The Economics of a Targeted
Economic Development Subsidy

Matthew D. Mitchell, Michael D. Farren, Jeremy Horpedahl,

' v\ VN‘ SPECIAL STUDY
A0 A AN 7Y
00 20T

\4 i

DN e e

|||||||||||||||||||||||||||||||||||||||||||||||||
rrrrrrrrrr




Matthew D. Mitchell, Michael D. Farren, Jeremy Horpedahl, and Olivia Gonzalez.
“The Economics of a Targeted Economic Development Subsidy.” Mercatus Special Study,
Mercatus Center at George Mason University, Arlington, VA, November 2019.

ABSTRACT

In an effort to spur economic growth and to burnish their job-creation bona fides,
policymakers at the federal, state, and local levels often dispense targeted eco-
nomic development subsidies. These selective incentives include targeted tax
relief, targeted regulatory relief, cash subsidies, and in-kind donations of land
and other valuable goods and services. The weight of economic theory suggests
that these subsidies do not work and may even depress economic activity. In this
paper, we review the economic case for and against targeted economic develop-
ment subsidies, using Wisconsin’s $1.2 billion to $3.6 billion subsidy to Foxconn
to illustrate these points. We show that under realistic scenarios the subsidy may
depress state economic activity by tens of billions of dollars over the next 15 years.
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1. TARGETED VS. GENERAL STRATEGIES FOR
ECONOMIC DEVELOPMENT

olicies designed to boost economic growth

preoccupy executives and legislators at all

levels of government. States and localities
spend an estimated $95 billion per year on tar-
geted economic development subsidies.' Econo-
mist Timothy Bartik estimates that “business
incentives have more than tripled since 1990.”*
Recent high-profile cases suggest that the sub-
sidy race is heating up, but economic theory and
experience suggest that, on balance, targeted
subsidies do not boost economic development.®
In this study, we review that evidence. Although
our goal is to shed light on targeted subsidies in
general, we find it useful to illustrate the general
points by referencing the specific case of Fox-
conn. In the summer of 2017, Wisconsin legisla-
tors agreed to give Foxconn Technology Group
$3.6 billion in cash subsidies and other benefits
to be paid out over 15 years.* The deal was note-
worthy for its sheer size (it is several times larger
than the typical subsidy), its high profile, and its
prominent defenders. Although the size of this
subsidy makes it an outlier, we believe that the
problems involved are endemic to targeted sub-
sidies in general.

Broadly speaking, policymakers can pursue
two economic development strategies. The first
strategy might be called a “general approach.”
With this strategy, policymakers attempt to cre-
ate an environment that is conducive to economic

development without offering targeted assis-
tance to particular firms or industries. This envi-
ronment will include a mix of generally applicable
tax, spending, regulatory, and legal rules that, if
implemented correctly, should maximize eco-
nomic opportunity and minimize entrepreneur-
ial constraints. Academic research suggests that
effective general strategies include the provision
of genuine public goods and the preservation of
economic freedom through limited taxation, rea-
sonable regulation, and—above all—protection of
private property rights.’

The second strategy might be called the “tar-
geted approach” to economic development. With
this strategy, policymakers attempt to directly
promote the development of particular firms
and industries through the use of exclusive privi-
leges. These privileges include targeted tax relief,
targeted regulatory relief, cash subsidies, loans
and loan guarantees, in-kind donations of land,
and targeted provision of other valuable goods
and services.

Policymakers can target particular firms in
a variety of ways. They might target individual
firms, entire industries, specific regions (often
called economic development zones), or all com-
panies using particular production methods.®
They can target specific firms through programs
administered at the discretion of governors or
other leaders. These programs are often known



as “deal closing funds.” Or policymakers might
target firms through programs that specify cer-
tain behaviors. For example, a firm might qualify
for a certain tax credit if it hires a certain num-
ber of employees or makes an investment of a
certain size.

No matter the form of the targeted approach
to economic development, two salient character-
istics distinguish it from the general approach.
First, the targeted approach represents a delib-
erate attempt to direct growth, rather than let-
ting it take its own course. In his Nobel Prize
lecture, F. A. Hayek described this approach as
the attempt “to shape the results as the craftsman
shapes his handiwork” and contrasted it with
what he called the “environmental approach
to growth,” in which policymakers aim to “cul-
tivate a growth by providing the appropriate
environment, in the manner in which the gar-
dener does this for his plants.”” Second, the tar-
geted approach is discriminatory; it is executed
through selective government-granted privileges
to certain firms, industries, or regions—often at
the expense of other taxpayers and residents.® In
essence, the gardener is fertilizing some plants by
composting others.

The targeted and the general approaches to
economic development are not mutually exclu-
sive; it’s possible for a state to court businesses
with generally applicable tax policies and tar-
geted privileges. In practice, however, they may
be substitutes for one another. For example,
recent research by economists Peter Calcagno
and Frank Hefner finds that states with higher
tax burdens are more likely to give out tax incen-
tives, and economists John Dove and Daniel Sut-
ter find that targeted subsidies are negatively

related to measures of economic freedom.’ In
other words, states that offer more privileged
treatment to targeted companies are less likely
to have free and open markets in which all com-
panies can thrive."

Some states and localities make their com-
mitment to the “general approach” explicit. For
example, in its bid for Amazon’s second head-
quarters (HQ2), New Hampshire made clear that
it wasn’t offering Amazon any special treatment
beyond its already-existing comparatively low
tax burden." Similarly, the mayor of San Jose was
quite vocal in announcing that his city would not
offer Amazon any targeted subsidies for HQ2."
These attitudes, however, are rare. In a recent
survey of 110 mayors, 84 percent reported that
they believe targeted incentives are good policy."

In the next section we briefly outline the
details of Wisconsin’s Foxconn subsidy. In sec-
tion 3 we present the economic arguments in
favor of targeted subsidies and provide a rebut-
tal. In section 4 we discuss the quantifiable harm
caused by targeted subsidies. In section 5 we
discuss some difficult-to-quantify downsides to
subsidies. In section 6 we review the political
economy of targeted subsidies, without which
the economic analysis is incomplete (and likely
incorrect).

We conclude that the weight of economic
theory suggests that the targeted approach to
economic development is ineffective at best and
counterproductive at worst. This conclusion
helps explain why our forthcoming review of
the empirical research of targeted subsidies finds
that they have little to no effect on local commu-
nity welfare."*



2. WISCONSIN’S FOXCONN SUBSIDY: A CASE STUDY

n July 2017, Foxconn Technology Group, a

Taiwanese manufacturing giant, announced

plans to open a production facility in south-
east Wisconsin that would make large liquid crys-
tal display (LCD) units.” The announcement was
made in the East Wing of the White House with
then governor of Wisconsin Scott Walker, then
Speaker of the House Paul Ryan, and President
Donald Trump on hand.'® The deal was hand-
written on a single sheet of Governor Walker’s
stationery and was signed by the governor and
by then Foxconn chairman Terry Gou." It listed
the basic terms of the agreement as it then stood:
the state would offer $3 billion in subsidies, and
Foxconn would make a $10 billion investment
and hire 13,000 workers.'”® Almost immediately,
however, the size of the state’s incentive pack-
age began to grow, whereas the size of Foxconn’s
investment began to shrink.

In its final agreement, the state offered Fox-
conn about $3.6 billion in financial subsidies,
most of which would be paid over the course of 15
years. Table 1lists the financial subsidies offered
by the state.”” The largest component of the deal
is the combined $2.85 billion in refundable pay-
roll and capital expenditure tax credits. Because
the state already exempts manufacturers from its
corporate income tax, this portion of the incen-
tive is an outright cash subsidy, while other por-
tions can be considered tax privileges.*

In addition to the state subsidies, localities
agreed to a $764 million site development sub-
sidy (which subsequently expanded to $911 mil-
lion), funded via tax increment financing.* The
state has agreed to underwrite 40 percent of
these loans if the local government is unable to
pay them off (but we do not include this poten-
tial cost in the state subsidies listed in table 1).%
Beyond these financial incentives, the state also
exempted the company from certain wetland reg-
ulations, permitting it to circumvent the standard
environmental impact reports and to discharge
material into nonfederal wetlands without a per-
mit.>* It also authorized over $332 million in elec-
tric and gas utility infrastructure improvements
to service the plant, the costs of which will be
borne by other utility customers.* Finally, the
Village of Mount Pleasant declared 2,800 acres as
“blighted,” despite the area’s comparatively low
crime rate, and has spent $160 million to acquire
property through eminent domain in order to
transfer it to Foxconn.?® As the Village goes
through with these plans, some residents are
challenging the proposed takings in court, citing
Wisconsin law stipulating that property may not
be taken via eminent domain and transferred to
private developers unless the area’s crime rate is
three times the rate of surrounding areas.?

As we have noted, in exchange for these
subsidies and tax and regulatory privileges, the



TABLE 1. WISCONSIN’S FOXCONN SUBSIDIES FOR A GENERATION 10.5 PLANT

Cost over all years ($) Time period (years)

Description Cost over first 15 years ($)
Payroll tax credits 1,500,000,000
Capital expenditure tax credits 1,350,000,000
General obligation bonds for construction® 306,225,000
Sales and use tax exemptions® 139,000,000
State road improvements® 134,000,000
Training program subsidies 20,000,000
Grants to local governments 15,000,000
Economic development liaison position 900,000
Total 15-year cost 3,465,125,000
Average annual cost 231,008,333

1,500,000,000 15
1,350,000,000 15
408,300,000 20
139,000,000 15
134,000,000 15
20,000,000 15
15,000,000 15
900,000 5
3,567,200,000

Notes:

a. This is to pay off $252.4 million in general obligation bonds for roadway construction. This committment will cost $408.3 million over 20 years;

$306.225 million is 15 years’ worth of payments. See also note C below.

b. According to standard principles of taxation, business-to-business transactions should not be taxed because they are a cost of doing business.
Other firms in the state are not automatically exempt from these taxes, however, so we include this tax privilege in our calculations.

c. The benefits-received principle, a widely accepted idea in public finance, holds that those who directly benefit from a publicly provided service
should pay for it. In keeping with this principle, it is common to lay higher taxes on those who will benefit from marginal improvements in infrastruc-
ture, for example, by designating the area around the improvement a public improvement district subject to higher property taxes for a number of
years. In the Foxconn case, however, local infrastructure that primarily benefits Foxconn will be financed by taxpayers statewide. On the benefits-
received principle, see Richard Abel Musgrave, The Theory of Public Finance: A Study in Public Economy (New York: McGraw-Hill, 1959), 61-89;
James M. Buchanan, “Taxation in Fiscal Exchange,” Journal of Public Economics 6, no. 1 (July 1,1976): 17-29; Randall Holcombe, “Taxation, Production,
and Redistribution,” in Handbook of Public Finance, ed. Jurgen G. Backhaus and Richard E. Wagner (Boston: Springer, 2013), 146-47.

