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OVERSIGHT SUBCOMMITTEE

THE COMMITTEE ON LEGISLATIVE RESEARCH, Oversight
Division, is an agency of the Missouri General Assembly as
established in Chapter 23 of the Revised Statutes of
Missouri. The programs and activities of the State of
Missouri cost approximately $13 billion annually. Each
year the General Assembly enacts laws which add to,
delete or change these programs. To meet the demands for
more responsive and cost effective state government,
legisiators need to receive information regarding the status
of the programs which they have created and the
expenditure of funds which they have authorized. The
work of the Oversight Division provides the General
Assembly with a means to evaluate state agencies and state
programs.

THE OVERSIGHT DIVISION conducts its reviews in
accordance with government auditing standards setforth by
the U.S. General Accounting Office. These standards
pertain to professional qualifications, the quality of effort
and the characteristics of professional and useful reports.

THE COMMITTEE ON LEGISLATIVE RESEARCH is a
permanent joint committee of the Missouri General
Assembly comprised of the chairman of the Senate
Appropriations Committee and nine other members of the
Senate and the chairman of the House Budget Committee
and nine other members of the House of Representatives.
The Senate members are appointed by the President Pro
Tem of the Senate and the House members are appointed
by the Speaker of the House of Representatives. No more
than six members from the House and six members from
the Senate may be of the same political party.

EVALUATIONS ARE ASSIGNED to the Oversight Division
pursuant to a duly adopted concurrent resolution of the
General Assembly or pursuant to a resolution adopted by
the Commitiee on Legislative Research. Legislators or
committees may make their requests for program
evaluations or management evaluations through the
Chairman of the Committee on Legislative Research or any
other member of the Committee.
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Members of the General Assembly:

As authorized by Chapter 23, RSMo, the Committee on Legislative Research adopted a resolution in
May, 1998 directing the Oversight Division to perform a program evaluation and expenditure review
of the Department of Economic Development Tax Credit Programs which included the examination of
records and procedures in the Department of Economic Development to determine and evaluate the
tax credit programs performance in accordance with program’s objectives, responsibilities, and duties
as set forth by statute or regulation.

The ‘accompanying report includes Oversight's comments on internal controls, compliance with legal
requirements, management practices, program performance and related areas. We hope this
information is helpful and can be used in a constructive manner for the betterment of the state
program to which it relates. '

Respectfully,
| "7

Representative Robert M. Gdyton III
Chairman
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I —
Chapter | - Introduction

The Joint Committee on Legislative Research directed the Oversight Division to
conduct a program evaluation and expenditure review of the Department of
Economic Development’s (DED) tax credit programs. The evaluation and review had
the following components: to determine the effectiveness of the tax credit programs,
the benefits of the program in relation to expenditures, the goals of the tax credit
programs, the development of indicators by which the success or failure of a tax
credit program may be gauged, the conformity of the tax credit programs with

legislative intent, and the impact of any federal grant programs on the tax credit
program.

Background

The Department of Economic Development (DED) is composed of groups which
execute statutory requirements and department policy in the areas of economic
development, regulation of businesses and financial institutions, and professional
registration. The economic development divisions and programs of the department
are the Economic Development Groups - Business Development, Business Expansion
and Attraction, Community Development, and Workforce Development, the Missouri
Development Finance Board, and the Missouri Housing Development Commission.

In 1997, DED implemented an extensive internal restructuring plan which resulted in
the formation of four main groups to administer the programs of the department
designed to increase Missouri’s economic prosperity. These main groups are
Business Development, Business Expansion and Attraction, Community
Development, and Workforce Development. These groups work with local
communities to help firms create jobs, increase sales, find and train qualified
workers, identify sites and obtain financing support to locate or expand in Missouri as

well as promote capital investment and the self-sufficiency of communities in the
state.

Business Development Group

Helping Missouri’s existing business create more wealth is the primary mission of the
Business Development Group. A wide array of assistance is available through this
group to help businesses experience growth in sales and increased investment in
their operations. The group administers a number of special programs to increase
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private investment in Missouri’s small businesses, incubators, and research activities.
State tax credits are offered to individuals or companies who invest in these activities,
providing an immediate return on that investment. These tax credits have also been
used to create Certified Capital Companies that will provide early to medium-stage
investment to new and expanding Missouri businesses.

Business Expansion and Attraction Group

The purpose of the Business Expansion and Attraction Group is to work in partnership
with Missouri communities and businesses to assist the expansion of existing
business and the attraction of new business to Missouri. Major outcomes to be
achieved by this group are the creation of new jobs, investment in new business
facilities, and raising the incomes of Missourians who obtain the new jobs created by
those activities. The group works with the state’s businesses, private-sector financial
community, public institutions, and private investors to generate attractive financing
packages for new development in the state. A variety of public-sector financing
programs, working with financing from private institutions, can provide funds for land
acquisition, construction, renovation, machinery, equipment, and working capital at
favorable rates and terms. In addition, the group works with the Missouri
Development Finance Board to make the board’s financing programs available to
businesses and communities throughout the state. The group also is responsible for
administering tax credit programs for new and expanding business facility tax credits
and enterprise zone tax benefits. The group prescribes the method for claiming
earned tax benefits, approves/disapproves all claims for tax benefits, and certifies to
the Department of Revenue that the taxpayer is eligible to claim the tax benefits. The
group helps new and expanding businesses train workers needed to fill new jobs and
helps existing businesses retrain workers to meet the needs of the workforce.

Community Development Group

The mission of the Community Development Group is to increase the economic self-
sufficiency and prosperity of Missouri communities and neighborhoods. Members of
the group achieve this result by offering local leaders programs to promote
community investment, planning, and leadership development. The group
administers the neighborhood assistance tax credit program designated for the
betterment of communities and neighborhoods. The program provides a tax credit
incentive to encourage business participation in community development projects
operated by not-for-profit organizations in areas such as crime prevention,
community services, physical revitalization, job training, economic development,
and education. The group also administers the youth opportunities and violence
prevention program specifically directed toward programs which are designed to

2



OVERSIGHT DIVISION
Evaluation 1998
Tax Credit Programs

prevent youth from engaging in violent behavior and enable youth to improve

themselves through education, job training, and apprenticeship activities. The tax

credits are given to businesses and individuals contributing to an approved project
undertaken by either a public or private organization.

Workforce Development Group

The Workforce Development Group is responsible for administering the Missouri Job
Development Fund that is part of the Missouri Customized Training Program. e
fund provides assistance for new or expanding industries for the training, retraining,
and upgrading of the skills of potential employees and provides assistance under the
basic industry retraining program for the retraining and upgrading of existing
employees’ skills. The group has agreements in place with the Department of
Elementary and Secondary Education and local private industries to administer the
program locally, ‘

Missouri Development Finance Board

The Missouri Development Finance Board administers a range of financing programs
for Missouri businesses, local governments, and state agencies. Originally created by
state statute in 1982, the board was previously called the Missouri Industrial
Development Board and later the Missouri Economic Development, Export, and
Infrastructure Board. The board’s powers include the authority to issue taxable or
tax-exempt industrial revenue bonds or notes, provide loan guarantees to fund capital
expansion projects for eligible businesses, provide market-rate or low-interest loans
and grants to political subdivisions to fund public interest loans and grants to political
subdivisions to fund public infrastructure improvements, and grant tax credits against
certain state income taxes in exchange for contributions made to the board.

The majority of the board’s activities revolve around financing the start-up or
expansion of small- and medium-size manufacturing companies in Missouri. Board
programs directed toward these businesses require the participation of commercial
banks, thus enhancing the ability of these private lenders to assist economic growth
in their communities. Since 1988 the board has been the largest issuer of small-issue
private activity industrial development revenue bonds in Missouri. The borrowers
participating in the board’s bond note programs are responsible for repayment. The
state of Missouri does not incur any costs, nor does it bear any obligation for retiring
these bonds or notes.
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Missouri Housing Development Commission

The Missouri Housing Development Commission makes and ensures loans to non-
profit and limited-dividend sponsors of residential housing for low- and moderate-
income persons. The commission also makes funds available for the purchase of
single-family homes, at below-market interest rates, by low- and moderate-income
persons. The funds for mortgage financing are provided through the sale of tax-
exempt notes and bonds that the commission is authorized to issue. Additionally, the
commission is authorized to establish a revolving fund to make non-interest-bearing
loans to non-profit corporations to defray development costs of housing for iow- and
moderate-income persons. The commission provides advisory, consultative, training,
and educational services to non-profit housing corporations.

The commission also administers the federal low-income housing tax credit, state
low-income housing tax credit, and tax credit for affordable housing; operates a
housing trust fund for very fow-income persons; and provides assistance for the
homeless.

DED administers twenty-two tax credit programs. They are:

1) Neighborhood Assistance Program - Neighborhood Assistance Programs (NAP) are
those programs designed to give assistance to endangered neighborhoods and their
residents in the improvement of the quality of life. Assistance can be granted if the
neighborhood does not have the ability within its own resources to deal with the
factors which are endangering its existence-as a viable and stable neighborhood. An
NAP is any type of community development project which improves the
neighborhood by community services, crime prevention, education, job training,
physical revitalization or economic development, as named in section 32.105,
RSMo.

2) Business Use Incentives for Large-Scale Development Act - The Business Use
Incentives for Large-Scale Development Act (BUILD) is designed to provide financial
incentives in the form of state income tax credits to businesses in the amount of debt
service payments for industrial revenue bonds issued for portions of project costs.

3} Jobs Training Tax Credit Program - The Jobs Training Tax Credit Program’s intent
is to provide education and training services for workers of new jobs for new or
expanding industry in the state. An employer may enter into an agreement with a
community college district to establish and provide various training and education
programs to the employees of the company. The agreement between the community
college and the employer must be approved by the Department of Economic

4
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Development, Division of Job Development and Training in consultation with the
Office of Administration.

4) Low-Income Housing Tax Credit Program - The Missouri Housing Development
Commission (MHDC) was -established in-1969 by the 75" General Assembly to assist
in the creation of low and moderate income housing in Missouri. The legislature
established a Commission which is currently composed of ten members. The
Governor, Lieutenant Governor, the State Treasurer and the Attorney General serve
on the Commission by virtue of office. The remaining six members are appointed by
the Governor for staggered terms of four years, with the advice and consent of the
Senate. These individuals must have demonstrated a concern for Missouri’s housing
needs. MHDC programs are varied and are available to low and moderate income
Missourians, regardless of race, creed or national origin.

