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Abstract: Although more and more private equity (PE) firms are integrating environmental,
social, and governance (ESG) factors into their investment strategies, there is no clear understanding
of their reasons, the details of their activities, the tools they use or the barriers they face. Our study
covers these gaps and provides an overview of current trends. We adopted a mixed-method approach,
using both qualitative and quantitative data. We first interviewed ESG and PE experts and then
submitted a survey to top PE players. Most PE firms integrate ESG issues because investors and other
stakeholders pay increasing attention to them. We found that the tools used to assess ESG factors are
checklists and that only a few PE firms used external advice from industry experts. Among the main
barriers that PE firms face are difficulties in finding information and the lack of a comprehensive
way to measure ESG issues. Our findings reveal that PE firms have two main approaches to ESG
integration—risk management and value creation—and that the former is dominant. We contribute
to the literature by explaining ESG integration in the PE industry and showing that an opportunity
for value creation is being missed.
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1. Introduction

Environmental, social, and governance factors (ESG) are more salient than ever. Corporations are
increasingly experiencing external pressure to change their behavior and focus on ESG factor integration
into their business activities. First, a growing number of ethical consumers are pushing companies to
provide environmentally friendly products [1-4]. Second, employees are urging companies to provide
work-life balance and have started to decide whether to apply for jobs based on aspects other than
salary [5-7]. Third, governments play significant roles in shaping business behavior, especially publicly
traded firms, due to their stringent regulations and reporting guidelines [8]. Last, investors are
becoming increasingly interested in ESG investments [9-11]. The largest asset managers and hedge
funds have integrated ESG factors into investment decision-making to reduce long-term risks and
ultimately enhance return. Today, many are aware that corporations are accountable for their impacts
on the natural environment and society. For instance, manufacturing firms inevitably generate impacts
on the surrounding natural environment through their production activities, which can deplete natural
resources, raise global warming, and pollute air and water. Similarly, business activities inevitably
generate an impact on people, such as on their employees” happiness, fulfilment, and safety. All these
aspects have been earning the attention of a wide audience, and managing ESG factors is becoming
an imperative that companies cannot avoid, as evident in the growing number of companies working
towards responsible environmental footprints, minimizing their carbon emissions, promoting equal
opportunities, and work-like balance and guaranteeing human rights [12-14].

Since the early 2000s, scholars have empirically investigated the sign and strength of the relationship
between ESG performance and financial performance [15-20], a branch of research rooted in the strategic
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management and business ethics field. Despite this growing interest in understanding ESG factors
and their links to firm performance, however, only recently has the finance literature started to
address this topic [21-23], and only a few studies have investigated ESG integration into the private
equity (PE) industry. A recent article suggested that we are in the era of PE 4.0, since a growing
number of PE firms have been adding the management of ESG issues to their existing capabilities [24].
Although an increasing number of PE firms are integrating ESG factors into their strategies and
investment decisions [25], there is no clear understanding of their reasons, the details of their activities,
the tools they use or the barriers they face. Many questions remain unanswered, and answering
them might be useful to extend research and shed light on the current state of ESG integration in
the PE industry. Thus, the present research covers these gaps and ultimately provides an overview
of current trends and future possibilities. To this end, we conducted our research to answer the
following questions:

RQ1: Do PE firms consider ESG factors important?

RQ2: Why do PE firms believe that ESG factors are important?

RQ3: What kinds of activities do PE firms engage in relative to ESG factors?

RQ4: What tools do PE firms mainly use for ESG integration?

RQ5: What criteria do PE firms rely on when deciding whether to perform ESG due diligence?
RQ6: What are the dominant barriers to ESG integration into PE?

