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Introduction

Following various calls from German industry and politics over the past years, the German Act on Tax Incentives
for Research and Development (“Forschungszulagengesetz - FZulG”) became effective on 1 January 2020.
Under this act, entitled companies and entrepreneurs may apply for subsidies of up to 25% of their eligible R&D
activities. The maximum amount of subsidy was originally limited at EUR 500,000 but was increased to a
maximum of EUR 1,000,000 per year under the German COVID-19 measures. This extension of maximum
subsidy, which shall be valid until 30 June 2026, makes it even more worth to check whether the preconditions for
eligible R&D activities are met.

The FZulG aims to establish and strengthen Germany as a preferred location for innovation as well as technology
hot spot and may create a high-value opportunity not only for established small and medium-sized enterprises but
also for the start-up business. For international corporate groups the FZulG may result in material tax savings and
therefore requires respective tac-tical decisions at a rather early stage how this subsidy can fit with the overall
R&D strategy and how the group can benefit most effectively by also taking into account applicable R&D tax
regimes and subsidies across other jurisdictions.

Expenditure for R&D in Germany has significantly increased over the past years up to an over-all amount of EUR
104.7 billion as per 2018 which is equal to approx. 3.13% of the German GDP. The portion of R&D costs spent by
entities within the sector of Technology, Media and Telecommunications (TMT) amounts to approx. EUR 24
billion. At least 23% - 54% of the entities are carrying out R&D activities on a continuous basis which
demonstrates the high im-portance of R&D incentives in particular for the TMT sector.
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Who iIs entitled under the FZulG

The FZulG provides for a rather broad scope of entitled persons. Basically, anyone who is sub-ject to unlimited or
limited tax liability in Germany and generates profit income from either trade business, agriculture and forestry or
self-employment is principally entitled for tax benefit under the FZulG. Hence, foreign companies or international
groups may benefit from the subsidy as well. The FZulG does not require a specific legal form, which means that
any company or business established under foreign or domestic law, from sole entrepreneurs to corporations,
can principally apply for the subsidy. In case of a partnership, the subsidy can only applied once at level of the
partnership itself but not at the level of the single partners. The FZulG does, however, explicitly exclude those
companies or businesses from the benefit which are deemed to be in financial difficulties.
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Eligible R&D activities

Basically, R&D activities are eligible for subsidy under the FZulG if they have been initiated after January 1st,
2020 and which are attributable to at least one of the following categories:?!

Fundamental research Industrial Research Experimental Development

Experimental or theoretical work
undertaken primarily to acquire new
knowledge of the underlying foundations of
phenomena and observable facts, without
any direct commercial application or use in
view.

Planned research or critical investigation
aimed at the acquisition of new knowledge
and skills for developing new products,
processes or services or for bringing about
a significant improvement in existing
products, processes or services. It
comprises the creation of components
parts of complex systems, and may
include the construction of prototypes in a
laboratory environment or in an
environment with simulated inter-faces to
existing systems as well as of pilot lines,
when necessary for the industrial research
and notably for generic technology
validation.

Acquiring, combining, shaping and using existing scientific,
technological, business and other relevant knowledge and skills with
the aim of developing new or improved products, processes or
services. This may also include, for example, activities aiming at the
conceptual definition, planning and documentation of new products,
processes or services. Experimental development may comprise
prototyping, demonstrating, piloting, testing and validation of new or
improved products, processes or services in environments
representative of real life operating conditions where the primary
objective is to make further technical improvements on products,
processes or services that are not substantially set. This may include
the development of a commercially usable prototype or pilot which is
necessarily the final commercial product and which is too expensive
to produce for it to be used only for demonstration and validation
purposes. Experimental development does not include routine or
periodic changes made to existing products, production lines,
manufacturing processes, services and other operations in progress,
even if those changes may represent improvements.

1According to the COMMISSION REGULATION (EU) No 651/2014 of 17 June 2014 declaring certain categories of aid compatible with the internal market in application of Articles 107 and

108 of the Treaty.
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Eligible R&D activities

Within the above eligible categories, it is irrelevant to which field of research the activity is to be attributed, as
long as it falls within the generic term research and development. This means that the respective activity requires
a precisely defined task of an economic, scientific or technical nature with clearly defined objectives along with

the steps to be taken to achieve them, including objective guidelines to verify whether the objectives have been
achieved.

For eligibility under the FZulG it is further required that the R&D activity
 aims to gain new scientific insights (“innovative”),

« is based on original, non-obvious concepts and hypotheses (“creative”),
* is uncertain as regards to the outcome (“‘uncertain”),

* is based on a budget and follows a certain plan (“systematic”) and

* leads to a result which may be reproduced (“transferable / reproducible”).
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Key criteria of eligible R&D activity
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Taking into account the above, eligible R&D activities
in terms of the FZulG are projects that basically aim at
the new development or significant improvement of
products, processes or services whose functionalities,
parameters or features significantly exceed those from
already existing products, processes or services. The
activity can be regarded as R&D if the completion of
the project involves scientific and / or technical
progress or if scientific uncertainty has been
eliminated.

