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COMMENTSTO THE CONSULTATION DOCUMENT ON STATE AID
FOR INNOVATION

1. INTRODUCTION

The fundamental rationale for State aid for innovation described in this document is basically
correct. State aid should target clearly defined market and systemic failures. State aid should
also be alimited response to these failures to ensure that it will not hamper competition. State
aid regulations should find a balance between ensuring competition and encouraging and
facilitating innovation.

Consultation document paragraph (5) presents a specific rationale for State aid for eco-
innovation. Market prices only reflect the direct economic costs and not the costs of
environmental pollution. It should be recognised that the similar rationale can also apply to
major social challenges. For example, devel oping medical treatments, pharmaceuticals or
other health care related technologies for rare diseases or devel oping health care services for
sparsely populated rural areasis not economically feasible because of high costs of innovation
compared to market size.

One of the key barriersin eco-innovation is the small scale of the initial market. Aslong as
the market remains small, prices stay high which in turn keeps the market small. As soon as
the market and production volumes reach a critical size, pricesfall and the markets start to
grow. Other innovation besides eco-innovation can aso face the same critical market size
barrier, which could justify atime limited State aid until a critical market size has been
reached.

A similar rationale applies to various networks and infrastructures. Single actors can not
afford the costs of setting up networks or infrastructures. However, once the critical size has
been reached the network or infrastructure can offer significant benefitsto all users and allow
further pursuit of market oriented activities using the networks and infrastructures. For
example, it is doubtful whether internet would exist today without the significant initial public
investments.

The Annex refers to many of the underlying reasons for these types of market failures, such as
lack of common rules and standards, non-functioning product markets and general “systemic”
failures. However, these failures are not considered sufficiently in the proposed rules.

Many of these types of failures and other failures for that matter are best targeted through
demand side measures. In the case of State aid, this means providing the aid to the buyer
rather than the producer, thus creating the demand for innovation. Innovative public
procurement, vouchers for purchasing innovative products and services and various types of
public-private partnerships are among the most potential policy measures targeting the
demand for innovation.

The rules concerning State aid for innovation should therefore include guidelines for the use
of these types of policy measures. There are currently no specific guidelines which would
clearly define how State aid regulations should be interpreted in cases where R& D and
innovation are encouraged via demand side measures, e.g. in the context of public
procurement.



Tekeg/jr 16.5.2006 2

Question 1) Do yvou think that it is appropriate not to create a separate Framework for
Innovation and that the new possibilities for State aid rargei selected immovation-related
activities?

It is appropriate not to create a separate Framework for Innovation. It isimportant that the
community State aid regulatory regime is as simple as possible aso with regards to innovative
activities. The proposal to integrate innovation into the Framework for R& D and Innovation,
and Risk Capital and Environmental guidelines as well as Block Exemption is therefore
recommendable. It is equally feasible that State aid targets selected innovation-rel ated
activities, as long as the selected activities sufficiently reflect the reality of innovative
activities or private enterprises.

However, guidelines should also cover demand side policy measures, i.e. policy measures
which encourage the demand for innovation rather than supply. The most important
regulatory framework missing from this consultation document in this respect is the one
concerning public procurement. It isimportant that appropriate guidelines concerning
innovative public procurement and the arrangement of public-private partnerships be given in
the public procurement regulations.

2. PRINCIPLES GOVERNING CONTROL OF STATE AID FOR INNOVATION

Questions 2-7 cover most of the important issues discussed in Chapter 2. However, there are
two points which do not fall under any of the questions posed. First of these is the definition
of the incentive effect and the second is the definition of innovative activities.

Consultation document paragraph (19) is not sufficiently clear in the way it defines the
incentive effect. Thefirst sentence clearly points to the behavioural change as the necessary
outcome of State aid. However, the latter sentence limits this unnecessarily only to verifiable
cases where no action would have been taken in the absence of State aid.

The definition of incentive effect should not be so categorical for two reasons. (1) itisvery
difficult to verify the counterfactual, i.e. that no action whatsoever would have been taken in
the absence of State aid, and (2) desired behavioural change can take many forms, e.g.
increased investmentsin R& D and innovation projects, ability and willingness to engage in
more risky and if successful more rewarding projects, ability and willingness to engage in
various forms of collaboration and networks, etc. and relate to different levels (project,
enterprise, network, cluster, innovation system, economy, society). Especially when State aid
contributes to firm behaviour in a sustainable and lasting manner, externalities can be
significant and impacts at the systemic level substantial. The incentive effect should therefore
cover all cases, where the quality of the innovative activity can be significantly improved.