We adopted a mixed-method approach, using both qualitative and quantitative data. Specifically,
we first interviewed ESG and PE experts and then submitted a research survey to 23 top PE players
in July 2019. Thanks to the interviews and survey results, we could grasp the current trends that
characterize PE firms and ESG integration. Our findings have both theoretical and practical implications.
First, they contribute to the sustainable finance literature. Many studies have tried to define ESGs [26]
buthave left largely unexplored the reasons financial institutions, and specifically PE firms, show interest
in these issues. Our study provides a comprehensive understanding of the motivations behind the
decision to integrate ESG factors into PE activities, the tools firms use and the barriers they face during
integration. Second, we make important insights available on how top PE players integrate ESG factors.
We hope that our findings help PE firms who want to engage in these activities, too.

In the pages that follow, we describe the methodology used in our research study, report the main
findings, and discuss their implications for scholars and practitioners. We also review the limitations
of our analysis and suggest future research directions.

2. ESG Factors and Their Integration into Private Equity

“ESG” stands for “environmental”, “social”, and “governance”. “E” stands for “environmental”
and deals with company commitments to the defence of the natural environment and resources [27].
Of the various “E” initiatives that companies can embrace, the following are the most common: limiting
harm to biodiversity and ecology, ensuring a responsible environmental footprint, minimizing the
impact of products and packaging, minimizing carbon emissions, reducing waste, and preventing
the mistreatment of animals. “S” stands for “social” and deals with company commitments to social
issues [28]. Of the various “S” activities that companies can implement, the following are the most
common: protecting human rights, fighting child labor, engaging stakeholders, protecting diversity,
protecting and promoting equal opportunity, protecting privacy and data, providing support in
humanitarian crises, supporting community development, supporting employee safety, education and
health, and promoting work-life balance. “G” stands for “governance” and deals with governance
committed to guaranteeing the rights and responsibilities of stakeholders. It includes board composition,
committee structure, bribery and corruption prevention, whistleblowing, codes of conduct, and fair
compensation policies.

ESG factors are one type of information that has been gaining attention in the finance literature.
ESG issues are now compelling investors to reshape the role of finance [29,30]; indeed, over the
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past several years, climate change and social impact have become defining factors in companies’
long-term prospects. Recently, Larry Fink, BlackRock’s founder and chief executive—one of the most
important American global investment management corporations—stated that ESG aspects are a top
issue that cannot be neglected and that his firm would make investment decisions with sustainability
as a core goal [31]. More and more financial institutions are placing sustainability at the centres of
their investment approaches [32]. In 2016, the Global Sustainable Investment Alliance estimated
the market for sustainable investment strategies to have reached 22.89 trillion USD of assets under
management [33]. While this number suggests a significant shift toward ESG integration, the reasons,
tools, and barriers that characterize this transition remain largely unexplored.

Of the various financial market participants that promote sustainable development, PE has recently
taken the floor. A PE fund’s main activity consists of buying stakes in private companies to make
a profit by later by selling those stakes for a higher price than the initial investment. Usually, a PE
life cycle has four main phases. The first is dedicated to seeking capital from investors (fundraising).
Later, a PE firm identifies investment opportunities (sourcing). Usually, PE firms gather all the necessary
information about target companies through different due diligences. As soon as a PE firm closes
a transaction, it starts managing portfolio companies (portfolio). PE firms increase the value of the
companies in their portfolios in many ways: organically expanding a business, completing a series of
acquisitions in the same industry, and improving an underperforming business. Last, the PE firm sells
the companies for a return on investment (exit) [34-37].

As explained in the literature, the official intersection of PE and ESG can be dated to 2009,
when the United States Private Equity Council made the first move toward responsible investment by
adopting guidelines covering environmental, health, safety, labor, governance, and social issues [38].
Recently, researchers have highlighted that in the early days of ethical investing, the focus was on
using negative screens to exclude companies in certain industries or sectors for moral or ethical
reasons [39]. Over time, partially due to concerns about reliance on negative screening, ethical and
socially responsible investing evolved into ESG integration. In line with Cappucci’s (2018) study,
we believe that ESG integration into investment strategies faces the challenge of investment managers
who adopt ESG competing with managers who are not and thus bear none of the costs of ESG
integration. Despite PE’s quick transition to ESG integration, we contend that PE firms’ integration of
ESG aspects is still in its infancy and that the literature lacks a clear understanding of their activities
relative to ESG factors, what assessment tools they prefer, what criteria they rely on when deciding
whether to perform an ESG due diligence, and the dominant barriers they face when considering ESG
issues in their investment strategies.