This may include new developments or significant
Improvements relate to new services made possible by
digitization, for example in the areas of production,
logistics, payment or machine control. This also
includes new developments in the field of financial or
actuarial methods for risk assessment or research into
the development of new algorithms, as well as the
development or significant improvement of software
components, artificial intelligence, operating systems
or programming languages.
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Key criteria of eligible R&D activity

Non-eligible activities

The mere use of already known products, processes or procedures is generally not eligible for subsidy under the FZulG. This in particular applies to recurring and
routine changes to existing products and processes as well as (quality) controls Furthermore, the development of management systems and developments in which the
solution approaches are based on business (non-technological) concepts are non-eligible.

Examples for non-eligible activities are as follows:

» Market research;

» Market development, i.e. activities related to the development and manufacture of market-readiness and smooth functioning of a certain product or process;
» Client acquisition;

* Development of production manuals and quality assurance guidelines;

* Support, sales, customer training / testing;

+ Certain administrative and legal patent and licensing work which is not directly related to R&D projects.

In case that the above preconditions for an eligible R&D activity are met, it is principally irrelevant whether the
activity is carried out directly by the company itself, in cooperation with other companies or in form of a contract
research by a contractor.

In particular the latter may create a high-value and opportunity for small and medium sized enterprises or start-up
businesses as they often do not have the capacities to perform the R&D activities by themselves.
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How to assess eligible R&D expense

The basis of assessment for R&D subsidy under the FZulG is calculated on the basis of a company's eligible
expenses in the R&D area. Eligible expenses are

« The direct costs incurred for wages that are in principle subject to wage tax as well as the employer's
expenses for securing the employee's future, provided that the employees are involved in eligible R&D
activities;

« Payments to partners or shareholders of a company, provided that these payments are generally subject to

wage tax deduction. This may in particular be beneficial for start-up businesses which usually employ only a
few individuals in the R&D area;

« In addition, own contributions by an individual entrepreneur in the field of R&D may also be eligible for
subsidy. Such own contributions are estimated at a flat rate of EUR 40 per proven working hour with a
maximum of 40 working hours per week.

» For contract research, 60 % of the remuneration paid to the contractor is eligible for subsidy.

As regards to the assessment base it is essential to ensure that the applicant has verifiable documentation
regarding the personnel carrying out the relevant R&D activities. In particular, the working hours spent should be
clearly documented in a verifiable manner (pls. refer to the below application process under step 2). General or
proportional cost allocations to the R&D department shall not be considered as sufficient.
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How to assess eligible R&D expense

Moreover, it should be noted that those eligible
expenses which are included in the assessment basis
for the R&D subsidy under the FZulG shall not be
included twice in the context of other grants or
governmental subsidies.

The capped amount of R&D expense at KEUR 940
may remain available for utilization as assessment
base within the application for other grants or
governmental subsidies, if any.
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Example for determination of eligible expense & subsidy

Employee 1

- 1,760 working hours per year (220 days / 8h)

- thereof 880h for R&D project (acc. to internal documentation)
- EUR 120,000 annual gross wage

Employee 2

- 1,760 working hours per year (220 days / 8h)

- thereof 1,760h for R&D project (acc. to internal evaluation)

- EUR 80.000 annual gross wage

Employee 3 (administrative staff)

- 1,760 working hours per year (220 days / 8h)

- responsible for organisation / planning / settlement of R&D projects
Expense for contractual research

- EUR 8,000,000

Determination of eligible R&D expense

EUR

Employee 1 60,000
Employee 2 80,000
Employee 3 0
Expense for contractual research (60%) 4,800,000
Sum 4,940,000
Cap to maximum amount -940,000
Eligible R&D expense 4,000,000
thereof 25% subsidy 1,000,000
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How to apply for the subsidy

The application process for the subsidy under the FZulG follows a two steps approach. The process is divided
into the application for a R&D certificate (1.) followed by an application for the subsidy at the responsible German

tax office (2.).
1. Application for R&D certificate 2. Application for subsidy assessment

application
R&D activity Verification of Application to Assessment of subsidy
application (eligible responsible tax office

R&D activity yes / no)
Certification authority
Company (,BSFZ*)
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How to apply for the subsidy - Step 1: Application
for R&D certificate

The application for R&D certificate has to be done with the respective certification authority
(“Bescheinigungsstelle Forschungszulage - BSFZ"). The BSFZ is responsible for validation whether the
preconditions of eligible R&D activity are met.

The application for certificate can be filed prior, during or even after the execution of a certain R&D project.
Basically, the application has to be filed electronically via the website of the BSFZ (https://www.bescheinigung-
forschungszulage.de/). However, for a transitional period it is re-quired to additionally submit the application and
relevant information in paper form including a legally binding signature from the applicant.

