
UPDATE ON SCHOOL FINANCE REFORM 

by Robert J. Kle ine  

School f i n a n c e  reform,  which had been moving s lowly  through t h e  
l e g i s l a t i v e  p r o c e s s ,  r a n  i n t o  a roadblock i n  t h e  House on A p r i l  26. Both t h e  
p l a n  suppor ted  by House Democrats and t h e  Governor and a House Republican 
a l t e r n a t i v e  f a i l e d  t o  win t h e  necessa ry  two-thi rds  approva l ;  t h e  Democratic 
p l a n  was r e j e c t e d  by a 60-47 v o t e  (73 v o t e s  a r e  needed f o r  passage) .  The 
major a r e a s  of d isagreement  concerned how much p r o p e r t y  t a x  r e l i e f  b u s i n e s s e s  
should r e c e i v e ,  how l a r g e  a t a x  i n c r e a s e  is a c c e p t a b l e ,  and whether t h e  
p roposa l  should  be on t h e  b a l l o t  i n  August o r  November. The House approved an  
amendment t o  t h e  p l a n  t h a t  would c o n s t i t u t i o n a l l y  p r o h i b i t  a s a l e s  t a x  on 
s e r v i c e s ,  b u t  t h i s  is  u n l i k e l y  t o  be a c c e p t a b l e  t o  most Democrats when, and 
i f ,  a f i n a l  p l a n  i s  passed.  The d i s t r i b u t i o n  o f  revenues t o  K-12 d i s t r i c t s  is 
ano ther  c o n t r o v e r s i a l  a r e a  t h a t  h a s  n o t  been addressed.  

School f i n a n c e  reform i s  a v e r y  f l u i d  i s s u e ,  and n e g o t i a t i o n s  w i l l  be  
con t inu ing  over  t h e  nex t  few weeks. Many of  t h e  p o i n t s  of d isagreement  w i l l  
be d i f f i c u l t  t o  r e s o l v e ,  p a r t i c u l a r l y  s i n c e  a number o f  l e g i s l a t o r s  have 
s e r i o u s  doubts  about  t h e  a b i l i t y  of any p roposa l  t o  win v o t e r  approva l .  

Backsround 

Funding f o r  K-12 e d u c a t i o n  i s  shared by l o c a l  governments and t h e  s t a t e ,  
w i t h  a s m a l l  amount of a.id provided by t h e  f e d e r a l  government. I n  FY 1987-88 
t h e  s t a t e  provided $2.7 b i l l i o n ,  and l o c a l  s c h o o l  d i s t r i c t s  r a i s e d  about $3.9 
b i l l i o n  from t h e  p r o p e r t y  t a x .  The s t a t e  s h a r e  of 40 p e r c e n t  is  up from a low 
of 32.6 p e r c e n t  i n  FY 1981-82. I n  FY 1978-79, however, p r i o r  t o  t h e  beginning 
of Michigan's  s e v e r e  f i s c a l  problems, s t a t e  government's s h a r e  was 45.1 
p e r c e n t ;  t h e  h i g h e s t  s u p p o r t  i n  t h e  p a s t  two decades  was 51.9 p e r c e n t  i n  FY 
1966-67. 

About two-thi rds  of s t a t e  a i d  t o  schoo l  d i s t r i c t s  is  d i s t r i b u t e d  through 
t h e  s c h o o l  a i d  formula ,  which is  based on t h e  "power e q u a l i z i n g "  concept ;  t h a t  
i s ,  t h e  s t a t e  a t t e m p t s  t o  e q u a l i z e  t h e  r e s o u r c e s  o f  schoo l  d i s t r i c t s  because  
t h e  p r o p e r t y  t a x  base  p e r  p u p i l  v a r i e s  widely among d i s t r i c t s .  For example, 
i n  D e t r o i t  t h e  p r o p e r t y  t a x  b a s e  pe r  p u p i l  i s  $27,081, compared w i t h  $209,509 
i n  Birmingham (1987-88 d a t a ) .  Th i s  means t h a t  i n  D e t r o i t  one m i l l  r a i s e s  o n l y  
$27.08 p e r  p u p i l ,  w h i l e  i n  Birmingham one m i l l  r a i s e s  $209.51 p e r  p u p i l .  

