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Limiting Conditions
This report is provided free of charge to persons with an interest in the general topics
discussed herein. The results and conclusions provided in this report are based on hypothetical assumptions. Novogradac & Company LLP makes no representation regarding
the sufficiency of the procedures either for the purpose for which this Special Report has
been requested or for any other purpose.
Our publication of this report does not constitute a professional services engagement,
including without limitation any form of attestation engagement, such as an audit, compilation or review. Novogradac & Company LLP therefore did not issue any independent accountants’ reports, findings, or other work product including a compilation, review, or audit
report connection with this engagement. Any federal tax advice that may be contained in
the Special Report is not intended to constitute a covered opinion pursuant to regulation
section 10.35 of IRS Circular 230 or is it to be used for the purpose of (i) avoiding tax-related penalties under Internal Revenue Code or (ii) promoting, marketing, or recommending
to another party any tax-related matters addressed therein. In exchange for our provision
to you of a free copy of this Special Report, you agree as a condition precedent to the
limitations and conditions described in this paragraph. If you do not wish to accept these
limitations and conditions, please do not use this Special Report.

A Brief History of the NMTC
On the last day of its 2000 session, Congress created the New Markets Tax Credit program, part of the Community Renewal Tax Relief Act of 2000, to encourage investment in
low-income communities. The program is designed to generate billions of dollars in new
private sector investments in low-income communities.
Qualified community development entities (CDEs) apply to the CDFI Fund for an award
of new markets tax credits. The CDE will then seek taxpayers to make qualifying equity
investments (QEIs) in the CDE. The CDE in turn is required to use substantially all of
the qualifying equity investments to make qualified low-income community investments
(QLICIs) in/to qualified active low-income businesses (QALICBs) located in low-income
communities. The taxpayer is eligible to claim a tax credit equal to 5 percent of its equity
investment in the CDE for each of the first three years and a 6 percent credit for each of
the next four years (39 percent total).
The program is designed to allow the CDE to use its local knowledge and expertise to
decide what business to invest in or lend to with the funds it raises with the new markets
tax credit. Most businesses located in low-income communities could qualify for loans or
equity. Typical businesses include: small technology firms, shopping centers, manufacturers, retail and grocery stores or micro-entrepreneurs. NMTC recipients have included
lumber mills, fish processing plants, charter schools, community centers, youth clubs and
neighborhood centers offering free meals, clothing and legal assistance. Residential rental
property does not qualify as a qualified active low-income business.
This exciting program provides tax incentives to investors to make investments in distressed communities and promotes economic improvements through the development of
successful business in these communities.
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NMTC Program Outperforms
Comparable Cash Grant Program
Tax Credit vs. Cash Grant
In its report “Opportunities to Reduce Potential Duplication in Government Programs, Save
Tax Dollars, and Enhance Revenue” dated March 1, 2011, the Government Accountability
Office (GAO) suggested that Congress consider converting the New Markets Tax Credit
(NMTC) program to a cash grant program. The GAO’s suggestion is predicated on the
idea that converting the NMTC program would improve its efficiency in delivering subsidy
to qualified active low-income community businesses (Qualified Businesses). Its conclusion is based on analysis that ignores several elements of the NMTC and additional costs
of the proposed cash grant program as described in a letter published by the New Markets Tax Credit Working Group (Working Group) on April 5, 2011. The Working Group
compared a theoretically equivalent cash grant program to the NMTC program to assess
the efficiency of each in delivering subsidy to a Qualified Business, the intended direct
beneficiary. The Working Group’s analysis, explained in greater detail below, reveals that
the NMTC at a pricing of 68 cents per credit is more efficient than a cash grant program in
providing benefits to businesses in low-income communities. 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 14 percent more efficient.

