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1. Introduction

This paper seeks to contribute to an emerging bafditerature that is concerned with the
guestions of transnational institution buildingg(eransnational spaces, communities, fields) and
how such processes of transnationalization plagtteg with national institutional frameworks
and effect changes in business systems (e.g. Mp2§di; Djelic and Quack, 2003; Djelic and
Sahlin-Andersson, 2006).

Empirically our paper focuses on the private eqsigtor. The private equity sector was until
recently confined to the Anglo-Saxon Business 3gsteHowever, in recent years private equity
firms have increasingly become a more internatipm@&nomenon both in terms of their country-
of-origin and country-of-destination of their inve®nts. Therefore, this industry presents an
interesting test case to investigate whether degeloping into a transnational community and
moreover to what extent international private egtitms are transforming national business
systems. In other words, we explore in this papey tuestions: First, we ask whether the
international private equity sector (IPES) can legarded as an emerging transnational
community (TC). Second, we ask, whether and in wiay national business systems are

transformed by the interaction with IPES.

Regarding the first question, we examine whethmape equity investors active in Germany and
from different origins act in a similar way. SinG&rmany lacked until recently a private equity
culture, the country suggests itself as a reseavokext. Regarding the second question, we look
at the impact of the IPES on German firms. In oy the case of Germany is particularly
interesting because the comparative capitalismatiiee has considered Germany a coordinated
or cooperative market economy (Whitley, 1992; Hafld Soskice, 2001). In this type of
economy, institutions promote long-term relatioretween the actors which are regarded as
highly conducive to incremental innovations andedsified quality production (Streeck, 1991).
More specifically, a constitutive element of thigpe of business system is seen in long-term
relations between firms and their house banks. With involvement of international private
equity investors, this relationship maybe altered aeplaced by a more short-term oriented
Anglo-Saxon business model with possibly negatwesequences on the innovative capacity on

these firms. Thus, since long-terms credits origuatcapital’ are regarded as a key element for
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Germany’'s comparative advantage in incrementalvations, the question arises, how private
equity investors influence the German businessesysand particularly the strategies and

organizational practices of companies focusingigardified quality production.

To address these questions conceptually, we dratherollowing bodies of literature. First,
drawing on Morgan (2001) and Scott (1994) we dqvel definition of transnational
communities (TCs). This definition serves as a $dsi evaluate the extent to which the
internationalizing private equity sector can bearelgd as a genuine transnational community.
Second, based on opposing positions on how praeegsaternationalization affect or interact
with national contexts (Held et al., 1999; Morg2001) we propose an open framework that
considers three different outcomes for the cortgtituof business systems. These outcomes can
vary between global convergence, unchanged diveegand new divergence or better novel
configuration. We expect that firms embedded imgretional communities and national
institutional frameworks face a situation of ‘ingtional duality’ (Kostova and Roth, 2002).
What kinds of outcomes such diverse institutiorraspures produce with regard to the business

system (re)constitution discussed is left to ernplrexploration.

The paper is structured as follows: In the follogvsection,section two, we present a working
definition of transnational communities as wellaaBamework to capture different outcomes of
business system development resulting from théaraction with transnational communities. In
addition, we conduct a literature review on theggeh and the business models of private equity
investors to provide some background and understgraf the sector. We end section two with
a review of recent findings on changes on the Gerimasiness system and its institutional
setting. Section three focuses on first empirical evidence. We first explto which extent the
international private equity sector can be regardedan emerging TC. In a second step we
investigate to what extent the international peveduity industry is transforming key features of
the German business system and its institutionadext. Section four provides a summary and
discussion of preliminary findings. Our paper iplexative in nature and draws on literature
review and desk research. We would like to strbss the paper is but a first stép inform
further research on the private equity sector imrn@ay, involving expert interviews and

extensive case studies in firms at a later stage.



2. Conceptual Frameworks and Literature Review

2.1 A Working Definition of Transnational Communities

In the field of international business the conceptthe ‘transnational corporation’ has been
around for some time. While responsiveness to miffenational contexts still has its role to play
in the ‘transnational solution’ (Bartlett and Ghakh1998), it is the network-like character and
the important role of socialisation as an integratmechanism that can be seen to create a
distinct type of economic actor. In other worddsian economic actor whose identity cannot be

simply deduced from one particular national context

More recently, institutionalists and organizatiochalars — particularly the comparative
institutionalists from Europe — have adopted thmtéransnational communities’ from migration
and ethnic studies (Morgan, 2001). Here too, thestion is raised whether a transnational level —
although interacting with other levels such asnh#&onal — constitutes a context of behaviour,
identity and institutionalization in its own righiVhile different processes of internationalization
are identified for the emergence of transnatiomahmunities a central notion of the concept of
transnational communities is that they are cortstituby actors — be they individuals or
organizations — that interact frequently and/orrsh@ognitive frames of references that stretch
beyond the nation state.

To identify transnational communities in our studig draw on Scott’s (1994) understanding of
‘organizational fields’ and Morgan’s (2001) undeargling of ‘transnational communities’.
Scott’'s sees an organizational field as mainly titated by cultural and behavioural elements
and defines it as “a community of organizationst thartakes of a common meaning system
whose participants interact more frequently aneftdlty with one another than with actors
outside the field” (Scott, 1994: 207-208). An imiamit aspect of Scott’'s (1994) field concept is
for our research context that field borders are gexgraphically defined. In a similar vein,
Morgan (2001) stresses the development of new dharderstandings, meanings and identities
that result from interactions between individualgooups within a transnational space, seen as a
“social space sui generis that cannot be reduc#uetmterplay of pre-existing national groups or
interests” (115). Morgan (2001) defines transnaticdcommunities as consisting of “structured

interactions between social actors located in ntbes one national setting” and sees these
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interactions as not primarily based on contracts raarkets but “on the recognition of a shared
set of interests within a specific transnationatiglospace, interests that are distinctive from
nationally based interests” (Morgan, 2001: 117)rdém specifies the nature and emergence of

transnational communities as follows:

[T]transnational communities do not have to consistpre-existing ‘ethnic’ identities stretched agso
national boundaries. Instead they can be emergeising from prolonged structured interaction asros
national boundaries based, for example, on work eoohomic activity. These communities are not
exclusive forms of social identity; social actorancparticipate in multiple transnational and natlon
communities. Again, transnational communities cari® understood as simple bottom-up responses to
globalization; they have to be conceptualized imte of the interplay between top-down projects of
transnationalism, pursued by powerful actors, awotton-up processes of mutual identification and
collective awareness since it is through this atéon that transnational social space is creatistinctive
from the national level. (Morgan, 2001: 118)

Drawing on Morgan (2001) we see three developmantbe internationalization of business
activities that have the potential to create aaogpace for the emergence of a transnational
community. The first concerns the international@atof firms, the border-crossing activities of
MNCs. The second development, involves the creatioregulatory frameworks to coordinate
international economic activity. And the third iket development of shared cognitive and
normative frameworks through common practices insifmess education, management
consultancies and other global professional serfiiogs. Morgan sees particularly in the last
area the possible emergence of ‘ideological’ tratienal communities.

Similar, indicators for identifying emerging tramgional communities or fields can be drawn
from the new institutionalist work (DiMaggio andwaell, 1988; c.f. Geppert et al., 2006). In this
perspective, we may seek to identify coercive, niknand normative pressures that stretch
beyond the nation state thereby giving us a leadHe emergence of a transnational field or
community. Specifically, we may identify: a fieldide adoption of rules, regulations and
business standards or practices that are stemmong the problem of legitimacy and political
influence exerted by powerful actors on other agtar field wide diffusion of best business
models stemming from standard responses to uneftaand the creation of a common

cognitive frameworks based on field wide profesal@ation processes and standards.

2.3 Between Convergence and Divergence — Alternative concepts

While the specific question, how transnational camities impact national institutional context
is a relatively recent one, there has been for siiime2 a growing body of literature dealing with

the question how processes of internationalizatigiopalization or transnational institution
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building impact or interact with national contexBrawing on Held et al. (1999) and Morgan
(2001) three main camps can be identified in thisrdture. At the extreme poles are
‘hyperglobalists’ and the ‘institutionalists’. Whilhyperglobalists argue in favour of global
homogenization and convergence as a result of natienalization processes, the
‘institutionalists’ take the opposite position, amgg in favour of continued or even deepening
divergence as a result of internationalization. ldegr, Held et al. (1999) and Morgan (2003)
also identify a third position in the globalizatiatebate in general and developing out of
institutionalists and international business petSpes in particular. Labelled as
‘transformationalism’, scholars in this group takemore differentiated view. They focus on
interactions between different institutional levelad contexts and stress outcomes that go
beyond simple convergence and divergence, altdynalkescribed as ‘hybrids’, ‘dialectical
transformations’, ‘innovations or novel solution@.g. Boyer, 1998; Djelic, 1998; Becker-
Ritterspach, 2006a/b).

Drawing on the positions discussed, we can imatyiree scenarios and constitutive processes of
business system change resulting from the IPEShextent. These outcomes comprise:
increasing global convergence, unchanged divergeand new divergence or novel
configurations. They potentially result from difet ideal types of interaction between
transnational communities and national institutionantext in the constitution of business

systems.

Three scenarios

In the first scenario, the scenario ofglobal or transnational convergence, the national
institutional context and the business system aitaiiite conditions and demands of transnational
community/field. In this scenario the institutioqakssures of the IPES is extremely high, forcing
an encompassing adaptation of the national institat framework and the business system to
their demands and conditions. Based on a fundamehtamges of the national institutional
context (resulting from dominance effects or matgtal rule making) as well as direct resource
dependencies and isomorphic pressures exertecebfPHES, the business system and their firms
yield to the demands and conditions of the tramgnak community or field. Depending on the
degree to which they have developed into trulydnational communities, the convergent forms
and practices will be more or less reflective ajpacific country of origin (e.g. the Anglo-Saxon

context). Specifically, here we would see the Gerrbasiness system to largely give in to the

6



demands and conditions of the IPES. As a resultfithes researched would mainly reflect
globally or transnationally converging organizatibrstrategies, organizational forms and
practices. In thesecond scenario, in the scenariounchanged divergence, transnational
community/field adapts to the demands and conditioihthe national institutional context and
the business system. In this scenario strong ameéreat national institutional context and
business system are resilient. As a result the IR&Sto strongly adapt to the conditions and
demands of the host context, implying a high degfeeontinuation of existing patterns in the
host institutional context and business systemciBpally, in this scenario the strength and
coherence of the German institutional context wdaddso pronounced that the IPES is forced to
adapt to the host institutional context, resultindittle change of the business system. In the
third scenario, in the scenario afew divergence or novelty, the national institutional context and
business system adapts to the transnational conyffiedd as much as the transnational
community/field adapts to the national institutiboantext. Such a mutual adaptation can also be
understood as a ‘translation’ (c.f. Czarniawska dogrges, 1996; Rottenburg, 1996) or a
‘dialectical transformation’ (Becker-Ritterspact§0Ba). For the constitution of the firms in the
German business system this implies newly emersfirajegies, forms and practices that can be
traced to the interaction between two distinct egts. Such an outcome could be considered a

new divergence or a novel configuration.

Now, while much of earlier research has seen tloeseomes as irreconcilable opposites we
suggest that we need to take a more fine-grainesppetive on business system transformation
and the constitution of their firms within the cext of transnationalization. In such a view it may
even be possible that all these patterns of intieracand outcomes can coexist in the
transformation of business systems and the (resjitation of their firms. In this view, it makes
less sense to label the transformation of the legsisystem only one way or another. Rather we
suggest a closer look to identify in what respédhe business system or in what respect of the
firms’ organizational forms and practices which &kiof interaction caused what kind of
constitutional outcome. As far as German firms ioted by the IPES involvement is concerned,
this may mean that their organizational forms amdcfices reflect in some respects the
traditional host business systems (unchanged dwer), in others — decoupled from the latter —
the transnational field of the IPES (increasingvaygence) and in yet others, completely novel
solutions (novel divergence).



