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(Corporate) Private Equity
What is Corporate Private Equity?
Private Equity (PE) is a collective term for all types of investments in the equity of unlisted companies (Corporates).
PE has a long history as an alternative asset class for institutional investors, especially in the USA and Great Britain,
but increasingly also in continental Europe and Asia. PE is now a widespread component of portfolios, particularly
among institutional investors in Germany. Private stands for the non-public character of the asset class, its
counterpart being public equity, which is traded on public stock exchanges in the form of share capital. Equity
investors are subject to a comparatively higher risk, as entrepreneurial losses are initially offset against equity. On
the other hand, if a company develops positively, they have the chance of a return far above the interest rate
granted to lenders. The return comes from the increase in value of the target companies. These are usually sold
to strategic or financial investors after a few years, either as a whole or floated on the stock exchange (so-called
exit).
PE investments can be made in a number of different ways. One way is the direct investment, i.e. a direct
participation of the investor in a target company. The effort involved is high and not all investors have the
necessary know-how and resources. A direct investment must also be carefully considered from a risk perspective
due to the lack of diversification.
PE funds, which are managed by asset managers, collect capital from investors and then successively invest the
money in individual target companies. The capital is not called up from the investor in one sum, but gradually with
each further investment. The role of asset managers is to identify suitable transactions, analyse them, negotiate
and close contracts with the target companies and, as a rule, also to support the management of the target
company. Such support can help optimise the financed company in organisational and structural terms. This is
particularly the case for young companies that may have limited management expertise or for companies that are
experiencing financial difficulties. PE asset managers are very well networked and are thus able to attract
specialists with many years of experience to manage target companies.
Another, but less common, alternative is to invest in listed PE companies, which, however, are no different from
the above-mentioned PE managers in terms of their core business.

What Forms of Private Equity Exist?
When investing in PE, a distinction is made between different investment phases and investment structures, each
of which are subject to specific return and risk aspects. Venture capital is sometimes defined as part of PE, but
can also be a separate asset class.
Venture Capital
Venture Capital (VC) is the term used to describe investments in young companies. Such risk or venture capital is
needed as capital support to develop products or finance initial sales growth.
Seed financing is the investment in companies that are in a very early phase, sometimes even in the prefoundation phase. The risk of loss is correspondingly high, as it is not yet predictable whether the company
and the planned products/services will establish themselves on the market.
- The financing of a start-up is an investment in a young company. The products often have yet to be developed
or brought to market maturity. Later Stage VC refers to the provision of capital in a more advanced phase.
Buyout Capital
-

Buyout investments include management buyouts (MBOs), management buy-ins (MBIs) and expansion financing
of mature companies. In an MBO, a company is taken over by its own management. Since the management's
assets are usually insufficient for a takeover, a large part of the investment is financed by a PE fund. In return, this
fund receives a stake in the company. In an MBI, on the other hand, the target company is taken over by external
management or the takeover is pushed through by external management with the help of an investor. In the area
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of expansion, established companies that need funds for future growth (e.g. regional expansion, the
implementation of new product lines, etc.) are financed.
Distressed & Special Situations
Established companies in financial and/or operational difficulties are the subject of distressed (turnaround)
investments. The invested funds are used to give the target company a future-oriented structure and to
strengthen its credit rating. Special situations are usually not associated with any specific difficulties. They include
complex, special corporate situations, for example the spin-off of parts of a group.
Mezzanine
Mezzanine financing has both equity and debt characteristics and is therefore referred to as hybrid capital. There
is a wide range of individual structures (term, maturity and remuneration) that determine whether the mezzanine
capital is to be reported in the balance sheet as equity or debt capital. In contrast to ordinary PE, the target
company usually does not have to sell any shares in the company, meaning that the mezzanine capital provider
has no influence. Therefore, in addition to a fixed interest rate, participation in the company's success is often
agreed as compensation.

Who invests in Corporate Private Equity?
In addition to family offices and foundations, investors in PE funds are generally institutional investors such as
pension funds, banks, insurance companies and fund of funds companies. Through the latter, private individuals
also invest alongside the aforementioned investors. A fund of funds collects capital from investors and invests it
in various single funds. Funds of funds thus enable investors to invest in a diversified portfolio relatively quickly
and easily. In managed accounts, an individual investor mandates a manager with a tailor-made asset
management service and holds the assets directly instead of a share of a fund.

Why do Institutional Investors invest in Private Equity?
Through active participation in the target companies, particularly through the contribution of know-how, PE
managers can generate above-average returns compared to a passive investment (i.e. the classic acquisition of
shares), notably before a possible stock market placement. Through a diverging correlation to other asset classes,
PE also contributes to portfolio diversification, so that the overall risk of a portfolio can be reduced by adding PE.
At the same time, volatility is generally lower than in public equity. The illiquidity of this asset class is accepted by
institutional investors with a long-term investment horizon, particularly for the purpose of optimising assetliability management, which aims to align the long-term orientation of the investment with the outflow of
liquidity, e.g. for pension payments. In addition, there is a secondary market, so that resale of an investment is
generally possible even during its term.
The impact of the COVID-19 crisis on PE varies according to strategy and industry. A detailed evaluation will be
possible in summer 2020 at the earliest.

What Role does Corporate Private Equity play in Germany?
Corporate PE is now an established part of the portfolio of German institutional investors.
In Germany, target companies are mainly medium-sized enterprises. For instance, if a family business cannot find
a suitable successor. Other situations, for PE financing, are small companies which have difficulties to obtain
reasonable loan conditions from traditional lenders.
In Germany, larger PE companies in particular have invested more than EUR 30 billion in recent years. In 2019 a
total of EUR 14.3 billion was invested in just under 1000 German companies. An example of a major PE transaction
in 2020 is the acquisition of Tyssenkrupp by financial investors.1
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What are the Public’s Opinions on Private Equity?
The involvement of PE asset managers in companies is occasionally accompanied by negative headlines. One issue
under scrutiny is whether structural changes in portfolio companies are accompanied by job cuts. According to a
study from 2019, the effects of PE in terms of wage levels, productivity and the number of employees vary greatly
and depend on the type of PE as well as the macroeconomic environment. For example, job reductions are more
likely to occur in the case of takeovers of listed companies, whereas job increases are more likely to occur in
unlisted target companies. For turnaround investments, the alternative must be considered, which, if an investor
is not found, could possibly result in bankruptcy and thus the loss of all jobs.
Occasionally, concerns regarding the fact that PE asset managers might leave the portfolio companies within a
short period of time, thus contributing to instability and uncertainty in the portfolio companies, are also
expressed. These considerations are contradicted by statistical analyses according to which the average
investment period of PE asset managers has increased in recent years, and now stands at around 3-8 years,
sometimes even longer.

What legal regulations are private equity managers and investors subject to?
Regarding the regulation of PE funds, please refer to the BAI fact sheet "AIFMD/KAGB: Regulation of AIFs". Further
information on the regulation of PE funds and their investors as well as on the (investment) tax treatment can
also be found in BAI's information brochure on Private Equity.
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