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What a difference a decade makes. This year
marks the 10th anniversary of the PEI Responsible Investment Forum in London, an event
that has soared in popularity and spawned its
own sister conference in New York.
Over that period, environmental, social and
governance issues have evolved from a niche
concern espoused by a few evangelists into a
mainstream preoccupation, as we recall in our
article ‘10 Years of ESG’ on p. 9.
“Ten years ago when we were having conversations with GPs on ESG issues, we were
told that we were one of few investors raising these points,” says David Russell, head of
responsible investment at USS Investment
Management, the investment arm of the UK’s
largest pension fund.
Fast forward to 2019 and GPs say that
demonstrating a commitment to responsible
investing has become integral to fundraising:
“LPs themselves are more engaged. The appetite for information is increasing and there is
more follow-on monitoring,” Graeme Ardus,
head of ESG at Triton, tells us.
The focus for LPs is changing too. For Swedish pension fund AP6, diversity and inclusion
– along with climate change – are the explicit
priorities where it seeks to influence GPs, as its
sustainability manager Anna Follér explains on
p. 23. Meanwhile, USS is pushing GPs hard to
carbon footprint its portfolios (p. 36).
The other big change is the rise of impact
investing, a term that was only coined in 2007.
Bain Capital, KKR and TPG have all raised
impact funds, and while crucial questions still
persist – notably the thorny issue of how you

measure it (p. 27) – deal teams are starting to
talk of impact as a gauge of ESG.
That’s reflected in this supplement where
three of the keynote interviews talk about
impact: Actis details its new impact scoring
methodology on p. 9, KPMG look at the differences between responsible and impact investing (p. 24) and fund manager Incofin explains
why impact strategies require local expertise
(p. 31).
If at the end of this you are still unsure
of exactly what this new asset class involves,
then turn to p. 34 for our rather wonderful
A-Z of Impact Investing which PEI produced
at the Global Impact Investor Network Investor Forum 2018 with illustrator Lee Playle.
Elsewhere, Blue Wolf Capital founder Adam
Blumenthal discusses the role of private equity
in reviving depressed parts of the US (p. 12)
and Aberdeen Standard explains why a commitment to responsible practises is important
throughout the investment lifecycle (p. 18).
If any of this twigs your interest in all things
ESG, then swing by our Responsible Investment Forum in New York on 5-6 March or
London on 5-6 June and say happy birthday.
Hope to see you there.

Graeme Kerr

e: graeme.k@peimedia.com
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LP PERSPECTIVES

INVESTOR CONCERNS

ESG:What do LPs want from their GPs?
Diversity and climate
change are two of the
issues that investors are
most likely to focus on
when scrutinising a fund’s
responsibility record,
writes Victoria Robson
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Ask a GP what drives their environmental,
social and governance agenda and more
often than not they attribute a significant
portion of their commitment to LP pressure
to demonstrate responsible investor credentials. So, when LPs are scrutinising a GP’s
ESG approach, what are they asking for?
For private market advisor StepStone,
the answer is relatively simple. GPs need
to be “good corporate citizens”, says David
Jeffrey, partner and head of StepStone
Global’s European business, adding that as
the definition of ESG expands, “what LPs
are demanding of GPs [in terms of ESG]
continues to grow”.
A solid understanding of ESG issues
and their integration into the investment
process, accompanied by robust documentation and reporting, are GP must-haves
commonly flagged by LPs.
Sixth Swedish National Pension Fund
(AP6) is one such LP. The ESG evaluation
tool deployed during fund due diligence
scores the investment team and its processes,
including which issues a GP focuses on and
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how they decide what is material, rather than
looking at individual sustainability topics,
says AP6 sustainability manager Anna Follér.
“We look more at ESG-related beliefs,
policy ambitions and practice,” she notes,
adding that a lack of understanding about
ESG issues is considered a red flag. For
funds without a formalised ESG programme, ambition and willingness to
develop ESG processes is key. “If there’s
not enough commitment from the GP we
see that as a risk,” she says.
Michael Cappucci, senior vice president, Harvard Management Company,
which manages Harvard University’s $37
billion endowment, echoes this approach.
“We look for intentionality of our managers:
do they have a commitment to ESG or ››
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are they using it as a glossy marketing
tool?” he says.
While assessing risk in due diligence
remains important, LPs are seeking more
input from GPs regarding reporting, monitoring and dialogue. “Through this dialogue
we can make sure that we understand the
GP and how they are looking at ESG and
we have some sort of assurance that they
understand the companies they are investing in on our behalf on a much deeper
level,” says an advisor for a Dutch pension
providor.
››

FOCUS AREAS

An LP’s interest in specific ESG topic areas
will depend on how that institution defines
its fiduciary duty and investment priorities, says Jennifer Choi, managing director
of industry affairs at the Institutional Limited Partners Association.
However, “governance is a universal priority [among LPs] regardless of whether
they have a formalised ESG programme or
not. All investors are looking for evidence
of good governance, both at the fund level,
in terms of how the manager prosecutes its
fiduciary duty to the fund and in particular
how conflicts are managed”.
For those LPs with a strong ESG agenda,
two topics commonly rank high as priorities: diversity and inclusion, particularly
around gender, and climate change.
In general, “LPs are always demanding
more from GPs, on everything. Better and
more performance, more disclosure, more
transparency”, says Cappucci. “One area
that has gotten a lot of exposure in the
last 12 months is gender diversity and discrimination issues. It’s got a lot of attention
in response to the #MeToo movement.”
“The broader secular trend in the
industry of attaching greater importance
to diversity and inclusion means that some
institutions have elevated these issues as a
prominent feature of how they think about
their portfolio and the relationships they

4

Whether ESG has led
to lower investment
returns has been a
hot debate at CalPERS

private equity international
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US AND THEM

Some US LPs still see ESG as a cost
with little benefit
While ESG is undoubtedly rising up both LP and GP
agendas globally, it appears not everyone is convinced
yet of its contribution to value creation, and LPs in
the US in particular.
For US state public pension funds sensitive to
funding deficits, applying ESG criteria can seem like
an expensive choice when their focus is on generating returns, says David Fann, chief executive officer
at advisor TorreyCove Capital Partners.
Even at the largest LPs, the impact on returns
of pursuing an ESG agenda can be contentious.
“Whether ESG has led to lower investment returns
has been a hot debate at CalPERS [California Public
Employees’ Retirement System],” Fann points out.
At Harvard Management Company “we do
believe that responsible investing creates value for
investors – with a caveat,” says Michael Cappucci.
“The caveat is the relationship is not linear. More
responsible investing doesn’t necessarily lead to an
increase in economic or investment performance.
We think it’s the managers who focus most on the
most material issues and have the most experience
who deliver the most value.”
In proving that ESG creates value, data is an
issue, says StepStone’s David Jeffrey. “We’re still on
a journey within the world of private markets to be
able to provide the empirical data that is required to
show responsible investment can add value,” he says,
noting that it falls to the LP community as a whole
to standardise GP due diligence so that managers
can make the case.
In the face of wide-ranging interpretations of
what ESG includes, “the challenge is to find common
ground” and a “relatively unified voice to help guide
GPs,” Fann says. This is not easy. As an example of
differing regional approaches to ESG, Fann notes
that European and Asian LPs have embraced Principles for Responsible Investment and UN Sustainable
Development Goals, while on the other hand, the US
government has withdrawn from the Paris climate
change agreement altogether.

f e b r ua r y 2019
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have with their managers,” says Choi, noting
that ILPA has engaged a cross-section of its
global membership to ask what resources
the association should develop regarding
diversity and inclusion.
For AP6, diversity and inclusion – along
with climate change – is an explicit priority and an issue where it seeks to influence
GPs. “These [topics] span the portfolio
and we believe the industry should work
systematically to improve in these areas,”
says Follér.
To further its agenda, in November, the
LP hosted a second roundtable for Nordic
GPs to discuss gender diversity in the industry. It followed a meeting in 2016, where
the group considered the state of play, the
challenges and what to do about them.
Two years on, and the discussion has
evolved from recognising there is an issue,
to how to measure the impact of steps taken
to increase the number of women working
in private equity. “Everyone is really interested in this topic and attended, not just
with their presence but by sharing their
experiences,” Follér says.
Recognising the impact of environmental issues on portfolio company operations,
LPs are also demanding more from GPs in
relation to climate change. Expectations
placed on GPs to provide carbon footprint
data will grow as LPs are required by the
Task Force on Climate-related Financial
Disclosures to look at these issues, says
David Russell, head of responsible investment at USS Investment Management.
USS expects to request more data from
GPs so it can carbon footprint its private
equity funds. “USS has undertaken the
carbon footprinting for all our investment
portfolios, but faced difficulties in private
equity in either getting the data or estimating it,” he says.
In future, it seems that all GPs not
already actively addressing these two topics
will face increasingly pointed LP questioning as to why not. n
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NEW METRICS

Defining and measuring impact
Actis has created its own open-source impact scoring
methodology in response to demand from LPs. Shami
Nissan and James Magor detail the challenges involved
Investing for impact may be nothing new,
but the increased popularity of strategies that seek to gain positive societal and
environmental outcomes is a trend that has
emerged over the past few years.
However, quantifying and reporting
on non-financial performance in an easily
comparable way remains a challenge and a
lack of standardisation in the way impact
is measured causes confusion.
In an attempt to address some of these
issues, Actis has developed its own impact
measurement methodology that provides
an impact score and an impact multiple
that allows the firm to report portfolio
companies’ overall positive impact alongside financial performance. It is also making
the methodology open source, so it will
be available for others to use. We caught
up with Actis’ head of responsible investment, Shami Nissan, and James Magor, a
responsible investment manager at the firm,
to find out more.
What led you to work on your impact
multiple scoring methodology?
Shami Nissan: One of the main triggers was

conversations we’ve been having with LPs.
Some are more knowledgeable on impact,
with in-house expertise, and others less so.
The question we are being asked is “What is
the impact of your investments?” However,
there is no established way to measure
impact, so it is up to us to frame the
response appropriately. They are discerning enough to ask GPs about how much
impact they are having, but can often find
it challenging to understand and measure
impact across sectors and investors.

6

five dimensions of impact: what, who, how
much, contribution and risk.
James Magor: The concept of double and

triple bottom line investing has been around
for a long time, but there are no common
industry standards for private equity investors to report on nonfinancial performance
on a balanced investment scorecard. We
have sought to devise an impact score and
an impact multiple that sit neatly alongside
financial metrics, such as IRR and multiple
on invested capital.

We don’t
see a tension
between
intentionality and returns.
Impact does not dilute
commercial performance
Shami Nissan

We don’t self-identify as an impact investor, but our investments have been generating positive impacts for many years. We
wanted to devise a framework that would
measure and quantify positive impact from
initial investment through to exit and be
able to report this as objectively as possible
so that it could sit alongside financial measures, such as IRR and return multiples. We
believe we have developed a methodology
that allows us to convey what we’ve achieved
while at the helm of a portfolio company and
allows us to report in a more standardised
way across different businesses.
The open source impact measurement methodology we use draws on the
work of the Impact Management Project
(IMP) which has built consensus amongst
more than 2,000 practitioners about the
private equity international

You’ll be making the methodology
open source. Why is this?