The Low-Income Housing Tax Credit, which is administered by MHDC, is a dollar-
for-dollar reduction in tax liability to the owner of a qualified low-income housing
development for the acquisition, rehabilitation, or construction of low-income rental
housing units. The amount of credit allocated is directly based on the number of
qualified low-income units that meet federal rent and income targeting requirements.

5) Seed Capital Program - The Seed Capital Program is designed to provide seed
capital for research, development and precommercialization activities by offering tax
credits for contributions to qualified funds of qualified economic development
organizations. After January 1, 1999, the definition of commercial activity located in
Missouri will include only activities located within distressed communities.

6) Qualified Research Expenses Tax Credit Program - The Qualified Research
Expenses Tax Credit Program’s intent is to induce existing businesses to increase their
research efforts in Missouri. The term "qualified research expenses" is defined as
technical research which is intended to further develop or advance the business, or
experimental research which is intended to improve the quality, reliability or
performance of a product. It does not include research performed after the start of
commercial production.

7) The New or Expanded Business Facility Tax Credit Program - The New or
Expanded Business Facility tax credit program allows tax credits against income tax
or premium tax due for those businesses which create a new revenue producing
business facility or those that expand a current revenue producing business facility.
Examples of revenue producing enterprises include: manufacturing activities,
agricultural activities, rail transportation terminal activities, motor freight
transportation terminal activities, public warehousing and storage activities, water
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transportation terminal activities, wholesale trade activities, insurance carriers
activities, research and development activities, farm implement dealer activities,
interexchange telecommunications activities, recycling activities, mining activities,
computer programming, data processing and other computer related activities, and
administrative headquarters activities for managing the previously mentioned areas.

8) Enterprise Zone Tax Credit Program - The enterprise zone is the most extensive
and the most documented of all state economic development programs. The program
became effective January 1,1982. It authorizes several incentives for firms which -
invest or expand in one of the state's 62 designated enterprise zones. Although the
criteria for what constitutes an Enterprise Zone have changed over time, in essence
they define areas in which residents are relatively poor and have an unemployment
rate much higher than the statewide average.

- 9) Brownfield Redevelopment Tax Credit Program - The intent of the Brownfield
Redevelopment Tax Credit Program, also known as the abandoned property tax
credit, is to provide financial incentives for the redevelopment of
commercial/industrial sites owned by a governmental agency that have been
abandoned for at least three years due to contamination caused by hazardous
substances. The program also strives to create new jobs or retain existing jobs in the
facilities being redeveloped.

10) Capital Tax Credit Program - The intent of the Capital Tax Credit Program, also
known as the Small Business Investment Program, is to induce private investment

into new or growing Missouri small businesses, which will result in the creation of
new jobs and investment,

11) Community Development Corporation Tax Credit Program - The Community
Development Corporation (CDC) Tax Credit Program, also known as the Community
Bank Tax Credit Program, is a not for profit corporation whose board of directors is
composed of business, civic and community leaders, which organization's primary
purpose is to encourage and promote the industrial, economic, entrepreneurial,
commercial and civic development or redevelopment of a community or area,
including the provisions of housing and community economic development projects
that benefit low-income individuals and communities. CDC’s invest in new or
growing small businesses or certain types of real estate development in a designated
redevelopment area. The small businesses or housing projects that would receive
loans from the community banks or CDC's would then create new jobs and
investment opportunities in the redevelopment area.
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12) Community Bank Tax Credit Program - The Community Bank Tax Credit
Program is governed by Sections 135.400 through 135.430, RSMo. Community
banks invest in new or growing small businesses or certain types of real estate
development in a designated redevelopment area. The small businesses or housing
projects that would receive loans from the community banks would then create new
jobs and investment opportunities in the redevelopment area.

13) Youth Opportunities and Violence Prevention Tax Credit Program - The Youth
Opportunities and Violence Prevention Tax Credit Program’s intent is to broaden and
strengthen opportunities for positive development and participation in community
life for youth, and to discourage such persons from engaging in criminal and violent
behavior, '

14) Infrastructure Tax Credit Program - The Infrastructure Tax Credit Program is
designed to provide tax-exempt fixed-rate bond financing, tax-anticipation notes, and
long-term low-interest {oans to political subdivisions to fund infrastructure
improvements. Publicly-owned water, sewer, gas, electrical systems, streets, bridges,
rail spurs, storm water drainage and other publicly owned infrastructure facilities
which are available for use of the general public are eligible.

15) Development Reserve Fund Tax Credit - The Development Reserve Fund Tax
Credit Programi is designed to provide tax-exempt and taxable revenue bonds and
loan and bond guarantees for qualified projects.

16) Export Finance Fund - The Export Finance Fund is to provide assistance to those
Missouri businesses involved in export trade activities. Export trade activities
includes international marketing, research, advertising, product research and design,
transportation, communication, and processing of foreign orders to and for exporters,
etc. when such activities are undertaken to facilitate the export of goods or services
produced or assembled in Missouri.

17) Development Tax Credit Program - The purpose of Development Tax Credit
(DTC) program is to facilitate a business project in order to create new jobs. The
DTC offers state tax credits to eligible donors who make contributions to a non-profit
corporation for projects approved by the Missouri Department of Economic
Development.

18) Certified Capital Company Tax Credit - The Certified Capital Company (CapCo)
Tax Credit Program’s intent is to induce private investment into new or growing
Missouri small businesses, which will result in the creation of new jobs and
investment, by initiating the formation of private venture capital firms ("CapCos") that
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invest in small businesses. Certified capital companies are partnerships,
corporations, trusts or limited liability companies located, registered, and _
headquartered in Missouri that has as its primary business activity the investment of
cash in qualified Missouri businesses. CapCos must be certified by DED. However,
once a CapCo has been certified, DED does not have the authority to require a
CapCo to fund a project.

19) Missouri Historic Tax Credit Program - The Missouri Historic Tax Credit
Program’s intent is to aid in the redevelopment of historic structures in the State of
Missouri.

20) Small Business Incubator Tax Credit Program - The Small Business Incubator Tax
Credit Program’s intent is to generate private funds to be used to establish a
"protective business environment"” (incubator) in which a number of small businesses
can collectively operate to foster growth and development during their start up
periods. An incubator is defined as a program in which small units of space may be
leased by a tenant and in which management maintains or provides access to
business development services for use by tenants, or a program without infrastructure
in which participants avail themselves of business development services to assist in
the growth of their start-up small businesses.

21) Affordable Housing Tax Credit Program - The Missouri Housing Development
Commission (MHDC) was established in 1969 by the 75" General Assembly to assist
in the creation of affordable housing in Missouri. The legislature established a
Commission which is currently composed of ten members. The Governor,
Lieutenant Governor, the State Treasurer, and the Attorney General serve on the
Commission by virtue of office. The remaining six members are appointed by the
Governor for staggered terms of four years, with the advice and consent of the
Senate. These individuals must have demonstrated a concern for Missouri’s housing
needs. Any business firm which engages in providing affordable housing assistance
activities in the state of Missouri shall receive a tax credit as provided in section
32.115 if the commission or its delegate approves a proposal submitted by one or
more business firms for the provision of affordable housing units.

22) Bond Guarantee Tax Credit Program - The Bond Guarantee Tax Credit Program
allows owners of revenue bonds and notes issued for infrastructure facilities to take a
credit for unpaid principal of and accrued interest on those bonds if the borrower
defaults.

23) Tax Increment Financing Program - The Tax increment Financing Program (TIF) is
designed to make financing of public improvements easier for cities and counties
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and to provide incentive for private investment in defined areas. Tax increment
financing programs dedicate presumably incremental tax revenues generated by a
development to a special allocation fund. The revenues are used to repay the cost of
the project. Missouri law allows use of special fund revenues to directly pay for
project expenses-or to repay loans incurred to pay for the project.

In addition, effective August 28, 1998, the following tax credit programs were added
or changed:

1) Grape Growing or Wine Production Tax Credit - The Grape Growing or Wine
Production Tax Credit Program is effective for tax years ending after December 31,
1998. A corporation franchise (income) or personal income tax credit will be |
allowed for grape growers or wine producers in an amount equal to 25% of the
purchase price of all new equipment and materials used directly in the growing of
grapes or the production of wine in Missouri. The tax credit is limited to five tax
periods.

2) Film Production Tax Credit - The Film Production Tax Credit Program is effective
as of January 1, 1999. A corporation franchise (income), personal income, or
financial institutions (income) tax credit will be allowed for up to 50% of the amount
of investment in production or production-related activities by a qualified film
production company. A qualified film production company is a company with an
expected in-state expenditure budget in excess of $3 million. The tax credit is
limited to $500,000 per taxpayer and the total for all credits may not exceed $1
million per year. A five-year carryover is allowed for unused tax credits; however, all
carryover tax credits must be claimed within ten tax periods following the tax period
in which the film production or production-related activities occurred. The tax credit
may be sold, assigned, or transferred.

3) New Business Facilities and Enterprise Zones Tax Credits - The New Business
Facilities and Enterprise Zones Tax Credits state that an automobile manufacturer or
assembler that is located within an enterprise zone will be eligible for a strategic
initiative investment corporation franchise (income) tax refund. An eligible company
must have invested a minimum of $100 million in new facilities or equipment and
the tax credits for the company for the years 1994 through 1997 must have exceeded
the company’s total state income tax for those years by at least $20 million. The
rmaximum amount of refund per company is limited to $2 million a year.

In addition, for purposes of the new business facility and enterprise zone corporation

franchise (income) and personal income tax credits, the term “revenue producing
enterprise” would include services or training activities by a local exchange

9
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telecommunications company. Also, a refund of any business facility tax credit that
exceeds a taxpayer’s corporation franchise (income) or personal income tax liability
would be limited to employee-owned engineering, architectural, or accounting firms.

4) Neighborhood Assistance Tax Credit - The Neighborhood Assistance Tax Credit
Program is amended to state the 70% neighborhood assistance corporation franchise
(income) and personal income tax credits for contributions to programs related to
special program priorities or located in a city, town, or village with a population of
15,000 or less may not exceed $4 miilion in fiscal year 1999 and $6 million in fiscal
year 2000 and any subsequent fiscal year. When the maximum dollar limit on the
70% tax credit is reached, the tax credit would be reduced to 50% of the total
amount contributed. In addition, the total amount of all neighborhood assistance tax
credits allowed for any fiscal year may not exceed $28 million (formerly $22
million).