The 1987-88 school. a i d  formula guaran tees  s c h o o l  d i s t r i c t s  $350 p l u s  
$75.10 p e r  m i l l  p e r  p u p i l .  The g r a n t  from s t a t e  government i s  equa l  t o  t h e  
guaran tee  l e s s  t h e  amount o f  revenue r a i s e d  l o c a l l y .  For example, a s c h o o l  
d i s t r i c t  l evy ing  30 m i l l s  would be guaranteed $2,598 p e r  p u p i l .  I f  t h a t  
schoo l  d i s t r i c t  r a i s e d  $1,500 p e r  p u p i l  l o c a l l y ,  i t  would r e c e i v e  a s t a t e  
payment of $1,098 p e r  p u p i l .  There a r e  153 "out-of-formula" d i s t r i c t s ,  o r  27 
percen t  of a l l  d i s t r i c t s ,  t h a t  r a i s e  more l o c a l l y  than  t h e  guaran tee  and 
t h e r e f o r e  r e c e i v e  no s t a t e  a i d  from t h e  formula. In-formula d i s t r i c t s  w i l l  
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receive additional state aid if the millage rate is increased, but increases ' 

in the property tax base result in offsetting reductions in state aid. 

The remainder of state aid to school districts is in the form of 
categorical grants, such as for transportation, special education, and social 
security. The state also pays the contributions to the school employees' 
retirenent fund. 

Michigan's school finance system has some serious weaknesses. It leaves 
large revenue disparities among districts, resulting in low quality education 
in many; it leads to a substantial number of out-of-formula districts; and it 
encourages excessive local reliance on the property tax because state aid 
depends in part on local tax effort. As indicated in Exhibit 1, about 12 
percent of the students are in districts that spend $2,600 or less per pupil, 
and 18.8 percent of the students are in districts that spend $3,500 or more 
per pupil. The dramatic differences between out-of-formula and in-formula 
districts can be seen in exhibits 2 and 3. In FY 1987-88 in-formula districts 
spent an average of $2,753 per pupil and levied an average of 22 mills, while 
out-of-formula districts spent an average of $3,908 per pupil and levied an 
average of only 27.4 mills. This large disparity is explained by the average 
state equalized valuation (SEV) per pupil of $52,678 in in-formula districts 
and $174,116 in out-of-formula districts. The difference is too large for the 
state school aid formula to equalize without a significant increase in 
funding. To bring spending per pupil in in-formula districts up to the level 
of spending in out-of-formula districts would cost about $1.5 billion. 

The large number of out-of-formula districts indicates that many Michigan 
voters want more education than can be supported by state funds, which means 
even greater reliance on property taxes because school districts have few 
revenue alternatives. Only five states raise a larger percentage of K-12 

EXHIBIT 1 

SELECTED CHARACTERISTICS OF MICHIGAN SCHOOL DISTRICTS, FY 1987-88 

Average Average Size  Average 
Revenue Number of Percentage (number Average Operating 

Revenue Level pe r  Pupil  D i s t r i c t s  of Students of s tudents )  SEV/pupil Millage 

TOTAL $3,067 563 100.0 2,947 $85,680 30.7 

TOTAL NUMBER OF STUDENTS: 1,659,117 

SOURCE: Michigan Department of Education. 
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EXHIBIT 2 

SELECTED CHARACTERISTICS OF MICHIGAN IN-FORMULA 
SCHOOL DISTRICTS, FY 1987-88 

Average 
Revenue 

Revenue Level per  Pupil  

Average Size 
Number of Percentage (number 
D i s t r i c t s  of Students of s tudents )  

TOTAL $2,753 

TOTAL NUMBER OF STUDENTS: 

SOURCE: Michigan Department of Education. 