This is an important aspect of what
we are trying to achieve. We want to build
consensus around a measure that will help
LPs assess impact performance of GPs,
many of which just don’t have the resources
to develop methodologies for measuring
impact. We want to be transparent and
demonstrate what good looks like – otherwise you have a black box that is difficult
to unpick and understand.
SN:

It’s about building confidence and
credibility for the scoring system, too. The
methodology must be transparent in order
for the impact numbers to be credible and
worthwhile.
JM:

So how do you ensure the numbers
are credible?
SN: Part of this comes down to the design

of the methodology and we’re aligning our
approach to the United Nations’ 17 Sustainable Development Goals, or SDGs – a recognised framework that’s already being used
by LPs and other GPs.The SDGs are becoming an increasingly common language and
are widely adopted as a set of global goals.
The impact measurement methodology
february 2 019
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we use builds upon our long-established
ESG framework so we are confident that
we are being rigorous and systematic in our
approach to measuring impact. However,
what’s really important is that we are seeking third-party verification on the data itself
as well as the process.
We recognise that there is some scepticism and cynicism around impact. There
are some that question the validity of firms’
claims to deliver positive outcomes and there
are concerns about GPs impact-washing
their strategies. Third-party verification of
our system should help put these issues to
bed.
You said your firm doesn’t consider
itself an impact investor per se. So
how does the creation of the impact multiple sit with this statement?

Actis has a strong ESG track record,
based on the philosophy that robust environmental, social and governance frameworks create more resilient and therefore
more valuable companies. In addition, we
have long recognised that our companies
have a broader positive impact that extends
beyond the company itself into society at
large. It’s just that, until now, we haven’t
been able to systematically measure positive impact in an objective and robust way.
We will continue to develop and enhance
our approach to ESG, but we’ll now also
capture the positive impact of our portfolio
companies on society and the environment.

JM:
There are some that might say it’s impossible to boil myriad and complex
positive external impacts down into a single figure. What would you say to
this?
SN: We wouldn’t claim that our impact multiple is the answer to everything.You can’t

reduce some aspects of impact to a single number, so there will always be elements
that need to be expressed through a narrative. For these, you have to report in a more
qualitative way. The example I’d give is our investment in CSH in Uganda. This was to
be the country’s first credit bureau, however the lack of an official ID system in Uganda
was a barrier to its creation.The company introduced fingerprint ID and credit analysis
to the market – this was a first for Uganda and this biometric ID system become the
basis for a countrywide ID system.
When it comes to impact measurement, we have data on how many customers
benefited from access to credit and how new credit ratings were able to lower the cost
of borrowing. But what we can’t capture in a single number is how the creation of
the first credit bureau in the country catalysed a country-wide biometric identification
system, which in turn has generated further benefits to Ugandan citizens and the state.
JM: The

most challenging to capture are often the first movers in a market, such as
those introducing the first medical testing laboratories in Sudan.You can use statistics
to report on the number of tests carried out, but that’s not the point because their
sheer existence actually has the greatest impact on society.

f e b r ua r y 2019
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It’s about being more systematic and
evolving our approach. In instances where
our investment has, for example, connected people to the energy grid, we’ve
always been able to report financial and
ESG metrics (safety performance), but
now this approach allows us to capture
broader impacts (number of households ››
SN:
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connected to the grid, first time connections, community safety talks delivered). Our strategy hasn’t changed; what
has changed is that we will now measure
positive impact.
Some private equity houses have
launched new funds with impact labels.
These funds are often distinct from their
other offerings. We’re not walking down
that road. We are simply applying our
impact approach across all of our funds.

››

engagement to gain a social licence to operate and reduce risk from interruptions.
That means you have a lot of opportunity
to deliver huge impact to local communities if your strategy is well thought out. In
turn, community support can safeguard and
create financial value – the two reinforce
each other.
By your admission, some investments
will be more inherently impactful than
others. How do you manage that?

Part of the methodology is based
around intentionality to create
impact. There are some that would argue
that, as a private equity investor, your role
is to deliver returns first and foremost. How
would you answer that?
SN: We don’t see a tension between inten-

tionality and returns. Impact does not dilute
commercial performance. We will assess
deals in the normal way as well as identifying positive impacts we want to achieve,
such as whether the investment will create
jobs, improve access and affordability to an
essential service or generate clean energy. In
fact, a strong case can be made that impact
can contribute directly to company value
and therefore returns and we have many
examples of this.
When it comes to achieving impact
through investments, there is ample room
for different investment strategies to co-exist
such as concessional finance and blended
finance, but that’s not what Actis does.

We recognise that some investments
will have more inherent impact than others
and that is fine. What we commit to is to
increase the impact of the company during
the time of our ownership.
We think of the positive impacts associated with our investments according to
whether they are generated by the core or
ancillary activities of the investee company.
So when we identify a particular positive
impact we give extra weight to businesses
with these specific impacts as part of their
strategy. For example, if we invest in a company providing an essential healthcare service, the positive impact on that particular
country or market is generated by a core
activity of the business.Yet if you looked at
a power plant that ran health camps in the
local community, the health impact wouldn’t
be scored as highly because the impact is generated by a peripheral philanthropic activity
rather than the core activity of the business.
Does that mean you’ll be driven

markets in which we invest have
considerable and growing needs for core
infrastructure and essential services, such as
healthcare and education.That demand creates a compelling commercial opportunity
but investing in these sectors also generates
significant positive impacts.

JM: The

SN: In energy and infrastructure, for exam-

ple, we’re investing in large physical assets.
With these, you need effective community
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Magor: the methodology must be transparent

SN:

towards more inherently impactful
investments?

Not exclusively because there will be
some investments that are not highly impactful when we first invest but we believe are
capable of increasing their impact during our
ownership; they may not have a high impact
score but they will hopefully have a high
impact multiple because we have increased
positive outcomes through our influence.
An example of this would be an education

JM:

private equity international

investment we made in Latin America. At
the point of investment, we looked at affordability and because the business was catering
for mid to high-income groups, it was having
relatively low positive impact. During our
ownership, we introduced distance learning
courses (roughly half the cost of campusbased), which opened up tertiary education
to a different demographic – those on lower
incomes and working mothers, for example.When we analysed the investment using
our methodology, it still wasn’t a top impact
investment, but it was one of the highest
from a multiple perspective because of the
improvements to access, affordability, a significant rise in student numbers overall and
an increase in percentage of female students,
during our ownership.
How do you see this developing?
SN: We’d like to see a lot more collaboration across the industry on this subject and we would like to sit at the heart
of discussions. We recognise that there are
acute needs in the developed markets but
Actis has been investing with impact for a
long time in the growth markets and we
believe we can speak with some authority
on how private equity investment can help
to address growth market societal needs.
There is a need for the investor community to convene and develop a common
approach to impact measurement which
will ultimately be of benefit to all. n
february 2 019
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GOING MAINSTREAM

10 years of ESG
The past decade has seen the private equity industry take huge strides toward
advancing a responsible investment agenda, writes Victoria Robson
Time flies. Over the last 10 years, the private equity industry has transformed its
approach to environmental, social and governance issues. What began as a high-level,
niche concern focused on core principles
espoused by a few industry participants has
evolved into an increasingly mainstream,
hands-on preoccupation.
Looking back, 2009 marked a watershed year when the global financial crisis
precipitated sharper regulatory and public
scrutiny of the financial services industry and a heightened awareness of risk
management. The American Investment
Council (then the Private Equity Growth
Capital Council) issued its first guidelines
for responsible investment. KKR signed
up to the UN-supported Principles for
Responsible Investment (PRI) launched at
the New York Stock Exchange three years
earlier. And Invest Europe (then the European Private Equity and Venture Capital

Association) introduced ESG language into
its handbook for the first time.
“Ten years ago when we were having
conversations with GPs on ESG issues, we
were told that we were one of few investors
raising these points,” says David Russell, head
of responsible investment at USS Investment
Management, which was among the first LPs
to sign up to the PRI. “There were also very
few in-house ESG professionals, even among
the very largest private equity managers.”
Fast forward to today and the industry
is much more familiar with the language,
topics and issues relating to ESG. The
number of ESG specialists has rocketed and
responsibility for ESG matters has begun
to spread across firms.
This year, PRI and Private Equity International will host their 10th responsible investment forum. Since the debut event in 2010
in London, these gatherings have grown in
scale, number and geographies, and the ››

TIMELINE

How ESG went mainstream
2009
KKR signs the Principles for
Responsible Investment
The AIC develops responsible investing
guidelines
2010
First PEI-PRI Responsible Investment
Forum held in London

2011
2012
2013

THE STANDARD BEARER
Canvass any industry professional and they
will agree that since its launch in 2006 with
100 signatories, the Principles for Responsible
Investment has been instrumental in galvanising ESG best practice within private equity.
A meeting in New York in 2008 convened
by PRI of large GPs and LPs, as well as other
representative organisations, was a pivotal
moment, says USS’s David Russell. “This meeting really initiated discussions on ESG among
large private equity firms and their key investors, and was the first time that ESG was discussed as an important issue amongst such a
group,” he says.
Jump to 2019, from a handful of signatories holding private equity assets, PRI now
has more than 700. While some GPs remain
beyond the fold – The Carlyle Group is a notable outsider – PRI membership is increasingly

f e b r ua r y 2019

seen as a badge of commitment that LPs expect managers to obtain.
“LPs want to know what they could expect
from GPs in terms of ESG, what’s realistic,” says
Natasha Buckley, senior manager private equity at PRI, who sees the organisation as a platform for LP/GP engagement. “GPs view PRI as
a framework to explain what they are doing.”
While Buckley notes that GPs have met
and exceeded the bar set by LPs, the organisation’s work is not done. In the US, where
ESG has become a divisive topic, some LPs
still refute the argument that investing responsibly is their fiduciary duty. “If a GP is not
fundraising in Europe then they may not even
be exposed to an ESG agenda or understand
that it is concerned with investment value. The
US is where we want to get a stronger foothold,” she says.

the res pons ible invest ment s pecial 2 0 1 9

Invest Europe publishes ESG Disclosure
Framework for Private Equity
2014
Yale Endowment CIO David Swenson
calls on money managers to consider
climate change in their investments
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TIMELINE
2015
World leaders pledge at COP21 in
Paris to keep global temperature rise
this century below 2C

delegate list has become more diverse.
The topic focus has also shifted. “There’s
less evangelism and more detailed exploration of how to enhance returns through
good ESG deployment: a focus on how, not
why, you should do it,” says Nicholas Lockley, director of events, EMEA, at PEI.
››

Big issues: LPs have led
the drive for greater focus
on ESG concerns

FUNDRAISING

UN adopts 17 Sustainable
Development Goals
PRI launches the LP Responsible
Investment DDQ at the PEI
Responsible Investment Forum
French private equity firms launch
Initative Climat 2020
2016
The Financial Stability Board convenes
Task Force on Climate-related
Financial Disclosures

The G20 launches Sustainable Finance
Study Group
2017
PEI launches an annual New York series
of the Responsible Investment Forum
TPG launches and closes $2 billion RISE
Fund
2018
The European Commission releases
action plan for financing sustainable
growth
BlackRock’s Larry Fink focuses annual
letter to CEOs on sustainable longterm value creation
An IPCC report urges world leaders to
restrict global temperature rise to 1.5C
SASB publishes industry-specific
sustainability accounting standards