5) Small Business Investment Tax Credit - The Small Business Investment Tax Credit
Program is amended for the purposes of the small business investment corporation
franchise (income) and personal income tax credit, cooperative marketing
associations are exempt from the requirement that the business receiving the
investment must have annual revenues of $2 million or less. Also, a provision
making the tax credit ineligible to a principal owner, his or her spouse, any person
related to them, or any corporation, partnership, trust, or other entity that is

controlled, directly or indirectly, by them is not applicable to cooperative marketing
associations.

6) Historic Building Rehabilitation Tax Credit - The Historic Building Rehabilitation
Tax Credit Program is amended for historic building rehabilitation corporation
franchise (income), personal income, and financial institution (income) tax credit will
not be available to nonprofit entities. Eligible taxpayers may transfer, sell, or assign
the tax credits.

7) Abandoned Property Tax Credit - The Abandoned Property Tax Credit Program is
amended so that privately owned property may qualify for a tax credit against
corporation franchise (income), personal income, and financial institutions (income)
for abandoned property that is being remodeled or renovated if the city or county
approves the project. Previously, the tax credit was limited to property that reverted
to a governmental entity through donation, purchase, tax delinquency, foreclosure,
default, or settlement, including conveyance by deed in lieu of foreclosure. The tax
credit is not available to persons who intentionally or negligently caused the release
of hazardous substances on the property.

10
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Sales of any abandoned or underutilized property within five years of receiving tax
credits, grants, loans, or loan guarantees require repayment of a portion of the
owner’s investment. For purposes of the credit, the cost of demolition and asbestos
abatement may be included as an allowable cost. A city or county must provide
property tax abatement to an eligible project for at least 50% for ten to twenty-five
years, A taxpayer operating an eligible project may still claim the state tax credits
and the state tax exemption for a period not to exceed ten consecutive years;
however, a requirement that the tax credits and exemptions be claimed for a
minimum number of four tax periods was deleted. Also deleted was a provision that
restricted local governing authorities from granting incentive for periods in excess of
fifteen years. :

The remediation tax credits for the costs of material and labor expended by an
operator of an eligible project was amended to provide that 75% of any earned tax
credits would be issued when the remediation costs are paid, and the remaining
percentage may be issued when the Department of Natural Resources issues a Letter
of Completion or covenant not to sue following completion of the voluntary
remediation. Previously, earned remediation tax credits were approved only after the
Director issued a “No Further Action” letter or covenant not to sue following
completion of the remediation activities, or at the end of the tax period in which
costs were incurred and the equipment was capable of being operated, whichever
was earlier.

8) Transportation Development Tax Credit - The Transportation Development Tax
Credit Program is effective for tax years ending after December 31, 1998. A
corporation franchise (income), financial institution, or personal income tax credit
will be allowed for taxpayers in an amount equal to 50%. The tax credit is limited to
five tax periods.

There are currently four other tax credit programs that are administered by other state
agencies in addition to those tax credit programs administered by the Department of
Economic Development. They are:

1) Wood Energy Tax Credit - The Wood Energy Tax Credit Program is administered
by the Department of Natural Resources - Division of Energy under sections 135.300
to 135.311 RSMo, Cum Supp 1997. The program provides that a Missouri wood
energy producer to be eligible for a tax credit on income taxes due except for
withholding taxes. The program is a production incentive to produce processed
wood products in a qualified wood producing facility using Missouri forest product
residue. .

11
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The tax credit is five dollars per ton of processed material. The tax credit may be
claimed for a period of five years. Any amount of tax credit in excess of the tax due
is not refunded but may be carried over to subsequent taxable years. In addition, the
tax credit may be assigned to a third party.

2) Special Needs Child Adoption Tax Credit - The Special Needs Child Adoption Tax
Credit Program is administered by the Department of Social Services - Division of
Family Services under sections 135.326 to 135.339 RSMo, Cum Supp 1997. The
program provides that any Missouri resident who legally adopts a special needs child
on or after January 1, 1988 is eligible to receive a tax credit of up to ten thousand
dollars for nonrecurring adoption expenses for each child adopted. In addition, any
business entity that provides funds to an employee for a special needs child adoption -
is also eligible to receive a tax credit of up to ten thousand dollars for nonrecurring
adoption expenses for one child. The program is an incentive to individuals and
business entities to adopt special needs children.

The tax credit may be claimed for a period of five years. Any amount of tax credit in
excess of the tax due is not refunded but may be carried over to subsequent taxable
years. In addition, the tax credit may be assigned to a third party.

3) Shelters for Victims of Domestic Violence Tax Credit Program- The Shelters of
Victims of Domestic Violence Tax Credit Program is administered by the Department
of Public Safety under section 135.550 RSMo, cum supp 1997. The program allows
any Missouri taxpayer who contributes to a shelter for victims of domestic violence to
receive a tax credit in an amount equal to fifty percent of the amount the taxpayer
contributes not to exceed fifty thousand dollars per taxable year.

The director of the Department of Public Safety will at least annually determine
which facilities in the state may be classified as a shelter or victims of domestic
violence. The director will also establish a procedure by which the cumulative
amount of tax credits for this program are equally apportioned among all shelters.
The cumulative amount of tax credits which may be claimed by all the taxpayers
contributing to shelters of victims of domestic violence in any one fiscal year cannot
exceed $2,000,000.

4) Maternity Home Tax Credit Program - The Maternity Home Tax Credit Program is
administered by the Department of Social Services under section 135.600 RSMo,
cum supp 1997. The program allows any Missouri taxpayer who contributes to a
maternity home to receive a tax credit in an amount equal to fifty percent of the
amount the taxpayer contributes not to exceed fifty thousand dollars per taxable year.

12
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The director of the Department of Social Services will at least annually determine
which facilities in the state may be classified as a maternity home. The director will
also establish a procedure by which the cumulative amount of tax credits for this
program are equally apportioned among all shelters. The cumulative amount of tax

- credits which may be claimed by all the taxpayers contributing to- maternity homes in

any one fiscal year can not exceed $2,000,000.

Objectives

Scope

The evaluation and review had the following components: to determine the
effectiveness of the tax credit programs, the benefits of the program in relation to
expenditures, the goals of the tax credit programs, the development of indicators by
which the success or failure of a tax credit program may be gauged, the conformity of

the tax credit programs with legislative intent, and the impact of any federal grant
programs on the tax credit program.

The scope of the evaluation and review concentrated on the effectiveness and
efficiency of the Department of Economic Development, Tax Credit Program's use of
the various tax credits available to assist and expand Missouri’s base of business for
the time period of July 1, 1991 through June 30, 1998. The main areas considered in
the review were: to determine the effectiveness of the tax credit programs, the
benefits of the program in relation to expenditures, the goals of the tax credit
programs, the development of indicators by which the success or failure of a tax
credit program may be gauged, the conformity of the tax credit programs with

legislative intent, and the impact of any federal grant programs on the tax credit
program.

Methodology

The methodology used by the Oversight Division included tests of samples of
transactions and evaluations of management controls to the extent necessary to fulfill

evaluation objectives. A primary method used to measure objectives was conducting
personal interviews with agency personnel.

Additionally, the evaluation mcluded performing on-site testing of controls and
procedures,
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I
Chapter 2 - Fiscal Responsibility

Significant differences exist
between amounts reported in
statutorily required tax
expenditure reports and the
Department of Revenue’s
records of tax credits
claimed.

During Oversight's evaluation period, the State of Missouri
has had up to twenty-two different tax credits available for
use by businesses and individuals. The Department of
Revenue (DOR) reported amounts of tax credits claimed
annually increased from $34,072,569 in FY 93 to
$54,522,666 (60%) in FY 98 {(appendix A).

The Office of Administration (OA) is required by Section
33.282, RSMo to submit a tax expenditure budget to the
General Assembly as a part of the state’s overall budget. The
tax expenditure budget is prepared annually through a
contract with the University of Missouri (UM) - School of
Business and Public Administration. This tax expenditure
budget, which is prepared for a ten year period, is to include
the reduction in revenue collections for each fiscal year as a
result of each deduction, exemption, credit, or other tax
preference. To be an effective management and oversight
tool, this report should include accurate information
regarding tax expenditures.

Oversight's review of the tax expenditure report prepared in
January, 1997, noted significant differences between the tax
credits claimed according to DOR and the credits claimed
according to the UM tax expenditure report.

Oversight recommends that the Office of Administration, the
Department of Economic Development, and the Department
of Revenue reconcile differences between the tax
expenditure report and amounts reported as claimed to state
agencies and determine the cause for the differences. For
budgeting purposes, the Executive Branch is relying on
information regarding total tax credits claimed which may be
erroneous. This could result in inaccurate state revenue
forecasts.

14



The Department of Economic
Development does not
reconcile the amount of tax
credits it approves to the

--amount reported as approved

by the Department of
Revenue. The differences
have been as much as $14
million for one year.

Overall, the tax credit
programs administered by the
Department of Economic
Development lack fiscal
accountability.
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For fiscal years 1994 through 1997, Oversight found
significant differences between the individual tax credits
approved by the Department of Economic Development
(DED) and approved tax credits entered into the Department
of Revenue's (DOR) Tax Credit System Transaction Tracking
Report (see appendix B). These differences ranged from
approximately $300,000 in one fiscal year to over $14
million in another. During discussions with the tax credit
programs only two of the tax credit programs were aware of
the DOR report that reflects the amounts of tax credits that
DOR is allowing taxpayers. Without periodic reconciliation
between DED records and DOR reports, there are no
assurances that the proper amounts of approved tax credits
are being claimed by taxpayers. In effect, this inaccurate
recordkeeping could be resulting in large amounts of lost tax
revenues.

Oversight recommends that the General Assembly request
the Department of Economic Development (DED) work with
the Department of Revenue (DOR) to create and implement a
system that would allow for monthly reconciliation of tax
credits approved by DED and approved tax credits entered
into the DOR Tax Credit System Transaction Tracking Report.
Oversight also recommends that DED implement proper
controls to ensure the lntegrlty of their data.

Oversight's evaluation of the tax credit programs
administered by the Department of Economic Development
(DED) noted several accounting issues and monitoring
concerns. The accounting issues included lack of
reconciliations, lack of accounting information, and
preparation of tax credits in advance. The monitoring
concerns included non-verification of new jobs created,
proper utilization of investments, retention of financial and
compliance records for a project, and other statutory
requirements. The amount of tax credits authorized by DED
during Oversight's evaluation period increased from
approximately $64,000,000 in fiscal year 1993 to
approximately $150,000,000 in fiscal year 1998, an increase
of 134%. With fifty-five different financial incentive
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programs offered to businesses by DED, Oversight believes
that a separation of duties between those employees who
authorize financial incentives and those who monitor the
financial incentives within the programs is necessary.
Currently, the same employee who authorizes the financial
incentives for a business also reviews any reports submitted
and performs on-site monitoring of the business. In addition,
the State Auditor's Office has not performed an audit or
special review of the tax credit programs since March, 1992
(period ending June 30, 1991).

