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Silent and Stealthy: Michigan Gives Away $35 Billion a Year

sMichigan strugglesto addressyet another

budget shortfall for fiscal year 2011, currently
estimated at $1.7 billion, the Legidatureisconsidering
waysto balance the state budget. Of the various
optionsbeing considered, onegaining sometractionis
to end certain tax expenditures. Tax expenditures
quietly drainthe state of billionsof dollarsin revenue
every year, $35 hillioninfiscal year 2009 done,
approximately four timesthe state’'sgeneral fund
budget that year.

Less Than 40 Percent of Potential State

Revenue Was Collected in 2009

Total State Tax Less Tax
Revenue Loopholes
39% 61%
($22.7 Billion) ($35.4 Billion)

Total Potential Tax Revenues = $58.1 Billion

Sources: Michigan Department of Treasury and Michigan
Department of Management and Budget.

Chart created by Michigan League for Human Services.

Ending sometax expenditures can be part of a
balanced approach to closing the budget gap and would
increase revenue without ageneral tax increase. Inan

effort to addressthe pending budget gap, lavmakers
havetie-barred some of the departmental budget bills
to theending of certain tax expenditures.

Tax expenditures, often described asatype of
“dlent spending,” comeintheform of preferences
such astax deductions, exemptions, deferrals,
exclusions, creditsor lower tax ratesgivento
individualsor businesses.! Tax expendituresare
considered aform of spending asthey allocate funds
for specific public purposes, but do not do so through
direct appropriations. They haveasignificant impact on
state revenue asthey reduce or eliminate revenue that
would have otherwise been collected. These
expendituresare commonly referred to astax loopholes
or incentives. Tax expendituresaredivided intofive
categories*

e individua income
locdl property
trangportation
consumption
businessprivilege

The Goal of Tax Expenditures

Tax expendituresaretypically used for two purposes.
They are used to help redistribute the tax burden and
make necessary goods more affordablefor all
individuds, particularly low-incomeindividua sand
families. Tax credits such asthe Earned Income Tax
Credit (EITC) assst low-incomeworking familieswith

1 State of Michigan, Department of Treasury. (2010). Executive budget appendix on tax credits, deductions, and exemptions: Fiscal year
2010. Retrieved from http://www.michigan.gov/documents/treasury/ExecBudgA ppenTaxCreditsDedExemptsFY 10302899 7.pdf
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everyday needs and the Homestead Property Tax
Credit helpskeep housing costs affordable. Exempting
food and prescription drugsfrom taxation al so makes
thoseitemsmore affordablefor low-incomefamilies.

The second purposetax expenditures serveisto
influencethe behavior of businesses, such asgiving
them tax breaksif they chooseto locatein acertain
areg, engagein environmentally friendly business
practices, or create new jobs. Tax expendituresare
alsointended to give businessesacompetitive
advantage so they do not relocate out of state and take
jobswith them.

Tax Expenditures and State Tax Revenue

From 2005 to 2009, when adjusted for inflation, tax
expendituresgrew over 10 percent and total tax

% 1bid.

revenue declined by over 13 percent. Thisisbecoming
anincreasing problemfor the state budget astax
revenue continuesto decline, costsare continuing to
rise (despite eliminating some programsand making
deep cutsto existing ones), and the amount that the
state gives away in deductionsand exemptions
continuesto grow. Giving away ever increasing
amounts of potential revenue each year makesan
already shrinking revenue base even smaller.

Tax expenditures are projected to increasefrom
$35.4hillioninfisca year 2009to $36.4 billioninfisca
year 2010, a2.7 percent increase. Estimated changes
for each of thefivetax expenditure categoriesarein
thefollowing chart®:
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Change in Tax Expenditures

(in millions)
Predicted Percent
FY 2009 FY 2010 Change
Individual Income $9,649.5 $10,156.1 5.3%
Local Property $10,264.0 $10,193.9 -0.7%
Transportation $47.9 $48.0 0.2%
Consumption $13,552.3 $14,041.1 3.6%
Business Privilege $1,901.5 $1,921.5 1.1%
Totals $35,415.2 $36,360.6 2.7%

budget appendix on tax credits, deductions, and exemptions: Fiscal
year 2010.

Table created by the Michigan League for Human Services

Source: State of Michigan, Department of Treasury. (2010). Executive

A Process for Evaluating Tax Expenditures

Thereisno mechanism currently in placeto evaluate
the effectiveness of tax expendituresin Michigan.
Unlikedirect appropriations, which are part of the
annual budget process, most tax expendituresare put in
place and never reviewed. In addition, thereislittle
overlap between membersof thetax policy committees
and appropriationscommittees. Without more
coordination between committeesthat dictateincome
and spending, policiesmay be put in place by one
committee that can have adverse and unintended
consequences on the other.