10

Demonstrating a commitment to ESG
has become integral to fundraising, says
Graeme Ardus, head of ESG at Triton,
which closed its latest fund,Triton V, at the
end of last year on €5 billion. “The nature
of expectations and level of diligence conducted by LPs related to ESG is different
from five years ago,” he says, noting that a
more diverse set of LPs in terms of scale and
location asked specific questions, requested
calls and submitted separate ESG questionnaires during marketing for Fund V. “LPs
themselves are more engaged.The appetite
for information is increasing and there is
more follow-on monitoring,” he says.
The launch in 2015 of the PRI’s LP due
diligence questionnaire (DDQ) and the
inclusion of ESG-related data in fund documentation have been key developments,
says Russell. “Even 18 months ago we would
have typically had to ask for this, but it is
now provided proactively by the majority of
GPs as they are raising new funds,” he says.
POLICY MATTERS

In addition to LP pressure, industry bodies,
like Invest Europe which launched its ESG
DDQ for portfolio companies in 2016, are
pushing the agenda. The rapidly evolving
regulatory environment is also forcing
investors to consider their ESG obligations. More than half of responsible investment policy dates from 2013, according to
PRI. Among the most recent touching on
a growing ESG issue is the EU’s General
Data Protection Regulation that came into
force last year and has put the spotlight on
cybersecurity and data privacy.
The Financial Stability Board’s Task
private equity international

Force on Climate-related Financial Disclosures is also viewed as a game-changer.
The TCFD issued its first status report at
the end of last year, which reviewed around
1,800 companies’ current disclosure practices relative to its recommendations. It follows the Paris Agreement on climate change
reached in 2016 and the launch of the UN
Sustainable Development Goals (SDGs)
a year earlier in spurring GPs to address
climate-change related costs and risks.The
influence of the Sustainability Accounting
Standards Board founded in 2011 has also
upped the stakes of not paying attention to
topics that matter to investors.
At the same time, technology and social
media are enabling increased public scrutiny, exemplified by the #MeToo campaign
february 2 019
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WHAT’S NEXT?

Progress has been made
but the path to responsible
investment is long

against sexual harassment. This has positioned workplace diversity and inclusion
front of mind.
“Diversity and, in particular, gender
were talked about at every event in 2018,”
says Shami Nissan, head of responsible
investment at Actis. “Private equity firms
have a significant opportunity to promote
gender equality through their portfolio
companies. In our portfolio, for example,
we employ 160,000 people. There’s real
power to drive change there.” Gender and
inclusion, she adds “has become a gating
issue for some LPs.”
RISK TO OPPORTUNITY

Today, there are still some GPs that
approach ESG as simply a compliance
f e b r ua r y 2019

function. But increasing numbers sitting
at the other end of the spectrum recognise
that investing responsibly, concentrating
efforts on topics with material impact, and
integrating a robust programme throughout the investment cycle, present a huge
opportunity to create value.
ESG engagement has become a differentiator. “With competition being so fierce
and record levels of dry powder, particularly
at the larger end of the market, it’s about
finding every value creation and functional
lever you can to differentiate yourself,” says
Alan Gauld, investment director at Aberdeen Standard Investments.
“That’s part of the reason why people
are focussing more on ESG during due
diligence rather than approaching it as a
the res pons ible invest ment s pecial 2 0 1 9

Market participants note the diversity of LP,
GP and consultant approaches to ESG and
the variety of reporting methods is an obstacle to benchmarking firms. On the other
hand, case studies and metrics proving the
case for value creation are scarce.
“I’d like to see ESG spoken about in
terms of the financial benefits, its contribution to the business and ultimately to the exit
process,” says Adam Black, head of ESG and
sustainability at Coller Capital, who believes
bottom-up ESG engagement involving the
investment team is typically more impactful than top-down initiatives alone. “SDGs
are interesting to map across a portfolio but
GPs need to focus on where they can make
a material difference,” he says.
At the same time, some GPs are adopting a bolder and more ambitious take on
what it means to invest responsibly. “As an
industry and as a firm we have moved from
articulating principles at a policy level to a
deeper connection to our role in society and
impact beyond financial returns,” says EQT
head of sustainability Therése Lennehag.
This requires moving from a “risk focused
compliance approach and process orientation to caring about outcomes and impact
and thinking about the investment opportunities”.
Impact investing – with its focus on
the societal and environmental implications of a portfolio company’s product and
service offering – has arrived. For sustainable investment veterans, it is an inevitable
destination. “The better firms are looking
at operations and supply chains as well as
outputs,” says Black. “We should view this
as ESG with impact.”

reporting requirement post event. ESG
is being seen more and more as a value
creation lever rather than just risk mitigation.”
Private equity was late to the conversation about investing sustainably. For those
managers who continue to shrug off its
importance, the reputational and operational risks will only increase and they will
miss an opportunity to create additional
returns. For those seeking to catch up, the
benefit of private ownership is they can get
there – very quickly. n
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RURAL INEQUALITY

Bridging the social divide
Social problems that appear intractable to governments
can have clear solutions if viewed through private
equity’s ESG lens, says Blue Wolf Capital founder and
managing partner Adam Blumenthal

A CARING APPROACH
From an ESG perspective and an
investment perspective, what was
the opportunity in Elara Caring?

US mid-market firm Blue Wolf Capital has
established its reputation on a willingness
to take on industrial and social challenges
that private equity firms tend to avoid.
Whether it is acquiring heavily-unionised
companies, investing in highly-regulated
sectors such as the healthcare industry or
identifying opportunities in some of the
poorest regions in the US, Blue Wolf has
built an impressive more than $1.2 billion
in capital by focusing on some of the more
disadvantaged areas of the economy.
Here Blue Wolf founder and managing
partner Adam Blumenthal explains why
he believes that private equity can deliver
great returns to investors – and help solve
some of the biggest challenges facing the
country – by focusing on some of society’s
most intractable problems.

We are
addressing
social problems
of community stability
and giving an economic
future to areas that are
not attracting capital
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Blue Wolf has been calling attention
to challenges that governments are
not addressing. Why is that?

Companies thrive by solving problems –
that’s what drives value creation. In today’s
environment, there is a chance to shift the
line that divides those facts about the world
that can’t be changed and the value creation
opportunities that benefit both business and
society. By doing so, you can make outstanding investments.
From a value creation perspective,
what are the divisions in society that
private equity can address?

The urban-rural divide is a good example
of a social division that policymakers wring
their hands over, but provides a value creation opportunity for investors. When we
leave our offices in New York to go to the
pulp and paper company we run in Madawaska, Maine, or to the saw mill we own
in Dixie County, Florida’s poorest county,
we are the only private equity investors in
the room. Most of our best investments
have resulted from us getting out of the
city and going to places where there is an
arbitrage opportunity because there is no
other private equity there.
When we do that we solve two problems. First we generate great returns for
our investors because we are not following
the crowd. Second, we are building a bridge
across that divide.We are addressing social
problems of community stability and giving
private equity international

The opportunity in providers of homebased care is driven by demographic and
structural trends that an ESG lens makes
clear. Homecare allows people to be looked
after in a way which both improves care and
keeps them out of institutions. It reduces
costs, improves quality and addresses one
of the greatest problems America faces.
There are challenges. Payment systems
and the incentives for hospitals and providers don’t provide a well-coordinated
and functioning system. But because we
understand the government programmes,
and the differences between not-for-profit
and for-profit institutions, we have been able
to design products that improve outcomes
for patients and healthcare systems, and are
still regulatory compliant.
How do you manage risks, such as
the threat of a shifting policy landscape, complex regulation and public scrutiny of the handling of vulnerable people?

We are 100 percent confident that we don’t
know what the healthcare system will look
like in five years. That’s clarifying because
if you don’t know, you have to create a
business strategy that works regardless of
the macro structural outcome. Our business strategy for Elara is based on keeping people healthier than they would be,
avoiding unnecessary costs, and doing it in a
way that customers appreciate and that has
consumer support. If we do those things,
we are confident that whatever the macro
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an economic future to areas that are not
attracting capital.
Another gap which I believe is more
pronounced in the US than in many EU
countries is the disparity in healthcare
outcomes. We think more private equity
firms should address the arbitrage opportunities in this market, which will result in
improving patient outcomes and reducing
overall medical spend for individuals and
the country.
So why aren’t more private equity
firms looking at these opportunities?

look likes, we will have created a company
that truly creates value for the system.
Great Lakes Caring
Elara network

–

– part of the

was named one

of the best places to work in ageing services in 2018 by Fortune Magazine. How
important is focusing on the wellbeing of
the staff as well as the patients in healthcare companies?

It’s really the S in ESG. We focus on how

f e b r ua r y 2019

employees are treated and retained, what
kind of career ladder they have, what kind
of partnerships there are with communities to provide opportunities for people
where they live. Getting that right has
allowed us to grow much faster.
Coming from an industrial background,
another thing we found eye-opening was
safety. Employees were very appreciative
when we brought a safety focus to the
homecare industry.

the res pons ible invest ment s pecial 2 0 1 9

People tend to enter private equity because
they want the clarity of driving returns and
achieving outcomes. We are told that it is
counterproductive to pay attention to anything other than a narrowly-defined path
to increasing shareholder value. And many
are afraid that if they broaden their horizons, they will take into account things they
shouldn’t.
Early proponents of ESG didn’t see that
ESG concerns have to be tightly knit to the
core investment thesis and strategy to really
drive value. Private equity is now finding
ways to knit those principles to the investment thesis to make it more robust and
less risky.The more that happens, the more
widespread the opportunities will become.
For private equity, ESG is often
about mitigating risks and protecting value. Should the industry think differently about approaching opportunities and
adding value?

If ESG is going to be meaningful, it should
be about building, not playing defence. If
you prevent a bad press story, or pay attention to workplace safety or environmental
compliance, you can protect a company ››
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from risk. But if you look around the
world today, the next 20 years’ worth of
value is not going to come from people
being more careful about these issues. Creating value will come from helping society
to work better, and building companies that
deliver on those opportunities.
The world today is typified by polarisation. You don’t get constructive outcomes
from polarised sides that fixate on impractical problem definitions.With private equity
now at a global scale where we can provide
leadership, our role should be about defining a better path forward. And the primary
impact of ESG should be identifying clearer
opportunities.
One place where this has happened in
the US is the move to quality and value
in healthcare. This has been led by private
equity-backed companies that have found
ways to address problems that had proved
to be quite intractable for governments. It’s
the perfect example of how leadership can
create value.

over the last 18-24 months. However,
business opportunities are related to the
structure of our economies and that does
not change with political volatility. Fundamentally, if you have an investment thesis
based on a real understanding of industry
demand, cost curves, and the ability of
human capital and strategy to enable you
to outperform your competitors, that’s not
going to change because of political shifts
in Washington, London or Paris.

››

Global corporations are focused on
Blumenthal: value comes from helping society
to work better

How does your approach to value differ?

operate. Where there is an opportunity to
advance the stability of a region, we get
significant economic development support
because we have long-term relations and
people know what we want to achieve.
So should investors think more like
policymakers, and policymakers
more like investors?

You’ve spent a career in investments,
but you’ve also worked in government in roles including the chief financial
officer for the New York City comptroller.
How has your work in government played
into your strategy about solving societal
challenges?

Most mid-market companies simply see government as something that gets in the way.
What I learned from working extensively
with different parts of government at the
federal, state and local level is if business
takes the time to understand the direction
regulators are looking to go, and finds ways
to align strategies, it is possible to make government relations an accelerant for business.
We have seen that in our pulp and paper
businesses. These are large industrial complexes that are typically critical to the economic stability of the regions in which they
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creating ever-larger profits and
delivering those back to shareholders.

