OBSERVER
%% RESEARCH
FOUNDATION

© 2021 Observer Research Foundation. All rights reserved. No part of this publication may

be reproduced, copied, archived, retained or transmitted through print, speech or electronic

media without prior written approval from ORF.



Exploring the Promises
and Perils of Chinese
[Investments 1n Tech
Startups: The Case of
Germany

Sabrina Korreck
Abstract

China’s tech giants and venture capital funds are making increasing amounts of
investment in startups abroad. Startups, being key drivers of digital innovation, are
attractive investment targets; the capital can in turn help them grow and scale. These
Chinese investments, however, are also the subject of increasing concern, amidst
heightening global competition around digital technologies. Investments can lead to
a sell-out of technology, an integration into Chinese tech ecoystems, pressure to use
Chinese tech solutions, and a negative impact on competition. This brief investigates the
scope of Chinese venture capital investments in German startups, analyses associated
opportunities and risks, and outlines Germany’s policy responses so far.

Attribution: Sabrina Korreck, “Exploring the Promises and Perils of Chinese Investments in Tech Startups: The Case of Germany,”
ORF Issue Brief No. 450, March 2021, Observer Research Foundation.
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ermany is China’s most popular investment destination in Europe.

From nearly zero in 2016, the amount of Chinese venture capital®

(VC) invested in German startups has risen to 300 million Euro

by 2018—compared to a sum of 990 million Euro coming from

the US and Canada.' Tencent—best known for its WeChat app—
has already become the fifth largest investor in Germany, and has invested 305
million Euro since 2015.>2 Other potential Chinese investors are keeping an eye
on the German startup scene: Ant Financial, which has developed the payment
system Alipay, is preparing the setup of a fund of US$ 100 million (82 million
Euro), which will be located in Berlin and will invest in startups working in
the fintech and blockchain fields.” The conglomerate Fosun has established its
Innovation Hub in Frankfurt and provides venture capital to the local fintech
startup scene.* Telecom equipment provider Huawei is scouting for startups in
Europe and has visited startups and VC firms in Germany.® Moreover, although
no reference has specifically been made to startup-related activities, other
Chinese tech giants, including search engine operator Baidu,’ e-commerce
company JD.com,” and smartphone manufacturer Xiaomi,® have announced
plans to enter the German and European market.

When Chinese investors participate in financial rounds as part of investor
groups—which consist of local and/or international investors—the amount of
capital they provide is often not determinable.” Moreover, Chinese investors
often make investments through their subsidiaries or companies in which they
already own a stake (sometimes undisclosed).'® Despite these shortcomings, nine
investments of 10 million Euro or more each were identified through extensive
desk research (See Table 1). Among the investors are the giants such as Alibaba,
Tencent, Fosun and Ping An, as well as VC firms. Although the focus of this brief’is
on VC investments, the table includes three acquisitions that have all been made
by Alibaba. Alibaba has arranged one further VC investment, while Tencent
has participated in three VC deals—this means that the two tech giants alone
were involved in more than half of the identified transactions. Most transactions
occurred in the fin-/ insurtech sector® (N26, Finleap, Wefox Group, Clark and
Naga Group), while others are in the field of mobility/transportation (Lilium,
Omio and Konux), e-commerce (Lazada and Darasz), and data processing
technologies (Data Artisans, Sicoya). Investments include those made in four of
Germany’s currently 15 unicorns, i.e. N26, Wefox Group, Lilium and Omio."

a  Venture capital is a form of private equity financing; typically, venture capital is provided to
technology-oriented startups with high growth potential.

b Behind Japanese Softbank with 970 million Euro, Singaporean Temasek with 713 million Euro, US
Insight Venture Partners with 681 million Euro, and Singaporean GIC with 427 million Euro.

