mill would ultimately be idled in July 2020. In our December 2021
case study, we set out the history of the Wisconsin Rapids mill and provide an analysis of a number
of external and internal factors, several focused on the role of private equity, that led to the decision
in July 2020 to stop production at the mill. In a postscript to our December 2021 case study,  we note
that the mill entered new ownership for the fifth time in 22 years, being acquired by Sweden’s
BillerudKorsnäs in a sale completed on March 31, 2022. Aside from a converting operation, the mill
remains idle at the time of writing.

The full case study is available in Appendix 3.

3. Paul Fowler, “The role of private equity in the decline of a major forest products company: a case study,” New York University Stern Center for
Sustainable Business, 2021.

Untangling the impacts of changes in global demand from PE impacts on the fate of the mill
We make clear in our case study that the initial and subsequent ownership changes of the
Wisconsin Rapids mill occurred at the same time as major global shifts were occurring in paper
demand and consumption and which continue to this day.

While some pulp and paper companies began to position themselves to respond to those changing
demands, others, and notably the owners of the Wisconsin Rapids mill, did not. It is instructive to
note that to transition a paper mill from, for example, production of photocopy paper to the
production of cardboard boxes may require an investment of several hundred million dollars. Our
case study calls out examples of companies such as SAPPI (public) and Midwest Paper Group
(private) that made the necessary capital investment to transition their businesses from making
paper products that were losing markets to manufacturing products for which markets were
growing.

3
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Summary of factors impacting the viability of the Wisconsin Rapids mill

Ownership factors

Repeated changes of ownership
Between 2000 and 2022, the Wisconsin Rapids mill changed ownership five times. In 2000, Stora
Enso over-paid   to purchase Consolidated Papers to become at once a major player in the North
American coated paper market and the world’s biggest coated paper manufacturer. In a
fundamental misread of trends in commercial printing markets, it strengthened and increased its
investments in coated paper production in North America at the same time as dramatically
declining market conditions were exacerbated by events such as 9/11 and the ensuing prevalence of
the internet and electronic devices.

NewPage acquired Stora Enso’s North American assets in a leveraged buy-out as the decline in
demand for commercial printing papers continued at the onset of the Great Recession. Substantial
debt and declining revenues left it struggling to make even interest payments let alone strategic
investments. While it laid off workers, idled paper machines and closed mills, it failed to avoid
bankruptcy proceedings. Upon emerging from bankruptcy it became a takeover target for Verso
Corporation.

Verso Corporation’s emergence in the pulp and paper industry mirrors that of NewPage as a
product of a leveraged buyout in the mid 2000s. Like NewPage, it was burdened with substantial
debt and suffered financially during the Great Recession. Unlike NewPage, Verso did become a
publicly listed company but still adopted similar strategies to NewPage to meet its financial
obligations with layoffs, mill divestments and paper machine idlings. Leadership talked of
repositioning the company to respond to market opportunities but the capital investment levels
that competitors were making was never achieved by Verso. The COVID-19 pandemic hit what
remained of the commercial printing sector extremely hard and Verso responded by idling two
more of its assets, including the mill at Wisconsin Rapids.

In the final years of Verso’s ownership tenure, it became clear that it was positioning itself for sale. 

In our analysis of the Wisconsin Rapids mill, we identified a confluence of factors over the last
twenty years that we believe together served to signal that the economic fate of the mill was in
jeopardy. While some were external, such as changing demand for paper, a strong US dollar, and
increasing globalization, we noted internal factors evidently influenced and motivated by a PE
business model that hampered the repositioning of the mill towards economic sustainability. These
factors left management ill-equipped and incapable to redirect the mill’s production to more in-
demand paper grades and continuing to produce paper for declining markets. Analysis of those
factors, which we discuss in summary below, leads us to conclude, in the case of the Wisconsin
Rapids mill, that the private equity models in place there failed the mill, its employees, and the
community. They were not structured to provide the long-term and significant capital investment
needed for such a capital-intensive industry as paper-making to transition its products from those
that were facing customer decline to those that were seeing increasing demand.

4. In a press release disseminated by Stora Enso on February 22, 2000, describing the proposed acquisition, goodwill was estimated to
aggregate approximately $2.7 billion. See full text of release.
5. Storo Enso, “Stora Enso to acquire Consolidated Papers for EUR 4.9 billion,” Storo Enso press release, February 22, 2000.
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BillerudKorsnäs purchased Verso Corporation, including the Wisconsin Rapids mill, for
approximately $825 million on March 31, 2022. Aside from comments during a question and answer
period at a press  conference  announcing the intended purchase in which BillerudKorsnäs’s CEO
Christoph Michalski noted it was currently contemplating to sell the Wisconsin Rapids mill, no
subsequent announcements about its intentions have been made.

Proxy actions by activist shareholders
Verso experienced two proxy actions, once in 2017 and again in 2020. Proxy actions generally signal
that a shareholder or group of shareholders are dissatisfied with a company’s business decisions or
its corporate governance and is seeking to exert control. Regardless of motivation, proxy actions
distract the senior management team and disrupt the company’s day-to-day operations.

Leadership factors

Frequent changes of leadership
Leadership turnover at NewPage and Verso Corporation occurred frequently, indicative of
disagreement and variance in opinion of leadership, board members and shareholders. The CEO
role at NewPage was filled seven times during its decade-long existence. One CEO, Mark Suwyn
served as interim CEO twice, and as CEO (average tenure: 1.4 years). The CEO role at Verso was filled
seven times during its fourteen-year existence, not including a period of time when an Office of the
Chief Executive was formed until a CEO was appointed following the retirement of David Paterson
(average tenure: 2.1 years). In contrast, the Chief Executive position at Consolidated Papers was filled
only 6 times in its history (average tenure: 16 years).

Unconventional alignment of board member expertise with the company's core competencies
A significant number of board members at Verso Corporation had not had paper manufacturing
company experience but rather came from private equity backgrounds.

Post-bankruptcy, Verso’s board comprised seven individuals. Of those, only two had had paper
industry experience, one serving as the president of International Paper from 2003-2006, the other
having spent 21 years at RockTenn (now Westrock), including ten years as Chief Operating Officer.
The others were: a founder and Chief Executive Officer of a fiduciary services firm that supports the
investment community in complex financial situations; a chairman and Chief Executive Officer of a
private consulting firm specializing in turnaround management, merger and acquisition consulting,
and strategic planning advisory services for public and private business entities; the Verso Chief
Executive Officer with manufacturing experience in the aerospace, defense, energy and industrial
markets; a former international tax planning specialist at Ernst and Young; and the founder and
President of a consulting firm providing analyses, management, and business development services
to companies across a broad range of industries.

Leadership compensation and performance benefits that incentivize short-term cash generation
Senior leadership employment contracts and other mandatory SEC filings provided insight into
future direction at Verso. Notably, an interim CEO was appointed with the goal of selling either
some of the assets or the company in its entirety. Such filings provide clear evidence of intent.

6. Christoph Mikalski and Ivar Vatne, “BillerudKorsnäs Conference Call,” Monday, December 20, 2021, 11:00 CET.
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Capital structure factors

Recapitalization actions to pay shareholder dividends
Within months of its acquisition, Verso recapitalized the business to pay shareholder dividends of
$250 million.

High levels of indebtedness
The private equity business models applied at NewPage and Verso Corporation placed little
emphasis on strategic and capital investments. Rather the use of high levels of debt and dividend
recapitalizations put pressure on leadership to cut costs by closing mills and reducing employee
headcount.

Use of Chapter 11 bankruptcy as a reorganization tool
NewPage acquired the mill assets of Stora Enso shortly before the onset of the Great Recession. It
became almost immediately over-burdened with debt as a result of the leveraged buy-out at the
same time as printing and publication paper demand again declined. With no cash generation, and
no capability or strategy to evolve paper grade production to other in-demand grades, NewPage
entered bankruptcy to restructure its debt. Similarly, Verso Corporation acquired certain
International Paper assets with high levels of debt, and dividends paid reduced cash on hand that
might otherwise have been used to reposition mills or paper machines to manufacture other more
in-demand products. Verso also struggled through the Great Recession and acquired NewPage
following its emergence from bankruptcy. Verso, like NewPage, used Chapter 11 bankruptcy as a
mechanism to refinance their self-imposed levels of debt.

Business strategy factors

Pursuing a business strategy that significantly deviates from competitors and other companies in
a peer group
Throughout 2017–2018, Verso’s sales benefited from competitor companies exiting the declining
printing and writing markets to focus on new opportunities, such as packaging. However, in
exploiting the tight market conditions that ensued as competitors exited, Verso missed the
opportunity to reposition itself away from those declining markets. During that period, Midwest
Paper invested $30 million to convert its combined Locks, Wisc. facility from one that produced
printing and writing grades of paper to one that produced brown paper for packaging. SAPPI
completed a $200 million investment in September 2018 to rebuild a paper machine to add new
paperboard packaging grades to its mill portfolio.

Withdrawal of engagement with the community in which the entity operates
The transition from proximate to remote ownership as Consolidated Papers was acquired by Stora
Enso began the decline of company involvement and engagement in the community and an
adaptation of company values away from stakeholders towards shareholders. Community
engagement inverted following the sale of Consolidated Papers. Where once the company had
been a foundational cornerstone of the community, after the sale certain community stakeholders
realized the need to proactively engage at the corporate level to attempt to reignite and secure the
company’s corporate citizenship in the community.
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De-emphasizing the role of, and resources for, research and development activities
NewPage and, in particular, Verso Corporation de-emphasized the role of research and
development in their businesses. Research and development headcount was reduced and the
Research and Development Division founded by Consolidated Papers was relegated to a technical
center by Verso Corporation, and then closed.

Making insufficient capital expenditures to adequately maintain and/or reposition key assets to
align with trends in the marketplace
Capital-intensive manufacturing businesses require significant and regular capital investment to
maintain and update production equipment. Monitoring capital investment over time provides
insight into how robust and appropriate that investment is. During the period 2014–2017, Verso’s
capital expenditures plummeted to Great Recession-era levels and investments on a per-machine
basis were less than half of those at the time of emergence from the Great Recession in 2011. 

Lack of long-term commitments necessary for the development of new products even without
capital expenditure
The development of new products and applications requires adherence to a medium-term (2 to 3-
year) plan to bring those products to customers. Without such commitment, new customers may
not be acquired and existing customers lost. This was a concern at Verso.

SUMMARY
While we note in our case study that none of these factors in their own right necessarily imply that a
significant business decision and its consequences are imminent, it is also evident that when
elements are combined, the probability of a significant event is likely to occur.
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SECTION 3: In-Depth Responsible Investing Framework

As shown in Section 1, we have structured the Responsible Investment Framework into two sections:
one for the private equity firm itself and one for its portfolio companies. We then identified
categories of impact, four for the PE firms and five for the portfolio companies. There are similar
categories for each, but they manifest differently. We have included internal impacts (e.g., a PE
firm’s practices vis-à-vis its own human capital and its practices toward its portfolio companies’
human capital), as well as external impacts (e.g. societal issues such as climate change). We have
included environmental, social and governance (ESG) policies and performance but we have also
included more conventional topics such as financial reporting and leverage as critical for
responsible PE practices. This deep dive into the PE Responsible Investing Framework uses
examples from our review of the academic literature, as well examples from PE firms themselves to
help provide insights into a path for profit and stakeholder value creation.

PART  I: Private Equity Firms

CATEGORY 1: SUSTAINABLE AND RESPONSIBLE INVESTMENT POLICIES
Crafting a responsible investment policy helps guide the operations and deal management of the
firm with the goal of ensuring profitable returns based on stakeholder value creation, strategic
management of material ESG issues, and positive societal impact. Firms must develop the policy’s
purpose, scope, governance (how it will be managed), implementation, reporting, and revision. Poor
definition and/or execution of such a policy may lead to allegations of greenwashing and reduced
investor trust. Carefully defining each component while securing leadership buy-in, integration, and
accountability is an important step to facilitate the long-term implementation of the policy. 

Components of a Responsible Investment Policy
A firm-wide responsible investment policy includes purpose, scope, governance, implementation,
reporting and revision and should inform and guide a culture of stakeholder value creation and
transparency in activities, extending beyond traditional investment mandates to include non-
financial key performance indicators (KPIs). The responsible investment policy should clarify if the
company is pursuing an impact approach, e.g., investing in firms that have a positive societal impact
such as inclusive finance or renewable energy, or a responsible investing approach which includes
integration of ESG principles and practices into a standard portfolio of companies.

A responsible investment policy can be used to validate the deal sourcing, management. and exit of
deals beyond simple check-box criteria. From strategies that focus on creating employee-owned
stock ownership plans for portfolio companies to addressing thematic issues (recycling, clean
energy, etc.), to prioritizing specific ESG metrics (CO2 emissions, diversity, etc.), there is a wide range
of what can fall under such a policy. While motivation for developing a responsible investment
policy can come from investor and regulatory pressure, it can also be a means of differentiation for
the firm. 

7. Ryan Nelson, “A Guide to Responsible Investment Policies for Private Equity,” Conservice ESG, September 21, 2021.
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Purpose
The PE firm should define the purpose of its responsible investment policy. Potential elements
could include goals such as:

a. Progress towards an environmental or social goal (which presents a business opportunity)
through targeted sectors and deals; 
b. Reducing risk associated with certain environmental or social factors by avoiding certain deals;
c. Addressing potential or current stakeholder issues through the selection of deals; and 
d. Alignment with current or expected regulations.
e. Risk/return profile. Most PE firms investing in impact, for example, are looking for market rate
returns, but some are willing to take concessionary rates.

The purpose of the policy should be clearly identifiable to internal and external stakeholders as well
as to investors in order to avoid charges of greenwashing or reputational damage. A report by Bain
& Company and ILPA found that “ESG-related risks and a lack of ESG performance improvement are
the most dominant reasons LPs walk away from {PE} investments”  with 67% of limited partners
(LPs) saying they would walk away from an investment due to the potential risk of negative ESG
headlines. Consider KKR’s responsible investment policy, shown in Figure 1.1.1, which clearly states its
purpose.

8. “Guidelines for Responsible Investing,” American Investment Council.
9. “An Introduction to Responsible Investment,” Principles for Responsible Investment.
10. Marc Lino et at., “Limited Partners and Private Equity Firms Embrace ESG,” Bain & Company, February 17, 2022.
11.  “KKR’s Responsible Investment Policy,” KKR, May 15, 2020, 1.

8,9

Figure 1.1.1 KKR Responsible Investment Policy May 2020
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Scope
The responsible investment policy should define scope, e.g. the type of investments (primary,
secondary and co-investments), and timing (current or future funds). General partners (GPs) should
also specify the extent to which their policy applies in minority and/or non-control investments and
global/regional business units with respect to their level of investment and influence. This may be a
key point for GPs with diversified interests in different types of holdings. Not stating the scope
related to minority-held investments may cause reputational damage if firms are not clear about
their level of influence. 

There are also nuances amongst the types of investments and timing, which LPs might
misunderstand if not given full information, especially when considering co-investment deals. Firms
may apply sustainability mandates to specific funds but not firmwide due to large asset managers
not being able to quickly adjust when taking advantage of market demand. However, doing so will
create inconsistencies that draw scrutiny to the rest of the firm’s investments. Transparency on
scope allows GPs to state the steps taken to address the application of the overall responsible
investment policy on their deals and allows LPs to better conduct their own due diligence,
understand the GPs’ processes and verify them. Based in Zug, Switzerland, Capital Dynamics
defines its scope of investments in Figure 1.1.2 across primaries, secondaries, co-investments, and
debt, while providing in-depth detail on how it approaches each of them from pre-investment to
post-investment.

12. Nandini Hampole and David Korngold, “ESG in Private Equity: How to Write a Responsible Investment Policy,” BSR, 2019, 5-10.
13.  “Capital Dynamics Responsible Investment Policy,” Capital Dynamics, 2021, 15.

12

Figure 1.1.2. An excerpt from Capital Dynamic’s 2021 Responsible Investment Policy 13
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Additionally, Carlyle portfolio companies benefit from our Global Investment
Resources team, a dedicated group of Carlyle professionals deploying the firm’s
global network, scale and resources to help drive revenue growth and operational
improvements at portfolio companies, through, amongst other things, providing
guidance to the portfolio companies on how they can make operations
improvements, which frequently concern material ESG issues. This team includes
a Chief Performance Officer, Chief Digital Officer, Chief Information Officer, Chief
Procurement Officer, and Head of Government Affairs, as well as dedicated
professionals providing guidance on healthcare and benefits, and real estate and
energy usage, amongst other ESG areas of focus. In 2018, Carlyle also welcomed its
first Chief Diversity and Inclusion Officer, who leads Carlyle’s in-house inclusion
efforts and provides guidance to our portfolio companies, with a particular focus
on their management teams and boards.

Measurement and Revision
The policy should include a governance structure that ensures accountability, effective
implementation and transparent reporting, and provisions for revisions of the policy. Detailed within
the scope should be how the policy is being applied and measured. This includes the description of
non-financial KPIs to be utilized pre-and post-investment, along with the specifics of how they will
be implemented, reported, and revised. The specific KPIs may vary depending on the portfolio
company and the sustainability strategy to be deployed.

This can fall under the purview of the Chief Compliance Officer or another senior role. Taking the
size of the firm into consideration, the responsibilities may fall to cross-functional teams rather than
a single individual, as we see in Figure 1.1.3 in an excerpt of  Carlyle’s ESG policy.

Figure 1.1.3. Excerpt from Carlyle’s 2020 ESG Statement
14

Regardless of where responsibility for the policy lies, firm leadership, board and investment
committees need to have ownership. The policy must be accompanied by top-down organizational
buy-in for effective implementation or risk being a simple due diligence questionnaire (DDQ) check-
box item with no real firm value.  This can be supported through regular board discussions of ESG/RI
trends and tracking performance such as the deals declined due to ESG/RI policy considerations. 

A responsible investment policy also includes guidance on implementation, reporting and revision,
which will be covered in other sections of this white paper.

14. “Environmental, Social and Governance Policy,” Carlyle, 2020, 6. 
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CATEGORY 2: MANAGEMENT AND HUMAN CAPITAL
Crafting a responsible investment policy helps guide the operations and deal management of the
firm with the goal of ensuring profitable returns based on stakeholder value creation, strategic
management of material ESG issues, and positive societal impact. Firms must develop the policy’s
purpose, scope, governance (how it will be managed), implementation, reporting, and revision. Poor
definition and/or execution of such a policy may lead to allegations of greenwashing and reduced
investor trust. Carefully defining each component while securing leadership buy-in, integration and
accountability is an important step to facilitate the long-term implementation of the policy. 

* Organic deals focus on operational improvements while inorganic deals prioritize merger and acquisition (M&A) strategies.
15. Viral V. Acharya et al., “Corporate Governance and Value Creation: Evidence from Private Equity,” European Corporate Governance Institute
– Finance Research Paper Series, no. 232/2009 (2010): 24.
16. Dave Ulrich and Justin Allen, “PE Firms Are Creating a New Role: Leadership Capital Partner” Harvard Business Review, August 11, 2017.

7

Human Capital
A purposeful approach to human capital management and a comprehensive sustainable
investment policy creates the foundation for the successful application of different responsible
investment practices. Beginning with human capital management, firms need to prioritize the
recruitment and matching of relevant GP skills to deal types. Firms need to invest in junior-level
talent pipelines or risk a talent vacuum in the future, especially for talented women and BIPOC
individuals who have been underrepresented in the industry. Excellence in human capital
management for a PE firm includes hiring and maintaining a diverse employee base with
appropriate operational expertise and ESG credentials and supporting them through a positive,
inclusive and equitable organizational culture. As limited partners add sustainability measures to
their due diligence, data points including relevant backgrounds, skill sets and diversity are being
examined to ensure competency and assess risk.

Industry & ESG Credentials
Some PE firms focus on hiring employees with financial engineering expertise whom they employ
to cut costs at portfolio firms, sell real assets, and take on debt. This is a limited set of skills in today’s
complex world, where LPs and portfolio companies are looking for PE firms with expertise that can
help with improving operations and taking on a transformational pivot. In fact, one study found that
the careful matching of GP skill sets with deal strategies (organic vs. inorganic*) can lead to better
performance capture relative to peers, after removing the effects of leverage and observing
increases in sales growth; earnings before interest, taxes, depreciation, and amortization (EBITDA);
margins (EBITDA/sales) and multiples (enterprise value/EBITDA). In brief, GPs with operationally
honed skill sets gainedthrough industry experience or management consulting outperformed their
peers with financial backgrounds in organic deals while those with non-operational backgrounds
were better able to capture value in M&A deals.

Matching skills with needs is essential to capture value across various types of deals, but the practice
is not being followed consistently across the industry. To address the issue, firms are targeting
individuals with expertise in talent acquisition, capability assessments, and leadership. Coined as
“leadership capital partners (LCP),” their responsibilities include the sourcing and support of
appropriate partner skill sets to tackle deals.   Though the title varies, firms are allocating resources
to leadership to ensure they are staffing and incentivizing appropriately. 

Sustainability credentials have growing importance due to the need to assess the materiality of ESG
variables on portfolio company performance with respect to revenue, expenses, assets, liabilities,
and costs of capital. Consider a firm evaluating the acquisition of a hotel chain with coastline
properties. 
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17.  “SASB Conceptual Framework,” Sustainability Accounting Standards Board, 2017, 12-14.
18. “KKR Announces Formation of Sustainability Expert Advisory Council,” Bloomberg, December 1, 2021.
19.  “2021 Environmental, Social and Governance Report,” Warburg Pincus, 2021, 12.
20. “Our Team,” Closed Loop Partners.
21. “Closing the Loop: The Transition to Circularity,” Closed Loop Partners, 2021.
22. Amy Carroll, “DE&I: How private equity is tackling the challenge,” Private Equity International, October 1, 2021.
23. Complex deals represent deals following inorganic growth strategies, cross-border transactions, and company size.
24.  Uncertain conditions represent the volatility/risk based on four drivers including the presence of a crisis period, economic policy
uncertainty, industry volatility, and company age/maturity.

Without proper industry experience or sustainability credentials, those evaluating the deal may
overlook concerns such as the hotel chain being located in a high water-stressed region with poor
energy infrastructure and its exposure to extreme weather events.

Firms like KKR have recognized the importance of dedicated ESG teams and in 2021 tripled their
personnel focusing on ESG compliance, integration, data science and impact measurement.
Warburg Pincus similarly has created a dedicated ESG committee within its Investment Support
Group; its members meet quarterly to discuss ESG activities and attend conferences for continued
learning. 

