by Jess Fields
Senior Policy Analyst

Key Points

» Economic development

incentives benefiting
individual businesses
are used more than ever
before in Texas.

Negotiations between
local governments

and businesses are
completely exempt from
open meetings and
open records requests.

» The widespread use of

economic development
incentives creates an
environment in which
businesses expect to
receive handouts.
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Introduction

Economic growth is a win-win; low unem-
ployment, rising incomes, and a strong lo-
cal economy help everyone. It is no surprise,
then, that most local policymakers want the
economy to grow in their community. It is
also no surprise that many think that govern-
ment should play an active role in this expan-
sion.

The desire to foster economic growth has
spawned a range of local policies collec-
tively referred to as economic development.
Broadly defined, economic development sim-
ply means anything designed to improve the
economy. In Texas, economic development
policies generally entail targeted incentives
designed to attract new businesses to within
a government’s taxing jurisdiction.

This paper represents the first part of a much
larger discussion about the use of economic
development policies by Texas’ local govern-
ments. To examine the specifics of a particu-
lar policy, it is necessary to understand the
entire landscape. What follows is an overview
of which economic development policies are
commonly used in Texas, and why their use
has increased in recent years.

Background

Modern economic development policy traces
its roots in Texas to 1979, when the Legisla-
ture passed the Development Corporation
Act of 1979. It allowed municipalities to cre-
ate nonprofit economic development corpo-
rations to support economic growth. Howev-
er, because the Texas Constitution prohibited
state and local government funds from sup-

porting private business entities directly, they
were privately funded.

The floodgates for local economic develop-
ment really opened in 1987 when a state con-
stitutional amendment, Proposition 4, passed
allowing for expenditures related to econom-
ic development. The amendment stated that
“the legislature may provide for the creation
of programs and the making of loans and
grants of public money ... for the public pur-
poses of development and diversification of

»]

the economy of the state!

Thus, governments in Texas were allowed to
give public money to private interests. This
included the public funding of economic de-
velopment corporations and other local in-
centives. In 1989, Chapter 380 of the Local
Government Code was passed, allowing for
cities to engage in a wide variety of economic
development incentives.?

Economic development policies have been
incredibly popular with Texas local govern-
ments ever since. The majority of Texas cit-
ies have employed economic development
policies, as have many counties and special
districts. Their usage continues to grow with
proponents extolling the many supposed ben-
efits and reassuring doubters that checks and
balances are in place to ensure the policies are
effective.

However, the question should be asked: Why
do many local governments in Texas attempt
to grow the economy by providing public
benefits to private businesses as Texas leads
the nation in promoting free-market policies?
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Overview of Texas’ Economic Development
Toolkit

Texas” local governments have a variety of economic de-
velopment policies at their disposal. Economic develop-
ment officials often refer to these policies as “tools” within
an economic development “toolkit™ The most common
economic development tools used by Texas local govern-
ments to attract outside firms are:

o Chapter 312 (City, County, Special District) Prop-
erty Tax Abatements — Usually employed by cities,
counties, and special districts under Chapter 312 of the
Tax Code, tax abatements are policies whereby a local
government reduces a portion of a business prospect’s
property taxes over a period of up to 10 years. Only
increased value above the original taxable value may
be abated, and the reduction may be either a fixed or
variable amount.*

o Chapter 313 (School District) Property Tax Abate-
ments — Chapter 313 of the Tax Code allows for
school districts to engage in the abatement of property
taxes. School districts were given “the ability to attract
new taxable property and create jobs through the offer-
ing of a tax credit and an eight-year limitation on the
appraised value of a property for the maintenance and
operation portion of the school district property tax.”

o Tax Increment Financing (TIF) Districts — TIF dis-
tricts are reinvestment zones created by counties and
cities that capture the tax “increment,” the increase
in value within the district, over a certain period. Al-
though this usually refers only to the property tax in-
crement, cities are also allowed to capture a portion of
increased sales tax revenues generated within the TIF
if they so choose.® Each TIF has a special fund into
which this increment flows, and the fund may only be
spent on projects within the boundaries of the district
intended to help its resident businesses.” Boards ap-
pointed by the governing body, whose primary job is to
make recommendations regarding the use of the funds,
oversee the districts.® TIFs are commonly created by
local governments looking to redevelop an area into a
distinct place with a unique identity.

o The Economic Development Sales Tax — The Devel-

opment Corporation Act of 1979 allows cities to create
economic development corporations (EDCs) whose
purpose was encouraging new growth in the local
economy. Before the 1987 constitutional amendment,
these entities had to seek private funding. Not long af-
ter its passage, the Legislature created what are now re-
ferred to as Section 4A and Section 4B sales taxes. Es-
sentially, these are each half-cent sales taxes intended
to fund economic development activities overseen by
the board of a corresponding EDC. Type A sales taxes
are mostly restricted to spending for economic de-
velopment purposes, whereas Type B sales taxes have
much more flexibility. Cities may adopt either of these
taxes or both, as long as they meet the criteria and do
not exceed the 2 percent local sales tax cap.’