Whereas the detailed definition of the incentive effect is non-relevant in the case of start-ups
and SMEs (because it can for various reasons be assumed a-priori in most cases), it is
important that sufficiently clear ex-ante criteria are defined for the incentive effect in the case
of large companies. These criteria and thereby the eligibility of large companies for State aid
for innovation should emphasise coordination and dissemination, collaboration, networking
and creation of poles of excellence. Thiswould target State aid for innovation for large
companies to activities which would be most likely to produce significant externalities and
systemic level impacts and therefore also facilitate and enhance innovative activities of SMEs
and research organisations.
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Consultation document paragraph (22) refersto innovation activities as stages that are close to
market. Real life innovation processes are highly interconnected processes, where research,
development and other pre-commercial activities take place simultaneously. Rather than
defining innovation as a stage close to market, particular innovative activities should be
referred to as being closer to market and therefore more likely to cause market disturbances.
State aid regulations should then define which of these pre-commercial activities under which
conditions can be assumed to cause negligible or no market disturbances and would therefore
be eligible for State aid.

Question 2) Do vou think thar the problems presented in Annex and the market failures
identified by the Commission as hampering the innovation process are accurate? If so, why?
Ifnot, why not?

The market failures and the related underlying problems identified by the Commission in the
document and in the Annex are correct, as well as the principles described in paragraphs (15)-
(17). However, it should be recognised that innovative activities are continuously changing
and that new market and systemic failures may arise and that current failures may disappear in
the future. It is therefore important that State aid schemes are approved only for alimited time
and that State aid regulations are sufficiently adaptive and updated often enough.

One market failure that is under presented in the Communication relate to the systemic
failures, particularly to the failures related to knowledge and learning. These failures are
typically of the type that arise together with new emerging markets and disappear as the
market in question matures. Thereis evidence in the economical literature that these kinds of
learning failures are becoming more and more prominent.

Question 3) The measures described in this Comumunication provide ex-ante criteria on the
basis of which State aid for innovaiion would be approved. Do you think that such an
approach is adequate?

The approach used for State aid for innovation should be similar to the one adopted for State
aid for R&D, i.e. the relevant frameworks should provide sufficient ex-ante criteria on the
basis of which State aid for innovation can be approved.

However, guidelines should also include the key principles for approving State aid for
innovation. Innovative activities are continuously changing. Limiting State aid categorically
only for specific narrowly defined activities would create unnecessary regulatory rigidity. In
addition to specific ex-ante criteria, the Commission should also invite State aid authorities to
notify schemes under more general criteria described in the consultation document paragraph
(12). In order to do this without significantly increasing the bureaucratic burden of the
notification process, the Commission should make sure that it has the appropriate
competencies and procedures.

Qiestion 4) Stakeholders are invited fo provide empirical evidence about the appropriateneass
of authorising State aid fo large companies, in particular in connection with the objective of
developing clusters around poles of excellence in the EU. Do you think that the Commission
showld develop ex-anfe rules allowing State aid for Imnovation fo the benefit of large
companies, or that such Gpe of qid should always be subject fo a case-by-case sivicier
analysis on the basis of a notification to the Commission? As far as support to innovation (or
other state aid)l is concerned, would it be appropriate fo distinguish between different
categories of large companies? If 5o, on the basis of which criteria? And for which purpose?
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It istrue that large companies may not be subject to market failure in similar degree than
SMEs. However, innovations are frequently aresult of collaboration between large and small
companies and the decisions made by large companies have a significant impact on SMEs
innovation capabilities and their capabilities to commercialise and access markets with new
products and services. State aid for innovation is therefore justified for large companies to
encourage them to collaborate and network with SMEs and public research to enhance
innovation and especially coordination and dissemination.

The Advanced Technology Programme (ATP) in the USA has been for years funding both
large and small enterprises. Recent impact evaluation of the programme has provided the
following justification for funding large enterprises':

- The participation of large firms increases technology development opportunities
across a broad spectrum of technology areas and industries.

- Insingle-company projects their participation enables ATP to support industry needs
across the full spectrum of technology areas. Projectsin Materials and Chemistry, in
particular, often require extensive manufacturing and materials processing facilities
that small firms do not have. Biotechnologies aimed at human therapeutics often
reguire considerable technology development beyond ATP, extensive regulatory
testing and trials, and production and distribution licenses with larger companies
before they can make a major impact.

- Largefirmsare active in joint ventures.
- Largefirmsin joint ventures partner with all types of organizations
- Largefirms offer critical advantagesin certain industries and technology areas

- Large firms bring technical advantages related to size and scope and
commercialization advantages through marketing and manufacturing capability.

- Largefirms gain access to new technologies while small firms find opportunities to
integrate their technologiesinto larger systems and build a customer base.

ATP isone of the most extensively evaluated public funding schemes in the world.

Commission should therefore seek to define ex-ante criteriafor State aid for innovation for
large companies with the emphasis on coordination and dissemination, participation in the
creation of poles of excellence, enhancing training and mobility and encouraging risk capital
investments in start-up and small innovative companies. Case-by-case stricter analysis would
create unnecessary bureaucracy and rigidity and could therefore hinder the development of
networks, clusters and poles of excellence as well as create barriers for technology transfer
and dissemination. However, large amounts of State aid for large companies, smilarly asin
the current rules for State aid for R& D should be subject to case-by-case stricter analysis.