Industry backgrounds coupled with sustainability skill sets, especially for thematic GPs focused on
impact, help firms identify unique investment opportunities. Closed Loop Partners, a firm that aims
to accelerate the transition to a circular economy, sets an example with 80% of its partners
experienced in recycling and sustainability. Ron Gonen, the firm’s CEO, has an extensive
background in recycling including serving as Deputy Commissioner of Sanitation, Recycling, and
Sustainability for New York City during the Bloomberg administration. Furthermore, he holds a
number of patents in the recycling industry related to technology and business methods that have
contributed to the sustainable business practices of his previous companies.  With such a wealth of
expertise to draw upon, Closed Loop is able to effectively implement targeted practices within its
portfolio companies to drive not only financial value to its shareholders but societal value to its
stakeholders.  

Diversity, Equity, and Inclusion (DEI)
The attention on diversity in the workplace has increased significantly over the past few years and
public markets have adapted by increasing the representation of marginalized groups across junior
and senior levels. Evidence shows PE firms are catching up when it comes to diversity at junior
levels, but are lagging in senior leadership representation. Targeted recruitment strategies and a
focus on fostering professional development are ways firms have taken a hands-on approach to
developing the next generation of talent from various backgrounds.  Gender diversity at higher level
positions is lacking at firms, especially for C-suite executives, where women only account for 15% of
positions compared with nearly 25% in public corporations. People of color are also
disproportionately underrepresented at senior levels, and more so in private equity than corporate
America, as shown in Figure 1.2.1.

The lack of diversity can affect deal performance. Consider the 2020 study examining the effects of
sociodemographic factors including gender, race and nationality, and occupational backgrounds of
lead partners on deal performance. Firms with higher diversity in lead partners had higher growth
rates (EV CAGR) and multiples (EV/EBITDA and EV/Sales) and performed better with complex deals
and with deals that occurred in uncertain conditions. 
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25. "Women in the Workplace 2021,” McKinsey & Company, 2021.
26. Rocío Lorenzo et al., “How Diverse Leadership Teams Boost Innovation,” Boston Consulting Group, January 23, 2018. 

Figure 1.2.1. McKinsey Women in the Workplace Study 2021
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Figure 1.2.2. BCG Diversity and Innovation Survey 2017
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Figure 1.2.2 shows data on diverse leadership correlating with higher innovation revenue. Compared
to occupation diversity, sociodemographic diversity was more significant in predicting
outperformance and adds further evidence that it should be prioritized by firms.  Unfortunately,
socio-demographic diversity within deal teams is lacking, with only 1 to 2% identifying as Black or
Latinx, compared to publicly traded companies where the breakdown is closer to 13%. 

Figure 1.2.3 illustrates independent analysis of data compiled through Pitchbook, firm websites and
impact reports of the top ten US private equity firms by assets under management (AUM), showing
female representation in leadership positions ranging from 7% at Apollo to 40% at HarbourVest
Partners. 

27. Benjamin Hammer et al., “The More the Merrier? Diversity and Private Equity Performance,” British Journal of Management 33, no. 1
(2020): 239-244.
28. Alexandra Nee and Lareina Yee, “How private equity can catalyze diversity, equity, and inclusion in the workplace,” McKinsey &
Company, March 1, 2021.
29. Based on Pitchbook ranking by AuM. Capital Constellation, The Blackstone Group, Bain Capital, TPG Capital, American Capital data
from team page website only.
30. Sonali Basak and Melissa Karsh, “Apollo Finds Fewer Than 100 Black Executives in Private Equity,” Bloomberg, December 9, 2020.

Figure 1.2.3. Top Ten Largest US Private Equity Firms and Leadership Gender Diversity
29, 30

27

28

25

https://onlinelibrary.wiley.com/doi/10.1111/1467-8551.12456
https://www.mckinsey.com/industries/private-equity-and-principal-investors/our-insights/how-private-equity-can-catalyze-diversity-equity-and-inclusion-in-the-workplace
https://www.bloomberg.com/news/articles/2020-12-09/apollo-finds-fewer-than-100-black-executives-in-private-equity?leadSource=uverify%20wall


10

Firms are strengthening DEI through partnerships and dedicated internal working groups.
Palladium Equity Partners prides itself on having a “majority of minority employees.” Seventy-two
percent of its workforce identifies as minority and 64% identify as female. Palladium accomplished
its high levels of diversity through developing a pipeline with partners such as the Association of
Asian American Investment Managers, Sponsors for Educational Opportunity, and the “I Have a
Dream'' Foundation, among others. In addition, Palladium is working to increase diversity in its
portfolio firms. As a member of the 30 Percent Coalition, Palladium Equity Partners set a goal for
every portfolio board to be gender and ethnically diverse by 2021. In achieving its B Corp certification
in March 2022, Palladium announced it had also made progress towards towards its 30 Percent
Coalition goal, “out of 139 total members of its boards of directors, 28% are female, 29% identify as a
member of an ethnic minority and 47% identify as a member of an ethnic minority or female.”

Other nongovernmental organizations (NGOs) partnering with PE firms on DEI include LGBT Great
which has standardized the reporting for LGBT+ metrics to promote LGBT+ equity and inclusion.
LGBT Great’s industry-focused benchmarking tool, iiBT, enables firms to see clearly how they score
with respect to 10 different indicators including leadership & accountability and employees &
engagement.  Firms like BlackRock, who joined LGBT Great in December 2020, are positioning
themselves to capture the next generation of talent by creating a more inclusive workplace. 

Level 20 is another NGO that works to establish mentorship programs within private equity firms.
Founded in 2008, Level 20 seeks to increase the representation of women in senior investment roles
to at least 20% across the industry. A 2019 IFC report found in its review of over 700 funds that
gender-balanced senior investment teams “generated 10 percent to 20 percent higher returns
compared with funds that have a majority of male or female leaders with respect to IRR.”  A similar
initiative, ILPA Diversity in Action, brings together GPs and LPs with a common purpose of
advancing DEI within the private equity industry. To date, the initiative has produced a set of
diversity metrics for fund managers, their staff, and portfolio companies and has supplemented its
standard ILPA DDQ with the same metrics.

31. Lorenna Buck et al., “How Private Equity Can Catch Up on Diversity,” BCG, June 3, 2021.
32. Sundiatu Dixon-Fyle et al., “Diversity wins: How inclusion matters,” McKinsey & Company, May 19, 2020.
33.  “Palladium Equity Partners Announces B Corporation™ Certification,” Palladium Equity Partners, March 29, 2022.
34. “Raising the Bar of LGBT+ Standards in Financial Services,” LGBT Great. 
35.  “BlackRock steps up its push for LGBT+ equality and inclusion by joining LGBT Great,” Investment Week, December 16, 2020.
36.  “Moving Toward Gender Balance in Private Equity and Venture Capital,” IFC, 2019, 15.
37.   “Due Diligence Questionnaire and Diversity Metrics Template,” ILPA.

of BIPOC employees at PE
backed firms reported

obstacles to gender
diversity and inclusion in

their companies related to
recruitment, retention and

advancement.

30-40% 

Only four out of ten of the largest private equity firms report their senior
leadership diversity metrics in their respective sustainability reports.
Firms may expose themselves to litigation risk by not addressing DEI
within their ranks and portfolio companies, especially as it becomes
more scrutinized by market regulatory bodies and investors. A recent
study by BCG found only 55% of PE firms have taken action to address
DEI issues and that 13% more employees at PE-owned firms than at
public companies say they have witnessed discrimination. Human
capital scandals have plagued several initial public offerings (IPOs) from
WeWork to Better.com, and the risks of lawsuits and negative press
could negatively impact company performance and exit opportunities.
Moreover, there is additional evidence from public markets to support
the business case for increased financial performance from top quartile,
gender diverse executive teams. 
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Firms like Summa Equity Partners are tackling the underrepresentation of women in finance by
becoming signatories to the Women in Finance Charter to increase the overall proportion of
women in leading positions at financial institutions. The charter promotes the recruitment,
retention, and promotion of women, as well as inclusive culture and behavior through meaningful
KPI goals. For example, the charter recommends that firms interview 50% women for roles at all
levels and create processes for pay transparency and parity.  

A data-led approach such as that put forth by LGBT Great and Women in Finance Charter will allow
firms to set year-over-year benchmarks, but also allow for comparison and the sharing of best
practices across participating firms. Figure 1.2.4 shows Bain & Co.’s framework for turning
benchmarks and commitments into actionable transformation. With a more value-driven millennial
and Gen X workforce, firms will need to continue addressing DEI in order to attract and retain
diverse talent among their peers. 

38.  “Women in Finance Charter Blueprint,” Bain & Co., 2022, 19.
39.  “Women in Finance Charter Blueprint,” Bain & Co., 2022, 48.

Figure 1.2.4. Bain & Co. Women in Finance Blueprint 2022
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Pay Inequity
Pay parity across gender and race is another material DEI topic. Women entering the industry are
often underpaid compared with their counterparts. A woman would have to work an extra 42 days
in 2020 to reach the same level of pay as their male counterparts, according to a 2020 Pew Research
survey.   With respect to median hourly earnings, that translates to women being paid 84% of what
men make in the same position. In 2018, one of the largest PE firms reported through new
government-mandated disclosure that they were underpaying their female employees by 30%
while also paying men higher bonuses valued at 75.4% more than their female counterparts.  This
stark difference in compensation based on gender contributes to worker dissatisfaction, and
ultimately women may choose to exit the industry altogether, creating a diversity talent vacuum in
senior leadership roles. 

None of the female GPs surveyed reported that they would be inclined to start their own practice in
the event they decided to leave their current firm, as reported in the 2020 Investec’s General Partner
Trends survey.  The survey found that women were almost three times more dissatisfied with their
roles in private equity compared to men, and 14.7% of the women surveyed would rather start a
business outside the field of private equity. These disparities carry over to race and
disproportionately affect women of color.  

EY’s 2022 Global Private Equity survey reported 77% of firms with assets over $15 billion had elevated
hiring and onboarding talent as one of their top three priorities.  Beyond talent management, firms
can also enact transparent pay disclosures to ensure no pay disparities exist between socio-
demographic groups. Though disclosure may be difficult for firms just beginning the process,
internal controls and tracking is necessary to identify potential issues within the firm. Not doing so
puts firms at reputational and litigation risk and ill prepares them for a dynamic social landscape.
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40. Amanda Barroso and Anna Brown, “Gender pay gap in U.S. held steady in 2020 | Pew Research Center,” Pew Research Center, May
25, 2021.
41.  Amy Whyte, “Blackstone Reports 30% Gender Pay Gap in U.K.,” Institutional Investor, April 3, 2018.
42. “10th annual GP Trends 2020,” Investec, 2020, 23.
43. “2022 Global Private Equity Survey,” EY, 2022.
44. “2021 Global Private Equity Survey,” EY 2021.

Company Culture
Company culture is defined by the values and
purpose of the firm and expressed in the actions
and practices of the firm. A positive culture and
sense of purpose is becoming important to key
stakeholders, from limited partners to employees. 
 To address the issue, in addition to a commitment
to DEI and embedded sustainability, firms began
providing access to better office amenities, relaxed
office wear, remote work options, health and
wellness reimbursement, career roads maps, and
career coaching. Based on what was previously
discussed, firms can build a strong firmwide culture
beginning with:

of PE firms reported having
some difficulty recruiting

millennial and Gen Z
workers while 82%

reported difficulty in
retaining them.

When surveyed, 
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The very same metrics and policies focused firmwide ideally would be applied to portfolio
companies, similar to how Towerbrook Partners seeks to have its portfolio companies attain B Corp
status.   This flow-thru effect from firms to portfolio companies allows PE firms to act as agents of
change in reshaping corporate cultures across industries at a large scale.

45. “TowerBrook Responsible Ownership Report,” TowerBrook, 2021, 16.

Attracting and retaining a diverse workforce through targeted initiatives,
commitments and partnerships with outside groups like LGBT Great.

3.
 

 

4.
 

 

Work towards internal pay transparency while correcting any pay inequality.

a.
 

b.
c.

 

 

Hire a leadership capital partner whose role will be to help recruit diverse
employees with critical operational and sustainability skill sets 
Ensure a diverse workforce pipeline for senior level positions  
Promote internally and provide career progression opportunities for junior level
employees

Developing and implementing a clear statement of purpose and associated values.

Implementing the purpose and values through the firm’s responsible investment
policy, ESG initiatives and aligned pay incentives. 

1.
 

2.

CATEGORY 3: STRATEGY & INNOVATION

After laying the foundation for responsible human capital management practices and a responsible
investment policy, firms should develop a strategy to implement these principles through the
investment cycle. In order to ensure a responsible investing approach that creates value for all
stakeholders, PE firms should take a long-term perspective (with associated capital investments),
incorporate ESG considerations into deal sourcing, and consider the impact of the exit on the
portfolio company’s stakeholders and performance. Research and case studies demonstrate better
financial performance and improved societal outcomes for those PE firms and portfolio companies
that take part in a more responsible approach to the investment cycle.

Beginning with deal sourcing, the process usually starts with due diligence, deal execution,
implementation/value creation and ends at exit. From aligning and tracking ESG and UN
Sustainable Development Goals (SDGs) metrics ad-hoc pre-and post-investment or through
industry frameworks like the Operating Principles of Impact Management (OPIM), there are myriad
ways to begin marrying a firm’s responsible investment policy to its investment decision-making
process and strategy. A focus on creating long-term stakeholder value—worker well-being,
customer satisfaction, and environmental protection—should be inherent in the strategy.  

The typical PE investment process can be seen in OPIM’s guidance in Figure 1.3.1. 
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Longtermism
Responsible investing requires a long-term vision of the investment cycle, even if the holding
periods are relatively short. In other words, investing in sustainability transformation in a portfolio
company as a way to position it for a successful exit (and a good valuation) means looking beyond
the holding period. From 2010 to 2020, holding periods in private equity firms increased from an
average of 3.8 years to 5.5 years, as per eFront.  Other studies paint a similar picture, but highlight
declines in recent years, especially with top-quartile holding periods falling from a peak of 9 years in
2016 to 7.1 years in 2019 as seen in Figure 1.3.2.   The recent decline may be attributed to year-over-
year increased fundraising cycles and merger and acquisition (M&A) activity which can shift the
focus of firms towards quicker exits to take on new investment opportunities. On the other hand,
European buyout firms may now expect a lengthened minimum 6-year holding period investments
as the baseline; an increase from the typical 3 to 5-year holding period due to increased market
competition. 

Figure 1.3.1. The 9 Operating Principles for Impact Management

46.  “The 9 Principles,” Operating Principles for Impact Management.
47. “Exit Environment in 2020 and Evolution of Holding Periods,” eFront, 2021, 3.
48. Alex Lykken, “PE firms aren't keeping portfolio companies as long as they used to,” PitchBook, January 24, 2020.
49. Juha Joenväärä, Juho Mäkiaho, and Sami Torstila, “Prolonged Private Equity Holding Periods: Six Years Is the New Normal,” SSRN
Electronic Journal (2021): 5.
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A long-term approach is critical to tackling important challenges for business and society. For
example, private equity can be an effective leader in driving the carbon transition across multiple
sectors. However, a short-term horizon will reduce investment needed to transition fossil fuel-reliant
industries to meet emission reduction mandates as it is unlikely to pay off in a 3 to 5-year context,
similar to how development banks are now forced to consider project investments beyond the
short-term.  In fact, as seen in Figure 1.3.3, PE has invested four times as much in fossil fuels over the
last decade than in renewables.

Figure 1.3.2. Top-quartile and top-decile performing funds and their holding periods

50. Alex Lykken, “PE firms aren't keeping portfolio companies as long as they used to,” PitchBook, January 24, 2020.
51. “Aligning Investments with the Paris Agreement Temperature Goal – Challenges and Opportunties for Multilateral Development
Banks,” GermanWatch and NewClimate Institute, 2018, 122.
52. Peter Dunbar and Simon Whistler, “Launching the climate hub for private markets,” Principles for Responsible Investment, July 16,
2021.

Figure 1.3.3. Fitch Ratings, American Investment Council
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Figure 1.3.4 shows how over 10 years, the typical $1 billion closed-end fund with the same return
(IRR) as an evergreen strategy will lag that same evergreen strategy by $2 billion in value creation.

One example of a firm that has been managing its portfolio companies through an evergreen
strategy is JAB Holdings with an investment policy geared towards long-term investments in
consumer goods and services. JAB Holdings manages more than $50 billion in capital and has had a
20% compound annual growth rate (CAGR) since its inception in 2012, beating the private equity
average return of 14.2%.   JAB Holdings has recently begun incorporating ESG considerations into its 

53. Adam Howarth and John Ivanac, “Evergreen Funds: The Next Frontier for Private Markets Investors?,” Partners Group, February 2021, 2.
54. Michelle Celarier, “Is Private Equity Overrated?,” The New York Times. December 4, 2021. 

Figure 1.3.4. Evergreen Funds Outperform

Perpetual Funds
A perpetual fund, also known as an evergreen fund, or open-ended fund, is one that allows investors
to control their own investment level as each subscription goes into a fully funded portfolio. In
addition, open-ended funds do not have a fixed term and will continue in perpetuity, hence their
‘evergreen’ designation. One study conducted by Partners Group demonstrated a $2.063 million
difference in value creation between a traditional closed-end fund and an evergreen fund. The
difference in value can be attributed to the structure of closed-ended funds which lose the benefit of
compounded returns and face timing risk when distributions are paid out, which can then be
potentially reinvested. Not all private equity funds can or want to mirror the indefinite holding period
of evergreen funds, but they can plan to improve the industries they are in indefinitely by
incorporating more responsible investment practices in line with ESG and UN SDG progress. 
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investment decision-making process as shown in Figure 1.3.5, making the case that value could be
driven higher with attention paid to sustainability factors. Some of its holdings such as Green
Mountain Coffee, Panera Bread, and Krispy Kreme are reporting on their sustainability initiatives.

Figure 1.3.5. JAB Holdings Investing Approach

55. “Sustainable Coffee | Responsibility,” Green Mountain Coffee Roasters.
56. “Jab – September 2021,” JAB Holding Company, 2021, 8.

Deal Sourcing
Deal sourcing is the pipeline of potential investments based on the firm’s criteria (strategy, risk-
return expectations and impact objectives) and scope. Investments or deals are identified and
considered through the firm’s expertise across market segments (lower middle, middle, upper-
middle markets, etc.), sectors, themes (circular economy, climate tech, etc.), and other factors.
Assessing and selecting investments typically includes a review of trends and characteristics in the
target sector, identification of opportunities for growth and innovation and assessing management
capabilities. Firms with a responsible investing lens should look for investments where they can
deliver value to all stakeholders, including the company and the investors, in contrast to a strategy
we have seen too often – purchasing a distressed company, selling its assets, firing most of its
employees, loading it up with debt and letting it fall into bankruptcy. Firms with an impact lens
would look for companies who contribute (or could contribute) to solving societal challenges,
perhaps using the UN SDGs as a framework for identifying opportunities. Bamboo Capital Partners
and LeapFrog Investments provide examples of firms prioritizing impact in their investment
decision-making strategy. 
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Bamboo Capital’s investment strategy, which aligns with their OPIM pledge, states their strategic
intent to target companies that improve the lives of underserved populations in developing
countries. Bamboo tracks the performance of its portfolio companies through the UN SDG lens,
including outcomes such as jobs supported, strengthened value chains, positive effects on
customers, and reduced negative effects on the climate. For example, Bamboo’s investments drive
SDG impact as follows:

57.  “Weathering the crisis, building resilience: impact report 2020,” Bamboo Capital Partners, 2020, 8-9, 46.
58.  “2021 Impact Results,” LeapFrog Investments.
59.  "Sustainable Development Goals,” Leapfrog Investments

UN SDG #1 No Poverty – Bamboo finances 33 microfinance institutions
and seven fintech companies, providing 88 million people access to
financial services.

UN SDG #2 Zero Hunger – Bamboo’s portfolio supports 62,000
smallholder farms through its agribusiness support and financing of
three farmer organizations and three agribusinesses respectively.

UN SDG #3 Good Health and Well-Being – Bamboo provides services
to 3.6 million patients through the financing of four healthcare access
investee companies. 

Bamboo’s theory of change can be seen in Figure 1.3.6 and further examples can be found in
Bamboo’s annual impact report.

LeapFrog also aligns its deal sourcing strategy with ESG goals and the UN SDGs. It seeks to invest in
companies that increase access to financial services and healthcare for underserved populations.
LeapFrog uses a proprietary framework FIIRM (Financial, Impact, Innovation, and Risk Management)
as seen in Figure 1.3.7 to incorporate financial and operational key performance indicators as well as
governance indices to drive and benchmark performance. LeapFrog also discloses how it
accomplishes progress toward the UN SDGs in its impact report: 

UN SDG #5 Gender Equality – LeapFrog’s portfolio companies provided
41% of their services directly to more than 119 million women.

UN SDG #8 Decent Work and Economic Growth – LeapFrog supported
more than 143,126 jobs.

UN SDG #10 Reduce Inequality – LeapFrog continues to address
systemic inequality, targeting the catalytic areas of financial inclusion
and healthcare, reaching 250 million emerging consumers.
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Figure 1.3.6. Bamboo Capital Partners Theory of Change

60.  “Weathering the crisis, building resilience: impact report 2020,” Bamboo Capital Partners, 2020.
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Figure 1.3.7. LeapFrog Investments FIIRM Framework

61. “Impact Measurement,” LeapFrog Investments.
62. “Invest for Impact,” Operating Principles for Impact Management.

Bamboo Capital and LeapFrog both apply their own proprietary frameworks for assessing the
impact of potential deals. While mainstream PE firms may not want to use the SDGs as a
framework, they can be guided by the Operating Principles for Impact Management, which requires
firms to define their own strategic impact objectives and monitor impact before, during and after
investment. Some 160 firms have signed on to the Principles, including companies such as the
International Finance Corporation (IFC), Flatworld Partners, Credit Suisse AG, and others. 
 
When a firm focuses on strategic intent, defined by its overall responsible investment policy, it is
better able to recognize and capture new opportunities and identify optimal exits. Though the OPIM
does not provide specific tools and approaches beyond the framework, it requires signatories to
provide an annual disclosure statement with an independent verification report. One such signatory
is Developing World Markets (DWM), which provides a useful example of implementing and
reporting on its OPIM usage. 