In industries as diverse as forest products
and home health, we have found that if we
have a seat at the table in Washington when
the regulations that affect our companies
are hammered out, we wind up in a regulatory environment that we understand
better and can respond to more rapidly.
And we have found that regulators are much
more likely to make good decisions if we
have fully presented our case and described
the impact of regulation on our businesses.
In the age of unpredictable political
outcomes – such as Brexit and the
Trump presidency – how has your approach
to solving challenges changed?

We are certainly aware of political risk and
the risk of rapidly changing regulatory environments – volatility in government policy
has preceded volatility in equity markets
private equity international

If you look at the US and Britain at the end
of WWI and WWII, the idea that business leadership involved looking broadly at
building a better future was non-controversial. Somewhere along the way in the
1970s, that perspective was marginalised.
‘Greed is good’ was a fictional statement by
a fictional character but it exemplified an
ethos – it stuck because it had roots in how
people were behaving and what the business
community thought its mission should be.
If you look across societies today, we are
reaping the whirlwind that attitude sowed.
The culture obsession with quarterly
earnings guidance has not produced good
results for society as a whole. If you have a
three-month time horizon, doing tomorrow pretty much what you did yesterday
probably is the best solution. But some
of these intractable problems around
healthcare, urban-rural divisions, income
inequality, or training and education, aren’t
problems you solve in a quarter, they are
problems where meaningful progress can
only be made over a period of a few years.
Private equity is uniquely suited – not to
solving every problem in one grand stroke
but at least to building organisations that
do a better job. n
february 2 019
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DIVERSITY

Reputational risk in the #MeToo era
With the rise of the
anti-sexual-harassment
movement, industry
stakeholders need to think
differently as they mitigate
reputational risk, writes
Kalliope Gourntis

Reputational
risk as it
relates to
sexual harassment,
diversity and inclusion
has always been there
Emily Mendell

Making the right choices – whether it is
investing in a viable project, a company
with potential, or staying true to one’s
strategy – will always be part of investors’
decision-making process, not only in terms
of achieving the best possible financial outcomes but also in terms of protecting their
brand name.
However, in the recent past, and particularly the past year, other factors are
increasingly moving to the fore.
“Reputational risk as it relates to sexual
harassment, diversity and inclusion has
always been there,” remarks Emily Mendell,
managing director, communications at the
Institutional Limited Partners Association.
“Conversations around diversity and
inclusion have been going on for a while
– as far back as 10 to 15 years – but what
happened with the #MeToo movement is,
I think, everyone was really so horrified
by the extent of some of these situations
that it created a sense of urgency,” she says,

referring to the reaction and backlash that
erupted in autumn 2017 after widespread
sexual harassment charges swept through
Hollywood and beyond.
Ana Lei Ortiz, a managing director at
alternative investment management firm
Hamilton Lane, agrees.
“Reputation has long been important
to investors, but as more and more investments fall under the media lens and the
industry becomes slightly more public,
this becomes an increasingly big topic,”
Lei Ortiz says. “We have seen this in supply
chains, for example. Perhaps an LP thought
they had an investment in a US-based company and, in fact, several steps down in the
chain there’s child labour. That maps back
to the LP,” she says.
REVAMPING DUE DILIGENCE

Mendell confirms that ILPA’s members
– approximately 450 institutional investors with $2 trillion in assets under ››

OPEN YOUR MINDS

Compared with women, the majority of male directors
discount diversity
Directors who say the following factors are very important:

Gender diversity
Diversity of board tenure
Diversity of age
Racial diversity
International background
Diversity of socioeconomic background

%
Male

Female

Source: PWC 2017 Annual Corporate Directors Survey
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management – are increasingly turning
their attention to these issues and the association is in the process of expanding its due
diligence questionnaire to address them.
ILPA is doing this in three ways: first,
by adding a template that will allow GPs
to provide metrics related to diversity and
inclusion, such as the percentage of women
and people from ethnic minorities they
employ based on seniority. The second is
to ask GPs for information regarding their
human resources policies that prevent
harassment and discrimination, while also
promoting inclusion. The third is adding
more pointed questions about employee
departures.
“In the past, the due diligence questionnaire would say, ‘Please name the partners
who have left your firm and why,’” Mendell recalls, offering an example. “It was
an open-ended question. The firm could
therefore say a partner left to pursue other
opportunities.While that could technically
be true, it could leave out a lot of important
information about the fact that the partner
may have been asked to leave because of
inappropriate behaviour.”
The revisions are currently under way.
the association says.
Andrew Borowiec, executive director
of the Investment Management Due Diligence Association, also believes such questions will become a standard part of due
diligence. “The investors are going to ask,
they’re going to be pushing these questions
and the fund managers have to be ready
for it. Fund managers have to know what’s
coming and they have to welcome it,” he
warns.
Yet, a survey conducted by IMDDA
between late 2017, when the #MeToo
movement began, and February 2018
produced some disturbing results. Eightynine percent of those surveyed – including
endowments, pensions, insurance companies, banks and funds of funds worldwide –
said they did not specifically enquire about
››
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sexual harassment in the workplace when
selecting a fund manager.
“That was not that surprising, since
#MeToo had really just started,” Borowiec
comments, adding that most investors were
asking about the culture of the firm in general.
What was surprising, however, was that
there was a small portion (4 percent) of
investors surveyed that said they would still
invest with a fund manager even if sexual
harassment issues were revealed during the
due-diligence process. Another 17 percent
said their decision would depend on “the
level of harassment”.
“These answers are very alarming,”
IMDDA said in its report. “Failing to investigate further investment managers who
during the due-diligence process reveal
that they have had sexual harassment problems is a huge oversight of reputational and
financial risk.”
But, it’s not just sexual harassment,
which everyone we spoke with agreed
was a black-and-white, unacceptable issue
– diversity and inclusion are also important
when it comes to reputational risk.

How you
actually
engage with
your stakeholders and
what your culture is
are key indicators of
your reputation. And I
think it’s critical to have
diversity in that
Matina Papathanasiou

KEEPING YOUR SOCIAL LICENCE

Matina Papathanasiou, deputy global head
of infrastructure at Australian fund manager
QIC, explains how reputation – which she
says is “critical” when you’re a fiduciary –
ties in to diversity.The link is social licence
by building trust.
“As an industry, we need to communicate the benefits of private capital ownership of infrastructure assets. When you
think about who your audience is, stakeholder management is key,” she says. “How
you actually engage with your stakeholders
and what your culture is are key indicators
of your reputation. And I think it’s critical
to have diversity in that.”
Papathanasiou’s views happen to coincide with McKinsey’s findings in its diversity report, published in January 2018.
private equity international
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According to the management consulting
firm, inclusion and diversity strategies can
“improve a company’s global image and
license to operate”.
“Even before the current climate raised
the stakes on I&D, companies who were
leaders in this space benefitted from an
enhanced reputation, extending beyond
their employees to their customers, supply
chain, local communities and wider society,” McKinsey states in its Delivering through
Diversity report.
“Recent highly publicised issues with
gender and racial discrimination highlight
that, for many companies, this is also a
matter of license to operate,” it adds.
The first recommendation McKinsey
makes for a firm to successfully implement
an inclusion and diversity strategy that will
deliver a positive impact is that the initiative
needs to start at the top and “cascade down
to middle management”.
It is an approach that QIC also follows,
according to Papathanasiou. “We have had
a QIC diversity and inclusion policy for
some time now. The QIC board has overall responsibility for developing a diverse
and inclusive culture and implementing
it. We seek to replicate that in the Global
Infrastructure team and in the investments
that we manage.”
She also explains why it is important
to start at the top. “When you’re looking at ESG-related issues, particularly the
social and governance aspects of ESG, it is
really important to ask, ‘How is the company managing its social license?’ ‘How is
it engaging with all the relevant stakeholders – customers, communities, employees?’
‘How is it managing its reputational risk and
does it have diversity in its workforce to
build a strong track record in that aspect of
its management?’” she remarks. “The board
and management need to lead that discussion; that’s where it all starts.”
Evidence is mounting that having diverse
teams – not only in terms of gender but also
f e b r ua r y 2019
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in terms of ethnicity – also leads to better
financial performance.
For example, the McKinsey survey
found that companies in the top quartile
for gender and ethnic/cultural diversity
were 21 percent and 33 percent more likely,
respectively, to experience above-average
profitability on EBIT margin than companies in the fourth quartile.
The National Association of Investment
Companies found in its 2017 Examining
the Returns report that US diverse-owned
private equity firms on an aggregate basis
generated a 16.15 percent IRR for the
10-year reporting period ending December
2015, compared with the 11.3 percent IRR
generated by the Cambridge US Buyout
benchmark during the same period.
Mendell, who admits LPs are in “various places” when it comes to diversity and
inclusion, says “most members believe that
this is the right thing to do but it’s also
good for business. I think limited partners
overall are far more mindful than they’ve
ever been about this”.
The types of questions LPs are beginning to ask of their fund managers are also
the types of questions GPs are – or should
be – asking of their portfolio companies.
“We do a comprehensive assessment,
which includes social risk and reputation,”
Papathanasiou says. “If a company finds evidence of poor culture and weak governance
its social licence will be negatively impacted.
“It is a high priority for us to make sure
we manage it well. If you don’t manage your
reputation, your social licence, that can lead
to regulatory risk, loss of customers, loss of
government support, loss of opportunities
and partners.
“So, it’s critical in this industry to build
trust with the community, customers, regulators, governments, your employees.You’re
not just there to make a quick buck and
get out.You have a long-term infrastructure
asset that provides an essential service to
the community.” n
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INTEGRATING ESG

‘If you stand still, you’ll get left behind’
Alan Gauld, investment director of Aberdeen Standard
Investments, and Jamie Govan, senior ESG analyst,
explain why a commitment to responsible practices is
important throughout the investment lifecycle
LPs are increasingly demanding to

Why is considering ESG issues

see evidence that GPs integrate ESG

important in due diligence?

from the beginning to the end of an invest-

AG: The focus on operational value creation

ment. What does best practice look like?

has increased quite significantly over the past
10 years. With competition being so fierce
and record levels of dry powder, particularly at the larger end of the market, GPs
are trying harder to find an edge that gets
them to the front of the pack. These days
you can rarely win a highly competitive deal
at a price that makes private equity returns
based solely on what company management
are telling you. You have to find ways to
create value over and above the management
plan. It’s about finding every value creation
lever you can to differentiate yourself.That’s
part of the reason why people are focusing
more on ESG during due diligence rather
than approaching it as a reporting requirement post event. ESG is being seen more
and more as a value creation lever rather
than just being about risk mitigation.