¢ Fintech startups use technology to provide financial services; insurtech startups are one type of
fintech that focus on insurance services.
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Acquisitions of German Startups (as of

January 2021)"

Date Startup Investor Deal Volume
Lazada (of Rocket Internet
) company builder) . 243 million Euro
April 2016 Alibaba o
E-commerce platform caters to (acquisition)
markets in South East Asia
The Naga Group
March 2017 Parent company of SwipeStox, | gogun 12.35 million Euro
a social network for stock
traders
ggligenl\lfer . Lilium Tencent (among [US$ 90 and 202 million
» Marc Mobility startup develops other investors -
2019 electric aircraft taxi service ) |(76 and 202 million Euro)
Daraz (of Rocket Internet
company builder) . Not disclosed
May 2018 Alibaba o
E-commerce platform caters to (acquisition)
markets in South Asia
Sicoya
Spring 2018 |Startup develops optical SPC among 1o 5\ illion Euro

methods for faster and
cheaper transfer of data

other investors)

November 2018

Finleap

Company builder for fintech
startups

Ping An

41.5 million Euro

March 2018,
January 2019
(expanded in
July 2019 and
May 2020)

N26

Fintech startup leverages Al
to create a smart banking
experience

Tencent (among
other investors)

US$ 160 plus 570 million
(135 plus 480 million Euro)

October 2018

Go Euro (later renamed Omio)

Mobility startup develops
search tool for different travel

Hillhouse
Capital Group
(among other

136 million Euro

modes (rail, air, bus, car) investors)
Data Artisans
January 2019 Startup develops technology | Alibaba 90 mi.ll%o.n Euro
for large-scale data processing (acquisition)
in real time
WeFox Group CreditE
“reditEase i
March 2019 Insurtech applies advanced (among other US$ 125 million
data analytics to develop all- investors) (103 million Euro)
in-one insurance platform
i Konux
April 2018 . . . Alibaba (among -
(expanded in IoT startup builds analytical [, er investors) 18 plus 11.5 million Euro
February 2019) |platform for rail insights

January 2021

Clark

Insurtech startup builds
digital insurance broker for
consumers

Tencent (among
other investors)

69 million Euro
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Promoting the Growth of Startups

It is not a huge challenge for early-stage German startups that show a certain
promise to raise smaller amounts of capital. However, finding investors
that provide larger sums (20-30 million Euro or above) is significantly more
difficult. This is due to a funding gap for startups in the later stages; i.e. the
time when they plan their market entry and the next stages of growth, and
typically focus on activities such as building up a professional organisation,
establishing distribution structures and getting their product or service known
in the market.” Investments in German startups have increased, but foreign
investments have grown twice as fast as domestic ones and in 2019, larger
rounds were predominantly funded by foreign investors.'*

Startups welcome foreign investors as the provided capital allows them to scale
their operations. For instance, the fintech startup N26 announced it would
double down on everything it has been doing so far in terms of expansions,
partnerships, features and engineers; the startup is setting aggressive goals
to win more customers, process bigger transaction volumes, and roll out its
product in the UK and US.*" Similarly, insurtech startup Clark plans to use
the fresh capital to grow faster, increase the number of customers and brand
awareness, while bearing in mind their medium-term goal to become Europe’s
largest in its field.'® Another example is the mobility startup Lilium, which plans
to deploy the new funding to continue developing its prototype (2017 funding
round), and to start building manufacturing facilities to produce more aircraft
for an expected launch date in 2025 (2019 funding round)."”