Average 
SEV /pupil 

$61,942 

50,834 

SO, 239 

54,495 

59,103 

55,378 
0 

0 

$52,678 

Average 
Operating 
Millage 

24.1 

28.0 

31.8 

35.8 

39.7 

43.4 
0 

0 

32.0 

EXHIBIT 3 

SELECTED CHARACTERISTICS OF MICHIGAN OUT-OF-FORMULA 
SCHOOL DISTRICTS, FY 1987-88 

Average 
Revenue 

Revenue Level per  Pupi l  

Average s i z e  
Number of Percentage (number 
D i s t r i c t s  of Students of s tudents )  

TOTAL $3,908 

TOTAL NUMBER OF STUDENTS: 

SOURCE: Michigan Department of Education. 

Average 
SEV/pupil 

$115,253 

100,475 

106,306 

108,602 

122,177 

126,777 

161,552 

318,731 

$174,116 

Average 
Operating 

Millage 

18.7 

24.7 

26.7 

28.9 

29.0 

30.4 

28.5 

27.6 

27.4 
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s c h o o l  funds  from l o c a l  s o u r c e s  than does Michigan, which r a i s e s  about 60 
p e r c e n t  l o c a l l y ,  compared t o  a  n a t i o n a l  average of 47 p e r c e n t .  

School f i n a n c e  reform h a s  been an  important  i s s u e  i n  Michigan f o r  two 
decades.  A 1968 s t u d y  by t h e  l e g i s l a t u r e  and t h e  s t a t e  Department of \cj 
Education concluded t h a t  heavy r e l i a n c e  on l o c a l  p r o p e r t y  t a x e s  widened t h e  
gap i n  e d u c a t i o n a l  o p p o r t u n i t i e s  among s c h o o l  d i s t r i c t s .  A s t a t e w i d e  p r o p e r t y  
t a x  was recommended, b u t  no a c t i o n  was taken.  

I n  1971 Governor M i l l i k e n  p resen ted  a  p l a n  t o  t h e  l e g i s l a t u r e  t h a t  would 
have reduced r e l i a n c e  on l o c a l  p r o p e r t y  t a x e s  f o r  s c h o o l s  and i n c r e a s e d  
r e l i a n c e  on t h e  s t a t e  income t a x  and a  b u s i n e s s  value-added t a x .  (The s i n g l e  
b u s i n e s s  t a x ,  a t y p e  of value-added t a x ,  was enac ted  i n  1976, bu t  t h e  revenues  
were n o t  used f o r  schoo ls . )  Th i s  p roposa l  genera ted  c o n s i d e r a b l e  i n t e r e s t  bu t  
f a i l e d  t o  win l e g i s l a t i v e  approva l .  

Over t h e  n e x t  decade t h e  v o t e r s  were g iven  seven o p p o r t u n i t i e s  t o  change 
c o n s t i t u t i o n a l l y  t h e  method of f i n a n c i n g  s c h o o l s  and /or  reduce p r o p e r t y  t a x e s ,  
b u t  a s  i n d i c a t e d  i n  E x h i b i t  4 a l l  seven p r o p o s a l s  were soundly d e f e a t e d .  

EXHIBIT 4 

PROPOSED AMENDMENTS TO STATE CONSTITUTION: 
SCHOOL FINANCE REFORM AND PROPERTY TAXES 

Proposa l  Date - Percen tage  For Percen tage  Against  

School f i n a n c e  reform November 1972 42.2% 
( i n c r e a s e  income t a x )  

School voucher p l a n  November 1978 25.7 74.3 I 
Reduce p r o p e r t y  t a x e s  November 1978 37.3 
(Tisch)  

Reduce p r o p e r t y  t a x e s  November 1980 44.2 
(Tisch)  

School f i n a n c e  re fo rm November 1980 21.2 
(Smith-Bullard) 

Reduce p r o p e r t y  t a x e s  
and r a i s e  s a l e s  t a x e s  November 1980 25.7 

Reduce p r o p e r t y  t a x e s  
and r a i s e  s a l e s  t a x  May 1981 27.9 

I SOURCE: S t a t e  o f  Michigan, Michigan Manual, 1987-88. 