2.3 Private Equity: Clarification of Concept, Origin, and Business Model

Prior to discussing the origins and business madgbrivate equity, we need to clarify our
understanding of this term. According to Leopoldatt (2003), private equity was in the
beginning synonymous with the older term of ventapital, but has emerged in recent years as
a more general term. The term private equity reti@mrsquity investments in assets which are not
freely tradable on public stock markets. The temuludes later-stage investments, which
comprise the takeover of established companiesy{tiuis”), expansion financing, and early-
stage investments in start-up companies with elmegtgrowth potential. The latter is venture
capital in its classical sense (2003). In contr8stgraves & Timmons (1992) regard venture
capital as the more general term under which buyfioancing can be subsumed. However, they
make clear that sharp distinction exist betweentwencapital in the form of early-stage
investments and buy-out investments. For the ldted of investments they coin the rather
derogatory term of “merchant capital” (1992: 31indfy, in the understanding of Gompers &
Lerner the term of venture capital is restrictedhigh-risk investments in early-stage companies
(2001). To sum up, scholars of private equity/vemtcapital agree that significant differences
exist between early-stage investments in starteuppanies with exceptional growth potential on
the one hand, and later-stage-investments, moablyobuy-outs, in established companies on
the other. Based on this distinction, our undeditamof private equity is rather narrow and only
includes buy-out and expansion financing. Moreowasrpuy-out is the dominant form of later-
stage investments in Germany (Leopold et al., 200@) focus exclusively on these. In the
following, we outline the origins and business maferivate equity — focussing on buy-outs —
before we address in the next section the questiowhether international private equity
investors have become a transnational communitgo/iing to Leopold et al. (2003), buy-outs
emerged as a new phenomenon in the US in the 1980e they were initially restricted to
medium-sized companies, the focus shifted to tkeawer of large corporations in the 1980s.
Unfortunately, Leopold et al. (2003) do not go iftather detail about the origins of buy-outs in
the US. In Germany, buy-outs did not assume siganitiimportance before 2000/2001 (Leopold
et al., 2003).
An excellent source of the origins and the busimesdel of private equity with regard to buy-
outs is the contribution by Schéafer (2006). Accogdio him, the first independent private equity
company wasohlberg, Kravis, Roberts & Co. (KKR), which was formed in 1976 in New York.
However, their founders Jerome Kohlberg, Henry ksaand George Roberts had worked for
8



Bear Stearns before, where they did similar traisas Therefore, it is difficult to determine the
exact starting point of the private equity industnythe US. The first fund set up B§KR had a
volume of 35 Mio. $., with banks and insurancesnagor investors. Their first transaction was
the acquisition of the relatively small conglomerat). Industries for 94 Mio. $ (Schafer, 2006).
This acquisition displayed a central feature ofghgate equity industry in general and buy-outs
in particular: that is, takeovers are normally finad to a smaller percentage by equity and to a
larger percentage by borrowings or debts; therefmig called a leveraged buy-out. This
strategy makes large acquisitions possible witlaokieavy commitment of capital. The debts are
imposed on the acquired company and its cash-fewised to repay the debts. The term
‘leveraged’ refers to the fact that the use of defhtreases or leverages the financial return en th
invested equity. Another purpose of high-debt®iput the management under high pressure. To
align the interests of owners and management, dtter loften receive a minority stake in the
company. The holding period of an investment is mamly about 4-6 years, thus medium term.
After that period, the exit is performed by a paldifering, by a trade sale to another company,
or by a sale to another private equity company &sh2006).

Two and a half years after the buy-out Afl. Industries, KKR acquired the conglomerate
Houdaille Industries for 380 Mio. $. In this case, the acquisition was 868btdinanced. In
contrast to the first acquisition, the borrowed ewinvolved a complex mixture of loans and
high-yield bonds, also called junk bonds. Thesedsohave a higher risk of defaulting, but
typically pay high yields to make them attractive investors. Since investors were enthusiastic
about junk bonds and their potential profits, pigvaquity companies were able to raise huge
amounts of capital and shifted their focus to lageporations. This proved to be quite
profitable. In the 1970s and 1980s, many large laongrates existed in the US, which were
significantly undervalued. More specifically, thalwe of the conglomerate represented by its
market capitalization was below the total valueitsfrespective divisions. In addition, many
conglomerates were managed in the best intereabedbp managers — including luxurious perks
such as many firm jets — rather than in the bdsteést of the shareholders (Schafer, 2006: 18).
Private equity investors ceased this opportunitguaed a great number conglomerates through
highly-leveraged buy-outs, reduced costs aggregsiaad sold subsequently single parts of the
conglomerate with a great profit. This trend epiwed in the leveraged buy-out of the
conglomerate RJR Nabisco for a staggering amouBtL(8 billion $, described in detail in the

bestseller “Barbarians at the Gate” by Burrough Hiedlyar (1990). However, this spectacular
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buy-out proved to be unsuccessful and marked aniipoint in the history of this industry. On
the one hand, the ‘low-hanging crops” for investerbadly-managed conglomerates — were
becoming scarce. On the other hand, not only wagdputation of the private equity industry
damaged by the aggressive investment-style, batthésreputation of the banks and foundations
that had invested in private equity funds. As ailteprivate equity companies were forced to
change their original business model towards addmuge value to the acquired companies.
(Schafer, 2006).

Now, it remains to be seen to what extent theiirfass model has not only changed but also
become detached from its origins in the US busisgsgem. In the third section, this topic is
examined more closely in the example of Germangafy, the development of international
private equity and venture capital industries dreldrossing of borders by these firms is a major
research gap since empirical studies have maindysied on country comparisons (see also
Wright et al. 2005). The few scholars that are gbuating to this under researched field are
divided over the question of an emergence of iatgonal private equity and venture capital
industries. While Megginson (2004) sees a globalketafor private equity and venture capital
emerging, Wright et al. (2005) remain sceptical argect strong pressures on these investors to

tailor their strategies and behaviour to local neadonditions.

