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Germany is taking steps to address investors’ venture capital concerns but tighter
restrictions around foreign investment in critical sectors could pose problems,
says P+P Pollath + Partners’ Andreas Rodin

Continued growth, continuing
challenges for German private equity

Following a subdued 2018, last year
marked another record for Germany’s
private equity market. Total fundrais-
ing increased by 24 percent over 2018
to reach €5.22 billion, according to
data published by the German Private
Equity and Venture Capital Associa-
tion (BVK) in February. Venture cap-
ital demonstrated the steepest increase,
rising by 150 percent year-on-year to
€2.95 billion, buyout fundraising was
down 6 percent to €2.12 billion, while
generalist funds raised €140 million
representing a decline of 62 percent
compared to 2018.

The BVK data are derived from the
European Data Cooperative, which
covers leading European private equity
associations and employs a standard-
ised methodology. BVK’s breakdown of
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commitments by investor type demon-
strates a significant shift from 2018 to
2019. Public sector bodies contributed
11 percent of the total capital raised
in 2019 compared with 25 percent in
2018, while insurance companies con-
tributed 31 percent of the total capital
raised in 2019 up from just 3 percent in
2018. Pension funds’ accounted for 10
percent of the 2019 total, down from
23 percent the previous year.

There was also double digit growth
in 2019 when it came to the amount
invested in German portfolio com-
panies, which climbed by 19 percent
from €12.03 billion to €14.31 billion.
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Venture capital investments remained
fairly level into 2019, representing 12
percent of the total at €1.74 billion.
The amount invested in buyout invest-
ments accounted for 74 percent of the
total at €10.63 billion, up from 69 per-
cent in 2018, while growth capital in-
vestments fell by 13 percent from €2.23
billion in 2018 to €1.94 billion in 2019.

Although the total amount invested
in 2019 significantly increased, the to-
tal number of companies receiving PE
financing fell by 28 percent from 1,312
in 2018 to 951 in 2019.

Investment imbalance

BVK’ analysis of the investment ac-
tivities in 2019 in the different market
segments confirms the continuation
of the trends that have played out in
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previous years and illustrates the spe-
cific features that characterise Germa-
ny’s economy: its strong emphasis on
small and medium-sized enterprises.
Almost three-quarters (74 percent) of
the total amount invested in 2019 was
spread across 15 percent of the com-
panies that received PE financing, 13
percent of growth capital was invested
in 26 percent of all companies and 12
percent of venture capital was invested
into 59 percent of all companies.

This imbalance can also be seen
when investee company data is broken
down by sales figures and employee
numbers. Those companies with sales
under €1 million accounted for 40 per-
cent of the total number of investee
companies, yet they received just 2 per-
cent of the total investment amount. At
the other end of the spectrum, compa-
nies with sales in excess of €100 million
represented 6 percent of all investee
companies, but they received 43 per-
cent of the total investment amount.

In the middle, companies with sales
of €1 million-€10 million accounted
for 30 percent of all investee compa-
nies and received 8 percent of 2019
investment total. Those with sales of
€10 million-€50 million represented 19
percent of all investee companies and
received 35 percent of the total. Com-
panies with sales of €50 million-€100
million represented 5 percent of all in-
vestee companies and received 12 per-
cent of total funding.

Investee companies with fewer than
20 employees, which make up 38 per-
cent of the total number of companies,
received 3 percent of the total invest-
ment amount. Yet companies with
more than 1,000 employees accounted
for 5 percent of the total number of
companies and received 50 percent of
the total investment amount.

Analysis of investment by indus-
try sector paints a similar picture as in
2018. The most notable sector is infor-
mation, computer and electronic tech-
nologies, which received 34 percent
of the total investment amount across
39 percent of all investee companies.

will increase.

Preparing for digital developments

Private equity investments have become an important asset
class for institutional investors and there continues to be
strong demand for investment opportunities in PE funds.

Germany also provides a significant number of portfolio investment
opportunities to PE fund managers, resulting in an increase in investments.
Germany’s start-up ecosystem particularly benefits from this trend. The
German VC segment has matured and become increasingly attractive for
international investors in recent years.

