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ABSTRACT 

In recent years, there has been a rise in the demand for a sustainable approach 

to private investments as well as the need to further develop environmental, 

social, and governance (ESG) areas to enhance investment decision-making 

in the private equity (PE) industry. Investment in corporations that allocates 

capital towards sustainable products and services increases the chances of 

the investment returns and avoids risks associated with an investment that 

may not bring returns in the longer run. Therefore, investors are seen to be 

actively seeking demonstration by PE funds to integrate ESG factors in their 

investment decisions. It has been observed that most limited partners (LPs), 

as investors, are declining to participate in PE fundraising and some are also 

withdrawing from investments based on ESG grounds. 

The devastating impact of the COVID-19 pandemic on the global economy 

is the most current and powerful example of the impact of ESG factors on 

the overall performance of this industry. Due to the extended quarantines and 

corporate belt-tightening, retail spending figures have descended rapidly, 

leading to historic high rates of unemployment. However, due to a long 

period of successful and mindful fundraising, the private equity industry has 

proven critical to fighting the coronavirus. Reports show that ESG funds 

continued to experience net inflows at a record pace through the second 

quarter of 2020, while they also appear to outrank the conventional funds.1  

 

 

 

 

 
1 Reuters, Sustainable fund assets hit record $1.7 trln in 2020: Morningstar, (January 29, 2021), available at 

https://www.reuters.com /article/us-global-funds-sustainable-idUSKBN29X2NM (Last visited on April 26, 2021). 
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Integration of PE and ESG 

The beginning of integration of ESG and PE can be traced back to 2009 when the United States 

Private Equity Council adopted guidelines that included environmental, social, health, labour 

and governance issues. Earlier, ethical investing focused on negative screening i.e. excluding 

companies engaged in certain sectors for ethical reasons. However, with time, socially 

responsible investing has moved towards ESG integration. PE firms are said to be in a good 

position to provide risk capital along with expertise that in turn increases the performance and 

value of their portfolio companies. They are skilled at identifying and mitigating risks, turning 

the company’s idea into a profitable business and increasing its value. Thus, their targeted 

investments towards companies that address environmental, social and governance issues make 

them the drivers of sustainability.  

PE firms have been observed to have two main approaches towards ESG integration - risk 

management and value creation. Studies have suggested that companies incorporating ESG 

strategies add to the value, creating higher revenue and improving company’s risk 

management.2 CDC Group’s toolkit for fund managers considers factors like efficient use of 

resources, customer loyalty, employee retention and productivity to increase margin and 

revenue growth further impacting the valuation of a company.3 A stronger ESG driven 

company is more likely to expand in new market with sustainable products. It is likely to gain 

government authorities’ support and a consumer base which is ready to pay for sustainable 

products. It is in a position to attract talent and retain quality employees, increasing the overall 

productivity of the company. While adding to value creation, ESG focused companies reduce 

the companies’ vulnerabilities to various risks like product hazards, environmental liabilities, 

liabilities associated with unsafe employment conditions, and corruption liabilities. The focus 

 
2 , Francesca Cornelli, Ioannis Ioannou, and Thomas Zhang, ESG moving out of the Compliance Room and into 

the Heart of the Investment Process, Coller Institute of Private Equity at London Business School, (2015), 

available at https://www.slideshare.net/DealMarket_com/esg-koller (Last visited on April 12, 2021); See also 

PwC, Putting a Price on Value: PE Responsible Investment Survey, (2013), available at 

https://www.pwc.com/gx/en/sustainability/publications/assets/putting-a-price-on-value_pwc-private-equity-

survey.pdf; Malk Sustainability Partners, ESG in Private Equity: 2015, (June, 2015), available at 

https://malk.com/wp-content/uploads/2015/06/ESG-in-Private-Equity-%E2%80%93-2015.pdf (Last visited on 

April 12, 2021); Witold Henisz, Tim Koller and Robin Nuttall, Five Ways that ESG Creates Value, McKinsey 