Cost of the NMTC Program to Federal Government
In comparing a cash grant program to the NMTC program, the Working Group assumes
a $10 million qualified equity investment (QEI). The NMTC is a 39 percent tax credit so
a $10 million QEI will generate $3.9 million in tax credits over seven years. Specifically,
these tax credits are claimed by the investor on the date of the initial investment and on the
six anniversary dates thereafter, as shown in Exhibit 1 on page 2. In addition, the NMTC
reduces federal income tax basis and is, in essence, a “taxable” tax credit. Therefore, the
present value cost to the federal government of $3.9 million in NMTCs is $2,415,802 using
a discount rate of 3 percent, which is an estimate of the federal government’s current borrowing rate over a similar term. In order to make an apples-to-apples comparison of a cash
grant program to the current NMTC program, the Working Group’s analysis assumes that
if it converted the NMTC program to a cash grant program, the federal government would
grant $2,415,802 up front. For analytic purposes, this assumption equalizes the federal
government’s cost of the theoretical cash grant program and the existing NMTC program.
The comparative efficiency of the two programs can then be measured by the comparative benefits provided.
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Exhibit 1
Gross Cost of a Cash Grant Program:
Year

Tax Credit %

1

5%

2

Tax Credit
$

Basis Adj.

Total Net Tax Cost

(500,000) $

- $

(500,000)

5%

(500,000)

-

(500,000)

3

5%

(500,000)

-

(500,000)

4

6%

(600,000)

-

(600,000)

5

6%

(600,000)

-

(600,000)

6

6%

(600,000)

-

(600,000)

7

6%

(600,000)

1,365,000

765,000

Total

39%

$ (3,900,000)

$ 1,365,000 $

(2,535,000)

Present
Value

3.00%

$ (3,558,968)

$ 1,143,166 $

(2,415,802)

Net Beneﬁts of a Cash Grant Program
As calculated above, the gross cash grant equivalent of $3.9 million in NMTCs is $2,415,802.
In order to administer and monitor the cash grant program, up-front and ongoing costs
would be incurred. These costs would reduce the net benefits provided by a cash grant.
The analysis assumes an up-front due diligence fee of 2.5 percent to cover costs for the
federal government and other parties involved to ensure the business receiving the cash
grant is a qualified business. It also assumes that there are ongoing annual compliance
costs necessary to monitor compliance with the cash grant program. Ongoing compliance
costs are estimated at 0.3 percent annually (2.1 percent cumulative over seven years). The
result is a net grant to a qualified business of $2,304,675.
In addition, a failure rate or default rate should be included in the analysis of a cash grant
program. Under the NMTC program, the federal government has the ability to recapture
100 percent of the NMTCs, plus interest, in the event of noncompliance. Tax credit recapture is imposed by increasing an investor’s tax liability by the amount of tax credits that
are recaptured, plus interest. However, if a business falls into non-compliance under a
cash grant program, the federal government’s only option is to attempt to recapture the
actual cash grant proceeds from the business rather than increasing the tax liability on
a tax credit investor’s tax return. It is likely that some businesses may not be capitalized
enough at the point of recapture to be able to repay all of the cash grant proceeds being
recaptured. To account for this, the Working Group’s analysis assumes a reasonable and
conservative 10 percent non-recapturable failure rate. The non-recapturable failure rate attempts to quantify the economic cost associated with less oversight under the cash grant
program, oversight that is typical in a tax credit transaction in which a private investor assumes recapture risk in the event of noncompliance, and, in the event of a recapture event
under a cash grant program, the inability to fully recover the grant dollars, as compared to
the NMTC program. As calculated using the 10 percent non-recapturable failure rate and
shown in Exhibit 2 on page 3, the net benefit provided by the cash grant to the recipient
is $2,074,207.
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Exhibit 2
Cash Grant Program
Gross Cost

$

Up Front Due Diligence
Ongoing Compliance Costs

2,415,802

2.50%

(60,395)

0.30% Annually

(50,732)

Estimated Upfront Benefit to Expected QALICBs
Nonrecapturable Failure Rate

2,304,675
10.00%

Estimated Net Beneﬁt Provided to Actual QALICBs

(230,467)
$

2,074,207

Net Beneﬁts of an NMTC Transaction
As previously stated, the Working Group’s estimate of the net benefit of a cash grant program assumes a $10 million QEI. The following discussion estimates the net benefit to the
investee or Qualified Business if a $10 million QEI is invested in a typical NMTC leveraged
structure with pricing of the tax credits at 68 cents and 75 cents. Following in Exhibit 3 is a
detailed explanation of the calculation of the net present value of the benefits to the Qualified Business at a credit price of 68 cents.