Sources: 2017 Wisconsin Act 58, Pub. L. No. 991.11 (2017); “Electronics and Information Technology Manufacturing Zone Tax Credit Agreement
between the Wisconsin Economic Development Corporation and Sio International Wisconsin, Inc., FEWI Development Corporation, and AFE, Inc.,”
November 2018, http://www.thewheelerreport.com/wheeler_docs/files/1109wedcfoxconn.pdf.

company and its partners initially agreed to invest
$10 billion in a “Generation 10.5” LCD manufac-
turing plant (Generation 10.5 plants specialize in
making LCD displays 65 inches and larger). The
project was expected to take six years to complete,
and the company only promised to employ 3,000
workers, though it believed it had the potential to
employ up to 13,000 workers.?”” The company pro-
jected that the average annual salary for workers
at the plant would be $53,875 per year.*®

As of this writing, some elements of the deal
are in doubt. Despite the July 2017 promise of a
$10 billion investment with 13,000 workers, the
final agreement that was inked in November of
that year allowed Foxconn to claim the full sub-
sidy with only $9 billion in investments and 10,400
workers.?’ Then, in the summer of 2018, Foxconn

scrapped plans to build a Generation 10.5 LCD
plant, saying that it would instead build a Genera-
tion 6 facility to make smaller LCDs for devices
such as tablets, mobile phones, and smart watch-
es.*® To those who track subsidies, this change
was not surprising. In fact, a recent state audit has
found that, on average, firms receiving Wisconsin
subsidies create only about 34 percent of promised
jobs.* Although the company maintained that it
still planned to invest up to $10 billion in the facil-
ity, industry experts have said that a Generation 6
plant would require a $2 billion to $3 billion invest-
ment, rather than a $10 billion investment.** If Fox-
conn were to build the larger, Generation 10.5 facil-
ity, it would collect about $3.6 billion in subsidies.
Because the payroll and capital gains tax credits
are contingent on hiring and investment decisions,



TABLE 2. WISCONSIN’S FOXCONN SUBSIDIES FOR A GENERATION 6 PLANT

Cost over all years ($) Time period (years)

Description Cost over first 15 years ($)
Payroll tax credits? 76,400,000
Capital expenditure tax credits® 375,000,000
General obligation bonds for construction® 306,225,000
Sales and use tax exemptions? 139,000,000
State road improvements® 134,000,000
Training program subsidies 20,000,000
Grants to local governments 15,000,000
Economic development liaison position 900,000
Total 15-year cost 1,066,525,000
Average annual cost 71,101,667

76,400,000 15
375,000,000 15
408,300,000 20
139,000,000 15
134,000,000 15

20,000,000 15

15,000,000 15

900,000 5
1,168,600,000

Notes:

a. These payroll subsidy estimates assume that a Generation 6 plant would employ 3,250 workers, one-quarter the number projected to be employed
at a Generation 10.5 plant. We account for the fact that Foxconn has already missed its hiring targets for 2018 (these subsidies can be recaptured if
Foxconn has hired at least 2,080 workers by the end of 2019). We assume for the sake of simplicity that Foxconn meets all future hiring targets up to
the 3,250 workers assumed to be necessary for a Generation 6 plant. This makes Foxconn eligible for up to $76.4 million in payroll subsidies ($19.1 mil-
lion for hiring in 2019, $9.1 million in carry-forward subsidies for hiring in 2019, and $47.8 million for hiring in 2020). We do not include the effect of Wis-
consin “clawing back” subsidies owing to projected employment for a Generation 6 plant being below the minimum number of jobs (6,500) needed

to avoid recovery payments. In the past, policymakers and economic development officials have tended to either ignore such failures or else rewrite
subsidy agreements to avoid having to engage in controversy that might draw negative public attention.

b. These capital subsidy estimates assume that a Generation 6 plant would require $2.5 billion in capital investments, one-quarter of those which were
projected to be required for a Generation 10.5 plant. We assume that Foxconn undertakes capital investments and hiring such that it maximizes its
subsidy eligibility each year. This would allow Foxconn to claim the full 15 percent subsidy for its entire capital investment, making the subsidy worth

$375 million over the years 2019 and 2020.

c. This is to pay off $252.4 million in general obligation bonds for roadway construction. This commitment will cost $408.3 million over 20 years, and

$306.225 million is 15 years’ worth of payments.

d. According to standard principles of taxation, business-to-business transactions should not be taxed because they are a cost of doing business. But
other firms in the state are not automatically exempt from these taxes, so we include this tax privilege in the table.

e. The benefits-received principle, a widely accepted idea in public finance, holds that those who directly benefit from a publicly provided service
should pay for it. In keeping with this principle, it is common to lay higher taxes on those who will benefit from marginal improvements in infrastruc-
ture, for example, by designating the area around the improvement a public improvement district subject to higher property taxes for a number of
years. In the Foxconn case, however, local infrastructure that primarily benefits Foxconn will be financed by taxpayers statewide. On the benefits-
received principle, see Richard Abel Musgrave, The Theory of Public Finance: A Study in Public Economy (New York: McGraw-Hill, 1959), 61-89; James
M. Buchanan, “Taxation in Fiscal Exchange,” Journal of Public Economics 6, no. 1 (July 1,1976): 17-29; Randall Holcombe, “Taxation, Production, and
Redistribution,” in Handbook of Public Finance, ed. Jurgen G. Backhaus and Richard E. Wagner (Boston: Springer, 2013), 146-47.

Sources: 2017 Wisconsin Act 58; “Electronics and Information Technology Manufacturing Zone Tax Credit Agreement.”

however, the company stands to collect less in sub-
sidies if its hiring and investments fall short.
More changes to the plan have unfolded
during the final stages of writing this paper. In
January 2019 Foxconn announced that the facil-
ity would not make any LCDs but would instead
be a technology and packaging hub. By that time,
the firm had already fallen short of its 2018 hir-
ing projections.* Within days, however, the com-
pany reversed course again, saying that it would
go through with the Generation 6 plan following

a conversation between the company’s chairman
and President Trump.** Wisconsin Governor
Terry Evers revealed later that Foxconn wanted
to make changes to its contract with the state, but
information on the revised contract is not pub-
licly available.®®

Although the situation is still fluid, table 2
presents our best estimate of the subsidies Fox-
conn will receive in the event that it develops the
Generation 6 plant. The estimate assumes that
industry experts are correct that a Generation 6



plant will require approximately one-fourth as Whatever its fate, the Foxconn subsidy
many employees and one-fourth as much capital.  package—which is orders of magnitude larger
This lower investment will reduce the total sub-  than many other deals—will help to illustrate the
sidy Foxconn would be eligible for to $1.2 billion. ~ economics of targeted subsidies.



3. THE ARGUMENTS FOR TARGETED SUBSIDIES AND
THE PROBLEMS WITH THESE ARGUMENTS

n balance, economic theory suggests
that targeted economic development
subsidies do not work. As we will show,
targeted subsidies are more likely to diminish
than to enhance the economic prosperity of those
communities that offer them. First, however, in
this section we endeavor to present the best argu-
ments in favor of targeted subsidies to provide an
even-handed analysis of this controversial policy.
The most common argument offered on
behalf of a targeted subsidy is that it will create
a multiplier effect in the local economy. A less
common, though intellectually stronger, case for
targeted subsidies is that industry clustering can
create positive externalities. We present each
argument in favor of targeted subsidies in turn,
followed by counterarguments that explain why
these standard reasons fail to hold water.

3.1. MULTIPLIERS

It is commonly asserted that targeted economic
development subsidies are warranted because
the direct economic activity that they support
will spur other economic activity. The idea is that
all economic activity has a “multiplier effect”:
When a firm builds a new production facility, it
creates new demand for labor, capital, and mate-
rials. The workers, in turn, create new demand
for goods and services. Thus, like ripples ema-

nating from a stone thrown into a pond, the new
production facility generates economic activity
beyond its four walls.

The advent of input-output models—
mathematical calculations that attempt to
quantify interindustry relationships—has given
credence to this intuitive idea.*® The estimates
derived from these models are often cited by the
advocates of targeted subsidies and are widely
reported in the press. In the case of Foxconn, one
study commissioned by the Wisconsin Economic
Development Corporation, the agency that nego-
tiated the subsidy, employed an input-output
model to estimate that the plant and its presumed
13,000 employees would create demand for an
additional 18,057 workers in supporting indus-
tries.’” A previous study conducted by EY Quan-
titative Economics and Statistics (EY) and com-
missioned by Foxconn itself had projected that
the plant and its employees would create demand
for an additional 22,245 workers.*® The state Leg-
islative Fiscal Bureau adopted these assumptions
in its own analysis of the proposal.*

According to EY, construction of a Genera-
tion 10.5 plant would add $5.019 billion to Wis-
consin GDP over the first four years, and ongo-
ing operations of the plant would add another
$57.4 billion in the 11 years after that. Thus, in
total, a Generation 10.5 facility would add about
$62.4 billion to Wisconsin GDP over 15 years.*



If industry experts are correct and a Generation
6 plant requires a substantially smaller invest-
ment than that promised by Foxconn, then the
projected gross effect on GDP might be about
$15.6 billion, or one-fourth as great as EY esti-
mated for the Generation 10.5 plant.*

Although highly speculative, these esti-
mates are not, in theory, wrong.** New economic
activity does create other economic activity.
The problem is that these widely reported and
repeated multipliers are often misunderstood.
Two common misunderstandings plague these
sorts of estimates. We briefly review each in the
subsections that follow.

3.1.1. Multiplier Estimates Incorrectly
Assume That Subsidies Determine
Location Decisions

The EY estimates imply a multiplier of nearly 18.
In other words, they suggest that every $1 the
state spends on the Foxconn subsidy will cre-
ate about $18 in new GDP. If this seems like an
extraordinarily high number, it is. One reason it
is so high is that it assumes—with 100 percent
certainty—that the Foxconn plant would not
locate in Wisconsin but for the subsidy. Recent
research, however, suggests that this is not a
valid assumption in most cases.**

When multiple jurisdictions bid on a pro-
posed facility, companies often do not choose
the highest bidders. For example, in selecting
its second headquarters, Amazon rejected much
higher incentive packages offered by Cleveland
and Ohio ($3.5 billion), Newark and New Jersey
($7 billion), Maryland ($8.5 billion), and Dallas—
Fort Worth Airport ($23 billion) to initially select
New York ($3 billion) and Virginia ($1.05 billion),
only to later walk away from New York.** The
choice to forgo higher subsidies may seem sur-

prising; however, when it comes to facility loca-
tion decisions, other factors such as labor costs,
business logistics, and access to region-specific
resources are often far more important.*> For
example, Bartik estimates that the costs of locally
supplied labor are typically about 14 times larger
than state and local business tax costs.*® To put
this in perspective, a mere 2 percent difference
in wages can offset as much as a 40 percent dif-
ference in taxes.””