Infrastructure Projects — Local governments can use
enhanced infrastructure to incentivize development.
This is an extension of the authority of local entities to
construct public projects, in addition to being allowed
under Chapter 380 of the Local Government Code."
Localities may choose to extend public infrastructure
necessary to develop a property above and beyond a
level that would normally be provided to other land-
owners.

Business Parks and Land Transfers — Many local
governments in Texas build business parks, which are
large parcels of land purchased by the governing body
with the intent to locate businesses there. Sometimes,
land within a business park will be conveyed to a busi-
ness as an economic development incentive. Chapter
272, which covers the sale and transfer of real property
in Texas, usually requires a competitive bidding pro-
cess for the sale of land. However, certain exceptions
from the competitive bidding requirement may be ap-
plied to economic development activities. In addition,
land may be given away, or sold at less than fair market
value, as long as the governing body deems the pur-
pose for doing so as in the public interest."!

Streamlining Development Standards, Processes
and Permitting — Cities usually have many codes
that regulate the use of private property. As a result,
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most have some kind of planning department to ap-
ply these regulations to development, in addition to
reviewing and approving building permits and the
like. A relatively simple way for cities to “sweeten the
pot” for business prospects is to simply relax or even
waive some of these standards. If a city has a standard
turnaround time for permitting and development plan
review, those processes can also be expedited as an in-
centive to the business.

o Chapter 380 Economic Development — Chapter 380
of the Local Government Code has been called the
“crown jewel of incentives for local economic devel-
opment” by its proponents.'> The statute permits lo-
cal governments to spend public money for economic
development so long as the expenditure constitutes a
“public purpose”? As virtually anything can be con-
strued a public purpose, this statute grants extremely
wide latitude tolocalities to do essentially whatever they
want in the pursuit of economic development. Even the
Office of the Attorney General suggests in their Eco-
nomic Development Handbook that “it is outside the
scope of the opinion process to determine... whether
a particular incentive or combination of incentives...”
are in line with the statute.* The law would seem to be
too broad to place limits on the use of incentives.

While many other policies are used for the purposes of
economic development, these represent the major policy
tools used by local governments in Texas.

The Proliferation of Economic Development
The lack of public scrutiny and the competitive nature of
local economic development has ensured their continued
widespread use in Texas.

Confidential Economic Development Negotiations

Economic development deliberations are not public infor-
mation. Under Section 551.087 of the Government Code,
which covers the Open Meetings Act, economic develop-
ment negotiations are excluded from the public meetings
requirement.”® Local governments may not only consider
information presented regarding a business interested in
relocating, but also fully deliberate. As long as no vote is
actually taken, all other aspects of the economic develop-
ment negotiation process are exempt. The only thing the

All information about economic
development negotiations, including
any and all offers made by local
governments to business prospects, are
completely sealed from public view at
least until an agreement between the
government and the business is reached.

public will ever know during the process of negotiation
is that economic development discussion is posted for
closed session.'s

The only other exemptions provided under the Open
Meetings Act that apply to cities, counties, and special dis-
tricts are the discussion of licensing examination results,
medical records of public employees, issues relating to
security, discussion of personnel matters related to pub-
lic employees, donations to government bodies, delibera-
tions regarding real property, and consultations with the
governing body’s attorney. If a local government runs a
hospital or public utility, competitive matters are exempt
as regard those entities. Economic development, one of
the few matters exempt from public meetings, enjoys spe-
cial privileges not given to other routine matters of local
governance."’

In addition, all information about economic development
negotiations, including any and all offers made by local
governments to business prospects, are completely sealed
from public view at least until an agreement between the
government and the business is reached.'® Not even an
open records request can reveal the details, or even the
existence of a particular economic development negotia-
tion. If no agreement is reached, any information about
the economic development negotiations, even the fact that
they ever occurred, may never be disclosed to the public.
The only thing the public has the right to know is that the
negotiations are ongoing, because closed session will be
posted invoking the 551.087 exemption."