Alan Gauld: From our point of view as an

LP, the first thing that we look for at the GP
is ESG buy-in at a senior level.That is absolutely key.Without it, it becomes difficult to
encourage others to follow any sort of ESG
procedures day-to-day. That buy-in at the
top permeates through to the investment
professionals that are transacting deals and
performing due diligence and monitoring
the portfolio companies.
If you go to the large and mega funds,
they might have a team of two, three or
more individuals dedicated to ESG. Realistically, a lower mid-market fund of say $300
million is never going to have that luxury.
Having someone who is at least accountable
at mid-level, whether that’s an ESG specialist or investment manager who believes in
ESG as a value creation lever, is important.
And there needs to be a holistic
approach. GPs can’t simply undertake a
transaction and ask in the 100-day planning,
what’s your approach to ESG? In due diligence, they’ve got to have that focus. Having
defined procedures on how you incorporate
ESG into your analysis both pre- and postinvestment is very important. We see that
from the best managers in the market. It
isn’t a box ticking exercise. Managers have
to figure out how ESG fits their firm size
and investment strategy, and how it can
help create sustainable returns.
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Jamie Govan: Part of the drive for more
consideration of ESG in investment decisions comes from the rise of institutions
like the Principles for Responsible Investment, more regulations and guidelines such
as those promoted by the TCFD (Task Force
on Climate-related Financial Disclosure)
and better disclosure of companies’ impact
on aspects like carbon emissions, their
workforce or the communities in which
they operate. These issues resonate closely
with the person on the street and, in turn,
investors are more cognisant about what
private equity international

SURVEYING THE ESG SCENE

Since 2014, Aberdeen
Standard has surveyed
its European GPs on their
ESG practices. In 2018, it
expanded the geographic
scope to include managers
in North America and Asia
for the first time
You contacted more than 150 of
your core GPs last year to ask about
ESG. What’s the purpose of the survey?
AG: We use this as a portfolio-monitoring
tool. It also allows us to proactively share
best practice and add value to our GP relationships. For example, we can go back to
GPs that lag behind their peers and let
them know where they stand. Perhaps we
can encourage them to look at what other
people might be doing and what they could

their money is actually doing. We certainly
see it in the terms of Requests For Proposals (RFP) that come in from our clients and
pass through our ESG team. Every single
one has ESG-related questions in there,
asking how we think about it, how we
implement it and to what level. The RFPs
are getting more specific and detailed and
more time consuming to carry out. As an
LP, we are concerned with specific risks
relevant to the GP, where they are exposed,
what’s the material issue, rather than focusing on any one particular theme.
Surprisingly, Aberdeen’s annual
survey of GP engagement with ESG
revealed that fund size and resources are
not a determinant of ESG commitment.
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Overall GP ratings
32.7%

32.7%

34.6%

Europe
31.7%

48.8%

19.5%

North America
19.4% 9.7%

improve. As a GP, listening to your investors on this topic is important to make
sure that you’re best in class in integrating
ESG into your business. The industry is
moving forward with ESG and it is important to not be left behind.

70.9%

Since you began the survey, what
key trends have you seen?

Asia
51.1%
Clear process
in place

13.3%

35.6%

Partially in place

No process

Source: Aberdeen Standard Investment 2018 Private Equity ESG
Survey

Have you implemented any significant
initiatives to improve ESG standards in the
GP and across the portfolio in the past year?
55.1%
Clear new
process in place

16.3%
Partially in place

28.6%
No new
initiative

Source: Aberdeen Standard Investment 2018 Private Equity ESG
Survey

AG: It was striking that there is no real
correlation.The survey was sent broadly to
similar numbers of large and mid-market
GPs. Most have delivered an ESG policy or
made improvements to their ESG standards
in the last year, most are paying more attention to it in due diligence and portfolio
monitoring. Lower mid-market GPs should
be commended for taking this topic seriously, despite typically having less resource
than large GPs.
Mid-market funds are looking to set
themselves apart through ESG?

Exactly. If you stand still, you’ll get
left behind. We are seeing more funds that
are trying to use specific elements of ESG
as part of their investment strategy, not

AG:
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AG: When we started our ESG survey in

Europe four years ago, far fewer GPs had
their own policy and really considered this
topic. The big difference now in Europe
is that the majority of those that we surveyed are engaging with ESG at a high level
and integrating it into their investment
strategy.The question now is, how do GPs
take ESG to the next level? The answer
could involve exploiting technology and
data, in order to improve investment due
diligence, portfolio monitoring and investor reporting in relation to ESG factors.

What significant initiatives to
improve standards were you
expecting to find?

We were more concerned about
tracking GPs’ quest for improvement. To
check people aren’t standing still, and they
can evidence what they’re doing. European
GPs have a solid ESG foundation and the
response rate to the survey was high. But
when we asked about the specifics and
the metrics, the standard of responses
noticeably dropped. Technology is part
of the answer. We’re seeing some GPs
implementing ESG software that allows
portfolio company chief financial officers
to push KPIs [key performance indicators]
through to them on a regular basis, which
provides them with more information
about their businesses and where they can
potentially make changes. That’s certainly
something a number of GPs have talked
about in response to the survey.
AG:

impact funds per se but funds like Summa
Equity in the Nordics that specifically focus
on mega trends and ESG when they decide
on investment criteria.
What obstacles are there to rising
ESG standards and bridging the gap
between LP demands and GP engage-

ESG is being
seen more and
more as a value
creation lever rather than
just risk mitigation
Alan Gauld

ment?
AG: In the last five years there’s been a clear

investor drive for ESG and generally GPs
in Europe have taken that on board. But
there is still a blockage around data. In
Europe we’re not really seeing many GPs
push through ESG data proactively or voluntarily. With certain GPs we know they
would be happy and able to provide it.With
others, less so. More and more, LPs like ››
the res pons ible invest ment s pecial 2 0 1 9
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ourselves have their own clients who
want to know what’s happening in their
portfolio regarding ESG, not just financial
metrics. The next stage is getting quality
ESG metrics frictionlessly pushed through
from the portfolio company to the GP and
on to LPs so they have a clear understanding of what’s happening in their portfolio
across a number of areas.

a number of large steps taken in regards to
regulations and corporate governance in
places like Singapore, Malaysia and Japan.
China as well is taking environmental
issues much more seriously in recent
times. While there is, of course, plenty
of progress still to materialise, these are
drivers that have had an affect across all
asset classes.

JG: Better technology is definitely facilitat-

The Wates Corporate Governance

››

Gauld: ESG is not just a box-ticking exercise

ing the unearthing of data. There’s been a
lot of data out there for a number of years
but the issue has been to extrapolate that in
a digestible fashion so you can then report
it – whether you’re a company or a GP.
Then you can start to compare and contrast
regarding your peers and accurately measure performance.Third party providers [of
ESG data] are increasing their interest in
the private market space which is less competitive than public markets.
Why does North America lag Europe
in terms of ESG engagement?
AG: Of those that responded, only 19 per-

cent of North American GPs said they had
a clear process in place, substantially below
the level in Europe and Asia. In private
equity, the genesis of ESG was in Northwest Europe. Culturally the US has a different view on creating returns and ESG’s
role. Investors in the region have a role to
play in increasing the emphasis on ESG.
North America is often treated with
a broad brush but there are regional discrepancies. In Canada, ESG integration is
far more established, and in certain states
in the US as well.

JG:

Asia, in contrast, seems to be making
progress on ESG. Why?
Govan: investors care more about what their
money is doing
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JG: It is difficult to say for certain but part

of it is cultural. In addition, there has been
private equity international

Principles for Large Private Companies were published in December after a
consultation launched in June. How has
Aberdeen participated in their development?
JG: Its goal is to promote ESG considerations in private companies that don’t have
to abide by the same kind of guidelines that
stock exchanges around the world have
increasingly laid down for listed companies. Much of the basis for it has been taken
from the UK Corporate Governance Code
but it has been appropriately adapted to be
more applicable to private companies. It is
not a legal requirement but it is expected
to become best practice. It is an “apply and
explain” regime, rather than “comply and
explain”, and a significant step in the right
direction.
We were asked to give feedback during
the consultation. One of the issues that
came up was in regards to principle two
that addresses board composition. There
was a reference to diversity and we asked
for some more specifics on that. We highlighted the objectives established by the
30% Club [the global market initiative to
promote diversity on boards and in senior
management] and suggested that private
companies use these as aspirational targets.
This is an area where we’ve been active and
Aberdeen Standard Investments’ investment director, Deborah Gilshan, co-chairs
the 30% Club’s UK Investor Group. n
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DEBT FUNDS

ESG gets the green light
ANDY
THOMSON
Editor
Private Debt
Investor

As private debt continues
to diversify beyond its
roots in private equity,
managers are taking
on more responsibility,
including for ESG issues

While PE has moved ESG from nice-to-have
to must-have, the fast-growing world of private credit is becoming more ESG focused.
Out of all the firms comprising our current
PDI 50 ranking of the asset class’s largest
fundraisers, 22 are signatories to the UN
PRI (Principles for Responsible Investment), according to Archie Beeching, head
of private markets at the organisation. It
doesn’t take a mathematical genius to work
out that this means 28 are not. He concedes
there is “some way to go” before private debt
managers can be said to fully embrace ESG.
But Beeching, who was moderating
a panel on the subject at the recent PDI
Capital Structure Forum in London, had
not turned up at that event to admonish
the GPs in the room. Instead, he was keen
to acknowledge that much progress has
been made.
Five or six years ago, he confided, there
was little pressure on debt providers to
embrace ESG – debt investment was not
really seen as something that happened
outside of private equity deals, and it was
up to the private equity firms to take ESG
into account. If debt investors wanted to
completely rely on PE firms’ due diligence,

Putting ESG
on the radar
is one of
numerous ways in
which private debt is
now implanting itself
firmly in the alternative
assets mainstream
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that was generally considered just fine.
Since then there has been a re-evaluation
of the status of private debt as it has grown
and diversified. In November, for example,
PDI reported that the IPEV Board was for
the first time treating private debt investment separately from private equity in the
latest proposed amendments to its valuation guidelines. Now, in ESG as in valuation,
private debt managers are being viewed as
independent entities with all the responsibilities this entails.
This clearly makes sense, not least
because many private debt firms are no
longer – if they ever were – mere backseat drivers in private equity deals. As a
direct lender to a non-sponsored company,
it seems fair to assume you can exert at
least as much influence over that business
– including in relation to ESG – as any private equity firm. Moreover, Beeching said
he has noticed that even those debt managers doing sponsored deals are increasingly
taking PE due diligence as the starting point
rather than final word.They will think independently about what other ESG considerations may be relevant, over and above
what the sponsor has drawn attention to
in their research.
There are many solid reasons why it
makes sense to be ESG-savvy. Quite aside
from the good that companies can do for
the wider society and environment by
taking it seriously, ESG can allow fund
managers to have an enriched dialogue
with the companies they are investing in
and they can use it to help them map risks
and opportunities. It is also, of course, an
important consideration for many managers’ investors.
There is some way to go, but putting
ESG on the radar is one of numerous ways
in which private debt is now implanting
itself firmly in the alternative assets mainstream. n
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LP FOCUS

AP6

‘We evaluate the team’
Sixth Swedish National Pension Fund (AP6)
sustainability manager Anna Follér highlights
the significance of voicing a commitment to
ESG and sharing best practice
How do you encourage GPs to integrate ESG into the investment process?

The most important tool we have is our
method of evaluating ESG in fund due diligence.We hold semi-structured interviews
with the GP aligned with the Principles for
Responsible Investment LP due diligence
questionnaire. We look at the integration
of ESG into the investment process, the
ownership phase and reporting. In each of
the modules we have subcategories that we
score against our own scorecard to calculate
the total ESG score for the GP.
We evaluate the team rather than looking at individual sustainability topics in a
portfolio, assessing ESG-related beliefs,
policy ambitions and processes.The results
are part of the decision material that goes
to our investment committee and our board
of directors. If the GP lacks commitment

AP6 BY NUMBERS
AUM:
SKr32 billion ($3.5 billion; €3.1 billion)
Allocation to unlisted assets:
100 percent (52 percent direct
investments; 48 percent fund
investments)
GP relationships include:
AlpInvest, Bridgepoint, Carlyle, Cinven,
Creandum, CVC, EQT Partners,
Nordic Capital, Permira.
Direct investments include:
Castellum; Salcomp; eRT; Anticimex
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or understanding of ESG,
that’s a risk and is often
linked to other governance
factors.
If we decide to commit capital, we
continue using this evaluation model on an
annual basis. It provides a baseline from
where we can compare results both for the
GP and our portfolio average over time.
When you are assessing the investment team, what are you looking
for?