2.4  The German Business System and Recent Institutional Changes

Until recently, proponents of the comparative ca@in literature have described Germany’s
market economy as a typical example of a ‘cooredanarket economy’ (Hall & Soskice,
2001), a ‘collaborative business system’ (Whitl2§00), or a ‘continental European capitalism’
(Amable, 2003). In these institutions promote ldagn relations and firms have a comparative
advantage in mature industries characterized byemmental innovations as a result of
cooperative management-workforce relations and-teng finance. For this production regime,
Streeck (1991) also coined the term of the ‘difediquality production’. In contrast to this
cooperative model, the Anglo-Saxon model has besoribed as a ‘liberal market economy’, in
which market institutions promote short-term relaf, thereby creating a comparative
institutional advantage for firms in new industrigsaracterized by radical innovations due to
their superior flexibility (Hall & Soskice, 2001).

However, since the late 1990’s German capitalissidtenged. A process of liberalization has

set in, most notably in areas of the financial sysand corporate governance. This included the
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adoption of shareholder value principles by sevefahe large German corporations and the
disentanglement of cross-shareholding networks. [@tter was driven by the German banks,
which reduced their shareholdings in large compaaiea shifted their strategic focus to the more
profitable investment banking (Becker, 2001). Tae lof the red-green coalition government,
which passed in 2002 and exempted sales of bldc&kases from tax payments, intensified this
process (Hopner, 2004). Scholars in the field afgarative institutional analysis are now
strongly divided over the question to what extdris tiberalization has profoundly changed the
character of the German business system and haill gvolve in the future. At present, three
different interpretations are discernible, whicBlwame either continuing institutional stability, the
emergence of a new and stable hybrid instituti@ystem combining cooperative and liberal
elements, or a process of institutional convergetoveards the market-based Anglo-Saxon
model.

Proponents of the first view, most notably Hall &@erich (2004), argue that despite a certain
amount of liberalization the key principles of theordinated German model are still intact.
Without going into further detail about these indtonal changes and their consequences, they
regard the changes since the 1990s as rather migdgifiall & Gingerich, 2004: 36).

In contrast to this interpretation of a basicalhcbhanged institutional stability, proponents of the
second view, such as Deeg (2005), argue that tieesdoeen a profound institutional change in
the financial and corporate governance system. #ést a hybrid business system has emerged,
which now comprises a liberal order within a conaded market context. Moreover, he discerns
a bifurcation within the financial system. On theeohand, a small nhumber of mostly large
German companies and banks that have adopteddhehsifider approach; and on the other hand,
the large majority of German companies that havdenfaardly any efforts to adopt shareholder
value principles. In this context Deeg also remaiosptical that the latter group will change
much in the direction of shareholder value prinespin the foreseeable future. Furthermore, he
points out that an emphasis on the shareholdemagppris not necessarily in conflict with the
strong German codetermination. After all, improwstporate transparency is not only in the
interest of investors but also in the interest ofkers. In addition, he refers to Jackson (2003),
who claims that large German firms have moved toeatightened form of shareholder
capitalism in which labour-management cooperatgoretained. He also calls into question that

long-term finance is of crucial importance for prating diversified quality production. Instead
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he argues that strong codetermination and colledb@rgaining may suffice to secure such a
product market strategy (Deeg 2005).

In contrast to the hybridization argument, Lane esakhe claim that the German coordinated
model will converge to the model of a liberal markeonomy (2005). While in her view the
German business system will not become identicaheéoUS-American system, all institutional
subsystems are being transformed and liberalizaddmentally. Lane (2005) strongly doubts
that liberal and coordinated market orders cannbegrated in one business system in the long
run. In line with Hall & Soskice (2001), she asssntbat such integration is constrained by
requirements of system coherence. In contrast ®g2005), she argues that the shareholder
value approach reaches well beyond a minority ajelacorporations. Instead, the diffusion is
seen to involve the majority of German firms basedvidespread isomorphic pressures (Powell
& Di Maggio 1991). Similar to Amable (2003), Lar#Q5) regards the financial system as being
on top of the institutional hierarchy. As it ishity coupled with other societal subsystems, the
market logic already established in the financigétem will spread to other institutional
subsystems, such as industrial relations, whichehbgen up until now less affected by
liberalization. Finally, she predicts that the ragi of diversified quality production will not
survive, as it will not be able to deliver to thighh profit expectations of institutional investors
and its institutional foundations will erode (La2€05).

Up to now, the recent phenomenon of private eqimtqestors’ rushing to Germany has not
attracted much attention of scholars of comparatigétutional analysis. From our perspective,
an analysis of the impact of private equity investon the innovative capabilities on DQP firms
— as a constitutive element of the German busiagstem — and the institutional framework of
Germany is a fascinating and ideal case to evaltirecompeting positions of institutional
hybridization and institutional convergence as espnted by Deeg (2005), Lane (2005) and
others in the global divergence-convergence dglpsle et al. 1999; Morgan, 2001). On the one
hand, this trend represents the diffusion of thggck of financial investors beyond the DAX 30
firms as predicted by Lane (2005) — although Laas hot taken private equity as a defusing
force of shareholder principle into considerati@m the other hand, an ‘enlightened shareholder
approach’ — essentially a more local or hybridipeticome — as mentioned by Deeg (2005) or

Jackson (2003) can also not be ruled out.
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3. First empirical indications

3.1 International Private Equity Investors: An Emerging Transnational Community?

In recent years, many private equity companies l@gome international and invested, among
other countries, in Germany. This international@amnot only comprises investors from the US
and Great Britain but also from many other coustrseich as: France (Axa Private Equity,
Eurazeo), Sweden (EQT), Belgium (Group Bruxellesnhart), Switzerland (Credit Suisse
Private Equity), Dubai (Dubai International), Bahr@éinvestcorp), and Germany (Allianz Private
Equity, Odewald & Compagnie, Brockhaus Private Bquand Arques). In this context, the
guestion arises whether the internationalizatignas a transnational community in the making.
According to Morgan (2001), there are three devalepts in the internationalisation of business
activities that have the potential to form intonsaational communities: the development of
multinational companies that are not only influeshby their country of origin; the development
of international regulatory bodies; and the develdept of cognitive and normative frameworks,
also called ‘ideological’ transnational communiti&®ge argue that there are indications for the
emergence of an ‘ideological’ transnational comrtyuof international private equity investors.
This process is fuelled primarily by the coopenatioetween actors with different national
backgrounds. Since we have not yet conducted ietgsvin private equity companies, we cannot
answer the question to what extent they are tri@goming transnational communities. An
international regulatory framework for private dgunas not yet been established, even though
there are increasing efforts in this directionMarch 2007, trade unions leaders of more than 20
countries gathered in Paris in order to work owggastions for an international private equity
regime. However, this can only be regarded assaditempt and the chances for success of this
initiative remain unclear (Financial Times Deutseid, 16.3.2007). In the following, we focus on
the mechanisms contributing to the emergence didaological’ transnational community and
highlight first signs of a shared identity.