In most instances, therefore, subsidies pale
in comparison to labor costs. Of course, Wiscon-
sin’s Foxconn subsidy is not typical. At $3.6 billion,
one might think it would be enough to override
concerns about higher labor costs. But this is not
necessarily so. In selecting Wisconsin, the com-
pany rejected a $3.8 billion offer from Michigan.*®
And later, when the firm scaled back its plans from
a Generation 10.5 to a Generation 6 plant, labor
costs seem to have been its primary concern. Louis
Woo, the special assistant to Foxconn’s CEO, told
Reuters that labor expenses in the United States
made large TV construction in the United States
cost prohibitive. “In terms of TV, we have no place
in the U.S.,” he said. “We can’t compete.”*’

There are several difficult-to-quantify fac-
tors that made southeast Wisconsin an attrac-
tive site for Foxconn. It permits easy access to
plenty of freshwater without (explicitly) violat-
ing the Great Lakes-St. Lawrence River Basin
Water Resources Compact (this is due to its
position in a city that has surplus water extrac-
tion allowances).’® The site also offers a number
of options for wastewater disposal because it
straddles the boundary between the Great Lakes
and Mississippi River watersheds. And the site
affords easy access to transportation routes.

Beyond these geographic factors, the loca-
tion also provided some political benefits. It was
in the congressional district of the then-Speaker



TABLE 3. GROSS EXPECTED VALUE GIVEN DIFFERENT LIKELIHOODS THAT SUBSIDIES SWAYED THE LOCATION DECISION

Generation 10.5 plant® Generation 6 plant®

100% 76% 50% 25% 2% 100% 76% 50% 25% 2%
decisive  decision  decisive  decisive  decisive | decisive  decision  decisive  decisive  decisive
Gross expected value (millions)  $62,428  $47,445  $31,214  $15,607 $1,249 $15,607  $11,861 $7,804 $3,902 $312

Notes: The shaded values represent the most realistic range of estimates of the gross subsidy effect.

a. EY Quantitative Economics and Statistics (2017) estimated that plant construction would add $5,019 million to Wisconsin GDP over the first four
years of the subsidy and that ongoing operations of the plant would add another $5,219 million to GDP for each of the next 11 years, for a total of
$62,428 million over 15 years. To estimate the gross expected value of the subsidy, we multiply $62,428 million by 1.00, 0.76, 0.50, 0.25, and 0.02.

b. Here we assume that Foxconn instead builds a Generation 6 plant, per their publicly stated plans. Industry experts report that such a plant is likely
to be a $2 billion to $3 billion investment. Taking the average of this range, we assume that it will be a $2.5 billion investment. At one-fourth the size
of the Generation 10.5 plant, we assume that a Generation 6 plant will enhance gross GDP by $15,607 million over 15 years (= $62,428/4). Input-output

models assume linear relationships regarding the capital-to-labor ratio needed for production and for production inputs from other industries. We

then apply the same procedure as we did with the Generation 10.5 plant to pro

Sources: Authors’ calculations based on gross benefits estimated by EY, decisi

duce the gross expected value range of $312 million to $15.6 billion.

ve subsidy probabilities by Bartik, and the size of a Generation 6 plant

reported by Thomas. "Quantifying Project Flying Eagle’s Potential Economic Impacts in Wisconsin” (EY Quantitative Economics and Statistics,
July 2017); Timothy J. Bartik, “‘But For’ Percentages for Economic Development Incentives: What Percentage Estimates Are Plausible Based on the

Research Literature?,” Working Paper (Kalamazoo, MI: W.E. Upjohn Institute fo
‘Necessity” with Foxconn Making Smaller Screens,” BizTimes, June 20, 2018, ht
foxconn/glass-plant-not-a-necessity-with-foxconn-making-smaller-screens/.

of the House of Representatives and was close
to the home of the then-White House chief of
staff. Perhaps most importantly, the location was
the first and preferred location suggested by the
president of the United States, who was then
engaged in a historic trade war.> Of course, it is
impossible to quantify the effects of these factors.
Interestingly, the best evidence that subsi-
dies are not decisive in determining plant loca-
tions comes from executives themselves. Keep in
mind that the leaders of subsidized firms have an
incentive to claim that the deals are decisive.”
When questioned, however, leaders often admit
that the deals were not, in fact, determinative.*®
For example, BMW decided to locate a plant
in Greenville, South Carolina, in 1992 after the
state offered the firm a $150 million incentive
package. The state had originally offered only
$35 million but upped its ante to compete with
a counteroffer from Nebraska. Both policymak-
ers and BMW claimed that South Carolina’s
subsidies were decisive, but BMW’s chairman
acknowledged that proximity to a seaport was
an important factor in site selection, making

r Employment Research, 2018); Arthur Thomas, “Glass Plant Not a
tps://www.biztimes.com/2018/industries/manufacturing-logistics/

Nebraska an unlikely contender.®* Similarly,
Amazon was clear in its official announcement
that “attracting top talent was the leading driver”
in its decision of where to locate HQ2.%®

More systematic research supports these
anecdotes, suggesting that the vast majority of
subsidies are, in fact, not decisive. In a recent
review of 34 academic research papers, Bartik
concludes that subsidies “probably tip some-
where between 2 percent and 25 percent of
incented firms toward making a decision favoring
the location providing the incentives.”*® In other
words, in most cases, the odds are high (between
75 percent and 98 percent) that the subsidized
company would have chosen to locate in the sub-
sidizinglocale even without the incentives. If that
is the case, the odds are also high that subsidizing
governments are wasting their money.

This knowledge should affect the way we
estimate the value of a subsidy. The gross expected
value of a subsidy can be calculated as the gross
anticipated economic effect of the corporate relo-
cation or expansion, multiplied by the probability
that the subsidy made the difference in the com-



pany’s location or expansion decision. We can
summarize this estimation via equation (1):

Gross Expected Value of Subsidyy,
= (Gross Economic Effect of Project)y
x (Probability the Subsidy Was Decisive); (1)

The E subscripts indicate that these factors are
estimates. Note that this equation indicates only
the gross value of the subsidy. That is, it ignores
the costs associated with the subsidy. Later in the
analysis, we will incorporate these costs to pro-
duce an estimate of the net value of a subsidy.
Note that in this exercise, we are estimat-
ing the value of the subsidy, not the project itself.
The point here is that even if a project is extremely
valuable, the value of the subsidy might be quite
low if there is a small chance that the subsidy
actually caused the project to locate where it did.
Equation (1) can be used to estimate the
gross value of the Foxconn subsidy in terms of
the gross jobs, the gross output, or the gross GDP
that the subsidy is expected to create.”” In table
3, we apply this calculation to estimate the gross
GDP projected to be generated by the plant’s
construction and operations that is attributable
to Wisconsin’s subsidies. We also estimate the
effect of subsidies for a smaller Generation 6
plant, which now seems the most likely invest-
ment by Foxconn in Wisconsin and which indus-
try experts predict will be one-fourth the size of
the initially promised Generation 10.5 plant.*®
Asnoted, the literature suggests that typical
subsidies are decisive between 2 percent and 25
percent of the time. Wisconsin’s subsidy to Fox-
conn was, however, about 10 times larger than
typical subsidies, and it is possible that larger
subsidies are more likely to be decisive. Unfortu-
nately, because subsidies of this size are so rare,
we have few data points to go on. Nevertheless,

extrapolating from the experience with smaller
subsidies, Bartik has recently figured that a sub-
sidy of the size of the Foxconn subsidy might
tip the balance with 76 percent probability.*
His estimate is based on the size of the subsidy
and does not include the impossible-to-quantify
factors that might have mattered here, such as
the location’s geographic and political benefits.
To account for the large size of the subsidy, we
also include 50 percent and 76 percent decisive
scenarios. We regard the shaded sections of the
table—the 2 percent scenario through the 76
percent scenario—as the most realistic range
of estimates of the gross expected value of the
Foxconn subsidies. But as we have endeavored
to make clear, this is hardly an exact science,
and reasonable people can disagree. Indeed, the
only thing we can know with certainty is that
the 100 percent decisive scenario is unrealistic.
If Foxconn still builds the Generation 10.5
plant and if the subsidy was decisive with 100
percent probability, then the gross benefits
of the subsidy are estimated to be $62.4 bil-
lion over 15 years. If, however, the company
builds a Generation 6 plant and the subsidy
was decisive with only a 2 percent probabil-
ity, then the gross benefits of the subsidy are
estimated to be $312 million over 15 years.
It is hard to know how such a large deal
affects plant location decisions. It is telling,
though, that even this immense deal was not
enough to get the firm to stick with its promise
to build a Generation 10.5 plant. More than any-
thing, the figures in table 3 underscore the vast
uncertainty involved in these sorts of estimates.
These estimates, however, represent only
gross benefits. To obtain a full picture of the net
expected economic effects of the plant, we must
also account for the costs of the subsidy. We dis-
cuss those costs that are measurable in section 4.



3.1.2. Widely Cited Multiplier
Estimates Do Not Incorporate the
Cost of the Subsidy

Wisconsin’s $3.6 billion subsidy to Foxconn did
not materialize out of thin air. In order to fund
this activity, the state first has to remove $3.6
billion from the Wisconsin economy through
taxation. Noah Williams, an economist at the
Center for Research on the Wisconsin Economy,
explained in his analysis of the subsidy that “the
income multiplier. .. only accounts for the direct
income from the project, but does not account for
... the cost of the subsidy funds.”*°

The logic of a multiplier is that economic
activity indirectly creates other economic activity;
anew production facility and its employees create
demand for products and services offered by sup-
pliers and other producers. This logic, however,
also applies to the resources that are used to fund
the subsidy. Just as the workers at an LCD factory
create demand for other products and services,
taxpayers also create demand for other products
and services. With $3.6 billion less in their pockets,
however, these individual and business taxpayers
create less demand for other products and services.

In other words, the multiplier associated
with the subsidy is only half the story. To appre-
ciate its full effect, we must also know the size
of the tax multiplier. Just as spending creates a
positive multiplier, taxation creates a negative
multiplier. Furthermore, as we show in section 4,
taxation tends to discourage economic exchange,
which means that there is good reason to suspect
that the negative tax multiplier is, in fact, greater
than the positive spending multiplier, making the
net multiplier of the subsidy negative.

Although this is standard economic analysis,
the journalists and industry leaders who repeat
these estimates seem not to appreciate that they
are telling less than half of the story. The Wiscon-

sin Technology Council, for example, repeated
Williams’s estimate that operation of the Foxconn
plant would generate $39 billion in gross benefits
but presented it as if it were a net estimate of the
economic effect of the subsidy.”" At best, when
reports do acknowledge a cost they state only the
fiscal cost of $3.6 billion, failing to acknowledge
that the $3.6 billion would have generated its own
economic activity through its own multiplier.**

3.2. POSITIVE EXTERNALITIES

Basic economic theory holds that net benefits
are maximized by pursuing any activity up to the
point at which marginal benefits equal marginal
costs. As a general rule, markets—even markets
with relatively few participants—converge on
this point through a discovery process that is
guided by the signals of price, profit, and loss.*®

Theory, however, offers an exception to
this rule: the case of externalities. These occur
when certain benefits or costs to the economic
activity are not experienced by the consumer or
producer, and therefore they are not “internal-
ized” in the decision of how much of a good or
service to produce and exchange. One theoreti-
cal solution is to impose a tax (in the case of a
negative externality) or a subsidy (in the case of
a positive externality) on the exchange in order
to cause consumers and producers to internalize
the additional cost or benefit.

