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round 90 percent of all companies in Ger-

many are part of the German Mittelstand,
and over half of all employees subject to social
insurance contributions work in Mittelstand com-
panies.”™ The extent to which the German economy
is able to maintain its competitiveness and gain new
competitive advantages through innovation there-
fore depends heavily on the innovation activities of
the Mittelstand and its innovation successes.

However, there is no uniform definition of the term
‘Mittelstand’. While in common parlance it is often
equated with small and medium-sized enterprises
(SMEs), economic research is more orientated
towards ownership structures: by this understand-
ing, all companies in which ownership and manage-
ment coincide are considered to be part of the Mit-
telstand. In the following, these are companies that
are majority-owned by up to two natural persons,
at least one of whom also manages the company.'”
However, the recommendations also apply in prin-
ciple to SMEs,"" as they account for approximately

99 percent of Mittelstand companies.'”

The Mittelstand is characterized by a long-term
orientation, strong regional roots, flat hierar-
chies and the high importance of entrepreneurial
responsibility.”” These characteristics can influence
the willingness to innovate and the way in which
innovation is pursued. Repeatedly, Mittelstand
companies demonstrate that they can achieve sig-
nificant innovation effects with limited resources,
particularly through incremental improvements,
practice-orientated developments and custom-
er-specific solutions with high market relevance.
These so-called ‘hidden champions’ are examples
of Mittelstand companies that have achieved global
market leadership in a niche market through inno-

vation. This raises the question of how innovative
German Mittelstand companies are in general.

The analyses in a study commissioned by the Com-

" paint a mixed picture. On aver-

mission of Experts
age, Mittelstand companies are less innovative'”
and spend less on innovation than non-Mittelstand
companies. However, this largely reflects structural
differences such as size or industry affiliation. Inno-
vative companies typically have higher productivity
than non-innovative companies. This productivi-
ty difference is more pronounced in Mittelstand
companies than in comparable non-Mittelstand
companies. The main obstacles to innovation in Mit-
telstand companies include the shortage of skilled
workers, the economic costs and risks associated
with innovation projects, and bureaucratic burdens.

To strengthen the innovation capability and com-
petitiveness of Mittelstand companies, the Commis-
sion of Experts recommends pushing ahead with the
removal of bureaucratic hurdles. Reducing report-
ing and documentation requirements, for example
through the consistent implementation of the once-
only principle, is of key importance in this regard.
New regulations should be regularly subjected to
practice checks. Administrative processes relating
to the immigration of skilled workers should be
centralized. The establishment of a Work and Stay
Agency, as provided for in the coalition agreement,
is a step in the right direction. (Tax-based) research
funding can also stimulate innovation and thus con-
tribute to higher productivity growth. In particular,
the effectiveness of the research allowance as a new
and now largest research and development (R&D)
support programme for companies in Germany
should be increased by simplifying application and
approval processes.
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B 1-1 Characteristics and Structural
Features of Mittelstand Companies

In the following, Mittelstand companies are defined
as companies that are majority-owned by up to two
natural persons, at least one of whom also has man-
agement responsibility for the company."”® Mittel-
stand companies are characterized by a number of
features that may be relevant to their innovation
behaviour.

— Firstly, entrepreneurs are often liable with
their personal assets, a large part of which
is usually tied up in the company. This could
explain why Mittelstand companies are more
risk-averse than non-Mittelstand companies
and lead to greater reluctance to engage in
innovations with highly uncertain returns.
Mittelstand companies often pursue cross-gen-
erational goals and therefore tend to be more
long-term orientated. However, in companies
where a sale to parties outside the family is
imminent, investment and innovation activ-
ities could decline because the returns gener-
ated will no longer remain within the family. In
addition, current investment costs can have a
negative impact on the company’s valuation if

future returns are uncertain.'”

— Mittelstand companies are usually character-
ized by strong regional roots and deep inte-
gration into local value chains. As a result, the
spillover effects of their innovations tend to
benefit local actors. However, strong ties to
existing supplier networks and customers can
prevent Mittelstand companies from pursuing
radical innovations."”

— Owner-managers play a particularly vital role
in Mittelstand companies, as many business
decisions, including those relating to innova-
tion, depend heavily on the individual in ques-
tion, their knowledge, skills and convictions.
If this person is convinced of the advantages
of continuous innovation or the potential of
a technology, its implementation or use in
the company will be given high priority. If, on
the other hand, they are sceptical, the use of
innovative technologies may be significantly

delayed or even fail to materialize.'

CORE TOPICS 2026 —— B 1 Innovation in the German Mittelstand

Mittelstand Dominated by Small Enterprises

In addition to the characteristics specific to Mit-
telstand companies mentioned above, structural
differences, such as company size or industry affilia-
tion, contribute to differences in the innovation
behaviour of Mittelstand and non-Mittelstand com-
panies. Figure B1-1 (left) shows the distribution of
Mittelstand and non-Mittelstand companies by
company size, distinguishing between small enter-
prises (5-49 employees), medium-sized enterprises
(50-249 employees) and large enterprises (250 or
more employees).'™ Small enterprises account for
the majority of companies in Germany. However,
at an average of 90.6 percent of Mittelstand com-
panies between 2012 and 2023, their share was sig-
nificantly higher than among non-Mittelstand com-
panies (67.1 percent). Large enterprises accounted
for only 1.1 percent of Mittelstand companies and
8.4 percent of non-Mittelstand companies. Never-
theless, large enterprises accounted for more than
a quarter of the employees in Mittelstand compa-
nies and more than two-thirds of the employees in
non-Mittelstand companies. In contrast, 44.5 per-
cent of employees worked in small Mittelstand
companies, compared with only 9.8 percent in non-
Mittelstand companies (cf. figure B1-1, right)."’