It istrue that there are clear differences between an independently owned company of 251
employees and a multinational corporation of more than 10 000 employees, and that these
differences could justify the definition of different categories of large companies. However,
companies are increasingly networked and seek to complement their competencies through
various forms of collaboration. State aid regulations should encourage collaboration and

L ANALYSISOF ATPIMPACTS, Factsheets Provided by the ATP Economic Assessment Office, NIST,
National Institute of Standards and Technology - Technology Administration, U.S. Department of Commerce,
April 2005.
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networking regardless of company size. The capabilities of companies to engage in
collaboration and participate in networks increase with the company size up to a point, after
which internal coordination and dissemination becomes an increasing challenge and typically
leads into internal structures of smaller business or other units. Provided that the financial
markets function properly, there are no significant differences in accessto risk capital and
other forms of funding between independent companies just over the SME limit and smaller
business units or companies within large multinational corporations.

It istherefore unclear what the rationale for distinguishing between different types of large
companies could be. Furthermore, additional differentiation according to company size would
further increase the complexity of State aid regulations.

Chiastion 3) Stakeholders are invited fo provide empirical evidence about the appropriareneass
of authorising State aid to non-technological innovation, notably in services seciors

Services are amajor contributor to economic growth in Europe and an increasingly important
source of innovation, firstly as a demanding customer, secondly as innovators themselves and
thirdly as an efficient intermediary in transferring knowledge, skills and technol ogies within
and across industries. Furthermore, business activities and subsequently also research and
development of industrial companies are increasingly focused on providing services. Thereis
therefore no economic, social, political or environmental rationale for limiting State aid for
innovation only for technological innovation. On the contrary, such alimitation could
seriously endanger Europe’ s competitiveness and socia development in the long run.

There are undoubtedly difficultiesin differentiating between non-technological innovation
and normal business operations. Thisistrue especially in the case of small (service)
companies, which do not have systematic structures and processes for innovation.? Defining
innovative activities and even R&D e.g. in services is not straight forward. However, it can be
done.

The OECD Frascati manual® identifies the problems of defining R& D and innovation in
services. The recently updated OECD Oslo manual” defines four types of innovation:

- Product innovation (including services)

- Process innovation (including service production processes)

- Marketing innovation (introduced in the latest update)

- Organisational innovation (introduced in the latest update)

The Oslo manual provides definitions for each of these types and for innovation and
innovation activities. It also provides alist of changes which are not considered innovations
and examples highlighting different types of innovation and how to distinguish between
different types of innovations. Furthermore, the OECD Oslo manual contains definitions for
various types of innovative activities. The most important of these in this context are

2 On the other hand, asit has been identified in the context of technological innovation, small companies are the
least likely to cause any market disturbances. Larger service producers on the other hand are forced to organise
their innovative activities for efficiency and quality. This means that their innovative activities are likely to be
more distinguishable.

® Frascati Manual. Proposed standard practice for surveys on research and experimental development, OECD,
2002

* The 3" and | atest edition of the OECD Oslo manual has been published 27 Oct 2005
http://www.oecdbookshop.org/oecd/display.asp? ang=EN& sf1=identifiers& st1=922005111p1.
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definitions for other preparations for product and process innovations, preparations for
marketing and organisational innovations, training and design. It should also be noted that
OECD no longer uses the concept of “technological innovation” because of definition
problems.

Therulesfor State aid for innovation should make use of the extensive work that has been
done to prepare these definitions in defining the eligibility of the related innovative activities
for State aid.

Enhancing the production of non-technological innovations requires that companies develop
clearly defined structures and processes for non-technological innovations, as companies have
done for technological innovations. Thiswill make it easier to distinguish innovative
activities from normal business activities. State aid should encourage this devel opment.

The boundaries between services and manufacturing are blurring, which also leads to blurring
boundaries between technological and non-technological innovation. Limiting State aid
eligibility to technological innovation only would lead into increasing interpretation problems
and would encourage separation between technological and non-technological innovation
rather than integration. Producing solutions and systemic innovations consisting of a number
of interconnected innovative components, products, services and processes instead individual
technological gadgetsis much more likely to lead into productivity gains, competitiveness,
growth and employment. State aid regulations should encourage integration rather than
separation and therefore State aid for innovation should not be limited to technological
innovations.

The costs and activities related to non-technological innovation are largely the same as those
related to technological innovation. The major difference between non-technological and
technological innovations are that the resulting innovation istypically a concept, a structural,
operational or business model or a methodology rather than a concrete product. Although
customers are amajor source and increasingly also a partner in technological innovations,
non-technological innovations, especially those in services are typically developed in even
closer collaboration with customers. The actual production of services, especially knowledge
intensive services requires a close interaction between a producer and a user. In practice,
knowledge intensive services are frequently co-produced combining knowledge intensive
service activities of both producers and users’.