Proponents of targeted economic develop-
ment policy often argue that firm location deci-
sions can create positive externalities by building
“industry clusters” that lead to enhanced knowl-
edge sharing, indirectly accelerating the develop-
ment of valuable new ideas.®* Using this reasoning,
they argue that relocation subsidies could theoret-
ically push businesses closer to making decisions
that would lead to an optimal economic outcome



in a social sense. It is commonly argued that posi-
tive externalities occur when several firms from
the same industry are “clustered” together in the
same region.®® If enough firms in the same indus-
try co-locate, creating a critical mass of demand
for production inputs and professional services,
they will attract suppliers to that region as well.
Empirical evidence supports this reasoning: econ-
omist Enrico Moretti has found that each new
tech job in aregion creates five additional support
jobs.°® The reduction in transaction costs and
logistics expenses owing to this industrial concen-
tration represents a positive externality.

Having so many workers from the same
profession in one place inevitably gives rise to
increased information channels, which enhance
firm productivity. Economists generally consider
knowledge to be anonrival good. One person’s pos-
session of a particular idea or skill does not inhibit
another person from having that same knowledge.
This means, however, that firms have limited abil-
ity to benefit from investments in the development
of new knowledge, resulting in less motivation for
them to do so. This diminishes economic develop-
ment, which depends on new knowledge of how to
produce more or better things with fewer resource
costs. Industrial clustering, to the degree that it
facilitates the development and exchange of new
ideas, helps to solve this problem.

Firms seeking subsidies and the economic
development agencies dispensing them often
point to these arguments in their attempts to
strike targeted economic development deals.
In its request for proposals (i.e., subsidies) for
a second headquarters, Amazon asserted that
every $1 “invested” in Amazon by Seattle had
yielded “an additional $1.4 for the city’s economy
overall”®” Furthermore, in its response to Ama-
zon’s request, the city of Boston mentioned the
word “cluster” no fewer than 19 times.*®

Contrary to the claims of both subsidy seek-
ers and subsidy dispensers, however, industrial
clustering effects do not make subsidies neces-
sary or even desirable. Although he finds signifi-
cant clustering effects in the tech industry, “like
most economists, Moretti doesn’t think cities
should dangle billions in subsidies to Amazon.”®

Importantly, many of the positive exter-
nalities of an industrial cluster are reciprocal. A
firm that locates in a particular region will ben-
efit other firms in that region; however, because
it will in turn reap benefits from the others, it
may not need inducement to locate there.”” As
Michael Porter, one of the originators of indus-
trial cluster theory, has written, “Most clusters
form independently of government action—and

sometimes in spite of it.””*

This is especially so
when firms cluster in an area to take advantage of
local conditions afforded by the natural environ-
ment, the workforce, suppliers, or the customer
base. No inducement is necessary to encourage
tech firms to locate in Silicon Valley or financial
firms in New York City or wineries in Napa.

In fact, subsidies may discourage the sort of
beneficial clustering that would occur naturally.

As Porter puts it,

Government policies in developing
economies often unwittingly work
against cluster formation. Restrictions
on industrial location and subsidies to
invest in distressed areas, for example,
can disperse companies artificially.
Protecting local companies from com-
petition leads to excessive vertical inte-
gration and blunted pressure for inno-
vation, retarding cluster development.”

Although it may make sense for firms in the
same industry to voluntarily co-locate in the short



run, there is little evidence that the larger commu-
nity benefits from clustering over the long run. As
Keith Chapman of the University of Aberdeen says,

Although various studies have empha-
sized that there is no necessary associa-
tion between geographical clustering
and enhanced regional economic
growth, there is a tendency to assume
such an association when clusters are
identified as targets of public policy.”?

A number of researchers emphasize the
disadvantages of overspecialization.”* One long-
term problem is that “economic specialization
is a risky strategy, exposing regions to the threat
of downturns in key sectors.”’® Detroit, which
during the first half of the 20th century was the
archetypal cluster, also showed the problems
that can arise from an economy that is overly
dependent on a single industry.”®

Summarizing this research, economists
Pierre Desrochers and Frédéric Sautet write,
“Much evidence suggests that specialization
leaves regional economies more likely to expe-
rience severe economic downturns and is less
conducive to the development of symbiotic link-
ages between diverse firms.””” Indeed, the best
evidence suggests that industrially diverse areas
are not only more resilient to downturns but also
more likely to produce new innovations.”®

Moreover, given the problems in the politi-
cal economy of targeted subsidies (see section
6), there is little reason to suspect that policy-
makers will encourage the “right” sorts of indus-
tries to cluster. These political economy prob-
lems manifest as a tendency for policymakers to
attempt to recreate a formula that has worked in
other regions. Economic development officials

often aspire to create the “next Silicon Valley.””

Foxconn officials pitched their plans to Wiscon-
sin as “Wisconn Valley”® Once a cluster like Sil-
icon Valley has already been created, however, a
second, third, or fourth cluster around the same
industry in another location is less likely to be
successful, not more so.

For centuries, economists have known that
regions prosper when they specialize in pro-
ducing those goods for which they have a com-
parative advantage—that is, those products and
services that they can produce at lower oppor-
tunity cost than others can.” But specialization
needs to take a natural course in order to be effi-
cient, using the market signals of profit, loss, and
price as a guide. Subsidies can encourage a firm
to ignore its or its region’s natural comparative
advantage, oblivious to what economists have
called “regional realism.”®

To put this in the context of the Foxconn
subsidy, it is certainly possible that an LCD facil-
ity could create positive externalities by devel-
oping a tech manufacturing cluster. If, however,
Wisconsin were already well suited to the tech
manufacturing sector, then Foxconn would need
no inducement to locate there in the first place.
Moreover, the targeted subsidy may discourage
the sort of clustering that would occur naturally
and may encourage the region to overspecialize
or to specialize in a way that is not consistent
with its comparative advantage.

Consider this fanciful but feasible alterna-
tive: The $3.6 billion in subsidies that Wiscon-
sin promised Foxconn could instead have built 7
square miles of greenhouses to motivate orange
growers to move from Florida.®* This option
would certainly create new jobs and an export-
able product, but such a cluster would clearly
not be a wise investment in terms of Wisconsin’s
comparative advantage.



4. QUANTIFYING THE COSTS OF A TARGETED
ECONOMIC DEVELOPMENT SUBSIDY

n old economic adage that is no less true

because of its age cautions that there is

no such thing as a free lunch.** To put
it another way, all human action involves both
benefits and (opportunity) costs.® When a firm
receives a subsidy, the benefits are conspicuous:
investments are made, jobs are created, and new
products or services are produced. These gains
accrue to the firm’s owners, employees, and cus-
tomers; they should be tallied in the benefits
column of a cost-benefit analysis. But the oppor-
tunity cost of a targeted subsidy, while less con-
spicuous than its benefits, is no less real.

The resources that pay for these benefits
must come from somewhere, usually state gen-
eral funds, which are financed by taxation. The
potential alternative uses of these funds need to
be considered as part of any analysis that prop-
erly counts both benefits and costs. To put it
mathematically, the net economic value of a sub-
sidy can be explained by equation (2). It shows
that the net value is equal to the gross value
already described in equation (1), minus the esti-
mated opportunity cost of the project.

Net Value of Subsidyy,

= (Gross Economic Effect of Project)y,

x (Probability the Subsidy Was Decisive)y

- (Opportunity Cost of Resources Used

on Project) 2

As noted earlier, the opportunity cost of a
resource is the value of the next-best alternative
use of that resource. For example, the $3.6 billion
transfer to Foxconn might have instead financed
agenuine public good such as public safety. While
it is sometimes asserted that a subsidy will “pay
for itself” by generating new economic activity
and thereby enlarging the tax base, the evidence
suggests this is not the case. New research by
scholars at North Carolina State University finds
that incentives tend to draw resources away from
state governments and that they negatively affect
state fiscal health.®® Other research suggests that,
over time, subsidies crowd out state spending on
public services.?” If the provision of public ser-
vices were the next-best use of that money, then
the value of the forgone public services would
have to be subtracted from the economic value
created by the subsidy in order to obtain the net
value of the subsidy.

Alternatively, these resources might have
permitted a generalized reduction in tax rates.®®
As we’ve noted, recent research suggests that
subsidies are associated with lower levels of eco-
nomic freedom.** Among other things, Wiscon-
sin taxes personal income, corporate income, and
sales of certain goods and services. Table 4 shows
how the two different subsidies—$3.6 billion for
a Generation 10.5 plant and $1.2 billion for a Gen-
eration 6 plant—relate to various Wisconsin tax



TABLE 4. THE FOXCONN SUBSIDY AND TAX CUTS THAT COULD HAVE BEEN

Current Rates and Revenue Forecasts

Sales tax Personal income tax  Corporate income tax Fuel tax Total, all revenue
Anticipated average annual state tax $7,254 $10,863 $1,053 $1,221 $21,556
revenue, FY 2018-FY 2032 (millions)
Anticipated total state tax revenue, $108,809 $162,951 $15,790 $18,314 $323,335
FY 2018-FY 2032 (millions)
Current tax rate(s) 5.00% 4.00%, 5.84%, 6.27%, 7.90% $0.309 see note
7.65%
Tax Reductions in Lieu of Subsidies for a Generation 10.5 Plant
Possible percent reduction in tax in -3.18% -2.13% -21.94% -18.92% -1.07%
lieu of Foxconn subsidy
Potential rate in lieu of Foxconn 4.84% see note 6.17% $0.251 see note
subsidy
Tax Reductions in Lieu of Subsidies for a Generation 6 Plant
Possible percent reduction in tax in -0.98% -0.65% -6.75% -5.82% -0.33%
lieu of Foxconn subsidy
Potential rate in lieu of Foxconn 4.95% see note 7.37% $0.291 see note

subsidy

Note: Such a simple calculation is not possible with a graduated income tax.

Sources: Authors’ calculations. Anticipated future revenue was calculated using historical trends derived from the comprehensive annual financial
reports issued by the state of Wisconsin from 2005 to 2018. The estimates assume that historical growth rates in revenue will continue over the next
15 years. Possible tax reductions show how each tax could be changed if, instead of subsidizing Foxconn, Wisconsin had reduced that particular tax.
Current tax rates are derived from Joe Henchman and Michael Lucci, “Facts & Figures 2019: How Does Your State Compare?,” Tax Foundation, Wash-

ington, DC, 2019.

sources. For example, we project that Wisconsin’s
corporate income tax (CIT) will collect about
$15.79 billion over the course of the next 15 years
(about 16,000 firms currently pay this tax).”® In
lieu of subsidies for a Generation 10.5 plant, the
state could have reduced its CIT rate by about 22
percent. The state taxes corporate income at a flat
7.9 percent rate, so this means that it could have
instead reduced the rate to about 6.17 percent and
kept it at this lower rate for a decade and a half.”!
Similarly, the state’s flat fuel tax of $0.309 per
gallon could be lowered by 18.92 percent down
to $0.25 per gallon. Or, more broadly, overall tax
revenue could be reduced by 1.07 percent.
Because taxation causes what is known as
“deadweight loss,” the opportunity cost of a tax-
payer-financed subsidy exceeds the pure financial
cost of the subsidy. Deadweight loss results from
the fact that taxation discourages the taxed eco-

nomic activity. Consider figure 1, which models
the market for retail sales in Wisconsin.”” Panel
A depicts this market in the absence of taxation.
If untaxed, the equilibrium would occur where
the supply (with no tax) curve intersects with the
demand curve. Consumers would pay producers
a price of Py, 1. and the quantity of sales would
total Qo tax- Consumers obtain value in excess
of what they pay—the consumer surplus—while
producers obtain revenue in excess of their
costs—the producer surplus.

