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Tax Credits are More Efficient Than Cash Grants

By Michael J. Novogradac, CPA

espite remarkably success-
Dful track records — some

decades-long — tax credit
programs continue to come un-
der attack by a handful of crit-
ics who suggest that cash grants
might be more effective. To de-
fend cost effective programs
such as the low-income housing
tax credit (LIHTC) and new mar-
kets tax credit (NMTC) against
such attacks, Novogradac & Com-
pany has been commissioned to analyze the efficiency of
the tax credits compared to that of comparable cash grants.
We've also performed similar analysis of renewable energy
tax credits (RETCs) and the historic tax credit (HTC).

What we've found, simply put, is that when compared to
cash grant programs, tax credits are a more efficient way for
the federal government to support affordable housing, com-
munity development, renewable energy and historic pres-
ervation.

NMTC vs. Cash Grant

In its March 2011 report “Opportunities to Reduce Poten-
tial Duplication in Government Programs, Save Tax Dollars,
and Enhance Revenue,” the Government Accountability Of-
fice (GAO) suggested that Congress consider converting the
NMTC program to a cash grant program. The GAO posited
in the report that replacing the tax credit with a grant likely
would make the federal subsidy more cost effective.

We disagree.

And now, an analysis commissioned by the NMTC Working
Group confirms that the NMTC is more efficient at deliver-
ing subsidy to qualified active low-income community busi-
nesses (QALICBs) than is a hypothetical comparable cash
grant program. In a report, “NMTC Program Outperforms
Comparable Cash Grant Program,” Novogradac & Compa-
ny explains that the GAO’s conclusion is based on analysis
that ignores several key elements of the NMTC program, as
well as added costs that would be inherent to a proposed
cash grant program.

To assess the GAO’s claim, Novogradac & Company com-
pared a theoretically-equivalent cash grant program to the
NMTC program to determine the efficiency of each in deliv-
ering subsidy to a QALICB, the NMTC program’s intended
direct beneficiary. In order to administer and monitor the
cash grant program, upfront and ongoing costs would be
incurred that would reduce the net benefits provided by a
cash grant. The analysis factors in a conservative estimate
of due diligence fees as well as ongoing annual compliance
costs. In addition, the report assumes a conservative 10 per-
cent non-recapturable failure rate in the analysis of a cash
grant program.

Our analysis, explained in greater detail in the report, re-
veals that the NMTC, at a price of 68 cents per credit, is more
efficient than a cash grant program in providing benefits to
QALICBs. What’s more, as the price paid per NMTC rises,
the comparative efficiency of the NMTC rises as well; at a
price of 75 cents per credit, the NMTC is at least 15 percent
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continued from page 1

more efficient than a cash grant program would be.

Nonetheless, there are still ways to make the NMTC perform
even more powerfully. Instead of converting the NMTC to a cash
grant program, the NMTC Working Group suggests that address-
ing technical matters can help the program work even better to
serve the needs of QALICBs and low-income communities. For
more information about the NMTC
Working Group, or to download a
copy of the report “NMTC

Program Outperforms
Comparable Cash

NMTC Program Outperforms
Comparable Cash Grant Program

c > Download a
rant  Program, copy of the report
go to www.nmtc- at
workinggroup. www.novoco.com/

com. To read about
the NMTC Work-
ing Group’s current
activities,

products

WWW.novoco.com

please  visit
www.nmtcworkingroup.com.

LIHTC vs. Cash Grant

Similarly, over the course of its 25-year history, there have been
suggestions that the LIHTC could be exchanged for a cash grant
program. But, when Novogradac & Company LLP undertook a
study for the Housing Advisory Group (HAG) to assess the LI-
HTC’s performance, we found that LIHTC-financed properties
have a remarkable track record, particularly when compared to
the performance of other federal government subsidies of afford-
able rental housing.

Among other things, the May 2011 report, “Low Income Housing
Tax Credit: Assessment of Program Performance & Comparison
to Other Federal Affordable Rental Housing Subsidies,” assessed
the LIHTC program’s efficiency compared to the estimated effi-
ciency of the cash grant exchange program. The report also docu-
ments that the LIHTC has a more successful track record than a
number of other supply-side affordable rental housing programs
that have experienced high default and foreclosure rates.

The report also identified several key structural reasons for the
LIHTC’s remarkable track record. Chief among the program’s
strengths are the involvement of a third-party for-profit partner,
the placement of construction, lease-up and occupancy risk on
the sponsors and investors instead of the federal government, the
delivery of LIHTC benefits over time, and state and federal over-
sight. Many of these strengths would be absent in a cash grant
program.

When cash grants in lieu of LIHTCs provided under Section 1602
of the American Recovery and Reinvestment Act of 2009 were set
continued on page 3
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A long-term exchange program would dilute
the effectiveness of the underwriting and
screening procedures that have been suc-
cessfully honed and refined over the life of the
LIHTC program.

v

to expire, some affordable housing advocates argued for an exten-
sion. Yet, our analysis suggests that an extended exchange pro-
gram could face significant issues in the long term. For example, a
long-term exchange program would dilute the effectiveness of the
underwriting and screening procedures that have been success-
fully honed and refined over the life of the LIHTC program. Also,
under a grant program the responsibility for asset management
and monitoring, traditionally borne by the private sector, shifts
to the public sector—specifically to the credit allocating agencies.
To download a copy of the complete report, “Low Income Hous-
ing Tax Credit: Assessment of Program Performance & Compari-
son to Other Federal Affordable Rental Housing Subsidies,” go to
www.novoco.com/lihtcperformancespecialreport.php.