Mittelstand Companies Less Commonly
Found in Research-Intensive Industries
and Knowledge-Intensive Services

There are considerable differences between Mit-
telstand and non-Mittelstand companies in terms
of sector distribution (cf. figure B1-2): Between
2012 and 2023, only 6.2 percent of Mittelstand
companies on average were active in research-in-

%2 compared with 11.3 percent

tensive industries,
of non-Mittelstand companies. Non-Mittelstand
companies were also more strongly represented
in knowledge-intensive services, at 32.2 percent,
than Mittelstand companies, at 26.4 percent. Mit-
telstand companies were most frequently active in
other services. This sector accounted for 40.4 per-
cent of Mittelstand and 32.6 percent of non-Mit-
telstand companies. The size of companies can also
be related to the industry they belong to, as capital
intensity, market structures and economies of scale

can favour certain company sizes.
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Fig. B 1-1 Distribution of Mittelstand and non-Mittelstand companies by size in percent
(average 2012-2023)

Number of companies

Mittelstand 90.6 8.3 [Nl 445 28.1
98 214
0 20 40

60 80 100

Number of employees

non-Mittelstand

67.1 244
Percent 0 20 40 60 80 100

I Small enterprises N Medium-sized enterprises Large enterprises

Legend left: 90.6 percent of Mittelstand companies in Germany are small enterprises.
Legend right: 44.5 percent of employees in Mittelstand companies in Germany work in small enterprises

Extrapolated figures for the reporting population of the Innovation Survey (enterprises with five or more employees in economic sectors
5-39, 46, 49-53, 58-66, 69, 70.2, 71-74, 78-82). Due to rounding differences, the total may exceed 100 percent. Small enterprises: 5-49
employees; medium-sized enterprises: 50-249 employees; large enterprises: > 250 employees.

Source: MIP, MUP. Calculations by ZEW. Own representation.
© EFI - Commission of Experts for Research and Innovation 2026.
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B 1-2 Innovation and Productivity

Innovation Activities in the Mittelstand
Mostly Without Internal R&D

Innovation helps companies boost their competi-
tiveness by optimizing resource use, developing
new products and services, or improving existing
offerings. However, the percentage of companies
in Germany that engage in innovation activities
has tended to decline in recent years. This decline
was only interrupted in the first year of the COVID-
19 pandemic, when many companies had to adapt
their business practices and internal processes to
the pandemic situation.

Companies can generate innovation by conducting
internal R&D or by conducting innovation activities
that do not involve internal R&D. R&D activities
can be roughly divided into continuous and occa-
sional R&D activities in terms of their duration
and intensity. In continuous R&D activities, com-
panies continuously and, in some cases, routinely
seek improvements and fresh solutions. Occasional
R&D activities, in contrast, are selective or pro-
ject-related and usually arise in response to specific
market opportunities, acute technological changes
or particular problems.'®

Among Mittelstand companies, an average of about
9 percent engaged in continuous R&D activities
and 8 percent in occasional R&D activities between

2020 and 2023 (cf. figure B1-3). In particular, the
prevalence of continuous R&D activities differed
significantly between the size categories, ranging
from 7.7 percent for small companies to 19.5 per-
cent for medium-sized companies and 29.9 percent
for large companies. However, with an average share
of 37.7 percent across all size categories, innovation
activities that do not involve internal R&D are most
prevalent among the Mittelstand.

Around half of all Mittelstand companies produced
at least one product or process innovation between
2020 and 2023, with process innovations being
introduced more frequently (44.4 percent) than
product innovations (25.4 percent). Around 5 per-
cent of Mittelstand companies were able to intro-
duce innovations in the form of market novelties
during the same period. For each of the three types
of innovation examined, the share of companies
that were able to introduce a corresponding inno-
vation increased with company size.

On average, Mittelstand companies were less active
in innovation and produced innovations less fre-
quently than non-Mittelstand companies. However,
a comparison of simple averages for the two groups
fails to take into account the fact that Mittelstand
and non-Mittelstand companies often differ in char-
acteristics that can also influence their innovation
activities and successes. For example, Mittelstand

companies are on average smaller and more often
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Fig. B 1-2 Distribution of Mittelstand and non-Mittelstand companies by industry

in percent (average 2012-2023)

Mittelstand ﬂ

non-Mittelstand 113 32.2

Percent 0 10 20 30 40 50 60

[ Research-intensive industry Other industry

Il Knowledge-intensive services I Other services

Legend: 6.2 percent of Mittelstand companies in Germany operate in research-intensive industry.

70 80 90 100

Extrapolated figures for the survey population of the Innovation Survey (enterprises with five or more employees in the economic sectors
5-39, 46, 49-53, 58-66, 69, 70.2, 71-74, 78-82). Small enterprises: 5-49 employees; medium-sized enterprises: 50-249 employees; large

enterprises: 2 250 employees.

Source: MIP, MUP. Calculations by ZEW. Own representation.
© EFI - Commission of Experts for Research and Innovation 2026.

active outside research- and knowledge-intensive
sectors of the economy. Multivariate analyses'®
were therefore used to examine the extent to which
the prevalence of innovation activities differs when
differences in characteristics between Mittelstand
and non-Mittelstand companies are considered.