3. Materials and Methods

We started our research with a literature review of articles related to ESG factors and PE. To identify
relevant studies, we focused on scientific papers published in English in peer-reviewed international
journals, because these are considered certified knowledge, which enhances the reliability of the
analysis. We imposed a time constraint from 1970 until 2019. To identify suitable papers, we conducted
searches using two search strings: “private equity” and “ESG”. We applied these criteria to the
ISI Web of Science, specifically searching for any paper whose title, abstract or keywords included
“private equity” and “ESG”. The database search returned only four responses [40-43]. Since only a few
studies have been found in this limited area, we decided to explore the field by interviewing ESG and
PE experts. Thanks to Boston Consulting Group’s principal investors and private equity (PIPE) practice,
we had the opportunity to interview four experts in the field: the heads of sustainability teams at four
PE funds operating globally. The first interviewee worked for a France-based PE investment company
with $96 billion in total assets; the second worked for an Italian-based PE investment company with
Euro 10.2 billion in total assets; the third worked for a PE fund focused on market opportunities in
North America and Europe and with approximately $33 billion in assets under management; and the
fourth worked for an international investment firm with Euro 23 billion in assets under management
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with offices in London, New York, Paris, and Hamburg. We conducted four in-depth interviews
with each. Initially, we asked questions related to ESG integration into PE activities; we then asked
them to help us identify the possible weaknesses of the survey research we built in order to refine
it. Rather than a straightforward question-and-answer format, we allowed a discussion with each
interviewee. These are the questions we asked during the conversations:

e Do you have direct experience with ESG factor integration into PE activities?

e Do you think there is a need to integrate ESG factors into due diligence? If so, why?
e  What are the dominant barriers to ESG integration into PE?

e  How are ESG factors integrated into PE activities?

e In which ESG aspects are you most interested?

e Do you think that ESG factors depend on the industry?

e Do you have ESG experts on your team?

e Do you refer to external experts?

e Do you have your own ESG assessment methodology?

e Do you refer to standards?

e Do you refer to external ESG assessment experts?

e Did your investors explicitly ask for ESG integration?

e Have you ever increased the value of a firm in your portfolio through ESG initiatives?
e Do you think that ESG public information is enough?

All the interviews were performed face-to-face and lasted one hour. Then, we continued our
research through a survey. Thanks to Boston Consulting Group PIPE practice, we identified 23 PE fund
managers available to answer our survey who were mainly located in Italy, Switzerland, the United
States, the United Kingdom, and France. In July 2019, we submitted an online survey to these 23 leading
PE firms. All participants were provided with the following explanatory introduction.

The purpose of this survey is to map the current adoption of ESG (i.e., Environmental, Social,
and Governance) factors in the Private Equity industry and understand your firm’s current and target
best practices. The survey is 9 questions long, and its completion takes 5 minutes. We inform you
that the questionnaire is anonymous and that answers will be used exclusively for statistical purposes.
Thank you for your time and feedback.

Then, participants were asked to answer nine questions. The first three regarded ESG factors and
PE, while the remaining six were related to ESG factors and due-diligence activities. The survey was
in English, and five established PE experts revised its structure and contents to ensure its clarity and
effectiveness. In the Appendix A, we report the survey each participant volunteered to complete.

