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Introduction

Assets managed by the private capital industry have seen unprecedented growth over the last decade. With this trend set to
continue, assets are expected to increase by 74% between 2021-26 according to S&PT. Managers across all private asset
classes are expecting to benefit from this level of growth. This article will examine the role that ESG plays against this backdrop
of vast capital allocations shifting towards private assets.

To what extent have private capital managers shifted to address ESG concerns?

The prevalence of ESG-linked assets has grown across all corners of private markets. Within the Private Debt and Equity space
for example, fund managers are financing an increasing number of new investments with ESG-linked debt instruments. The
chart below shows how the volume and share of European ESG Term Loan debt has increased between 2019 and 2021. These
ESG instruments feature mechanisms whereby the loan pricing steps up/down according to whether the Private Equity
owner/sponsor manages the company to hit a set of KPIs. Such KPIs can include: carbon emissions; gender diversity; staff
training; corruption etc.
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To what extent has the broader private capital industry shifted to address ESG concerns?

The industry architecture (e.g. banks, lawyers etc.) that supports the private capital industry has made significant
advancements in providing new services that allow managers to address ESG concerns. Many lenders have dedicated ESG
teams to help funds structure their facilities so that ESG goals of the lenders and borrowers are aligned. Law firms are
channelling more and more resources to help managers align their ESG goals with investors when structuring new funds and
financing facilities.

What different mechanisms do private capital managers use to align their funds/businesses
with ESG objectives?

Primarily, private capital managers align their funds towards ESG objectives via the investment process. Recent academic
research? of the public fund market suggests that there is a return premium to be harvested from ESG assets. The rationale
being that by screening out non-ESG aligned investments, the manager reduces downside risks inherent in companies that are
over reliant on fossil fuels or outsourcing labour to developing countries, for example. Private capital managers implement ESG
considerations within the investment process through:

T https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/global-alternatives-aum-forecast-to-
double-by-2026-topping-23-trillion-68404362

2 Callan’s 2021 ESG Survey” Data period: Jan 2019 — Oct 2021

3 https://adviserservices.fidelity.co.uk/sustainable-investing/do-sustainable-funds-outperform-wider-market/



https://elfainvestors.com/wp-content/uploads/2021/10/ELFA-Insights-18-The-Growth-of-ESG-in-Private-Debt-Markets-Current-Challenges-Proposed-Next-Steps-and-ELFAs-ESG-in-Private-Debt-Survey.pdf

o0 Negative Exclusion: excluding entire sectors, companies or countries based on ESG criteria, moral or ethical views
(i.e. tobacco, weapons, nuclear energy, pornography, gambling, alcohol)

o Positive Screening: investing in assets demonstrating positive ESG performance relative to peers.

o ESG integration: the inclusion of ESG factors and non-credit considerations alongside financial analysis in the due
diligence process.

Clearly, the ESG credentials of portfolio companies are important, however in addition, the manner in which deals are
originated is also a key consideration. Within the Private Credit space, debt managers typically partner with Private Equity
sponsors only when the Sponsor’s values align with those of the lender. Many Private Credit lenders originate via deep,
longstanding relationships with Sponsors. These relationships are built and solidified over the years not only though
investment performance, but through shared ideals and values, with ESG being a key example.

How have private capital managers innovated to meet the ESG requirements of institutional
investors?

Over recent years, institutional investors have increased the use of ESG as a criterion used to evaluate managers, hence
managers have innovated to focus ESG efforts. One such innovation is ESG linked performance fees. Innovative managers
are calculating performance fees of new funds based on fund/corporate ESG performance (measured by predetermined
KPIs) alongside fund performance. The KPIs used will vary by asset class, however examples include:

Diversity and Inclusion at the manager level / GP

ESG scoring of portfolio assets (typically measured and verified by an independent third party);

Portfolio concentration of “green assets” — more relevant in the infrastructure and real estate fund spaces;
The number of portfolio companies where ESG credentials have been strengthened by the manager's active
participation in the business — more relevant in the Private Equity and Venture Capital fund spaces
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How do private capital managers communicate ESG performance transparently with
investors?