The rationale for defining State aid eligibility of innovative activities targeting non-
technological innovations should not be based on defining specific costs or activities, but
rather on specific requirements for clearly separating R& D and other innovative activities
from normal business activities. The aim of this approach would be to clearly define those
characteristics which are self evident and embedded in technological innovation as eligibility
criteria for non-technological innovation, thus bringing those innovative activities targeting
non-technological innovations to equal footing with those targeting technological innovation.
Thisleadsin to the following proposal:

1. Refer to the forms of non-technological innovation defined in the latest OECD Oslo
manual.

®> The use of knowledge intensive servicesin R& D can actually resemble collaborative R& D, where both parties
can benefit and even share the risks.
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2. Definethe State aid eligibility of costs and activities related to non-technological
innovation to be the same as for technological innovation with the additional requirement
to verify that these costs and activities are separate from normal business activities and
thereby not used to subsidise or lower the price of any commercial activity.

3. Relate customer oriented non-technological innovations such as innovative servicesto
technological product innovation and organisational, business model and other production
oriented non-technological innovations to technological process innovation.

4. Assume incentive effect for SMEs and clearly defineit for large enterprises using the
same rational e and definitions as for technological innovations.

5. Definethe following additional conditions for the eligibility of activities targeting non-
technological innovation:

a) The purpose of the activity isto develop a model, methodology or concept, which can
be systematically reproduced.

b) The developed model, methodology or concept is general and it or services produced
using it, are available to all customers on a non-discriminatory basis. It is not tailored
to any specific customer. The company has many customers.

c) In case customers participate or co-operate in these innovative activities, they should
share the risks.

Condition a) aimsto ensure that the purpose is to develop a concept, model or methodology,
which can later be used repeatedly for commercial purposes, hence ensuring similarity to
technological product and process innovation. Condition b) aims to ensure that no services
developed for the needs of single customers would be eligible for State aid®. Condition c)
would allow customer participation only in cases of true and actual collaborative development
in which risks are shared, thus making normal customer businesses non-eligible for State aid.

Defining similar eligibility of activities targeting at both technological and non-technol ogical
innovations would be a controlled approach in extending State aid to cover non-technol ogical
innovation. It would currently exclude majority of service companies outside the State aid for
innovation because of lack of systematic and organised innovative activities and lack of
ability to develop reproducible service models, methodol ogies or concepts. However,
allowing State aid for non-technological innovation would in the longer run guide these
service companies to organise their innovation and R& D functions in a more systematic and
efficient way and aim at reproducible service models and concepts, which can have a
significant impact on the productivity, competitiveness and growth of services developed and
produced in Europe.

Empirical evidence and policy considerations related to enhancing service innovation and the
role of knowledge intensive service activitiesin innovation can be found from recent OECD

® Whereas the object of technological innovation is a concrete tangible product and the purpose is to produce a
large number of identical copies commercialy, the object of non-technological innovation is an intangible
model, methodology or concept (e.g. service). Even if the purpose would be to reproduce this e.g. aservicein
large numbers, each will be dlightly different due to the easiness of tailoring and individual characteristics of the
actual producers and users of this model, methodology or concept. However, reproducibility linked with the
reguirement to have many customers eliminates strictly tailored services from State aid and therefore encourages
systematisation and de-integration of innovative activities from normal business operations.
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reports’. Thereis also a number of research papers focusing on innovation in services and on
reproducibility and developing service products and concepts®®*°. The importance of service
innovation has also been identified in the Commission communication “More research and
Innovation — Investing for Growth and Employment: A Common Approach”**, which
addresses “ the full research and innovation spectrum, including non-technological
innovation” and where the Commission plans to define a strategy to promote innovative
servicesin the EU by the end of 2006 based on the work and policy recommendations of the
European Forum on business-rel ated services'?. The Commission has also funded projects
addressing innovation in services™. Given the importance adhered to non-technological
innovations by the Commission in this and other policy documents, the exclusion of non-
technological innovations from the State aid would undermine the coherence of the
Commission’s palicies.

The aforementioned and many other studies emphasi se the need for encouraging innovation in
services, but they also frequently refer to the need to enhance the demand for innovative
services. Public procurement is often mentioned as a potential source of demand and should
therefore also be considered in the wider context of competition regulation with regards to
objectives of enhancing innovation, growth and employment.

Question 6) Should the rules on State aid jfor imnmovation include regional bonuses for
cohesion purposes? Should they differ according to the geographical situation of the region,
irrespective of cohesion issues?