While Chinese investors become more active in Germany, the Chinese market
is also attractive for German startups, especially due to its large number of
potential users. However, the Chinese market is difficult to access, if at all, due
to the language barrier, differences in (business) cultures in which relationships
play a key role, and complex political regulations.'® Against this background,
some startups expect to benefit from the contacts and local expertise of Chinese
investors that can help them build bridges in order to access the Chinese, or even
global markets. For instance, Fosun supports fintech startups in their business
development and in finding suitable joint venture partners in China.'? Alibaba
will likely help Konux with business contacts in the Chinese market, which is the
largest and fastest growing market for rail traffic worldwide, and as such crucial
for the success of the startup, which announced its plans to expand there.*” In
addition, Chinese investors may not only know the Chinese market, but also
bring in a global perspective as well as deep domain expertise and knowledge of
the technologies themselves. An example is Finleap, which hopes that its investor

d  No expansion in Asia is being planned as of yet.
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Ping An would not only help them conquer the Chinese market, but also provide
expertise in artificial intelligence (AI) and blockchain technology.?! Leveraging
such know-how can therefore help startups gain competitive advantage.

Moreover, the engagement of Chinese investors (and foreign investors in
general) can indirectly benefit Germany as a business location. By facilitating
the growth of startups, their investments potentially contribute to the creation
of jobs and increase in tax revenues.

The Flip Side

VC investments can also pose risks. In general, in exchange for provided
capital, startup founders give up some of their ownership in the company
to the investors: the former lose
some control, and the latter gain

influence on corporate activities. While Chinese
Depending on the value of their investOI‘S become

stakes, investors may join the board

of directors and become involved in more aCtive in
steering strategic and operational Germany the
)

decisions of their portfolio startups.

For instance, Ping An does not see massive Chinese
itself as merely a financial backer, but .

engages strategically by dispensing market 18 also
advice to the Finleap management attractive for

and appointing the CEO of Ping

An’s investment fund as chair of German star tUDS-

the startup’s advisory board.* If a

startup decides for a wrong investor, the risk is that its room for manoeuvre
becomes limited and it may be led to a direction that founders do not agree to
or that is not in the best interest of the company.

Besides risks for individual startups, a broader perspective must also be
considered in light of the current political environment, which is increasingly
being shaped by the global competition around innovative digital technologies.
While the United States is still the market leader in many digital technologies,
China is challenging the status quo and aspiring to become a global tech leader
by 2025. This struggle for power in the global digital order does not only occur
between powerful states but is largely shaped by digital non-state actors that
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are no longer restricted by physical borders. Giant tech companies — such as
China’s Alibaba and Tencent — play key roles, and as growth rates in their home
market slow down, they seek to expand to markets abroad and disseminate
their technologies globally. Their ambitions are high, and for instance, Alibaba’s
founder and former executive chairman Jack Ma has made it known that he
sees Alibaba not as a Chinese, but global company that should have 2 billion
customers by 2036.%

Such expansion plans also have the support of the Chinese government. It is
encouraging tech companies to go out into the world and support the creation
of a “Digital Silk Road”—** a pillar of China’s flagship Belt and Road Initiative
(BRI) which is a long-term strategy to reinvigorate trade routes of the ancient
“Silk Road”. While the BRI initially focused on three pillars—i.e., rail, maritime,
and road infrastructure projects—in 2019, President Xi Jinping spoke of
cooperation in the digital economy and innovation-driven development as new
priority areas for the initiative.* The scope of the Digital Silk Road has expanded
beyond its early focus on fibre-optic cables and space industry-related projects
and now also covers infrastructure (i.e. cables and network equipment, including
5G), data and research centres, smart city projects, and large e-commerce and
mobile payment deals.*®

Against this background, the following paragraphs outline the potential risks
posed by Chinese investments in German startups.

1. Sell-out and Loss of Technology

Two of every three companies that have been funded with foreign capital are
later sold to a foreign investor or go public outside of Germany.?” China is aware
that it has huge requirements for know-how to become a global tech leader, and
investments and acquisitions of foreign firms are part of the strategy to improve
their technical capabilities. For instance, analysts say the acquisition of the
startup Data Artisans allows Alibaba to pick up technical knowledge.*® Germany
considers China as both a partner in climate protection and other future issues,
as well as a competitor in trade and technology, and systemic rival.? Therefore,
Chinese investments could empower the country to gain an upper hand in the
technology competition in which Germany itself aims to maintain a leading role.