DWM is an impact-focused private markets firm focused on private debt and private equity
investments. Founded in 1994, the firm is consistently recognized as a leader in impact investing
through groups like the UN PRI and ImpactAssets, and signed on to the OPIM in 2019. The firm aims
to address social, environmental and economic inequalities and inefficiencies in emerging and
frontier markets. It has launched multiple multi-sector funds that invest in financial inclusion,
renewable energy, sustainable agriculture, water and sanitation, healthcare, and forcibly displaced
communities.
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63. “Environmental, Social, and Governance (ESG) Policy Statement,” Developing World Markets, 3-4. 
64.  “Our Approach,” Summa Equity. 
65. Reynir Indahl and Hannah Gunvor Jacobsen, “Private Equity 4.0: Using ESG to Create More Value with Less Risk,” Journal of Applied
Corporate Finance 31, no. 2 (2019): 39.
66. A fund is oversubscribed when investors commit more capital than initially asked for.
67. “Summa Equity raises the largest European impact fund to date – announcing final close of c. EUR 2.3 billion for third fund,” Summa
Equity, January 20, 2022.

Beginning with strategic intent, DWM begins sourcing potential investments alongside a four-step
process:

Screen Against an Exclusionary List: By recognizing that DWM’s investment
mandate and ESG policy cannot be applied to every industry and sector, DWM
screens potential deals with respect to labor practices, environmental concerns,
local regulation and impacts on local culture, among other criteria. 

Address Key ESG issues: After passing the initial exclusionary screen, deals are then
vetted according to the quantity and magnitude of ESG risks which are further
evaluated during due diligence. 

Engage on Areas of Improvement: Before finalizing deals, DWM then engages
potential investments to address areas of ESG improvement to bring them up to
DWM’s best practice standard. In debt investments, this is applied through
different negative and/or financial covenants, while in equity investments, DWM
works with investees to identify and implement a strategic operational plan. 

Report Regularly: Lastly, DWM reports its processes and ESG topics to investors, in
line with its commitment to the OPIM.

1.
 
 
 
 
 
 
 

2.
 
 
 

3.
 
 
 

 
 

4.

With 160 signatories, the OPIM provides a robust framework for firms to apply their sustainable
investment strategy within their investment decision-making process. More mainstream firms such
as Apollo have also taken to adopting the principles and have begun targeting investments with
respect to the UN SDGs. Managing impact and ESG is no longer solely the purview of impact-
focused firms. Not having a framework or process in place exposes the firm to headline risk from
their investments but also deters limited partner (LPs), who have begun adopting more ESG-
focused mandates within their investments.

Innovative and profitable investment opportunities are also available to mainstream firms who
prioritize impact or ESG goals within their investments. Summa Equity, a Nordic private equity firm,
has managed to capitalize on its ESG approach to identify unique investment opportunities other
firms may overlook. With an investment approach geared toward addressing natural resource
efficiency, changing demographics and technology-enabled transformations, Summa Equity is
investing in companies that solve global issues while generating competitive returns for its
investors. 

Summa accomplishes this by identifying investment opportunities based on the potential impact as
measured by the UN SDGs. For example, Summa invested in Sortera, a Swedish recycling company,
and identified SDGs #11 (sustainable cities and communities), #12 (responsible consumption and
production), and #13 (climate action) as performance markers. Sortera improved the recycling
process and opened an electric recycling facility, which enabled it to reduce its net emissions by
226,000 tons in one year. Furthermore, other initiatives like establishing speed caps on fleet trucks
further reduced fuel consumption and costs by 10%. These types of investments led Sortera to
quadruple its revenue in the 36 months following its acquisition.  Summa’s strategy is paying off: its
third fund closed in record time, and was oversubscribed with commitments of €2.3B  in four
months.
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Exit
Type

Buyer Timing Value Narrative
Business

Resilience
ESG Considerations

IPO
Public market

listing

Preparation begins 18-
36 months before sale;
pricing dependent on
market sentiment and

volatility

Brand; value proposition;
competitive

differentiators

Increased regulatory
reporting including

ESG; GPs hold onto a
portion of control to

show continued
confidence in the

company
 

Compare to industry peers
evaluate potential and
current ESG risks and

opportunities; current level
of disclosure

Trade
deals

Strategic buyer
usually with a

complementary
business line

Handover period of 12-
24 months; dependent

on sector/industry
landscape and

individual company
factors

Business IP; existing
relationships and client

base; product
consolidation

Dependent on buyer
history, market

behavior, and value
narrative

Same as IPO + evaluate fit of
acquiring company culture

and ESG policies
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68.  A strategic acquisition by a company seeking a complimentary business line.
69.  Investees buy back shares and control from GPs.
70. Guillaume Cazalaa, Wesley Hayes, and Paul Morgan, “Private equity exit excellence: Getting the story right,” McKinsey & Company,
August 1, 2019.
71. Market volatility is measured by investors using the Volatility Index (VIX).
72. “Private company IPOs: Is timing everything?,” Deloitte, 8-10.
73. “Leading the Narrative for Your IPO,” LinkedIn.

Responsible Exits
When the PE firm sells a portfolio at “exit,” it captures the final return on invested capital (ROIC) and
demonstrates its ability to generate positive returns for investors. However, its exit strategy should
include ensuring that the buyer will set up the acquired company for success, a step that is
sometimes deprioritized in order to maximize returns. For example, a company may underinvest in
Selling, General and Administrative Expenses (SG&A) in order to make margins appear higher to a
potential buyer. 

Exits can occur through different mechanisms: initial public offerings (IPOs), secondary buy-outs,
trade sales,  management buybacks   and liquidations. Of these, liquidations (bankruptcies) are
viewed the least favorably due to their value destruction, and GPs only consider this a viable
strategy when they fail to meet critical financial milestones to sustain the business. Between 2007
and 2018, secondary buyouts and trade sales (selling to a strategic buyer with an aligned business)
were the predominant options employed by firms, a consequence of lengthened holding periods.
With lengthened holding periods, GPs must negotiate extensions or find additional liquidity for their
investments due to increased fundraising amounts and LP demand for new opportunities.
Secondary buyouts and trade deals provide this liquidity for GPs to exit and find opportunities
during periods of increased competition, shrinking fundraising cycles, and increased dry powder
(capital in search of a target). As firms feel these pressures, those without any defined procedures to
assess business resilience and sustainability post-exit may see poorly executed exits that negatively
affect the portfolio company.

Figure 1.3.8. Characteristics of different exit strategies
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Exit Type Buyer Timing Value Narrative Business Resilience
ESG

Considerations

Secondary
buyouts

Another PE firm

Deals can be
completed within

weeks; dependent on
selling firm’s liquidity

needs

Additional untapped
value creation
opportunities;

discounted purchase
price

Potential improvement to
operational efficiency;   multiple
buyouts lead to erosion of value
generation; dependent on buyer

history, market behavior, and
value narrative

Same as IPO + evaluate
previous owner’s

impact on culture and
ESG policy

Management
buyouts

Investee
management

team or
promoters

Deals can be
completed within

weeks; dependent on
individual company

factors

Limit upside
distribution of future
earnings to investors

Dependent on management
long-term vision

Same as IPO
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74. Ann‐Kristin Achleitner, Christian Figge, and Eva Lutz, “Value creation drivers in a secondary buyout - the acquisition of Brenntag by BC
Partners,” Qualitative Research in Financial Markets 6, no. 3 (2014): 278-301.
75.Jana Kitzmann, “A Note on Secondary Buyouts-Creating Value or Recycling Capital,” iBusiness, 1 (2009): 115-116.
76. “Mast Investment Letter,” Mast Investment Advisors LLC, June 2020.
77. Brian Ayash and Mahdi Rastad, "Leveraged Buyouts And Financial Distress," SSRN Electronic Journal, (2019): 9-11.

The table above describes the characteristics of different exit strategies. When considering buyers,
especially in trade deals and secondary buyouts, firms will need to assess the buying firm or
company’s motivations for acquisition as well as its ESG history. An inadequate assessment of the
goals of the buyer puts acquired companies at risk for mismanagement and eventual failure.  In
worst-case scenarios, this leads to bankruptcies of the exited companies, poor employee outcomes
and negative stakeholder effects. The PE firm’s own mismanagement in the form of high leverage,
poorly structured deal terms and faulty management can also drive the PE firm to a forced exit to
recuperate liquidity, especially in buyouts. Historically not considered an important factor pending
an exit, gauging business resilience post-sale needs to become more integral.

The pandemic shed light on the adverse effects of poorly executed buyouts in PE; as of April 2020,
27 of 38 consumer retailers owned by private equity firms were revealed to have the weakest credit
profiles compared with the total pool.   Thousands of employees went on unemployment while
private equity firms filed for bankruptcy and continued to collect dividends. 

Figure 1.3.8. Characteristics of different exit strategies (cont.)
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Research indicates that private equity firms, particularly those specializing in leveraged buyouts, can
increase the likelihood of bankruptcy in their portfolio companies. A study that tracked 484 public
to private leveraged buyouts (LBOs) over 10 years found a bankruptcy rate of approximately 20%,
versus the control group’s rate of 2%.  This suggests that highly leveraged transactions in private
equity are not prioritizing the long-term health of their portfolio companies, but rather their exit
values. 
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78. Eileen O'Grady, “Private Equity's Highly-Leveraged Bet on Retail Puts a Million Jobs at Risk During the COVID-19 Crisis,” Private Equity
Stakeholder Project, 2020, 3-7. 
79. JC Reindl, “Bankruptcy trustee wants Art Van Furniture heirs to repay millions,” Detroit Free Press, March 22, 2022.
80. The seller of the asset becomes the leasee of the asset and makes payments to the buyer.

Michigan furniture store, Art Van, filed for bankruptcy three years after undergoing a buyout.
When the firm filed for bankruptcy, employees were assured they would have 90 days of medical
coverage, but layoffs cut the coverage by six weeks in the midst of the pandemic, putting
employees at risk. 

Art Van then set up a relief fund of $1 million which paid $300-400 per employee; not enough to
cover three months of family health care coverage.   Art Van’s bankruptcy can be traced back to
the buyout wherein the $621.5 million price consisted of 11% equity and 89% debt, with only $2
million of that debt going to Art Van for operations.  

Prior to the 2017 buyout, Art Van had operated for a decade without recording a loss, yet in the
seven months after the deal, it posted a loss of $22.4 million.   With its leveraged position, Art Van
was expected to pay back more in sale-leasebacks than it generated in annual revenue.   

This shows how improperly structured deals with high leverage can take cash-flow positive and
growing companies to bankruptcy. 
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81. Eileen Appelbaum and Rosemary Batt, "Private Equity Buyouts In Healthcare: Who Wins, Who Loses?," Institute For New Economic
Thinking Working Paper Series, no. 118 (2020): 85-94.
82. Atul Gupta et al., “Does Private Equity Investment In Healthcare Benefit Patients? Evidence From Nursing Homes,” NBER Working
Paper Series, no. 28474 (2021): 19-21.
83.  Guillaume Cazalaa, Wesley Hayes, and Paul Morgan, “Private Equity Exit Excellence: Getting the Story Right,” McKinsey & Company,
August 1, 2019.
84.  Hannah Schiff and Hannah Dithrich, “ Lasting Impact: The Need for Responsible Exits,” GIIN, January 2018, 18.

Another example of a problematic approach is consolidating smaller healthcare providers into
larger companies, loading them with debt, then exiting with high returns. This strategy leads to
poorer quality of care for patients and labor shortages in the industry.  In a working paper written in
part by a Stern faculty member, researchers observed the effects of different ownership on 18,845
nursing homes between 2000 and 2017, of which 1,674 were acquired by PE firms across 128
different deals. As a consequence of PE ownership, the short-term mortality of Medicare patients
increased by 10%, or 20,150 lives lost over the twelve-year study period. 

A disciplined and planned exit strategy would allow the firm to aim for operational improvements
and fewer bankruptcies post-exit. McKinsey interviewed more than 30 decision-makers and
executives of PE funds to glean insights on their exit strategies and found that they consistently
express a desire for more rigorous, methodical exit preparation processes. These strategies are
usually planned at least 18 months before they wish to exit, which provides the firm more time to
assess the intentions and capabilities of the buyer and ensure a responsible exit.

Industry groups like Global Impact Investing Network (GIIN) provide guidance on how responsible
exits should be considered throughout the deal’s lifecycle, as shown in Figure 1.3.9.

Figure 1.3.9. GIIN summary of achieving responsible exits
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85. “2020 Annual Impact Report,” HCAP, 2020, 15-16.
86. “SEC Proposes to Enhance Private Fund Investor Protection,” U.S. Securities and Exchange Commission, February 9, 2022.

In addition to ensuring a responsible exit with the buyer, PE firms can work with the portfolio
companies to more equitably share the exit’s financial returns. For example, HCAP Partners
incorporates “carrot agreements” into its engagement with its portfolio companies upon
acquisition, with the aim of incentivizing and rewarding companies that have made tangible
improvements in job quality (a strategic priority for HCAP). The carrot agreement begins with HCAP
setting aside a pool of capital upon exit if two conditions are met:

HCAP meets a certain return threshold, and

The portfolio company has made meaningful improvements on job quality
standards during the tenure of HCAP’s investment. 

1.
 

2.

If both conditions are met, the capital is disbursed to employees with a focus on those considered to
be low- to medium-income (LMI) workers. HCAP successfully implemented two carrot agreements
in 2020 with its investments in Mission Healthcare and Confirm Biosciences.   Progress is measured
by HCAPs impact framework metrics, which include average hourly wages and workforce
breakdown by LMI workers. The metrics are measured throughout the investment life cycle.
Another innovative strategy discussed in later sections includes employee ownership models, which
align stakeholder interests with company operations and goals.

CATEGORY 4: FUND MANAGEMENT

Responsible investing includes responsible and transparent financial reporting. Private equity has
experienced less regulatory scrutiny and regulation than public markets, sometimes resulting in lax
or opaque fund management and financial reporting. From the use of PME and SLCs to inflate
performance and excessive fees to generate additional revenue, GP activities are becoming subject
to increasing scrutiny. In 2022, the SEC proposed new amendments under the 1940 Investment Act,
seeking to increase “transparency, competition, and efficiency in the $18-trillion marketplace”   from
reporting to fees.

To ease investor worry and ensure continued success, GPs should proactively improve disclosures.
Following the guidelines laid out by ILPA, GPs can include the additional line items on the use of
subscription credit lines in their statements to LPs. Fees also affect the true value LPs receive when
investments are sold and need to be defined clearly in management service agreements. Increased
regulation may cause limited partners to shift their capital to more transparent general partners,
allowing LPs to better manage investment risk. In fact, if GPs continue to manipulate fees to
generate revenues beyond their carry and management fees, then the asset class as a whole loses
investor confidence. 

Our review of fund management practices by PE firms explores the transparency of financial
reporting, with a focus on three areas that are most subject to abuse: the use of public market
equivalence (PME) valuations, subscription credit lines, and fund fees. 
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Public Market Equivalence (PME)
Private equity funds typically provide quarterly, unaudited reports and an audited annual report to
investors. The quarterly reports provide snapshots of the firm’s operations, cash flows and
investment performance, which LPs use to adjust their tactical asset allocation  (TAA) and exposure
to sector/industries and regions. Paying particular attention to financial performance reporting, this
section will examine the discrepancies that can arise from non-contextual reporting in public
market equivalence (PME) values and remedies GPs can adopt to fill the contextual gap. PME is
considered a better measure than internal rate of return (IRR) and invested capital multiples (TVPI,
RVPI, DPI, etc.) because it directly compares how capital might have performed if invested in the
public markets using a public benchmark such as the S&P 500. This provides investors insight into
how much value their private market investments generated relative to comparable public market
investments. The use of PME can address the shortcomings of IRR by taking into account the length
of the holding period, the timing of cash flows, and potential reinvestments, giving a more accurate
measure of performance. 

Unfortunately, a PME fails to account for many financially material factors such as market cap,
leverage, sector/industry focus, foreign exchange effects and other characteristics of the fund. In
fact, several studies have shown that the incorrect use of public benchmarks inflates returns,
especially for buyout funds that invest in small-cap value companies.    Adjusting for the size
premium, the average buyout fund return was found to be similar to small-cap indices including the
oldest small-cap passive mutual fund (“DFA micro-cap”). When the benchmark is levered up and
changed to small and value indices, returns are lowered by -3.1% per annum.  Additional studies
have also considered the appropriate beta to use when PMEs are reported, with many drawing the
conclusion that a beta between 1.2 and 1.5 is appropriate when comparing small- and large-cap
indexes respectively.  Overall when considering market cap, leverage and sector/industry, the
current performance of private equity funds has been shown to be near the level of public markets
when compared to PE performance two decades ago.  This highlights a potential agency conflict
when observing LPs’ willingness to accept poorly evaluated returns to justify their continued
investments in PE. 

87. An active portfolio management strategy based on current market factors derived from a firm’s Strategic Asset Allocation (SAA) which
can be considered a firm’s long term asset allocation derived from their risk tolerance and return expectations.
88.  Francesco A. Franzoni, Eric Nowak, and Ludovic Phalippou, “Private Equity Performance and Liquidity Risk,” The Journal of Finance 67,
no. 6 (2012): 2341–2373.
89.  Joost Driessen, Tse-Chun Lin, and Ludovic Phalippou, “A New Method to Estimate Risk and Return of Nontraded Assets from Cash
Flows: The Case of Private Equity Funds,” Journal of Finance and Quantitative Analysis 47, no. 3 (2012): 511–535.
90. Joost Driessen, Tse-Chun Lin, and Ludovic Phalippou, “A New Method to Estimate Risk and Return of Nontraded Assets from Cash
Flows: The Case of Private Equity Funds,” Journal of Finance and Quantitative Analysis 47, no. 3 (2012): 27-230.
91.  Trond Døskeland and Per Strömberg, “Evaluating Investments in Unlisted Equity for the Norwegian Government Pension Fund Global
(GPFG),” SSRN Electronic Journal, (2018): 91-92.
92. Antti Ilmanen, Swati Chandra, and Nicholas McQuinn, “Demystifying Illiquid Assets: Expected Returns for Private Equity,” Journal of
Alternative Investments 22, no. 3 (2020): 6-10.
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Figure 1.3.9. GIIN summary of achieving responsible exits

Contextual information is necessary when reporting PME to LPs, especially in volatile markets. To
provide greater clarity, GPs should work with LPs to select appropriate benchmarks, betas and
leverage values that closely match the fund’s characteristics. Other factors such as market cap,
region, sector, industry, and foreign exchange rates should also be taken into consideration when
presenting LPs with a PME figure. Hedge funds are setting appropriate benchmarks together with
LPs to manage LP return expectations and to provide more transparency. To continue building trust
with LPs, GPs should be transparent in their financial performance reporting and include external
factors that could potentially influence performance, such as the use of subscription credit facilities
and the fees charged to LPs and portfolio companies. 

93. Antti Ilmanen, Swati Chandra, and Nicholas McQuinn, “Demystifying Illiquid Assets: Expected Returns for Private Equity,” Journal of
Alternative Investments 22, no. 3 (2020): 6.

Subscription Credit Facilities
While the aggregate volume of subscription lines of credit (SLCs) has increased exponentially since
2014, as seen in Figure 1.4.2, their use has advocates and critics. A limited partnership agreement
(LPA) sets the total value an LP has pledged to invest in the GP’s fund or investment vehicle. This
committed capital is then called in periodic intervals or when needed by GPs to make investments.
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Figure 1.4.2. Aggregate use of subscription lines of credit from 2014 to 2018

94. James F. Albertus and Matthew Denes, “Distorting Private Equity Performance: The Rise of Fund Debt,” SSRN Electronic Journal (2019):
33.
95. Hossein Kazemi, “Subscription Line of Credit: Benefits, Risks, and Distortions,” CAIA, September 29, 2020.

SLCs allow GPs to borrow money similar to a loan with the LPs uncommitted capital as collateral
instead of calling capital directly from LPs. GPs use SLCs to deploy capital quickly, especially in
rapid-paced buyouts. This allows GPs to call capital less frequently, lowering the administrative costs
associated with processing capital calls and allowing LPs to maximize the time value of money
(TVM) of their investments by placing them in more liquid investments prior to the call. 

Though subscription credit line use may seem innocuous, it comes with risks that are heightened by
a lightly regulated environment. As a consequence of using SLCs, GPs are able to inflate
performance, specifically the internal rate of return (IRR) of investment vehicles. Consider the
example in Figure 1.4.3 which compares a traditional capital call schedule with the use of a
subscription credit line. 
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Scenario 1: With no SLC

 2017 2018 2019 2020 2021 2022 IRR

GP cash
flows

-$60m 0 0 $15m 0 $100m  

LP cash
flows

-$60m 0 0 $15m 0 $100m 14.83%

Scenario 2: With SLC

 2017 2018 2019 2020 2021 2022 IRR

SLC $60m 0 0 -$75m 0 0  

GP cash
flows

-$60m 0 0 $15m 0 $100m  

LP cash
flows

0 0 0 -$60m 0 $100m 29.10%

1010

96. Positive values represent net cash flows from portfolio companies to GPs while negative values indicate net cash flows from GPs to
portfolio companies.
97. Positive values represent net cash flows from GPs to LPs while negative values indicate net cash flows from LPs to GPs.

Figure 1.4.3. Subscription credit line call schedule examples

In the second scenario, GPs are able to report a higher IRR figure due to the SLC. This is largely
due to the IRR methodology, which is highly sensitive to the timing and size of cash flows. The
delay in calling capital in scenario 2 allowed IRR figures to be inflated to almost double the IRR
in scenario 1 when no SLC was used. This performance inflation misleads investors and allows
GPs to meet their hurdle rates artificially, giving them access to higher performance fees and
share of the overall returns through their carry. Figure 1.4.4 outlines benefits and risks of SLCs
for GPs and LPs more in detail.

Consider the example below in Figure 1.4.3 which compares a traditional capital call schedule
with the use of a subscription credit line. 

Case Study
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 Benefits Risks

GPs

Rapid access to capital to meet
short-term investment needs
Improves IRR performance and
increases the likelihood of
meeting hurdle rates

Risk of default if LPs are unable to meet capital calls
Credit facility payments drive irregular LP capital
call schedules causing friction in the relationship

LPs

Reduced administrative costs of
processing capital calls
TVM of uncommitted capital

Inflated IRR and risk of moral hazards with GPs
Higher than expected levels of leverage if a smaller
than expected amount of capital is called relative to
the amount actually invested

Figure 1.4.4. Benefits and risks of SLCs

Research has suggested that use of subscription lines of credit allows funds to delay capital calls
from the beginning of the holding period to the middle of the holding period.   This allows the fund
to push negative cash flows further into the future, increasing overall IRR as distributions are paid
out soon after. Similar to PME reporting, a principal-agent conflict also exists when LPs accept
inflated IRR figures from GPs. With inflated returns, LPs are able to justify their investments in
private equity and continue to seek new investments in the asset class, especially if their
compensation is linked to their performance. 