Broadly speaking, three types of interaction betwgarivate equity investors can be
distinguished First, there are competitive interactions in takeovelsjsecond, companies are
traded between private equity companies; #imidl, there are cooperative interactions between
private equity companies in the form of joint asitions. Companies are often taken over by
more than one private equity house as they sedkéusify their risks. In this way, actors in the

industry interact and get to know each other. Farrttore, we assume that particularly the third
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type of interaction has the potential to transfdnternational private equity investors into a
transnational community. For example, focussing@erman private equity houses such as
Allianz Capital Partners and Odewald & Compagniey Df the larger German private equity
investors, several joint transactions with US-Aroani and British investors have taken place. In
1998, Allianz Capital Partners, the British privaguity company APAX, and Lufthansa jointly
acquired Tank & Rast — a company operating a néwbfilling stations, restaurants, hotels and
service stations at German motorways — and soldctimpany to Terra Firma, another UK
private equity investor, in 2004. Allianz Capitarfhers and Goldman Sachs acquired in 2000
the Messer Griesheim GmbH — a company specialinaddustrial gases and formerly owned by
the French-German pharmaceutical corporation Asentand sold the company to the world
leader in industrial gases, Air Liquide in 2004g$®mepage www.allianzcapitalpartbners.com).
In 2003, the German investment company Odewald &@agnie and the American investment
company Bain Capital acquired the German coatingufaeturer Stiiddekor GmbH, and sold it in
2007 to the German investor Quadriga Capital (seedpage www.ocie.de). Besides, there are
not only joint acquisitions but also private equitywds that are jointly set up by German and
Anglo-Saxon investors. Such an example is the mediporation Bertelsmann, which was
considered until recently a very traditional anchservative German company. Bertelsmann
teamed up with the US-American investors CitigroRpvate Equity and Morgan Stanley
Principal Investments to set up a private equitydfgFinancial Times Deutschland, 22.3.2007).
While we do not know specifics about any of thesteractions between German and Anglo-
Saxon investors, there is little doubt that joiogaisitions and funds of German and Anglo-
Saxon private equity investors require some sharetérstanding of how to conduct business.
Clearly, these interactions are contributing to ¢ineergence of a transnational space. An open
question is, however, if German investors are gdlyeadapting to the investment strategies of
Anglo-Saxon private equity houses or if there mwtual adaptation going on.

Another pointer for the emergence of shared idestiare common myths and heroes in the
industry. This has become particularly evident imiaterview with Dominique Seneqiuer, the
chief executive of Axa Private Equity, the largpsivate equity company in France (Schafer
2006). The interview revolved around the publicicism of private equity and hedge funds in
Germany and France and Michael Milken. The lattgryparised junk bonds in the 1980, which
facilitated leveraged buy-outs up to 31,3 billiana$ happened in the case of RJR Nabisco (see

above). In 1986, Milken was accused of financiauft and sentenced to ten years in prison by a
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US-court. According to Dominique Senequier, thigwiotion was purely politically motivated.
She blames the establishment of the US economigeirl®80s for his conviction because they

rejected the introduction of shareholder principles

The establishment of the economy of the US didliketthe interferences of Milken. They dumped him.
The same is happening now in France and Germangrewthe establishment of executives and the
supervisory boards rail against hedge funds, becthey fear for their advantages. In contrast ttké#i,
they will not succeed in destroying them, sincedtae 8000 hedge funds worldwide (our translatited

in Schéafer 2006: 37)

Even though this comment is on hedge funds, Mikkeémvention’ of junk bonds as a tool used
in leveraged buy outs was particularly important tfee private equity industry (see above). In
this citation, Milken is portrayed as a hero of theancial community propagating shareholder
principles. The establishment of the US economth@é1980s is portrayed as the villain in this
tale. They feared for their perks and send an ienbenan to jail. In our perspective, this
comment indicates at least some degree shareditydémtthe financial community, which
transcends national boundaries and is not necsiglentical with the interests and ideas of the
US business system.

In summary, since manifold relations and interatiexist between private equity investors of
different origins — be it in the form of joint treactions or other modes — we assume that a
transnational ‘ideological’ community with a sharentity is in the making. In addition, we
expect that a similar educational backgrounds, sisckhe acquirement of an MBA (master of
business administration) or work experience inrarestment bank, is also contributing to the
emergence of a transnational ‘ideologicall communidowever, we have not analysed the
educational background of German private equitgstors yet.

3.2 The International Private Equity Sector in Germany

3.2.1 Scale and Scope of the IPESin Germany: Between Locust and Fertilizer

The involvement of the IPES in Germany has beerthamy but a silent development. In the
recent past Germany has seen a heated debate #iowgconomic effects of the IPES
involvement. The Social Democrats and the IG Meftde union that represents workers in
industries such as steel and autos) have coinetkthe ‘locust’ to describe the IPES activity.
Much of the public debate and media coverage hgidighted the negative economic effects of
the IPES involvement in Germany (e.g. Rigemer, P0UBe principle concern has been the

potentially disastrous effects on firm survival ardployment in Germany. This picture stands in

15



marked contrast to liberal sections of the busin@sss; the IPESs own accounts; as well as
studies commissioned by private equity associatisnsh as the BVK (German Private Equity
and Venture Capital Association). These studiessaessing the importance of venture capital
and private equity for the German economy (Suhl Wfeber, 2005). Private equity is seen to
have gone where no other investors dared to ametieberman companies to restructure by
developing a market for non-core holdings (Businégsek, 16/5/2005). Moreover, its crucial
role in providing alternative sources of finance fieedium-size firms is emphasised in the face
of more restrictive and risk avers lending pracibg house banks following the Basle Il accord
(Frommann and Dahmann, 2005). As there is littkependent evaluation of the scale, scope and
overall effects of the IPES activity on the Gernlusiness system and its constituting firms we
have to rely in a first step on publicly availaltormation from different sections of the press

and associations.