Beyond ‘making’, and ‘transacting’ as means to obtain new technology, China
has been accused of ‘taking’, e.g. through forced technology transfer, IP theft
and espionage.”® In 2018, the then-head of Germany’s domestic intelligence
agency pointed to a drop in Chinese cyber-espionage activities, as Beijing had
turned to using legal tools to gain access to German know-how, and therefore
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urged vigilance about increased moves by Chinese companies to invest in and
acquire high-tech German companies.’’ Furthermore, in the startup scene,
“copycat” startups—those that imitate the business models of already existing
companies—have become a key issue. In China itself, startups that remain in
midfield, are copied unscrupulously and then pushed out of the market by
the big players.” Accordingly, a risk is that Chinese investors could use their
presence and activities in Germany’s startup scene to scout for innovative ideas,
which could then be implemented by Chinese companies.

2. Integration into Chinese Tech Ecosystems

Chinese tech giants aim to develop ecosystems and invest, collaborate, acquire
and incubate ventures in sectors that can be digitally connected to their core
platforms.* For instance, while Alibaba started as a platform that linked buyers
and sellers of goods, its ecosystem grew as more business functions associated
with retail moved online.** Today Alibaba is a data-driven network of sellers,
marketers, service providers, logistics companies, and manufacturers, which
does what Amazon, eBay, PayPal, Google, FedEx, and other companies do in
the US.*® Similarly, Tencent has developed its mega app, WeChat, which now
combines functions from messaging and social networking to mobile payment,
wealth management, and even public services (e.g. paying public utility fees or
applying for travel visas). *°

The described German startups are active in the fields of fin-/insurtech,
mobility/transportation, e-commerce, and data processing technologies—this
means that their business models clearly relate to the ecosystems of Chinese
tech giants that either invested in them or altogether acquired them. Thus,
startups will likely find themselves tied closer into Chinese tech ecosystems. For
instance, Fosun’s Innovation Hub seeks to connect with innovative tech startups
to integrate them into its “Global Happiness Ecosystem”. Its aim is to include
a whole range of technologies and sectors, whereas the hub’s CEO stresses the
creation of synergies and that the survival rate of a startup is higher within
an ecosystem.”” However, by creating ecosystems of interconnected players and
making the norms and standards that govern them, Chinese tech giants act as
gatekeepers. In this way, they hold immense power, which they could utilise to
exert further influence on the startups.

3. Data Security Concerns
Alibaba and Tencent “dataty” every customer interaction and through Al

machines make most operational decisions—this makes their ecosystems vastly
more economically efficient and customer-centric than traditional industries.*
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Cloud computing provides the foundation for such analytic capabilities and
extraction of data intelligence, and both companies have started to promote
their cloud services in Europe. Tencent plans to invest US$ 10 billion (8 billion
Euro) in Europe, around one-third of which in Germany,* while Alibaba has
announced plans to invest 26 billion Euro in its data services business via the
cloud, including the increase of computing centres in more countries and an
expansion of Al technologies.** The company already operates a computer
centre in Frankfurt, which is part of the global infrastructure of Alibaba Cloud.*!

Alibaba’s and Tencent’s offerings can provide an alternative to the cloud
services of American tech giants (such as Microsoft, Amazon and IBM) and
might be particularly attractive for startups, whose business models are strongly
data-driven. Tencent, for example, advertises its cloud services by highlighting
that companies can directly contact the 1 billion WeChat users and create mini
programs in the app, through which they can sell their products and learn more
about their customers’ preferences.**> Moreover, both Tencent and Alibaba can
use their influence on startups in their investment portfolio and ecoysystem to
promote the use of their cloud solutions. Indeed, Tencent seeks synergies across
its investments as part of a strategy to expand cloud services and encourages
portfolio companies, including Lilium, to use its cloud services.*’