Advocates of SLCs have said sophisticated investors understand the use of SLCs and their effects on
IRR and account for it in their due diligence. However, without understanding the total credit
available and timeframe of credit drawdowns, it becomes difficult for even savvy investors to
understand the level at which IRR has been influenced. Risks around subscription credit lines
cannot be assessed without information on outstanding balances and the timeframe between
drawdowns. Though many GPs currently report whether they are using SLCs or not, they do not
provide specific financial details. 

A recent study using Burgiss data of buyouts found that the annualized IRR for funds using
subscription credit lines was increased by 2.6% and that low-performing funds used SLCs to increase
the likelihood of meeting their set hurdle rate.  Low-performing funds were also able to jump closer
to their next performance quartile by using SLCs, thereby skewing the overall asset classes’
performance. If this approach continues, defaults could occur during periods of high market stress
with limited liquidity.

98. Hossein Kazemi, “Subscription Line of Credit: Benefits, Risks, and Distortions,” September 29, 2020.
99. “Understanding the impact of subscription lines on private equity funds,” BlackRock.
100. James F. Albertus and Matthew Denes, “Distorting Private Equity Performance: The Rise of Fund Debt,” SSRN Electronic Journal
(2019): 12-15.
101. James F. Albertus and Matthew Denes, “Distorting Private Equity Performance: The Rise of Fund Debt,” SSRN Electronic Journal (2019):
25-27.
102. The systemic implications of large subscription credit line defaults are difficult to predict.
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Figure 1.4.5. ILPA reporting recommendations

103. “Enhancing Transparency Around Subscription Lines of Credit,” ILPA, 2020, 7.
104. Barry Steinman, “Private Equity Fund Fees,” Duane Morris, 2014, 8.

Fees
The primary fee structure in private equity is straightforward; it includes management fees and
carried interest traditionally represented by the 2 and 20 rule. The carried interest is 20% of the
excess return earned by GPs after meeting a hurdle rate or preferred rate of return agreed upon by
LPs. Carried interest is taxed as a capital gain to the general partner of the fund. The investment
manager of the fund receives management fees in exchange for its investment advice typically in
the amount of 2% of the LP’s invested assets under management (AUM). Investment managers use
management fees to cover the cost of a fund’s annual operations.   A visual breakdown of the typical
organizational structure of private equity and associated fees can be seen in Figure 1.4.6.
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Figure 1.4.6. Typical Organization Structure of Private Equity

105. Martin Kemeny, “Considerations for Raising Your Own Private Equity Fund,” Toptal, December 19, 2017. 
106. Eileen Appelbaum and Rosemary Batt, “Fees, Fees and More Fees: How Private Equity Abuses Its Limited Partners and U.S.
Taxpayers,” CEPR, 2016, 21-22.
107.  Barry Steinman. “Private Equity Fund Fees,” Duane Morris, 2014, 6-7.

The fees are usually listed in a “Management Service Agreement” for investors. However, when
private equity firms fail to describe the scope or duration of services provided for the fee, firms can
discover loopholes to avoid sharing profits from portfolio companies. One paper compiled by the
Center for Economic and Policy Research discusses abusive fee allocation and expense practices
including: double-dipping (charging limited partner investor funds for back-office expenses that
should have been covered by the 2% management fee); failure to share monitoring fee income (the
consulting and advisory fees paid to GPs by portfolio companies) and using consultants to avoid
sharing fees (hiring outside of the PE firm and billing the services to the portfolio companies). 

Excess fees lead to the misalignment of interests, especially in an increasingly saturated market,
leading to adverse selection and moral hazard; in other words, information asymmetry enables the
GPs to manipulate a better deal for themselves.  GPs also charge and collect fees from their portfolio
companies. Figure 1.4.7 describes some of the fees charged to limited partners and portfolio
companies. The offsets column describes fees charged to portfolio companies that are offset by the
management fee charged to LPs. This prevents GPs from generating revenue from simply
performing expected fund management services, but these offsets have to be clarified in
management service agreements with respect to the percentage offset and types of fees that can
be offset. For example, if a GP manages to collect $1 million in fees from one of its funds with 60%
offset, then only $600k would be deducted from the management fee paid to the GP. 
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Limited Partners Offsets Portfolio Companies

One Time

Organizational
expenses
Broken deal expenses

Transaction expenses
Exit fees
Breakup fees

Legal fees
Due diligence fees
Consulting fees
Financing fees

Annual Fixed 
Audit tax expenses
Fund administration
expenses

Monitoring fees;
Accelerated monitoring fees
Director fees

Asset-Based Management fees

Performance Carried interest

Figure 1.4.7. Private Equity fee types

Portfolio company fees are usually one-time fees that GPs characterize as payments that companies
would have to make regardless of their ownership status, ranging from legal to consulting fees. In
addition to the fees listed above, GPs charge additional fees to portfolio companies including
monitoring fees to provide oversight after acquisitions and transaction fees upon the completion of
a deal. Both of these fees are dependent on the market cap and earnings before interest, taxes,
depreciation, and amortization (EBITDA) of portfolio companies and do offer potential tax incentives
for portfolio companies, but excess fees can potentially tilt a company into bankruptcy.   The
increased bankruptcy risk comes as a result of the value of fees which restrict a company’s ability to
use the assets for other purposes. Over a 20-year time period from 1994 to 2014, 600 portfolio
companies in a sample study were charged close to $10 billion in monitoring fees alone, plus
another $10 billion in other fees.   These fees are traditionally considered offsets, but without being
defined as such in management service agreements, GPs do not have to report or include these
expenses as part of their management fee. 

Consider the Wisconsin Rapids mill case detailed in Section 2 of the paper. When the private equity
owner took the company into bankruptcy, it charged additional consulting fees. The addition of
these fees, compounded by the costs of undergoing bankruptcy, ended with the company
restructuring its debt, yet GPs managed to walk away with more capital than before. These fees do
not need to be reported to LPs if they are not specifically stipulated in LPAs. This level of opaqueness
in fees allows too much leeway for firms to act in their own self-interest rather than carry out their
fiduciary duty to investors. This has been empirically shown in accelerated monitoring fees charged
to companies, and in lump-sum payments paid to GPs when companies are sold before their
expected holding period. These payments have been described by the SEC as payments that “the
investment adviser does not, or does not reasonably expect to, provide to the portfolio investment.” 

108. “Uncovering the Costs and Benefits of Private Equity,” StepStone, 2016, 3-6.
109. Appelbaum and Batt, “Fees, Fees and more Fees.” 
110. Ludovic Phalippou, Christian Rauch, and Marc P. Umber, “ Private Equity Portfolio Company Fee,” Saïd Business School WP 2015-22
(2016): 27-30.
111. Michelle Celarier, “The SEC Unveils Its Plan to Bring Private Funds in Check,” Institutional Investor, February 9, 2022.
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LPs are increasingly scrutinizing these fees and have begun asking GPs to include these costs under
the umbrella of management fees or through better definition in agreements. The SEC has also
begun to take action through new rule recommendations which would require firms to provide
investors with quarterly statements on performance, expenses, and fees. In addition, the rules would
prohibit GPs from collecting certain fees and expenses such as amounts for unperformed services,
clarify which taxes can or can not be included when GPs pay back carry fees, tackle portfolio
company fees, and suggest limits on GP extensions of credit from LPs. 

Fee waivers also exist in the purview of GPs, and allow them to waive management and related fees
for a variety of benefits. In the first instance, GPs are able to use fee waivers to lower their taxable
income rate by claiming their deferred share of future returns under the lens of long-term capital
gains and not ordinary income. The reasoning being that since GPs are forgoing their management
fee in the present for a share of future earnings, and since future earnings are subject to market
conditions, GPs should be taxed at the long-term capital gains rate to account for market volatility
of returns.  Another use for fee waivers is GPs may reduce their own contributions relative to the
amount of fees they waive, allowing them to minimize their own risk within the investments they
manage. Issues arise surrounding fee waivers in the recognition of what should be considered
ordinary taxable income vs. long term gains. Current regulatory guidance in the U.S. allows for firms
to recognize the waiving of management fees bearing any significant entrepreneurial risk. Proposed
regulations on fee waivers label the following as factors that decrease entrepreneurial risk:

112.  Jeff Drew, “SEC proposes new rules for private equity,” Journal of Accountability, February 9, 2022.
113. Saba Ashraf and Alyson Pirio, “Management Fee Waivers: The Current State of Pay,” Journal of Taxation and Regulation of Financial
Institutions 27 no. 2 (2013): 9-11.
114. “Proposed Regulations on Management Fee Waivers,” Manning Fulton Attorneys, March 1, 2021.

the service provider holds, or is expected to hold, a transitory partnership interest or
a partnership interest for only a short duration;

the service provider receives an allocation and distribution in a time frame
comparable to the time frame that a non-partner service provider would typically
receive payment;

the service provider became a partner primarily to obtain tax benefits that would
not have been available if the services were rendered to the partnership in a third
party capacity;

the value of the service provider's interest in general and continuing partnership
profits is small in relation to the allocation and distribution; and

the arrangement provides for different allocations or distributions with respect to
different services received, the services are provided either by one person or by
persons that are related under Sections 707(b) or 267(b) of the Internal Revenue
Code, and the terms of the differing allocations or distributions are subject to levels
of entrepreneurial risk that vary significantly.

1.
 
 

2.
 
 
 

3.
 
 
 

4.
 
 

5.
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The proposed regulations label the factors below as leading to entrepreneurial risk:

115. Proposed Regulations Issued On Management Fee Waivers,” Proskauer, July 24, 2015.
116. John K. Paglia and Maretno A. Harjoto, “The Effects of Private Equity and Venture Capital on Sales and Employment Growth in Small
and Medium-Sized Businesses,” Journal of Banking & Finance 47 (2014): 177–97.
117. Shai Bernstein, Josh Lerner, and Filippo Mezzanotti, “Private Equity and Financial Fragility during the Crisis,” NBER Working Paper
Series, no. 23626 (2017): 18-20.
118. Eduardo S. F. Alves, “Regulations-driven first-mover advantage in global capital flow,” Oxford Strategy Review, May 2, 2021.

capped allocations of partnership income if the cap is reasonably expected to apply
in most years;

an allocation for one or more years under which the service partner’s share of
income is reasonably certain;

an allocation of gross income;

an allocation (under a formula or otherwise) that is predominantly fixed in amount,
is reasonably determinable under all the facts and circumstances, or is designed to
assure that sufficient net profits are highly likely to be available to make the
allocation to the service partner (e.g., if the partnership agreement provides for an
allocation of net profits from specific transactions or accounting periods and this
allocation does not depend on the long-term future success of the enterprise); or

an arrangement in which a service partner waives its right to receive payment for
the future performance of services in a manner that is non-binding or fails to timely
notify the partnership and its partners of the waiver and its terms.

1.
 
 

2.
 
 

3.
 

4.
 
 
 
 
 
 

5.

The miscategorization of fee waivers allows GPs to circumvent the underlying risk they are subject
to with respect to their fund contributions but also allows them to realize greater profit when their
returns are considered long-term gains.

CATEGORY 5 : SOCIETAL IMPACT

Responsible investing frameworks should ensure that PE creates value for key stakeholders
(including the portfolio firm, employees, communities, and investors). Research supports this
outlook. For example, one study evaluated the performance of 16,802 companies that received PE
financing and found that there was a positive and significant correlation between receiving private
equity financing and annual employment and sales growth in the corresponding year.   Another
study examining whether 772 private equity firms contributed to the financial fragility of companies
during the 2008 financial crisis showed that private equity-owned companies issued less debt and
increased capital spending compared to their non-PE-owned peers. PE firms, as a result, increased
the value of their investments by 6% relative to other companies in the post-crisis periods.  

However, some firms may go further and focus on making profits explicitly through creating
positive societal impact, which is the subject of this category. Private equity is in a unique position,
with its deep cross-sector engagement, to be a driving force behind a systems-thinking-led
paradigm shift. Given global environmental and social challenges, PE firms that embed
sustainability as core to their business strategy and report on robust social and environmental key
performance indicators (KPIs) have the opportunity to create a competitive advantage.  

Leading the transformation may allow first movers to capture high-value opportunities and attract
more capital, with early firms adopting EU Sustainable Finance Disclosure Regulation (SFDR)
expecting better fundraising periods.   This will require firms to: address material ESG issues and
impacts through their investment strategy; design and implement robust ESG/impact 
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implementation with their portfolio companies; make formal or informal commitments to address
issues such as diversity, equity and inclusion (DEI) or climate change; track ESG-related KPIs; and
report their progress in ESG/impact reports.

It is important to note that ESG and impact are two different strategic approaches and both are
valid. ESG aims to manage material ESG risk as well as explore ESG business opportunities. For
example, a PE firm that aims to bring Employee Stock Ownership Plans to the employees of its
portfolio companies is aiming to improve stakeholder benefits and performance through that
strategy, but the companies that it works with may not have an impact focus. PE firms with an
impact focus aim to solve societal problems through the purpose of those companies, investing in
themes such as renewable energy or inclusive finance. In both cases, KPIs can be assessed and
tracked qualitatively and quantitatively using ESG- or UN SDG-based metrics.  

In order to provide a comprehensive overview of the potential societal value driven by PE firms, we
will first examine how firms can drive societal impact by embedding sustainability within their firm
processes and making formal and informal ESG commitments. Then we will address how firms can
communicate their efforts through credible reporting and achieving a Benefit Corporation (B Corp)
certification, amongst other strategies.

Embedding Sustainability
Sustainability is embedded when the proactive management of material ESG issues and a balanced
approach to the needs of stakeholders (including shareholders) are completely and effectively
integrated into the company’s business strategy with the goal of creating positive societal value
which unlocks financial value for the company.

In the past, investors and corporate leaders would often dismiss the negative societal impacts of
their businesses as externalities for which they were not responsible. Unfortunately, private equity
ownership in industries such as healthcare, education and even newspapers can drive negative
societal outcomes for which the PE firm is directly accountable. Academic research into private
equity ownership of colleges, for example, found lower graduation and loan repayment rates, as well
as lower earnings by graduates. The authors found evidence that these detrimental outcomes
reflect lower educational inputs and increases in marketing spend due to firms prioritizing
profitability through increased leverage. Students were burdened with rising tuition costs and more
debt. In addition to the financial impacts felt by students, the quality and scope of degree programs
decreased, leading to a decline in graduation rates by 13%. 

With the consolidation of local newspapers and reporting outlets by PE (representing 13% of the
market in 2019), another study found the focus on the bottom line led to reporters being laid off and
local news coverage declining. The study also found that this led to local citizens being less likely to
vote in local elections. 

This type of approach is short-sighted. Externalities are increasingly becoming internalized. Material
ESG issues are now becoming part of everyday management concerns and require a systems-
thinking lens. Climate change, for example, is affecting companies in many ways including energy  

119. SASB defines dynamic materiality as issues which are currently not financially material, becoming material in the future due to
market sentiment and changing business conditions.
120. Charlie Eaton, Sabrina Howell, and Constantine Yannelis, “When Investor Incentives and Consumer Interests Diverge: Private Equity in
Higher Education,” The Review of Financial Studies, 33 no.9 (2019): 21-22.
121. Michael Ewens, Arpit Gupta, and Sabrina T Howell, “Local Journalism under Private Equity Ownership.” SSRN Electronic Journal (2021):
25-26.
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pricing volatility, distribution challenges, and operational risk in manufacturing and supply chains.
Companies that do not manage that risk will ultimately experience its impact and underperform.  

On the upside, a meta-analysis by NYU Stern CSB of over 1200 academic studies showcased a strong
correlation between the performance of ESG factors and positive corporate (58%) and investor (33%)
financial returns as seen in the figure below.  

122. Tensie Whelan et al., “ESG and Financial Performance: Uncovering the Relationship by Aggregating Evidence from 1,000 Plus Studies
Published between 2015 – 2020,” New York University Stern Center for Sustainable Business, 2021, 4
123. Kiki Yang et al., “Private Equity Investors Embrace Impact Investing,” Bain & Company, April 17, 2019.

Figure 1.5.1. NYU Stern CSB ESG meta-analysis

Figure 1.5.2 illustrates findings from a study reviewing PE deals in the Asia-Pacific region with social
or environmental considerations or in sectors related closely to ESG issues such as water, waste,
education, etc. which were found to have higher return multiples than their non-ESG counterparts.

Figure 1.5.2. Distribution of multiples on invested capital for Asia-Pacific PE-led exits
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For the PE firm and its portfolio companies, ESG/sustainability has to be a part of corporate strategy,
not a stand-alone strategy. That means approaching the sustainability landscape in the same way
one tackles corporate planning: start with understanding the relevant ESG trends and associated
risks and opportunities. Use the ESG lens to explore: what are the material ESG issues for the PE firm
and its investment thesis? The investment strategy will dictate the material ESG factors; for example
manufacturing will have different material ESG risks than technology. Other ESG materiality
questions will include: how do we recruit and retain high-performing employees? Where is
regulation going? What type of technologies might help? What is the competition doing? With
whom might we collaborate to meet our goals? The Sustainability Accounting Standards Board
(now part of ISSB, the International Sustainable Standards Board) provides a good guide to material
ESG issues for both the PE firm and its portfolio companies.

124. “Private Markets ESG Report 2021” Neuberger Berman, 2022, 8.

Figure 1.5.3. Neuberger Berman Private Equity Partners (NBPE)materiality matrix

After identifying the firm’s material ESG issues, the firm should consult with stakeholders such as
employees, regulators, NGOs and their own portfolio companies to determine what they consider to
be the most material ESG issues for the firm. That mapping then can be used to develop a
materiality matrix, which provides insight into the importance of various topics for the firm and the
stakeholders, and become a core building block for the firm’s embedded sustainability strategy. This
learning process will be helpful when working with portfolio companies to require them to develop
their own ESG and stakeholder mapping and materiality matrices. A sample firm-wide materiality
matrix by Neuberger Berman Private Equity Partners (NBPE) is shown in Figure 1.5.3, depicting key
ESG factors across several industries. The proprietary framework helps guide NBPE’s due diligence
and ESG integration across their direct investments. Though categorized differently, the same level
of information is captured compared to traditionally formatted matrices, as seen in the example
from Bank of America in Figure 1.5.4.

124

55

https://www.sasb.org/
https://www.nbprivateequitypartners.com/handlers/documents.ashx?id=2cf7b957-8a20-4094-83ea-94b663dbf575&name=NB%20Private%20Markets%20ESG%20Report%202020.pdf


1010

The embedded sustainability strategy will inform all aspects of the PE firm’s approach, from its own
human capital to its investment policy, deal-making, portfolio company engagement, fund
management, and exit strategy. For example, consider EQT, a Swedish firm that in 2019 became the
first private equity firm to include a statement of purpose, signed by their entire board, showcasing
their commitment to the long-term viability or “future-proofing” of their portfolio companies. Their
efforts fall in line with their active ownership and include commitments to support multiple
stakeholders, diversity, and renewable energy within the scope of the UN SDGs.   This has been good
business for EQT; in a five-year post-exit study, 70% of their exited portfolio companies were shown
to be still growing with an annual average sales and employment growth of 9% and 8% respectively.
In aligning itself with its statement of purpose, EQT follows an embedded sustainability strategy
beginning with a societal impact framework. The framework is similar in design to a materiality
matrix focused more on the solutions and practices of a potential investment with respect to
sustainability and the UN SDGs. Company operations, both direct and indirect, are analyzed through 

125. “Our approach to materiality,” Bank of America.
126.  “Statement of Purpose,” EQT Partners.
127. Robert G. Eccles, Therese Lennehag, and Nina Nornholm, “EQT: Private Equity with a Purpose,” Journal of Applied Corporate Finance
32, no. 3 (2020): 5.

Figure 1.5.4. Bank of America ESG materiality map
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the environmental and social problems they solve (solutions) with respect to the efficacy and scope
of the company’s impact (practices), as shown in Figure 1.5.5. This two-dimensional framework
allows EQT a better in-depth review of their portfolio company’s contribution to UN SDG progress
and a better understanding of the risks arising from sustainability factors. 

128. Robert G. Eccles, Therese Lennehag, and Nina Nornholm, “EQT: Private Equity with a Purpose,” Journal of Applied Corporate Finance
32, no.3 (2020): 8.
129. “Charlotte Bancilhon and Jacob Park, “Dynamic Materiality: How Companies Can Future-Proof Materiality Assessments,” BSR, July 22,
2021.
130. “The Net Zero Asset Managers Initiative,” Net Zero Asset Managers (accessed May 6, 2022). 
131.  “Climate and Carbon Neutrality,” Investindustrial.

Figure 1.5.5. Application of EQT Societal Impact Framework to WSAudiology

As discussed in the strategy and innovation section, regular updating of responsible or sustainable
investment policies will be necessary, due to the dynamic nature of materiality. Firms that are
sector-focused are especially vulnerable to disruptive technologies and social trends and need to be
able to quickly change course and develop new metrics. Dynamic materiality can be addressed if
firms include a scenario-based approach that considers potential sector-wide outcomes.

Identifying which products, technologies, or sector-specific practices are reducing ESG risk and
driving ESG value can be evaluated by creating and tracking performance-based KPIs through
proprietary or industry frameworks such as the Sustainability Accounting Standards Board, the ESG
Data Convergence Initiative or the Operating Principles of Impact Management, which was covered
in previous sections.

Formal and Informal Firm ESG Commitments

PE firms are increasingly making public commitments on material ESG issues such as climate and
DEI, supported by industry-wide initiatives.  