If the verification by the BSFZ comes to the result that the preconditions for an eligible R&D activity are met, a
respective R&D certificate is issued. The certificate will be issued separately for each R&D project even though it
is possible to combine several R&D projects into one ap-plication.

The R&D certificate shall be issued not later than 3 months after the application has been filed.
The application process as well as the issuance of respective R&D certificate are free of charge for the applicant.
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How to apply for the subsidy - Step 1: Application
for R&D certificate

5 Steps to R&D certificate?:

Online registration Completion of Submission of Verification of Issuance of
application application application certificate

Information on the Electronically and in paper Eligibility of certain R&D Not later than 3 months
applicant and on the form (the latter for project in terms of FZulG after application

specific R&D project transitional period only)

Overview on relevant information for application process

The application for R&D certificate with the BSFZ shall include the following information:
* Specific information on the R&D activity or project for which a certificate is applied for, in particular including

— a meaningful and comprehensible description of the relevant R&D project;

— information on whether the R&D activity is performed directly by the company itself, in cooperation with other companies or in form of a contract research by
a contractor;

— the expected timeline, personnel and financial scope of the R&D activity;
* The applicant’'s name (firm), address and contact information;
* Tax identification number and responsible tax office;
* Registration number of the commercial register, if applicable;

* Information on related entities of the applicant, if applicable.

2According to the BSFZ (https://www.bescheinigung-forschungszulage.de/).
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How to apply for the subsidy - Step 2: Application
at the local tax office

The assessment of subsidy under the FZulG must be applied for electronically (via ELSTER) at the end of the
business year in which the respective R&D activity was performed at the re-sponsible local tax office, i.e. for
eligible R&D activities within fiscal year 2020 the application can be filed from January 1st, 2021 onwards.

The application for subsidy assessment needs to be accompanied by the issued R&D certificate (see step 1).

Long term R&D projects

In case of long-term or multi-year R&D projects it is principally not necessary to submit the certificate every year
unless there are material changes in the underlying facts and circum-stance of the R&D project which may
require an updated validation of eligibility by the BSFZ.

Verification of eligible R&D expense

The eligible R&D expenses must be described in sufficient detail to allow for a verification by the tax office and
assessment of the subsidy. In this regard the German Ministry of Finance has issued a sample template for a
time sheet in order to monitor and document the working hours spent with regard to a certain R&D activity. The
applicants are principally free to utilize the provided template.

Deadline for application

The application for subsidy assessment at the responsible tax office can be filed 4 years after the relevant fiscal
year of eligible R&D expense at the latest.
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How does the FZulG fit within the international
context of R&D regimes

The FZulG can create considerable tax advantages for all companies carrying out activities in the R&D sector of
up to EUR 1,000,000 per year. Potentially eligible companies should con-sider early on, whether and how they
can benefit from the subsidy. These considerations can begin with the tax liability in Germany and continue up to
the specific contractual design of the R&D activities. This is especially relevant for international corporate groups
that may benefit from the subsidies by transferring R&D activities to eligible subsidiaries.

An advantage of the FZulG in comparison to foreign R&D incentives schemes is that funding can be applied for in
Germany as early as the development stage itself and not only in the course of exploiting the R&D efforts via
license income. Please find below an exemplary overview of R&D incentive scheme in the UK:

United Kingdom

Small and
medium sized
enterprises R&D
relief

Research and
Development
Expenditure
Credit
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SME R&D relief allows eligible companies to:
deduct an extra 130% of their qualifying costs from their yearly profit, as well as the normal 100% deduction, to make a total 230% deduction
claim a tax credit if the company is loss making, worth up to 14.5% of the surrenderable loss
Eligible companies are SME with:
less than 500 staff, a turnover of EUR 100 million or a balance sheet total under EUR 86 million
Qualifying costs for SME R&D relief are directly allocable personnel costs, license fees for software, material costs, and 65% of the expense for
contractual research.
Large companies can claim a Research and Development Expenditure Credit (RDEC) for working on R&D projects.
The RDEC is a tax credit, which is 13% (since 1 April 2020) of the qualifying R&D expenditure.
The qualifying R&D expenditure is equal to the qualifying costs under the SME R&D relief.
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How does the FZulG fit within the international
context of R&D regimes

Due to the broad international network of Grant Thornton member firms and availability of foreign tax experts,
Warth & Klein Grant Thornton can further assist with the set-up and design of a most optimal R&D strategy by
taking into account the tax advantages from FZulG and further foreign R&D incentive schemes as well.

How can Warth & Klein Grant Thornton help

* Analysis whether the preconditions for an eligible R&D project or activity in terms of the FZulG are met
» Support the determination and documentation of eligible R&D expense

» Support the applications at the BSFZ and the local tax office
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