Market failures for innovation are less and less geographically different in increasingly global
markets. However, some markets are more local than others and companies operating in these
markets are more likely to be subject to market failures than others. The main approach
should be to ensure competition and only target State aid for innovation in enhancing the
general business environment. Regional aid guidelines could specify conditions under which
raised levels of State aid for innovation would be acceptabl e to enhance cohesion objectives.
Specific rules for State aid for innovation should not define regional bonuses different from
cohesion issues.

"“Therole of knowledge intensive service activities in innovation: Synthesis report”, KISA project, OECD,
2005 and “Enhancing the Performance of the Services Sector” (especially Chapter 6 “Promoting innovation in
services'), OECD, 2005

8 Gallouij, F. (2002): Innovation in the Service Economy: The New Wealth of Nations. Cheltenham and
Northampton: Edward Elgar

® Gadrey J. and Gallouj F. (2002.): Productivity, Innovation and Knowledge in Services: New Economic and
Socio-Economic Approaches. Cheltenham and Northampton: Edward Elgar

1% Toivonen M., Smediund A. and Tuominen T. (2005), ‘ Development of Knowledge Intensive Business Service
Innovations and Innovation Networks', Paper presented in the British Academy of Management (BAM)
Conference, 14th September 2005, Oxford.

1 | mplementing the Community Lisbon Programme: Communication from the Commission to the Council, the
European Parliament, the European Economic and Social Committee and the Committee of the Regions. “More
research and innovation — Investing in Growth and Employment: A Common Approach”, COM (2005) 488 final

12 hitp://europa.eu.int/comm/internal_market/services/brs/forum en.htm

13 e.g. http://lesl.man.ac.uk/cric/services/default.htm
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Chiestion 7) Are some fypes of aid more suited fo specific situations and specific innovation
activities fex: fax rebates, secured loans, repavable advances)?

The main approach should be to define appropriate levels of State aid, not limit the rules to
specific types of aid. Guidelines could be provided for the calculation of grant equivalents for
various types of State aid, even though they can not be exhaustive because of continuously
developing new forms of support. State aid authorities are likely to favour loans, repayable
advances, risk capital and other forms of State aid with lower grant equivalent, because of
market closeness.

3. SUPPORTING RISK TAKING AND EXPERIMENTATION

3.1. Supporting the creation and growth of innovative start-ups

Question 8) Do vou agree with the proposed criteria to define innovative start-ups, with the
approach of not defining eligible costs, with the amounis of aid and cumulation rules? Do you
think that different eligibilitv criteria should be established for high-tech sectors like biotech
and pharmaceuticals which have long tfime-to-marker and product development cycles?

The proposed criteriato define innovative start-ups based on the company and not on eligible
costs are recommendable. Innovative start-ups are a specific target group for innovation
policy. Because of their specific needs and low probability of market disturbances, they
should be treated more favourably.

The requirement (ii) proposed in the second point of the consultation document paragraph
(38) isrelevant for high-tech sectors, but is likely to be rather demanding for medium-tech
and other sectors.

Some high-tech sectors, like biotech are characterised by relatively long time to market and
product devel opment cycles and could therefore be subject to more favourable treatment. The
Commission should seek to define criteria which would allow the proposed type of State aid
for innovation for high-tech companies for more than 5 years regardless of industrial sector.
However, these additional rules should not allow indefinite State aid for those high-tech
companies which normal business operations consist of R& D and innovative activities.

The Commission should therefore consider the following:

1. Provide separate innovativeness criteria for high-tech and other sectors. High-tech
sectors should be defined using the current statistical definitions for high-tech.

2. Specific high-tech sectors such as biotech with long time-to-market would be eligible
for twice the proposed amount within twice as long time.

3. Innovativeness criteriain high-tech sectors would be 15% R&D as proposed in the
consultation document. For other sectors, the innovativeness criteria should be lower,
say 10%.

Thiswould lead into the following definitions and rules:
e Start-up criterion: must have less than 5 years or in specified high-tech sectors less

than 10 years of existence; must be small companies (see SME-definition, notably
independence of large companies not more than 50 employees);
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e |nnovativeness criterion: either i) proof that the beneficiary will produce products and
processes which are technologically [or otherwise] new or substantially improved
compared to the state of the art in itsindustry in the Community, and which carry a
risk of technological or industrial failure or ii) R& D expenses represent minimum
10% or in high-tech sectors 15% of the beneficiary’ s overall expenditure.

e High-tech sectors: based on statistical definition
e Specific high-tech sectors: pharmaceuticals and biotechnology

(1) exemption of 50% on socia contributions and other local/regional taxes (i.e. not
linked to profits) until 5 years or in specific high-tech sectors until 10 years after
founding and for up to 5 years or in specific high-tech sectors for up to 10 years
provided the benefits are reinvested in the company or repayable advances

(2) [in addition / or] the possibility to grant aid of up to EUR 1 million over a 3-year
period or in specific high-tech sectors up to EUR 2 million over a 6-year period to an
innovative start-up without specific restrictions on eligible costs and provided that: i)
itisnot in cumulated with any other State aid; ii) the beneficiary isnot afirmin
difficulty, and iii) the company receives the aid only once.