Environmental commitments
Formal commitments to groups such as the Net Zero Asset Managers Initiative enable firms to hold
themselves accountable as agents of change. Net Zero Asset Managers encourages firms to report
emissions, strategies and progress in reaching net zero emissions by 2050 or sooner.
Investindustrial, a European and B Corp PE firm, is a member of the Net Zero Asset Managers
Initiative and pledged in late 2021 to achieve net zero across all its funds by setting science-based
targets for its portfolio company emissions. Additionally, Investindustrial requires portfolio
companies to publish their carbon emissions as well as their exposure to climate risks, and results
have shown them mostly outperforming their public peers with respect to the MSCI Europe ESG
Index.    To continue their progress in keeping temperatures below or at 1.5°C by 2030, 
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Investindustrial provided the following targets based on the Science Based Targets (SBT) initiative in
its press release:

132. Investindustrial, “Investindustrial Announces Science Based Targets and Net Zero Emissions Deadline for All Funds,” Investindustrial
press release, November 8, 2021.
133.  “Nearly 90 Private Equity Firms Representing $700 Billion AUM Have Signed up to a Global Climate Initiative Ahead of COP26.” PRI,
March 26, 2021. 
134.  “Initiative Climat International publishes new standard for GHG accounting and reporting in private equity,” PRI, May 9, 2022. 
135.  James Bone et al., “Greenhouse Gas Accounting and Reporting,” Initiative Climat International, 2022.
136.  PE firms spend billions on fossil fuel assets despite ESG promises | Citywire (citywireusa.com)
137.  Alyssa Giachino, “PESP Special Report Climate Crisis,” PE Stakeholders, 2021, 6.
138.  Alyssa Giachino, “PESP Special Report Climate Crisis,” PE Stakeholders, 2021, 15.
139. Simon Jessop, “Investors call for private firms to disclose more environmental data,” Reuters, September 7, 2021.
140. Luis Garcia, “Higher Prices Spark Fresh Investor Interest in Oil and Gas,” The Wall Street Journal, March 28, 2022. 

Investindustrial’s direct and indirect emissions to be reduced by 68.5% on a headcount
intensity basis and 46.2% in absolute, in accordance with 1.5˚ mitigation pathways;
Investindustrial to achieve and maintain 100% renewable energy by 2030 and beyond;
100% of the Investindustrial portfolio companies in legacy and future funds will have their
own SBTs validated by 2030 onwards;
Residual emissions by Investindustrial and the portfolio companies to be neutralized by
verified emissions removals from nature-based solutions.

The Initiative Climat International (iCI) also aims to help PE firms accelerate the transition to net
zero.  As of May, 2022, 160 private equity firms representing more than $3 trillion assets under
management (AUM) were signed up to iCI, which recently released a report on greenhouse gas
(GHG) accounting and reporting for private equity firms.   The report provides guidance and
methodologies for firms to calculate portfolio company emissions based on the PE firm’s degree of
operational and financial control over the portfolio company. Other aspects covered in the report
include the calculation of direct and indirect emissions, financed and non-financed emissions, and
reporting methodologies. 

PE firms are also making individual climate commitments: Blackstone aims to reduce carbon
emissions by 15% in aggregate over three years in new portfolio company investments where it
controls the company’s energy usage. To support its efforts, Blackstone is developing a carbon
accounting system that will allow it to measure, track, and report on the Scope 1 and Scope 2
emissions of its investments (the lack of Scope 3 tracking is an important omission, as most
corporate emissions are Scope 3).

Despite these PE firm commitments, data from PitchBook shows that buyout groups spent $42.1
billion on oil and gas deals from 2020 until the end of September 2021, versus $36.8 billion in
renewable energy investments.   While private equity is a significant investor in renewable energy, it
has also invested $1.1 trillion in fossil fuel assets since 2010 as seen in Figure 1.5.6, double the market
value of Exxon, Shell and Royal Dutch Shell combined.   The PE Stakeholder Project found that the
top 10 PE firms by AUM owned more than 300 portfolio companies in the oil and gas sector, as seen
in Figure 1.5.7.   In those 300 portfolio companies, 80% of the assets under management are in fossil
fuels. With the recent increase in regulation and public scrutiny on emissions, oil companies have
taken to selling assets to private equity firms or going private to avoid disclosures.   The war in
Ukraine and its related increase in oil prices has also caused some private equity firms to invest
more in fossil fuel assets. 
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DEI Commitments
Commitments to DEI, as discussed in the human capital section, should also be part of the firm’s
focus on positive societal impact – for their own employees and portfolio company employees, but
also in terms of vendors, customers, and communities. Groups and initiatives like LGBT Great which
promotes LGBT+ equity and inclusion and the Women in Finance Charter, which seeks to increase
the representation of women in the field, are examples of organizations firms can partner with to
address DEI within their firm. Other groups like the Management Leadership for Tomorrow (MLT)
have created specific certifications like the MLT Black Equity at Work Certification to encourage
firms to, “pursue Black equity with the same effort as their pursuit of earnings and other key
priorities.” Firms that have committed to earning the designation include Ares, Bain, BlackRock, and
Wellington Management. 

141. Giachino, Alyssa, and Riddhi Mehta-Neugebauer. “Private Equity Propels the Climate Crisis.” October 2021: Private Equity Stakeholder
Project, 2021.

Figure 1.5.6. Private Equity Stakeholder Project

Figure 1.5.7. Private Equity Stakeholder Project
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The process of earning the certification requires firms to show observable progress toward the
following five key areas:

142. “Racial Equity at Work,” MLT.
143. “German officials raid Deutsche Bank's DWS over 'greenwashing' claims,” Reuters, May 31, 2022.
144. Sridhar Natarajan and Lydia Beyoud, “Goldman Sachs Facing SEC Probe of ESG Funds in Asset Management,” Bloomberg, June 10,
2022.
145. Jessica Hamlin, “What One Private Equity Investor Calls ‘Greenwashing,’ Another Calls ESG,” Institutional Investor, February 17, 2022.
146.“SASB Standards & Other ESG Frameworks,” SASB.
147. Lorenna Buck et al., “How Private Equity Can Converge on ESG Data,” BCG, October 21, 2021.

Increasing Black employee representation at every level of the organization, from
the Board of Directors and senior leaders to middle management and professionals
to the organization as a whole;

Ensuring pay equity between Black and White employees in similar roles and
providing just compensation and equitable benefits for positions in which Black
employees tend to be overrepresented;

Creating an anti-racist workplace where Black employees feel they belong, are
valued and can advance;

Progressing toward proportionate vendor and supplier spending with Black-owned
businesses and proactively utilizing organizational capabilities in support of Black
equity; and

Providing annual contributions and/or in-kind services to non-profit organizations
that increase Black equity and investing in Black equity-focused financial
institutions and/or investment products.

1.
 
 
 

2.
 
 
 

3.
 
 

4.
 
 
 

5.

A table of available DEI commitments PE firms can be involved in, including a list of participating
firms, can be found in Appendix A.

Reporting

Top-of-the-line ESG reporting for both the PE firm and its portfolio companies is becoming
increasingly important to ensure good management and to attract capital. The lack of a
standardized definition of ESG coupled with a lack of audited ESG reporting has increased investor
concerns about greenwashing. Public market funds have experienced challenges to their ESG
labeling as seen in the 2022 raid of Deutsche Bank  and SEC investigation of Goldman Sachs.   While
the crackdown has begun in public markets, PE firms have also begun increasing the transparency
of their own ESG reporting. In fact, some private equity firms have demonstrated that transparent
reporting of ESG leads to building investor confidence and reducing concerns of greenwashing by
limited partners.

ESG reporting standards    such as GRI and SASB have already gained a foothold in public markets
and are increasingly being adopted to private markets. SASB’s reporting framework is illustrated in
Figure 1.5.8. As occurred with accounting standards, many of the frameworks and standards for ESG
are undergoing consolidation. The ESG Data Convergence Project, a consortium of LPs and general
partners representing over $4 trillion of assets, is seeking to standardize ESG reporting for private
equity.   Membership is open to any interested LPs and GPs. A summary of the first set of draft ESG
metrics is in Figure 1.5.9: ESG Data Convergence Project Figure. 
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148.  “FSA Credential Level I Study,” FSA, 2016, 62.

Figure 1.5.8. SASB FSA Level I study guide
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149.  Sara Bernow et al., “More than values: The value-based sustainability reporting that investors want,” McKinsey Sustainability, August
7, 2019.
150.  An impact-focused consultancy.
151. Sara Bernow et al., “More than values: The value-based sustainability reporting that investors want,” McKinsey Sustainability, August 7,
2019.

Figure 1.5.9. ESG Data Convergence Project Draft Metrics

Whether or not firms decide to join the ESG Data Convergence Project or other initiatives, best
practice requires third-party audited reporting and is increasingly demanded by LPs. According to
McKinsey’s Sustainability Reporting Survey featured in Figure 1.5.10, of the 57 investors who
responded, 67% said they would like sustainability reports to undergo the same level of scrutiny as
financial reports.  As calls for audits of non-financial information increase, firms need to verify not
only their performance against different ESG KPIs but also their processes. Firms such as Bluemark,
a Tideline company,   provide audit services to verify the progress of non-financial KPIs and the
processes which firms use to collect the data in accordance with the frameworks they have
adopted. An example of a verification report for KKR with BlueMark is seen in Figure 1.5.11.

Figure 1.5.10. McKinsey’s Sustainability Reporting Survey

More investors believe that sustainability reports should be audited and that
the audits should be full audits, similar to financial ones
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This differentiation between process and
performance-based auditing is a double layer of
assurance for investors in confirming the data
quality of reported metrics. These non-financial
audits help avoid potential headline and
regulatory risks related to misleading investors
and are essential to a firm’s review of its
sustainable investment policy and KPIs.
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152. “Verifier Statement,”BlueMark, February 18, 2021, 2.
153. “SDG Impact Standards for Private Equity,” United Nations Development Programme.

Figure 1.5.11. KKR Impact Verification Audit

differentiation between process and
performance-based auditing is a double layer

of assurance for investors in confirming the
data quality of reported metrics. 

The United Nations Development Programme (UNDP) has released guidance for private equity
fund reporting and alignment towards the UN SDGs. To propel the achievement of the goals by
2030, the SDG Impact Standard for private equity funds details how firms need to align strategy,
management approaches, transparency, and governance to SDG targets.   Figure 1.5.12 details
several organizations that provide voluntary sustainability reporting guidance.
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154. “SFDR,” SFDR. 
155. European Union, European Parliament. Regulation (EU) 2019/2088 on sustainability‐related disclosures in the financial services sector,
2019, Regulation 2019/2088, Strasbourg, France.
156. "EU Sustainable Finance Disclosure Regulation,” Maples Group, 2020.

Figure 1.5.12. SDG IMPACT STANDARDS: Private Equity Funds

EU Sustainable Financial Disclosure Regulation 
Recognizing, building and monitoring a sustainability metric inventory is a prelude to meeting
jurisdictional reporting requirements focused on material ESG and climate risk factors. In Europe,
the Sustainable Financial Disclosure Regulation (SFDR) acts as a regulatory body to improve
transparency in sustainable investment products especially in their claims to combat greenwashing.   
To accomplish this, SFDR published guidance under numerous articles dealing with different forms
of disclosure as they relate to sustainable investment products:

For private equity and other firms, articles 4, 6, 8, and 9 are important in reporting disclosures
related to funds with sustainability characteristics and their accompanying risks. To aid in the
classification of funds, the European Supervisory Authority (ESA) published a set of metrics and
technical guidance on identifying principal adverse impacts (PAIs) which influence different
sustainability characteristics. Of the metrics proposed, 14 were deemed mandatory with the
additional being considered opt-in (see table below). 

The PAIs act as indicators for fund managers to provide contextual environmental and social
information on the adverse effects inherent in their fund and holdings. This information will be
provided in a PAI Statement disclosed separately per Article 4 requirements. Additional guidance is
forthcoming on ESA on the technical applications of breadth of coverage for the PAIs, especially
focused on emissions. 
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157. Henri Vanhomwegen, “SFDR Mandatory Indicators & Principal Adverse Impact,” Greenomy, December 2, 2021.
158. Nadia Humphreys, “Demystifying the Sustainable Finance Disclosure Regulation,” Bloomberg Professional Services, February 5, 2021.

Figure 1.5.13. ESA metrics

Figure 1.5.14. SFDR key dates for entity level requirements
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159.  “TCX Fund Greenhouse gas (GHG) accounting report,” South Pole, 2020, 13.

Financed Emissions Reporting
With climate change driving increased extreme weather events, droughts, coastal erosion, and
higher temperatures, market actors have begun to focus on their emissions. The Partnership for
Carbon Accounting Financials (PCAF) helps financial services firms calculate, monitor and report
their financed emissions from their investments. Financed emissions dealing with investments
pertain to the GHG Protocol’s Scope 3 Category 15 (investments) designation, and deal with a
financial firm’s attributable emissions from their underlying investments including loans. Though
not directly responsible for these emissions, firms indirectly bear the burden of a portion of the
emissions based on the size of their invested capital relative to the value of the asset or loan. PCAF’s
methodology applies across 6 asset classes, including listed equities and corporate bonds, business
loans and unlisted equities, project finance, commercial real estate, mortgages, and motor vehicle
loans.

Current guidance does not include private equity but firms can begin to take steps to prepare for
data sourcing and collection. The step of data sourcing is the most difficult process and requires
firms adhere to PCAF’s data quality guidance in selecting sources:

Figure 1.5.15. PCAF data quality guidance

Firms should strive for data sources with a score of 2 or 1, but market limitations in emissions data
quality may make it difficult to achieve that goal. To collect audited or unaudited emissions or other
primary data, portfolio company investments need good systems. Technology providers like
Persefoni and Green Project Technologies exist to facilitate and aggregate the process of carbon
accounting portfolio-wide, but it will be PE firms who ultimately push the adoption of such processes
within their portfolio companies.
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1010160. James Bone et al., “Greenhouse Gas Accounting and Reporting,” Initiative Climat International, 2022, 63-65.

Figure 1.5.16. PCAF calculation methodology 

The PCAF calculation methodology differs slightly by asset class The base methodology shown here
could be applied to private equity with a few changes.

Beginning with the attribution factor, the formula could be adopted to show a fund’s percentage
ownership in a portfolio company and its emissions which will then be aggregated on a portfolio
basis:

Attribution factor(portfolio company level)    = 

Capital Contributed = Amount of equity and/or debt contributed or invested in a portfolio
company

This is inclusive of GP and LP contributions
 Value of Portfolio Company Equity + Debt = Value of annual valuation

409A valuations may act as proxies for market valuation of the portfolio company
Since the valuation is updated annually, firms will need to take into consideration the timing
of their valuations (calendar-end, fiscal year-end)and ownership changes 
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Capital Called: Amount of capital invested by LPs represented by the total amount of capital
called by GPs

Does not take into consideration the value of the total commitment, only what’s been called
by GPs

Fund NAV: The fund’s latest net asset value (NAV)

2020 Financed Emissions = [Attribution Factor ] * Total Annual Emissions  
     I.  = [.5* (100,000/30,000,000) + .5*(600,000/36,000,000)] * 10 tons CO2
     II. = .1 ton CO2  or 224.6 lbs CO2

Above, we observe valuations being updated Q3 of each year, therefore to calculate the year 2020’s
financed emissions, the attribution factor will have to consider not only multiple valuations but also
ownership based on the total capital contributed. In this example, the time period is split into
quarters and we can thereby take the average of the first and second half of the year to arrive at the
total amount of financed emissions the PE firms are responsible for. These emissions at the portfolio
company level will then be aggregated to the fund level for reporting. LPs will be able to use the
same formula to calculate their portion of fund emissions by modifying the attribution factor to take
into account the amount of capital that’s been called, and by aggregating the total emissions to the
fund level :

Attribution Factor: Capital Called
                                       Fund NAV

Attributable emissions will then be a portion of the fund’s total emissions. 1010

Consider the example below:

Case Study

Reference Date Total Annual Emissions
Total Capital Contributed

(equity and/or debt)
Portfolio Company Equity +

Debt

Q1 2020

10 tons CO2

100,000

30,000,000

Q2 2020

Q3 2020 600,000

36,000,000

Q4 2020

Q1 2021

15 tons CO2

1,500,000

Q2 2021

Q3 2021 3,000,000 60,000,000

e

e

i

e

ee

i
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161.  “About B Corp Certification,” B Corp.
162.  “TowerBrook Capital Partners L.P.,” B Corp.

Dozens of private equity firms have achieved B Corp certification including Bridge Fund
Management and Investindustrial, with ratings from B Corp of 145 and 116 respectively. These ratings
represent a firm’s overall impact and allow it to be benchmarked with peer firms in the industry.
Below in Figure 1.5.17 is an example of a private equity firm profile and its B Corp score for
TowerBrook Capital on the B Lab website:

Benefit Corporation (B Corp) Certification

Some PE firms have pursued B Corp certification to demonstrate their commitment to positive
societal impact. For private equity firms, the B Corp standard requires firms to provide transparency
on their firm’s governance structure, worker impacts, community engagement, environmental
impacts, and stakeholder impacts. These are measured through a set of metrics that firms are
required to disclose and which are publicly available on B Lab’s website. The requirements are as
follows:

Demonstrate high social and environmental performance by achieving a B Impact
Assessment score of 80 or above and passing our risk review. Multinational
corporations must also meet baseline requirement standards. 

Make a legal commitment by changing their corporate governance structure to be
accountable to all stakeholders, not just shareholders, and achieve Benefit
Corporation status if available in their jurisdiction. 

Exhibit transparency by allowing information about their performance measured
against B Lab’s standards to be publicly available on their B Corp profile on B Lab’s
website.

1.
 
 
 

2.
 
 
 

3.
 
 

 

Figure 1.5.17. TowerBrook B Impact Score 

With a B Corp Certification, TowerBrook has displayed its commitment to a high level of
transparency and accountability to its stakeholders. TowerBrook also actively encourages its portfolio
companies to get B Corp certified if possible, such as KeHE. Other B Corp firms like Investindustrial
have had 30% of their portfolio companies undergo the same certification process in 2022. Certified
companies are required to report on their sustainability metrics annually and the results are publicly
available on B Lab’s website, like KeHE as seen in Figure 1.5.18.
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163.  “KeHE Distributors, LLC,” B Corp.

Figure 1.5.18. KeHE Distributors, LLC B Impact Score
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165. Sudha Mathew,Premkanth Puwanenthiren, and Sheeja Sivaprasad, “The Value Effects of Digital Expertise on Corporate Boards,” SSRN
Electronic Journal (2020): 20-23.
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Commision, March 21, 2022.
167.Allison Herren Lee and Caroline A. Crenshaw, “Statement on Nasdaq’s Diversity Proposals – A Positive First Step for Investors,” U.S.
Securities and Exchange Commision, August 6, 2021.
168. The acquiring company owned by the second PE-owner.

PART II: Portfolio Companies

CATEGORY 1: MANAGEMENT OF HUMAN CAPITAL

Management of human capital at the portfolio company (PC) level begins with a diverse and
aligned board and C-suite. Relevant industry and ESG experience is critical to meet changing
investor and industry needs, and has been shown to improve company performance and
innovation. A lack of consideration for ESG credentials can lead to high turnover, poor strategy
execution, and increased risk of bankruptcy. Firms should align the interests of management by
introducing ESG-specific incentives to C-suite members. In addition, similarly to the PE firm-level
section on human capital, we review diversity, equity and inclusion (DEI), culture, and employee
relations. Firms should treat employees as critical stakeholders who can improve performance,
rather than a cost to be reduced. Beginning with improved employee pay, firms can introduce
shared ownership models to significantly improve employee relations within the workplace. 

Board Credentials

Private equity has long been lauded for its focus on operational efficiency, such as reducing
headcount, to improve bottom-line performance and consequently, the credentials of the people it
places on its portfolio company boards are often overweighted in financial engineering expertise.
However, best practice today requires that PC boards are diverse and have ESG and relevant
domain expertise (beyond bankruptcy or investment credentials) in order to create value. Specific
domain expertise such as financial and digital marketing expertise on boards has been linked to
improved initial public offering (IPO) performance   and reduced business risk   respectively. 

With increasing public market scrutiny of sustainability and diversity such as the SEC’s proposed
climate disclosures   and the Nasdaq Stock Market’s board diversity requirements,  ESG and DEI
credentials are being spotlighted. A 2018 analysis of 1,188 Fortune 100 board directors conducted by
NYU Stern Center for Sustainable Business featured in Figure 2.1.1 found that “many companies with
material ESG issues have very little relevant expertise on their boards.” Property and casualty
insurance companies, which are already being directly affected by climate risk, for example, had no
one with climate expertise on their boards. Non-diversified portfolio company boards risk poor IPO
exits as well as increased business risk in not having the necessary acumen to navigate the industry. 

In order to manage company growth and development, some PC board members should have
domain expertise related to the portfolio company industry. That may seem obvious, but in fact,
some PE firms underweight domain expertise on boards. For example, the PE ownership of the
Wisconsin Rapids mill created a board where a significant number of board members at Verso
Corporation   did not have paper or manufacturing experience, but rather came from private equity
backgrounds. As a result, the directors appeared to favor short-term cash generation strategies such
as firing employees, selling off assets, and taking on debt paid out to the PE firm rather than
investments in new technologies, to the detriment of the strategic pivot needed for the company to
be successful. 
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Figure 2.1.1. U.S. Corporate Boards Suffer From Inadequate Expertise in Financially Material ESG Matters

Diversity has been shown to be a driver in financial performance and innovation, yet a survey of 196
companies found only 45% of private equity-owned portfolio company boards valued DEI compared
to 61% of family and venture-backed boards.  A study on private equity placements or financing in
China found that greater board diversity led to decreased costs for PE acquisitions   and increased
access to market proceeds.  Studies in the public markets have also found that increased board
diversity has positively affected the capacity for innovation,  lowered volatility,   and improved
financial performance.

The Board Diversity Action Alliance, which seeks to improve board diversity in public and private
corporations, released a report in September 2021 that tracked 873 companies going public since
2000,  representing over 4,700 board seats – only 49 of those seats were filled by Black directors.
Firms such as Warburg Pincus, Carlyle and Apollo have joined the Alliance and have pledged to: 
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18, 2021 (accessed June 4, 2022).
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Center for Corporate Governance at Stanford University Closer Look Series: Topics, Issues and Controversies in Corporate Governance No.
CGRP-82 (2020): 2-3.
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Systems Approach,” Human Resource Management 61, no.2 (2021): 8-12.
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One should note that while private companies are not required to report on DEI, it will become very
helpful information during an IPO. 

Apollo now has 30% board diversity across its controlled portfolio company investments and is
seeking to apply the same principles to its management and employee base, while Carlyle launched
ESG credit facilities in the U.S., Europe, and Asia totaling over $8 billion tied to achieving 30%
portfolio company board diversity within two years of ownership. 

increase the number of Black directors on its corporate board of directors to one or
more;

disclose the self-identified race and ethnicity of directors on corporate boards; and

report on diversity, equity and inclusion measures on an annual basis.

1.
 
 

2.
 

3.
 
 

 

C-Suite Composition, Incentives, and Turnover

Annual meetings with participating CEOs to hear experts, share successes and challenges, and
engage with leaders spanning all sectors.
Quarterly Expert DEI Speakers Series, which will be made available to participating portfolio
companies’ employees. Topics will range from how to be an effective ally to habits of inclusive
and high-performing teams.
Dedicated communications channel to facilitate an open forum for leaders to have honest
conversations and exchange ideas on pressing DEI issues.
Access to resources and tools to support actionable DEI initiatives within companies. For
instance, Carlyle’s training program on mitigating unconscious bias, Better Decisions, in which
more than 80% of the firm’s employees have participated, will now be available to participating
portfolio companies’ employees.