Exhibit 3
General Information:
QEI amount

$10,000,000 Credit price

$0.68

Upfront fees from QEI to CDE

4.00% Other upfront fees (non QEI) to CDE 1.00%

Annual fees to CDE

0.30% Exit fees for investor

1.00%

Exit fees to CDE

1.00% Discount rate

8.00%

Tax Rate

35.00%
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Tax Credit
Inves tor

$
26,520
E x it fees for Inves tor

Leverage
Lender

Tax Credit
E quity
$ 2,652,000
Leverage Loan
$ 7,348,000

$ 3,900,000
NM TCS
Inves tm ent
F und

$ 10,000,000 Q E I am ount
Upfront fees from Q E I to A pplic ant $

400,000

O ther upfront fees (non Q E I) to A pplic ant $

100,000

A nnual fees to A pplic ant $

210,000

E x it fees to A pplic ant $

100,000

$

810,000

CDE

$ 2,252,000
"B " Loan

$

7,348,000
"A " Loan

$ 9,600,000
Loans A & B

Q A LICB

In its analysis, the Working Group assumes that typical up-front, ongoing and back-end
fees would be charged in the transaction. These fees are presumed to be greater under an
NMTC transaction because the CDE undertakes significant costs to find investors and negotiate partnership terms that would not be present under a cash grant program. Up-front
fees of 4 percent, or $400,000, are paid from QEI proceeds and reduce the amount of the
loans that can be made to the Qualified Business. Therefore the total loan amounts to the
Qualified Business are an “A Loan” of $7,348,000 and a “B Loan” of $2,252,000, for a total
of $9,600,000. The analysis assumed an additional up-front fee of 1 percent, or $100,000,
that isn’t paid from QEI proceeds but rather by the Qualified Business. These fees are similar to origination fees that would be charged for loans made by the CDE. These costs are
related to the entire $9,600,000 in loans obtained from the CDE and the Working Group,
in its analysis, pro-rates these fees and spreads them between the A Loan and B Loan.
During the seven-year tax credit period, the Qualified Business will generally be charged
additional fees for asset management services provided by the CDE. The Working Group’s
analysis assumes the Qualified Business would be charged annual fees of 0.3 percent.
These costs are related to the entire $9,600,000 in loans obtained from the CDE and, in
the analysis, they are prorated and spread between the A and B loans. The Working Group
also assumes that the Qualified Business is charged a 1 percent exit fee at the end of the
seven-year compliance period.
When determining the net present value benefit to the Qualified Business investee, the
Working Group analysis focuses on the amount of proceeds received in the form of the B
Loan since the A Loan has to be repaid so that the leverage lender can be repaid. Therefore, the initial B Loan proceeds of $2,252,000 less the additional pro-rated up-front costs
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of $23,458 provide an up-front cash benefit of $2,228,542 at closing. When taking into
account the allocable annual fees and the residual payments associated with the B Loan,
the net proceeds of the B Loan to the Qualified Business investee over the seven-year period are equal to $2,052,759. In order to determine the net present value benefit in today’s
dollars, the analysis assumes an 8 percent discount rate. This rate is lower than what the
Working Group believes to be the cost of capital to the Qualified Business investee for this
type of financing, so it is a conservative assumption for these calculations. Exhibit 4 shows
that the net present value of the benefits provided using a discount rate of 8 percent is
$2,109,242. Exhibit 5 shows that using a tax credit pricing of 75 cents and with all other
assumptions remaining the same, the net present value of the benefits is $2,372,880.