Corporate tax regimes differ nationally and regionally in Europe. This means that allowing
exemption of [50%] on socia contributions and other local/regional taxes (i.e. not liked to
profits) until [5 years] after founding and for up to [5 years] provided the benefits are
reinvested in the company or repayable advance would be likely to place companiesin
different regions and countries in different position.

The State aid rules should not encourage competition between European countries and regions
on corporate tax regimes. The Commission should at |east consider limiting the absolute
maximum amount of State aid allowed for innovative start-ups through such tax exemptions.
It isimportant that all innovative start-ups are eligible for similar levels of State aid in Europe
regardless of country and region.

Quesiion 9) Bevond the proposed rules, empirical arguments are welcomed thar demonstrate
the need for State aid: i) for start-ups independently of the imnovariveness criterion, and ii) for
innovative SMEs established for more than [5 vears].

Rather than proposing additional rules for State aid for start-ups regardless of the
innovativeness criterion, the Commission should consider alleviating the proposed rulesto
make more start-ups eligible for the proposed State aid for innovation under the
innovativeness criterion. See the answer to the previous question.

3.2. Tackling the equity gap to increase the provision of risk capital in the EU

Question 10) Do you think that other fvpes of State aid apart from those currently granted in
respect of risk capital are reguired in order to help European SMEs grow bevond the start-up

phase? If so. which ones?

It istrue that financial markets do not operate optimally and that especially the availability of
risk capital for innovative companies in the start-up phase is a problem. However, asimilar
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although less serious problem is likely to exist in the growth stage. It is therefore important
that the Commission considers specific provisions also for post seed stages.

The Commission should also consider the possibility to allowing some form of tax
exemptions for private investors when they make risk capital investments in innovative
SMEs. This could encourage more private investments in R& D and innovation.

Although the consultation document refers to problems stemming from asymmetric
information and transactions costs, it does not make any proposalsto alleviate these. State aid
rules should provide guidelines on State aid for investors specifically targeted for the
assessment of potential start-ups and SMESs for investment purposes.

3.3. Supporting technological experimentation and the risks of launching innovative
products

Cuestion 11) Do you think that these provisions would produce the expected effects in ferms
of encouraging SMEs to lounch innovative products in the market? If not, what changss
should be made to these rules?

Extension of current State aid Frameworks to include awider set of innovative activitiesis
recommendabl e as such. However, to define them as a separate stage is not advisable. This
would only unnecessarily complicate the State aid Frameworks. It would be more
recommendabl e to include the appropriate innovative activities to the definition of “pre-
competitive development” stage. Furthermore, it is not likely that the proposed levels of State
aid would sufficiently encourage companies to engage in innovative activities and thereby
produce the expected effects. The levels of State aid should follow the ones currently allowed
for “ pre-competitive development”.

Proposed new formulation for “pre-competitive development”:

”- By pre-competitive development activity is meant the acquiring, combining, shaping and
using existing scientific, technological, business and other relevant knowledge and skills for
the purpose of producing plans and arrangement of designs for new, altered or improved
products, processes, concepts and services, and for the purpose of analysing their commercial
potential. These may aso include other activities aiming at conceptual definition, planning
and documentation and testing the feasibility of new products, processes, concepts and
services. The activities may comprise training, experimenting and testing, and producing
drafts, drawings, plans, software and other documentation, provided that they cannot be used
commercialy. Demonstrations, pilot projects, experimental production, marketing
experiments and testing of products, processes and services are also included, provided, that
these cannot be used or transformed to be used commercially. Pre-competitive activities does
not include the routine or periodic changes made to products, production lines, manufacturing
processes, existing services and other operations in progress, even if such changes may
represent improvements. Commercial use means an objective to produce direct economic
benefit by selling the prototype, results of a demonstration project or the output of
experimental production at a price that is significant compared with the costs. It does not
include random income linked with a prototype, demonstration project, experimental
production or marketing experiment, provided, that income is significantly lower than costs.”

Rationale;
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Thisis one of the most important definitions of the guidelines, becauseit in practical terms
defines the limits for acceptable State Aid. There are several potential approaches to define
the limiting condition; it could be based on risk, closeness to market or any other similar
factor. The main addition to the current guidelines is that whatever the limiting condition is, it
should be sufficiently defined in this context. Furthermore, the limiting condition and its
definition should be as ssmple and understandable as possible.

The proposed new formulation defines commercial use as the limiting condition. The key
rationaleisthat it is both a concept, which isrelatively easy to define, and a concept, whichis
easy to understand in the context of State Aid (potential market distortion and unfair
competition).