Oversight recommends that the General Assembly consider
funding an internal audit staff within the Department of
Economic Development to promote fiscal accountability.

Chapter 3 - Compliance Issues

Projecting the fiscal impact of
new or expanding tax credit
programs is difficult and
sometimes immeasurable,

As part of Oversight's review of the tax credit programs,
comparisons were made of actual fiscal impact of recently
implemented or changed tax credits to the fiscal notes
presented to the General Assembly during the passage of the
measures. In several instances, the Department of Economic
Development did not predict the financial loss to the state,
portraying an “unknown” fiscal impact. The Oversight
Division was also unable to obtain an accurate estimate of
the impact. For example, Senate Bill 827, passed during the
1998 legislative session contained numerous changes to
existing tax credit programs which were expected to generate
revenue losses of undetermined amounts. The bill also
created new tax credit programs. The fiscal effects of this
proposal remain unknown unti} tax filings reveal the
utilization of the credits,

The Department of Economic Development did not project
the fiscal impact of the Historic Preservation Tax Credit as it
passed through the legislature in 1997, At the time,
Oversight obtained historical data on the federal historic

16



OVERSIGHT DIVISION
Evaluation 1998
Tax Credit Programs

preservation tax credit. Based on that data, which was the
best information available, Oversight assumed a loss of state
funds of $2.8 million in fiscal year 1999 and $7.1 million in
fiscal year 2000. DED currently has on file applications that

could-resultin a loss-ef-statefiinds6f-$8:4-million-in fiscal
year 1999 and $35.6 million in fiscal year 2000. DED also
stated that there are other projects that are known but have
not submitted a state application. However, there is no
guarantee that all projects submitting an application will
reach completion and claim the tax credit.

Changes were made to the Qualified Research Expense Tax
Credit Program in 1998, which placed an accumulated cap of
$10 million on the program. DED estimated annual savings
of $1 million. In reviewing actual data received from DED
for tax credits authorized for fiscal year 1998 for Qualified
Research expenses, Oversight noted tax credits authorized of
$16.5 million. It appears the savings from the legislative
change may have been underestimated by DED in the
amount of $5.5 million annually.

As illustrated above, it is difficult and sometimes impossible
to predict the fiscal impact for new or expanded tax credits.
Oversight recommends the General Assembly consider
creating a review period for new or expanded tax credits,
perhaps the first three to five years following implementation.
During this time period, annual reporting of tax credits
authorized, tax credits used, and outstanding tax credits
could be utilized as a basis for determining the need for
adjustments to the programs for the purpose of maintaining
fiscal control. 1t appears the Joint Committee on Economic
Development Policy and Planning would have the statutory
authority for this review and could, if necessary, make
recommendations annually to the General Assembly
regarding specific tax credits. Such recommendations could
include reducing or increasing the amount of the percentage
of the tax credit, placing an annual or cumulative cap on the
credit, creating a mechanism for a revolving tax credit cap,
removing a tax credit cap, or eliminating certain tax credit
programs entirely. The Joint Committee should also work
with budget and appropriations staff in determining the
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The Department of Economic
Development Capital Tax
Credit Program prepared tax
credit authorization forms
more than six months in
advance of their effective
date.

The Department of Economic
Development - Capital Tax
Program does not verify that
businesses that receive tax
credits are in compliance
with statutory requirements.

General Assembly that could be used in making decisions
regarding legislative changes on current programs and
proposed new programs.

Oversight recommends that the General Assembly encourage
the Department of Economic Development and the Office of
Administration to comply immediately with Section
620.1300 RSMo, Cumm. Supp. 1997, and should consider
funding the study regularly every four years.

During Oversight’s evaluation of the Department of
Economic Development (DED) - Capital Tax Credit Program
(Program), we observed that tax credit authorization forms
had been prepared more than six months in advance of the
effective date of the program (fanuary 1, 1999). The program
has a statutorily established maximum authorized amount of
tax credits of $5,000,000. As of June 30, 1998 (six months.
prior to the effective date of the new program), the Program
had authorized the full amount of tax credits allowed by
statute. The post-dating of tax credit authorization forms that
are not supported by available funds circumvents the process
dictated in statute and DED policy and procedures. in
addition, these tax credits are provided on a first-come-first-
serve basis and therefore issuing credits six months in
advance provides an unfair advantage over other contributors
seeking the credits.

Oversight recommends that the Department of Economic
Development (DED) not allocate or authorize tax credits prior
to the funds being available for distribution.

The Capital Tax Credit Program {Program), also known as the
Small Business Investrment Program, is intended to induce
private investment in new or growing Missouri small
businesses which will result in the creation of new jobs and
investment. In 1994, a cumulative limit of $5,000,000 was
placed on the Program. As of June 30, 1998, the Program
had authorized $5,009,604 in Capital Tax Credits to fifty-two
companies with an investment of over $14,000,000. During
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Oversight's review of the Program we noted the following
concerns:

a. The Program has exceeded its statutory cumulative limit
by $9,604. The Program could not explain how orwhy this
happened.

b. The Program personnel do not verify that funds received
from investors are used for new capital improvements (i.e.
real estate, machinery and equipment, furniture and fixtures);
research and development; and certain working capital
expenditures, including new inventory, payroll,
advertising/marketing, professional services, and other
expenses approved by the Program. In addition, these funds
must be used in Missouri. The Program's guidelines and
procedures identify eligible uses of funds.

c. The Program personnel do not verify that qualified small
businesses are headquartered in Missouri and employ less
than one hundred employees. Section 135.400 (8), RSMo
1997, requires that businesses in this program be
headquartered in Missouri and employ no more than one
hundred employees.

d. The Program personnel do not verify that investments -
made in a qualified Missouri small business remains in the
qualified small business for at least five years from the date of
the investment. The Program's guidelines and procedures
establish a five-year minimum investment time period that a
qualified investment must remain in the business.

Without proper follow-up and monitoring, there is no
assurance that private investment in new or growing Missouri
small businesses is actually occurring. DED also cannot
properly assess the effectiveness of the tax credit program.

Oversight recommends that the that the General Assembly
encourage DED to examine and monitor these reported
investments at feast on a sample basis. In addition, DED
should discuss with the Department of Revenue tax credit
monitoring issues that would be of benefit to each agency.
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The Department of Economic
Development - Seed Capital
Program has not encouraged
investment of seed capital by
private sources in Missouri.

During Oversight's evaluation of the Seed Capital Program
(Program) it was noted that the Program had authorized
almost all of the tax credits allowed under current Missouri
law, but apparently has not encouraged investment of seed
capital by private sources in Missouri. Section 348.302.2
RSMo limits the total amount of seed capital tax credits to
five million dollars cumulatively. As of June 30, 1998, the
Program had authorized $4,820,918 in tax crédits. Of this
amount, $4,470,535 had been claimed on tax returns that
had been filed with the Department of Revenue. Seed credit
funds are trusts established by individual businesses which
are using the credits to raise money. The state, through these
tax credits, is financing 30% of the enterprises in exchange
for an indirect 10% ownership position in the businesses
through the economic development agencies licensed by
DED. According to a study by PricewaterhouseCoopers,
venture capital investments generally will be successful
approximately 10% to 15% of the time. Seed (or initial)
investments are the earliest stage of venture capital
investment; therefore, the chances of seed investments
paying off are probably less than 10% to 15%.

State tax credits should be used to "leverage” private venture
capital in Missouri thus increasing the number and amount of
start-up deals and increasing the chances of successful start-
ups. The "hot" new areas for start-up companies, computer
and biotechnology, tend to be expensive even to begin.
Oversight noted one seed capital investment effort that used
approximately $2,000,000 of the available credits
(representing over $6,500,000 worth of investment) that was
not successful. Oversight reviewed The Moneytree™ survey
and noted four seed capital investments in the Midwest
region during the second quarter of 1998. The average
investment was over $1.25 million. The average investment
for seed capital deals nationally was over $2.7 million. The
state is limited in the number and type of seed capital
projects in which it can encourage participation. If all
$5,000,000 in tax credits were available right now, Missouri
could leverage only four "average" seed capital deals.
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The Department of Economic
Development - Enterprise
Zone Tax Credit Program
does not verify jobs created
or the amount of investment
required by the creation or
expansion of a business.
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Oversight suggests that there are two possible approaches
which could ensure continuing support for seed/initial
investments in Missouri. They are that:

a) the General Assembly consider authorizing enough
new credits to leverage a "critical mass" of different
investments by private investors so that qualified
investment companies would continue to make
investments even after they have used available
credits. This would probably require authorization of
a comparatively large aggregate amount of credits
{$50,000,000), or

b) the state could consider making a certain amount of
seed/initial capital credits available on a continuing
basis. For example, instead of having an aggregate
limit of $5,000,000 on seed capital credits, have
$5,000,000 in credits available at any given time. As
credits are used, DED could approve new credits but
there would never be more than $5,000,000
outstanding at any one time. A "revolving” credit
would allow flexibility to take advantage of them.

In addition, Oversight also recommends that if the
General Assembly would opt to make significant
additional seed capital incentives available then
persons involved in operating qualified investment
funds should at a minimum meet the Smal! Business
Administration standards for operators of Small
Business Investment Companies.