Aslong ago astheearly 1990s, inresponseto a
statefiscal crisis, policymakers examined the cost of
these expendituresto the state budget and realized the
need to regularly review them. In 1991, aTask Force
on Tax Expenditures and the Budget i ssued areport to
the House of Representativesregarding tax
expendituresand their impact on the state budget. Asa
part of thisreport, the Task Force madefive
recommendationsregarding tax expendituresand how
they should bereviewed:

Reporting
o Tax expenditurereportsshould beapart of every

Executive Budget and expenditures should be
classified by typefor ease of review.

House Rules

« Billscontaining tax expenditures should not be
reported to the House floor without afiscal
impact analysisby the House Fiscal Agency and
all tax expenditures should include asunset
provisionto providefor evauation.

Organization

e Ajoint subcommittee of the House Taxation
Committee and the House A ppropriations Com-
mittee should be established with oversight over
all legidationrelated to tax expenditures. This
committeewould createaformal processfor the
review of all tax expendituresand end onesno
longer serving their purposes.

Confidentiality of Tax Expenditures

o TheHouse Taxation Committee should review
tax confidentiality statutesin order to gain ad-
equateinformationfor policy analysis.

Criteriafor Evaluating Tax Expenditures

o Background: what other statesare doing, impact
of federal laws

o Goals: objectives, what public need isbeing met

o Revenuelmplications: coststo stateand local
revenues, revenueloss caps

o Best Useof Limited Resources:. alternatives,
support budget priorities

o Additiona Considerations: arethe goasaccom-
plished, and hasthetargeted group benefited?

Of these five recommendations, the only one acted
on wasthe recommendation to have aregular tax
expenditurereport included with each Executive
Budget.

Nearly two decades|ater, in responseto ongoing
fiscal pressures, thereisrenewed interestintheissue
of tax expenditures. In January 2010, Governor
Granholm proposed moving from aone-year budget
cycleto atwo-year budget cycle. Tiedtothiswasa
proposal to requirethereview and reauthorization of
each tax expenditurein the second year of thetwo-
year budget cycle. Although no action hastaken place
on these proposals, lawmakers can still evaluateand
end tax expendituresat any time.
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A Model for Tax Expenditure Reporting

Thefirst step in the successful evaluation of tax
expendituresisareport that allows policymakersto
analyze which expendituresare serving their purpose
and which should beended. InApril 2009, the
Washington D.C.-based Center on Budget and Policy
Prioritiesissued areport detailing the characteristics of
ahigh quality tax expenditurereport. According to their
recommendations, astate report should be:

e Accessible: not only should the report be easy to
accessand usg, it should actually beused to
determinetax expenditure effectiveness. It should
be published regularly, incorporated into the
budget process and accessible online.

o Comprehensive: most or al tax expenditures
should beincluded in such areport, including
implicit expendituresaswell.

o Detailed: thereport should includedetailed
information regarding the structure and cost of
each expenditure and to whom it benefits. It
should includethe cost to the state, adescription
of theexpenditure (including thelegal citationand
theyear enacted), the number and description of
taxpayersbenefiting, cost projectionsfor com-
parison with other expenditures, and separate
reporting for any expenditurethat impacts both
state and local revenues.

o Analytical: thereport should detail whether the
expenditureismeeting itsgoa sand should be
classified by function, state the purpose of the
expenditureand includean analysisof who
benefits.

Michiganisoneof 42 states (including the District
of Columbia) that producesatax expenditure report
andisoneof thevery few (if not the only one) that
producesitsreport in conjunction with the Executive
Budget recommendation. In the context of these
recommendations, Michigan’sreport has strengthsand
weaknesses.

Michigan’s Executive Budget A ppendix on Tax
Credits, Deductions, and Exemptionsincludes detailson

salesand usetaxes, persona incometaxes, corporate
incometax, property taxesand other tax expenditures
that do not fit into any of the above categories. Itis
also forward-looking and givesthereader the ability to
see estimatesfor what aparticular tax expenditure
may cost inthefiscal year for whichthereportis
issued.