The analysis for the period 2005 to 2023 shows
that Mittelstand companies were more active in
innovation than comparable non-Mittelstand com-
panies. In detail, Mittelstand companies were less
likely to conduct continuous R&D, but more likely
to conduct occasional R&D or innovation activities
without internal R&D.'® In addition, Mittelstand
companies introduced product and process innova-
tions more frequently than comparable non-Mittel-
stand companies.'®

Mittelstand companies were also able to introduce
innovations in the form of market novelties more
frequently,'™ which could indicate the existence
of so-called ‘hidden champions’. The term ‘hidden
champions’ refers to Mittelstand companies that
have become global market leaders in a clearly
defined market niche through their innovative
activities. Mittelstand companies are often par-
ticularly successful at innovations in the form of
gradual improvements, practical developments and
tailor-made solutions with high market relevance.

Another finding of this analysis shows that,
although Mittelstand companies spent significantly

less on innovation than comparable non-Mittel-
stand companies in terms of turnover,'™ they
were nevertheless able to achieve a higher share
of turnover through the introduction of product
innovations. This higher share is primarily attrib-
utable to sales from imitative innovations, as the
share of sales from market novelties was lower for
Mittelstand companies than for non-Mittelstand
companies. In addition, Mittelstand companies
achieved a higher cost reduction share through pro-
cess innovations than comparable non-Mittelstand
companies.'®

Productivity Advantages of Mittelstand
Companies Through Innovation and Digitalization

R&D and the resulting innovations are considered
key drivers of productivity growth.'" However, it
is unclear to what extent investment in R&D and
innovation actually boosts productivity. On the
one hand, as technological potential is increasingly
exploited, it could become harder to achieve high
productivity growth, because easy-to-implement
innovation opportunities (so-called ‘low-hanging
fruits’) tend to be used first. The resources required
to implement and generate innovative ideas and
inventions are therefore increasing.”' On the other
hand, advancing digitalization in particular prom-
ises high productivity gains.'”’

On average, Mittelstand companies had lower pro-
ductivity levels than comparable non-Mittelstand
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Fig. B 1-3 Innovation activities and introduction of innovations by Mittelstand and

non-Mittelstand companies (percentage of companies; average 2020-2023)

By type of innovation activity

Mittelstand

non-Mittelstand

Il 39 I 237
Total
I 37.7 I 352
77 I 168
Small enterprises
I 37.6 I 36.6
I 195 I 313
Medium-sized
enterprises I 39.6 I 34.2
I 29.9 I, 54.2
Large enterprises
I 36.8 I 27.3
Percent 0 20 40 60 80 100 0 20 40 60 80 100
I Continuous R&D Occasional R&D I (nnovative without internal R&D
By type of innovation introduced
Mittelstand non-Mittelstand
I 25.4 I 348
Total
W 52 94
I 246 I 30.3
Small enterprises
W 47 I 65
) ) I 319 I 38.5
Medium-sized
enterprises Hl 92 I 102
I 0.6 I 59.1
Large enterprises
N 175 I 78.2
Percent 0 20 40 60 80 100 0 20 40 60 80 100

I Product innovations

Process innovations

Il Market Innovations

Legend: In total, 8.9 percent of Mittelstand companies and 23.7 percent of non-Mittelstand companies engage in continuous R&D

Extrapolated figures for the reporting population of the Innovation Survey (enterprises with five or more employees in economic sectors
5-39, 46, 49-53, 58-66, 69, 70.2, 71-74, 78-82). Small enterprises: 5-43 employees; medium-sized enterprises: 50-243 employees; large
enterprises: 2 250 employees.

Source: MIP, MUP. Calculations by ZEW. Own representation.
© EFI - Commission of Experts for Research and Innovation 2026.

companies. Empirical multivariate analyses' in a
study commissioned by the Commission of Experts
show a positive and significant correlation between
R&D and innovation expenditure and the produc-
tivity of companies. This correlation has tended to
weaken since the turn of the millennium, both in
Mittelstand and non-Mittelstand companies. The
correlation was significantly stronger for Mittel-
stand companies than for non-Mittelstand com-
panies. Comparable results were also found for
product and process innovations. The difference
between Mittelstand and non-Mittelstand compa-
nies was slightly smaller for market innovations,
but larger for cost-reducing process innovations.'*

Significant productivity differences also existed
between companies that invested in digitalization
(expenditure on software and databases) and those
that did not. The productivity difference was greater
for Mittelstand companies than for non-Mittel-
stand companies.'®

In the period from 2020 to 2024, Mittelstand
companies showed particularly high productivity
advantages compared to non-Mittelstand compa-
nies when they invested in both innovation and
digitalization. The results suggest that Mittelstand
companies are increasingly successful in coordinat-
ing investments in digitalization and innovation
and exploiting the resulting complementarities.
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B 1-3 Research and Innovation Support

The state uses various support instruments to
increase the number of companies actively engaged
in innovation as well as the scope of innovation
projects. This is because companies invest less than
would be desirable from a macroeconomic perspec-
tive if they are unable to reap the full benefits of
their investments due to positive externalities — in
particular, knowledge spillovers to third parties. At
the same time, public funding enables innovation
activities to be strategically aligned, for example ori-
entated towards economic and socio-political goals,
by supporting research in the field of key enabling
technologies or by promoting collaborative research
projects with scientific institutions.