Chinese cloud providers assure the security of their customers’ data, as it
is processed in Germany and no exchange with China takes place.** Yet data
security risks remain. This becomes even more pressing in the context of
growing European concerns around China’s intrusive surveillance state: in
their home market, Chinese tech companies do not only collect data for limited
business purposes, but for large-scale monitoring of citizens. If startups lose
control over their data, their trustworthiness and integrity may no longer be
ensured, and intelligence gathered through data can pave the way for targeted
influence and manipulation. Such risks are not unseen. For example, German
venture capital investor Klaus Hommels has pointed out that the biggest risk of
increased financial involvement—which puts the Chinese in charge of corporate
governance and decision-making—is to “lose sovereignty over the truth.”*’

4. Impact on Competition
Chinese tech giants have a strong position in their home market and enter

the German market as players with massive financial strength, sometimes
supported by additional government subsidies. This allows them to acquire
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smaller existing or potential rivals. For instance, there has been speculation
about a possible acquisition of Germany’s fashion e-commerce startup Zalando
by Alibaba,* and JD.com has also not excluded acquisitions of local retailing
companies.*” Acquisitions have also been a common strategy among US tech
giants, which mainly acquire the firm’s assets (functionality, technology, talent
or IP) to integrate them in their ecosystem.*® While the Zalando deal has not
materialised, Alibaba has taken this approach with Lazada in Southeast Asia and
later broadened the e-commerce platform’s product range.*

The entry of new market participants is desirable—especially to challenge
the quasi-monopoly positions of some US tech giants. However, the risk is
that small and medium companies get run over and that Chinese tech giants
become even more powerful than incumbents. For instance, in e-commerce,
Alibaba had already recorded in 2019 a trade volume of US$ 853 billion (705
billion Euro), which is around three times as much as that of Amazon and more
than a hundredfold of Zalando’s.”® Alibaba‘s plan is to establish an electronic
World Trade Platform (eWTP) to connect producers and customers globally;
the tech giant has a budget of 13 billion Euro to invest, which might be used
for the takeover of companies in logistics or other fields.”! In case mergers and
acquisitions occur, future competition may be inhibited.

Chinese tech giants aim to develop
ecosystems and invest in ventures
In sectors that can be digitally
connected to their core platforms.

10
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verall, Germany aims to keep the economy open for foreign

investments instead of resorting to protectionism. However, such

openness is not unconditional. To maintain key competencies

and technologies in certain sectors, Germany approved

amendments to its foreign trade law in April 2020.2 The
reformed legislation allows for a more comprehensive and proactive screening
of foreign investments and gives authorities veto power to block investments if
they pose a threat to strategic interests. Furthermore, the Federal Ministry for
Economy Affairs and Energy is establishing structures to facilitate exchange of
information and coordinated cooperation between EU member states and the
European Commission, which will increase transparency and provide protection
against the takeover of critical companies.” A reform of the competition law is
also underway, whereby market-dominating digital companies will be subject to
stricter abuse control, and the Federal Cartel Office can react more quickly with
interim measures.”* On the EU level, a legislative framework is being adopted
in a similar direction. It is complemented by new rules on data governance
and the GAIA-X platform, which provides an alternative to cloud offerings of
foreign providers and is based on European security standards.

Beyond these policy measures, the political imperative is to make more capital
available for homegrown startups with promising business models and to support
them so that they can join the ranks of the world’s best. Some German funds
are gradually starting to emerge, which can support later-stage investing.”> On
top of capital which the government already provided to startups, the Ministry
of Economic Affairs substantially extended funding. It launched a so-called 10
billion Euro ‘future funds’, which in particular provides capital for the scaling
up phase, and seeks to mobilise at least 30 billion Euro along with further
private and public partners.”® During the COVID-19 pandemic, startups
benefitted from a 2-billion Euro relief package as well as various programmes
on the federal state level. Moreover, the ministry, together with the state-owned
KfW bank, initiated a venture debt program as a new financing instrument,
whereby the bank provides 50 million Euro annually along with private capital
providers, and the Federation covers 95 percent of the risks within the first five
years."