The other changes in the proposed new formulation attempt to modernise the current
definition to take into account the modern understanding of innovation processes and
practicesin industrial R& D and innovation. Increasing amount of various types of knowledge
and skills are necessary in earlier stages of industrial R& D and innovation to allow for faster
and more efficient innovation processes from original ideas or scientific discoveriesto
successful commercial products, processes and services. It isimportant that the appropriate
guidelines recognise the multi- and cross-disciplinary need for knowledge and skillsin highly
networked R& D and innovative activities. The limiting conditions for State Aid should not be
set according to types of knowledge and skills. They should be set according to purpose and
closeness to market, which eventually are much more understandable and sensible in the
context of potential market distortion and unfair competition.

The proposed formulation includes activities targeting non-technological innovation.

Cuiestion 12) I5 there evidence that these provisions should be extended fo large companies?
Do you think that notification should be required for measures granting substantial amounts
gf aid to individual firms or individual sectors? If vas, above what amount? What empirical
evidence should then be requested bv the Commission?

These provisions should be extended to large companies, when they specifically encourage
large companies to enhance collaboration and networking with SMEs and public research
organisations, enhance training and mobility or encourage large company participation in
creating poles of excellence.

Substantial amounts of State aid for innovation should be subject to case-by-case notification
under the same limits as are defined for other similar types of State aid, such asR&D.

4. A SUPPORTIVE BUSINESS ENVIRONMENT FOR INNOVATION
4.1. Encouraging innovation intermediaries

Proposed rules in the consultation document paragraphs (55)-(57) are recommendable.
However, categorically denying direct support for intermediaries might not be advisable.
Whereas the approach consisting of passing State aid through intermediariesto final
beneficiaries on one hand and providing vouchers and other types of State aid for companies
using the services of intermediaries on the other hand is recommendable, there might be time
limited market failures which originate from the fact that the intermediaries are not devel oped
or sophisticated enough to provide these services. It would therefore be advisable to allow
direct State aid to intermediaries for the devel opment of these services aslong asthe aid is not
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used to subsidise the services provided to companies. The related rules should be the same as
for service R&D and innovation in general.

The Commission should aso state clearly that 100% support for intermediaries to carry out
activitieswhich arein the public interest is possible only if (1) these activities can not be
performed market oriented by private companies and (2) intermediaries to carry out these
activities are selected via open tender or public procurement.

Question 13) How would vou regard specific support for inmovation infermediaries which
merge or develop a joint venture fo reach critical mass in a technological field of
specialisation? Should inwvestment aid be permitied in this context? If 50, on what conditions?

What other measures conld be emvisaged?

Thisissue should be considered in a dlightly wider context, because critical massin a
technological or other field of specialisation typically also includes public research or related
organisations. The rules concerning State aid for these types of joint ventures should also be
included in the appropriate public procurement regulations, which deal with public-private
partnerships. Joint ventures between purely private organisations should be approached as any
private collaborative undertaking focusing on R&D or innovative activity, with the possible
additional limited support for investments either in the form of investment aid or in the form
of risk capital to help set up the joint undertaking.

4.2. Encouraging training and mobility

Cuestion 14) Is there evidence that the recruitment by SMEs of other types of highly skilled
personnel should be also aided?

Innovative activities require capabilities beyond highly qualified researchers and engineers.
Other types of highly skilled personnel should also be eligible for thistype of aid, such as
innovation management, design, initial market analysis to identify customer needs, etc.

The proposed rules in the consultation document paragraph (62) should clearly stateif there
are any limitations to the number of persons per project or per company at any one time.

Question 13) Should the Commission adopt specific rules for cases where a researcher
chooses not fo refurn to his/her home university or where the university no longer intends fo
hire him/her back?

No specific rules are likely to be necessary for cases of no-return. However, some rules may
be appropriate for the cases of no-rehire as not to encourage public organisations or large
companies to misuse thisaid for getting rid of unwanted personnel.

4.3. Supporting the development of poles of excellence through collaboration and
clustering

The primary objectives of State aid regulations concerning transfer of intellectual property
created in collaborative R& D between public research organisations and private enterprises
should be to encourage commercialisation and wide use of the results of collaborative R& D
and facilitate fluent transfer of intellectual property for this purpose. Therefore, the equal
recognition of respective contributions of all partners to produce intellectual property in
collaborative R& D is recommendable. However, the pro rata approach proposed in the
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consultation document paragraph (68) raises a number of questions. Does this apply to
ownership of IPR, use of IPR in further R& D or use of IPR for commercial purposes? Are
rights assigned only according to financial contributions or according to the value of the
respective intellectual contributions? How would the value of intellectual contributions
assessed? A further concern especially related to joint ownership isthat legal practices differ
in this respect across European countries. This would be likely to cause uncertainty in cross-
boarder collaboration.