4. Results

The interviews with ESG and PE experts gave us a deep understanding of current trends.
We conducted four semi-structured interviews and made follow-up conference calls, thereby increasing
the reliability of our interpretations. The interviews revealed that PE firms have already started
incorporating ESG factors into their activities and that a growing number of PE firms have “an internal
committee responsible for ESG topics, with both top managers from investment teams and support
functions participating”. In addition, all the interviewees stated that there is a need to integrate ESG
factors because of investors’ pressure. Moreover, they reported that “the logic behind ESG factors
integration is to comply with regulations and standards” and specified that “when we perform an ESG
due diligence we employ external advisors specialized in compliance assessments”. One interviewee
stated that “most PE firms do not have standardized ESG procedures, neither at [the] due diligence
level nor at [the] portfolio level”. The interviewees revealed that they “do not do the ESG business
assessment for value creation”. Last, an interviewee explained that most PE firms “performed due
diligence regarding environmental issues thanks to the help of specialist advisors”, but conversely,
“social and governance issues were rarely checked and in case [they are] done internally”.
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To understand the importance attributed to ESG factors by PE firms, we started the survey by
asking, “Does your firm consider ESG factors important in private equity activities?” The possible
answers were (i) Yes, more than 5 years ago, (ii) Yes, approximately 5 years ago, (iii) Not now, but they
will become important soon, and (iv) Not at all. As reported in Figure 1, most respondents answered
that they considered ESG factors more important than they did 5 years before (72.7%), so we can
assume that the importance that PE firms attribute to ESG factors is rising.

Yes,
approximately Not now, but they
like 5 years ago will soon become

13.6% important
13.6%

Yes, more than 5
years dg()
72.7%
Figure 1. Does your firm consider environmental, social, and governance (ESG) factors important in
private equity (PE) activities?

We then asked, “Why are ESG factors becoming increasingly important?” to understand the reasons
why PE firms feel this urgency. Respondents had to answer on a 5-point Likert scale: 1 (strongly disagree),
2 (disagree), 3 (neither), 4 (agree), and 5 (strongly agree). The possible answers were (i) regulators and
public institutions are putting pressure on ESG integration, (ii) investors are putting pressure on ESG
integration, (iii) ESG factors are within the values and culture of my company, (iv) ESG factors should
be considered to align with fund competitors’ activity, (v) there is huge attention from media and
public stakeholders, (vi) there is a need to monitor and integrate ESG factors to cover risk issues,
(vii) ESG integration can lead to value creation, and (viii) other reasons. As presented in Figure 2,
most respondents answered that ESG factors were becoming increasingly important for several reasons.

First, investors pressure ESG integration (52.4% of respondents strongly agreed and 42.9% agreed).
Second, attention from media and public stakeholders’ pressures integration (18.2% of respondents
strongly agreed and 68.2% agreed). Third, regulators and public institutions pressure ESG integration
(31.8% of respondents strongly agreed and 54.5% agreed). Last, there is a need to monitor and integrate
ESG factors to cover risk issues (31.8% of respondents strongly agreed and 50.0% agreed). Evidently,
PE firms are integrating ESG issues due to the pressure exerted by investors, regulators and the media.

We then asked, “Regarding ESG, what does your firm do?” to understand what types of
activities are done by PE firms in relation to ESG aspects. Specifically, our aim was to understand
in what phases of a PE life cycle (sourcing, due diligence, portfolio and exit) ESG factors are
considered. Figure 3 presents the results. Consistent with our expectations, most respondents
answered that they focused on ESG aspects during the due-diligence phase by controlling minimum
ESG standards (e.g., ISO 14000 and ISO 26000) before investing or closing a deal (81.8%). In addition,
the results show that a few PE firms considered ESG factors during the due-diligence phase to assess
value-creation opportunities (only 40.9%). Evidently, the focus is on the risk side, not the value-creation
side. Moreover, many respondents answered that they considered ESG factors in the sourcing and
portfolio phases, while little attention was given to ESGs in the exit phase (31.8%). Specifically, 68.2%
of respondents stated that they ensured that portfolio companies had ESG policies and plans in
place once acquired, 63.6% stated that they excluded non-ESG-friendly industries from investment
opportunities (such as gambling, tobacco, alcoholics, etc.), and 59.1% stated that they implemented
ESG value-creation initiatives.
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ESG integration can lead to value creation

There is a need to monitor and integrate ESG
factors to cover risk issues

There is a huge attention from media, public
stakeholders

ESG factors should be considered to align with
fund competitors” activity

ESG factors are within the values and culture
of my company

Investors are putting pressure on ESG
integration

Regulators and public institutions are putting
pressure on ESG integration

= Strongly disagree = Disagree

0%

6 of 15

Figure 2. Why are ESG factors becoming increasingly important?