Quarterly, (November, 2019), available at https://www.mckinsey.com/business-functions/strategy-and-corporate-

finance/our-insights/five-ways-that-esg-creates-value (Last visited on April 12, 2021). 
3 CDC, Toolkit on ESG for Fund Managers, (2010), available at https://assets.cdcgroup.com/wp-

content/uploads/2018/09/08155015/CDC_Toolkit_on_ESG_for_Fund_Managers_2010.pdf (Last visited on 

April 12, 2021). 
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on ESG also reduces the cost of energy consumption and water usage and other raw material, 

which in turn increases the profit margin of the company. Companies’ focus on protecting the 

environment, providing standard labour conditions, and bringing transparency in its 

governance reduces the risks of companies’ contravention of various environmental, labour, 

anti-corruption, anti-money laundering and audit laws. 

All these factors contribute towards a higher level of return from a company which further 

provides an incentive for long term sustainable investments to future investors.  

In recent times, there have been many policy reforms and developments to encourage 

sustainable business. UNPRI promotes ESG factors into investment decision-making4 and its 

signatories, including various financial institutions, engage in voluntary disclosures and 

reporting of their ESG integrated investments. European Disclosure Regulation under 

European Union Sustainable Action Plan provides certain obligations for ESG related 

disclosures. It aims to provide investors with information related to ESG compliances so that 

investors can take into account ESG parameters before making any investment decisions. In 

India, Corporate Social Responsibility is considered a step towards integrating social and 

environmental factors in business operations. It mandates the companies to participate in 

philanthropic activities and report such initiatives.  

Most developed countries have a growing array of sustainability incentives in the form of tax 

benefits, interest subvention, subsidised land and priority in government contracts to attract 

investors. High tax concessions for sustainable initiatives have developed a direct link between 

renewable energy projects and the interest of investors. Such link has been observed in 

jurisdictions such as the United States and Australia, leading to increasing partnerships between 

the developers and investors.5 In Canada, there are strong financial incentives and regulatory 

programs to strengthen investments in solar power.6 Many cities in Europe have introduced 

incentives to phase in electric vehicles for a net-zero economy which has led big companies 

 
4 Principle for Responsible Investment (PRI), What are the Principles for Responsible Investment, available at 

https://www.unpri.org/pri/what-are-the-principles-for-responsible-investment (Last visited on April 13, 2021). 
5 KPMG, Taxes and Incentives for Renewable Energy, (2015), available at 

https://assets.kpmg/content/dam/kpmg/pdf/2015/09/taxes-and-incentives-2015-web-v2.pdf (Last visited on April 

15, 2021). 
6 Financial Incentives by Province, available at https://www.nrcan.gc.ca/energy-efficiency/energy-efficiency-

homes/financial-incentive-province/4947, (Last visited on April 15, 2021). 
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like Uber to change their business model and incorporate ESG factors in it.7 In India, SEBI is 

holding discussions with various stakeholders to bring in greater granularity in disclosures by 

listed companies in the ESG space and plans to soon release relevant guidelines. Meanwhile, 

schemes like the product-linked incentive and allowing foreign direct investment up to 100% 

(hundred percent) in renewable energy sector can be seen to be promoting ESG practices and 

inviting new investors.8 

ESG Integration in India 

The Indian legal framework covers various aspects of ESG in a disintegrated manner. For 

instance, since India became a signatory to various international environmental conventions, it 

has enacted several environmental laws that require companies to protect the environment and 

prohibit the discharge of pollutants. The Companies Act, 2013 also confers the responsibility 

on companies to consider environmental factors by imposing a fiduciary duty on a director to 

promote company’s objectives in consideration with environment protection and by requiring 

the board to disclose the efforts taken by the company towards conservation of energy in the 

board report. Similarly, labour laws in India cover the social factors by ensuring prohibition of 

child labour, gender equality, prevention of sexual harassment, maternity benefits, minimum 

wages, and regulating leaves, working hours, working conditions etc. India also has consumer 

protection laws that compel companies to be responsible in their dealings. Additionally, 

companies are required to fulfil their CSR by participating in philanthropic activities. The 

Indian law also provides for good governance practices through requirements for audit 

committees, independent directors, risk-management policy, stakeholders grievance 

mechanism, whistle-blower protection, etc. In 2019, the Ministry of Corporate Affairs came up 

with National Guidelines on Responsible Business Conduct that stipulates principles of 

responsible business including, transparency, employees’ well-being, stakeholders’ interests, 

environment protection etc. 