Which issues they focus on, how they
evaluate what’s material, how they use it
in their decision process, what’s its impact.
We try to keep this discussion concrete,
including recent cases where issues came
up. During the ownership period, we look
at how GPs support portfolio companies,
increase knowledge and share best practice,
but also if the GP uses standardised guidance or a template or tools.We also examine
how they report to investors and a broader
set of stakeholders and to the public.
Are there particular topic areas that
you are more concerned about?

We invest across sectors in buyout and venture and in teams of a variety of sizes, strategies and geographies. Irrespective of size,
geography and strategy, it’s more important
for us that they have the right ESG ambition and relevant processes in place. But
then we do have two focus areas that we
always cover both in diligence and monitoring: these are climate change and diversity
the res pons ible invest ment s pecial 2 0 1 9

and inclusion. These span the
portfolio and we believe the
industry should work systematically to improve in
these areas.
As one LP among
many in a fund, how
do you ensure your ESG needs are
taken into account?

Using our evaluation method, we realised
that we had access to lots of really interesting
information.We started to feed anonymous
data back to our GPs and they were really
interested in what other GPs were doing
because there was so little information out
there. Many LPs send out questionnaires
and GPs said they respond but then they
don’t hear anything more. We’ve created a
virtuous cycle of feedback and improvement
through a dialogue.We have managers’ attention because we can give something back.
So you’re an influencer?

We don’t have all the answers but we
have some observations and insights.We do
set targets – it’s not that everything we do
is totally qualitative. But we can have most
influence through dialogue rather than just
asking for information and reporting. For
instance, we invited our Nordic GPs to a
roundtable in 2016 to discuss where we
were in terms of gender diversity, the challenges and what to do about them.Then we
had a follow up meeting this November to
discuss concrete measures and their impact.
Everyone is really interested in this topic
and attended, not just with their presence
but by sharing their experiences. Being able
to facilitate those kind of discussions is a
way we have impact. GPs also see the possibility for our practical support. It works
both ways. n
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EVOLVING MARKET

Impact: a big opportunity for GPs
GP pursuit of investments
promising positive
environmental and social
impact is growing.
The leader of KPMG’s
Impact Ventures practice
Tania Carnegie explains
how LPs are driving
its expansion

Assets under management targeted at
impact investments will reach $468 billion
by 2020, forecasts KPMG’s The Impact of
Impact Investments report, marking a 74
percent increase on AUM in 2017 of $268
billion. Looking forward, healthcare, clean
energy and climate change are expected
to dominate the impact investment space,
currently equivalent to 1 percent of capital
allocated globally.
Furthermore, the number of people
benefiting from impact investment will
double to one billion by 2020, according
to the report, which notes “these are some
of the most deprived communities in the
world, many having been greatly affected
by poverty and climate change.”
Impact investing is reaching critical
mass.We asked Tania Carnegie, the founder
and chief catalyst of the Impact Ventures
practice at KPMG, to describe its evolution.
What’s fuelling the rise of impact
investing?

Carnegie: impact provides a differentiated
perspective
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Certainly GPs are hearing a great deal of
interest from their investors and are incorporating that feedback. Bigger players with
larger funds are getting involved. Overall,
GPs see it as a significant opportunity to
put a differentiated lens on the way they
look for and evaluate investment opportunities and that can give them a competitive
advantage when assessing a company.
When you look at a company from an
impact perspective, you’re looking at factors
that wouldn’t typically be included in the
due diligence process, for example the way
a company’s products and services impact
people or help to create a better consumer
outcome and how that is contributing to
social cohesion or economic prosperity at
macro and micro levels. There are a lot of
commercial investment opportunities that
private equity international

are high growth and represent an opportunity to contribute to solving some of the big
challenges facing society.There’s an incredible role that private capital in particular
has in addressing some of these problems.
How is impact investing different
from responsible investment, corporate social responsibility or good ESG?

It’s an investment approach that looks to generate measurable social and environmental
impact alongside financial returns. It’s applicable to all asset classes. The distinguishing
features are the intention and the measurement of impact. ESG typically focuses on
environmental, social and governance risks
and opportunities related to a company’s
operations, whereas impact investing is
concerned with how a company earns its
revenue through products or services and
its environmental and social implications.
It’s common that terms are used interchangeably and different groups might
interpret them differently. Another point
of confusion is around socially responsible
investing or negative screening, when a GP
excludes investment opportunities based on
beliefs or values. To add to the confusion,
an investor may choose to integrate all of
these different approaches into their overall
investment approach.
What kind of impacts can an investment have?

A common way investors think about
impact is in terms of the UN’s Sustainable Development Goals, a comprehensive
framework of 17 goals, 169 targets, and 232
indicators covering priority areas including
gender equality, the elimination of poverty
and climate action. Investors can focus on
specific impacts based on experience and
the type of business they run. For example,
february 2 019
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an investor may focus on companies that are
helping communities to be more climate
resilient. Other impact investors might
be a little broader in their approach, or
impact agnostic but it’s important to see
that the intentionality, measurement and
analysis are there.

There is a lack
of generally
accepted
standards around how
to measure and report
impact

Talk us through an example of the
components of an impact approach.

Generally this approach is focused on
investment in companies that have both
high growth and impact potential. A GP
will establish an impact thesis and measurement framework upfront that will be
used to help evaluate potential companies
for investment, alongside more traditional
financial due diligence, and will guide the
monitoring and management of impact
during ownership. This impact framework may leverage existing methodologies
or tools, or be entirely bespoke. Investment may focus on particular industries,
geographies, or social and environmental
outcomes. Key considerations to developing an impact approach include establishing
the right level of rigour, granularity, and
complexity, and a mindset of continuous
improvement as practices and investor
expectations around impact evolve.
What’s your role in assisting funds
active in this space?

Our approach is to work with our clients
to help them enhance their impact.We help
them to articulate their strategy and to
develop a robust impact measurement and
management methodology, as well as support its execution, for instance in impact
due diligence and monitoring. We assist
them to develop reporting to their investors
or other stakeholders. It’s a suite of advisory
services that span the investment lifecycle.
f e b r ua r y 2019

One of the newer services we’ve been
offering is impact assurance, which is similar to the assurance we provide on financial
statements except it applies to the impact
reported for a particular portfolio company
or fund. Clients are asking us to provide
independent attestation, which, while not a
guarantee, offers a third party perspective.
We provide this service to clients including
TPG’s Rise Fund.
What’s driving the demand for verification?

IMPACT BY NUMBERS

$468bn

Estimated impact AUM
by 2020

1.03bn
Estimated beneficiaries
by 2020

>3m
Impact enterprises
worldwide

>3,500
Number of investors

Source: KPMG The Impact of Impact Investments
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It’s GPs’ desire to demonstrate how seriously
they are taking impact investing that’s driving impact assurance. Some GPs are looking to go the extra mile to demonstrate the
authenticity of their approach.That is one of
their bigger concerns: how to make people
understand that they are genuine about this.
From the LP side, some are asking questions and placing additional scrutiny on funds
and opportunities to ensure information on
impact is on a par with financial disclosure.
The way we measure financial performance
is well established with a language that investors all over the world speak. But when it
comes to impact, it’s a newer space and there
is a lack of generally accepted standards
around how to measure and report impact.
How are LPs involved in the expansion of impact investing?

As the space evolves, a growing number of
LPs are interested in enhanced disclosure
and transparency around the impact thesis,
how that’s going to be measured, managed
and disclosed. Moreover, how impact data
is being leveraged as part of value creation.
LPs who are impact investors are really
passionate about it. They believe in the
opportunity, and they want to be doing
business with managers that are equally ››
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ALIGNMENT OF VALUES
What are you seeing in overall trends in impact investing?

Beyond a focus on disclosure and transparency, another noticeable theme is
impact funds seeking best in class ESG integration, as well as developing a robust
impact methodology. The two go hand in hand. We’re starting to hear more about the
importance and unique role of trust in impact investing, and the potential for impact
investing to build broader trust in investment overall.
Trust comes alongside the alignment of values. People want to be doing business
with people who share the same values. However this extends beyond the GP-LP relationship. Both companies and funds view putting impact at the heart of the equation
as a differentiator. If you have a social entrepreneur or mission-driven chief executive
looking for a potential investor, they want to see value alignment. We have a public
company client with a CEO who is passionate about the impact of their company
has on its customer base and the wider community. They wanted to make sure their
broader stakeholder group understood that about their approach. It’s a huge point of
pride and sets them apart in the market and the way they do business.

growth potential. It also often requires
being really focused in core areas, which
prompts the development of new impactrelated expertise. The other way it creates
value is by attracting a robust team of top
talent who are committed and passionate
about what they do. That breeds success.
There are a growing number of existing
investment professionals, as well as graduates, that are seeking to work in this space. A
number of firms are thinking about recruitment and how one of the benefits of this
approach is attracting top talent.
Can you be an impact investor and
not have an explicit agenda? Say an
emerging market fund?

There is a great deal of impact investment
opportunity in emerging markets, but
not exclusively. What distinguishes a great
emerging market investment and a great
impact investment in an emerging market
is that intentionality around creating impact
and explicit measurement, monitoring, and
analysis, and how that information is being
used to drive enhanced outcomes.
as passionate and committed. We’ve
certainly seen that with the clients we’ve
worked with. Often their first questions
to us will be about KPMG’s commitment
to impact investing and how long have
we been involved and what are some of
the things that we’ve done to contribute
to the impact investing community. They
want to know that we care and are committed beyond helping clients and that
we’re connecting on the same belief in
the opportunity.
››

correlation between companies that have a
positive social or environmental impact and
enhanced financial performance. Others
don’t know what to make of it and aren’t
convinced it’s viable yet. There’s a broader
education opportunity. Part of this can be
accomplished by GPs sharing their experience to demonstrate that no trade-off on
financial return is required. This requires
a different level of disclosure and discourse
found in traditional private equity.
What is the relationship between

Given the impact on communities,

impact and financial returns?

is public demand for additional dis-

Incorporating impact enables the assessment of potential investment opportunities through a differentiated lens. It gives
investors a different perspective on the
customer base, the market need and the

closure and transparency growing?

The broader public interest in the role of
business in society overall has been rapidly
evolving. A growing number of GPs see a
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How are GPs moving into this space?
Does it require a strategy overhaul
or simply an expansion of investment horizons?