Exit: evaluation of ESG pilots/use cases to be included in
vendor due diligence

Portfolio: Implement ESG business value creation
initiatives (i.e., increase revenues and/or cut costs and/or
increase resiliency vs. competitors)

Portfolio: Make sure portfolio companies have ESG
policies and plans in place once acquired

Portfolio: Rank portfolio companies based on (non)
proprietary ESG indices/checklist

DD: Assess ESG value creation opportunities

DD: Control minimum ESG standards (e.g., ISO 14000, ISO
26000) before investing/closing deals

Sourcing: Exclude non-ESG friendly sectors/industries
from investment opportunities (such as gambling, tobacco,
alcoholics, etc.)

I - 31.8% 40.9%
I . 50.0% 31.8%
I . 68.2% 18.2%
- 54.5% 27.3%
I 42.9% 52.4%
I . 54.5% 31.8%
10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
= Neither Agree Strongly agree

68.2%

27.3%

40.9%

81.8%

63.6%

Figure 3. Regarding ESG, what does your firm do?

Then, we decided to understand the reasons PE firms consider ESG factors in their due-diligence
activities. Respondents had to answer on a 5-point Likert scale: 1 (strongly disagree), 2 (disagree),
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3 (neither), 4 (agree), and 5 (strongly agree), to the following items: (i) ESG integration can lead to value
creation, (ii) there is a need to monitor and integrate ESG factors to cover risk issues, (iii) there is
huge attention from media and public stakeholders (iv) ESG factors should be considered to align
with fund competitors’ activity, (v) ESG factors are within the values and culture of my company,
(vi) investors are putting pressure on ESG integration, and (vii) regulators and public institutions
are putting pressure on ESG integration (Figure 4). As expected, the chief reason PE firms focused
on ESG aspects in relation to due diligence was the pressure exerted by investors in this direction
(52.4% strongly agreed and 42.9% agreed). Second, most respondents agreed that there was huge
attention on ESG factors from the media and public stakeholders (18.2% strongly agreed and 68.2%
agreed). Last, many respondents stated that there was a need to monitor and integrate ESG factors to
cover risk issues (31.8% strongly agreed and 50.0% agreed). PE firms apparently feel urgency to focus
on ESG due to the rising attention from a growing number of different actors and to assess risks.

ESG integration can lead to value creation 31.8% 40.9%

There is a need to monitor and integrate ESG
) . 50.0% 31.8%
factors to cover risk issues

There is a huge attention from media, public

68.2% 18.2%
stakeholders

ESG factors should be considered to align

1 . , .. 54.5% 4.5%
with fund competitors’ activity

ESG factors are within the values and culture
) 54.5% 27.3%
of my company

Investors are putting pressure on ESG
. . 42.9% 52.4%
integration

Regulators and public institutions are putting

. . 54.5% 31.8%
pressure on ESG integration

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Strongly disagree Disagree Neither Agree Strongly agree

Figure 4. Considering your firm’s due-diligence activities, indicate how strongly you agree or disagree
with each statement.