Oversight noted during the evaluation of the Department of
Economic Development (DED) - Enterprise Zone Tax Credit
Program (Program) that the Program does not require specific
verification of new jobs created and minimum investment
required as a result of the creation or expansion of a business.
The Program accepts the information provided by the
applicant and does not verify the information. Program
policies state that to receive enterprise zone tax credits a new
or expanded business must create and retain two new jobs
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The Department of Economic
Development - Enterprise
Zone Tax Credit Program is
not monitoring enterprise
zone applicants in a timely
manner,

and have a new investment of $100,000 each year. Current
Program policies require businesses to list the aggregate
number of jobs in comparison to the base year. If there is an
increase of over two jobs and $100,000 in new investment
the tax credit is recalculated and approved. As a result the
state may be granting enterprise zone tax credits to those
businesses that did not create or retain new jobs or the
minimum amount of investment,

The Department of Economic Development (DED) has been
accepting information on over $60 million in enterprise zone
tax credits at face value, without verifying data or physically
viewing sites. During Oversight's evaluation of DED's -
Enterprise Zone Tax Credit Program (Program) it was noted
that the Program has not been performing internal reviews of
enterprise zone tax credit applicants. Oversight requested a
listing of internal reviews performed for the evaluation period
and noted that only one internal review had been performed
since October, 1993. The Program has only two FTEs
dedicated to this program, a professional employee and a
clerical employee. In addition, these FTEs are also
responsible for the New and Expanded Business Facility Tax
Credit Program. Current DED policies require businesses to
list investments generated and the increase in the aggregate
number of jobs in comparison to the base year each year.
This information allows DED to recalculate the tax credits
applicable for that tax year. For a business to receive
enterprise zone tax credits the business must have created at
least two new jobs and $100,000 of new investment at a
project site. The state has been unable to perform any other
type of analysis other than reviewing the mathematical
accuracy of the re-application information each year. As a
result, all the information submitted by the applicant is
usually accepted at face value. Thus the state may be
granting enterprise zone tax credits to those companies that
did not actually meet the required specifications.

Oversight recommends that the Department of Economic
Development (DED) perform on-site internal reviews of the
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Not all proposals for. - -
neighborhood assistance tax
credits submitted to the
Department of Economic
Development included the
required written local public
authority endorsement.

The Department of Economic
Development - Neighborhood
Assistance Tax Credit
Program has not maintained
financial and compliance
audit records of projects as
required by the project
agreement.
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applicants on a sample basis to verify the compliance with
statutory requirements.

When an organization applies for neighborhood assistance
tax credits with the Department of Economic Development
(DED), the application is required to include written
documentation that the local political subdivision supports
the purpose and scope of the need for the neighborhood
assistance program project. In evaluating the DED -
Neighborhood Assistance Tax Credit Program (NAP),
Oversight noted that not all proposals for neighborhood
assistance tax credits submitted to the Department of
Economic Development included the required written local
public authority endorsement of the project. The NAP is not
in compliance with its own rules and regulations, 4 CSR 85-
2.020, which states that in no case shall a neighborhood
assistance project be approved that does not include the
written endorsement of the local public authority. Approving
applications without written documentation of support from
the local political subdivision could leave the state
responsible for a project that may not be wanted or needed in
a locale.

Oversight recommends that the Department of Economic
Development (DED) comply with the rules and regulations of
the program.

Upon approval of a neighborhood assistance project, the
Department of Economic Development (DED) -
Neighborhood Assistance Tax Credit Program (NAP) enters
into an agreement with the project administrator that requires
non-discrimination, a certain time period for the project to be
completed, and retention of financial and compliance audit
records. DED - NAP is not in compliance with provisions of .
the NAP project agreement concerning the retention of
financial and compliance audit records. Article VIII of the
NAP project agreement states that if the amount of tax credits
authorized to donors equals $25,000 or more, a financial and
compliance audit of the NAP project is to be submitted to
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DED no later than six (6) months after the close of the NAP
fund-raising period. During Oversight's evaluation of NAP
projects, DED has not retained financial and compliance
audit records for all projects reviewed. These financial and
compliance audit records provide an independent verification
that the NAP project is meeting the provisions of the project
agreement.

Oversight recommends that the Department of Economic
Development (DED) - Neighborhood Assistance Program
(NAP) obtain and retain the financial and compliance audit
records for NAP projects as required by the NAP project
agreement.

Chapter 4 - Qutside Compensation

A Department of Economic
Development employee is
receiving compensation from
an outside organization that
could result in a conflict of
interest.

During Oversight's evaluation of the tax credit programs
administered by the Department of Economic Development
(DED), it was noted that a key employee of DED was
receiving compensation from an outside not-for-profit
organization. Apparently, DED is in agreement with the
situation which results in this employee being paid saianes
both by DED and the not-for-profit organization
simultaneously. The not-for-profit organization works closely
with DED in the attraction and expansion of economic
development in Missouri. However, members of this
organization are businesses in Missouri who have benefitted
or could possibly benefit from financial incentive programs
administered by DED. While no evidence of inappropriate
situations came to our attention during the program
evaluation, such an arrangement could create the appearance
of an ongoing conflict of interest. DED explained that this
outside organization assists the department by paying for
items that may not be allowed under state spending
restrictions such as gifts to foreign business persons and
entertainment costs which exceed normal state business
guidelines.
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Oversight recommends that the General Assembly request
the Department of Economic Development (DED) to
implement a policy prohibiting employees from engaging in
activities which might conflict or give the appearance of a
conflict with-their DED duties. In addition, Oversight
recommends the General Assembly consider increasing the
funding for key positions to 100%.
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Chapter 5 - Conclusion and Recommendations

The Department of Economic Development includes four main employee groups
whose responsibilities focus on executing statutory requirements and department
policy in the areas of Business Development, Business Expansion and Attraction,
Community Development, and Workforce Development. These groups of
employees work with local communities to help firms create jobs, increase sales, find
and train qualified workers, identify sites and obtain financing support to locate or
expand in Missouri as well as promote capital investment and the self-sufficiency of
communities in the state. To assist them in this effort, the General Assembly has
enacted laws authorizing twenty-two tax credit programs. They are as follows:
Neighborhood Assistance Program, Business Use Incentives for Large-Scale
Development Act, Jobs Training Tax Credit Program, Low-income Housing Tax Credit
Program, Seed Capital Program, Qualified Research Expenses Tax Credit Program,
New or Expanded Business Facility Tax Credit Program, Enterprise Zone Tax Credit
Program, Brownfield Redevelopment Tax Credit Program, Capital Tax Credit
Program, Community Development Corporation Tax Credit Program, Community
Band Tax Credit Program, Youth Opportunities and Violence Prevention Tax Credit
Program, Infrastructure Tax Credit Program, Development Reserve Fund Tax Credit,
Export Finance Fund, Development Tax Credit Program, Certified Capital Company
Tax Credit, Missouri Historic Tax Credit Program, Small Business Incubator Tax
Credit Program, Missouri Housing Development, Bond Guarantee Tax Credit
Program and Tax Increment Financing Program.

The above tax credits resulted in authorized deductions from state tax liabilities of
$150,000,000 in state fiscal year 1998. The amount of authorized tax credits
increased 134% in five years, from fiscal year 1993 to fiscal year 1998. However,
the authorization to receive a tax credit does not always result in the immediate
utilization of that credit and loss of revenue to the state. This is evidenced by the fact
that only $54 million of the $150 million authorized in FY 98 was claimed that year.
Many of the tax credits have carry-back and carry-forward provisions to allow
taxpayers the option of reducing not only the current year’s tax bill, but previous and
subsequent years’ tax bills.

Oversight's evaluation of the DED Tax Credit Programs focused on the periods July,
1991 through June, 1998.

Are the tax credit programs being effectively administered?
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In its evaluation of the accounting systems, Oversight noted significant differences
exist in records of various departments. For instance, tax credits claimed according
to the Department of Revenue and tax credits claimed according to the University of
Missouri Tax Expenditure Report did not agree. For budgeting purposes, the
Executive Branch is relying on information regarding total tax credits claimed which
may be erroneous. For fiscal years 1994 through 1997, Oversight also found
significant differences between the individual tax credits approved by the DED and
the Department of Revenue’s tax credit tracking report. These differences ranged
from approximately $300,000 in one fiscal year to over $14,000,000 in another.
Without periodic reconciliation between DED records and DOR reports, there are no
assurances that the proper amounts of approved tax credits are being claimed by
taxpayers. In effect, this inaccurate recordkeeping could be resulting in large
amounts of lost tax revenues. The tax credit programs have varying time periods
over which a taxpayer may claim an approved credit, ranging from one to fifteen
years. DED is not able to determine how much of an approved tax credit has been
claimed, when it was claimed, or how much remains to be claimed. Because DED is
now approving over $100 million in new tax credits annually, accurate records of the
amount of tax credits approved, claimed and outstanding are essential to effectively
project the potential reduction of revenue to the state as a result of the future use of
outstanding credits. Overall, Oversight concludes the tax credit programs
administered by DED lack fiscal accountability. Among Oversight’s
recommendations is the implementation of an internal audit function within the
Department.

The application procedures for tax credit programs in Missouri appear to be
cumbersome. A businessperson must fill out separate applications for each of the
twenty-two tax credit programs for which he or she is interested. There is no well
defined path for someone seeking tax credits. The state should make its activities as
rational and user-friendly as possible. Oversight recommends the DED develop a
classification system which could be used to guide applicants to the most appropriate
incentive programs.

Are the tax credits working?

Oversight noted a few areas which may warrant further consideration by the
legislature. Oversight made comparisons of actual fiscal impact of recently
implemented or changed tax credits to the fiscal notes prepared during the passage of
the proposals. The Department of Economic Development was not always able to
predict the financial loss to the state reflecting an “unknown” fiscal impact. It is
difficult and sometimes impossible to predict the fiscal impact of new or expanded
tax credits. Oversight recommends the General Assembly consider creating a review
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period for new or expanded tax credits, perhaps the first three to five years following
implementation. Oversight also noticed that the Export Finance Fund tax credit has
not been utilized since its inception in 1982. The DED has not received any income
disbursed any funds, or authorized any tax credits for this program. .Consequently,

’

Oversight recommends consideration be given to repealing the section of law which
created it.

In determining whether tax credits are resulting in their intended benefits, Oversight
looked at the data collected by the DED. For instance, the Capital Tax Credit
Program, also known as the Small Business Investment program, is intended to
induce private investment in new or growing Missouri small businesses which will
result in the creation of new jobs and investment. During our review, we noted that
the statutory fimit on the amount of these credits was exceeded: that program
personnel do not verify funds received from investors are used for new capital
improvements, research and development, and certain working capital expenditures;
that program personnel do not verify qualified small businesses are headquartered in
Missouri and employ less than one hundred employees; that program personnel do
not verify investments made in a qualified Missouri small business remains in the
qualified small business for at least five years from the date of the investment. The
DED also does not require verification of new jobs created and minimum investment
required as a result of the creation or expansion of a business in the Enterprise Zone
Tax Credit Program. As a result of the DED accepting information submitted at face
value, without proper follow-up and monitoring, there is no assurance that private
investment in new or growing Missouri small businesses is actually occurring and
companies are meeting the required specifications. Oversight believes that DED
cannot properly assess the effectiveness of tax credit programs in the absence of such
important information.