LPs and GPs are responding to their stakeholders, as well as looking more broadly at
the opportunity set. A number are taking
a step back and looking at their current
portfolio through an impact lens to assess
investments they have already made without any impact intent, and asking how
much of this could be considered impactful. Surprisingly they are finding more in
there than they would have thought. This
demonstrates that impact investing is not
that far off from their current investment
style and there might be additional opportunities and benefits if they were to adopt
a more intentional approach. n
february 2 019
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FIVE crucial
questions
FOR IMPACT INVESTORS
Impact investing is becoming big business in private
equity, but many investors struggle to get their heads
around whether the reality matches up to the fund
managers’ claims. Vicky Meek asks some of the key
questions investors have about this burgeoning area
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When private equity’s big players, such as
TPG, KKR and Bain Capital, launch funds
targeting impact investments, it’s certain
that this once small and unassuming part
of the market has become a major trend.
TPG, having raised its first TPG Rise fund
in 2017, garnering a not insignificant $2 billion, already has plans to raise a second with
a target of $3 billion, demonstrating the firm
is keen to continue pursuing impact strategies far into the future. Let’s also not forget
BlackRock CEO Larry Fink’s letter to CEOs
of public companies sent in January 2018. It
laid out, in no uncertain terms, their responsibility not only to generate profits but also
to “make a positive contribution to society”.
Yet while the idea of making an impact
through investment is clearly having a
moment, there remains a lot of confusion
around what impact investing really is.That’s
not helped by the raft of acronyms, such as
SDGs, ESG and IRIS, that investors need
to get their heads around to understand
what proponents are talking about. There
is, as yet, no commonly accepted definition of impact investing and there is even
debate among the market’s participants as to
whether there should be one – on the one
hand, some believe it would be helpful to set
strict criteria to protect the integrity of this
sub-set of investment; on the other, people
say this would be too restrictive.
A lack of definition makes quantifying
the size of the market a difficult task. But
everything points to expansion. The 225
respondents to the 2018 survey of impact
investors by the Global Impact Investing
Network invested $35.5 billion into 11,136
deals during 2017. Respondents planned to
increase the amount of capital they invest
by 8 percent and the number of deals by 5
percent during 2018.
Given the apparent popularity of impact
investing, we set out to answer some of
the questions investors may have about this
››
growing part of the market.
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Q1

What’s the difference between responsible and
impact investing?

Q2

How can I measure impact when there are no
standardised tools to do so?

With no set definition, it can be hard to
determine the difference between, for
example, responsible investment and
impact, although many are willing to offer
their view. “The distinction relates to one’s
level of engagement,” says Audrey Selian,
director of the Artha Initiative, an online
impact investment platform associated
with family office investor Rianta Capital.
“There’s a lot of nuance here, but I’d see
responsible investment as more linked to
public company investment where environmental, social and governance filters are
applied to determine the effectiveness of a
company’s stewardship. Impact investing is
more a variant of private equity or private
debt where investors are actively engaged
in the business to drive societal benefit.”
It’s a view reflected by, but not precisely
mirrored by, the opinion of Amit Bouri,
CEO of the Global Impact Investing

This is clearly a work in progress.There are
several initiatives that aim to help LPs gauge
the impact a fund is having or purports it
will have. One of these is the IRIS catalogue
of metrics provided by the GIIN. “These are
the generally accepted metrics in the industry and we’ve made them publicly available,”
explains Bouri. “It doesn’t give any recommendations, but it does help investors find
tools that match their specific objectives and
that are backed up by credible research. It’s
an exciting time for private equity impact
because there is a growing base of experience and data. As this develops further, the
metrics available will become more effective
at measuring impact.”
private equity international

Network. “Responsible investment derives
from the movement 50 years ago to screen
out investments connected to Apartheid in
South Africa,” he explains. “It has therefore
largely been about avoidance of harm to
society – not investing in tobacco, fire arms
or companies that contribute to climate
change, for example. As ESG has become
increasingly integrated into investment
practices as a means of avoiding risk, we’ve
seen it evolve into incentivising companies
to become more responsible in their behaviours. Impact investment, by contrast, is not
just about avoiding companies or managing
risk, it’s about being intentional in generative positive impact.”
Overall, the message is that intentionality matters. A fund has to set out to make
an impact in defined areas – and measure
its progress in doing so – to be considered
as an impact investment.

Meanwhile the International Finance
Corporation is set to launch a new set of
guidelines under its Operating Principles
for Impact Management in early 2019.
While not intended to be a detailed set
of measurement tools, they will provide a
broad framework within which impact considerations can be integrated into investment decisions, from defining impact objectives in an investment programme through
the lifecycle to exit.
LPs also need to consider themselves
what they are trying to achieve. “Investors
need to work out what they care about,”
says Selian. “That’s the starting point for
understanding what metrics they should
february 2 019
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be using when evaluating a fund manager’s
impact and measuring their own performance in this area.Yet it’s worth remembering that fund managers are relying on metrics reported to them by company management teams – there’s a lot of margin there.
While we’re starting to see some attempts
at third-party verification of impact assessments, there is not yet the means to do this
across all investments.”
Patience may therefore be required –
standardised tools may take some time to
emerge. “The current state of affairs around
measurement is not satisfactory,” says Adam
Heltzer, head of ESG and sustainability at
Partners Group. “It’s very hard for LPs to
get their heads around myriad frameworks
and methodologies. GPs will have polished

Q3
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answers at the ready, but LPs really need to
challenge what’s being said to ensure there’s
substance behind the messaging.”
LPs have to recognise that successful
impact investment will require critical
thinking, adds Heltzer. “It would be a shame
if all we generated was a warehouse of feelgood stories,” he says.
“The reality of every business is much
more messy. Investing in renewables sounds
like a great impact story, but you also have
to measure aspects such as use of water, loss
of biodiversity and so on. LPs really need
to engage to understand and think about
the negative impacts of the investment as
well as the positive and examine how the
GP is using its levers of influence to manage
and mitigate.”

I have a fiduciary duty to my stakeholders, so
why should I sacrifice returns?
There are types of impact investment that
target positive outcomes ahead of financial
returns. In her book, Catalyzing Wealth for
Change, Julia Balandina Jaquier splits outs
two types of impact investment – finance
first and impact first – where the latter
often targets below-market returns in
order to achieve greater impact or address
tougher problems. These, she suggests, are
often most suited to institutions such as
foundations, development finance institutions and individual philanthropists, which
have flexible pools of capital. Indeed, among
respondents to its annual survey, GIIN finds
that 16 percent are seeking below marketrate returns that are close to capital preservation and a further 20 percent seek below
but close to market-rate returns. Balandina
further explains that impact investing is
distinct from, for example, venture philanthropy, which tends to support specifically social purpose organisations and where
financial trade-off is implicit.
the res pons ible invest ment s pecial 2 0 1 9

There are many impact opportunities
that can also generate market-rate returns.
These tend to be areas where, according to
Balandina, there is a “focus on social/environmental problems and needs, creating a
compelling business opportunity”.
The GIIN survey also shows that there
is a remaining 64 percent of respondents
that are seeking risk-adjusted, market-rate
returns. “You don’t need to sacrifice returns
when investing for impact,” says Heltzer.
He points to Partners Group’s new PG
Life strategy, which aims to build a portfolio
of investments that contribute to achieving the UN Sustainable Development
Goals while also generating attractive riskadjusted returns. “We had to test whether
this would generate high enough returns,”
he says. “We analysed all investments made
over the last 10 years that would have met
SDG-related impact criteria and compared
them with a control group.This subset neither outperformed nor underperformed.”
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Q4

I have a large allocation to private equity so
how can I possibly deploy it in impact funds
when they tend to be so small?
This was certainly the case until a few years
ago. It’s also true that impact strategies
often focus on emerging markets, which
often necessitate smaller investments.
Nearly half of GIIN survey respondents
(45 percent) say they invest primarily in
emerging markets. But more mainstream
options are entering the market, with much
larger ticket sizes.The $3 billion fund to be
launched by TPG on top of its existing $2
billion fund, plus KKR’s $1 billion impact
strategy, Bain Capital’s $390 million offering and Partners Group’s $1 billion PG Life
alone add up to significant amounts, and
more large funds will enter the market.
This, say proponents, has the potential
to generate large-scale change. “Traditionally, impact has tended to be small scale and
many people have put it in the philanthropy

Q5

OK, so more mainstream investors are getting
involved. Aren’t they just greenwashing their
investment strategies?
“There is clearly a move by many private
equity firms towards raising impact funds
and there are new ones emerging,” says a
managing director at a secondaries investor. “I’m quite uncomfortable about that
because there is a lot of scope for firms to
apply a marketing varnish over what they’re
doing without any real substance behind
their claims.” This is a genuine concern
for many. “The impact investing brand is
definitely appealing right now,” says Bouri.
“And it is tempting for fund managers to
do a pretty paint job around this.”
The answer, says Bouri, is for prospective
investors to do their homework. “LPs really
need to get under the hood,” he says. “If
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bucket,” says Heltzer. “But some impact
investing is becoming larger and more
mainstream. One of our investments, for
example, is in a renewable energy platform
in Australia, where 70 percent of power is
generated by coal-fired plants. This investment will contribute just under 2 percent
of the country’s renewable energy target.
We’ve also invested in a smart meter business in Europe that already reaches 11 million apartments and helps reduce energy
and water consumption. Under our ownership, we will increase its impact by expanding the business to new regions and countries. As lead investors in large businesses,
we can drive the board agenda, change the
way the company thinks about impact –
that means we can begin driving change
on a systemic scale.”

private equity international

the firm and its processes are built around
impact, then we know the firm is serious
about achieving the outcomes it claims to
be targeting. This could mean having separate investment committees whose purpose
is to identify impact objectives in an investment and/or building manager incentive
structures around impact.”
There is no substitute, it seems, for
hard, investigative work when it comes to
assessing the real story behind the marketing claims. And while this is also true
of private equity strategies in general, the
task is made that much harder by the lack
of standardisation when it comes to impact
measurement. n
february 2 019
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EMERGING MARKETS

Impact from the ground up
Mainstream impact investors may be grabbing the headlines, but local issues need
local solutions. These can only be identified and addressed with teams on the ground
and a tailored approach, says impact investment manager Incofin
Impact strategies are developing fast as
investors become increasingly interested
in committing capital for financial, social
and environmental gains.The entry of large,
mainstream players has gained significant
attention, with arguments suggesting that
the bigger the ticket size, the greater the
impact. However, evidence suggests that
taking a global and macro investment
approach to impact investing does not
work without a tailored, nimble and localised investment strategy that addresses the
issues of the communities.
Incofin has over $2 billion invested in
impact strategies focusing on financial services and agri-foods in emerging markets,
with teams in Cambodia, Colombia, India
and Kenya as well as an Eastern Europe/
Central Asia team based at its Belgium
headquarters.
We spoke to four of its senior executives
– Aditya Bhandari, partner and co-head of
Asia, David Dewez, partner and head of
Latin America and the Caribbean, Rahul
Rai, partner, India and Elizabeth O’Reilly,
managing partner – to get their perspective
on what it takes to make successful impact
investments off the beaten track.

We reached
33 million end
beneficiaries of
which 73 percent were
women
Elizabeth O’Reilly
f e b r ua r y 2019

Some might say that impact investing is something of a fad. What
would you say to that?

Incofin has driven impact
investing for more than 18 years and we
are convinced of the long term necessity
of impact by the private sector. We have a
proven track record demonstrating both
positive impact and good returns. With
more players entering the market, there
could be some risk of ‘impact washing’ –
thus it is important that the impact industry apply transparent and tangible impact
measurement methodologies.
David Dewez:

How does Incofin apply impact in
its investment assessment?
DD: The Incofin impact methodology and

associated impact due diligence tools have
integrated industry best practices. When
conducting due diligence on portfolio
companies’ environmental performance,
we check compliance with forbidden international practices (eg, environmental and
social exclusion lists and protection of conservation areas). We also value companies
that proactively put in place green strategies, such as loan products linked to investments in energy efficient assets. Moreover,
we supported several entities mitigate and
adapt to climate change, such as financing
coffee and cocoa producers to renovate
their crops with more resilient trees.