To understand the frequency of ESG integration into due diligence activities, we asked,
“During private equity due diligence, does your firm assess ESG factors?” As reported in Figure 5,
59.1% of respondents stated that they assessed ESG aspects in all due diligence. We then asked,
“What are the main reasons your firm performs ESG due diligence?” Respondents could answer on
a 5-point Likert scale to the following answers: (i) to comply with local laws and regulations, (ii)
to comply with international ESG voluntary standards (e.g., ISO 14000, ISO 26000), (iii) to assess
cost-savings potentials, (iv) our competitors are integrating ESG factors, (v) to assess ESG risks (e.g.,
visualizing gap vs. competitors, prepare action plans to reduce gap), (vi) to understand if it is reasonable
put ESG value-creation initiatives into action, and (vii) for other reasons (Figure 6).
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During Private Equity Due Diligences does your firm

; 27.3% 59.1%
assess ESG factors?
0% 10%  20%  30%  40% 50%  60%  70%  80%  90%
= Never Seldom Sometimes Often Always, for all due diligences

Figure 5. During PE due diligences, does your firm assess ESG factors?

To understand if it is reasonable put into action o0, -
ESG value creation initiatives o o
To assess ESG risks (e.g. visualizing gap vs. 1o, .
competitors, prepare action plans to reduce gap) o o
Our competitors are integrating ESG factors 27.3% 9.1%

To assess cost-savings potentials 9.5% 14.3%

To comply with international ESG voluntary

33.3% 38.1%
standards (e.g., ISO 14000, ISO 26000) ’
To comply with local laws and regulations 25.0% 45.0%
0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
= Never Seldom Sometimes Often Always

Figure 6. What are the main reasons your firm performs ESG due diligence?

8 of 15

100%

The results show that most PE firms performed ESG due diligence to assess ESG risks
(31.8% strongly agreed and 45.5% agreed), to comply with international ESG international voluntary
standards (38.1% strongly agreed and 33.3% agreed), and to comply with local laws and regulations
(45.0% strongly agreed and 25.0% agreed). Few respondents stated that they did it to assess cost-savings

potentials or because their competitors were doing so.

In the last part of the research survey, we asked, “When assessing ESG factors, which of the
following tools does your firm use?”, “Which criteria does your firm rely on when deciding whether to
perform an ESG due diligence?” and “Which are the dominant barriers for ESG integration into due

diligence?”. Figures 7-9 show the results.
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Providers of proprietary data/reports/other info 22.7%
Public ESG ratings 13.6%
Ad-hoc experts 40.9%
Advice services from external tax/legal advisors 45.5%
Advice services from external ESG advisors 40.9%
Advice services from external business advisors 9.1%

Checklist / questionnaire with business-focused
questions on how to manage business risks and/or 63.6%
create value in portfolio work phase

Checklist/questionnaire to understand if company
complies with ESG local/international laws and ESG 63.6%
standards

Figure 7. When assessing ESG factors, which of the following tools does your firm use?

Type of fund (e.g., leveraged buyout, venture capital, growth 13.6%
equity) o

Type of ticket (e.g., minority investment, majority investment) 22.7%
Target company business model 59.1%
Target company size 4.5%
Industry ESG maturity 45.5%

Figure 8. Which criteria does your firm rely on when deciding whether to perform an ESG due diligence?

To assess ESG factors, PE funds use two main tools: checklist-questionnaires with business-focused
questions on how to manage business risks and create value in the portfolio work phase (63.6%) and
checklist-questionnaires to understand whether a company complies with ESG local-international
laws and ESG standards (63.6%). A modest number of PE firms used ad hoc experts (40.9%) and
advice services from external ESG advisors (40.9%) or tax/legal advisors (45.4%). Few respondents
used public ratings (13.6%), advice services from external business advisors (9.1%) or providers of
proprietary data (22.7%). Interestingly, PE firms decided to perform an ESG due diligence relying on
two primary criteria: the target company business model (59.1%) and industry ESG maturity (45.5%),
while only a few PE firms performed it depending on the company size (4.5%) or ticket type (22.7%).

Despite the rising attention on ESG factors, PE firms still face barriers that prevent their effective
integration into due-diligence activities. As reported in Figure 9, 59.1% of respondents declared
that there was still a lack of both information related to environmental and social issues and of
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comprehensive ways to measure them. Moreover, more than 40.9% of PE firms agreed that there was
a lack of internal skills and that this kind of activity was time-consuming.