Current  P roposa l s  

The Sena te  passed a  r e s o l u t i o n  i n  March t o  p l a c e  a  schoo l  f i n a n c e  
p roposa l  on t h e  b a l l o t ,  and t h e  Governor and House Democrats r e c e n t l y  agreed  'SJ 
on an a l t e r n a t e  p r o p o s a l ,  which f a i l e d  t o  win House approva l  on A p r i l  26.  
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Both p l a n s  propose t o  r a i s e  t h e  s a l e s  t a x  from 4 pe rcen t  t o  6 p e r c e n t ,  
but  t h e  o t h e r  p r o v i s i o n s  d i f f e r  cons iderab ly .  The Sena te  p roposa l  reduces  t h e  
p r o p e r t y  assessment  r a t i o  from 50 percen t  t o  35 p e r c e n t  f o r  commercial and 
i n d u s t r i a l  p r o p e r t y  and t o  25 percen t  f o r  r e s i d e n t i a l  and a g r i c u l t u r a l  
p r o p e r t y ,  whi le  t h e  House p l a n  p rov ides  a  $15,000 SEV exemption f o r  a l l  
p roper ty .  The House a l s o  proposes  t o  r a i s e  $120 m i l l i o n  by i n c r e a s i n g  t a x e s  
on banks,  i n s u r a n c e  companies, sav ings  i n s t i t u t i o n s ,  l o t t e r y  winnings,  
m i l i t a r y  pe rsonne l ,  and o t h e r s  ( a l s o  known as c l o s i n g  loopholes ) .  The House 
p l a n  a l s o  incl -udes  r e l i e f  f o r  r e n t e r s  and f o r  u t i l i t y  t a x e s  pa id  by low-income 
persons .  

The Sena te  p l a n  earmarks 12 percen t  of t h e  s t a t e  g e n e r a l  fund f o r  t h e  
schoo l  a i d  fund, whi le  t h e  House p l a n  earmarks 24 p e r c e n t  of t h e  two-cent 
s a l e s  t a x  i n c r e a s e ,  t h e  b e e r  and wine t a x ,  an a d d i t i o n a l  18 c e n t s  pe r  pack of 
t h e  c i g a r e t t e  t a x ,  an a d d i t i o n a l  4 pe rcen t  of t h e  l i q u o r  t a x ,  and t h e  use  t a x .  

A s  i n d i c a t e d  i n  E x h i b i t  5 ,  t h e  Senate  p l a n  r e s u l t s  i n  a  n e t  i n c r e a s e  i n  
t a x  revenues  of about  $130 m i l l i o n ;  t h e  House p l a n  r a i s e s  $620 m i l l i o n ,  w i t h  
t h e  a d d i t i o n a l  funds t o  be used f o r  K-12 educa t ion .  Ne i the r  s p e c i f i e s  how t h e  
new money is  t o  be  d i s t r i b u t e d .  

The most c o n t r o v e r s i a l  d i f f e r e n c e s  between t h e  two p l a n s  a r e  a s  fo l lows :  

- The House p l a n  p r o v i d e s  a  44 p e r c e n t  p r o p e r t y  t a x  r e d u c t i o n  ( b e f o r e  
l o s s  of c i r c u i t - b r e a k e r  c r e d i t s )  f o r  homeowners and 1 2  p e r c e n t  f o r  
b u s i n e s s e s .  The Sena te  p l a n  reduces  p r o p e r t y  t a x e s  by 50 p e r c e n t  f o r  
homeowners and 35 p e r c e n t  f o r  b u s i n e s s e s .  The b u s i n e s s  community 
s t r o n g l y  opposes t h e  House p lan .  

- The b u s i n e s s  community and o t h e r s  oppose t h e  House p l a n  because o f  t h e  
l a r g e  t a x  i n c r e a s e  and t h e  "loophole" c l o s i n g  package. 

- The Sena te  proposes  a  November v o t e ,  whi le  t h e  House wants t h e  
p roposa l  on t h e  August primary b a l l o t .  The p roposa l  probably  w i l l  
have a  b e t t e r  chance of p a s s i n g  w i t h  t h e  l a r g e r  November t u r n o u t ,  bu t  
Democrats a r e  concerned t h a t  t h e  i s s u e  could  c o s t  a  few v o t e s ,  and t h e  
p r e s i d e n t i a l  e l e c t i o n  i s  expected t o  be v e r y  c l o s e .  