The IPES’s involvement in the German economy entergehe late 1990s. Between 2001 and
2004 the value of private equity deals quadrup¥gdile in 2001 the volume of deals was at 6.78
billion dollars, they were already at 27.7 in 20@usiness Week, 16/5/2005). According to
BVK, BVK members are presently holding a portfolad about 21.6 billion Euros and are
involved in almost 6000 firms. Seen as a homogemepaup the venture capital and private
equity financed companies are said to employ ar@#@000 people and generate a turnover of
around 114 billion Euros, which amounts to 5.1%Gefrmany’s GDP (Suhl and Weber, 2005).
Against this background, Euroweek interprets the@artance of private equity and venture

capital firms in Germany as follows:

To put those figures into context, they mean thaidirectly — private equity ranks as the secorddat
employer in Germany behind the public sector, atiogr to E&Y. It also has a greater economic
importance than agriculture, ship-building, miniagd steel put together, according to E&Y. (Euroweek
11/11/2005)

Since 2001 investments in the venture capital andafg equity sector in Germany are
dominated by leveraged buy-outs. In 2006, 56,1%heftotal investments in the sector where

leveraged buy-outsRegarding the scope of private equity activitg BVK reports a continued

! http://www.bvk-ev.de/media/file/110.BVK_Jahresistik 2006_200207.pdf
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rise in small and medium-size investménfsnalysts point out that in the past — apart farfiew
prominent cases — most investments involved congftata spin-offs, rather than traditional,
organically grown small- and medium-size firms (@ueek, 11/11/2005). However, while the
scope of firms that see IPES involvement canndtilyg assessed at this point, it seems clear that
only a limited number of medium-size firms are atifuinteresting for the IPES (Creditreform
Wirtschafts und Konjunkturforschung, 2005). Accoglito the German MittelstandsMonitor
(24/3/2005) investments need to have a financiddme of at least 5 million Euros, otherwise
the IPES find an engagement not interesting dudigb fixed costs for due diligence and
company evaluations. Moreover, firms singled outifivestments tend to have a value of more
than 100 million Euro, are already profitable amdédnthe potential of becoming market leaders,
so-called ‘Hidden Champions’, in an industry or kedrniche (Rugemer, 2005; Frommann and
Dahmann, 2005). As only a limited group of mediugesfirms is able to attract IPES
investments, it is doubtful whether private equign be seen as a finance alternative for the
small- and medium-size companies as a whole. Tihgnig could be rated as a first indication
that only a limited number of firms in the Germarsimess system are directly impacted by the
IPES.

3.2.2 IPES pushing for changes in the German institutional framework and business system

After we have discussed first indications for tloale and scope of IPES involvement in the
German business system we investigate how the lidifact the firms that constitute the
German business systems. In principle the IPESheate a direct and indirect effect on the
German business system. It can indirectly — togetlin other pressures — change the German
business system and its constituting firms by pughor changes in the German institutional
framework. At the same time, the impact can be ndoest by investing in firms of the business
system, thereby not only replacing part of the farinstitutional embeddedness but also pushing
for internal strategic and organizational chandgreshe following section we will briefly discuss
first general evidence about such influences, leefee then turn our attention to a mini case

study.

http://www.bvk-
ev.de/bvk.php/cat/75/aid/255/title/BVK+Statisticsm@rd+Quarter+2006++%96+German-+private+equity+aed+v

ture+capital+firms+again+increased+their+investraent
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The German institutional context, especially theaficial system has undergone substantial
changes in the last decade. These changes arglgtrelated to transnational institution building
and rule making at the political and economic Isvéit the political level, changes in national
legislations and harmonization of national legiskatin Europe have changed the institutional
context and opened the way for private equity iagoilent in Germany. At the European level,

treaties have been signed regulating the free dibeapital. In this context the Economist states:

Germany has signed up to EU treaties that presdhibefree flow of capital across national borders.
Repudiating these is impossible without leaving El¢. The same applies to taxing foreign-exchange
transactions or introducing a minimum holding pérfor an equity investment — both recent suggestion

Hedge funds and private-equity funds have opensadoe the long or short term. (Economist, 7/5/2005

Another important change in the German instituticrmatext has been triggered by a tax reform
in Germany, in 2000. The reform has made profasffirm sales tax-free and created thereby an
incentive for the disentanglement of cross-holdinigsnically, this reform, which has been
introduced by the Social Democrats, has also pdiiedway for the IPES involvement in
Germany.

The second complex of regulatory changes is comynoegbtured by the catchword Basel 1. In
simple terms the introduction of Basel Il has ledntore restrictive and risk avers lending
practices by the house banks, the traditional abpdurces of small- and —medium size firms in
Germany. This accord has created an increasing awe@cbntry point for alternative sources of
financing such as the IPES investments.

While the institutional context for firms in the ®an business system has changed, it would be
wrong to suggest that such changes have been dolen single economic actor such as the
IPES. This is not to deny that the private equégtar is lobbing for changes in the Germany’s
institutional regime. For example, the BVK has fatated a long list of demands for
deregulation and changes in legislation for privedgeity groups and fund raising in Germany
(Fromman and Dahmann, 2005). While the Governmastftllowed some of these demands or

recommendations through new legislation, other adelmaemain unfulfilled.

Changesin the nature of firms
Clearly, the changes in the financial system inn@ery — as a crucial part of the institutional set
up — and the introduction of new actors and souofdgance has the potential to change: the

nature of firms; the nature of market relationsaaein firms; and the nature of coordination and
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control systems between firms; in short, the bissrsystem. Now, what is the evidence for direct
changes in the nature of firms and their relatiass result of the IPES involvement? A cursory
review of press publications suggests that IPEférnis across the board a much stronger profit

orientation in the firms involved. The economiste®) for example:

Such investors tend to focus on generating strastpftow, and controlling capital expenditure styicso
that the debt can be serviced. The firm's managedsworkers, and their objectives, are constanitjeu
review. Although new for many German firms, witkeithiong lunch-breaks, rest cures and limited wagki
hours, such changes are surely long overdue. (Eaish@8/5/2005)

It is true that foreign private-equity funds haveeb the most active players in restructuring cajgor
Germany in the past two years. Their methods aenafnsentimental, to say the least. Costs anficaaf

be slashed, equity is quickly turned into high-gielebt, and a positive return is sought sooneleratian

later. The effect on a company's culture can bengdic. Life in the boardroom and on the shop fl@ior

those who still have a job) is never the same ad@@rformance targets and personal assessments can
radically change the atmosphere. (Economist, 70520

While these are more general assessments, it mayaoeanted to take a close a look at
individual cases. We have chosen for a brief aimaly® company Grohe. This company suggest
itself because it has received a lot of media &tierand can be seen as a typical representative
of diversified quality production.