State statutes require an independent cost benefit analysis be prepared once every
four years, beginning in 1997, to evaluate the effectiveness of all programs operated
by the DED for which DED approves tax credits, loans, loan guarantees, or grants.
Such an evaluation, though it would likely be extremely beneficial to fegislative
decision-makers, has never been completed as described in the law.

Oversight recommends the General Assembly consider the following legislative
changes:

Consideration of repealing Section 100.250 (5) RSMo, relating to the Export
Finance Credit.
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Consideration of a legal requirement for taxpayers to supply documentation or
verification of Qualified research expenses incurred before DED may issue the
tax credits.

Consideration of a review period for new or expanding tax credit programs,
perhaps during the first three to five years following implementation.

Consideration of changes to seed capital incentives, sufficient to ensure
continuing support for seed/initial investments in Missouri.

Oversight recommends the following administrative changes:

The Office of Administration, Department of Economic Development and the
Department of Revenue should immediately work to reconcile differences
between the tax expenditure report and amounts reported as claimed to state
agencies.

The DED should work with the DOR to create and implement a system that
would allow for monthly reconciliation of tax credits approved by year, tax
credits claimed by year, and tax credits outstanding by year approved. In
addition, proper controls should be put into place to ensure the integrity of the
data. For budgeting purposes, the General Assembly should be advised on the
total potential tax credits outstanding with predictions on the expected
amounts to be claimed annually.

The DED should implement monitoring, reporting and/or compliance
procedures to ascertain that those receiving tax credits have met the
requirements of the various tax credit programs. This could include on-site
reviews of the applicants on a sample basis, monitoring reported investments
on a sample basis, obtaining financial and compliance audit records, etc. In
addition, the DED should consider working with the DOR in on-site or audit
activities of the tax credits.

To ensure fiscal accountability, the DED should consider forming an internal
audit staff to oversee the implementation of accounting systems and the
ongoing monitoring of the Department’s accounting matters.

The DED should develop a classification system, and streamline the

application forms to simplify the tax credit application process and make it
more user-friendly.

33



OVERSIGHT DIVISION
Evaluation 1998
Tax Credit Programs

Oversight acknowledges the complexity and diversity of the tax credit programs
administered by DED. This report was focused on the broad spectrum of tax credit
programs. No effort was made to evaluate the twenty-two tax credit programs
individually.

Official responses from the Department of Economic Development and the Office of
Administration are included as appendices to this report. We acknowledge the
cooperation and assistance of the Department of Economic Development during the
evaluation process.

We did not examine departmental financial statements and do not express an opinion
on them.

ée Jarr@f\, CGFM

Director
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((MISSOURI

U DEPARTMENT OF ECONOMIC DEVELOPMENT

Mel Carnahan Joseph L. Driskill
Governor Director
June 3, 1999
Jeanne Jarrett, CPA, Director
Oversight Division

Committee on Legislative Research
State Capitol, Room 132
Jefterson City, MO 65101

Dear Jeanne:

Attached is the Department of Economic Development's response to the tax credit
review performed by your staff dated December 1998. We submitted a response to an
earlier version of this report but wanted to ensure that we accurately responded to the
changes made in this most recent version.

I would like to make a general comment about my concern that the examples of
incentives used in the review do not indicate the positive effects that tax credit programs
have on Missouti's economy. As you know, the Department of Economic Development is
required by law to perform a cost/benefit analysis on each use of discretionary resources to
prove the likely fiscal return to the state. In the narrative of the review, reference is only
given to the "cost" of tax credit programs and no mention in made of the positive effects of
these programs. A balanced view of the costs and benefits of Missouri's tax credit programs
would likely better reflect their actual impact on the economy of the state.

While we do not concur with all of the findings in your review, I believe that many
of the issues raised by your staff will be very helpful to us as we continue to improve the
quality of our tax credit program setvices. I particularly want to express my appreciation to
your staff for the professional manner in which they conducted themselves. They were

thorough in their examination of our records and offered helpful suggestions to our
management and program staff.

1f you have any questions regarding our response, please feel free to contact me or
Mark Rehagen at 751-4996.

ry truly yours,
nwy)
seph L. Driskill

c: Julie Gibson

P.O. Box 1157 » 301 W. High, Rm. 680 * Jefferson City, MO 65102-1157 ¢ Homepage:www.ecodev.state.mo.us
(573) 751-4962 @ Fax (573) 751-7258




Department of Economic Development

Responses to Tax Credit Review
Conducted by the Oversight Division and dated December, 1998

FINDING #1 (Page 14)
Significant differences exist between amounts reported in statutorily required tax
expenditure reports and the Department of Revenue’s records of tax credits claimed.

RECOMMENDATION (Page 14, paragraph 5)

Oversight recommends that the Office of Administration, the Department of Economic
Development, and the Department of Revenue reconcile differences between the tax expenditure
report and amounts reported as claimed to state agencies and determine the cause for the
differences.

AGENCY RESPONSE

Any difference between the Department of Economic Development s reports and reports
generated by other agencies may be due to the timing difference between the authorization of tax
credits and their redemption. For example, when the Department of Economic Development
(DED) issues a tax credit and informs other agencies that it has been issued, that credit may be
redeemable in a future fiscal year. In several instances, the tax credits can be “carried
forward” for a period of up to twenty years. Therefore, our reports indicating tax credits issued
very seldom will match a report of tax credit redemption during that same year, since the DED
does not know and cannot predict with great accuracy in which year the texpayer with the tax
credit will redeem such credit, if ever.

To help alleviate this issue, however, the DED has made significant progress in developing a
new, automated tax credit reporting system that will be in place within the next few months. This
new reporting system will provide up-to-date information to the Department of Revenue (DOR)
on tax credits issued. In the course of meetings with the Department of Revenue, we have also
discussed ways of offering this system to DOR so that their staff can enter tax credit redemption
data. This inter-departmental cooperation will eliminate the need for dual accounting systems
and would provide for better reconciliation of credits issued and credits claimed.

FINDING #2 (Page 15)
The Department of Economic Development does not reconcile the amount of tax credits
it approves to the amount reported as approved by the Department of Revenue. The
differences have been as much as $14 million for one year.

RECOMMENDATION (Page 15, paragraph 5) -

Oversight recommends that the General Assembly request the Department of Economic
Development (DED) work with the Department of Revenue (DOR) to create and implement a
system that would allow for monthly reconciliation of tax credits approved by DED and
approved tax credits entered into the DOR Tax Credit System Transaction Tracking Report.
Oversight also recommends that DED implement proper controls to ensure the integrity of their
data.

AGENCY RESPONSE
See response to Finding #1 above.




FINDING #3 (Page 15)
Overall, the tax credit programs administered by the Department of Economic
Development lack fiscal accountability.

RECOMMENDATION (Page 16, paragraph 1} '
Oversight recommends that the General Assembly consider funding an internal audit staff within
the Department of Economic Development to promote fiscal accountability. -

AGENCY RESPONSE

The DED believes that it has done a good job of protecting the interests of all taxpayers with the
limited resources appropriated for this task and with the statutory authority given to exercise
administrative oversight. Further, the DED believes there are no substantial fiscal
accountability problems in the administration of the tax credit programs. However, the DED
approached the Office of Administration, Division of Budget and Planning to request Sfunding for
a compliance unit to ensure laxpayers are complying with applicable laws in each instance.

FINDING #4 (Page 16)
Projecting the fiscal impact of new or expanding tax credit programs is difficult and
sometimes immeasurable.

RECOMMENDATION (Page 17, paragraph 17)
Oversight recommends the General Assembly consider creating a review period for new or
expanded tax credits, perhaps the first three to five years following implementation.

AGENCY RESPONSE

The DED agrees that projecting the fiscal impact of new or expanding tax credit programs is
difficult and sometimes immeasurable. This is especially true when new programs are created,
" at which time no history of use within the state can be used to estimate the impact of the
program. It is usually less difficult to estimate a change 1o an existing program, since
assumptions generally can be made to already existing information.

Included in legislation which passed this session (TAFP HB 701) is a provision which creates
general oversight and reporting provisions for all tax credit programs administered by the
Department of Economic Development and the Missouri Development Finance Board. These
new reporting requirements will provide the General Assembly with additional information on
the state's tax credit programs on an annual basis with which to assess their effectiveness.

FINDING #5 (Page 18)
Businesses seeking financial incentives are not able to find consistent assistance because
econiomic development incentives have been enacted in an ad hoc manner.

RECOMMENDATION (Page 18, paragraph 4; page 19, paragraphs 1 and 2)

Oversight recommends the General Assembly consider establishing a joint interim committee to
examine existing programs to see how they fit into the classifications developed by DED.
Programs which serve the same purpose might be merged and, if some areas are not served by an
incentive program, new programs to serve those areas should be considered. As noted in this
report (finding 8), the General Assembly should appropriate money for a study of all state
economic development programs, which would result in “rationalization” of those programs.




The state of Ohio is currently undertaking such a study. In addition, DED should work with the
General Assembly to identify those legislative changes that need to be made to facilitate the
implementation of a one-stop application process.

AGENCY RESPONSE

The various tax credit programs and other financial incentives administered by DED have been
proposed and approved by the General Assembly over the past 21 years. Obviously, different
General Assemblies have written legislation in a variety of ways, depending on when it was
approved and the type of tax credit or other incentive considered. In many cases, tax credits or
other incentives that were enacted were not originally conceived by DED. Some of the tax
credits and other incentives were not supported by DED.

Even though the various tax credit and other incentive programs appear to be different in many
aspects, most of the programs have great similarities. In most cases, businesses and local
development organizations do not have great difficulty in understanding the operation of tax
credit or other incentive programs operated by DED. Persons seeking information regarding
the incentive programs applicable to their situations may access the Finance Network on the
DED Internet site at ecodev.state.mo.us\cd\finance.

While the DED would welcome an opportunity to participate in a project to make the DED tax
credit programs and other incentives more customer friendly, the DED does not believe it is
necessary to form a joint interim committee to accomplish this. The DED would offer it services
to any member or standing commitiee of the General Assembly to begin working on this issue.

FINDING #6 (Page 19)
The Export Finance Fund tax credit has not been utilized since its inception.

RECOMMENDATION (Page 19, paragraph 4)
Oversight recommends that the General Assembly consider legislative changes that would repeal
Section 100.250 (5) (Export Finance).

AGENCY RESPONSE

The DED has already proposed that the legislation creating the Export Finance Fund tax credit
program be repealed, due to lack of interest and demand from our customers and those of the
Missouri Development Finance Board.