Recently introduced Sustainable Finance Disclosure Regulation (“SFDR”) requires fund managers to explicitly categorise the
degree to which their funds target ESG objectives. Article 8 funds aim to “promote environmental or social characteristics”,
where article 9 funds are even more ambitious as the investment strategy must include a “sustainable objective”. Examples of
article 9 funds include funds investing in green bonds or renewable energy infrastructure. Article 6 funds do not integrate any
kind of sustainability into the investment process.

Many proactive managers already use independent third parties to regularly assess the portfolio by scoring each asset through
an ESG framework (typically co-constructed by the third party and the manager). Asset by asset ESG “performance” is tracked
over time so that regular reporting can be provided directly to investors.

Summary

e  Private capital markets continue to evolve, building on dramatic industry wide changes, in order to address the ESG
concerns of investors.

e Private capital managers have integrated ESG considerations into their investment processes and their fund
terms/structure (performance fees, fund financing).

e Investors can rely on new regulation to increase market transparency regarding the extent to which ESG plays a role
within fund objectives. Some managers provide their investors with independently calculated “ESG score” reports.
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This material has been provided for information purposes only to investment
service providers or other Professional Clients, Qualified or Institutional
Investors and, when required by local regulation, only at their written request.
This material must not be used with Retail Investors.

To obtain a summary of investor rights in the official language of your
jurisdiction, please consult the legal documentation section of the website
(im.natixis.com/intl/intl-fund-documents)
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branch offices listed below. Natixis Investment Managers International is a
portfolio management company authorized by the Autorité des Marchés
Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and
a public limited company (société anonyme) registered in the Paris Trade and
Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre
Mendes France, 75013 Paris. Italy: Natixis Investment Managers International
Succursale ltaliana, Registered office: Via San Clemente 1, 20122 Milan, Italy.
Netherlands: Natixis Investment Managers International, Nederlands
(Registration number 000050438298). Registered office: Stadsplateau 7,
3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers
International, Nordics Filial (Registration number 516412-8372- Swedish
Companies Registration Office). Registered office: Kungsgatan 48 5tr,
Stockholm 111 35, Sweden. Or,

Provided by Natixis Investment Managers S.A. or one of its branch offices listed
below. Natixis Investment Managers S.A. is a Luxembourg management
company that is authorized by the Commission de Surveillance du Secteur
Financier and is incorporated under Luxembourg laws and registered under n. B
115843. Registered office of Natixis Investment Managers S.A:: 2, rue Jean
Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Germany: Natixis
Investment Managers S.A, Zweigniederlassung Deutschland (Registration
number: HRB 88541). Registered office: Senckenberganlage 21, 60325
Frankfurt am Main. Belgium: Natixis Investment Managers S.A., Belgian Branch,
Gare Maritime, Rue Picard 7, Bte 100, 1000 Bruxelles, Belgium._Spain: Natixis
Investment Managers, Sucursal en Espafia, Serrano n°90, 6th Floor, 28006
Madrid, Spain.

In Switzerland: Provided for information purposes only by Natixis Investment
Managers, Switzerland Sarl, Rue du Vieux Collége 10, 1204 Geneva, Switzerland
or its representative office in Zurich, Schweizergasse 6, 8001 Zurich.

In the British Isles: Provided by Natixis Investment Managers UK Limited which
is authorised and regulated by the UK Financial Conduct Authority (register no.
190258) - registered office: Natixis Investment Managers UK Limited, One
Carter Lane, London, EC4V 5ER. When permitted, the distribution of this material
is intended to be made to persons as described as follows: in the United
Kingdom: this material is intended to be communicated to and/or directed at
investment professionals and professional investors only; in Ireland: this
material is intended to be communicated to and/or directed at professional
investors only; in Guernsey: this material is intended to be communicated to
and/or directed at only financial services providers which hold a license from
the Guernsey Financial Services Commission; in Jersey: this material is intended
to be communicated to and/or directed at professional investors only; in the Isle
of Man: this material is intended to be communicated to and/or directed at only
financial services providers which hold a license from the Isle of Man Financial
Services Authority or insurers authorised under section 8 of the Insurance Act
2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis
Investment Managers Middle East (DIFC Branch) which is regulated by the
DFSA. Related financial products or services are only available to persons who
have sufficient financial experience and understanding to participate in financial
markets within the DIFC, and qualify as Professional Clients or Market
Counterparties as defined by the DFSA. No other Person should act upon this
material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place, DIFC,
PO Box 506752, Dubai, United Arab Emirates

In Japan: Provided by Natixis Investment Managers Japan Co,, Ltd. Registration
No.: Director-General of the Kanto Local Financial Bureau (kinsho) No.425.
Content of Business: The Company conducts investment management
business, investment advisory and agency business and Type Il Financial
Instruments Business as a Financial Instruments Business Operator.