Public funding can take the form of either direct
financial R&D or innovation funding (grants) or
tax deductibility of R&D expenditure (research
allowance). In addition, support programmes
can be divided into open-topic and topic-specific
programmes. Open-topic support programmes do
not specify any content requirements and allow
projects from all fields of technology, topics and
industries, as long as they meet general R&D crite-
ria. Topic-specific programmes, on the other hand,
target specific topics, technologies or societal
challenges.

Share of Innovating Companies
Receiving Grant Funding Declines

The study commissioned by the Commission of
Experts shows that the number of innovating
companies that received direct financial R&D or
innovation support (grants) fell between 2020 and
2022 compared to 2010 and 2012. In the period
from 2010 to 2012, 14.4 percent of all innovating
companies made use of public financial R&D or
innovation support (grant funding),'®® compared to
only 10.6 percent in the period from 2020 to 2022.
Among Mittelstand companies, these figures were

13.4 and 9.9 percent, respectively.'’

In general, the most frequently used source of fund-
ing by innovating companies in the period from
2016 to 2022 was the Federal Government (8.7 per-
cent), with funding from the Federal Ministry for
Economic Affairs and Energy (BMWE) being
slightly more prevalent (5.7 percent) than from the
Federal Ministry of Research, Technology and Space
(BMFTR) (4.2 percent). This was followed by fund-

CORE TOPICS 2026 —— B 1 Innovation in the German Mittelstand

ing from the Lander (4.4 percent) and the European
Commission'® (2.8 percent).'"*

Use of Research Allowance
Increased in Recent Years

Tax incentives can also have a positive effect on
R&D expenditure and innovation returns.””’ Since
2020, companies in Germany have had access to
tax incentives for R&D in addition to R&D grants,
in the form of a research allowance that reduces
their income tax or corporation tax liability by
the amount of eligible expenditure on R&D pro-
jects. The research allowance is open to all subject
areas and is intended in particular to stimulate the
research activities of SMEs.”"' This makes it particu-
larly relevant for Mittelstand companies.

The use of the research allowance has risen sharply
in recent years: whereas in 2020, 2.7 percent of
R&D-active companies submitted applications, by
2023 this figure had risen to 17.9 percent. Among
Mittelstand companies active in R&D, the share
rose from 2.7 to 14.7 percent. Companies active
in R&D are used as a reference value in the analy-
sis of utilization, as only they can take advantage
of the offer in the first place. In 2023, just under
7.6 percent of Mittelstand companies that are R&D-
active used both a grant and a tax incentive. The
share of those who used only the grant incentive
was 19.9 percent, while 7.1 percent used only the
research allowance.””

Since the introduction of the research allowance in
2020, the number of SMEs receiving R&D subsidies
has been declining, indicating a degree of substitu-
tion between the various support programmes.’”
Overall, the share of R&D-active companies receiv-
ing grants or tax incentives for R&D rose from
30.0 percent to 35.1 percent between 2020 and
2023. Among Mittelstand companies, the share of
R&D-active companies receiving R&D funding rose
less sharply, from 31.7 percent to 34.7 percent in
the period from 2020 to 2023, following the intro-
duction of the research allowance.”

High Number of Projects Under Research
Allowance Compared to Other Programmes

The study commissioned by the Commission of
Experts provides a detailed overview of the use
of centralized funding measures, both open-topic
and topic-specific. The study focuses on the five
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most important support measures in Germany in
terms of the volume of funds provided: the Cen-
tral Innovation Programme for SMEs (Zentrales
Innovationsprogramm Mittelstand, ZIM), the
Federal Government’s Specialized Programmes
(including KMU-innovativ and Eurostars), EU
Research Framework Programmes, R&D and inno-
vation funding by the Lander co-financed by the EU
Structural Fund ERDF (programming period 2014
to0 2020), and the research allowance (cf. box B1-4).
A company can take advantage of different support
measures for different projects.

After a slow increase in annual funding from
€1.65 billion (2014) to €2.01 billion (2019), the total
funding for the five support programmes under
consideration grew sharply from 2020 onwards.
In 2020, it stood at €3.32 billion and in 2023 at
€4.57 billion. In addition to the new research allow-
ance, this increase is also attributable to individual
large-scale projects under Specialized Programmes
and other topic-specific support measures provided

by the Federal Government.””

While the number of projects funded by the Federal
Government’s Specialized Programmes has almost
doubled between 2014 and 2023, the number of
projects funded by ZIM has fallen from around
2,900 in 2014 to around 850 in 2023. In the EU
Framework Programme, the number of projects
has roughly halved since 2015. The research allow-
ance is applied for in a large number of projects;
for 2020, around 17,000 projects were submitted
and received a (partially) positive decision from
the Certification Body for Research Allowance.”” In
the four other support programmes, around 9,000
projects were funded in 2020 (cf. figure B1-5). In
subsequent years, the number of applications for
the research allowance was significantly lower than
in 2020; however, it will continue to rise for these
years, as companies can claim eligible expenses ret-
roactively for up to four years, for example in 2025
for projects starting in 2021.