The provision of capital is complemented by efforts to support the
internationalisation of German startups. For instance, the German Accelerator
is a programme which aims to empower German startups to access the US
and Southeast Asian markets. It offers customised mentoring and individual
support, access to a network of potential partners, customers, investors as well
as current and former participants, free office space, and further benefits.”® The
accelerator also powers the “Next Step” market discovery programme, which
helps German startups explore new markets in Asia and includes locations
in India, Japan, Singapore and South Korea.” The German Indian Startup
Exchange Program (GINSEP) and the AsiaBerlin initiative are two other
platforms that are promoting exchange between startup ecosystems.

11
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n recent years, Chinese investors have increasingly engaged in venture
capital funding globally, including in Germany. Startups can benefit,
because the provided capital can help them grow, and knowledge and
contacts of investors can give them the wherewithal to expand into
the Chinese and global markets. In addition, startups can get access to
hundreds of millions of Chinese customers through Tencent’s WeChat app or
Alibaba’s digital trade platform. The opportunities, however, must be weighed
against potential risks not only for individual startups but for Germany, overall,
as a (digital) business location in the medium- to long-term. In particular,
investments have to be considered in the context of the current global
competition around digital technologies, where activities of Chinese tech giants
are increasingly perceived to be associated with the strategy of the country’s
leadership.”” The German government has responded to the identified risks
by applying more scrutiny to investments, improving information exchange
and coordination with other EU member states, and passing reforms of the
competition law. Beyond that, the overall focus is to remain open to foreign
investments and support German startups in their efforts to grow globally.

As China has long-term strategies,

some foresight exercise can guide To mltlgate risks
)

long-term policyaction. While German

startups see many opportunities in Ger many I applymg

ghina’s market and wan”t to join the more SCTU.tiny
gold-rush atmosphere”, one key .
question is whether—and under to Investments,

which conditions—German startups

will have a fair chance to make it .1mpr OVlljlg
big in the Chinese market, let alone H’lformatlon

become global players. Independent :
of whether they are physically present eXChang e with

in China, or use digital platforms or other EU States’
apps as digital distribution channels . .
and reforming its

to reach Chinese customers, startups
rely on being part of the ecosystems Competition law.

of tech giants like Alibaba or Tencent,

or support from local partners such

as investors or their contacts. Therefore, startups need to adapt to the rules
set by Chinese gatekeepers, and to the political conditions in the country in
general. Eventually, startups are confronted with difficult questions, for instance

12
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whether they will censor online content, or disclose data of their users on
request by Chinese authorities. As a consequence, German startups are likely to
have similar experiences as US tech companies, which have struggled to comply
with values that are fundamentally at odds and came to realise that they can no
longer be politically neutral.®!

In contrast, Chinese tech giants quickly and aggressively expand into
German and European markets. There is a long way to go for them to
conquer international markets and what is visible is only the beginning of the
international journey of Chinese digital giants.® This raises another set of key
questions: How much market power could they attain in the medium to long
term? And while Chinese tech giants expand their market presence, will they
play by German rules? Or will they try to pursue their own interests, knowing
that they have the Chinese government's support and the possiblity to disrupt
market access for German companies as a means of pressure?

Not unlike what is visible in other industry sectors, there is no level playing field
in the startup economy. And the competition is not purely of economic nature,
but also about political power and the ability to influence the discourse and
norms regarding digital technologies. With their growing international reach,
Chinese tech companies can shape the economic affairs of many states and
businesses like their US counterparts have done previously. However, Chinese
values and norms permeating their technology are largely incompatible with
those of German and European societies. The stakes are high, and the question
must be addressed whether access to the Chinese market is worth the risks in
the long term.©RF

(The author thanks the anonymous reviewer for their valuable comments, and Vinia
Datinguinoo Mukherjee for her excellent editing.)
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