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legal and regulatory framework is still
lacking. Even politicians no longer see
private equity solely as aggressors or
destructive locusts but increasingly as
key providers of capital and creators of
economic value. The government is
implicitly embracing private equity by
asking sponsors to support important
German companies. Consider CVC’s
investment in Evonik and Blackstone’s
in Deutsche Telekom. There is now
recognition that private equity is an
essential element of the economy and
has a role to play in supporting
German business, especially in the
current environment.

Pauls: I find that there is new kind of
pragmatism with which politicians and
trade unions now look at certain issues
in the economy, including the presence
of private equity. The debate is now less
driven by ideology, which is healthy.

Flaig: I am not convinced that the
debate with trade unions, with jour-
nalists, with credit insurers really has
changed fundamentally. The industry
might be less in the limelight because
we had the problems with banks, the
bonus discussion and so on. There are
other enemies now, but the perception
of private equity has not changed that

much. We bought a business recently
and the credit insurance company
downgraded it immediately, without
even looking at the figures! We went
in together with management to
explain our case, but it was hopeless.
‘You are private equity, you are in that
basket.’ Of course we can add value to
the German economy, but I don’t
think that is already in the discussion.
As for the unions, yes, they may be
less aggressive, but they may just be
waiting for the next incidence they
can jump on. 

Hollenberg: Historically, the percep-
tion of German private equity has
always been confused with the tools
that it uses. It was considered a
leverage activity rather than an invest-
ment activity. Leverage is something
Germans generally don’t like. In addi-

tion, many Mittelstand companies have
been highly leveraged historically and
didn’t need any more, and many of
them have also had negative experi-
ences dealing with banks. They’re basi-
cally not keen on financial engineering,
and as long as they confuse what a
private equity owner will do to them
with the tool set that this investor may
use in an LBO situation, they will be
extremely cautious. When we talk to
business owners, we always stress that
of the three deals we did last year, only
one used any debt at all, at a very
moderate level.  

PEI: But after the global debt binge
that has just ended, isn’t it difficult
right now to explain to owners the
difference between funds relying on
leverage and funds seeking to drive
returns in a different way?  

Hollenberg: Right now we don’t need
to explain this to them. Where they
have used leverage in the past, they’re
explaining to us that their capital
structure is in bad shape and unlikely
to get better any time soon, and they
ask us whether we can help. In other
words, people are beginning to appre-
ciate the difference between genuinely
long-term capital, of which there are
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very few providers right now, and a
bank loan that has just been called.
This is a painful experience that many
people are making right now, and I
think it is leading to a shift of how they
perceive financial investors. People are
beginning to realise that the only
source of long-term capital is probably
private equity. I wouldn’t know where
else you could get it from. 

PEI: So there is a sense here that the
banks have abandoned Germany’s
businesses? 

Hollenberg: Definitely. 

Flaig: Going into an overleveraged
business to clean up the balance sheet
is different though from trying to buy
a business that hasn’t yet much debt in
it. There you have to explain how the
financing is going to work, that using
some leverage is actually efficient, and
that we aren’t locusts. That is still
taking a lot of time. I don’t think
Germany is already at the stage where
this is getting easier. 

Pauls: Also, I’m not sure German GPs
can isolate themselves in terms of the
financial tools they use. An investor can
always choose between investing in a

German fund or an international fund,
and if there are certain return-
enhancing tools in use internationally,
then there will always be pressure on
German managers to follow the trend. 

Hollenberg: Absolutely, and we will
always use the maximum amount of
leverage we can get. The question is,
how do you think about it. Is that
your basic investment case and if it
doesn’t work then you abandon the
investment? Or do you say, ‘this is a
quite a lot of leverage and we know
it, but if it doesn’t work we can put in
more equity and it will still be a good
investment’. That’s a huge difference.   

Pauls: At the large international firms
we’re seeing a lot of reshuffling of the
teams going on. GPs are changing
their carried interest entitlements to
incentivise people with operational
k n o w h o w  a n d  r e s t r u c t u r i n g
expertise. Financial engineering is
clearly less important now.  

PEI: Another big talking point in the
industry today is the prospect of
more regulation. In this context, are
you focused on what might be
coming out of Berlin, or do you look
mainly to Brussels?

Flaig: For us EU regulation is the issue.
What the EU is now proposing for
firms above the €500 million under
management threshold in terms of
disclosure and the many other things
on what is a very long list means that
we will need to be more transparent

than any public company. In transac-
tions, this could well put us at a disad-
vantage vis-à-vis other bidders.  