Composition
Private equity firm appointment of portfolio company C-suite leadership should consider DEI and
ESG expertise, as well as incentives that align with longer-term strategic considerations and ESG
metrics.  

A study examining the diversity of Fortune 100 companies in early 2020 found women and racial
minorities who reported directly to the CEO were more likely to be in positions with no pathways to a
CEO or board role.   Considered together with board diversity in the context of a “multi team”
approach, another study found that diversity of boards and executives led to increased organizational
innovation and better firm performance. 

Carlyle’s DEI Leadership Network initiative is an example of how PE can increase the diversity of
portfolio company leadership. By bringing together 45 portfolio company CEOs around the globe
representing over 140,000 employees and creating a peer group for knowledge transfer, Carlyle
seeks to be at the forefront of driving leadership diversity through:
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183. Christie Smith, “The Modern CEO is a Sustainable CEO,” Accenture, January 19, 2022.
184. Adam Hirsh, “The evolution of ESG and the Chief Sustainability Officer,” KPMG.
185. Jesse Fried and Lucian Bebchuk, Pay Without Performance: The Unfulfilled Promise of Executive Compensation (Harvard University
Press, 2004), 7.
186. “The director’s new playbook: Taking on change,” PwC, 2021, 8.
187. Shira Cohen et al., “Executive Compensation Tied to ESG Performance: International Evidence,” European Corporate Governance
Institute – Finance Research Paper Series, No. 825/2022 (2022): 25-29.
188.  Maria Castañón Moats, Leah Malone, and Christopher Hamilton, “The Evolving Role of ESG Metrics in Executive Compensation Plans,”
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With markets and regulatory bodies increasingly focused on sustainability, PE firms should help the
executive leadership of their PCs to develop sustainability skills, not only hiring a Chief Sustainability
Officer (CSO) that reports directly to the CEO, but also support training and learning opportunities
related to ESG for the full C-suite. CEOs especially need to have some form of sustainability training
not just to assess risks and opportunities but to also build a company-level culture of sustainability.
In hiring the CSO, one should take into account the broad scope of responsibilities required,
including the development of strategy, key performance indicators (KPIs), reporting and disclosure
protocols, as well as recruiting engagement across business units. 

Incentives
Aligned incentives for C-suite leaders have been a hot topic for years, as markets aim to align the
interests of shareholders and management. In public markets, issues have arisen when CEOs
(agents) purposefully drive up short-term profits to secure financial incentives tied to company share
price. These decisions, which prioritize short-term returns, have encouraged boards to consider other
forms of compensation such as restricted stocks and option plans.  More recently, ESG KPIs have
been included in CEO compensation packages, as seen in Figure 2.1.2. 

A 2021 PwC Annual Corporate Directors Survey found 94% of directors supported the inclusion of ESG
goals in CEO compensation packages.  An analysis of 4,395 firms from 2011 to 2020 across 21 countries
found that incorporating ESG factors into compensation resulted in lower carbon emissions and
higher ESG ratings.  These findings, though focused on public markets, reveal the benefits PE firms
can capture in their own portfolio companies. With increasing regulatory pressure globally, firms
should seriously consider adopting ESG-linked pay not only at the C-suite level but also the general
partner (GP) level, as previously discussed. In addition to aligning management incentives, firms
need to apply those same principles to their portfolio company workforce. 

Figure 2.1.2. CEO compensation packages
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189. Paul Fowler, “The role of private equity in the decline of a major forest products company: a case study,” New York University Stern
Center for Sustainable Business, 2021, 17.
190. Paul Fowler, “The role of private equity in the decline of a major forest products company: a case study,” New York University Stern
Center for Sustainable Business, 2021, 24.

Turnover
C-suite turnover at portfolio companies is another challenge to be managed. For example, using the
Wisconsin Rapids case study, leadership turnover at NewPage and Verso Corporation occurred
frequently, as seen in Figures 2.1.3 and 2.1.4, indicative of differing opinions amongst leadership, board
members and shareholders. The CEO role at NewPage was filled seven times during its decade-long
existence, with an average tenure of just 1.4 years. The CEO role at Verso has been filled seven times
during its fourteen-year existence, with an average tenure of 2.1 years (not including a period of time
when an Office of the Chief Executive was formed until a CEO was appointed). By contrast, the Chief
Executive position at Consolidated Papers (the original family-owned company) was filled only 6
times in its 96-year history, with an average tenure of 16 years. High CEO turnover affected the
company’s commitment to a long-term strategy and may have led to decisions to idle or sell mills in
order to recoup or limit losses. NewPage idled three mills and sold four, while Verso idled three and
sold five, including the paper mill in Wisconsin Rapids. Bankruptcy ensued under both owners
regardless. The sale and idling of mills might have been avoided if management and the board were
more aligned and had the expertise to navigate a tumultuous market post-financial crisis. 

Table 2.1.3. NewPage CEOs since the company’s formation till its acquisition by Verso Corporation. Entries
highlighted in red are CEOs that were in place for less than one year

Table 2.1.4 Verso Corporation CEOs since the company’s formation till the present day. Entries
highlighted in red are CEOs that were in place for two years or less
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2021.
192. United States Government Accountability Office, Federal Social Safety Net Programs: Millions of Full-Time Workers Rely on Federal
Health Care and Food Assistance Programs, 2020, Report GAO-21-45, Washington, D.C, 45-73.
193. Ashwini K. Agrawal and Prasanna Tambe, “Private Equity and Workers’ Career Paths: The Role of Technological Change,” The Review
of Financial Studies 29, no 9 (2016): 19-23.
194. Steven J. Davis et al., “Private Equity, Jobs, and Productivity,” The American Economic Review 104, no. 12 (2014): 32.33.
195. Steven J. Davis et al., “Private Equity, Jobs, and Productivity,” The American Economic Review 104, no. 12 (2014): 65-68.
196.  “Companies & Case Studies,” Ownership Works.
197.  Discussed in Strategy & Innovation.

Employee Relations

With private equity accounting for more than 11 million jobs in the US, it has significant influence on
worker well-being, including job creation, pay and benefits, career advancement and other employee
relations targets. Conversely, employee engagement and productivity, as well as low voluntary
turnover, are essential to portfolio firm profitability. Unfortunately, PE-owned companies, in general,
have opaque employee relations reporting, with only a few firms publicly disclosing employee-based
metrics such as engagement and turnover. When PE owners focus on financial engineering to
reduce costs without also investing to ensure growth, jobs and wages often suffer. 

Employee-oriented efforts by PE firms include monitoring baseline DEI metrics and industry-specific
worker metrics to improve worker well-being and reduce future reputational risk.

An analysis by the PE Stakeholder Project found that PE owns companies with millions of workers in
low-wage industries such as food service, hospitality and retail, generally earning far less than $15 per
hour. The report also found that one of the PE firms with the most low-wage employees was involved
in successfully lobbying against the federal Raise the Wage Act, which would have increased the
national minimum wage to $15 an hour.  Another report by the US Government Accountability Office
found that supply chain workers in portfolio companies belonging to PE owners were heavily reliant
on food stamps.  

Studies on PE’s impact on jobs have been mixed. A study looking at PE investments and their role in
increasingly computerized fields found that without PE investment interventions, especially in IT
development, employees would have been worse off with respect to long-term employability and
earnings.  On the other hand, leveraged buyouts (LBOs) in particular have been shown to contribute
to job destruction at a rate 10% higher than their non-LBO equivalents.  Employee data tracking,
especially in LBOs, has been fraught with uncertainty. For example, involuntary employee turnover
may be undercounted in LBOs due to: 1) failure to identify LBOs; databases incorrectly label LBOs
without verifying capital structures 2) double-counting, including from secondary buyouts 3)
including previously exited funds in studies, and 4) under-reporting jobs lost due to bankruptcies. 

Some PE firms are aiming to create value for both PCs and employees through initiatives such as
employee-owned stock ownership programs (ESOPs). This has been a focus at KKR, with one highly
touted example – Ingersoll Rand. In 2020, KKR and the leadership of Ingersoll Rand introduced a
$150 million equity grant that gifted its 16,000 employees 20% of their annual cash-based
compensation in stock. Employee engagement prior to the grant was less than 20% but rose to 90%
afterward. With the shared ownership model, an estimated $3 billion was created in value, based on
training and alignment on operational goals (~$200M), reduced voluntary turnover (~$272M), the
overall ownership culture (~$2.5B) and the resulting merger and acquisition competitive advantage
($100M - $200M).  As a result, when KKR exited the firm in August 2021, it was able to collect close to
a $4 billion return on its original $3.9B investment made in 2013.
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February 11, 2020.
201. “Vistria Group Turns to Portfolio Companies in the Fight for Racial Equality,” Vistria.

KKR has since helped to set up Ownership Works, a for-impact organization founded in 2021, which
aims to “work with corporations and investors to develop and implement innovative broad-based
employee ownership programs that can unlock new levels of success for businesses and in turn
create meaningful wealth-building opportunities for employees.”    Ownership Works aims to
accomplish this through its four organizational tenets of:

Structuring & implementing broad-based equity plans

Developing a culture of ownership: employee engagement & voice

Creating a financially inclusive & resilient workforce

Data & insight

1.
 

2.
 

3.
 

4.

The Gainful Jobs Approach framework developed by HCAP Partners is an operational impact
framework for understanding job quality performance and driving meaningful impact at its portfolio
companies including responsible exits.  HCAP is able to quantitatively assess its progress toward
creating high quality jobs in its portfolio companies with a focus on low- to moderate-income (LMI)
earners through measuring and improving metrics such as employee advancement and wellness, as
seen in Figure 2.1.5.

Figure 2.1.5. Gainful Jobs Approach framework

DEI for portfolio company employees has come under increased scrutiny from investors and
regulators. To encourage their portfolio companies to adopt DEI measures, PE firms like Vistria Group
have begun tying DEI goals to financial incentives for senior leadership. Vistria provides its portfolio
companies guidance on hiring practices, recommending companies establish a racially diverse set of
interviewees and interviewers. Furthermore, Vistria recommends portfolio companies evaluate
vendors and contractors through the lens of minority ownership or operation and direct contracts
appropriately. 
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202.  “Blackstone Career Pathways,” Blackstone. 
203. “Vets @ Work,” KKR.
204. Walter Baker et al., “Pricing: The next frontier of value creation in private equity,” McKinsey & Company, October 23, 2019.
205.  Kevin G. Spellman, “ESG Matters”, Institutional Shareholder Services, 2020, 6.
206. Kevin G. Spellman, “ESG Matters”, Institutional Shareholder Services, 2020, 6-7.

Blackstone’s Career Pathways program seeks to “drive economic mobility for diverse and historically
underrepresented talent” through increasing access and enabling advancement, as they have done
for more than 100,000 veterans and their spouses across their portfolio.   KKR’s Vets@Work program
also targets increased employment opportunities for veterans, hiring more than 96,000 veterans and
military spouses within its portfolio companies since the program’s inception in 2011. Supporting the
hiring portfolio companies through semi-annual events and third-party experts to share best
practices, KKR strives to support veteran career development and retention across its own portfolio
and firm.

Operational Management

PE firms may seek value creation through operational improvements and innovation targeted at
reducing costs, improving talent, increasing competitive pricing, varying product and customer mix,
and other practices.   PE firms may also seek to create value through financial engineering that
increases debt and reduces headcount, but which may not support long-term health and
competitiveness of the company (see financial engineering section). More recently, some PE firms
are also encouraging portfolio companies to address material ESG issues that affect operations (e.g.,
climate risk, consumer demand for sustainable products) as part of business strategy.

A myriad of studies have examined the relationship between ESG and a company’s financial
performance. Institutional Shareholder Services, for example, measured the correlation between a
company’s overall ESG rating broken down by quintiles and its profitability measured by its
enterprise value add (EVA) and volatility of EVA. EVA is measured in this study as the excess of
capital a firm is able to generate beyond its return on invested capital (ROIC) minus the cost of
capital (WACC) as seen in Figure 2.2.1 below.   Similarly, EVA margin and spread are defined by EVA
in dollars divided by sales, and EVA in dollars divided by capital respectively, which showcase how
well companies are able to utilize their assets to generate sales. The results indicate that higher
rated ESG companies are able to generate higher value while minimizing their volatility, meaning
lower rated ESG companies are not able to efficiently use their assets to generate value, as seen in
Figure 2.2.2.    This efficiency is especially important in PE-owned leveraged companies, where
efficient use of leveraged capital drives more financial returns.

CATEGORY 2: STRATEGY & INNOVATION

A private equity firm influences portfolio company strategy and innovation through its guidance on
operational and merger and acquisition (M&A) management, including research and development
(R&D) expenditures and intellectual property (IP) development. PE firms can build value through
helping portfolio companies identify and mitigate material ESG risks as well as transition to more
sustainable business models, practices or technologies. As firms seek to grow the value proposition
of their portfolio companies through mergers and acquisitions, the inclusion of ESG factors should
be considered to mitigate the effects of potential issues post-merger. Aligning the target company’s
sustainability and compliance policies with the acquiring portfolio company may reduce costs and
risks associated with integration and should be considered throughout the process.
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207.  “2022 Global Impact Report,” 3M, 2022, 70.
208. Witold J. Henisz, “The costs and benefits of calculating the net present value of corporate diplomacy,” The journal of field actions –
Field Actions Science Reports Special Issue 14 (2016): 84.
209. Jessica Lyons Hardcastle, “How PepsiCo Saved $80 Million by Cutting Water Use 26%,” Environment + Energy Leader, September 1,
2016. 
210. “Sources of Greenhouse Gas Emissions,” United States Environmental Protection Agency.

There are significant efficiencies to be gained from addressing ESG issues such as reducing natural
resource use and waste as well as improving employee productivity. For example, 3M’s 3P program,
an employee-based initiative targeted at reducing waste generated through better manufacturing
processes and product design, has generated more than $2.34 billion in savings since 1975, while
avoiding 2.85 million tons of pollutants.  FedEx, facing stiff competition in a crowded marketplace,
seeks to reduce fossil fuel costs by electrifying its fleet by 2040. FedEx has converted 20% of its fleet,
resulting in the reduction of 50 million gallons of fuel.   Pepsi utilizes a large amount of water in the
production of its products, especially beverages. The company reduced its water usage by 26% over a
10-year period resulting in cost savings upward of $80 million. 

Helping other companies uncover operational efficiency through sustainability is also a business
opportunity for portfolio companies. In our global value chain, for example, transportation accounts
for 27% of US greenhouse gas emissions.   With 26% of those emissions being attributed to medium-
and heavy-duty trucks, there is an opportunity to introduce new innovations to monetize the
reduction in emissions. One such example is Convoy, a Generation Investments-owned portfolio 

Figure 2.2.1. ISS Study ESG Matters

Figure 2.2.2. ISS: ESG Matters
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company, which acts as a digital freight network connecting shippers and carriers. By ensuring
trucks are carrying close to 100% of their capacity and running more efficient routes, Convoy creates
a higher trucker utilization rate to capture value for its carriers and ultimately investors. As a result, in
2020 Convoy was able to avoid 470,000 empty truck miles and save over 270,000 liters of fuel. 

Jeanologia, a Carlyle portfolio company, which designs and produces sustainable textile solutions is
also tackling water intensity. The textile industry contributes about 20% towards total industrial water
pollution with 2,700 liters of water required to produce one cotton shirt.   Jeanologia’s technologies
are used to create ~15% of the 6 billion jeans produced each year, which resulted in savings of roughly
10.7 million cubic centimeters of water in 2019.

Sustainable Capital Investments

Materiality Assessment
PE firms should require portfolio companies to perform ESG materiality assessments to help
prioritize material ESG risks and opportunities identified by internal and external stakeholders. The
Sustainable Accounting and Standards Board (SASB) provides guidance on material ESG issues at a
sector/industry level. SASB also suggests the identification of additional factors through its five
factor test excerpted below:

Direct Finance Impacts and Risks
     a.  Is the impact captured by the company's financial statement line items?
Legal, Regulator, and Policy Drivers
     a.  Does the company operate in a heavily regulated industry?
     b.  Is the industry the company operating in expected to be subject to new or
emerging regulation?
Industry Norms, Best Practices, and Competitive Drivers
     a.  What are common sustainability issues in the industry that are under-regulated
and/or lack regulation?
     b.  What sustainability issues do companies in the industry commonly report?
Stakeholder Concerns and Social Trends
     a.  What, if any, social trends are shifting consumer perceptions and demand?
     b.  Are there any identifiable company practices which can cause harm to employees
or customers?
Opportunities for Innovation
     a.  Are there emerging or best-in-class technologies or business practices that would
allow a company to improve performance on a topic by minimizing or capturing value?

I.
 

II.
 
 
 

III.
 
 
 

IV.
 
 
 

V.

Similarly, KPMG lays out a seven-phase process for builing a materiality assessment seen in Figure
2.2.3. 

After identifying material ESG factors with respect to stakeholders and management, a materiality
matrix can then be built with the resulting information. The importance of different issues to
management is on the x-axis and the importance to stakeholders on the y-axis; the grid-matrix then
maps the prioritization of ESG issues as seen in an example from CISCO in Figure 2.2.4.
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Figure 2.2.3. KPMG International Sustainable Insight: The essentials of materiality assessment
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Figure 2.2.4. CISCO materiality matrix

The materiality matrix allows companies to evaluate ESG issues based on their potential or actualized
impacts on stakeholders and business functions. Material issues should also be evaluated on their
likelihood and magnitude of impacts on different financial channels such as revenue, expenses,
assets, liabilities, and cost of capital. Categorizing by these two factors helps to highlight potential
risks and value creation opportunities:

Low-likelihood impacts are those that are material but less likely to occur or occur at a low
frequency in current or future stages of funding. Their impacts can range from low to high
magnitude on a company’s financial position and operations as a result of fees, litigation
expenses, lost revenue, and reputational damage. For example, a workforce scandal, like the mass
firing of workers through a publicized video call, is an isolated event but has a high impact on a
company’s reputation. These and other potential low-likelihood events are less likely to be
predicted.
High-likelihood impacts are those that are material and likely to occur or occur at a high
frequency based on historical precedence in current or future stages of funding. Their impacts
also range from low to high magnitude on a company’s financial position and operations as a  
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result of fees, litigation, expenses, lost revenue, and reputational damage. For example, an
electronic manufacturing company relies on large volumes of water in the manufacturing of its
components and has begun moving the location of its factories to low water-stressed regions
resulting in fewer expenses, increased revenues, and a higher future valuation. Potential high-
likelihood events can be predicted based on historical trends and handling of company
governance issues, operations, and the operating environment.
Low-magnitude impacts are those that are material and have a low impact on a company’s
financial channels and reputation in current or future stages of funding. For example, consider
an internet media and services company that incurs a more frequent number of data breaches
but with fewer customers affected compared to the industry average. The company’s data
breaches represent a high-frequency event but the magnitude of the impact is low with
respect to the number of customers affected. Low-magnitude events may accrue and pose
potential high-magnitude consequences in future stages of funding. In this example, with
continued data breaches, the company’s reputation may be harmed which could result in
higher costs of capital and loss of revenue.
High-magnitude impacts are those that are material and have a high impact on a company’s
financial channels and reputation in current or future stages of funding. For example, the
physical effects of climate change could lead to supply chain disruptions and negative financial
channel impacts and would have a high magnitude impact on a company’s bottom line and
operations. Such high-magnitude events may even affect the company over several years
following an event.

Applying the concepts of magnitude and likelihood of impacts allows PE firms to better grasp the
impact and timing of various material ESG factors and equips them with insight on how and when to
tackle certain issues. Firms such as KKR    and Carlyle   use materiality assessments to gauge the
scope of ESG opportunities and risks and determine a strategy for management of portfolio
companies. AEA Investors’ materiality assessment of EVOQUA Water Technologies encouraged it to
target water stewardship opportunities, as seen in Figure 2.2.5. As a result, EVOQUA reduced its water
usage by 36% and delivered an 18% reduction in energy usage across its five largest manufacturing
facilities since 2017. 

Figure 2.2.5. EVOQUA Sustainability Report 2020
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Mergers and Acquisitions
With private equity responsible for 30% of M&A activity, firms
may be disadvantaged if they do not actively consider the
ESG risks and opportunities associated with the acquisition
target.   In Bain & Company’s recent survey of 281 M&A
executives, only 11% responded that they extensively assess
ESG factors during the deal-making process.   The Bain report
recommends acquirers evaluate ESG in M&A on the basis of
strategy, diligence and integration to evaluate potential risks
and advance company ESG agendas. 

of M&A executives
surveyed responded that

they extensively assess ESG
factors during the deal-

making process

11% 

Strategy as discussed previously includes the identification of material ESG factors and resulting
action plans to capture opportunities or mitigate risk. In its application to M&A, strategy should be
considered through existing sustainability policies at the portfolio company level and the PE firm
level. In evaluating potential targets, guidance by industry groups like BSR recommend acquirers
assess the company’s future fit in the sector/industry and overall global economy. Firms should
explore whether the target company’s products or services are both complementary to the
acquiring portfolio company and future-proof with respect to the dynamic materiality of ESG issues.
From analyzing supply chain risks to management of human capital, a variety of issues need to be
considered, inclusive of the firm’s and acquiring portfolio company’s sustainability policy. 

Not including a careful review of ESG factors in due diligence may create legal and reputational risk.
In addition, acquirers may better negotiate deal values and transaction covenants if the opportunity
costs of ESG factors are identified during diligence.  Similar to the materiality assessment, these
factors may then be grouped by their magnitude or likelihood of impact post-acquisition. 

With respect to integration, firms should consider how their portfolio company's and their own
sustainability policies can be implemented by the target company. Are the two companies able to
be well integrated because they face similar ESG challenges and opportunities or do they face
challenges to integration arising from differences in culture and other factors?    The evaluation of
potential synergy and conflicts should be evaluated during the deal process and include steps to
address material ESG risks, while ensuring any ESG compliance policies or issues are handled in the
manner of the acquirer’s policies.

