RIVATE EQUITY NEW

The evolution of ESG provisions

Cheer the course of 2021, emvironmental social
snd icorpersie] grvernance (ES0) aspects of
privaze debe grew cxponcntially and now
festure in most deals. The fundamentsl reason
becbrind thes s thet it hes become moee
Enpoviani for nvesiors bo oild ESG aciors
it thelr investmend Eeesis bevause of the
peneral desire for finamcings o flow i
brmmesaes that are more sutnmshibtg
commcious.

The incorporation of ESG-rolsted
s genernily followed what has been seen in
the synchicated e losn spmee. ki desigued
o mcentivise compasies o improve the
performance of certain aress of the business.

Economic incentive

The bigpest mrentive w0 companies sd their
spsnsors Femnaing the neononse one, where
the introduction of s “ESG margin ratchet” is
oo commonplice i private debs deals.
Where bosrowers bt otrtam metrics, 3 smal
eeduction in the mrga is svslsbio, The lovel

of roductions (or wplift) varies from deal 10
dieal, b e comes, 8 tiered spyrosch can be
implemented winch allows for conpanics 1o
hm&uﬂ:mmmd-'fﬂn
ions, I will be i g i

morsier whether documesis siari sipualeking
what should be done with the proceeds of sach
imterest sevings.

Tt iz next always the come that £56 oritern
ure agreed at the cutset of the deal. Agreesy
om what the key periormance indbcxiors (and’

are 10 be incheded, miny companies are having
o rely oo dairly peneric metrics. msnly
focused om the “G" of ESG. The socisl sspect
afven fouses on equality and dversty md
muy imchude certifiration ss o positions on
labsour standmrds. {ther oriteris inchade
actively requirmg the company’s employees
partiipate i lnoal commumity projects or
intermsl trssng.

or ESG scores) cen sometimes be the hardest

part of the process. Gives incressingly anm wmw
romonted dewd metabiles, teeve s o mgong—— The spprosch o vldating these metnos
trend to includes terms that wllow for the waries s au the market evolves more
Lendﬂﬁ:]dhmmahmkhg!ﬂur sophistizated solutions o mitigate

ot -ciomimg of the Jon Lo thar ting will develop. Some credits allow
lory perfrmamos indiostors, Term shests oan hnulrmlmﬁmﬂmtﬁﬂnm}mm
b qpuite: pemeral and simply include the et o true clgective validstion, the

concept of the machet. Nanorally, some sectors. appointment of & thind party to mdit goals
lend themnscdves hetter i be alide 1o drdt scbieved ahesld be prguired. An extension of

KPls snch s industrisk sd consumes bt the
concept a1 & whole hoa sppesred aoross the
bl

Fer thome denls where day cae indicators

thes s ther Peqpareent, sometimes seen, bor 5
thairdd party to belp set the KE minally

In terms of tming for the mirket
is generally working off s 12-mesth lock back.
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in the private debt market

I the rebevunt confirmations cam be given off
the previcas 12-menth period (either based
from closing or por Amsncd year ) then v
positive (or negative) effects on the masgin
wll become effective for the next 17 mosths
COhmse schsond of thought i that for the michet
to have resd teeth and act 858 tre mcentive
for borrererers to improve on E5G, it noeds o
he & rwn way retrivet. Where the sgreed
metrics are not met, 8 small incresss in
pricing would kick in. Some desls may include
= margin uplifs for filare to deliver the
relevast ESG reporting documenatios. That
s grivate dele funds ane 31l walling 1o
offer pae-way eronomse incentives o8 4 deiver

“Agreeing on what the key performance
indicators (and/or ESG scores) can
sometimes be the hardest part of the

Mark Fne, McDemott Wil & Ermery

for companes 1o make sobstamive dhange.
T dute, mamy privaie debi deals have sistic
Kl As the morket develogs, we expest
EPls in become more dyasmic and for loan
o o e s to
mwurﬂm\klt'ﬂmrrthllﬁdh
losm ! as companies groew

Proactive approach

In sddition b0 econnmoes, some imvesbors are

hhuammwadl and mciuding
other reporting requisements in the

documentstion, such as an obbgation to

complete ESG questionnaires o o sl

A

baets. (ften the form i shared with the
berrower prioe o chose to help ghve comicet
i o what they are sigaing op to.
Alernmtively, 8 borrower may provide
lenders with & guestionnssrereport in lise
‘with what they are required o defiver to thewr
ok arwners and investors. In such cases,
k-drnrﬂﬂmwm thst all key

prosnde mdstionsd reporung may be carved
ot broa the event of defaults,

Given the ok of comformity sround
Tepertag ety and e contens of
woch repocis, it is not surprising thet sech
documments s regulay s the ratchet.
Hemwever, as baoth borrewers mnd benders
eontiame w0 foms o sustanshility, we sxpect
& greater alignment of interesty.
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