After an uninterrupted 10-year period of economic growth, however,
there are uncertainties regarding future development. Successful
fundraisings and the availability of debt capital at low interest rates mean
that enterprise valuations have reached a challenging level and there is
concern that the number of investments requiring financial restructuring

For example, while the quality of German technology and the number
of patents and inventions developed by German think-tanks (including,
for example, Max Planck, Fraunhofer, Helmholtz, Charité and certain
technical universities) is relatively high, medium-sized companies struggle
with disruptive technologies and face increasing challenges adapting
their business models to accommodate these. This is particularly true for
digitalisation. PE managers who prepare themselves for challenges such as
management and business restructuring early on are set to benefit.

Meanwhile, the business-to-business
sector and the consumer goods and ser-
vices sector both received 18 percent of
the total investment amount. Invest-
ments in biotechnology and health fell
from 14 percent of the total investment
amount in 2018 to 9 percent in 2019,
while the number of investee compa-
nies in this sector increased by 25 per-
cent year-on-year to 15 percent.

Exits stall

Although fundraisings and investments
developed successfully, exits remain
problematic. The total German exit
volume fell by 45 percent in 2019 after

a reduction of 25 percent in 2018. The
total number of exited portfolio com-
panies fell by 25 percent. Exit pro-
ceeds realised over the stock exchange
dropped by 54 percent after an increase
of 95 percent in 2018.

Compared to trade sales and sec-
ondaries, initial public offerings have
not been a significant exit channel in
recent years. Medium-sized enterpris-
es do not appear to be attractive can-
didates for an IPO on a stand-alone
basis. This may change for buy-and-
build strategies, although it is still too
early to make concrete statements re-
garding exits in this area. However, the
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number of “unicorns” commercialising
German technology that remain in the
country is set to increase, and it is like-
ly that exits can be achieved through a
German IPO.

Government boost for VC

In addition to wider challenges facing
the private equity industry, there are
specific hurdles that Germany needs to
overcome. The BVK 2019 report shows
a continuing financing gap from Ger-
man sources in high-volume, later-stage
VC financing rounds. Fundraising for
this segment fell by 10 percent to €138.6
million in 2019. This is primarily due
to the small size of German VC funds;
German institutional investors continue
to raise concerns about the risk-return
profile of these funds and are hesitant
to subscribe large capital commitments.
As a result, the financing gap tends to
be plugged by large international funds,
often resulting in portfolio companies
moving their business outside of Ger-
many.

This has become a political issue.
Most recently, the state secretary of
the federal finance ministry announced
a €10 billion federal initiative through
which a considerable amount — likely
in the range of €1 billion over the next
two years — has been designated to en-
hance the risk-return profile of venture
capital funds, thereby addressing the
concerns raised by German institution-
al investors. In order to implement the
initiative, a new department has been
established at the federal ministry of
economic affairs.

Last year, the structural discussions
commenced when the Expert Com-
mission and BVK pointed to the Dan-
ish fund of funds model as an example
of how a public-private partnership
can be established with private institu-
tional investors. This can ensure that
large amounts of capital are available
to provide funding in large later-stage
VC financing rounds. Certain features
of the Danish model were turned down
by the two federal ministries during the
political discussions. German fund of
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funds shall exclusively focus on invest-
ments in VC funds, with no allocation
of capital to buyout funds.

In order to enhance the risk-return
profile, a specific distribution waterfall
will be incorporated into the partner-
ship agreement of the fund of funds.
Proceeds attributable to the public
partner’s capital commitment shall be
for the benefit of the private investors
until they have received full pay-out.
Thereafter, there is a catch-up for the
public investor.

Once the
achieved full pay-out, the proceeds

public investor has
attributable to its capital commitment
are for the benefit of the private inves-
tors until they have received a certain
minimum return on their capital con-
tributions with a catch-up for the pub-
lic investor thereafter and compensa-
tion for assuming a higher risk than the
private investors. Such compensation
must be calculated to avoid illegal state
aid under the state aid guidelines of the
European Commission for risk capital
investments.

The details have not yet been pub-
lished and the distribution waterfall
shall be notified to the European Com-
mission for confirmation that it does
not constitute illegal state aid. Overall,
this is good news and the initial reac-
tion from German institutional inves-
tors has been positive.
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Venture capital fundraising
in Germany in 2019

€1.94bn

Growth capital investments in
Germany in 2019

Foreign investment controls
While the government’s financial in-
itiative is expected to have a positive
impact on investments in German
companies using and commercialising
German technology, the federal min-
istry of economic affairs is about to
further tighten German control rules
for foreign investments. A first draft of
amendments to the Foreign Trade and
Payments Act (Aufienwirtschaftsgesetz
— AWG) was published by the ministry
at the end of January, at the same time
as a strategy paper announcing amend-
ments to the Foreign Trade and Pay-
ments Ordinance (Auflenwirtschafts-
verordnung — AWV), which contains
details of the German foreign invest-
ment control regime.

