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PRIVATE EQUITY IN GERMANY Y

PREFACE

The idea to write a diploma thesis about private equity was shaped during my in-
ternship experience with J.P. Morgan in the fall of 2004 in London. Although I
spent most of my time on projects related to the advisory of large energy clients
in the Natural Resources Group, I also got the chance to work on a task related
to the advisory of financial sponsors in the European private equity market. As I
gathered a broad overview of the private equity industry in Europe, I realized the
strong and growing position of this industry. I was immediately attracted by the
macroeconomic view on private equity as an enabler that re-shifts economic re-
sources to profitable industries and hence contributes to much-needed economic
reform processes in many European countries. My idea was further fueled by
discussions with my co-worker Ken Eichmann, who himself wrote a dissertation

on private equity in the US market.

When I handed in my proposal for the diploma thesis in early 2005, I had two
major aspects in mind: (1) To write about a topic related to financial theory,
preferably private equity, and (2) to leverage my experience in both the conti-
nental European and the Anglo-Saxon business world. After an initial high-level
research, I decided to focus on the Anglo-Saxon financial concept of private eq-
uity and apply it to a specific segment in the German market that is of major im-
portance to the overall state of the German economy: the mip-cap segment, also
known as the “Mittelstand”.

It was not until April 2005 before a controversial public discussion about private
equity was raised by key opinion leaders in politics and industry in Germany:
‘Are helpless German companies being squeezed-out by greedy financial inves-
tors from overseas, especially the US’? At that point in time, my thesis was al-
ready handed in, but understandably I followed the discussion and found the
analysis I had done in this thesis to be very suitable in this context — rather than
being squeezed-out, I conclude that value can be generated by private equity in-

vestments in German mid-caps. Given the lack of comprehensive literature on
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Private Equity in Germany and based on the distorted public opinion of Private
Equity, shaped by the ongoing discussion, the idea to go public with my analysis

was born.

I discussed this idea with Prof. Dr. Ottmar Schneck, professor for finance and
banking at the European School of Business (ESB) Reutlingen, who not only
gave valuable input as I wrote this thesis, but also supported my idea to publish
the results. I am grateful for his support and would like to especially thank him
in this regard. Furthermore, I would like to thank Ralph Jiager of JPMorgan
Partners for his valuable input and interview time, Patrick Schoennagel for his
active support on the finishing line, Simon Land for cross-checking my ideas
and orthography, and of course the rest of the Boston Terrace Street Crew, Mar-
cel Beyer and Karsten Hendricks, for a great time, fun, and support in the first

four months of 2005 despite our high workload of getting all this down to paper.
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Executive Summary

This diploma thesis evaluates the value generation potential of private equity for
German mid-cap companies. A discussion of the private equity industry and the
analysis of the value generation levers serve as a basis to further explore private
equity value generation in the German market. First, the special features of
German mid-cap companies are examined with a special focus on their financ-
ing needs. Second, the German private equity market is introduced and its dif-
ferentiating features are revealed. The comparison of the findings assesses the
general suitability of private equity as a financing option for German mid-cap
companies and suggests that many mid-cap companies are not (yet) suited for
private equity investments. Finally, the applicability of the identified value gen-
eration levers on the German mid-cap segment is analyzed with the help of a
conceptual framework in order to evaluate the value generation potential. The
results show that the traditional value generation levers are applicable but have
to be adjusted with respect to national differences. Private equity associations
have to specifically address the strong social considerations in the German busi-
ness culture and the traditional unity of management, ownership, and supervi-
sion in the mid-cap segment in order to realize high rates of return. Anecdotal
and recent empirical evidence indicates the relevance of many theoretical con-

clusions.
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Introduction

Private equity activity in Germany is reaching new levels both in volume of in-
vestments and number of transactions. Multi-national private equity associations
have discovered Germany’s attractive market and as a result currently drive
German buyout activity. However, German mid-cap companies need to over-
come their equity weakness in order to remain competitive in the 21* century,
particularly with respect to the consequences resulting from the increasingly
global nature of markets and major changes in traditional bank lending. Fur-
thermore, many prospective company successions demand strong equity inves-
tors in the near future. This sets the stage for the analysis: (1) Is private equity a
suitable financing option for German mid-caps in general, and (2) can it create

additional economic value?

Currently, the overall economic importance of German private equity activity is
below the European average, mainly because the German public continues to at-
tach social stigma to private equity investments. However, recent studies on
German private equity reveal positive results on buyout activity. The purpose of
this thesis is to evaluate the value generation potential of private equity for the
German mid-cap segment. Specifically, this thesis applies the major empirically-
proven value generation levers of the private equity industry on the characteris-
tics of German mid-cap companies and reveals the special circumstances of the
value generation process in the German market. The results give valuable in-
sights for both mid-cap companies considering private equity investments and
private equity associations seeking further understanding of the German mid-cap

market.

An extensive amount of private equity research was conducted in the 1980s and
early 1990s, initiated by a wave of leveraged buyouts in the US and in the UK.
These transactions were able to substantially create value for investors despite
high acquisition premiums. Because most studies examine just a few features of
the entire value creation scope, only a comprehensive view, based on the combi-
nation of relevant results, can draw a complete picture on the various value-

generating aspects in private equity transactions. The most important scholarly