In Taiwan: Provided by Natixis Investment Managers Securities Investment
Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise
regulated by the Financial Supervisory Commission of the R.0.C. Registered
address: 34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065,
Taiwan (R.0.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.

In Singapore: Provided by Natixis Investment Managers Singapore Limited
(company registration no. 199801044D) to distributors and qualified investors
for information purpose only.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to
professional investors for information purpose only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited
(ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general
information of financial advisers and wholesale clients only .

In New Zealand: This document is intended for the general information of New
Zealand wholesale investors only and does not constitute financial advice. This
is not a regulated offer for the purposes of the Financial Markets Conduct Act
2013 (FMCA) and is only available to New Zealand investors who have certified
that they meet the requirements in the FMCA for wholesale investors. Natixis
Investment Managers Australia Pty Limited is not a registered financial service
provider in New Zealand.

In Colombia: Provided by Natixis Investment Managers International Oficina de
Representacion (Colombia) to professional clients for informational purposes
only as permitted under Decree 2555 of 2010. Any products, services or
investments referred to herein are rendered exclusively outside of Colombia.
This material does not constitute a public offering in Colombia and is addressed
to less than 100 specifically identified investors.

In Latin America: Provided by Natixis Investment Managers International.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly
registered investment advisor, authorised and supervised by the Central Bank
of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale
or offer of any units of a fund qualifies as a private placement pursuant to
section 2 of Uruguayan law 18,627.

In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a
regulated financial entity, securities intermediary, or an investment manager in
terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and
is not registered with the Comision Nacional Bancaria y de Valores (CNBV) or
any other Mexican authority. Any products, services or investments referred to
herein that require authorization or license are rendered exclusively outside of
Mexico. While shares of certain ETFs may be listed in the Sistema Internacional
de Cotizaciones (SIC), such listing does not represent a public offering of
securities in Mexico, and therefore the accuracy of this information has not been
confirmed by the CNBV. Natixis Investment Managers is an entity organized
under the laws of France and is not authorized by or registered with the CNBV
or any other Mexican authority. Any reference contained herein to “Investment
Managers” is made to Natixis Investment Managers and/or any of its
investment management subsidiaries, which are also not authorized by or
registered with the CNBV or any other Mexican authority.

In Brazil: Provided to a specific identified investment professional for
information purposes only by Natixis Investment Managers International. This
communication cannot be distributed other than to the identified addressee.
Further, this communication should not be construed as a public offer of any
securities or any related financial instruments. Natixis Investment Managers
International is a portfolio management company authorized by the Autorité des
Marchés Financiers (French Financial Markets Authority - AMF) under no. GP
90-009, and a public limited company (société anonyme) registered in the Paris
Trade and Companies Register under no. 329 450 738. Registered office: 43
avenue Pierre Mendés France, 75013 Paris.

The above referenced entities are business development units of Natixis
Investment Managers, the holding company of a diverse line-up of specialised
investment management and distribution entities worldwide. The investment
management subsidiaries of Natixis Investment Managers conduct any
regulated activities only in and from the jurisdictions in which they are licensed
or authorized. Their services and the products they manage are not available to
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provider to ensure that the offering or sale of fund shares or third party
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The provision of this material and/or reference to specific securities, sectors, or
markets within this material does not constitute investment advice, or a
recommendation or an offer to buy or to sell any security, or an offer of any
regulated financial activity. Investors should consider the investment objectives,
risks and expenses of any investment carefully before investing. The analyses,
opinions, and certain of the investment themes and processes referenced
herein represent the views of the portfolio manager(s) as of the date indicated.
These, as well as the portfolio holdings and characteristics shown, are subject
to change. There can be no assurance that developments will transpire as may
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material to be reliable, including that from third party sources, it does not
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material may not be distributed, published, or reproduced, in whole or in part.
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