Lack of comprehensive ways to measure ESG 59.1%
We are not interested in 4.5%
Lack of information 59.1%

Lack of external advisors with relevant experience in

ESG value creation 27:3%
Lack of internal skills 40.9%
It is costly 13.6%
It is time consuming 45.5%

Figure 9. Which are the dominant barriers for ESG integration into due diligence?

5. Discussion

Many companies are redesigning their activities to create work environments that are healthy and
fulfilling for employees and to deliver superior products and services without harming the natural
environment. This change of route comes from the increasing awareness that ESG issues and financial
returns are not necessarily at odds. In recent years, the attention on sustainable and responsible
investments and the need to integrate ESG factors has significantly increased. Even though ESG
issues are becoming the mainstream [44—46], there is no clear understanding of the reasons investors,
particularly PE firms, are struggling to integrate them, what kinds of activities and tools they use to
integrate ESG factors into investment decisions, what barriers they face, or what criteria they adopt to
decide whether to integrate ESG factors. Moreover, are PE firms approaching ESG factors as levers
to increase the values of portfolios to resell them? Due to our mixed-method approach, we built
a comprehensive understanding of the current trends in the PE field relative to the integration of ESG
factors and contributed the following findings to the literature.

First, it emerged that the interest in ESG factors is greater than ever and that PE firms are
integrating them into their strategies and activities. The results show that most PE firms integrate ESG
aspects because there is increasing attention on these issues from both investors and other stakeholders.
Consistent with the overall ESG transition, various external forces are pushing the PE industry towards
ESG integration. Not only investors but also other actors are urging PE firms to consider these aspects.
These sources of pressure might lead PE firms to consider ESG factors as a way to reduce the risk
of significant negative events rather than an opportunity to open up valuable new opportunities.
In addition, it emerged that this emphasis on ESG factors is a way to manage risks since few PE firms
approach companies’ environmental and social issues to create value. In line with these first results,
we found that the tools mainly used to assess ESG factors are checklists and that only a few firms use
external advice from industry experts. We contend that checklists are a useful tool for PE firms that
want to perform a company’s ESG assessment to reduce risk, but external advice from industry experts
should be used if the PE firm wants to open up market opportunities and spur innovation.

Furthermore, the criteria adopted by PE firms to decide whether to perform ESG due diligence
are the company business model and the industry ESG maturity. As expected, among the main
barriers that PE firms face are difficulties in finding information and the lack of a comprehensive
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way to measure these types of issues. Fortunately, more and more corporations are using the Global
Reporting Initiative standards to better evaluate and report their economic, environmental, and social
impacts [47]. We hope that this tool will also help PE firms.

This study contributes to the literature on PE and sustainability. While ESG factor integration has
largely been investigated as a driver of corporate performance [48-50], few studies have examined ESG
factor integration into PE activities, particularly how PE fund managers integrate ESG factors into their
investment strategies. We have filled this gap by documenting how PE firms integrate sustainability
into their activities, what tools they use, and what barriers they face. Our most important contribution
is introducing ESG factors to the literature on PE.

Considering the results, PE firms have two main approaches to ESG integration—risk management
and value creation—and the former is dominant. We recognize, of course, that this work has several
limitations. First, we recognize that our results are based on small sample sizes that do not represent all
PE firms. Second, we investigated only some aspects of PE activities. We recognize the need to expand
this research to possible differences depending on strategy (e.g., leveraged buyout, growth capital,
mezzanine capital, venture capital, etc.). Future studies could focus on each phase of a PE fund and
explore how they integrate ESG factors. We hope that future research will deepen insights into this
lively topic.

Evidently, to date, PE firms have focused on identifying the minimum levels of ESG integration
necessary to shelter the companies in their portfolios from possible risks and scandals; their aim is not
to identify and quantify business opportunities offered by ESG factors. The currently dominant PE
approach can be acknowledged as conservative since it is characterized by considering ESG factors
as a minimum requirement to fulfil in response to external pressures. The question that arises is
therefore whether PE funds are duly considering the value-creation opportunities offered by integrating
ESG aspects.
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Appendix A

Research survey’s questions

(1) Does your firm consider environmental, social and governance (ESG) factors important in
Private Equity activities?