Wisconsin’s sales tax, however, alters this
equilibrium. Panel B shows the effect. Imposed
on the suppliers’ side of the market, the sales
tax results in higher marginal costs, shifting the
supply curve up by the amount of the tax. This
shift causes the price paid by consumers to rise
t0 Pray cons: Since producers must pay the tax, the
net-of-tax price they receive is Pryy prod-



FIGURE 1. THE DEADWEIGHT LOSS OF TAXATION

A. A tax-free market

consumer
surplus

price ($/Q)

Protax

Qo tax

quantity

Source: Created by the authors. Not to scale.

Over the next 15 years, Wisconsin’s sales
tax is expected to raise about $7.2 billion on
an annual basis; this amount is indicated by
the purple rectangle, which is equal to the tax
collected per sale, multiplied by the quantity
of sales. Both producer surplus and consumer
surplus are smaller as a result of the tax, reflect-
ing the fact that the tax has raised the price that
consumers pay, lowered the price that produc-
ers receive, and decreased the total amount of
sales. It is important to note that, together, con-
sumers and producers lose more value than tax
coffers gain. This difference reflects the fact that
taxation discourages economic exchange and is
indicated by the orange triangle labeled “dead-
weight loss.”

Panel B also offers a comparison with a
“what-if” scenario: What if, instead of subsidiz-
ing Foxconn, the state had instead lowered its
sales tax? As indicated in table 4, in lieu of the
Foxconn subsidy, the state could have reduced
its sales tax from 5 percent to 4.84 percent. This
reduction would allow the supply curve to shift

B. A taxed market

P ax Cons peessesee

price ($/Q)

Praxprod

producer
surplus
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quantity

closer to the “no tax” supply curve, reducing the
deadweight loss. This loss is indicated by the
smaller and darker orange triangle.”

As tax rates rise, deadweight losses rise fast-
er.”* In figure 1’s simple example with straight-
line demand and supply curves, a doubling of
the tax rate quadruples the deadweight loss
from taxation.”® This finding has an important
implication for targeted economic develop-
ment subsidies. It means that, assuming equal
elasticities, the deadweight loss avoided by
reducing one firm’s tax burden is less than the
deadweight loss created by increasing all other
firms’ tax burdens in order to fund the subsidy.
As public finance scholars Harvey Rosen and
Ted Gayer put it,

It is better to tax many commodities at
alower rate than to tax a few commodi-
ties at a higher rate. In other words,
a broader tax has less excess burden
[another name for deadweight loss]
than a narrow tax. . .. Therefore, two



TABLE 5. LONG-RUN ELASTICITY OF BUSINESS ACTIVITY WITH RESPECT TO THE TAXES THAT FUND THE FOXCONN SUBSIDY

The long-run DWL of taxes to fund

The long-run DWL of taxes to fund

Generation 10.5 plant, Generation 6 plant,

Range of estimates Elasticity? FY 2018-FY 2032 ($, millions)® FY 2018-FY 2032 ($, millions)®
Lower bound of the 95% confidence interval -0.15 -8,745 -2,671
Best estimate -0.50 -29,149 -8,905
Upper bound of the 95% confidence interval -0.85 -49,533 -15,138

Notes: DWL = deadweight loss.

a. Range reported by Bartik, Who Benefits from Economic Development Incentives? 10.

b. Authors’ calculations. From 2004 through 2018, Wisconsin’s nominal GDP has grown at an average rate of 3.36 percent per year. This estimate
assumes that Wisconsin’s GDP will continue to grow at 3.36 percent per year from 2018 through 2032. US Bureau of Economic Analysis, “GDP by
State,” January 1, 2020, https://www.bea.gov/data/gdp/gdp-state. The Generation 10.5 subsidy requires taxes to be 1.08 percent higher than they
would otherwise be. We assume that the deadweight loss from taxation is phased in over seven years.

c. See previous note on calculations. The Generation 6 subsidy requires taxes to be 0.33 percent higher than they would otherwise be.

relatively small taxes will have a smaller
excess burden than one large tax that
raises the same amount of revenue,
other things being the same.”®

Since the Foxconn deal was designed to lure
new business activity to the state, it is particu-
larly interesting to evaluate its opportunity cost
in light of interstate business activity. Timothy
Bartik has recently surveyed the relevant litera-
ture and reports that, holding public services
constant, the best estimate of the long-run elas-
ticity of state and local business activity to state
and local taxes is -0.5, with a 95 percent confi-
dence interval of estimates ranging from -0.15 to
-0.85.”” In other words, if a state were to increase
taxes by 10 percent, the estimated long-run effect
would be a reduction of business activity of about
5 percent. Table 5 uses these data to estimate
the opportunity cost of the Foxconn subsidy. As
shown in table 4, in lieu of the Generation 10.5
plant subsidy, Wisconsin could have reduced all
its taxes by 1.07 percent. Stated another way, in
order to fund the subsidy, Wisconsin taxes will
be 1.08 percent higher than otherwise neces-
sary over the long run. Applying the elasticity
estimate found by Bartik, and assuming that the

full costs of taxation are gradually phased in and
fully realized in the seventh year, we estimate
the opportunity cost of these taxes in terms of
the potential to reduce deadweight loss.”® We
estimate that from 2018 to 2032, Wisconsin GDP
will total $6.4 trillion. The higher taxes to fund a
Generation 10.5 plant subsidy will be associated
with economic losses of about $29 billion, with
a plausible range between $8.7 billion and $49.5
billion. We estimate that higher taxes to fund the
subsidy for a Generation 6 plant will be associ-
ated with economic losses of about $8.9 billion,
with a plausible range between $2.7 billion and
$15.1 billion.

In our discussion of multipliers in section
3.1.2, we noted that the widely reported figures
tell only one side of the story: they estimate the
gross increase in GDP owing to the subsidy, but
they ignore the gross decrease in GDP associated
with the taxes that pay for the subsidy. In equa-
tion (2) we presented a more holistic approach
to estimate the net value of a subsidy. Now, in
table 6, we combine information from tables 3
and 5 to tell the entire story.”” The top panel of
table 6 shows the range of GDP estimates in the
event that Foxconn goes forward with a Genera-
tion 10.5 plant, and the bottom panel shows the



TABLE 6. NET EXPECTED VALUE OF FOXCONN SUBSIDY, FY 2018-FY 2032 (MILLIONS)
($ OF GDP GAINED FROM SUBSIDIES MINUS $ OF GDP LOST FROM TAXATION)

Generation 10.5 plant

Range of expected gross benefits

100% decisive  76% decisive 50% decisive 25% decisive 2% decisive
$62,428 $47,445 $31,214 $15,607 $1,249
ngg;gg gross Low DWL of taxation -$8,745 $53,683 $38,700 $22,469 $6,862 -$7,496
costs Best estimate of DWL of ~$29,149 $33,279 $18,296 $2,065 -$13,542 -$27,900
taxation
High DWL of taxation -$49,553 $12,875 -$2,108 -$18,339 -$33,946 -$48,304
Generation 6 plant
Range of expected gross benefits
100% decisive  76% decisive 50% decisive 25% decisive 2% decisive
$15,607 $11,861 $7,804 $3,902 $312
S:;gftsg oross Low DWL of taxation -$2,671 $12,936 $9,190 $5,133 $1,231 -$2,359
costs Best estimate of DWL of -$8,905 $6,702 $2,956 -$1,101 -$5,003 -$8,593
taxation
High DWL of taxation -$15,138 $469 -$3,277 -$7,334 -$11,236 -$14,826

Notes: DWL = deadweight loss. The shaded values represent the most realistic range of estimates of the average net subsidy effect.

Source: Authors’ calculations, building on estimates presented in tables 3 and 5.

range of estimates if it develops a smaller Gen-
eration 6 plant, as currently seems to be the plan.

For each plant size we present five estimates
for the gross potential GDP created over the next
15 years attributable to the subsidy, as well as the
low, high, and best estimates for the gross GDP lost
over the next 15 years as a result of taxes that fund
the subsidy. We then calculate the net expected
value for each scenario as the sum of these two
estimates. As noted in section 3.1.1, we regard it
as unrealistic that the subsidies caused the loca-
tion decision with 100 percent certainty; given the
range reported in the literature, some may regard
even the 76 and 50 percent scenarios as unrealistic.
Nevertheless, we present a 100 percent scenario,
a 76 percent scenario, and a 50 percent scenario
for the sake of comparison. We regard the shaded
values as the most realistic range of estimates of
the average effect of the Foxconn subsidy.

If we restrict our attention to the Genera-
tion 6 plant, 8 of the 15 scenarios suggest a net

loss from the subsidy, and just 1 of what we
regard as the realistic scenarios are positive.
Using the best estimate of the deadweight loss,
we find that the Generation 6 plant subsidies
yield net positive effects only under a scenario
in which the subsidy was decisive with greater
than 57 percent probability.'*°

The worst-case scenario occurs in the event
that Foxconn builds a Generation 10.5 plant, the
expected value of the subsidy is on the low end
of the range (because of a high probability that
the company would have made the investment
anyway), and the deadweight loss associated
with taxation is on the high end of the range.
In this case, the expected net economic effect
of the subsidy is a GDP loss of over $48 billion
over 2018-32. This loss results from the fact that
the expected gross costs of the subsidy under
this scenario are about 40 times larger than the
expected gross benefits. The best-case scenario
occurs in the event that Foxconn builds a Gen-



eration 10.5 plant, the expected value of the sub-
sidy is high because it was likely to be decisive,
and the deadweight loss associated with taxation
is low. In this case, the expected net economic

effect of the subsidy is a GDP gain of nearly $54
billion over 2018-32.

Note that both the upside and the down-
side potentials are smaller with the Generation 6
plant than with the Generation 10.5 plant.