The number of companies in Germany that have
received R&D funding for ongoing projects from
one of the five support programmes presented
reached its peak in 2021 at around 21,300. The
number reported for 2023 is currently around
17,100, although retroactive claims for the research
allowance have not yet been taken into account.””’
Of the companies receiving funding between 2014

and 2023, 45.6 percent were Mittelstand compa-

nies. However, with shares of 58.6 percent and
55.3 percent respectively, Mittelstand companies
were more frequently represented among the users
of ZIM funding and the ERDF Lander programmes
than non-Mittelstand companies. Among the users
of the research allowance and the Federal Govern-
ment’s Specialized Programmes, 36.7 and 38.1 per-
cent respectively came from the Mittelstand.”®

Research Allowance Attractive
to First-Time Recipients

An analysis of the use of support programmes over
time shows that three-quarters of companies receiv-
ing support through the research allowance are
first-time recipients; they did not take advantage
of any other support programmes in the previous
period from 2014 to 2019.7%

The relief effects of the research allowance enable
companies to use the funds freed up in years of
reduced tax burden to finance new R&D projects in
a targeted manner. As a result, R&D activities that
are only conducted occasionally can be converted
into continuous R&D activities. One indication of
this could be that, since the introduction of the
research allowance, the number of companies with
continuous R&D activities has risen more sharply
than in the previous ten years.”"

B 1-4 Barriers to Innovation in
Mittelstand Companies

Skilled Labour Shortage Primary Barrier
to Innovation for Mittelstand Companies

Companies perceive the shortage of skilled workers
as a key factor hindering innovation.”"" Mittelstand
companies are particularly affected by this.”"? Demo-
graphic ageing may further exacerbate these nega-
tive effects, as the retirement of older employees will
create additional shortages of skilled workers. SMEs
are particularly affected by this, as the loss of a single
skilled worker and their experience and knowledge
has a greater impact there than in large companies,
which thanks to their structures and resources are
usually better able to compensate for such losses.””

Continuing to employ older people beyond the
standard retirement age,”" possibly with reduced
working hours, can make an important contribu-
tion to alleviating the shortage of skilled work-
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Box B 1-4 Support Programmes Surveyed

Open-Topic Support Programmes:

The Central Innovation Programme for SMEs
(ZIM) offers grants for individual R&D
projects conducted by companies and for
R&D cooperation projects involving at least
two companies or at least one company and
one research institution. In addition, compa-
nies can apply for grants for feasibility
studies and for services related to the
marketing of R&D project results. The fund-
ing body is the Federal Ministry for Econom-
ic Affairs and Energy (BMWE). In 2021, the
ZIM funding volume going to companies
amounted to around €350 million.?"® Since
then, however, it has declined, partly due to
a freeze on applications in 2022. Almost all
of the approved funding went to small and
medium-sized enterprises (SMEs).

The research allowance was introduced in
2020 as a tax incentive for R&D, enabling a
reduction in income tax or corporation tax
liability (with payment in the event of a
loss) for eligible R&D expenditure. The
subsidy rate for SMEs was increased from
25 to 35 percent in 2024. Since its introduc-
tion, the research allowance has been
adjusted three times, most recently as part
of the Innovation Emergency Programme
(Innovationssofortprogramm). With the start
of this year, the assessment basis was
increased by 20 percent with the introduc-
tion of a lump sum and the capping of
annually eligible R&D expenditure at

€12 million?® Eligible R&D expenditure
includes personnel costs, 70 percent of the
costs for external R&D contracts, and depre-
ciation on R&D capital investments. Accord-
ing to estimates, the funding volume since
this year amounts to up to €4 billion annu-

CORE TOPICS 2026 —— B 1 Innovation in the German Mittelstand

ally, of which about half is allocated to
SMEs 27

Topic-Specific Support Programmes:

Federal Government Specialized Programmes
offer grants for R&D and innovation projects
in predefined subject areas based on calls
for proposals and a competitive award
process'® Support is often provided for joint
projects between companies, universities
and research institutions. Funding focuses on
subject areas that contribute to overcoming
societal challenges. In 2023, the Federal
Government's Specialized Programmes
comprised a funding volume of around
€2.95 billion, of which an estimated 45 per-
cent was allocated to SMEs.

The European Commission’s Research
Framework Programme (current name:
Horizon Europe) supports R&D and innova-
tion projects in the business field in the
form of collaborative projects in predefined
subject areas based on calls for proposals
and a competitive award procedure. In 2021
(according to the R&D Survey) companies
from Germany received R&D grants from EU
support programmes amounting to

€337 million, of which around 30 percent
went to SMEs?*

The governments of the Lander offer R&D
and innovation funding for companies
through programmes that are jointly
financed from Lander budgets and EU
Structural Funds (ERDF). Within these
programmes, financial support is provided
for R&D, innovation and technology transfer
projects, among other things, with most of
the funding going to SMEs. Funding provided
to companies amounted to about €200 mil-
lion in 2021.

ers.””? This option is being used increasingly.””' The
employment rate among 55- to 64-year-olds has
also risen from 65.6 to 75.2 percent over the past
ten years.””” In addition to continuing to employ
older people, increasing the labour force participa-
tion of part-time workers?” and providing further

training for low-skilled workers™ are also ways of
alleviating the shortage of skilled workers.””

In addition to securing the domestic skilled labour

potential, the immigration of qualified skilled
workers can effectively counteract the shortage of
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skilled workers and contribute to the long-term
innovation capacity of the German economy. A
key factor here is the facilitation of the issuance of
visas and residence permits for skilled workers and
international students. The Work-and-Stay-Agency
announced in the coalition agreement aims to cre-
ate an optimized, fully digitalized process chain
for labour and education migration that follows
the one-stop government and once-only princi-
ple.””® The identification and recruitment of suita-
ble skilled workers abroad and matching them with
vacant positions remains the responsibility of com-
panies and their trade and industry associations
(e.g. DIHK, BDA, ZDH). The successful integration
of immigrant skilled workers and students is of
utmost importance, particularly the early and sys-
tematic acquisition of German language skills and
accompanying support services.””’