The ability of local governments to conceal the proceed-
ings of economic development negotiations effectively
keeps voters from seeing any part of the decision-making

www.texaspolicy.com



An Overview of Local Economic Development Policies in Texas

January 2014

Economic development competition
among local communities tends

to create even more economic
development activity, as localities
each aim to outdo one another.

process. Elected officials tout when a deal is worked out,
proclaiming the new growth that has been created in the
community thanks to the governing body’s action. What
is not seen by the taxpayers, of course, are the negotia-
tions over how much of their money is spent, or what spe-
cial treatment the business receives. This disconnect sig-
nificantly lessens any outside scrutiny of the issue, allows
elected officials to take credit for whatever jobs or invest-
ment are promised, and generally ensures that the public
doesn't really know what is going on.

It should be noted that the hidden nature of economic de-
velopment negotiations also benefits businesses looking to
receive economic development handouts. By not having
to endure a public process, these businesses avoid much of
the negative perception of “crony capitalism” because no
one knows the negotiations are going on until the deal is
done. Even then, the deal takes a backseat to the promised
number of jobs and new capital investment.

The Never-Ending Cycle

We often regard competition as a good thing, especially
competition between governments. What of competition
between localities in Texas using economic development
incentives?

The widespread existence and use of economic develop-
ment tools has the opposite effect of what is intended by its
users. Rather than empowering local governments to have
a hand in supercharging their local economy, it shackles
those who frequently employ them by tipping the balance
of power in favor of the businesses they negotiate with.*

Economic development competition among local com-
munities tends to create even more economic develop-
ment activity, as localities each aim to outdo one another.
In an environment replete with economic development

activities, rent-seeking businesses have the upper hand.
When looking to expand in Texas, they can generally
depend upon local governments to bend in giving them
development or job growth incentives. Even while follow-
ing the market in choosing where to grow their business,
companies know that it never hurts to ask for handouts.
There is a decent chance in Texas that some locality in the
vicinity of where they are expanding will give them ad-
ditional perks.

As a result of the tremendous demand for economic de-
velopment incentives, local governments in Texas face a
difficult choice: drop out of the market for incentives and
seemingly lose all that potential business growth in their
community? Or forge ahead and offer ever greater levels
of incentives in the battle to beat competing local govern-
ments?

According to the Texas Comptroller, the use of economic
development incentives is as strong as ever. New econom-
ic development corporations continue to be created, even
as many cities have maxed out on their local sales tax cap.
In 1997, there were only 336 economic development cor-
porations. In 2011 there were 697, a 105.7 percent increase
over that period, with the number having increased every
year.”!

In addition, tax abatement agreements are also being en-
acted at a steady pace, and the total number of tax abate-
ments grows every year. From 2006 to 2011, a total of 758
tax abatement agreements were entered into by local gov-
ernments in Texas, an average of 126 per year.”” The most
used agreement period is 10 years, and as a result, a large
number of these agreements are still in effect. Perhaps the
most telling statistic, however, is that the size of businesses
receiving abatements is getting smaller. In 2006, 14 per-
cent of the businesses benefiting from tax abatement were
classified by the Comptroller as “Micro”’, meaning they
had 19 or fewer employees, but by 2009 that had grown
to 37.7 percent.” Businesses employing fewer than 100
people made up 46.5 percent in 2006. By 2009, that had
grown to 77.4 percent.*

That smaller businesses are receiving economic develop-
ment agreements tells us two things. First, the number
of firms who have access tax abatement agreements has
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increased. Big companies have long been lured with in-
centives, but now businesses that are far smaller can get
in on the action. Second, allowing smaller companies to
reap the benefits of incentives heralds a shift away from a
policy emphasis on job growth and towards capital invest-
ment.

These two trends indicate that the net of investment that
economic development policies is meant to capture has
grown wider and wider in just a few short years, and that
the use of economic policies generally has grown. The in-
creased competition in attracting business prospects has
resulted in a much lower threshold for offering incentives.
As a result, the use of economic development incentives
has persisted and even grown, in spite of questionable ef-
fectiveness.

Conclusion

The use of economic development programs is wide-
spread in Texas, with local governments frequently offer-
ing direct incentives to outside firms to relocate. Localities
and businesses alike are enticed by policies that allow for
special deals to be negotiated in secret. As the popular-
ity of these policies has grown over time, so too have the
number of businesses benefiting from them, and the fierce
competition that has caused more local governments to
offer incentives to small firms.

The public has become increasingly wary of “crony capi-
talism,” and it is well past time that a serious discussion
about the efficacy, transparency, and accountability of
Texas local governments’ economic development policies
was begun. ¢
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