5. ADDITIONAL DIFFICULT-TO-QUANTIFY COSTS OF
A TARGETED ECONOMIC DEVELOPMENT SUBSIDY

he scenarios reported in table 6 are based
on quantifiable estimates, but many of the
most important costs of a subsidy are diffi-
cult, if not impossible, to quantify. This difficulty
makes those costs no less real, however. In this

section, we review a few of these “unseen” costs.'”*

5.1. THE DEADWEIGHT LOSS
OF A SUBSIDY

Often, a state will not simply reduce a targeted
firm’s tax burden but will actually grant it a sub-
sidy. In the case of the Foxconn deal, the com-
pany may collect refundable tax credits from
Wisconsin even though it has no CIT liability,
making this portion of the incentive package
an outright subsidy. Foxconn will also receive
another subsidy, financed through the creation of
a local tax-increment financing district. When a
firm receives such subsidies, another deadweight
loss occurs, this time in the subsidized market
because the subsidies encourage too much of the
subsidized activity.

All endeavors entail both costs and benefits.
As the scale of any endeavor increases, its mar-
ginal benefits eventually decline while its mar-
ginal opportunity costs eventually increase. Panel
A of figure 2 illustrates this point. The supply
curve for LCD units is upward sloping, reflecting
the fact that in the short run the marginal cost of

producing one more unit rises as the scale of pro-
duction increases.'®> The demand curve for these
units is downward sloping, reflecting the fact
that marginal benefits decline as scale increases.

The combination of declining marginal ben-
efits with increasing marginal costs means that
all endeavors—even valuable ones such as the
production of LCD units—have an optimal scale.
There is a right size for the factory floor, an opti-
mal number of salespeople, and a correct number
of production locations.'” The optimal scale for
this activity is the nonsubsidized quantity, Qys,
at which point any additional marginal benefits
derived from increasing the scale would not be
worth the marginal costs.

Because competitive markets tend to gravi-
tate toward the point where supply equals
demand, production tends toward the nonsubsi-
dized quantity, Qys. Firms produce up to the point
at which another unit of production would not
be worth the cost. Subsidies, however, encour-
age firms to produce beyond this point. Consider
panel B of figure 2. Here, a taxpayer subsidy, indi-
cated by a green parallelogram overlaying the
diagram, permits the firm to increase supply and
produce the subsidized quantity, Qg. Buyers and
sellers clearly gain from the subsidy. This gain is
illustrated by the fact that both consumer and pro-
ducer surpluses are larger in panel B than in panel
A. The costs of the subsidy, however, exceed the



FIGURE 2. THE DEADWEIGHT LOSS OF A SUBSIDY
A. A subsidy-free market
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Source: Created by the authors. Not to scale.

gains to consumer and producer surplus. For each
unit produced between Qg and Qyg, the marginal
cost exceeds the marginal benefit, resulting in a
deadweight loss in the subsidized market.

This sort of loss might also materialize if the
subsidy encourages a firm to locate somewhere
that is less suitable than the optimal region for
the production of its product or service. As Adam
Smith observed in The Wealth of Nations, “By
means of glasses, hotbeds, and hotwalls, very good
grapes can be raised in Scotland, and very good
wine too can be made of them at about thirty times
the expense for which at least equally good can be
brought from foreign countries”'°* The concern
that subsidies might distort location decisions has
long dominated economic analyses of subsidies.'*®

This kind of deadweight loss might also
appear if subsidies encourage producers to use
one kind of input or production process over
another. For example, subsidies sometimes
encourage the substitution of labor for capital
(or vice versa), which may result in less efficient
production than would otherwise occur. Summa-

B. A subsidized market
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rizing this concern, Peter S. Fisher and Alan H.
Peters write,

Incentives that lower the price of capi-
tal goods have both an output effect
(whereby production and employment
increases because costs are lowered) and
a substitution effect (whereby capital is
substituted for labor). If the substitu-
tion effect is stronger, a capital incentive

could reduce employment.'

Recent research by economist Carlianne
Patrick finds that capital subsidies are associ-
ated with “capital-labor substitution, decreased
employment density, and changes in local indus-
try mix.”*"’

As noted in section 3.1.1, both policymakers
and subsidy recipients tend to emphasize that
subsidized investments would not occur but for
the subsidies being proffered. The discussion
in this section suggests, however, that subsidies

present a double-edged sword. In the 75 percent



to 98 percent of cases in which a subsidy is not
decisive, the state is wasting taxpayer money in
order to induce a decision that would have been
made anyway. Conversely, in the 2 percent to 25
percent of cases in which the subsidy does affect
the firm’s decision, it may do so by encouraging a
decision that should not be made. Thus, one way
or another, subsidies may waste resources.

5.2. THE ANTICOMPETITIVE EFFECTS
OF A SUBSIDY

A subsidy is an anticompetitive advantage. As
such, it invites a host of possible social costs such
as productive inefficiencies and diminished
dynamism.

5.2.1. X-Inefficiency

One problem, identified by Harvard econ-
omist Harvey Leibenstein, is known as
“X-inefficiency”'°® The idea here is that most
firms have some degree of “slack” that allows
them to waste resources. Although the competi-
tive profit-maximizing firm is an elegant model,
few firms live up to it in reality.'”’ Leibenstein’s
insight was that firms which are protected from
competition—say, by a large corporate subsidy—
have more slack and are likely to be less disci-
plined than competitive firms, meaning that
subsidized companies will likely have higher
production costs and diminished attention to
consumer preferences."°

Panel B of figure 3 depicts the problem with
X-inefficiency. The firm uses the subsidy to cover
part of its marginal costs, allowing it to increase
output to Qg and causing a deadweight loss as
a side effect (because the actual marginal costs
exceed marginal benefits for the units between

Qnsand Qg).

In the previous discussion of a subsidy’s dead-
weight loss, the taxpayers’ cost that results from
the subsidy is partially offset by the higher con-
sumer and producer surplus provided by the sub-
sidized production. In the case of X-inefficiency,
however, the unnecessarily high marginal costs
are not offset by anyone’s gains (unless one con-
siders lethargy itself to be valuable)."" In addition,
the losses associated with X-inefficiencies can be
quite large because they affect all units produced,
not just the marginal units.

There is considerable evidence that firms
protected from competition do have production
inefficiencies. For example, economic historian
Burton Folsom has documented that subsidized
steamship operators in the 19th century were less
efficient than their nonsubsidized competitors."
In contrast, James J. Hill’s Great Northern Rail-
way, the only transcontinental railroad to be built
without any federal aid, was also the only trans-
continental railroad that never went bankrupt. In
addition, it was “the best built, the least corrupt,
[and] the most popular.”'*®

Contemporary research suggests that
X-inefficiency is still a problem for privileged
industries. One study of the dairy industry, for
example, finds that a 10 percent increase in sub-
sidies is associated with a 1.8 percent increase

14 Other research

in total costs of production.
has documented X-inefficiency in developing
nations.” The Jones Act—which requires all
ships traveling between US ports to be American
flagged, owned, constructed, and crewed—offers
another example. Economist Thomas Grennes
has found that the per-day operating costs of
Jones Act vessels are more than twice those of
comparable foreign-flagged ships."®

In the case of Foxconn, X-inefficiency sug-
gests that Wisconsin’s subsidy will allow the com-
pany to waste up to $231 million annually (on aver-



FIGURE 3. X-INEFFICIENCY
A. A subsidy-free market

consumer
surplus

price ($/Q)

quantity of liquid crystal display units

Note: DWL = deadweight loss.

Source: Created by the authors. Not to scale.

age) in unnecessarily high production costs, as
this is the size of the annual subsidy (see table 1).

5.2.2. Dynamic Inefficiency

The concept of “economic efficiency” found in
the standard model of a perfectly competitive
firm is a static notion. It suggests that, at any one
moment in time, competition between producers
to satisfy consumer desires will maximize con-
sumer welfare and minimize producer costs. In
contrast, the restriction of competition through
subsidies or regulatory privilege fails to maxi-
mize consumer welfare and fails to minimize
costs—again, at any given moment.

There is, however, another notion of effi-
ciency. It refers to a firm’s ability to change over
time, to respond to altered market conditions,
and to motivate such change itself by imple-
menting new production processes that reduce
costs, increase product quality, or both, thereby
increasing consumer and producer welfare."” We
will refer to this variety of efficiency as “dynamic

B. A subsidized market with X-inefficiency
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efficiency”™® Dynamic efficiency requires that
entrepreneurs be able to easily enter into mar-
kets, adapt to changing circumstances, and run
experiments with new product lines and the use
of new production techniques.

In a dynamically efficient industry, entre-
preneurs are under constant pressure to improve
their products and production techniques. The
lure of monopoly profit plays an important role
in a dynamically efficient industry by offering
entrepreneurs an incentive to tailor their prod-
ucts to niche customers and to find new ways to
create value at lower cost. At the same time, the
threat of new competitors entering the market
keeps these entrepreneurs from charging exorbi-
tant prices. In many ways, this notion of competi-
tion as an activity rather than an outcome is more
consistent with the way the word “competition”
is used by businesspeople.'’

The notion of dynamic efficiency dates at
least as far back as the great economist Joseph
Schumpeter, but a large body of recent microeco-
nomic and macroeconomic empirical research



120 On the microeconomic side, new

supports it.
data have illuminated the outsized role that
new businesses play in productivity and job cre-
ation.”® A number of authors, for example, have
found that new firm creation is highly correlated
with increases in productivity, accelerating pro-
ductivity growth, or both.’** At the same time,
macroeconomic research has found that dynami-
cally efficient markets play an important role in
long-term economic growth.'*

As economist Israel Kirzner has put it, a
dynamically efficient market is “open ended”;
we cannot predict where, exactly, it will go next.
F. A. Hayek similarly stressed that the dynamism
of the market is a discovery process.”* Entrepre-
neurs are guided in this process by the market
signals of prices, profit, and loss.

Subsidies, however, can stall the market’s
discovery process. Subsidies to existing firms
may discourage newcomers from entering by
allowing the incumbents to keep their prices
artificially low. By distorting price signals, subsi-
dies may also encourage firms to hold onto anti-
quated technologies and production processes.
The previously mentioned subsidized steam-
ship operators and railroads of the 19th century
illustrate the point. Subsidized steamship lines in
both the United States and the United Kingdom
were slower to adopt iron hulls and screw pro-
pellers than their unsubsidized competitors, and
subsidized railroads were slower to shift from
wrought iron rails to technologically superior
Bessemer rails.'*

In some cases, policymakers actively throt-
tle the process of change by protecting privileged
companies from competition. According to econ-
omist Royal Meeker,

Both the Admiralty [in the United King-
dom] and the Post Office departments

[in the United States] refused to permit
mail steamers to use the screw pro-
peller until long after other lines had
adopted it. . .. Without government aid
to inefficiency, the [subsidized] Cunard
Company would have been compelled
to adoptimprovements in order to com-
pete with other and more progressive
lines.'*°

Protectionist impulses often compel poli-
cymakers to lock in inefficient technologies.
For example, according to Folsom, the subsi-
dized transcontinental railroads “were required
in their charters to buy [inferior] American-
made steel, so they were stuck with the lesser
product.”?” Although steel producers benefited
from this mandate (and other mandates as well),
American railroad travelers were forced to pay
higher prices. As we’ve illustrated previously,
economic theory suggests that consumers lose
more from protectionist policies than producers
gain, meaning that the net effect is a smaller and
weaker economy.