With more
players entering
the market,
there could be some risk
of ‘impact washing’
David Dewez

end beneficiaries, of which 73 percent were
women. Agri-food investments led to a 10
percent increase in yield with an outreach to
over 250,000 smallholder farmers.
Of our agri-food investments,
100 percent of the portfolio companies
promoted environmental standards by
providing training on topics relating to
climate change. Further, 81 percent of the
co-operatives financed were engaged in
organic practices.

Rahul Rai:

So how is it possible to address local
market needs and have access to
global expertise?

Elizabeth O’Reilly: We measure impact met-

Aditya Bhandari: We believe having local
staff to understand the cultural and business environment is key to recognising the
needs of the end customer and identifying
investment opportunities with real impact.
Our investment managers are specialists in
financial services and agri-foods and regularly share learnings via ‘cross fertilisation’
across the global Incofin network.

rics and, at the same time, work for strong
financial returns. Last year, Incofin’s financial
service sector investments reached 33 million

DD: Our Fairtrade Access Fund (FAF)
aims to promote the development of a ››
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fair and sustainable agriculture sector,
availing of a dedicated team with specialist
knowledge in each of the 12 different crops,
including coffee, cocoa and Brazil nuts, and
the regions in which it invests.
For us, sustainable agricultural development concerns not only food security but
also the effects of climate change, and inclusion of smallholder farmers. FAF bridges
the much needed long-term capital needs
of climate change adaptation and mitigation
projects, such as crop rehabilitation, diversification and adoption of new and more
efficient technologies and infrastructure.
To date, FAF has financed more than
65 institutions supporting over 260,000
smallholder farmers, leading to an annual
$250 increase in income per family.
››

Where do you see the next exciting
opportunity for impact investing?

In line with developing funds that
address specific gaps in the market, we will
be focusing the upcoming India impact fund
on investments in 1) financial services providers that help promote financial inclusion
in underserved populations and 2) businesses that use technology and innovation
to drive efficiencies and disintermediation
in the agri-food value chain.

EOR:

only 60-80 million Indians estimated to be positively impacted by impact
investing, there is still a pressing need for
casting the impact net wider to help lift
millions of people from poverty. We are
focusing on financial services as India is

Going local: whether it
is Indian microfinance,
Colombian coffee or agri-tech
projects, fund managers need
to have teams on the ground

AB: With

Addressing
challenges in
agriculture in
India is critical to making
a tangible impact
Rahul Rai

32

the second most underbanked country in
the world, with 190 million citizens lacking
bank accounts.The microfinance market is
well established in India; we are investing
in businesses targeting the underserved
and rural areas through alternative lending channels such as peer-to-peer lending,
non-banking financial companies and innovative digital solutions.
In addition, addressing challenges in
agriculture in India is critical to making

RR:
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a tangible impact. Despite India being the
third largest agricultural producer in the
world and supporting the livelihood of 53
percent of the population, the sector is constrained by supply side challenges attributable to sub-optimal crop productivity and
multiple levels of intermediation between
farmers and consumers.With a capital plus
knowledge model, we can make focused
interventions in the agri-food value chain
to make a significant impact by addressing
bottlenecks in increasing entrepreneurship
february 2 019
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and self-sufficiency. We see companies in
the post-harvest value chain (eg, collection and handling, warehousing, processing, distribution) well placed to leverage
this opportunity.
Given your investments are often off

capital markets. To strengthen the balance
sheet and enable the long-term growth of
Fusion, Incofin capitalised the company
with $1 million. Fusion considers this to be
the most critical capital they have raised and
shows how we support portfolio companies
through challenging periods of growth.

India is the
second most
underbanked
country in the world
Aditya Bhandari

the beaten track, how can you
source these opportunities?

Can you provide an example of how

AB: Sourcing deals relies on our local pres-

your investments have had not only

ence and our people travelling well beyond
the urban centres, often overlooked by
many other investors. These are also often
businesses that aren’t market-ready: they
might be family-owned, face specific challenges or are not yet fully established. Even
if other investors find them, they may not be
interested in spending the time to develop
the necessary relationships. Over 90 percent of our equity investments in India have
been sourced directly by our local investment team’s network and we average three
executed deals per annum.We seek to go to
underserved areas and invest time to create
true value creation.

a social, but also an environmental impact?

Can you give an example of how
strong relationships can help in
sourcing deals?

One of our recent successful exits,
Fusion, a microfinance institution, was
sourced on the basis of our strong relationship with the entrepreneurs. We met
the founders of Fusion as they were seeking to establish their business in 2010,
to provide finance to unbanked women
living in the rural and semi-urban areas of
northern and central India. Fusion turned
out to be a great investment that grew its
loan book from $900,000 to $100 million
while serving more than 1.3 million women
customers, compared to 2,648 at the time
of investment. There were, however, challenges along the way – for example during
the Andhra Pradesh microfinance crisis in
2011, there was a freeze in debt and equity

AB:
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DD: Incofin provided long term financing

of $3 million for an environmentally sustainable wet mill project to De Los Andes
Cooperativa, a small coffee producer in
Colombia with a focus on achieving fair
pricing for farmers. Traditionally the wet
milling and drying of coffee is a labour
intensive effort, requiring involvement
from most of the family members, resulting in important opportunity costs and
negative environmental impacts.The community wet mill centralises this process
and farmers receive a premium for better
quality produce. Further, the cash conversion cycle is reduced, enabling farmers to
pick and sell coffee berries on the same day.
Moreover the post-harvest coffee
process has traditionally been extremely
water-intensive. To produce one kilogram
of parchment coffee, over 44 litres of water
is consumed, which subsequently flows into
the rivers, contaminating it with fermentation waste. The new wet mill aims to save
an annual 50 million litres of water and
treats the water being entered into the river.
What role can technical assistance
play?
DD: We

provide capital as well as specific
support to portfolio companies to help
strengthen capacity in different areas. For
example, we supported two local microfinance institutions to create an agricultural
insurance product that boosts the resilience
of smallholder farmers in Nicaragua to the
the res pons ible invest ment s pecial 2 0 1 9

effects of climate change, such as drought
and excess rain. It’s the first product of its
kind that considers the specific characteristics of the Nicaraguan market and climate.
How can technology create impact
in investments?
RR: The last few years have been an exciting

time for entrepreneurial activity in India
and we are seeing more innovative solutions coming through in the more traditional areas of the economy. For example,
there are interventions that are seeking to
facilitate trade between India’s 6,615 regulated agri-wholesale markets to the 23,000
smaller informal markets. Ventures such
as these will help reduce price distortions
and secure better outcomes for producers
and consumers alike. Many young entrepreneurs are deploying technological solutions
to bridge this gap and we intend to support such ventures that create a win-win
solution, via agri-cold chain models, frugal
storage solutions, agri-produce testing and
certification etc.
Our recent investment in Sohan Lal
Commodity Management enables a holistic approach to the vulnerable post-harvest
Indian agriculture segment. The company
has a patented box product: combining
technology and process-led disruption,
Sohan Lal enables the farmer ecosystem
to reduce crop wastage from 10 percent
to 0.5 percent (a 95 percent saving) which
has a positive impact on farmers’ income
and the environment. We are seeing similar interventions across the agri-food value
chain at a scale not seen before. n
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ILLUSTRATED GUIDE

The A-Z of impact investing
Just how far does impact investing reach? From agriinvesting to zero waste apparently. We asked delegates at
the 2018 Global Impact Investing Network Investor Forum
to suggest what each letter of the alphabet could represent
for this A-Z of impact investing. Their suggestions were
drawn live at the conference by illustrator Lee Playle. Some
letters proved more difficult than others, but we got there in
the end! Look out for our special edition later this year when
the A-Z will appear in its own PEI supplement
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USS INVESTMENT MANAGEMENT

How the climate is changing
David Russell, head of responsible investment at USS
Investment Management, part of the UK’s largest
pension scheme, outlines his ESG priorities
What are your major concerns
regarding a GP’s ESG practices?

Our key focus with GPs is how they are
integrating ESG issues into their decisionmaking and management processes. These
are the core aspects of ESG management
that we assess in our due diligence and
monitoring programmes.
One area we expect [to make] more
requests of GPs is to provide data so that
we can undertake carbon footprinting of
our private equity funds. USS has undertaken the carbon footprinting for all our
investment portfolios, but faced difficulties
in private equity in either getting the data
or estimating it. As LPs are required by
the Task Force on Climate-related Financial
Disclosures to look at climate change and
carbon footprints across total funds, the
expectations placed on GPs will grow.
What role does ESG play in your
fund due diligence?

The scheme has a long history in responsible
USS BY NUMBERS
AUM:
£64 billion ($81 billion; €71 billion)
Invested in private equity funds:
£8.6 billion
Current allocation:
13.6 percent
Target allocation:
10 percent
Direct investments:
Moto
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associated with ESG issues; and views on
the UN-supported Principles for Responsible Investment and other ESG frameworks.
Our work does not stop there, however.
We then have a follow on call or meeting
to discuss the findings of the questionnaire
in more detail, while also carrying out a
detailed investigation into the track record
of the GP to examine their commitment
to ESG in their past investments.
Additionally, we have a process for
monitoring the ESG activities of our direct
investments whereby a member of our team
will visit each company to discuss how ESG
issues are being managed. Equally we also
engage with companies in which we hold
shares on these issues.

Russell: four key areas of concern

Are you surprised that our LP survey

investment across all asset classes. Indeed,
we developed our first policy and strategy
back in 1999 so we were one of the pioneers in this area and strongly believe that
ESG issues have the potential to impact
companies and other assets (both positively
and negatively). Our view is that companies
are better run if they are managing ESG
risks and opportunities and as a result we
believe that GPs should be encouraging
portfolio companies to manage ESG issues.
Therefore, every potential PE manager and
investment goes through our responsible
investment due diligence process.
What form does this process take?

As an example of how this works, USS
has developed its own questionnaire, which
is sent to all potential GPs. This questionnaire focuses on the following four areas:
How responsible investment issues are considered at the due diligence stage; how extra
financial issues are managed in the overall
management of assets; the communications
private equity international

found that only a minority of LPs put
a big emphasis on ESG in due diligence?

I think this is perhaps a little too simplistic. What this means is that the majority
will put some emphasis on ESG in fund
due diligence and that would seem to be a
positive step forward compared to the past.
There is obviously still some way to go, but
there is a definite growth in the number
of LPs assessing ESG risks in their private
equity investment – for example, the level
of support shown for the PRI Private Equity
group, and the growth in the number of
conferences devoted to private equity ESG
would be a good indicator of how interest
continues to grow.
We believe it’s critical that the oversight
of GPs does not end with due diligence and
investment – there has to be monitoring of
ESG activities post-investment.This serves
two purposes: so that LPs obtain assurance
that ESG polices are being implemented,
and, to continue to signal to GPs that LPs
take ESG issues seriously. n
february 2 019
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Proving the value of ESG in private equity
The annual Responsible Investment Forum is back for a
special 10th anniversary edition, taking place in London.
The longest running Private Equity event will once again
bring together over 250 senior GPs and LPs to discuss
emerging issues and market trends.
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issues facing this sector, including the rise of impact
funds, the role of ESG in value creation, utilising SDGs,
and update on climate risk.
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