RETC vs. Cash Grant

Likewise, in an issue brief “Reassessing Renewable Energy Sub-
sidies,” issued on March 22, 2011, the Bipartisan Policy Council
(BPC) alleged that in most circumstances, cash grants are sig-
nificantly more effective, and could be less expensive than the
renewable energy production tax credit (PTC) or investment tax
credit (ITC). BPC based this claim on analysis commissioned
from Bloomberg’s New Energy Finance (BNEF). However, BPC
and BNEF’s conclusions fail to consider a number of important
strengths that the ITC and PTC bring to the table that a cash grant
does not, not the least of which are recapture risk, borrowing fi-
nancing costs on cash grants, and after-tax effects. The BNEF re-
port also blurred over key distinctions between the renewable en-
ergy production tax credit (PTC) and investment tax credit (ITC).

And similar to the Section 1602 grant for affordable housing, the
federal government provided cash grants under Section 1603 of
the Recovery Act in lieu of the PTC and the ITC. That cash grant
program is set to expire on December 31. At the time of this writ-
ing, some renewable energy advocates, such as the Solar Energy
Industries Association (SEIA), were calling for an extension of the
Section 1603 grant program.

The cash grant under Section 1603 is often perceived as more at-
tractive to investors because of more favorable accounting impli-
cations treatment; we believe this reflects the illogicality of the
generally accepted accounting principles (GAAP) treatment of tax

continued on page 4
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continued from page 3

credits for book purposes more than the economic ben-
efits of a cash grant versus a tax credit. For a renewable
energy projected financed with a Section 1603 grant,
an investor typically makes a loan instead of an equity
investment and that loan is repaid from the grant. But
with the ITC or PTC, an investor makes an equity in-
vestment, which generally creates above the line GAAP
book losses and below the line tax savings.

In any event, it is important to note that under Section
1603 the cash grant structure very closely mimics the tax
credit structure because rather than being an upfront
payment, the Section 1603 cash grant is awarded after
placement in service and is a function of qualifying basis.
In this way, the Section 1603 grant acts more like a re-
fundable tax credit than a traditional cash grant program.

In fact, efforts to extend the program have taken this
even further by proposing to adopt a refundable tax
credit structure rather than proposing a simple exten-
sion of the existing Section 1603 program. Rep. Earl
Blumenauer, D-Ore,, last year proposed H.R. 4599, the
Renewable Energy Expansion Act, which would make
several technical improvements to the underlying Sec-
tion 1603 grant program that would result in a grant
program that more closely resembles the PTC and ITC.

HTC vs. Cash Grant

Finally, while the historic tax credit hasn’t been specifi-
cally proposed for replacement by a cash grant program,
it shares many characteristics of the programs that have
been attacked. And as such, historic preservation advo-
cates should be prepared to defend the HTC in case the
suggestion is advanced.

Fortunately, the HTC has a well-documented track re-
cord of creating jobs while it accomplishes its congres-
sionally-mandated purpose. Indeed, when the Historic
Tax Credit Coalition and Rutgers University released
their annual study on the economic impact of the fed-
eral HTC, it showed that the federal HTC continues
to outpace other economic activities such as highway
construction, manufacturing and service sector indus-
tries in its ability to generate jobs, labor income, taxes
and gross domestic product. In addition, the report de-
scribes how the HTC program actually pays for itself;
during the last two years, the National Park Service al-
located $1.58 billion in tax credits that increased esti-
mated federal tax receipts by $1.6 billion.

Be that as it may, the HTC still faces a number of po-
litical challenges in today’s highly budget-conscious
environment—as do all tax expenditures. To read more
about the challenges facing the HTC, turn to page 55.

Conclusion

Compared to cash grant programs tax credits are a more
effective way for the federal government to support af-
fordable housing, community development, renewable
energy and historic preservation. Tax credit programs
have been refined and improved over several decades
and feature a number of key characteristics, such as the
involvement of for-profit partners and the risk placed on
investors instead of the federal government, that make
them inherently more efficient than federal cash grants.
And in this era of federal budget austerity, communicat-
ing that efficiency to lawmakers will be key to the sur-
vival of these important tax credit programs. $

This article first appeared in the November 2011 issue of the Novogradac Journal of Tax Credits.

© Novogradac & Company LLP 2011 - All Rights Reserved

Notice pursuant to IRS regulations: Any ULS. federal tax advice contained in this article is not intended to be used, and cannot
be used, by any taxpayer for the purpose of avoiding penalties under the Internal Revenue Code; nor is any such advice intended
to be used to support the promotion or marketing of a transaction. Any advice expressed in this article is limited to the federal
tax issues addressed in it. Additional issues may exist outside the limited scope of any advice provided — any such advice does
not consider or provide a conclusion with respect to any additional issues. Taxpayers contemplating undertaking a transaction

should seek advice based on their particular circumstances.

This editorial material is for informational purposes only and should not be construed otherwise. Advice and interpretation re-
garding property compliance or any other material covered in this article can only be obtained from your tax advisor. For further

information visit wWwWw.NOVoCo.com.

continued on page 5



continued from page 4

Special offer for E-newsletter only subscribers:
Click here for 20% off an introductory
12-Month Print Subscription to the Journal of Tax Credits.

b
=)
=
o
D
)
=
=
=
D
(o
=)
c
=)
p—
=
=
=
M
—
=
>
D
s
m
=
u—
)

wod oJoAoummm



http://www.novoco.com/products/subscription_request.php