FINDING #7 (Page 20)
The Department of Economic Development does not have in place a system to monitor
the amount of tax credits approved, claimed, and outstanding.

RECOMMENDATION (Page 20, paragraph 2)

Oversight recommends that the General Assembly request the Department of Economic
Development (DED) work with the Department of Revenue (DOR) to create and implement a
system that would allow for monthly reconciliation of tax credits approved by DED and
approved tax credits entered into the DOR Tax Credit System Transaction Tracking Report.
Oversight also recommends that DED implement proper controls to ensure the integrity of their
data. :

AGENCY RESPONSE
See response 1o Finding # 1 above.



FINDING #8 (Page 20) :
The Department of Economic Development does not have in place verification
procedures of eligible expenses for the Qualified Research Expense Tax Credit.

RECOMMENDATION (Page 20, Paragraph 2)

Oversight recommends that the General Assembly consider a legislative change requiring
documentation or verification of qualified research expenses incurred before issuing the tax
credits.

AGENCY RESPONSE

In 1997, the DED put into place a policy that requires applicants for a Qualified Research
Expense Tax Credit to submit either a federal form 6765 or a worksheet detailing the research
expenses of the company. DED staff do not process Qualified Research Expense Tax Credit
applications without this verification. By signing the application form, the taxpayer certifies that
the information submitted is correct and complete, and is otherwise subject to prosecution if the
information on the application is false or misleading.

FINDING #9 (Page 21)
The statutory independent cost benefit analysis to evaluate the effectiveness of tax credit,
loan, loan guarantee, or grant programs administered by the Department of Economic
Development has not been performed.

RECOMMENDATION (Page 22, paragraph 1)

Oversight recommends that the General Assembly encourage the Department of Economic
Development and the Office of Administration to comply immediately with Section 620.1300
RSMo, Cumm. Supp. 1997, and should consider funding the study regularly every four years.

AGENCY RESPONSE

Although the General Assembly has required the Office of Administration to hire a firm to
perform the statutory independent cost benefit analysis, this effort has not yet been funded. Even
though it is not our statutory responsibility, the DED requested funds for FY 99 for this purpose,
but the request was not approved.

During this current fiscal year, the DED secured the contractual services of a major
international accounting firm to conduct an independent tax credit review. Several state
agencies, including the Qffice of Administration, and groups outside of state government, have
provided funding assistance to make this tax credit review possible. The desired outcome of the
study is a benefit/cost analysis of all of the tax credit programs administered directly by our
department and those of the Missouri Development Finance Board. The results of that study are
expected by the early part of summer of 1999.

FINDING #10 (Page 22)
The Department of Economic Development Capital Tax Credit Program prepared tax
credit authorization forms more than six months in advance of their effective date.

RECOMMENDATION (Page 22, paragraph 3)
Oversight recommends that the Department of Economic Development (DED) not allocate or
authorize tax credits prior to the funds being available for distribution.



AGENCY RESPONSE

During the 1998 legislative session, the General Assembly approved HB 1656, which authorizes
an additional $8,000,000 of tax credits in the Capital Tax Credit Program, effective

January 1, 1999, since the 85,000,000 of tax credits previously authorized had been fully
expended. After Governor Carnahan signed the legislation into law, the DED staff resumed its
review of Capital Tax Credit applications and prepared tax credit “authorizations” for all
eligible projects. These authorizations were held in the Office of Business Finance and were
mailed after January 1, 1999, the effective date of the Capital Tax Credit section of HB 1656.
Staff in the DED believe it would have been an inefficient use of time fo wait until January 1,
1999, to begin their review of those same projects.

FINDING #11 (Page 22)
The Department of Economic Development — Capital Tax Program does not verify that
businesses that receive tax credits are in compliance with statutory requirements.

RECOMMENDATION (Page 23, paragraph 5)

Oversight recommends that the General Assembly encourage the Department of Economic
Development to examine and monitor these reported investments at least on a sample basis. In
addition, DED should discuss with the Department of Revenue tax credit monitoring issues that
would be of benefit to each agency.

AGENCY RESPONSE

The DED has not exceeded its statutory cumulative limit in the Capital Tax Program by 39,604,
as was stated in part “a” of the Oversight Division’s narrative on this issue. There were two
applications for tax credits that were received and in the database, but an official authorization
has not been made. Staff have authorized $4,998,004.11 in tax credits. This situation was

discussed with Oversight staff during the audit.

Parts “b” through “d” of this finding relate 1o verification of compliance with statutory
requirements by DED staff. The DED requires approved companies to submit verification at
least annually regarding the eligibility requirements stated in the statutes. The compamies
declare in writing that the information is correct and complete.

Even though the DED does not believe there is misuse or misrepresentation by applicants in this
program, the DED approached the Office of Administration, Division of Budget and Planning, to
request funding for a compliance unit to ensure program applicants are complying with
applicable laws.

FINDING #12 (Page 23)
The Department of Economic Development ~ Seed Capital Program has not encouraged
investment of seed capital by private sources in Missouri.

RECOMMENDATION (Page 24, paragraph 2; page 25, paragraphs 1, 2 and 3)
Oversight suggests there are two possible approaches which could ensure continuing support for
seed/initial investments in Missouri. They are that:

e The General Assembly consider authorizing enough new credits to leverage a
“critical mass” of different investments by private investors so that qualified
investment companies would continue to make investments even after they have used




available credits. This would probably require authorization of a comparatively large
aggregate amount of credits ($50,000,000), or

e The state could consider making a certain amount of seed/initial capital credits
available on a continuing basis. For example, instead of having an aggregate limit of
$5,000,000 on seed capital credits, have $5,000,000 in credits available at any given
time. As credits are used, DED could approve new credits but there would never be
‘more than $5,000,000 outstanding at any one time. A “revolving” credit would allow
flexibility to take advantage of them. ) - -

In addition, Oversight also recommends that if the General Assembly would opt to make
significant additional seed capital incentives available then persons involved in operating
qualified investment funds should at a minimum meet the Small Business Administration
standards for operators of Small Business Investment Companies.

AGENCY RESPONSE

As of July 31, 1998, the DED had authorized 4,848,418 in Seed Capital tax credits of the
85,000,000 authorized. Hence, unless the 85,000,000 cap is lifted oF the program is made into a
revolving tax credit program as recommended by the Oversight Division, this program is
virtually extinct.

However, through House Bill 1656, passed by the General Assembly during the 1998 Legislative
Session and signed by the Governor, the ceiling on the Seed Capital Tax Credit Program was
raised by $4 million dollars for investmenis made into distressed communities and the amount of
the credit was increased to 50% from 30%.

The DED has long recognized the need for greater seed capital availability in order 1o ensure
Missouri has a strong economic future. In response to that need, the DED entered into a
partnership with various local development organizations to assist in writing legislation, known
as the “New Enterprise Creation Act", which was passed this legislative session as part of TAFP
SB 518. The legislation, if signed, would commit twenty million dollars over four years (five
million dollars per year) 1o provide qualified, very early stage businesses with a portion of the
“seed” capital they need in order to raise their chances of success. Money in the seed capital
fund would be obtained by the offering of 100% state income tax credits in exchange for
contributions to the fund. The legislation would establish the Missouri Seed Capital Investment
Board at the state level 1o provide governance and oversight for the program and would
authorize the creation of local seed capital funds in conjunction with the state's innovation
centers. The local seed capital funds would be required 1o employ professional fund managers to
operate the local seed investment programs.

The Missouri Seed Capital Investment Board, in consultation with the Director of the
Department of Economic Development, would approve the professional managers employed by
the local seed capital fund investment programs according to criteria similar to that employed by
the U.S. Small Business Administration Small Business Investment Program.

FINDING #13 (Page 25) ‘
The Department of Economic Development — Enterprise Zone Tax Credit Program does

not verify jobs created or the amount of investment required by the creation or expansion
of a business.




AGENCY RESPONSE ,
Businesses that provide false or misleading information regarding the number of new jobs
created or the amount of private funds invested in an expansion or location project are subject to
prosecution under the state’s tax laws.

Although the statutes do not require the DED to verify the number of new jobs created as a result
of the provision of Enterprise Zone tax benefits, the DED plans to use information recently made
available from the Department of Labor and Industrial Relations (DOLIR), Division of
Employment Security (ES), and other state, federal and local agencies to supplement information
provided by employers of new jobs actually created. This will be a more reliable and efficient
method of verification than solely collecting it from businesses.

Even though the DED does not believe there is misuse or misrepresentation by applicants in this
program, the DED approached the Qffice of Administration, Division of Budget and Planning to
request funding for a compliance unit to ensure taxpayers are complying with applicable laws.

FINDING #14 (Page 26)
The Department of Economic Development — Enterprise Zone Tax Credit Program is not
monitoring enterprise zone applicants in a timely manner.

RECOMMENDATION (Page 26, paragraph 1)

Oversight recommends that the Department of Economic Development (DED) perform on-site
internal audits of the applicants on a sample basis to verify the compliance with statutory
requirements.

AGENCY RESPONSE

Although the statutes do not require the DED to perform on-site audits of Enterprise Zone Tax
Credit projects, it would be a good business practice to perform such audits. Even though the
DED does not believe there is misuse or misrepresentation by applicants in this program, the
DED approached the Office of Administration, Division of Budget and Plarming to request
funding for a compliance unil to ensure taxpayers are complying with applicable laws.

FINDING #15 (Page 26)
Not all proposals for Neighborhood Assistance tax credits submitted to the Department of
Economic Development included the required written local public authority endorsement.

RECOMMENDATION (Page 27, paragraph 2)
Oversight recommends that the Department of Economic Development — Neighborhood
Assistance Tax Credit Program comply with the rules and regulations of the program.

AGENCY RESPONSE

Since FY 93, the DED policy has been that all applications for Neighborhood Assistance Tax
Credits must be accompanied by a form created by the NAP stqff that indicates local public
authority certification. Prior to FY 93, project endorsement letters signed by the appropriate

local government (city or county) official were accepted. These letters were reviewed and filed
by the NAP staff.




FINDING #16 (Page 27) ‘
The Department of Economic Development — Neighborhood Assistance Tax Credit
Program has not maintained financial and compliance audit records of projects as
required by the project agreement. '

RECOMMENDATION (Page 27, paragraph 4)

Oversight recommends that the Department of Economic Development — Neighborhood
Assistance Program (NAP) obtain and retain the financial and compliance audit records for NAP
projects as required by the NAP project agreement.

AGENCY RESPONSE

The Oversight staff is referring to a collection of financial and audit records that is not required
by law.