- The House p l a n  is more b e n e f i c i a l  t o  homes o f  low v a l u e  than  of h i g h  
v a l u e .  For example, t h e  Sena te  p roposa l  p rov ides  a  50 p e r c e n t  
r e d u c t i o n  f o r  a l l  homeowners, whi le  t h e  House p l a n  p rov ides  a 50 
p e r c e n t  o r  l a r g e r  r e d u c t i o n  on ly  f o r  homes w i t h  an SEV of $30,000 o r  
below; a home w i t h  a n  SEV of $60,000 r e c e i v e s  a  25 p e r c e n t  r e d u c t i o n .  

Comment 

S u c c e s s f u l  s c h o o l  f i n a n c e  reform would ensure  equa l  a c c e s s  t o  q u a l i t y  
educa t ion  a c r o s s  t h e  s t a t e  and would provide adequate  schoo l  o p e r a t i n g  revenue 
now and i n  t h e  f u t u r e ,  r educ ing  r e l i a n c e  on t h e  l o c a l  p r o p e r t y  t a x .  A s c h o o l  
f i n a n c e  p l a n  meet ing t h e  fo l lowing  c r i t e r i a  would ach ieve  t h e  g o a l s  of 
s u c c e s s f u l  reform. The f i r s t  t h r e e  c r i t e r i a  a r e  e s s e n t i a l :  The p lan  must 
provide a  more e q u a l  d i s t r i b u t i o n  of revenue,  meet t h e  l i m i t a t i o n  requirements  
of t h e  c o n s t i t u t i o n ,  and be  p o l i t i c a l l y  f e a s i b l e .  Five  o t h e r  c r i t e r i a  a r e  
probably  n e c e s s a r y  i f  a reform p l a n  is  t o  win s u f f i c i e n t  p o l i t i c a l  suppor t :  
I t  must p rov ide  p r o p e r t y  t a x  r e l i e f ,  reduce r e l i a n c e  on p r o p e r t y  t a x e s ,  
e s t a b l i s h  minimum s t a n d a r d s  of q u a l i t y ,  main ta in  l o c a l  c o n t r o l ,  and a l l o w  
l o c a l  enhancement of e d u c a t i o n a l  programs ( through e x t r a  voted m i l l a g e ) .  The 

Public Sector Consultants, Inc. 



EXHIBIT 5 

COMPARISON OF PROPERTY TAX/SCHOOL FINANCE PROPOSALS 

Senate Joint Resolution K Governor Blanchardl 
(as passed Senate) House Democratic Proposal 

Tax increases : 

Raise sales tax from 4 percent 
to 6 percent 

Raise taxes on banks, insurance 
companies, savings institutions 
lottery winnings, military 
personnel, and others 

Total tax increases 

Tax relief: 

Business property tax relief 

Residential property tax relief 

Renter relief and low-income 
utility relief 

Total tax relief 

Increase in taxes minus total 
tax relief 

Other considerations: 

Constitutional cap on local 
property taxes 

Constitutional ban on expansion 
of the sales tax to services 

Updates constitutional tax 
limit to prevent further 
increases in state taxes and 
spending 

* 
To be placed on the ballot 

Status 

$1,560 million $1,560 mill ion 

None 

$1,560 million 

$409 million 

$1,021 million 

None 

$1,430 million 

+$I30 million 

$120 million 

$1,680 million 

$100 million 

$860 million 

$100 million 

$1,060 million 

+$620 million 

Yes 
(as amended) 

November 1988 August 1988 

Passed Senate with Presented as alternative 
bipartisan majority to SJR K on April 11, 1988. 
on March 16, 1988. Defeated on House Floor. 
Referred to House 
Taxation Committee. 

* 
Placement on the ballot requires a two-thirds majority of both houses 

(26 votes in the Senate and 73 in the House). The Governor cannot veto such a 
measure. 
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f in 'a l  two c r i t e r i a  a r e  d e s i r a b l e  but not e s s e n t i a l ;  a  plan shou1.d improve the  
p r o g r e s s i v i t y  of t he  t a x  system and maintain o r  improve i t s  s t a b i l i t y .  