In the case of Foxconn, policymakers have
included eligibility restrictions for the subsidies
they have committed to provide, including man-
dates on the minimal level of capital investment
and employment at the manufacturing facility.'*®
Policymakers no doubt believe that it is benefi-
cial to impose such requirements. Even critics of
targeted subsidies tout the necessity of imposing
such requirements and of “clawing back” subsi-
dies when firms fail to meet these requirements.
The truth is, however, that capital expenditures
and payroll expenses belong on the cost side of
a cost-benefit ledger.'* Investments should be
made and jobs created only if they generate more
value than they cost (and, as previously noted,
cost encompasses opportunity cost). For exam-



ple, it’sbeen reported that the LCD industry will
experience a surge in supply in coming years
as multiple new Generation 10.5 plants come
online, meaning that the best, and least waste-
ful, option—from a global economy perspec-
tive—might be for Foxconn to abandon its plans
for an LCD manufacturing facility in Wisconsin,
especially considering the higher labor cost there
as compared to other factory locations."** Subsi-
dies, especially those with strings attached or
clawback clauses, make it harder for a firm like
Foxconn to adapt to changing circumstances.”!

Eligibility restrictions and clawbacks can
compound the problems with subsidies by moti-
vating unwise investments. At any one moment
in time, these policies can cause resources to
be wasted, but these policies are also inefficient
from a forward-looking, dynamic perspective.
Large, mandated investments can create path
dependency, locking in particular production
technologies and processes. Even worse, sub-
sidized jobs are not sustainable in the long run,
putting workers who are lured into these posi-
tions at risk. This risk exists not only because of
the potential for future layoffs, but also because
the particular skillset the workers developed at
the subsidized company may have less long-term
career value than the skillsets they might other-
wise have developed at an unsubsidized, dynami-
cally efficient company.

5.3. RENT-SEEKING COSTS

Subsidization involves another cost. As we have
already noted, consumers and producers of the
subsidized product gain from the subsidy while
taxpayers and would-be competitors lose. Firms
do, however, expend real resources in seek-
ing and defending these transfers while others
expend real resources opposing them. Firms

lobby."*? They lend their time and resources to
political causes. More subtly, they change their
products and their production techniques in
order to curry favor with politicians—for exam-
ple, by locating a facility in a certain politician’s
district or by promising to use inputs made by
a certain producer.' (It is telling that Foxconn
chose to locate its plant in the most preferred
location of the president of the United States, a
district represented by the then-Speaker of the
House of Representatives and near the home of
the then-White House chief of staff.®*) These
efforts waste valuable resources, and this wast-
age must be added to the cost side of the cost-
benefit ledger, even if it is difficult to measure.”*®

The above-normal profits earned by a privi-
leged firm are known as economic “rents,” and
the economically wasteful efforts of firms to pur-
sue these privileges are called “rent-seeking”'*
The research on rent-seeking is vast, but sev-
eral implications of this literature are worth
emphasis.'’

5.3.1. Rent-Seeking Occurs on Many
Levels

Rent-seeking waste can take place at a number
of different levels. Companies spend resources
to sway the creation of favorable policies—for
example, in order to establish a state office of
economic development—but they also rent-seek
in order to obtain the privileges dispensed by that
office.’*®

Firms are not the only ones to waste resources
by rent-seeking. Office seekers and would-be
bureaucrats also expend scarce resources to win
the political contest to hand out privileges and
thus collect quid pro quo campaign donations and
other benefits from favored firms."* In addition,
those who pay for subsidies—such as taxpayers



and the competitors of subsidized firms—also
expend scarce resources fighting these transfers,
aprocess that the economist Fred McChesney has

dubbed “rent extraction.”**°

5.3.2. Waste Increases with the Size of
the Rent

The amount of resources wasted in seeking the
rent is proportional to the size of the rent. In fig-
ure 3, as the size of the parallelogram in panel
B grows, so does the rent-seeking waste. Put in
terms of actual subsidies, all else being equal,
one would expect the $3.6 billion state subsidy to
Foxconn to entail approximately 445 times more
rent-seeking waste than Indiana’s high-profile
$7 million subsidy to air conditioning manufac-
turer Carrier, which was a more traditionally

sized subsidy.""

5.3.3. Waste Increases with More
Rent-Seeking Competition

The more individuals and entities that are
involved in seeking or dispensing privileges, the
greater the rent-seeking waste.'*? It is even pos-
sible that, in the aggregate, firms might spend
more money seeking the rent than the rent is
even worth, a phenomenon economists call
“overdissipation.”** Note that this is exactly the
opposite of the way most markets work. Nor-
mally, the more producers and consumers there
are in a market, the more efficient it becomes.'**

Inrecentyears, anumber of highly publicized
bidding wars have drawn in large numbers of con-
testants. As we’ve previously noted, Amazon’s bid
to open a second North American headquarters
resulted in over 200 bids from cities across the
continent."*® All the resources each municipality
put into developing its bid are irretrievably lost.

5.3.4. Waste Begets More Waste

Policymakers and firms often establish sequen-
tial bidding processes that increase the rent-
seeking waste.'*® For example, once a firm has
secured a subsidy, that firm often goes back to
policymakers seeking more. The producers of the
television show House of Cards did this.'*” The
show films in Maryland, using the state capitol
building as a stand-in for the US Capitol. In its
first two seasons, the state had given the produc-
tion company $26 million in tax credits. Before
filming started for the third season, the show’s
producers sent the governor a letter threatening
to pull out of the state if they didn’t receive more
credits. The state found a way to give the pro-
duction company $7.5 million more than it had
planned for the third season.

Because past subsidies are sunk costs (that
is, costs that cannot be recovered), policymakers
often oblige rent-seekers when they come back to
seek more. In the case of Foxconn, there is noth-
ing to stop the firm from coming back in a few
years in search of more subsidies. Even worse,
if there are increasing returns to scale in rent-
seeking (that is, if firms with larger rent-seeking
operations are more efficient at seeking favors),
then, in the aggregate, firms may even expend
more resources seeking the privilege than the
privilege is worth."*®

5.3.5. Unproductive Entrepreneurship

Rent-seeking has dynamic as well as static costs.
In their original formulation of the concept,
economists stressed that rent-seeking is waste-
ful at any given moment in time.'** More recently,
economists have also come to stress the dynamic
costs of rent-seeking. The key to understand-
ing these dynamic costs is to focus on entre-
preneurs.”®® These individuals are the change



agents who develop new and different ways of
doing things. In a rent-seeking society, however,
those with entrepreneurial spirit are motivated
to spend their efforts thinking of new and dif-
ferent ways to seek privileges rather than new
and different ways to create value for custom-
ers. This finding helps explain why economies in
which rent-seeking is prevalent seem to grow at
a slower pace than other economies.’

5.3.6. The Tradeoff between Waste
and Inequity

Depressingly, rent-seeking waste can be curbed
if the process for handing out rents is difficult
to contest.”®” For example, if a policymaker is
inclined to offer a privilege to a firm because that
firm’s CEO is a chum, then few other firms will
bother seeking the rent.'>® Similarly, if an eco-
nomic development agency is inclined to dole
out resources to “flashy” firms such as Tesla or
Foxconn, more pedestrian enterprises will not
bother seeking these subsidies.

5.4. THE ZERO-SUM GAME

Ignore, for the moment, that subsidies entail dead-
weight losses in the taxed markets that fund them

and in the subsidized markets that benefit from
them. Ignore, further, that subsidies entail anti-
competitive effects and rent-seeking costs. Forget-
ting all these considerations, subsidies are at best
a zero-sum game on a national scale: when one
state lures a firm with a subsidy; its gain is exactly
offset by another state’s loss. This phenomenon is
perhaps best illustrated by what has come to be
known as the “Kansas—-Missouri economic border
war.” There, in less than a decade, the two states
have spent about $335 million to lure firms back
and forth across the state line that splits Kansas
City.154

Economists have long likened the nation-
wide subsidy race to a “prisoner’s dilemma”—a
game theory example in which the rules of the
game constrain the players to pursue socially

155 More recently, some

destructive behavior.
have called for an economic cease-fire in the sub-
sidy war.”*® Interestingly, even some economic
development officials agree. As one Kansas City
economic development official put it, “There
ought to be a law against what I’m doing.”*’” This
extraordinary waste recently motivated the state
governments to agree to stop offering subsidies
for border-jumping companies (but only for
those counties that are part of the Kansas City

metropolitan area).'*®



6. THE POLITICAL ECONOMY OF TARGETED SUBSIDIES

argeted subsidies are ostensibly designed

to change the decisions that businesses

make. Upon close examination, however,
it is clear that policymakers themselves face
a number of perverse incentives that make it
nearly impossible for them to dispense targeted
subsidies in a manner that promotes the general
welfare.

6.1. CONCENTRATED BENEFITS AND
DIFFUSE COSTS

Targeted economic development subsidies fol-
low a pattern that is common to many govern-
ment transfers: those who benefit from these sub-
sidies are few in number, whereas those who pay
for them are numerous. Foxconn is again illus-
trative: just one firm stands to receive a $3.6 bil-
lion subsidy while some 16,000 other Wisconsin
businesses must pay a corporate income tax that
could be reduced by 22 percent in the absence of
that subsidy.

A number of political scientists and econo-
mists have noted that this pattern of concen-
trated benefits and diffuse costs is problematic.”*
Being few in number, those who benefit from
these transfers tend to find it relatively easy to get
politically organized. They often have active gov-
ernment affairs divisions with extensive lobbying
operations and sophisticated political donation

strategies. By contrast, the numerous taxpayers,
consumers, and competitors who bear the costs
of subsidies tend to find it relatively more diffi-
cult to get politically organized. This means that
the political landscape is tilted to transfer wealth
from the diffuse, less influential groups to the
concentrated, better-organized groups—even if,
because of deadweight and rent-seeking losses,
the diffuse groups lose more than the concen-
trated groups gain.'*°

6.2. INVESTING WITH OTHER
PEOPLE’S MONEY

When Donald-Trump-the-entrepreneur invests
his own money—or even borrowed money—in
a private venture, he has the motivation to care-
fully weigh both the costs and the benefits of the
project because he bears the risk and receives the
reward (or suffers the consequences).'” An econ-
omist would say that the benefits and costs are
“internalized” into his decision-making process
and therefore inform his final choice. He there-
fore has an incentive to minimize the expense he
incurs relative to the reward he may reap. He may
choose to trade higher risk for higher yield but will
do so only on the basis of his own risk tolerance.
When Donald-Trump-the-president negoti-
ates a targeted economic development package,
the situation is quite different. In the case of the



Foxconn deal, the costs are to be borne by Wis-
consin’s taxpayers and were therefore external
to President Trump’s and Governor Walker’s
decision-making processes, giving them little
incentive to minimize costs. Most of the benefits
of the deal were also external to the decision-
making process, since they are to accrue mostly
to Foxconn stock owners, Foxconn executives
and workers, and Foxconn customers.'®? Politi-
cians primarily benefit by being seen as “doing
something”—whether it works or not—to help the
community, with the media coverage serving as
free advertising to build their political brands.'®?