Digital technologies offer the opportunity to
counteract skilled labour shortages by increasingly
automating routine tasks and, for example using
artificial intelligence (AI), complex tasks. ?*° The
extent to which and the form in which the demand
for skilled workers can be reduced through digi-
talization or automation depends on whether the
potential for automation also exists in fields with
a particularly high demand for skilled workers.”
Personal attitudes, financial resources and techni-
cal knowledge within companies, as well as the legal
framework, are also relevant to the use of Al

Technological change can succeed where employ-
ees and managers are willing to embrace new pro-
cesses and technologies. While large companies in
Germany often already have extensive structures
for digitalization and automation in place, SMEs
are still in the early stages of such developments,
as they often lack their own IT specialists. Switch-
ing to digital systems requires high investments,
which are difficult to achieve given limited human

and financial resources.”’

With a focus on SMEs, various public sector pro-
grammes support the planning and implementation
of digitalization measures. For example, the KfW’s
ERP Promotional Loan for Digitalisation provides
SMEs with an instrument that promotes digitali-
zation measures through low-interest loans and,
depending on the complexity of the project, grants.
Additionally, information and advisory services are
provided by an industry-open, nationwide network
of Mittelstand-Digital Innovation Hubs as part of

the BMWE'’s Mittelstand-Digital funding initiative.
Both the ERP Promotional Loan for Digitalisation
and the services offered by the Mittelstand-Digital
initiative have already been evaluated positively and
explicitly include support for measures in the field
of AL Germany also has numerous support pro-
grammes that specifically promote the use of Al and
the development of Al-based solutions in SMEs.??

High R&D Costs Cited as Most Common Barrier
to Innovation After Skilled Labour Shortage

According to the study commissioned by the Com-
mission of Experts, the most common barriers to
innovation, after the shortage of skilled workers,
are the economic risks and costs associated with
innovation. R&D is characterized by high costs for
technical, spatial and human resources. Companies
must reach a critical minimum size for R&D to be
economically viable. The costs of R&D are incurred
regardless of the success of the innovation, which, if
at all, is only achieved over time. Due to their often-
small size, it can be more difficult for Mittelstand
companies to bear these costs and compensate for
potential failure. If an innovation project fails, it can
jeopardize the company’s existence. Accordingly,
owner-managers are likely to be more cautious,
especially when it comes to taking the economic
risks associated with radical innovations. Politi-
cians are therefore attempting to reduce the cost
barrier for companies with support measures and
have addressed this barrier to innovation for Mit-
telstand companies by expanding support options
for SMEs and increasing the support budget.

Regulation, Administrative and Approval
Procedures as Barriers to Innovation

Regulation as well as administrative and approval
procedures can slow down the innovative activities
of companies. On the one hand, they reduce the
incentives for innovation by delaying the imple-
mentation of projects and the market launch of
new products and services. On the other hand,
high approval costs and administrative burdens,
for example when launching new products, reduce
the expected returns. However, regulation can also
provide incentives for innovation, e.g. through min-

imum product quality requirements.””

Bureaucratic hurdles can reduce the impact of pub-
lic sector support programmes and thus hinder

attempts to remove other barriers to innovation.
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Fig. B1-5 R&D funding for companies in Germany 2014-2023 in the five major support
programmes offered by the Federal Government, the Lander and the EU
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Legend top: The total amount of funding disbursed in 2023 under the five funding schemes under consideration was €4.57 billion.
Legend bottom: In 2020, 17,025 projects received funding through the research allowance.

* For the years 2021 to 2023, it is likely that the figures for the research allowance are underreported, as companies have up to four

years to claim eligible R&D expenditure for the research allowance. FGSP: Federal Government Specialized Programmes (including other
subject-specific funding), ZIM: Zentrales Innovationsprogramm Mittelstand, EUFP: EU Commission Research Framework Programmes, L-ERDF:
ERDF co-financed support programmes of the Lander, RA: Research allowance. Commercial enterprises only.

Source: Funding data. Calculations by ZEW. Own representation.
© EFI - Commission of Experts for Research and Innovation 2026.
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The use of existing support programmes is often
associated with a series of bureaucratic require-
ments that represent a higher hurdle for smaller
companies in particular.”* First-time applicants
with no experience of documentation and infor-
mation requirements or of the prospects of suc-
cess for specific applications may be deterred from
applying. At the same time, the effort involved in
submitting repeat applications could be perceived
as unnecessarily high if information and evidence
previously submitted in earlier applications has to
be resubmitted.

Due to the high level of effort involved in submit-
ting applications, a large number of commercial
providers have established themselves to assist
companies with their applications.” In return for
their services, these providers often receive a con-
siderable share of the approved funding. As a result,
part of the public funds spent on promoting inno-
vation does not go towards innovation projects, but
towards the application process.

For example, the application procedure for the
research allowance is complex, since the claimed
R&D expenses must be described based on the spe-
cific R&D projects conducted. This can deter both
companies that currently conduct R&D activities
only rarely and to a limited extent, as well as com-
panies with many small R&D projects, from apply-
ing. A survey of companies in the mechanical and
plant engineering sector conducted in 2024 iden-
tified perceived barriers in the application process
for the research allowance. The documentation of
eligible internal R&D expenditure in the form of
R&D personnel costs was particularly often cited as

%6 In addition, companies

a challenge by companies.
reported a high level of effort due to the repeated
entry of a large amount of information in ELSTER
that had already been submitted to the Certification

Body as part of the application process.”’