Exhibit 4
Net Present Value of Beneﬁts - $0.68/NMTC
Year
1

Initial Proceeds
$

Annual
Payments

Upfront Costs

2,252,000 $

(23,458)

Residual
Payments

$ (7,038) $

Net

-

$

2,221,504

2

-

-

(7,038)

-

(7,038)

3

-

-

(7,038)

-

(7,038)

4

-

-

(7,038)

-

(7,038)

5

-

-

(7,038)

-

(7,038)

6

-

-

(7,038)

-

(7,038)

7

-

-

(7,038)

(126,520)

(133,558)

(126,520) $

2,052,759

Total $

2,252,000 $

(23,458) $ (49,263)

$

Discount rate

8%

Net Present Value of Beneﬁts

$2,109,242

Exhibit 5
Net Present Value of Beneﬁts - $0.75/NMTC
Year
1

Initial Proceeds
$

Annual
Payments

Upfront Costs

2,525,000 $

(26,302) $ (7,891)

Residual
Payments
$

Net
- $

2,490,807

2

-

-

(7,891)

-

(7,891)

3

-

-

(7,891)

-

(7,891)

4

-

-

(7,891)

-

(7,891)

5

-

-

(7,891)

-

(7,891)

6

-

-

(7,891)

-

(7,891)

7

-

-

(7,891)

(129,250)

(137,141)

(129,250) $

2,314,214

Total $

2,525,000 $

(26,302) $ (55,234)

$

Discount rate
Net Present Value of Beneﬁts
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8%
$2,372,880
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Comparison
The Working Group’s analysis, using the assumptions described in detail above, reveals
that the NMTC program is more efficient at delivering benefits to businesses in low-income
communities than is a theoretical cash grant program. This result is summarized in Exhibit
6. At a tax credit pricing of 68 cents, NMTCs are 2 percent more efficient based on the
net overall benefit provided when compared to the cash grant program. At 75 cents, the
NMTC program is 14 percent more efficient at delivering subsidy to the Qualified Business. This increase in efficiency as tax credit pricing increases is important because there
would be an increase in average pricing if the NMTC program is made permanent.

Exhibit 6
NMTC Program vs. Cash Grant Program

Cash Grant

Price per NMTC
$0.68

$0.75

Estimated Upfront Benefit to Expected QALICBs

$ 2,304,675

$ 2,228,542

$ 2,498,698

Estimated Net Benefit Provided to Actual QALICB

$ 2,074,207

$ 2,109,242

$ 2,372,880

Net Dollar Beneﬁt of NMTC Program over Cash Grant Program

$ 35,034

$ 298,673

2%

14%

Net Percentage Beneﬁt of NMTC Program over Cash Grant
Program

Conclusion
The current program works better as a tax credit than a cash grant program as evidenced
by the calculations presented here. The Working Group also recognizes that there are
ways to make the NMTC work even better. While the Working Group does not believe
that converting the NMTC program to a cash grant program will address these issues,
addressing technical matters, including inefficiencies of the program, has been the
primary purpose of the NMTC Working Group and why its members are dedicated to that
goal. Since 2006, the NMTC Working Group has responded to requests from Treasury,
the IRS, and the CDFI Fund with recommendations to improve the NMTC program’s ability
to deliver significant community impact to this nation’s low-income communities. Many of
these comment letters provide suggestions to improve very specific aspects of the program
that would improve the overall efficiency of the NMTC. All of these recommendations can
be found in the Comment Letters page at www.nmtcworkinggroup.com.
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About the NMTC Working Group
The NMTC Working Group was established by Novogradac & Company LLP to provide a
platform for NMTC industry participants to work together to address technical and administrative NMTC Program issues in an effort to improve the overall efficiency of the NMTC.
Each month, members of the group participate in discussions and provide input regarding
action items agreed to by the members of the group. Comments and suggestions are
agreed to and submitted in writing directly to the IRS, CDFI Fund and other organizations
based upon the group discussions. All of the group’s comments can be found on its website. The group has also prepared recommended practices and a census tract mapping
tool that is available for anyone to use. Novogradac & Company LLP also hosts an NMTC
Working Group meeting at each of its national NMTC conferences. For more information
about the NMTC Working Group, please visit the group’s website.
VISIT WWW.NMTCWORKINGGROUP.COM
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