Although t h e r e  appears  t o  be widespread agreement t h a t  the cu r r en t  system is 
flawed, a  f a i r e r  school  f inance  system may not  be enough t o  c a r r y  a  proposal  
t o  v i c to ry .  Experience sugges ts  t h a t  Michigan v o t e r s  a r e  un l ike ly  t o  approve 
any reform t h a t  a l t e r s  t h e  t a x  s t r u c t u r e .  They appear t o  p r e f e r  t h e  known 
d e v i l  t o  t he  unknown d e v i l ;  s i n c e  1972 v o t e r s  have r e j ec t ed  n ine  of t e n  
proposals  t o  c u t ,  s h i f t ,  l i m i t ,  o r  otherwise a l t e r  t axes .  Most of t h e  
r e j e c t e d  proposa ls  would have s h i f t e d  t he  t a x  burden from the  proper ty  t a x  t o  
t he  s t a t e  s a l e s  tax.  (The c o n s t i t u t i o n  l i m i t s  t h e  s a l e s  t ax  r a t e  t o  4 
percent . )  The l a t t e r ,  a  product ive revenue source,  i s  unde ru t i l i z ed  i n  
Michigan compared wi th  o the r  s t a t e s ,  and r a i s i n g  the  s a l e s  t a x  would be l e s s  
unpopular than inc reas ing  o t h e r  major taxes .  Voters have c o n s i s t e n t l y  
defea ted  t a x  s h i f t  proposals  because they do not t r u s t  government. They f e a r  
t h a t  any proper ty  t a x  r e l i e f  they may rece ive  w i l l  be taken away, l eav ing  them 
without r e l i e f  and wi th  a  h igher  s a l e s  o r  income tax.  

A 1987 p o l l  commissioned by the  House Republican Task Force on Proper ty  Tax 
and School Finance Reform rea f f i rms  the  pub l i c ' s  oppos i t ion  t o  a  s h i f t  from 
the  proper ty  t a x  t o  o the r  taxes .  A uniform s ta tewide  proper ty  t a x  was t he  
most popular a l t e r n a t i v e  revenue source,  but  oppos i t ion  exceeded support  by 
two percentage po in t s .  The p o l l  ind ica ted  t h a t  t he  most unpopular revenue 
source was t h e  l o c a l  s a l e s  t ax ,  which was opposed by 68 percent  of those 
surveyed and supported by onlg  26 percent .  A s t a t e  s a l e s  t a x ,  a  l o c a l  income 
t ax ,  a  s a l e s  t ax  on s e r v i c e s ,  and a  s t a t e  income t ax  i nc rease  were a l s o  
opposed by l a r g e  margins. 

It i s  not  ye t  c l e a r  whether a  school  f inance  reform plan w i l l  be on t h e  b a l l o t  
i n  August o r  November. I f  t h e r e  i s  a  proposal ,  i t  i s  l i k e l y  t h a t  t h e  v o t e r s  
w i l l  r e j e c t  t h e  p lan .  This  w i l l  no t  make the  problem go away. The 
l e g i s l a t u r e  w i l l  almost c e r t a i n l y  have t o  pursue a  s t a t u t o r y  s o l u t i o n ,  which 
could involve an i nc rease  i n  t h e  s t a t e  income tax .  I f  t he  b a l l o t  proposal  
f a i l s ,  we would l i k e  t o  s e e  a  p lan  t o  reduce school  mi l lage  r a t e s  g radua l ly  
over a  ten-year per iod ,  i nc rease  s t a t e  support f o r  educat ion t o  50 pe rcen t ,  
and r a i s e  needed revenue by modest i nc reases  i n  t he  income t a x  and s i n g l e  
business  t a x  and by an ex tens ion  of the  s a l e s  t a x  t o  s e r v i c e s ,  and/or  by 
au tho r i z ing  a  l o c a l  school  d i s t r i c t  income tax .  
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