Michigan’sreport a so includes estimates of what
most expenditures cost the state, regardless of how
small. One exampleisthe Donated Vehicle Credit,
which providesacredit of up to 50 percent of thefair
market valueto individualswho donate vehiclesto
qualified organizations. Infisca year 2010, thiscredit
isestimated to cost the statelessthan $200,000. In
addition, the Michigan report includesdetailson who
benefitsfrom certain tax expenditures (such asthe
Homestead Property Tax Credit), and their cost to local
unitsof government.

Thereport doesnot, however, identify whether the
tax expenditure affectsthe General Fund or the School
Aid Fund, nor doesit statethe history of the
expenditure, givelegal citation or theyear inwhichit
was enacted. It givesno analysisasto whether the
expenditureisserving its purpose, such ascreating
morejobsand if so, how many. Thereport isnot as
effectiveasit could bein helping lawmakersanalyze
tax expenditures.

The Future of Tax Expenditures in Michigan

Tax expendituresthat are out of date with consumer
habits, havelittleimpact onjob creation, or don’t serve
auseful public purpose could be ended, not only asa
way to help balance the budget, but to create sound tax
policy. Doing thiswould help the state better analyze
how much revenue comesin versushow muchis
spent, (in addition to keeping or restoring programson
which Michigan residentsrely). Examplesof some of
these expendituresinclude®:

o Exemptinginternational telecommunication.
L ong-distance callswithin Michigan and between
statesare currently taxed, whereasinternational

4 Levitis, J., Johnson, N., & Koulish, J. (2009). Promoting state budget accountability through tax expenditure reporting. Retrieved from
the Center on Budget and Policy Priorities website: http://www.cbpp.org/files/4-9-09sfp.pdf

5 State of Michigan, Department of Treasury. (2010). Executive budget appendix on tax credits, deductions, and exemptions: Fiscal year
2010. Retrieved from http://www.michigan.gov/documents/treasury/ExecBudgA ppenTaxCreditsDedExemptsFY 10_302899_7.pdf.

Michigan League for Human Services

Slent and Sealthy



callsarenot. Thiscost taxpayers and the state
$18millioninfisca year 2009.

o Exempting the sale of food from vending ma-
chines. Whilefood purchased in grocery stores
remains exempt from the salestax asit helps
keep food affordablefor people acrossincome
levels, other food that isreadily consumable, such
asfast food, istaxed. Not taxing ready-to-eat
food from vending machinesis estimated to cost
thestate $18.3 millioninfisca year 2010.

o Exempting atax onasignificant number of
services. Michigan taxesonly 26 out of apossible
168 services. Taxing so few servicesisout of
date with consumer spending habits, asspending
on servicesrepresented nearly 60 percent of
persona consumption nationwide. The Michigan
Department of Treasury estimatesthat taxing all
servicestransactionsin Michigan’seconomy at
the current salestax rate of 6 percent wouldyield
over $10billionannually. If al business-to-
business, nonprofit and medical servicestransac-
tionswere excluded from taxation, the potential
annual yield of asalestax on serviceswould be
approximately $1.65billion

Asnoted, billsto end certain tax expendituresare
currently pending inthe L egidature. A few examples
indude®:

o HouseBill 5419 would end thetax exemptionon
international phone calls(asmentioned above)
and would increase revenue by an estimated $15
millionto$20million

o HouseBill 5490 would end the personal property
tax exemption on water softeners, which would
increase personal property tax revenue by just
under $1.5 million, $300,000 of whichwould goto
the School Aid Fund. Theremainder would goto
school districtsand local unitsof government

o HouseBill 4487 would increasethetax rateon
stripper property, whichis property that produces
no morethan 10 barrelsof oil per day and on
marginal oil wellsthat produce 20-35 barrels of
crudeoil per day for 12 consecutive months.

Increasing thisratewould increase oil and gas
severancetax revenues by approximately $7.5
million per year.

If these billsand othersare passed, Michigan
standsto gain billions of dollarsin revenuethat can be
used torestorevital programsand help prevent further
cutsto programs, many of which have aready seen
significant funding reductions.

Conclusion

Michigan continuestoforgo billionsof dollarsof
revenue asthe statefailsto regularly evaluatethe
effectivenessof itstax expendituresand to end those
that areineffective or have no public benefit. With
declining state revenues, another budget gap looming,
and more painful cuts on the horizon, the state cannot
continueto give away revenues. Part of abalanced
approach to addressing the budget gap includes
evaluating and ending sometax expenditures.

& Figures are based upon the House Fiscal Agency's legislative analyses of House Bills 5419, 5490, and 4487. Analyses may be found at

http://www.michiganlegislature.org
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