CATEGORY 3: FINANCIAL ENGINEERING & LEVERAGE

Private equity firms and operators often employ financial engineering mechanisms to increase
company profitability and returns to investors such as debt loading, asset stripping and dividend
recapitalizations. Used properly, these mechanisms can be used to improve returns, but improper
use can result in irreversible, deleterious effects on the portfolio company. Starting with the use of
leverage, PCs need to be mindful of the loss of resiliency and bankruptcy risk they may be courting. 
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Debt Loading
The use of leverage to generate higher financial returns is ubiquitous in PE because the cost of debt
is significantly lower than the cost of equity. This is due to lower risk, as debt holders will be paid first
in the event of bankruptcy. PE firms, especially for leveraged buyouts (LBOs), will raise large
amounts of debt capital against a portfolio company’s assets to fund acquisitions or buyouts. Firms
can increase their performance with respect to the internal rate of return (IRR) by increasing the
amount of leverage, but also face the downside risk of bankruptcy if portfolio company performance
is worse than anticipated. 

Leverage is a key factor in helping general partners (GPs) show improved performance with respect
to IRR, as per the example in Figure 2.3.1 from the Corporate Financial Institute.

Notice as leverage increases, the value of cash flows and IRR increases as well, inclusive of debt
payments. Especially in periods of low interest rates, PE firms are incentivized to use debt financing
for portfolio companies (PCs) and increase the amount of leverage in their acquisitions to generate
higher returns. This is not necessarily a positive; a recent study found that higher deal leverage is in
fact associated with higher transaction prices and lower buyout fund returns, suggesting that firms
are overpaying when access to credit is easier in low interest rate environments. 

This dynamic relationship between interest rates and the use of leverage also intersects with how
firms manage their relationship with banks, who have traditionally been one of the main sources of 
 financing for firms. In a study involving a sample of 1,590 loans financing private equity-sponsored 

Figure 2.3.1. Corporate Financial Institute
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leveraged buyouts between 1993 and 2005, firm relationships with banks were found to reduce
information inefficiencies from repeated interactions while banks were able to price loans to cross-
sell other businesses. 

In some cases, PE firms have loaded PCs with as much debt as possible and used company revenue
to meet debt payments with little or no operational improvements, then sell the company at a
discount while still generating a high level of return.  A high level of return is possible because these
deals were originally financed with little or no equity, allowing firms to force other debtors to agree
to restructure on their terms to ensure a profitable exit. Other methods used by firms involved using
portfolio companies to acquire additional amounts of debt to pay off shareholders. 

Excessive leverage can create real challenges for PC viability as well as negative outcomes for its
customers. This occurs when the leverage is not directly used to benefit the portfolio company and
is instead used by firms for purposes such as dividend recapitalizations. When this happens, the
portfolio company, though not a beneficiary to the added debt, is still responsible for the interest
payments, forcing management to facilitate cost cutting at the expense of employee retention and
quality of products or services rendered. One study that reviewed the performance of highly levered
healthcare facilities in the UK found their death rates reach twice the levels of their unlevered
counterparts.   The effect was only observed during the first wave of COVID and not any subsequent
waves due to government financial intervention in healthcare facilities, suggesting PE-owned
leveraged facilities did not have the financial and human resources to deliver adequate care. This
was not true for PE non-leveraged facilities, which were able to more quickly mobilize and deliver a
higher quality of care during the same period. 

The use of excessive leverage may also contribute to the increased bankruptcy risk of portfolio
companies. Recalling the previously examined Wisconsin Rapids paper mill case study, the first and
second PE owners acquired the pulp and paper company through the use of debt financing.
Cerberus acquired NewPage in a $2.3 billion leveraged buyout with Cerberus investing around $200
million with the rest of the deal financed by approximately $1.8 billion in high yield bonds and $300
million of equity. NewPage’s inability to pay its outstanding bond payments in 2012 (worth around $1
billion in face value) led to a failed restructuring and ultimate bankruptcy. Keeping in mind that
NewPage had already filed for bankruptcy before being acquired, Verso undertook significant
amounts of debt financing to merge with NewPage. Verso already had a standalone debt of $1.2
billion before it merged with NewPage. Post-merger would see the value skyrocket to $2.6 billion
with potential sales of $4.5 billion annually. By January 2016, Verso had sold some of its facilities for
$62 million to meet its interest payments which had grown to $270 million annually. As a result of
directing a majority of its revenue to meet debt payments, net income and the financial bottom line
of the company fell. But Verso was successful in lowering its debt and became debt-free by the end
of 2018, resulting in a Total Debt/EBITDA ratio of zero which stayed close to that value in 2019 (0.04)
and 2020 (0.11). This was not seen in the calculated Altman Z-score  of Verso’s bankruptcy risk (.405)
falling within the region of expected bankruptcy, highlighted by the second PE owner’s poor use of 
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leverage in merging with NewPage because of other poorly managed operational factors including
asset efficiency and profitability. Verso’s Altman Z-Score tracked over time can be seen in Figure
2.3.2.

Figure 2.3.2. Verso’s Altman Z-score

Other research has demonstrated that PE firms will purposefully load up companies with debt and
sell off saleable assets, only to exert undue market pressure or exit with returns as the companies
enter initial public offerings (IPOs) to raise money to pay off debtors. Take, for example, the long-
term care hospital chain New LifeCare Hospitals, which operates 17 facilities in nine states, and filed
for bankruptcy protection on May 6, 2019. Owned by a syndicate or group of PE investors, the chain
had engaged in heavy cost-cutting initiatives leading to the shuttering of several hospitals, but still
fell into bankruptcy.   Looking again at the healthcare industry, a study found that in multiple
healthcare segments, private equity firms have consolidated small providers into national chains
while loading them with debt, and rolling them up into large market players capable of negatively
influencing market pricing of services.  In one such example of a PE-owned physician staffing firm
that was consolidated into a large corporation, rates were almost doubled for services previously
rendered. 

Asset-Stripping
Another form of financial engineering used by PE firms is asset stripping, wherein profitable
companies are broken up into profitable business units that are then individually sold. This can
increase dividends to shareholders but with potential negative effects on future profitability and PC 
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viability. PE firms can also create secondary debt obligations through the leasing of portfolio
company assets to other debtors. In the previously mentioned study of nursing home facilities, PE
firms were found to have sold the rights to the underlying land on which the nursing home was
located to debtors, creating new lease payments for nursing homes they were responsible for.
Though shareholders were able to immediately benefit from the sale, the nursing home was placed
in a precarious financial situation, responsible not only for the debt in the buyout deal but also for
land lease payments. Regulations in European Union (EU) markets have been adopted to dissuade
such practices and even impose time frames where firms must wait two years before engaging in
such activities with assets in which they have a controlling interest (>50%). 

Dividend Recapitalizations & EBITDA Addbacks
PE firms will use dividend recapitalizations (recaps) through having portfolio companies acquire
new debt to pay a one-time distribution to their investors, which ultimately increases the level of
debt the portfolio company has to pay, illustrated in Figure 2.3.3.

Figure 2.3.3. Corporate Finance Institute

Firms may also use dividend recaps to fund new projects and acquisitions related to the company or
utilize the new financing to repay old debts, thereby reducing their interest payments. As discussed
previously, higher leverage leads to higher risks of bankruptcy and the use of dividend recaps by
firms may have grave consequences for portfolio companies, especially with the occurrence of any
tail risk events where they might need access to additional liquidity. Dividend recaps may also be
used as exit vehicles in management buy-outs with ownership of the company transferring from
the PE firm to the company’s management team. Similarly, dividend recaps can be used by firms to
repay themselves the value of their initial investment without losing their ownership stake.   
 Dividend recaps should be used judiciously, especially in volatile environments due to their ability
to increase bankruptcy risk. 
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EBITDA Addbacks
EBITDA addbacks or an adjusted EBITDA may be used to artificially raise the valuation of a
company. As EBITDA measures earnings before interest, taxes, depreciation and expenses with
respect to the current owner, practitioners argue those expenses should be adjusted to take into
account new acquisitions and/or owners. This resulted in a variety of expenses being added back to
EBITDA and subsequent raised valuations which were deemed to be more accurate. A variety of line
items qualify to be added back including those seen in Figure 2.3.5.

These expense addbacks based on operating assumptions have found themselves increasingly
scrutinized due to widespread use and the large amounts being added back. As borrowers of
capital, private equity firms are able to use this adjusted EBITDA value to their favor with lending
agents like banks. Without comprehensive covenants in contracts, banks face unrecognized tail risk
events in loans with inflated EBITDA values due to addbacks.  This increased risk occurs because
banks may unwillingly overlook higher adjusted EBITDA values as reasons to lower their monitoring
of the loan and subsequently increase their risk of not being able to take timely corrective action.
The inflated EBITDA values also do not take into account the amount of leverage GPs are using
within their deals and in cases where leverage is measured against EBITDA, a higher adjusted
EBITDA allows GPs to hide their true leverage.   Though regulation around addbacks are scarce,
lending institutions and investors should scrutinize all underlying assumptions for each addback
line item to validate and mitigate any potential risks from misrepresentation.

Figure 2.3.4. Standard & Poor's Leveraged Commentary & Data
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Figure 2.3.5. Types of EBITDA

Type of EBITDA Addback Assumptions

GAAP adjustments Interim period vs. year-end adjustments

Owner expenses Owner’s compensation, benefits and discretionary spending

Facility rentals
If the facility is rented from a shareholder or holding company, the addback
would represent the difference in rental market value

Management fees
Are added back if the PE firm does not perform tasks deemed essential to the
day-to-day operating of the business

Unrealized gains & losses
Are added back if an investment undergoes any unrealized gains or losses
including from an foreign currency-denominated asset

One-time expenses
Lawsuit and litigation expenses
Transaction fees
Restructuring charges

Pro forma adjustments

Start-up costs which are non-recurring
Acquisition or merger of entities creates synergies which may result in
increased purchasing power and lower costs
Costs associated with discontinued products and business lines

CATEGORY 4: REPORTING TRANSPARENCY

Private equity is an opaque asset class due to limited mandated disclosure and reporting defined by
general partner (GP) and limited partner (LP) preferences. The current widely accepted disclosure
norms in the industry include unaudited quarterly reports and audited annual reports. These reports
provide information on a fund’s performance and also have detailed holding/portfolio company
information including the level of equity, debt, type of deal, region and sector/industry exposure;
allowing LPs to make adjustments to their portfolio’s allocation as needed. This type of reporting
was discussed in the PE firm analysis. With regards to portfolio companies, LPs are taking a greater
interest in ESG reporting and valuation methodologies in order to better benchmark performance
and align with their own sustainable investment mandates. 

ESG Reporting
As public markets move towards increased ESG disclosures with a major focus on climate,  private
market investors are asking GPs to adapt some public market ESG practices to improve risk
management as seen in Figure 2.4.1.  LPs are using ESG mandates, which vary based on 
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Figure 2.4.1. Limited partners expect increases in ESG investment allocations, reporting, and in-house
capabilities

type, size and topic of interest (climate, gender equity, etc.), and side letters    to align LP and GP
ESG interests.  In the EU, the SFDR (discussed in Section 1) is requiring some 100 ESG metrics for the
portfolio companies. In fact, PE firms report that between all the questionnaires provided by LPs
and others, they may be reporting on up to 400 metrics for their PCs. As per the earlier discussion
about ESG materiality, it will be far more strategic for PE firms to work with their PCs to prioritize
highly material ESG metrics, embed them in their business strategy, and report on them. 

The ESG Data Convergence Project is developing six ESG metrics as seen in Figure 2.4.2 for the PE
industry, with the engagement of a working group of LPs and GPs. Other organizations like Novata,
a public benefit corporation, are building a comprehensive reporting platform for GP reporting.
Aided by a global ESG Data Advisory council of experts and a GP Advisory Council of prominent ESG
PE firms including EQT and Summa Equity, platforms like Novata are making it easier for GPs and
LPs to align, collect, and report on ESG metrics.

Previously, LPs have codified their ESG expectations for GP portfolio company reporting through
covenants in limited partnership agreements (LPAs) or side letters. These may stipulate reporting
frequency, metrics, format, and other pertinent information as agreed by GPs. However, only large
LPs or those with good relationships with their GPs can stipulate such clauses in their LPAs or side
letters. With more and more LPs requesting such agreements, the burden on GPs to collect a wide
variety of ESG information is growing. The 2022 proposed SEC regulations tackle this by stipulating
that side letters requiring data that other investors might consider material may be disallowed
unless the same level of transparency is provided to all fund investors.   GPs may have to adopt an
agreed-upon set of ESG standards for all their investors to avoid withholding material information
and creating liability risk.
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Figure 2.4.2. ESG Data Convergence Project Draft Metrics

Figure 2.4.3. PE Fund CFO Report Leaders Survey 2021
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In addition to using a standardized set of metrics, GPs also need to implement efficient ESG data
collection across their portfolio companies. This is a challenge when many portfolio companies have
no sustainability strategy and/or limited ESG-related key performance indicators (KPIs) and often no
individual responsible for defining and collecting the ESG data. In addition, as material ESG factors
vary by industry, region and type of company, there may not be a one-size-fits-all set of ESG data for
a firm’s portfolio companies. Flexible financial technology platforms that can collect and aggregate
data from portfolio companies are beginning to emerge as public and private market demands for
ESG data grows. A 2021 Private Equity Fund CFO survey found 65% of PE firms reported manual
collection of ESG data from their portfolio companies, while only 32% used automated data
collection tools, as illustrated in Figure 2.4.3. Data collection and reporting is a near-term problem
for GPs as proposed regulations in public markets begin to drive more transparency and LPs begin
to question the costs of the industry’s historic opacity. 

Figure 2.4.4. Mainstreaming ESG in the pre-IPO process EY

Portfolio companies contemplating an initial public offering (IPO) may also benefit from collecting
and reporting ESG factors well before the IPO, as illustrated in Figure 2.4.4. Industry surveys have
found the benefits provided by pre-IPO collection and reporting of ESG metrics range from
improved market reputation to higher valuations.       Conversely, there may be a cost in the form of
discounted valuations, headline risk, and timing of exits based on the overall ESG policy and
reporting. 

Novolex, formerly owned by Carlyle, a packaging and food service company, provides a helpful
example of portfolio company reporting. Adhering to SASB and GRI reporting standards and
frameworks, Novolex addresses the depth of its sustainability initiatives by first laying out a detailed
materiality assessment conducted with a third party to identify key issues for the business and key
stakeholders. The sustainability report covers the risks and opportunities of their products, including 
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raw material sourcing, operations, stakeholder engagement and resource efficiency.   Unfortunately,
there is no assurance, which is the case for most ESG reports today. For example, an International
Federation of Accountants report found that just 51% of 1,269 companies disclosing ESG data had
some form of assurance. 

Valuation
Robust and credible financial metrics are critical for investors to assess investment performance at
the portfolio company level and to decide whether to continue investing with the GP in follow-on
funds. Discrepancies in valuations can exacerbate the asymmetrical nature of the GP/LP
relationship. A study examining 761 private equity investments of CalPERS through 2013 found fund
valuations were conservative during a fund’s life leading to reduced distributions of 35% except
during audits in fourth quarters when valuations were marked up to their appropriate values.
Additionally, when fundraising for follow-on funds, GPs inflated valuation multiples until fundraising
periods were completed.   This highlights how GPs can influence the returns and perceptions of LPs
by controlling the valuation of their underlying portfolio companies and subsequent funds.

The Institutional Limited Partnership Association (ILPA), an alliance of GPs, LPs and related industry
groups, generated a standardized reporting template for growth and buy-out funds on portfolio
company reporting. Beginning with company characteristics from sector/industry, to merger and
acquisition (M&A) activity and transaction details, the level of financial information recommended
will enable a more granular understanding of individual portfolio company risks and opportunities.
Furthermore, key performance indicators are tracked from the time of entry (purchase) to the
current quarter or time of exit, which enables LPs to track performance trends. Portfolio-level
transaction details are also provided to LPs to inform their portfolio mix over time. The metrics
below are proposed by ILPA and represent much of what PE firms should ascribe to:

EBITDA 
(TTM) Revenue 
(TTM) CapEx
(TTM) Total Equity 
Total Net Debt
Minority Interests and Other Net Assets
Total Enterprise Value 
Cash
Management Ownership % 
Number of Employees
Gross Interest Expense 
(TTM) Interest Coverage Ratio 
(TTM) Free Cash Flow (before debt service) 
(TTM) Free Cash Flow (after debt service) 
(TTM) Book Value Debt

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

Key performance indicators
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Multiple of Revenue
Multiple of EBIT
Discounted Cash Flows (from an Investment)
Multiple of EBITDA

1.
2.
3.
4.

Valuation Multiples

In reporting these metrics, GPs should document their methodologies in calculating these
multiples. Not sharing this information limits LPs ability to reproduce the same calculations and
casts doubt on the GP’s overall performance and credibility. To combat this, GPs will generally
provide a copy of their valuation policy to their LPs and inform them ahead of time of any changes
to the methodology.   Besides providing a valuation policy to LPs, GPs and LPs can engage the
services of valuation experts through consultancies or custodial banks to certify the methodology,
calculations, and price adjustments of holdings valuations. 

Return on Sustainability Investment
We have discussed the collection and reporting of robust financial and non-financial metrics. The
newest frontier is collecting metrics on the relationship between the two, or the Return on
Sustainability Investment (ROSI) as developed by the NYU Stern Center for Sustainable Business
(CSB). Incorporating ESG metrics into valuation can provide clarity into the effects ESG variables
have on a company’s revenue, expenses, assets, liabilities, and cost of capital. For example, how
might managing climate change improve operational efficiency, reduce risk, and increase sales?
How might a robust employee diversity, equity and inclusion (DEI) program improve retention and
productivity and how might that be monetized?  

PE firm Investindustrial is working with NYU Stern CSB to train its portfolio companies in the ROSI
methodology.   One of its portfolio companies, Natra, an international chocolate producer and
distributor, was able to quantify the value of opportunities in sustainable cocoa sourcing, informed
by trends in supply chain traceability, evolving regulation and CSB’s Sustainable Market Share Index.
When gauging the financial benefits of sustainable sourcing, customer loyalty, sales and marketing,
risk management, and operating efficiency were all considered mediating factors with respect to
their impact on company financial statements. 

Failure to provide transparent and credible reporting and valuation metrics related to portfolio
companies erodes trust in the asset class. Reporting at the portfolio company level provides a
granular view into the management of individual assets in a fund. Improper reporting of metrics or
incorrect methodologies at the portfolio company level can compound inaccuracies as they are
rolled up to the fund level. To prevent such discrepancies, the industry needs to continue defining a
set of standardized financial and ESG metrics as well as robust fintech platforms for collecting and
aggregating data. In addition, when reporting valuation metrics, GPs need to share relevant
documentation on their methodologies and calculations. To further ensure compliance, LPs and
GPs should use third-party valuation service providers. And finally, they should begin tracking the
return on sustainability investment.
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CATEGORY 5: SOCIETAL IMPACT

As discussed for PE firms, today’s environmental and social challenges require portfolio companies
(under guidance from the portfolio company’s investment strategy) to pursue an embedded
sustainability strategy with key performance indicators, aiming for either an impact or integrated
ESG investment thesis. Implementing and progressing societal impact at the portfolio company
level begins with identifying material ESG issues related to the company’s operations based on its
internal and external operating factors. These factors can then be used in conjunction with a variety
of existing or proprietary standards and frameworks to map out pathways of impact, for example,
higher efficiency operating practices to sustainable product development. This will help portfolio
companies manage ESG risks such as climate change and employee turnover, as well as create new
business opportunities that solve societal challenges.   

Beyond embedded sustainability, firms can enable portfolio companies to directly engage with
stakeholders to gauge the level of impact they are having on not only their employees but also their
immediate communities. Through community engagement events, philanthropy and volunteerism,
portfolio companies can have a far-reaching impact on society at-large, which can improve
corporate reputation and employee engagement with the firm. This section summarizes how to
tackle embedding sustainability, track company impacts, and create positive value for stakeholders.

Embedding Sustainability and Tracking Company Impacts
Assessing the material ESG issues for portfolio companies can illuminate risks and opportunities for
growth and inform a business strategy that embeds sustainability and drives better financial
performance. Portfolio companies should be evaluated on their contribution to environment, social
and governance factors, including stakeholder impacts and where relevant, against the UN SDGs.
From the effects on their immediate communities to the world at large, PE firms need to carefully
and accurately assess their portfolio companies' current and future footprint. In measuring their
impact, portfolio companies need to take into consideration their market characteristics in
conjunction with their internal and external operating factors. 

Portfolio firms should begin with a materiality assessment and stakeholder mapping, leading to a
materiality matrix that prioritizes the material ESG issues that need to be managed for risk or
opportunity. SASB and GRI both offer insights into material ESG issues, with SASB focused on a
smaller set of topics from the viewpoint of investors. Portfolio firms may wish to include GRI as a
guide to additional material ESG topics. See the NYU Stern Center for Sustainable Business guide to
materiality matrices for more information.

SASB defines these risks and opportunities and divides them into the categories of business climate,
macroeconomic climate, regulatory climate and geographic location, all of which portfolio
companies should be evaluated on.   SASB suggests that companies begin with understanding the
impact of material ESG issues on both internal and external operating factors:

Company products and services including relevant inputs in production. 

The scale and mix of company operations across various sectors and industries with
respect to their geographical footprint.

Internal Operating Factors
1.

 

2.
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By identifying internal and external material operating factors, firms are better equipped to identify
and measure the level of impact they can produce with their portfolio company operations.
Generation Investment Management, an impact investment manager, provides a detailed analysis
of how to use SASB metrics alongside other industry frameworks such as TCFD  and Impact
Management Project (IMP)   to assess and improve the societal impacts of portfolio companies.
Figure 2.5.1 identifies industry frameworks available to analyze different aspects of investments.

The business climate of a company describes industry characteristics from competitive
landscape and pricing power to expectations of stakeholders including NGOs and
customers. 

The macroeconomic climate of a company describes regional and global industry
differences that can affect a company’s economic performance like interest rates and
commodity prices. 

The regulatory climate of a company describes the presence and enforcement of
current and new regulation including costs of non-compliance. 

Geographic location of a company describes its access and interaction with its natural
environment including the physical effects of climate change. For example, a hotel and
lodging company with a majority of its hotels located near the coastline has financial
risk related to extreme weather and beach erosion.  

External Operating Factors
1.

 
 
 

2.
 
 
 

3.
 
 

4.

Figure 2.5.1. Source: Generation Case Study from SASB Integrating ESG into Private Equity Report

For example, Generation’s management of Convoy, a digital freight marketplace, began with
identifying material sustainability issues in the transportation sector. Convoy as a centralized
decision-making platform matches shippers and carriers together, enabling greater efficiencies in
routes, earnings and emissions displaced. By identifying material ESG factors in the company’s
operations, Generation maximized the efficiency in routes by reducing trucks with empty loads to
secure higher earnings and lower emissions. 