While it is true that these laws are a positive step towards incorporation of ESG factors by the 

companies, it has certain shortcomings. Most of these legislations are limited to legal 

compliances and are lacking the extensive facets of ESG norms. The CSR mandate, for 

 
7 Danish Mehboob, Tax is advancing ESG Outcomes at Uber and Other Large Businesses, International Tax 

Review, (February, 2021), available at https://www.internationaltaxreview.com/article/b1qcqbp3cw8mp2/tax-is-

advancing-esg-outcomes-at-uber-and-other-large-businesses (Last visited on April 15, 2021). 
8 Make in India, Renewable Energy, available at https://www.makeinindia.com/sector/renewable-energy (Last 

visited on April 15, 2021). 
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example, is limited to big companies and is not sufficient to cover all the aspects of ESG. The 

laws are also limited to the interests of a few stakeholders and do not include communities like 

tribal, minorities, etc. Moreover, each sector has its specific ESG requirements and the Indian 

legal system is not comprehensive enough to cover ESG standards for all sectors. There 

remains an absence of reporting regulations and a lack of comprehensive standardized 

parameters.  

A more subjective and prevalent method to enforce the ESG considerations is the incorporation 

of them into the investment cycle, including due diligence and documentation process by the 

PE investors. Many LPs carry out ESG assessment of general partners’ approach towards 

responsible investment prior to allocating funds. The PE funds are seen to have the most 

leverage over ESG factors during the beginning of the investment process. Therefore, resolving 

any ESG issues during the investment due diligence process is most preferable, by both, the 

investors and the companies. Through this collaborative approach, the funds work alongside 

the companies to develop or incorporate ESG related policies based on the red flags raised 

during the due diligence process. They check legal compliances and verify the due diligence 

findings through the representations and warranties in the investment agreements. Further, to 

enforce compliance of the ESG policies by the companies, the investors generally insist on the 

incorporation of covenants, such as disclosure requirements relating to adverse government 

proceedings, environmental matters and employment practices, in the relevant investment 

agreement. The breach of such covenants leading to an event of default, require the companies 

to remedy the breach and, in case that is not feasible, the investors can avail the right to 

indemnification and, in an extreme situation, enforce the exit rights in form of put options, buy-

backs or drag-along rights. The investors can also establish mechanisms for monitoring these 

compliances through information and inspection rights which includes provision of periodical 

internal audit reports addressing the company’s compliance with the ESG requirements, annual 

reports comprising an analysis of the principal risks that the company faces, the steps taken to 

mitigate those risks and access to copies of the minutes. They may also seek representation on 

the board or require the constitution of a separate committee to monitor ESG. Beyond these 

measures, investors also offer a pricing incentive if the PE fund meets pre-defined key 

performance indicators,  such as renewable, low carbon targets or gender diversity indicators. 

Conclusion 
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ESG has evolved and has become a priority for PE firms across nations. This could be 

evidenced by the increase in ESG commitment by all these firms due to the pressure from 

investors as well as regulatory bodies. The current COVID-19 pandemic has further highlighted 

the various benefits of ESG investing and is argued to be accelerating sustainable investment. 

The lawmakers across the globe have also started strong financial incentives and regulatory 

programs in the form of tax benefits, interest subvention, subsidised land, priority in 

government contracts for sustainable companies to attract investors. In India, schemes like the 

product-linked incentive and allowing foreign direct investment up to 100% in the renewable 

energy sector are seen to be promoting some ESG practices and inviting new investors.  

Though the Indian legal framework supports ESG commitments of companies, there is still a 

lack of implementation of existing laws and the need for comprehensive regulation for ESG 

investment. Meanwhile, PE investors have the option to enforce and monitor ESG compliances 

through focused ESG due diligence and incorporation of ESG requirements into the investment 

agreements. 
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