Bureaucracy can also indirectly inhibit innova-
tion by tying up important human resources. This
particularly affects SMEs, as they can only afford a
limited number of specialized staff. In these com-
panies, the fulfilment of statutory obligations to
produce documentation and supporting evidence
is often the responsibility of the management or
specialists with technical expertise. However, these
are usually the very people who generate innova-
tion in SMEs. The time these individuals spend on
documentation and evidence required by the state
is therefore no longer available for innovative activi-
ties. In 2023, 44 percent of respondents to the IAB/
ZEW Start-up Panel stated that bureaucracy left
them with less time for innovation and research
activities.”® A study based on the KfW SME Panel
came to a similar conclusion: in 2024, 46 percent of
the companies surveyed cited bureaucratic hurdles
as a barrier to innovation.”

Although the burdens of bureaucracy are undis-
puted, efforts to reduce bureaucracy can fail because
many requirements are considered reasonable in
themselves, yet the burden arises not from a single
regulation but from the sheer volume of obligations
to provide documentation and evidence. With this
in mind, an obvious first step is to eliminate redun-
dancies in the information requirements imposed
on companies. The implementation of the once-
only principle is an important starting point in
this regard. It enables authorities to directly access
documents and data that are already available to
other authorities. Companies therefore only have
to provide the relevant data once. However, the
implementation of this principle requires further
technical and legal adjustments to enable a com-
plete exchange of data between authorities.”’

The specific burden imposed by individual regula-
tions is often difficult to assess, as these frequently

arise in conjunction with other existing regulations
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Box B 1-6 Good Practice Example:
Regulatory Innovation Office in the UK

In the UK, a Regulatory Innovation Office (RIO)
has been set up to identify regulatory barriers to
innovation in promising areas of technology. The
RIO develops proposals on how the regulatory
framework can be adapted in such a way as to

increase the chances of developing and introduc-
ing innovative technologies. This illustrates an
approach of ‘enabling’ regulation that is not
solely aimed at limiting the risks of innovative
technologies. These tasks go beyond the remit of
the National Regulatory Control Council (Normen-
kontrollrat, NKR).
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or result from practical obstacles that are unknown
to legislators in detail. To better assess the practical
impact of new regulations, so-called practice
checks™" allow for early feedback from those affected
by the regulations. This makes it possible to identify
means of achieving the regulatory objective with less
burden.?”” Like its predecessor,”” the current Federal
Government plans to require all ministries to con-
duct at least two practice checks per year.”

In its efforts to reduce bureaucratic burdens, the
Federal Government is also relying on principles
such as one-in-one-out (OIOO) and one-in-two-
out (OITO), according to which the introduction of
a new regulation requires the abolition of one or
two old regulations. Such mechanistic approaches
ensure that the number of applicable rules decreases
(OITO) or at least does not increase (OIOQO).
Although this is a pragmatic approach, it remains
unclear whether it contributes to reducing bureau-
cracy. This is because it neither takes into account
the effort associated with the individual rules nor
ensures that the rules affect the same addressees.
In addition, the dismantling of unnecessary regula-
tions could be postponed until they are needed for
future, new regulatory projects. At the same time,
the introduction of sensible regulations could be
delayed if no other regulations that could be elimi-
nated are identified. These misguided incentives
are reinforced by an expansion of OIOO to OITO,
as envisaged in the Modernization Agenda of the
Federal Government and called for at EU level.

Business Transfer as Potential Barrier to
Innovation in Mittelstand Companies

An increasing number of Mittelstand companies are
facing the challenge of finding a succession plan due
to the age of their owner-managers. Even though
many owners still favour intra-family transfers, the
descendants are not always able or willing to con-
tinue the family business. Depending on the type of
transfer, various obstacles to investment and inno-
vation may also arise: intra-family transfers can lead
to reluctance to invest if the former owners do not
wish to restrict the decision-making scope of their
successors or prefer to leave the necessary adjust-
ments in the company to them.

In the case of a transfer outside the family, the pre-
vious owners face a dilemma. If they fear that the
sale price will not reflect the actual value of the com-
pany due to information asymmetries or the bar-

CORE TOPICS 2026 —— B 1 Innovation in the German Mittelstand

gaining power of the buyer, they may be reluctant
to make further investments before a sale.”® At
the same time, the likelihood of finding a buyer
depends on the condition of the company and thus
on the previous investment activity of the previous
owners.””” Empirical studies come to differentiated
conclusions: typically, willingness to invest declines
prior to internal succession, but not prior to a sale;
conversely, R&D activities tend to decline prior to a

sale, but not prior to internal succession.”?

B 1-5 Recommendations for Action

Most companies in Germany belong to the Mittel-
stand, which, according to the underlying under-
standing here, comprises those companies in which
the owners are also the managers. Most of these
are SMEs. The Mittelstand stands for a long-term
orientation, strong regional roots, flat hierarchies
and a high degree of corporate responsibility. The
analyses show that Mittelstand companies are
less frequently represented than non-Mittelstand
companies in research-intensive industries and

knowledge-intensive services.