The Grohe Case

Grohe is a market leader in the design and prooluaif premium bath faucets and showers,
kitchen mixers, thermostats. In June 2005 the compad 5870 employees out of which 4300
where Germany based. In 1999 Grohe was boughtéwytikate equity group BC Partners for

900 million Euros. In 2004 BC partners sold Grobehe Texas Pacific Group (TPG) and the
Credit Suisse First Boston Private Equity (CSFByugr. While the actual purchase price is

unclear and varies between 1.5 billion and 1.8dmllEuro, it is suggested that a sale to a
strategic buyer or via the stock exchange wouldehlbgen less attractive. In contrast to BC
Partners return on investment expectations of aboars, the new owners envisioned a return
on invested equity within 18 months (Kamp and Keie@005).

In the process of this acquisition, Grohe was regdofrom stock exchange. Among the major

goals of the first owners was a strategic reori@meof the company focussing on the company’s

internationalisation. This reorientation was laygaliccessful and shifted foreign sales from 64.3

% in 1999 to above 80% more recently (Kamp and déie2005). With the new owners Texas

Pacific Group (TPG) and the Credit Suisse Firstt@odrivate Equity (CSFB) in the driver's
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seat further reorganizations where initiated. Amanger things the board of directors was
replaced. With the help of McKinsey the reorganisatprogram ‘Fit for the Future’ was
introduced. The tough program aimed at reducing bgs2007 annual savings of around 150
million Euros. Major corner stones of the programolved: a reduction of suppliers from 6000
to a maximum of 1500; a substantial reduction odpct variety from 18000 to 12000; shifting
major parts of production abroad; reduction ofssiéed employment in Germany; as well as
investments into the remaining sites (Kamp and ¢ére 2005). However, it is also noteworthy
that the original reorganization plan as proposetbKinsey involving a comprehensive shift of
production to China and the slashing of 3000 hasmaterialized. Instead only one site in
Germany was closed down and 943 jobs were lostle/ithis not clear what enabled this milder
route of reorganization, there are indications that works council played a constructive role.
Kamp and Krieger (2005) report that the works cduwwrmmmissioned a counter report, prepared
by a Dutch consulting firm, which played a roletire negotiation between the management and
works council. In a similar vein, the Financial BsnDeutschland (6/3/2007) reports that the
works council has by and large approved of thegaazation measures and sees on the balance

sheet more capital investment than drain.

However, while the reorganization contributed toorel sales and profits at Grohe, the financial
situation of the firm deteriorated. Among othertéas (exchange rates, raw material prices), this
deterioration can be attributed to heavy debt teatilted from the replacement of internal with
outside capital. Kamp and Krieger (2005) argue @Gathe had to finance its own take over two
times. Despite rising turnover and profits the Rizial Times Deutschland (6/3/2007) rates the

financial risks for the company high as debt hasaieed high in the face of strong investments.

What can this mini case tell us about changesam#ture of this firm, its relations and above all
innovation capacity? Clearly, the case shows th#iept capital has been increasingly replaced
with more short term oriented ‘impatient capitdlhis change signals a fundamental shift in the
nature of the firm. However, also the company’skaarelations are changing. On the one hand,
these become more international by a focus on dgoraiales. On the other, hand domestic
relations are changed by substantially reducingstigplier base. It remains an open question if
and how this changes the nature of coordination aomdrol between Grohe and its suppliers.

While there are not many pointers with regard te finm’s innovative capacity, the capital’s
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impatience, the reduction of product variety and thutsourcing of production could have
adverse affects the company’s capacity for increaleinnovation. It also has to be noted,
however, that the investors proved more patient thially expected and the German industrial
relation system — specifically the works councilsnay have a moderating effect on radical

investor strategies.

3.2.3 The impact of the German institutional context and business system on IPES

In this final empirical part, we briefly investigatvhat aspects of German institutional context
and business system are possibly modifying the \betia of the IPES. On the one hand, the
German institutional context may limit certain IPBSproaches through legal restrictions and
other system constraints. At the same time, thare lze a more direct influence on IPES
strategies based on local firm responses to IPE&viement. So far little systematic evidence
has been gathered on the impactGaf man institutional context and business system on IPES
behaviour. Nevertheless, there are some indications abounpakeonstraining effects of the
political, legal and cultural environment in Gerrgan

Clearly, the public attention and political debhtal its impact on the IPES active in Germany.
The political debate has triggered demands andigadlinitiatives for new regulations for IPES
activities. A case in point is a Governmental wogkgroup that has made suggestion for tighter
controls and regulation of Hedge-Funds (Kamp undkdgér, 2005). At the same time, the
political debate has created reluctance among #ren@n firms to sell their companies to private

equity investors. Such reluctance is suggestedltartecle in Euroweek:

Others think that Miintefering's comments were sigfitly influential to change some market practiécs'
plans. "We know of at least two or three transactim which either the private equity sponsor witvd or
the vendor decided that it no longer wanted to setlto private equity as a reaction to the Muntatg
outburst,” says John Jetter, managing directoPd¥ldrgan's Frankfurt office. (Euroweek, 11/11/2005)

One area of the leveraged loans space that hadl taillive up to the expectations of some lendasshkeen
the market for facilities supporting change of ovetép among Mittelstand companies. "In 1997 and31®9

lot of sponsors drew up business plans for Gernbaisgd on the expectation that there would be alithgub

of deals driven by Mittelstand companies," says Bagommerzbank. "I remember advising the sponsors
then that they were over-estimating the potentalMittelstand-driven transactions." Others agssgjing
that there is still a reluctance among many Mitegld companies to sell out to private equity inoest
"You still meet Mittelstand company owners who knthwe number of employees on their payroll but not
their latest profit figures," says one. (Eurowedkl1/2005)

Apart from the public and political debate, there kgal constraints for IPES (e.g. Economist,
5/7/2005). Riehmer and Wand (2006) argue that Gerowmporate law is often seen as a

constraint to an acquisition of a German DAX or MRA&ompany by private equity investors
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(Riehmer and Wand, 2006). Clearly, a closer lod& the legal conditions and changes — at the
national and European level — affecting the IPEB e required to gain a deeper understanding
about institutional constraints for their activtiand strategies.

