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A recent report on the future of uropean Union single market highlights some of
the advantages of tax credit an industrial policy tool_lustrial policy has emerged to
the forefront of efforts to e climate change and streng uropean industry in the
face of increased geogf tical uncertainty. This is inherently imgsant for Europe’s
resilience. A compaf on of recent subsidy schemes in the EU ang_ e United States (US)
demonstrates t otential of using tax credits for promoting supply &% resilience, but it
also shows tfFioans and grants can have important advantages whenS James to
income digé oution and economic stabilisation.

Dy g the Covid-19 pandemic, the Next Generation EU (NGEU) programme was
J's initial response to the economic challenges of the pandemic. Later, the two NG
support facilities responsible for funding investments — the Recovery and Resilience

set up to aid in the transition to climate neutrality, the Green Deal Industrial Plan.

Similarly, the US Inflation Reduction Act (IRA) provides funds to aid in the
decarbonisation of the economy. While both programmes pursue similar goals and have
similar financial volumes, they differ in their choice of instruments. Whereas EU support is
based on direct government investments in the form of loans and grants, the US
approach explicitly focuses on indirect support through tax credits.

Both in Europe and the US, institutional and political constraints rather than cost-benefit

analyses have long determined the choice of support instruments. In the EU, the absence
of significant EU-wide competencies for tax policy meant that direct support in the form of
loans and grants became the instrument of choice. In the US, however, narrow majorities
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in the US Cong ss implied that the IRA could only be passed as a b t reconciliation
bill, forcing legisla’ s to use revenue measures and leaving tax crg as the preferred
support instrument.

US approach proWses powerful ingfhtives to transform
supply chains

According to the empirical literature, pubi. % its and loans tend to stimulate the
additionality of investment, while tax creg d to boost the aggregate amount of
investment and production.[!l Thus, i ciple;"_ » EU’s NGEU programme offers
stronger incentives for radical inngif .on, which ca:_ e an important element of
successful economic transfor

This advantage, however, educed to some extent by the? xge share of infrastructure
projects financed by N4 "J funds. The US’ IRA, meanwhile, i signed to fully exploit its
upscaling advantagd as tax credit amounts increase proportione ith the volume of
additional inves t and production. Moreover, some IRA rules reqc, ».a relocation of
production tg US, further boosting domestic production.

EUuproach has stronger income distribution eri@gts

though income distribution is not the primary focus of either subsidy scheme, the
protection of vulnerable parts of the population has been an important element of crisis

compared to the IRA.

The allocation mechanism for NGEU grants is more generous for EU countries with a
relatively lower per capita income and elevated unemployment rates. Consequently,
southern, and central-eastern European economies are the largest recipients of NGEU
grants. These same countries also request the largest amounts of NGEU loan support
because they benefit most from the lower rates applied by the EU relative to market rates.

For the IRA, the allocation of tax credits is market neutral and does not follow an
allocation key that explicitly favours specific regions or income groups.[2!
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EU apprd better suited for stabilising egfnomic
growth

Another important element ¢y crisis response is the g¢ Uilisation of economic growth.
Here too, NGEU seems more a¢ at than the IRA de the strong recent US growth
performance.

While it is still too early to conduct ex-pG 2s on the impact of NGEU and the IRA on
growth, preliminary estimates point to cop able differences in the ability to stabilise
growth. Recent research indicates a si can., mositive impact of NGEU on EU gross
domestic product (GDP), ranging f 2% to 3.¢_in real terms, over the 2021-2026
period.B! In contrast, studies exgf < only a modest g impact from the IRA on US
GDP, estimated between 0.07 and 0.8% over a ten-yea. eriod.[l

The impact of subsidy ¢ cmes is likely affected by the regiori »allocation of funds. Since
NGEU was designeg® benefit regions with lower per capita incC the most, this
should increase arginal return of capital as poorer regions tenc ave a small
initial capital

In additig GEU disbursements are linked to the fulfilment of structural refc

compy’ “ients and have a stronger focus on public infrastructure investments, fo.. shich

fi ultipliers are particularly large. The combination of these factors, and the fac, “at
2 IRA combines tax credits with revenue and deficit reduction measures, explains
GEU will likely have a stronger growth impact — so long as absorption of allocated fund

Means of support matter for efficiency of subsidies

Direct and indirect support instruments have different advantages and disadvantages.
The success of direct support schemes in the form of loans and grants importantly
depends on the ability of public administrators to identify investment opportunities that
generate a maximum impact in terms of industrial benefits and growth. Indirect support in
the form of tax credits is considerably easier to administer but less targeted, which may
make it better suited to upscaling the production of mature technologies.
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In principle, the. w0 instruments are complementary, considering thenz ultaneously
could offer a cha o0 maximise the efficiency of public support sg es; it would give
an additional opportt to promote environmentally friendly prs tion, diversify supply
chains, and foster strate_ jautonomy.
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