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Industrial revenue bonds (IRBs) are tax-exempt debt
securities issued by state and local governments to
provide financial assistance for a myriad of quasi-public
projects—including pollution control and hospital and
airport construction—as well as for the expansion of
commercial and industrial firms. Because the security for
this debt is provided by the assisted firms rather than the
issuing governments, IRBs are essentially corporate
bonds whose interest is exempt from federal income tax
and, in several states, from state income tax. This tax
exemption permits the assisted firms to borrow at belowmarket, tax-exempt interest rates—in effect constituting a
subsidy to the assisted firms. This subsidy, in turn, is a tax
expenditure of the federal government and several state
governments.
Small-issue industrial revenue bond (SIRB) issues,
those limited to a maximum of $10 million each, aren't
restricted to quasi-public purposes.1 In the last ten years,
SIRB issuance has increased tremendously. From a level
of only $1.3 billion in 1975, SIRB issuance has grown
nationally at a compound rate of 30 percent per year,
reaching an estimated $ 14.4 billion in 1984 alone (see the
accompanying chart).
Because this tremendous increase in the issuance of
SIRBs coincides with a period of mounting concern about
federal and state budgets, it is especially appropriate for
policymakers to investigate whether or not SIRBs are
attaining their intended objectives, as defined by state
public purpose laws. Foremost among these objectives
are the creation or preservation ofjobs and the expansion
of the property tax base. Corroborating this, a study by
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the Congressional Budget Office (CBO 1981, p. 19)
notes that "in general, IRBs meet state public purpose
requirements if they finance projects that create or save
jobs, or if they promote economic diversification." As a
typical example of state public purpose requirements, the
1
For more details on the history and use of SIRBs, see the study by the
Congressional Budget Office (1981).
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Minnesota Municipal Industrial Development Act lists
prevention of "the emergence of . . . areas of chronic
unemployment" as an objective and then cites "the need
for more intensive development and use of land to provide
an adequate tax base" to finance local government
services.2
Are these objectives being attained? They are, according to some sources. The Advisory Commission on Intergovernmental Relations (1984, p. 121), for example,
cites two studies supporting the use of IRBs to boost
employment. The first, conducted for the New York State
Economic Development Council, concluded that taxexempt financings significantly increased total employment in New York State; the second, a survey by the
Massachusetts Industrial Finance Agency, concluded
that IRBs would create 32,000 jobs in Massachusetts by
the end of 1981. Similar claims are made about job
growth in Minnesota. According to listings of employment projections within facilities approved for IRB
assistance between 1978 and 1983, Minnesota state
agencies forecasted that over 86,000 new jobs—or over
half of Minnesota's total employment growth in that
period—would be created within facilities financially
assisted by billions of dollars worth of IRBs.3 Moreover,
because many of these new jobs were to be situated in
private buildings which these states' agencies presumed
would not have been built except for the use of belowmarket financing, substantial increases in local property
tax bases are implicit in these agencies' job estimates.
The results of this paper stand in contrast to these
claims, which have not been based on sophisticated
analysis. By presenting theoretical arguments and empirical evidence, the paper suggests that SIRBs have
probably created little or no statewide employment gains
and, at least in Minnesota, have not significantly expanded the statewide aggregate local property tax base.
Theoretical Arguments
The application of microeconomic theory suggests three
effects that might contribute to my argument that SIRBs
have not significantly increased state employment and
property tax base. For convenience I dub the three effects
intrastate competition, capital-labor substitution, and
interstate competition.

Intrastate

Competition

In the past, SIRBs have often been used to help new firms
locate or expand into markets that were already quite
competitive within a single state. The excess competition
engendered by the new firms' locations may adversely
affect the incumbent competing firms and consequently

lower their future employment and property tax payment
growth. This intrastate competition may wholly or largely
negate the employment and tax base growth provided by
the firms subsidized by SIRBs. In fact, under some
conditions, intrastate competitive effects may be so
severe that statewide employment and tax base growth is
actually lowered by the subsidized entry of competitors.
The severity of the effect of intrastate competition
depends on the prevailing conditions in the markets
entered by the SIRB-subsidized firms. To see this, first
consider what happens when a SIRB-subsidized firm
enters or expands into a market without barriers to entry.4
When product demand grows in a market without barriers
to entry, subsidies like SIRBs aren't necessary to entice
firms to enter or expand: the profit potential inherent in
growing demand already suffices to entice firms to do so.
In this case, it would be incorrect to attribute any marketwide job or tax base growth to the subsidy. But in a market
where product demand is stable or shrinking, then
subsidies like SIRBs would indeed be necessary to entice
entry or expansion. However, the absence of barriers to
entry ensures that the subsidized entry or expansion will
increase market competition enough to cause some
incumbent competitors to leave the market. If the incumbent competitors' capital can easily be moved out of
the state, and is indeed moved, then an accurate statewide impact estimate would subtract the incumbents'
employment and tax base within the state from the subsidized firm's employment and tax base. The net impacts
would be positive only if the subsidized firm was more
labor and/or property intensive than the exiting incumbents, and would be negative conversely.
This argument presumes that the subsidized firm
enters or expands into a market with no barriers to entry,
so incumbent firms could tolerate no additional competition. But even if there were barriers to entry keeping
incumbent firms' profits high enough to tolerate additional competition from the subsidized firm, incumbent
employment levels and future expansion plans would still
be curbed by the additional competition from the subsidized firm. Once again, accurate statewide impact esti2Minnesota Statute, Section 474.01 (1984).
3 Statistics compiled from the annual reports on municipal revenue bonds,
available from the Minnesota Department of Energy and Economic Development. These statistics list IRBs approved for issuance rather than those actually
issued. Because some approved issues were undoubtedly never actually issued,
these data overstate the amount of revenue bonding; nonetheless, they appear to be
the best available data for the purposes of this paper.
4ln this paper, a barrier to entry in a market is any external circumstance
which prevents firms from producing in the market at the minimum possible cost.
Examples of such barriers include government chartering requirements and
private patent protection of an incumbent firm's production processes.

3