Next to political and legal constraints, culturainditions are also mentioned as barriers to the
IPES involvement. Thakur-Weigold, head of altewatinvestments at HSBC, is quoted as
saying: "The idea is to incentive management aed tell to another company, but it doesn't
work well in Germany. In countries like the UK atml a lesser extent France, management
dreams about owning the company for themselveshimits not true in Germany. They are quite
happy being part of a big group and even feel gglif you tell them you will sell them if they
do a good job" and continues: "Germany is all alpriate equity, in that private ownership is
still the norm. If you take a list of the 30 biggdisted companies in Germany and a list of the
30-biggest companies then there is only limitedriaye There is a long tradition of buying
companies here, but none of selling them agairin§ehas been seen as a sign of weakness".
(Euromoney, March, 2005).

4. Conclusion

This paper centres on two questions. First, doesinternationalization of private equity —
examined in the example of Germany — lead to thergemce of a transnational ‘ideological’
community? Second, to what extent do internatipniziate equity investors change the business
system of Germany; can we discern unchanged dimeegeconvergence to the Anglo-Saxon
business system, or a novel hybrid business systanmewhere between a coordinated and a
liberal market economy? Even though our findings aery preliminary and extensive case
studies and interviews are yet to come, some ceiwliican be drawn.

Regarding the first question, there are indicatidos the emergence of a transnational
‘ideological’ community. International private etyiinvestors, which are also active in
Germany, interact with each other in manifold waysey compete against each other in
takeover bids, they trade acquired companies artt@rgselves, and they cooperate in takeovers
so as to diversify their risks. In our view, thééda type of interaction has the greatest poteiwial
contribute to an emergence of a transnational comtynuWhen German and Anglo-Saxon
private equity investors jointly and repeatedlyetakver companies, we can assume a shared
understanding of how to conduct business. What weat know yet, however, is whether this

shared understanding is exclusively based on Amerbusiness principles or is also influenced
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by the original German business principals, sucthasmportance of long-term relations. The
fact that not only public opinion but also many mgers and owners of companies are very
sceptical of private equity, could lead to a bustneodel, which also includes non-US elements.
Regarding the second question, some change of t#endh business system is clearly
identifiable. To begin with, the involvement of yate equity investors in the German economy
increased rapidly in recent years. Between 200128, the value of private equity deals in
Germany quadrupled from 6.78 billion $ to 27.7. Thse of Grohe also shows that the takeover
of a company by private equity investors does miy anclude a change of ownership but also
far-ranging reorganizations, such as the relocatibproduction and the termination of many
long-standing supplier relations. In addition, pt&y equity investors in Germany are pushing for
institutional change in the form of an investoefrdly regulatory environment, although with
mixed success. Thus, the scenario of unchangedgéinee between the German and the Anglo-
Saxon business model seems unlikely. On the othred,lthere are also forces working against a
growing importance of private equity investors ire tGerman economy. First of all, private
equity is still a limited phenomenon in the Gerngaronomy, since investments are restricted to
larger companies and are rather rare in the Gelviiialstand. Furthermore, many managers of
large German corporations are very sceptical ovatgiequity. If their negative stance towards
private equity will eventually dwindle is far froodear. Therefore, we expect the emergence of a

new hybrid business system rather than a conveegenibe US business system.

Based on these preliminary findings, we suggesdtuhderstanding the changes in the German
Business system as a result of IPES involvementbeamformed by different perspectives on
globalisation. Particularly enriching we see conisdpat consider the embeddedness of firms in
different institutional contexts. We assume thanhdeds from different institutional context will
give rise to novel or hybrid organizational form&/dstney, 1993; Boyer, 1998; Djelic and
Quack, 2003, Becker-Ritterspach, 2006a/b). In theéerms, our work seeks to contribute to
understanding how processes of transnationalizgtiay together with national institutional
frameworks. With regard to the question how businggstems are impacted by processes of
transnationalization we see further developmermbofiepts of institutional duality as particularly
promising. In such a perspective certain firms egments of the business system are
simultaneously embedded in transnational communite fields and national institutional

contexts. While seeing processes of transnatiatadiz leading to institutional duality and a
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more complex contextual constitution of firms ig¢ amew insight, a possible combination of the
explanatory powers of different institutional pegsfives may well be (Tempel and Walgenbach,
2006; Geppert et al., 2006). Moreover, suggestigh sa new perspective on the institutional
embeddedness of firms could serve to overcome sirophvergence divergence dichotomies
(authors like Ohmae, 1990 on the one hand and 882 br Whitley, 1998 on the other). Such a
perspective could also help us to redraw the lofdsusiness systems, i.e. business systems that
are still institutionally embedded but not solalyane context and not necessarily national on all
counts. While some dimensions of organizationah®and practises of firms, or some firms as a
whole, may be increasingly embedded in transiti@eshmunities or fields, others may remain
more firmly embedded in national institutional cexts, and yet others may be stuck right in-
between. In our preliminary findings there is someication for such a segmentation of the

business system.

Once again, this paper is only the first step mesearch project and presents very preliminary
results. The next steps will include the surveygofantitative data so as to evaluate the
importance of private equity in the German econ@mg the conduction of interviews in private
equity companies and companies acquired by themddiition, we seek to develop indicators in
order to measure the innovative capabilities of ganmes taken over by private equity. Besides,
we also consider the role of hedge funds in thengbaof the German business system an

interesting field of study, as became evident endase of the Deutsche Boérse AG.
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