Upon the proposal of France, Italy
and Germany, the EU created a Eu-
ropean framework for member states’
review of investments by non-EU/
non-European Free Trade Associa-
tion investors in certain critical sectors
in order to protect public security or
public order. The European rules have
been laid out in the Investment Screen-
ing Regulation of 19 March 2019. The
proposed German legislation achieves
consistency between the German and
European rules on investment review.

In addition, and more importantly,
the proposed amendments to the AWG
and the announced amendments to the
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AWV further tighten German rules on
investment control. According to the
ministry, the new rules will secure Ger-
many’s technological sovereignty. Al-
though this objective is shared by all EU
member states, only the level and co-
ordination of control has been harmo-
nised through the Investment Screen-
ing Regulation. The final decision on
investments by non-EU/non-EFTA
investors in the defined critical sectors
remains with each member state.

Impact of restrictions

The new investment control rules will
have a negative impact on investments
in German technology-oriented com-
panies by foreign investors because
they impose limitations on investments
by foreign investors in private equity
funds investing in the critical sectors, as
well as limitations on portfolio compa-
ny exits by PE funds to foreign purchas-
ers within these sectors. In this respect,
the proposed amendments contradict
the government’s financial initiative to
increase the amount of capital available
for investments in German technolo-
gy-oriented companies.

The proposed amendments to the
AWG and the announced amendments
to the AWV are outlined below.

Currently, the critical sectors include
companies that operate critical infra-
structures; develop or update certain

industry-specific software used to op-
erate critical infrastructures; are tasked
with activities in the telecoms surveil-
lance field or produce or have produced
technology for the implementation of
the same; provide cloud computing
services and in doing so have access to
certain crucial security infrastructures;
hold authorisations relating to compo-
nents or services in the telematics infra-
structure; or contribute to shaping pub-
lic opinion in the media through radio,
telemedia or print and are characterised
by particular topicality and wide-rang-
ing impact. In the future, the list will
also include artificial intelligence, ro-
botics, semiconductors, biotechnology
and quantum technology.

Since 2018 investments by non-EU/
non-EFTA investors representing a di-
rect or indirect interest of 10 percent or
more in a German company belonging
to any critical sector require notifica-
tion to the federal ministry of econom-
ic affairs. According to the proposed
amendments, all notifiable investments
shall be subject to an implementation
prohibition until the transaction is
cleared by the ministry or the review
period has lapsed.

An indirect investment falls within
the scope of the new rules if the 10 per-
cent threshold is fulfilled on any level.
For example, a non-EU/non-EFTA
investor’s 10 percent or more capital

commitment to a private equity fund
triggers the application of the invest-
ment control processes if such fund
makes an investment representing 10
percent or more of the capital of its
portfolio company.

Currently, the ministry may restrict
or prohibit an investment by a non-EU/
non-EFTA investor in the event of an
actual threat to the public security or
public order of Germany, which must
be sufficiently serious and affect a funda-
mental interest of society. These criteria
shall be lowered in two respects. Con-
sistent with the EU Investment Screen-
ing Regulation, the ministry shall not
only take into consideration the public
security or public order of Germany,
but also the public security or public
order of another EU member state or
programmes of interest. In addition,
the relevant level of risk required for
investment restrictions or prohibitions
shall be reduced from “actual threat” to
“probable impairment”. This reduction
is not required under the EU Invest-
ment Screening Regulation.

The three aforementioned amend-
ments have been heavily criticised.
While the EU rules have been tightened
and Germany has to align its rules with
those of the EU, the ministry has decid-
ed to make full use of all restrictions on
foreign investments in Germany that
are possible under the EU framework.
However, open markets for goods, ser-
vices and investments are indispensable
for prosperity. The introduction of pro-
tectionism at home is probably not the
right response to the introduction of
protectionism by other countries.

Finally, there is a need for Germany
to improve the tax framework for pri-
vate equity funds, ie to apply the EU
exemption of fund management servic-
es from VAT and to revise the criteria
for full tax transparency of fund part-
nerships under the administrative pro-
nouncement of 16 December 2003 in
light of 17 years of development. m

Based in Frankfurt, Andreas Rodin is a partner
at P+P Pollath + Partners
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