Hollenberg: As a small niche fund, I
am not worried about the EU at all,
and I don’t worry about regulation.
Whatever regulation will hit us we
will be able to deal with. The only
thing I am concerned with is the
uncertainty of the tax situation. That
is still a very severe problem because
it impacts our daily activities. It
means certain things we as fund
managers want to do, such as being
able to run a portfolio company as a
Geschäftsführer, we just cannot do.
We have to design structures that do
not add a lot of value for no other
reason than a completely theoretical
tax regime. Tax is forcing you into
structures that are totally inefficient. 

Pauls: Yes. The question of how your
fund vehicle will be treated and how
carried interest will be taxed is still a
big headache. And now we have VAT
on the management fee, which doesn’t
help. So in negotiations of international
investors coming into a German fund,
taxes and the uncertainty surrounding
German structures remain an item. In
terms of regulation, what people forget
is that  there is virtually no regulation
of private equity in Germany. Guernsey
and Jersey are more regulated. 

PEI: Is the tax situation likely to
improve at all in the coming years? 

Pauls: The tax authorities now have a
much better  understanding of how
private equity works as compared to
the situation a few years back, which is
of course positive. And as unfortunate
as the locust debate was, it may actu-
ally have helped in educating people
about private equity on a broader
scale. But in terms of the fiscal frame-
work changing, we don’t see any 
development. The tax authorities seem
to believe that the criteria applied to
private equity work, even though the
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industry finds it extremely difficult to
even define how these criteria can be
worked. The uncertainty will remain
for the foreseeable future.

Flaig: This really is a stumbling block
for Germany, not just for private
equity. You come up with an acquisi-
tion structure, and you have no idea
whether it works from a tax perspec-
tive right until the end. 

Golding: It’s a pity, it’s ironic, and it’s
a lost opportunity. At the end of the
day, one will invariably find a struc-
ture to provide the required solution,
but smaller institutional investors
without the resources will inevitably
lose out.

PEI: Could the federal election in
September make a difference in terms
of how private equity is being
treated?

Golding:There are bigger issues than
private equity at stake. Opel,
Arcandor, that’s where the political
focus is right now. 

Hollenberg: I have a concern though
that we will see a scheme being imple-
mented after the elections whereby
VAT will increase by two percent a
year until it hits 30 percent or so. That
would make it very difficult to sell
businesses, because a buyer will say, ‘of
course you’re doing great – customers
are buying because everything will be
more expensive tomorrow; but what
does your performance look like on a
normalised basis?’

PEI: You see that as a genuine possi-
bility?

Hollenberg: Yes. We have seen the prin-
ciple applied to the mineral oil tax,
where it hasn’t worked. But VAT
moves a lot of money, it’s one of the
most efficient ways of taxation, so this
is definitely something the government
might consider.

PEI: Despite this and the other obsta-
cles we touched on: can private equity,
as a provider of funding to businesses,
be expected to grow further in
Germany?

Golding: Despite the short term diffi-
culties, we nevertheless maintain a
positive outlook. Given the size of the
economy and its fundamental strength,
Germany is extremely attractive for
deals. Both for international and
German investors. We are seeing
interest from our investor base that is
higher than it has been for some time,
and we’re ramping up resources so that
we can deal with the new requests and
projects coming in. Over the next three
to five years, we’re definitely opti-
mistic. 

Pauls: Over the past couple of years,
the amount of work coming out of
Germany for us has increased
disproportionately, which is clearly
significant.

Hollenberg: I am generally very
positive about the private equity
industry as it exists in Germany
today, but this doesn’t translate into
an expectation of strong growth.
Nothing dramatic will happen,
because there won’t be many large
deals, and the mid-market will
remain the domain of niche players
because industries are still very frag-
mented. Unless you believe that
there will be a lot of consolidation
in the coming years, which we don’t,
the opportunities residing in the
many smaller mid-market busi-
nesses will not be accessible to
larger private equity funds, at least
not on institutional terms.

Flaig: In addition to the funda-
mental factors that are driving the
development of the industry in
Germany, some growth for private
equity could come out of the current
banking crisis. If firms like us can be
creative in terms of providing
financing, we should be able to play
a larger role, and therefore to grow
the industry.

Pauls: And this is of interest espe-
cially to local players. To solve the
issues currently at hand will require
knowledge of how Germans work
and operate, and you also need
dedication to the market. Therein
lies a great opportunity for locals.  n
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