Although the president and Governor Walker
faced political risks and rewards for offering the
subsidy, these risks and rewards are not the same
as being personally financially responsible for a
$3.6 billion investment. They faced little incen-
tive to maximize these returns or to ensure that
they matched the risk tolerance of Wisconsin tax-
payers. As Nobel laureate Milton Friedman was
fond of saying, buying something for one person
using someone else’s money almost always guar-
antees a suboptimal decision.'*

6.3. POLITICIANS MAKE
INVESTMENTS GUIDED BY MIXED
SIGNALS

Private entrepreneurs not only have a stake
in their investments but also have signals that
guide their decisions. The signals of relative
price, profit, and loss steer entrepreneurs away
from riskier or lower-yield projects and toward
safer or higher-yield projects. Markets for goods
and services aggregate widely dispersed pieces
of information into a relatively simple signal—
price—allowing producers and consumers to
efficiently coordinate their plans with others
in the market."”® Those with the most knowl-

edge regarding a particular investment have an
entrepreneurial incentive to make trades that
are informed by that knowledge, which pushes
the price to incorporate the best available infor-
mation.'°® Other consumers and producers may
not have access to that knowledge, but they still
incorporate that information into their decisions
because the changing price—and its value rela-
tive to other prices—guides them.

For example, if the best available informa-
tion suggests that a particular venture is risky
relative to its potential payoff, investors will be
reluctant to fund it and may even short it. Entre-
preneurs will experience this signal as increased
difficulty in obtaining investment capital and will
be less likely to pursue the project.

Policymakers, however, are not guided by
these market signals.'®” They raise capital by
imposing taxes and typically pay the same (polit-
ical) price for a tax that funds a risky project as
for a tax that funds a safe project. In some cases,
policymakers are even politically rewarded for
ignoring market signals. For example, declining
industries such as coal, steel, and textiles have
often been propped up by targeted subsidies or
protections with the approval of local taxpayers
who fear the loss of anchor industries.'*®

Subsidies, however, typically cannot stave
off change forever. Their delay of the inevitable
decline can sometimes make the adjustment
more sudden and painful than it might have been
if it had happened gradually. Economist Terry
Buss cites a number of these examples, including
the millions of dollars that Pennsylvania politi-
cians used to prop up Sharon Steel, “only to have
it eventually fail.”

This shields business from the conse-
quences of bad choices, leaving man-
agers unaccountable. By propping up



firms in decline, other firms making
correct choices are injured, as their
resources are diverted to help the
unproductive.'®’

All else being equal, investors will judge a
project with political backing to be safer than one
without such backing, and the cost of investment
capital will reflect this fact. As a result, policy-
makers may get the false impression that capi-
tal markets have judged the project to be safer
than alternative projects, when in fact the mar-
kets have only judged it to be subsidized.””® This
misconception may invite further economically
inefficient government subsidies.

6.4. POLITICAL BUNDLING, VOTER
IGNORANCE, AND IRRATIONALITY

Public choices differ from private choices."”' The
person who chooses peanut butter or a mort-
gage or a car sees a direct connection between
the action (buying these items) and the desired
outcome (possessing or consuming them). This
is not the case, however, for government decision
makers (voters, politicians, and bureaucrats). A
person may choose to vote against the politician
who supports subsidies but will end up paying
for those subsidies nonetheless. The subsidies,
moreover, are bundled together with dozens of
other policy positions—everything from commu-
nity policing to street repair—and sold together
as a single candidate’s platform. Voters therefore
find it difficult to reward or punish policymakers
for any particular position or decision.

To make matters worse, elections are infre-
quent, uncompetitive, and typically winner-take-
all. The substantial period between elections, the
practical constraints on the field of candidates,
and the lack of differences between the most

likely winners (motivated by the rules governing
most US political contests—especially the fact
that only the first-place candidate is elected to
office) all serve to limit voters’ ability to clearly
signal their preferences. Moreover, the typical
voter’s chances of affecting an election, even a
local election, are vanishingly small. This politi-
cal market is substantially different than a com-
petitive market for goods and services.

For these and other reasons, voters tend
to make political decisions with relatively little
information."’? Given that information-gathering
is costly and that voters see little benefit to
becoming informed, it is rational—in an eco-
nomic sense—for most voters to remain ignorant
about most policy issues. By and large, voters are
what economists call “rationally ignorant.”

Worse still, voters and policymakers may be
guided by certain biases that are systematically
irrational."”® As we have already noted, it is com-
mon in political decision-making to misclassify
costs as benefits and to think that a project is
more valuable because it involves a larger invest-
ment or requires a larger workforce."”* It is also
common to simply ignore costs altogether. In
our discussion of the multiplier effect in section
3.1.2, for example, we noted that policymakers
emphasize the positive effects of spending mul-
tipliers but ignore the negative effects of the tax
multipliers.

Economic development policy suffers from
other irrational biases. For example, it tends to
favor “flashy” industries such as film produc-
tion even though no evidence exists that these
industries create any more value for consumers
or producers than more pedestrian industries
such as auto repair, grocery stores, or home
construction.”® Recent research finds that con-
stituents, even though they bear the diffuse
costs of subsidies, tend to reward policymakers



who pursue these targeted incentive strategies,
suggesting that voters are either ill informed or
rationally ignorant—or both.'”

6.5. SHORT-TERMISM AND
SUBSIDIES THAT WORK ONLY ON
FLIGHTY FIRMS

Private firms, especially publicly traded ones,
are often accused of undue focus on the short
term."”” If anything, political time horizons are
even shorter than private-sector time horizons
because politicians aren’t typically motivated
to think further ahead than the next election.
The typical state legislator is up for reelection
every two years. Governors serve only four-year
terms and are usually limited to two of these. The
political cycle incentivizes policymakers to dem-
onstrate nearly immediate results, to front-load
benefits, and to push costs off into the future.'”®
In contrast, financial markets reward investors
who make long-term bets that are expected to
pay off.

If a firm that was enticed by subsidies to
relocate then decamps for another location after
a few years, policymakers pay almost no cost for
their poor investment of public dollars. Jump-
ing ship shouldn’t be unexpected, though. A firm
whose location decision is swayed by a subsidy
is also more likely to move away if a better deal is
offered elsewhere."”’

As we have previously noted, academic
research finds that subsidies rarely sway a com-
pany’s location decision. In the cases where the
subsidy does influence the decision, it makes
sense that those firms are less tied to the local
economy or regional characteristics than com-
panies that would have made the same decision

regardless of the subsidy."®* As a result, when
an economic development subsidy “works,” it’s
actually a riskier investment of public dollars
than when the subsidy is immaterial to the com-
pany’s decision.

This appears to be one reason why highly
mobile industries such as film production com-
panies and professional sports teams have been
so successful in obtaining subsidies. If a com-
pany is pursuing a subsidy, it’s more likely to be
a flighty firm.

6.6. POLITICAL DISCRIMINATION
LEADS TO A POLICY TRAP

In theory, inefficient policies create their own
pressures for reform.'® If a policy imposes cer-
tain costs on citizens, some will push for its elim-
ination. The greater those costs, the greater will
be this pressure. If targeted economic develop-
ment subsidies spare the best-organized interest
groups from the burden of a particular policy—
say, a steep tax or an onerous regulation—while
other, poorly organized groups must continue
to bear the burden, then the pressure for reform
will be reduced.’® The ensuing unhealthy eco-
nomic equilibrium may be difficult to escape.

For example, about 16,000 Wisconsin firms
pay the corporate income tax while some 3,500
firms are spared the burden by virtue of the fact
that they are manufacturers or agribusinesses.
This privilege makes manufacturers less inclined
to apply political pressure to reduce the state’s
CIT rate. Recent research finds a statistically sig-
nificant negative relationship between targeted
subsidies and economic freedom, suggesting
that those states that offer more subsidies tend
to have higher tax and regulatory burdens.'®*



7. CONCLUSION

conomic theory offers little reason to think

that targeted economic development sub-

sidies benefit the broader communities
that ultimately pay for them.

To begin with, the most common argument
for subsidies—that they create large multipli-
ers—is often misstated or misunderstood. Mul-
tiplier estimates typically assume that subsidies
decisively determine firm location decisions,
although the best academic research suggests
that, in the vast majority of cases, subsidies actu-
ally do not sway firms. When this likelihood of
the subsidy affecting the decision is accounted
for, the gross expected value of these multipli-
ers is significantly lower. Moreover, these mul-
tipliers are only gross effects—not net effects—
because they ignore the economic activity lost as
aresult of the taxes that fund subsidies.

Another common notion is that targeted
subsidies will create positive spillover benefits
owing to clustering effects. The clustering litera-
ture, however, does not support the use of subsi-
dies. Most clusters exist apart from, and even in
spite of, government efforts.

While a tax cut or outright subsidy for one
firm may indeed spur additional economic activ-
ity, it comes at the cost of higher taxes for other
individuals and businesses or of reductions in
public services, discouraging economic activity
in other parts of the economy. Moreover, eco-

nomic theory suggests that such uneven taxation
does more to discourage economic activity—it
has a higher deadweight loss—than broad-based,
low-rate taxation. Using Wisconsin’s Foxconn
subsidies as an example, we have shown that
under most plausible scenarios, the taxes fund-
ing the subsidies will discourage more economic
activity than will be encouraged by the subsidies
themselves. In short, the net effect of targeted
economic development subsidies is likely to be
negative.

Subsidies entail other costs. By prompting
firms to make investments that they might not
otherwise make, subsidies encourage inefficient
activities in which the marginal costs exceed
the marginal benefits. Targeted subsidies also
create anticompetitive effects, such as higher-
than-necessary production costs and dynamic
inefficiency. Moreover, a tendency to provide
subsidies motivates the further waste of scarce
resources to pursue government-granted privi-
leges, a socially and economically costly phe-
nomenon known as rent-seeking.

There are a number of reasons to suspect
that the political economy of targeted develop-
ment is rife with bad incentives for both poli-
cymakers and firms. These political economy
problems are likely to lead to subsidies that con-
centrate benefits on a few highly organized inter-
est groups while spreading costs among a large



and diffuse number of unorganized taxpayers,
consumers, and would-be competitors. Policy-
makers also typically lack the knowledge or the
incentive to properly channel targeted subsidies.
Moreover, politicians often rely on uninformed
or evenirrational ideas of economic development
that tend to favor short-term, symbolic gestures.

As a result, the case for targeted economic
development subsidies is quite thin—both eco-
nomic and political economic theory offer rea-
sons to be skeptical of their success. Furthermore,

the empirical research bears out the theoretical
prediction: subsidies do not create widespread
economic growth.'®*

This finding is problematic, given that US
states and municipalities spend up to $95 billion
each year on targeted subsidies. To the extent
that targeted economic development subsidies
discourage other sorts of economically efficient
reforms, local policymakers throughout the coun-
try seem to be pursuing a strategy that will hamper
economic development for decades to come.
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