Yes, more than 5 years ago

Yes, approximately like 5 years ago

Not now, but they will soon become important

Not at all

a0 o

(2)  Why ESG factors are becoming increasingly important? (1 = Strongly disagree, 2 = Disagree,
3 = Neither, 4 = Agree, 5 = Strongly agree)

Regulators and public institutions are putting pressure on ESG integration

Investors are putting pressure on ESG integration

ESG factors are within the values and culture of my company

ESG factors should be considered to align with fund competitors” activity

There is a huge attention from media, public stakeholders

™0 a0 oe

There is a need to monitor and integrate ESG factors to cover risk issues
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©)

(4)

©)

(6)

)

Regarding ESG, what does your firm do?

a.

© an o

-~

g.
h.

i

Sourcing: Exclude non-ESG friendly sectors/industries from investment opportunities
(such as gambling, tobacco, alcoholics, etc.)

DD: Control minimum ESG standards before investing/closing deals

DD: assess ESG value creation opportunities

Portfolio: Rank portfolio companies based on (non) proprietary ESG indices/checklist
Portfolio: Make sure portfolio companies have ESG policies and plans in place
once acquired

Portfolio: Implement ESG business value creation (i.e., increase revenues and/or cut
costs and/or increase resiliency versus competitors)

Exit: evaluation of ESG pilots/use cases to be included in vendor due diligence
Nothing

Other (please specify)

Considering your firm due diligence activities, indicate how strongly do you agree or

disagree with each statement. (1 = Strongly disagree, 2 = Disagree, 3 = Neither, 4 = Agree,
5 = Strongly agree)

o oo oo

Environmental factors are more important today versus 5 years ago
Environmental factors will become more important in 5 years versus today
Social factors are more important today versus 5 years ago

Social factors will become more important in 5 years versus today
Governance factors are more important today versus 5 years ago
Governance factors will become more important in 5 years versus today

During private equity due diligences, does your firm assess ESG factors?

e a0 op

Always, for all due diligences
Often

Sometimes

Seldom

Not at all

Which are the main reasons why your firm perform ESG due diligences? (1 = Never,
2 = Seldom, 3 = Sometimes, 4 = Often, 5 = Always)

°opaon oo

g

To comply with local laws and regulations

To comply with international ESG voluntary standards

To assess cost-savings potentials

Our competitors are integrating ESG factors

To assess ESG risks (e.g., visualizing gap versus competitors, prepare action plans to
reduce gap)

To understand if it is reasonable put into action ESG value creation initiatives

For other reasons

When assessing ESG factors, which of the following tools does your firm use?

a.

b.

Checklist/questionnaire to understand if company complies with ESG local/international
laws and ESG standards

Checklist/questionnaire with business-focused questions on how to manage business
risks and/or create value in portfolio work phase

Advice services from external business advisors

Adpvice services from external ESG advisors

Advice services from external tax/legal/other advisors
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f. Ad-hoc experts (e.g., industry experts with previous work on ESG, former ESG directors
of PE funds, etc.)

g.  Public ESG ratings

h.  Providers of proprietary data/reports/other info

i Others

(8)  Which criteria does your firm rely on when deciding whether to perform an ESG due diligence?

Industry ESG maturity

Target company size

Target company business model

Type of ticket (e.g., minority investment, majority investment)

Type of fund (e.g., leveraged buyout, venture capital, growth equity)
Other

o oo T

(9)  Which are the dominant barriers for ESG integration into due diligence?

a. It is time consuming
b.  Itis costly
C. Lack of internal skills
d.  Lack of external advisors with relevant experience in ESG value creation
e. Lak of information
f. We are not interested in
g.  Lack of comprehensive ways to measure ESG
h. Other
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