Approximately one in two Mittelstand companies
produced at least one product or process innovation
between 2020 and 2023. Around 5 percent suc-
ceeded in introducing market innovations. When dif-
ferences in company characteristics such as size and
industry affiliation are considered, Mittelstand com-
panies succeeded in introducing innovations more
frequently than comparable non-Mittelstand com-
panies in the period from 2005 to 2023. Although
Mittelstand companies spent significantly less on
innovation than comparable non-Mittelstand com-
panies in terms of turnover, they were able to achieve
a higher share of turnover through the introduction
of product innovations. In addition, Mittelstand
companies were more likely to engage in innovation
than comparable non-Mittelstand companies,
although they were less likely to conduct continuous
R&D and more likely to conduct occasional R&D and
innovation activities without internal R&D.

Innovating companies are more productive than
non-innovating companies with comparable charac-
teristics. This difference is more pronounced in Mit-
telstand companies, especially when investments
are made in both innovation and digitalization.
However, innovation activities and productivity in
Mittelstand companies are hampered by obstacles
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such as a shortage of skilled workers, the costs and
risks associated with innovation, and bureaucratic
burdens.

Key fields of action such as securing skilled work-
ers, for example through flexible continued employ-
ment after retirement or the expansion of childcare,
as well as measures to reduce bureaucratic burdens,
including when applying for innovation funding,
are already on the political agenda. Nevertheless,
the Commission of Experts recommends further
improving the existing framework conditions in
these fields, as this can make entrepreneurial activ-
ity more attractive and support the innovative
strength of Mittelstand.

Implement Simplifications in the Appli-
cation Process for Innovation Funding

— To increase the effectiveness of the research
allowance and, in particular, to make it more
accessible to SMEs, the application process
should be further simplified. This includes,
firstly, reducing the requirements for an initial
application, for example by streamlining the
documentation required for R&D personnel
costs. Secondly, a simplified application proce-
dure should be provided for companies that can
already demonstrate successful R&D projects.
The reduced effort required for application and
review would enable savings in administrative
costs. Thirdly, efficiency gains could be achieved
by (partially) automating the digital pre-filling
of application documents and applying the
once-only principle, so that existing company
data and documents can be reused.

— Increasing digitalization is considered an
important driver of innovation, as digital tech-
nologies, data and Al-based methods enable
new and improved products, processes and
business models. However, the innovation
potential of the digital transformation is not
yet being fully exploited, particularly in SMEs.
Existing programmes therefore promote the
adoption and diffusion of digital technologies
in SMEs. These programmes should be evalu-
ated regularly and refined where necessary.

Reducing Bureaucracy

— To promote innovation, particularly in the
Mittelstand, the Federal Government should

consistently reduce bureaucracy and simplify
administrative and approval procedures. The
Federal Government’s Modernization Agenda
(Modernisierungsagenda fiir Staat und Ver-
waltung) and the Federal Modernization
Agenda (Foderale Modernisierungsagenda),
which aim to reduce bureaucracy through reg-
ulatory reduction, digital administrative pro-
cesses and more practical legislation, should
be pushed forward.

When formulating new regulations and laws,
care should be taken to use language and
design that is appropriate for the target audi-
ence, without compromising legal precision.

Knowledge and practical experience should
be systematically incorporated to make reg-
ulations easy to understand, transparent and
practical. Practice checks are a particularly
suitable tool for this, as they can ensure the
early involvement of the relevant actors. If this
instrument is used in the legislative process,
the practice check should be conducted quickly
so as not to delay the process unnecessarily.

Effective deregulation should be based on the
cost-benefit ratio of individual regulations
in the context of all regulations as a whole,
rather than on the sheer number of regula-
tions. Practice checks (Praxischecks) should
be preferred over rigid rules such as one-in-
one-(two)-out, as the latter fail to adequately
reflect the administrative burden associated
with individual rules.

The once-only principle, i.e. the aim of submit-
ting data only once, for example in the case
of notification and reporting obligations, can
make a significant contribution to reducing
bureaucratic burdens. The Federal Govern-
ment’s Modernization Agenda recognizes the
importance of this principle, but measures
must now be taken promptly to identify and
reduce redundant reporting and documenta-
tion obligations. The approach outlined in the
Modernization Agenda, which involves using
rule mapping to systematically comb through
the existing web of laws and regulations for
redundancies, contradictions and opportuni-
ties for simplification, appears promising.
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The Federal Government should design regu-
latory frameworks for selected technology
fields in such a way that the emergence and
diffusion of innovations in these fields is spe-
cifically enabled and supported. Inspiration
for this approach is provided by the establish-
ment of the Regulatory Innovation Office at
the Department for Science, Innovation and
Technology in the UK.

Facilitate the Immigration of Skilled Workers

A large number of public sector actors are
involved in the process of (skilled worker)
immigration. This does not mean that inter-

CORE TOPICS 2026 —— B 1 Innovation in the German Mittelstand

ested parties need to have a direct contact with
each of these agencies. A dedicated digital plat-
form should bundle all procedures for entry,
recognition of qualifications and granting of
residence permits in line with the once-only
principle. Moreover, applicants should be able
to view the current status of their application at
any time. The Work-and-Stay-Agency provided
for in the coalition agreement could take on
this role. The steps agreed in the corresponding
key issues paper for implementing the Work-
and-Stay-Agency are to be welcomed. The aim
must be the uncomplicated and fast processing
of applications. The platform should be regu-
larly evaluated and adapted to requirements.
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