The basic principle should be that all partnersin the collaboration — both public and private —
own the intellectual property they have created during the project. Joint ownership would only
apply to cases whereit is not possible to identify which of the partners has created it, in which
case it would be jointly owned by those partners that have created it together. All transfer of
ownership and all forms of exclusive rights (e.g. to use for commercial purposes, to sell the
IPR further and use in further R& D) from public research organisations to private enterprises
should be based on full market price. However, the actual transfer price should be calcul ated
by reducing the full market price by the value of the receiving partner’s contribution to the
collaborative project in which the transferred PR has been created. Furthermore, the rules
should not limit this calculation to financial contributions only, since the value of intellectual
contributions might in many cases be much higher. All transfer of all forms of non-exclusive
rights (e.g. to use for commercial purposes, to sell the IPR further and use in further R& D)
from public research organisations to private enterprises should be based on two key
principles. First, the public research organisation is required to act as a normal market actor'.
Second, all interested enterprises should have access to similar non-exclusive rights®. In case
the buyer would be one of the private partners from the original project consortium, the
contribution of the partner would be calculated in their favour in defining the actua transfer
price. These rules should be included in the appropriate existing Frameworks, especially the
one concerning State aid for R&D.

The European centres of excellence should primarily be seen in the context of the European
Research (and Innovation) Area and EU framework programmes for R& D, innovation and
competitiveness. Regional and national considerations with regards to State aid regulations
should be secondary in the attempts creating globally recognised European centres of
excellence.

It should be recognised that reaching the expected effects requires sufficient coherence across
different policies. It istherefore important that State aid regulations are considered in the
context of policies aimed directly or indirectly at developing a supportive business
environment for innovation. A good example of thisisthe Environment State aid guidelines,
which identifies the importance of R& D and innovation by referring to State aid for R&D.
Since the public sector through procurement is a major market actor, it isimportant that
public procurement regulations are also considered in this context.

¥ What this means in principleis, that the price of non-exclusive rights is negotiated between the seller (in this
case the public research organisation that has created the respective IPR) and the buyer (any private enterprise
willing to buy the non-exclusive rights) in anormal business-like manner. Normal market actor also implies that
the seller can not discriminate against or favour any enterprises based on ownership, nationality, region or other
characteristic irrelevant to the potential commercial benefits in access or pricing. However, pricing could
naturally vary with e.g. size of enterprise or type of industry or application if the potential commercial benefits
can be expected to differ in magnitude.

1> This would ensure non-discrimination against any enterprises and thereby eliminate potential market
disturbances. It would also indirectly encourage transfer of ownership or exclusive rights with full market price.
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Question 16) What definition of cluster/clustering activities should be followed and what
criteria should be used to disiinguish clusters from the broader category of mnovation
imtermediaries?

It isnot clear why there would be a need to differentiate between various forms of
collaboration and networking or clustering and intermediary joint ventures. Collaboration and
networking should be encouraged and favoured horizontally. The only clear distinction
between a more |oose collaboration and a deeper and typically longer term commitment to a
collaborative undertaking is the existence of alegal entity, which typically takes the form of a
joint venture between key partners. The specific State aid for these joint undertakings
requiring a deeper and longer term commitment is discussed in the answer to the next
question.

Question 17) Do you think that State aid should be allowed to promote European centres of
excellence? If s0, what type of State aid, for what reasons, and subject fo what conditions?
What other, possibly better, measures could be envisaged?

European centres of excellence should be such a high quality that they could attract sufficient
amounts of private funding. Therefore, the need for specific State aid is not clear with the
exception of the launch phase. Theinitial costs of setting up a high quality European centre of
excellence are likely to be relatively high and potentially not affordable for any private actor
or even a consortium. It can therefore be justified that State aid would be made available for
the preparation and early launch of such centres of excellence. The aid should be time limited
and focus on the additional costs of planning and setting up a centre. Furthermore, returnable
forms of aid such asrisk capital, various types of loans and guarantees or tax rebates should
be favoured over grants.

Cuestion 18) Are additional criteria needed fo avoid State aid being fragmenied and fo
encourage the conceniration of resources in a limited mumber of poles of excellence?

Although recommendable, it is unlikely that additional criteriawould prevent fragmentation
of State aid to any significant degree.

Cuestion 19) What are your views more generally about the need for additional provisions for
infrastruciure that supports innovation (e.g. in the field of energy, transport eic )}?

The recommendable approach to supporting innovation infrastructure is through facilitating
experimentation, encouraging innovative public procurement and supporting the creation of
joint undertakings focusing on innovation and new market creation.

Question 20) Do vou think that large firms should be eniitled 1o State aid, e g to establish
research focilities in a European pole of excellence? Should the Commission try and develop
specific criteria to comfrol such State aid? What tvpe of economic evidence should be
requested to analyse the necessify of such State aid?

Large firms should not be entitled to State aid merely because they establish research facilities
in European poles of excellence. State aid for large companies should emphasise collaboration
and networking,