The DED believes it is a good business practice to obtain and retain financial and compliance
audit records, and DED has placed this requirement in its standard NAP project agreement.
However, between early 1996 and August, 1997, the DED did not in every case collect this
information at the appropriate time. Staff recognized this oversight in early 1998, began at that
time to examine all projects initiated since FY 95, and contacted projects that were deficient in
this area. Staff will continue to track those projects that do not send the necessary records for
these projects.

FINDING #17 (Page 28)
A Department of Economic Development employee is receiving compensation from an
outside organization that could result in a conflict of interest.

RECOMMENDATION (Page 28, paragraph 2)

Oversight recommends that the General Assembly request the Department of Economic
Development (DED) to implement a policy prohibiting employees from engaging in activities
which might conflict with their DED duties. In addition, Oversight recommends the General
Assembly consider increasing the funding for key positions to 100%.

AGENCY RESPONSE

DED believes that in this particular situation, having one person perform functions for both the
department and the “outside organization” is beneficial. It helps with coordination of the
functions in which both DED and the outside organization are involved, especially foreign trade
missions. DED has previously received an opinion from the Missouri Ethics Commission in
another somewhat similar matter involving dual roles in which the Commission found no conflict
10 exist and did not express that the situation should be avoided in its entirety because of any
potential for conflicts. It simply stated that actual conflicts should be avoided — that the law
must be complied with. In accord with that opinion, it is DED’s view that taking careful
measures 1o avoid violations of the law in this situation is also a lawful and wholly adequate
manner to address this dual role. The employee in question is well aware of the ethics
provisions and has done nothing to cause DED concern about him acting in violation of the
ethics laws. Moreover, DED itself takes careful measures 1o protect against an actual conflict of
interest arising in this situation, as set forth below.

Most of the tax credits administered by the section which this employee supervises are formula-
based programs, which means no employee in the section has discretion over whether tax credits
are approved or how much. The only discretionary tax credit programs that this section
administers are BUILD, Development i credits and Brownfield tax credits.



In the case of BUILD, the employee in question receives a recommendation from staff and
forwards a recommendation to the Director of the DED. The Director of the DED then presents
the project to the Missouri Development Finance Board (MDFB ), which has sole approval
authority over the tax credits in this program. There is a very open line of communication
between staff and administration such that it would be extremely unlikely that the employee in
question could have an improper decisive effect. As such, it is unlikely that an inappropriate
project could result or that an appropriate project would be stifled.

In the case of the Brownfield and Development tax credit programs, this employee is but one
person in a chain of review and approvals similar to BUILD, but which ends with the Director of
the DED. As such, and for similar reasons set forth regarding BUILD, it is highly unlikely that
an inappropriate project could result or that an appropriate project would be stifled. Shoulda
member or contributor of this outside organization apply for these programs, the employee in
question can and will abstain from the evaluation process for those projects.

During the period that this employee has worked for DED, no current members or contributors
of the outside organization were identified as recipients of the discretionary issuance of any teo
credits by the DED.

DED’s Response to Chapter 5 - Conclusion and Recommendations (Page 29)

The Oversight Division’s remarks in Chapter 5 of their report, because they are of a very general
nature, do not create a fair and accurate portrayal of the administration of tax credit programs by
the DED.

Readers of this report that first study the Conclusion and Recommendations Section would not
be informed of the unique characteristics of Missouri's statutorily-enacted tax credit programs
and, therefore, the administrative functions required for their effective and efficient operation. It
is essential that the Oversight Division's separate findings, located in the primary document,
along with the Department's responses to each finding, located in the appendix, be read together
to understand the tax credit system in Missouri. Without the background information provided
throughout the document, the reader could conclude that the tax credit programs are operated in a
manner that is at times inconsistent and ineffective. The department has the utmost confidence
that this is not the case. The DED continues to operate all tax credit programs to the best of the
agency's ability and to the extent the General Assembly has enacted and funded them.

The Oversight Division mentions that the amount of tax credits authorized between 1993 and
1998 has grown to $150 million, an increase of 134% during that period of time. However, the
amount of those authorized tax credits that has been claimed is substantially less. Other
information which would be helpful in understanding the aforementioned statement is a
summary of legislative changes to tax credit programs in recent years, including both the
enactment of new tax credit programs and the increase of certain programs' statutory tax credit
caps. The DED’s responsibility is to administer the tax credit programs as enacted and funded
by the General Assembly. The changes made through legislation in recent years and the
increase mentioned are a direct cause and effect relationship.

All other claims made by the Oversight Division staff in Chapter 5 have been addressed in the
DED’s responses to the separate findings:




Conclusions and Recommendations in Chapter 3

“For fiscal years 1994 through 1997, Oversight also found significant
differences between the individual tax credits approved by the DED
and the Department of Revenue’s tax credit tracking report. These

_ differences ranged from approximately $300,000 in one fiscal year
to over $14,000,000 in another” (Page 30, paragraph 1, lines 4-7).

“DED is not able to determine how much of an approved tax credit
has been claimed, when it was claimed, or how much remains to be
claimed. Because DED is now approving over $100 million in new
tax credits annually, accurate records of the amount of tax credits
approved, claimed and outstanding are essential to effectively project
the potential reduction of revenue to the state as a result of the future
use of outstanding credits” (Page 30, paragraph 1, lines 13-18),

“Overall, Oversight concludes the tax credit programs administered by
DED lack fiscal accountability. Among Oversight’s recommendations
is the implementation of an internal audit function within the
Department” (Page 30, paragraph 1, lines 18-21)

“Oversight recommends the DED develop a classification system
which could be used to guide applicants to the most appropriate
incentive programs” (Page 30, paragraph 2, lines 5-7).

“Oversight recommends the General Assembly consider creating a
review period for new or expanded tax credits, perhaps the first
three to five years following implementation” (Page 30, paragraph 3,
lines 7-9).

“Oversight recommends consideration be given to repealing the
section of law which created it [Export Finance Fund Tax Credit]”
(Page 31, paragraph 1, lines 1 and 2).

“During our review, we noted that the statutory limit on the amount
of these credits was exceeded; that program personnel do not verify
funds received from investors are used for new capital improvements,
research and development, and certain working capital expenditures;
that program personnel do not verify qualified small businesses are
headquartered in Missouri and employ iess than one hundred
employees; that program personnel do not verify investments made
in a qualified Missouri small business remains in the qualified small
business for at least five years from the date of the investment” (Page
31, paragraph 2, lines 5-12).

“The DED also does not require verification of new jobs created and
minimum investment required as a result of the creation or expansion
of a business in the Enterprise Zone Tax Credit Program” (Page 31,
paragraph 2, lines 12-15).

DED’s Response

See Finding # 1

See Finding #1

See Finding #3

See Finding #5

- See Finding #4

See Finding #6

Seeing Finding #8

See Finding #11



“QOversight recommends the General Assembly consider the following legislative changes:

Consideration of repealing Section 100.250 (5) RSMo, relating
to the Export Finance Credit” (Page 31, paragraph 5).

“Consideration of a legal requirement for taxpayers to supply
documentation or verification of Qualified research expenses
incurred before DED may issue the tax credits” (Page 31,
paragraph 6).

“Consideration of a review period for new or expanding tax
credit programs, perhaps during the first three to five years
following implementation” (Page 31, paragraph 7).

“Consideration of changes to seed capital incentives,
sufficient to ensure continuing support for seed/initial
investments in Missouri” Page 32, paragraph 1).

“Qversight recommends the following administrative changes:

The Office of Administration, Department of Economic
Development and the Department of Revenue should
immediately work to reconcile differences between the tax
expenditure report and amounts reported as claimed to state
agencies” (Page 32, paragraph 3).

“The DED should work with the DOR to create and implement
a system that would allow for monthly reconciliation of tax
credits approved by year, tax credits claimed by year, and tax
credits outstanding by year approved. In addition proper
controls should be put into place to ensure the integrity of the
data. For budgeting purposes, the General Assembly should be
advised on the total potential tax credits outstanding with
predictions on the expected amounts to be claimed annually”
(Page 32, paragraph 4).

“The DED should implement monitoring, reporting and/or
compliance procedures to ascertain that those receiving tax
credits have met the requirements of the various tax credit
programs. This could include on-site reviews if the applicants
on a sample basis, monitoring reported investments on a sample
basis, obtaining financial and compliance audit records, etc.

In addition the DED should consider working with the DOR

in on-site or audit activities of the tax credits” (Page 32,
paragraph 5).

“To ensure fiscal accountability, the DED should consider
forming an internal audit staff to oversee the implementation
of accounting systems and the ongoing monitoring of the
Department’s accounting matters” (Page 32, paragraph 6).

See Finding #6

See Finding #8

See Finding #4

See Finding #12

See Finding #1

See Finding #1

See Finding #11

See Finding #3



“The DED should develop a classification system, and
streamline the application forms to simplify the tax credit
application process and make it more user-friendly” (Page 32,

paragraph 7). See Finding #5






State of Missouri

‘ OFFICE OF ADMINISTRATION .
Mel Carnahan P . Richard A. Hanson
Governor ost Otfice Bo}.( 809 - Commissioner
Jefferson City o
65102
RECEIVED (573) 751-3311
DEC 0 4 1998 '
IGHT DIVISION '
OVERS MEMORANDUM
TO: Michael Wilson
Oversight Division
FROM: ADick Hanson . Q /4/ g
Office of Administration
DATE: December 2, 1998

SUBJECT: Tax Credit Programs

Staff has reviewed the draft findings and recommendations from the Evaluation
of 1998 Tax Credit Programs. Attached are the Agency Responses to the two
recommendations you forwarded for review.

Thank you for the opportunity to review and comment on the draft report. Please

feel free to contact Mark Ward or me if you would like to discuss either of the issues in
further detail.

Attachment

¢: Mark Ward



Oversight Division
Evaluation 1998
Tax Credit Programs

Agency Response

Recommendation 1: From the information contained in the Oversight Division report,
we are unable to tell if the match of “tax credits claimed” in the tax expenditure report
and the Department of Revenue information is an appropriate or valid comparison.
Furthermore, “tax credits claimed” is not the sole determinant of state revenue flows
from tax credit for a given fiscal period. The Office of Administration will consult with
the Department of Revenue and the UM School of Business and Public Administration to
determine if there is a difference, and if so, the causes for such.

Recommendation 2: A cost benefit analysis of certain economic development programs

pursuant to Section 33.282 RSMo was performed in 1995. Actions are underway to fund
an updated analysis.
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