Having identified greenhouse gas emissions as a material issue, Generation then integrates a variety
of frameworks and standards to identify impact and scope across five areas, ultimately contributing
to greater societal impact through the means of reduced emissions:

System
Environmental
Social

What: Defines the purpose of the company across the outcome areas (based on IMP framework)
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Based on these five outcome areas, Generation is able to apply TCFD methodology to design a low-
carbon pathway and measure progress through the use of SASB and IMP metrics, thus capturing
the progress and value of the societal value they are able to derive in reducing emissions. More
information on the case can be found in Figure 2.5.2 and Generation’s contribution to SASB’s
“Integrating ESG Holistically In Private Equity Report.“

Figure 2.5.2. Generation Case Study from SASB Integrating ESG into Private Equity Report

Carlyle is another PE firm focused on ESG integration which utilizes SASB standards in part with its
portfolio companies to drive internal materiality assessments and position portfolio companies for
operational success and impact.   Carlyle also uses a multitude of frameworks and reporting
standards including the Global Reporting Initiative (GRI) and more recently, the World Economic
Forum (WEF) and TCFD. 

Carlyle worked with a PC they owned at the time, Pharmaceutical Product Development, Inc. (PPD),
a leading outsourced clinical trial management and laboratory services company, to improve
outcomes for its employees while driving down costs. Through Carlyle's Healthy Benefit’s Initiative
they identified the benefits and coverage its employees would find most valuable. After evaluating
the 11,000+ workforce and its demographic breakdown of 70% women and 55% millennials, PPD
adjusted its healthcare coverages. Forty-three percent of employees signed up for the new plan in
the first year and PPD was able to realize cost savings of more than $13 million or 15% of projected
costs, while simultaneously better meeting the needs of its employees. The integration of ESG
factors at portfolio companies demonstrates how societal impact can be driven through targeted,
ESG-integrated stakeholder initiatives.

Firms such as Insight Partners have taken an active approach to improving diversity within their
portfolio company leadership. Insight’s Faces of Change Executive Leadership Academy, launched
in 2019, seeks to increase diversity, equity and inclusion (DEI) within its software portfolio 

Operations
Management

How: The processes behind how a company operates (based on SASB)
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company leadership through providing networking and coaching opportunities for portfolio
company female and minority employees, including executives.    Gainsight, an Insight portfolio
company, has embraced the program and sponsored five scholarships to support career
development for women executives. Another Insight portfolio company, VTS, has created ongoing
initiatives such as the Strategic Diversity and Inclusion Plan (SDIP) to track quarterly progress
towards goals, alongside employee training on unconscious bias and improving their recruitment
strategies with partner organizations such as Out in Tech and Black Girls Code.

Summa Equity also demonstrates how firms can best facilitate societal impact within their portfolio
investments. They invested in Milarex, an international seafood company selling salmon products,
which aligns its products, services and management with the UN SDGs. In 2021, the company was
able to report that 93% of its sourced salmon was sustainably sourced, achieving progress toward
responsible production and consumption (SDG 12). In addition the company has also pledged to
convert to 100% recyclable plastics in its products by 2030.  Milarex’s ESG goals aligned with SDG
goals can be found in Figure 2.5.3.

Figure 2.5.3. Miralex ESG Goals Aligned to United Nations SDGs 

Thematic-focused firms seek to use their investments to progress a cause more focused than the
broader SDGs. Closed Loop Partners seeks investments in line with its mandate to further the
circular economy and has invested in innovative companies including HomeBiogas, which seeks to
transform how small communities access gas using available resources, especially in resource-
constrained countries. Farmers, for instance, are able to use the manure from their cattle to produce
biogas to use for cooking. One of the company’s other products, the BioTiolet, allows its users to
recycle their daily human waste into renewable biogas for cooking. Through its investment from
Closed Loop, HomeBiogas has begun scaling its products and impact in developed countries while
managing its products and operations through the lens of the UN SDGs. As its products directly
contribute to a circular economy, HomeBiogas demonstrated its progress toward 14 UN SDGs in its
latest impact report.
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Stakeholder Engagement
To be successful, portfolio firms need robust stakeholder engagement strategies, ranging from local
communities to suppliers to employees. Stakeholder engagement starts with mapping key
stakeholders as part of the portfolio company’s materiality assessment. Depending on which ESG
issues are most material, different stakeholders will be prioritized. The diagram in Figure 2.5.4 by
BSR, a non-profit consulting group specializing in stakeholder mapping and outreach for
companies, illuminates a 5-step stakeholder engagement process.  

Figure 2.5.4. BSR’s Five-Step Approach to Stakeholder Engagement

Warburg Pincus summarizes the positive stakeholder engagements of its healthcare-related
companies during COVID in Figure 2.5.5, backing up its ESG policy which states, “be accessible to,
and engage with, relevant stakeholders either directly or through representatives of portfolio
companies, as appropriate.” For example, during COVID-19, Warburg set up an online resource
portal for its portfolio companies and engaged public health and human capital experts to help
portfolio companies navigate employee health and safety concerns. Warburg’s portfolio companies
meanwhile addressed stakeholder concerns through their direct business operations. 
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BSR’s diagram above lays out how portfolio companies and firms can facilitate the process for
stakeholder engagement through a more formalized approach.

Figure 2.5.5. Warburg Pincus 2020 ESG Report

When PE firms and their portfolio companies do not consider the impact of their business strategies
on key stakeholders, negative outcomes can result. For example, reports find that private equity is
behind the consolidation of the news industry in recent decades.   As mentioned previously, one
study found that between 2002 and 2019, private equity firms increased their ownership in US
newspapers from 5% to 23%. In an effort to reduce costs, they centralized reporting to focus on
national content and reduced reporters and editors by more than 8%, leading to an observed
decrease in participation in local elections. 
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Creating positive stakeholder outcomes requires company values and strategy focused on positive
societal outcomes as well as stakeholder mapping and engagement to understand unintended
consequences.

In addition to working toward positive stakeholder outcomes through its business activities, the
portfolio company can also support communities through philanthropy and employee
volunteerism. Corporate philanthropy allows companies to align their values and company culture
with their giving. With the passing of the CARE Act in 2020, corporate charitable deduction
amounts increased from 10% to 25% for 2020-21, giving corporations more incentives to make
charitable contributions.       Consistently engaging in corporate philanthropy reduced the incidence
of misconduct by corporations in China.   Another study concluded that corporate charitable giving
caused employees to place a higher level of trust in their managers. 

Volunteerism of employees in their immediate communities, supported by the portfolio company,
can have positive effects. In a study of 373 firms, researchers found employee volunteering
programs had a significant positive effect on the productivity of employees up to six years later.
Additionally, the study found that CEO incentives for long-term goals had a significant positive
correlation with more extensive employee volunteer programs,   which supports the case that
aligned company culture can drive value.

In 2015, Warburg Pincus created a Volunteer Week for its portfolio company employees and in 2020,
brought together more than 50 of its portfolio companies across four continents to take part in
volunteering activities. With the onset of the pandemic, Warburg Pincus implemented a portfolio
company donation matching program to lessen exposure. Warburg’s portfolio companies also
engaged in community outreach activities during COVID to lessen the burden on their
communities.

CONCLUSION
We hope we have demonstrated that private equity has a clear pathway to creating value for
stakeholders and the planet while generating superior returns. These goals are not mutually
exclusive and in fact, short-term, value extractive behaviors destroy financial value in the medium-
and long-term. It is in everyone’s interest—investors, corporates, communities, employees, and
General Partners—to put in place policies, governance, strategies, and KPIs that drive responsible
and sustainable investing in portfolio companies.

This framework provides an assessment tool for LPs, GPs and stakeholders to review policies,
practices and impacts and advocate for course corrections, if necessary. However, in the course of
this research, it became clear to us that additional tools are needed to support PE firms in their
transition to more responsible and sustainable investment approaches. Therefore, NYU Stern Center 
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for Sustainable Business is embarking upon a second phase of work, aiming to develop decision-
making useful tools for LPs, GPs, and other stakeholders. While the proposed industry/company
tools will support a broad responsible investing approach, climate action will be a core component
given the urgency of 2030 interim climate targets and increasing global regulatory mandates on
climate change. Forward-thinking and early-moving GPs will be interested in using this framework
to guide decision-making, as will Limited Partners who wish to translate the framework findings
into tools to drive change and accountability through their due diligence and review. Therefore, as a
first step, we will interview Limited Partners to understand their current challenges with GPs
including ESG and climate change due diligence, and proceed to create targeted tools and trainings
to assist them as market paradigms change. 

Examples of the types of tools we propose to develop:

Guidelines that provide guidance for the ownership lifecycle, from due diligence to
post-exit, for the strategic aspects of the responsible investing framework including
topics such as M&A management, responsible exits, and building capital structures for
good.

An ESG valuation model for PE (pre and post-investment) based on CSB’s Return on
Sustainability Investment (ROSI). 

A guide to embedding sustainability at PE firm-level and with portfolio companies, with
climate strategy examples. The format would be an asynchronous mini-course with
examples and links to additional resources. We see the need for this through the work
we have done with PE firms looking for training on ESG for their portfolio companies.
Generally, both the PE firm and the portfolio companies have a very rudimentary
understanding of sustainability and next to no understanding of how it drives financial
value (thus limited interest in adoption).  

An LP due diligence questionnaire (assuming LPs identify this as helpful). On the
climate front, we will include recommendations for metrics that LPs should require that
GPs track amongst their portfolio companies, based on existing standards and
guidance.

1.
 
 
 
 

2.
 
 

3.
 
 
 
 
 
 
 

4.

These tools would primarily be targeted at PE’s general partners, limited partners, and portfolio
companies, however, we also propose to develop tools for communities, and workers, as well as
ensure that the tools are available to key civil society players.   
Please reach out to us at NYU Stern CSB if you are interested in the framework and/or participating
in the second phase. You can contact: sustainablebusiness@stern.nyu.edu.
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APPENDIX 1

DEI Standards, Tools, and Coalitions for PE

Coalitions Goal Process Firms Citation

30 Percent
Coalition

For senior
leadership and

boards of directors
to reflect gender,
racial and ethnic

diversity of the US;
first working

towards women
holding 30% or
more of board

seats

National forum for members to
develop strategies to influence
companies to increase diversity

Apax, Apollo, Berkshire
Partners, Blackstone,

Carlyle, Francisco Partners,
GI Partners. Global

Infrastructure Partners,
Insight Partners, KKR,

Longitude Capital,
Neuberger Berman, Sun
Capital, Palladium Equity

Partners, the Sterling
Group, TCV, TPG, Vista

Equity Partners

https://www.30
percentcoalition
.org/members-
of-the-coalition

Race at Work
Charter

Accelerate change
for ethnically

diverse employees

Seven key actions 
1. Appoint an executive for race   

2. Capture ethnicity data and
publicize progress  3. Commit at
board level to zero tolerance of

harassment 4. Make DEI
responsibility of board members

5. Take actions that support
ethnically diverse career progression
6. Support race inclusion allies in the
workplace 7. Add diverse companies

to supply chains

BlackRock, Credit Suisse,
Deutsche Bank,

Santander, UBS, JP
Morgan, Vanguard

https://www.bit
c.org.uk/post_ta
g/race-at-work-

charter/

MLT Black
Equity at

Work
Certification

Gives the
roadmap and the

recognition to
help and

encourage
employers across

America to pursue
Black equity with
the same effort as

their pursuit of
earnings and

other key
priorities

Finds the balance between rigor and
achievability. Firms with the

certification commit to: 1. Increasing
employee representation at every
level 2. Ensure pay equity between

Black and White employees, provide
just compensation and equitable
benefits 3. Creating an anti-racist

workplace where Black employees
feel they belong, are valued and can

advance 4. Progressing towards
proportionate spending in Black-

owned businesses 5. Providing
annual contributions to nonprofits

that increase Black equity and
investing in Black equity-focused

financial institutions

Ares, Bain, BlackRock, City,
Wellington Management

https://www.mlt
blackequityatw
ork.org/about-

the-
certification/

Hispanic
Promise

A call to action for
business leaders

and companies of
corporate America

to create a more
inclusive work

environment for
Hispanic

employees

It is a non-legally binding sign of
intention to showcase commitment
to diversity and inclusion; includes

access to annual reports on the
progress of the initiative and

insightful material on US Hispanics.

 
https://www.we
areallhuman.or

g/promise/
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Coalitions Goal Process Firms Citation

Increasing
Diversity in
Innovations

Diversity
Pledge

To address the issue
of underrepresented

investors

Steps include: 1. Learning about
underrepresented investors 

2. Raising internal awareness 
3. Determine baseline investor

data 4. Examine and explore root
causes and potential groups

5. Benchmark organization’s data
6. Advocate and raise awareness

BlackRock, Microsoft,
Paypal

https://increasin
gdii.org

Ascend
Foundations 5
Point Actions

Agenda

To advocate, enable
and assist Pan-
Asians in North

America to become
the leaders of today

and tomorrow

5 point action agenda:  1. Raise
awareness 2. Give donations

3. Support communities
4. Denounce biases
5. Promote inclusion

 
https://www.gui
destar.org/profil

e/65-1284462

Sponsor for
Educational
Opportunity

Separates a more
equitable society by
closing theacademic
and opportunity gap
for motivated young

people, settingthe
standard for
academics,
mentorship,

community, positive
peer pressure and a

powerful, lifelong
network

Programs: 1. SEO Scholars - Eight
year program for students in
underserved high schools to
provide academic and career

support in college
2. SEO Career - Recruit high

performing Black, Latinx, and
Native American students to get
great summer internships which

lead to full-time jobs

Ares, Berkshire,
Blackstone, Carlyle, KKR

https://www.seo
-usa.org/career/

The
Investment

Diversity
Exchange

Promote diversity &
inclusion within the
investment industry.
The organization is
the united front for

the voice of
minorities.TIDE is a

woman-owned,
minority firm

globally promoting
ethnic and gender
diversity within the

investment industry.

TIDE holds conferences
throughout the year that promote

diversity in the investment
industry. To become a member, a

firm must pay a fee per year.
Members gain access to their

flagship and popup events

 
https://www.tid
exchange.com/

Women
Association of
Venture and

Equity

WAVE is committed
to the development
and advancement of

women in private
equity and venture

capital. WAVE
achieves this

objective through a
series of

developmental and
networking events

organized in
financial centers

each year.

  
https://women-

wave.org/
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Coalitions Goal Process Firms Citation

ILPA Diversity
in Action

The goal of the ILPA
Diversity in Action

initiative is to
motivate market

participants to
engage in the

journey towards
becoming more

diverse and inclusive
and to build

momentum around
the adoption of

specific actions that
advance DEI over

time.

Has in place a DEI statement or strategy,
communicated publicly, and/or a DEI policy
communicated to employees and investment
partners, that addresses recruitment and
retention*
Tracks internal hiring and promotion statistics
by gender and race/ethnicity**
Has in place organizational goals that result in
demonstrable practices to make recruitment
and retention more inclusive
Requests (LPs) or provides (GPs) DEI
demographic data, e.g., ILPA Diversity Metrics
Template, for any new commitments (LPs) or
new fundraises (GPs)**

Tracks gender and race/ethnicity statistics
within partner organizations (LPs: managers;
GPs: portfolio company boards/management
teams)***
Has assigned senior-level DEI accountability,
aligned with an investment or senior
management role
Provides unconscious bias training for
employees on an ongoing basis
Has in place diverse employee resource
groups
Incorporates contributions towards advancing
DEI into employee performance reviews
Commits to encourage and promote diversity
within boards of directors at portfolio
companies
Requests (LPs) or provides (GPs) DEI
demographic data, e.g., ILPA Diversity Metrics
Template, for all funds, i.e., not solely new
commitments/new fundraises**
Supports DEI research in the private markets
industry by participating in surveys that
capture data on diversity in the workforce
On a programmatic basis, supports industry
efforts to educate underrepresented groups
about careers in private markets

Members must follow all of four the foundational
activities plues two of the additional suggested
activities:

* In addition, participating organizations should
address harassment, either within the DEI policy
or within a separately articulated policy or
statement.
** At a minimum, gender data. Racial/ethnic data
to be provided in jurisdictions allowing for the
capture and reporting of such information.

Optional Activities:

*** At a minimum, gender data. Racial/ethnic data
to be provided in jurisdictions allowing for the
capture and reporting of such information.

Blackstone,
Apollo, KKR,

TPG, and
others

https://ilpa.or
g/diaframewo

rk/
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SFDR Article Description

Article 1: Subject Matter

This Regulation lays down rules for financial market participants and financial advisers on
transparency with regard to the integration of sustainability risks and the consideration of
adverse sustainability impacts in their processes and the provision of sustainability‐related
information with respect to financial products.

Article 2: Definitions A list of term definitions used within the regulations

Article 3: Transparency of
sustainability risk policies

Financial market participants shall publish information on policies on the integration of
sustainability risks in the investment decision-making process.

Article 4: Transparency of
adverse sustainability
impacts at entity level 

Where principal adverse impacts (PAI) of investment decisions are considered a financial
market participant shall publish on its website; (i) description of the principal
adversesustainability impacts (ii) a statement on its due diligence policies in relation to PASI
and (iii) a brief summary of engagement policies.Compliance is on a ''comply or explain'' basis.

Article 5: Transparency of
remuneration policies in
relation to the integration of
sustainability risks

The remuneration policies of the financial market participant must contain information on how
the remuneration policies are consistent with the integration of sustainability risks.

Article 6: Transparency of the
integration of sustainability
risks

Description of the manner in which sustainability risks are integrated in investment decisions
in respect of financial market participants. Assessment of likely impact on the returns of the
financial products. Compliance is on a ''comply or explain'' basis.

Article 7: Transparency of
adverse sustainability
impacts at financial product
level

1. By 30 December 2022, for each financial product where a financial market participant applies
point (a) of Article 4 (1) or Article 4(3) or (4), the disclosures referred to in Article 6(3) shall include
the following: (a) a clear and reasoned explanation of whether, and, if so, how a financial
product considers principal adverse impacts on sustainability factors; (b) a statement that
information on principal adverse impacts on sustainability factors is available in the information
to be disclosed pursuant to Article 11(2). 
2. Where a financial market participant applies point (b) of Article 4(1), the disclosures referred
to in Article 6(3) shall include for each financial product a statement that the financial market
participant does not consider the adverse impacts of investment decisions on sustainability
factors and the reasons therefore. 

Article 8: Transparency of the
promotion of environmental
or social characteristics in
pre‐contractual disclosures

1. If a financial product promotes, among other characteristics, environmental or social
characteristics, or a combination of those characteristics, provided that the companies in which
the investments are made follow good governance practices, the information to be disclosed
pursuant to Article 6(1) and (3) shall include the following: (a) information on how those
characteristics are met;(b) if an index has been designated as a reference benchmark,
information on whether and how this index is consistent with those characteristics. 
2. Financial market participants shall include in the information to be disclosed pursuant to
Article 6(1) and (3) an indication of where the methodology used for the calculation of the index
referred to in paragraph 1 of this Article is to be found. 
3. The ESAs shall, through the Joint Committee, develop draft regulatory technical standards to
specify the details of the presentation and content of the information to be disclosed pursuant
to this Article. 

SFDR articles outlining forms of disclosure
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SFDR Article Description

Article 9: Transparency of
sustainable investments in
pre‐contractual disclosures

1. If a financial product has a sustainable investment as its objective and an index has been
designated as a reference benchmark, the information to be disclosed pursuant to Article 6(1)
and (3) shall be accompanied by the following: (a) information on how the designated index is
aligned with that objective; (b) an explanation as to why and how the designated index aligned
with that objective differs from a broad market index. 
2. Where a financial product has sustainable investment as its objective and no index has been
designated as a reference benchmark, the information to be disclosed pursuant to Article 6(1)
and (3) shall include an explanation on how that objective is to be attained.
3. Where a financial product has a reduction in carbon emissions as its objective, the
information to be disclosed pursuant to Article 6(1) and (3) shall include the objective of low
carbon emission exposure in view of achieving the long‐ term global warming objectives of the
Paris Agreement
4. Financial market participants shall include in the information to be disclosed pursuant to
Article 6(1) and (3) an indication of where the methodology used for the calculation of the
indices referred to in paragraph 1 of this Article and the benchmarks referred to in the second
subparagraph of paragraph 3 of this Article are to be found. 
5. The ESAs shall, through the Joint Committee, develop draft regulatory technical standards to
specify the details of the presentation and content of the information to be disclosed pursuant
to this Article. 

Article 10: Transparency of
the promotion of
environmental or social
characteristics and of
sustainable investments on
websites

Maintain websites with the following information for each financial product referred to in
Article 8(1) and Article 9(1), (2) and (3): (a) a description of the environmental or social
characteristics or the sustainable investment objective; (b) information on the methodologies
used to assess, measure and monitor the environmental or social characteristics or the impact
of the sustainable investments selected for the financial product, including its data sources,
screening criteria for the underlying assets and the relevant sustainability indicators used to
measure the environmental or social characteristics or the overall sustainable impact of the
financial product; (c) the information referred to in Articles 8 and 9; (d) the information referred
to in Article 11.

Article 11:  Transparency of
the promotion of
environmental or social
characteristics and of
sustainable investments in
periodic reports

Financial products referred to in Article 8(1) or in Article 9(1), (2) or (3), shall include additional
information on the sustainable characteristics (varies based on the product’s classification)

Article 12: Review of
disclosures 

Ensure that website disclosures required by Article 3, Article 5 and Article 10 stay up to date

Article 13: Marketing
communications

Ensure marketing materials do not contradict the information disclosed pursuant to SFDR
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Firms

APG Partners Generation Partners

Apollo HCAP Partners

BARN Investments Investindustrial

Blackstone KKR

Blue Orange Capital Summa Equity

Carlyle Towerbrook Partners

Circularity Capital TPG

Closed Loop TZP Group

DWM Warburg Pincus

Encourage Capital Wellington

APPENDIX 2

Firm, Industry, and Non-Profit Participants

Industry and Non-Profit Groups

American Investment Council (AIC) International Financial Corporation (IFC)

Business for Social Responsibility (BSR) International Integrated Reporting Council (IIRC)

Carbon Data Platform (CDP) Omidyar Network

Ceres Ownership Works

ESG Data Convergence Project Predistribution Initiative (PDI)

Impact Frontiers Private Equity at Work

Institutional Limited Partners Association (ILPA) UN Principles for Responsible Investment (PRI)

109



APPENDIX 3

Case Study

Paul Fowler, “Case Study: The Role of Private Equity in the Decline of a Major Forest Products
Company,” New York University Stern Center for Sustainable Business, 2021.
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