


MONTHLY FOCUS 

Tax Effort and Tax Capacity Measures for Michigan 
1, 

The Advisory Commission on Intergovernmental Re- 
lations (ACIR) recently released its report on state revenue 
capacity and effort for 1991. Released every two or three 
years, this report provides measures of each state's ability to 
raise revenue and the extent to which a state uses its available 
tax bases. Tax capacity measures how much tax revenue a 
state could generate if it levied national average tax rates. 
Tax eflort is determined by comparing a state's actual tax 
revenues with its estimated capacity to raise revenue, in- 
dexed to the national average. These measures are superior 
to traditional measures such as personal income because 
they provide a measure of a state's ability to export taxes. 

In many states, personal income and tax capacity are 
closely correlated, but there can be important differences 
in states that have a large tourist industry relative to the 
overall economy and states with significant energy re- 
sources. For example, per capita personal income in Ha- 
waii is l l percent above the national average, but their tax 
capacity is 37 percent above the national average. Per 
capita income in Wyoming is 11 percent below the national 
average, but the state's tax capacity is 34 percent above the 
national average. Michigan's per capita income is 2 per- 
cent below the national average, and its tax capacity is 6 
percent below the national average. 

Historical Trends 

Michigan's tax capacity reached its peak in 1979 at 104, 
4 percent above the national average. (These measures were 
first calculated in 1975.) The severe recession of the early 
1980s lowered the tax capacity index to 90 in 1983. The 
index reached 96 in 1986, before slipping back to 94 in 199 1. 

Historically, Michigan has been a high tax state. Its 
tax effort index peaked at 129 in 1984, due in large part to 
a large temporary increase in the state income tax. Michi- 
gan's tax effort has declined steadily since 1984, falling to 
112 in 1988 and 107 in 199 1. When the index for 1993 is 
calculated it is likely to be below the 1991 level. 

Comparison with Other States 

Michigan ranks 25th among the 50 states in tax capacity. 
In the Great Lakes region Minnesota and Illinois have higher 
tax capacity and Indiana, Ohio, and Wisconsin have lower. 
Michigan ranks 7th in tax effort. In the Great Lakes region 
Wisconsin and Minnesota have higher tax effort and Ohio, 
Indiana, and Illinois have lower. From 1984 to 199 1,26 states 
recorded a decline in their tax effort index. Michigan's 
decline of 22 points was matched by Alaska and exceeded 
only by Wyoming. 

- 
Comparisons of Selected Taxes 

The overall measures of tax capacity and tax effort 
disguise wide variations among taxes. As shown in the 
exhibit Michigan ranks low in tax effort for general sales 
taxes, selective sales taxes (particularly on beer and wine), 
severance taxes, and all other taxes, and high for property 
taxes, license taxes, and the inheritance tax (which has been 
repealed). Michigan is also listed as having a very high 
corporate income tax burden, but this is misleading as Michi- 
gan levies a modXied value-added tax, the single business 
tax (SBT), rather than a corporate income tax. The Michigan 
SBT has a much broader base than a corporate income tax 
and replaced a number of other taxes when enacted in 1976. 

Tax capacity does not vary much among the various 
taxes. Among the major taxes, the property tax has the 
lowest capacity (89), which explains, in part, the high level 
of property taxes in Michigan. 

Conclusion 

Measures of tax capacity and tax effort provide states 
with useful information about their tax systems and can be 
helpful in policy debates. For example, the high tax effort 
for the property tax and the low effort for the sales tax 
provides strong supporting evidence for the state's efforts to 
reduce property taxes and raise sales taxes. These data also 
allow useful comparisons with other states to determine if 
taxes rates are out of line with those in surrounding states. 

ma1 
I- Public Sector Consultants, Inc. 



NEWS FROM THE STATE CAPITOL 

School Finance Reform 

On Thursday, November 18, the House Bipartisan 
Team (HBT) reached agreement on a plan to replace the 
revenue lost due to enactment of PA 145 (SB 1) and to 
distribute the monies to school districts. There are substan- 
tial differences from Governor Engler's proposal. The key 
difference is that the House plan includes both a statutory 
and a ballot proposal. 

The statutory plan includes an increase in the income 
tax rate from 4.6 to 6 percent, an increase in the single 
business tax (SBT) rate from 2.35 to 2.95 percent, a 16-mill 
property tax on homesteads, and a 20-mill property tax on 
nonhomestead property. The ballot proposal would in- 
crease the sales tax from 4 to 6 percent, increase the income 
tax rate from 4.6 to 5.3 percent, eliminate the increase in 
the SBT rate, and impose a 9-mill tax on homestead prop- 
erty. 

There are several other important differences between 
the governor's and the HBT proposals. The HBT proposal 
includes a 1.1 percent rather than 4 percent property trans- 
fer tax and no increase compared with a 50-cent increase 
in the cigarette tax, and it extends the sales tax to interstate 
telephone calls. The HBT plan also increases the personal 
'ncome tax exemption from $2,100 to $3,000, provides 

eadditional relief for renters, and does not eliminate the 
homestead property tax credit. 

On the distribution side the HBT plan costs about 
$700 million more than the governor's plan. This is due 
mainly to a more generous foundation grant-$5,000 com- 
pared with $4,50&and a guaranteed 3 percent increase in 
revenue compared to 1 to 2 percent in the governor's plan. 

To help pay for this increased spending the HBT plan 
proposes to cut the state budget by about $175 million and 
use $130 million in revenue growth from current sources. 

Our view is that this is a solid proposal. Most impor- 
tant, it insures that schools will be funded even if the voters 
turn down the ballot proposal. The voters will only decide 
whether they prefer a sales tax to higher income and 
property taxes. The inclusion of the income tax in the mix 
and the elimination of the cigarette tax and the reduction 
of the property transfer tax improve the equity and growth 
potential and reduce the volatility of this package com- 
pared with the governor's plan. However, we are not 
convinced that an additional $700 million in spending is 
needed nor do we believe that it is necessary to increase 

the personal income tax exemption to $3,000, which would 
be the second highest in the nation for a family of four; a 
$400 or $500 increase would be sufficient in our view. 
Also, we would like to see an adjustment in the foundation 
grant to reflect regional differences in cost. A $5,000 grant 
is much too high for some districts and barely adequate for 
others. 

The taxation and education committees are scheduled 
to consider this plan soon, with the expectation that it will 
be reported to the House floor before Thanksgiving. 

Publications of Interest 
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Michigan Revenue Report 

October revenue collections (preliminary data) pro- 
vide no clear signal about the future direction of state 
finances, but our interpretation is that the economy and 
revenues continue to grow at a steady, modest rate. 

Most encouraging are sales and use tax collections, 
which increased 6.7 percent above the year-ago level. 
Sales tax collections excluding motor vehicles, jumped a 
robust 10 percent. Motor vehicle collections increased 
only 4.4 percent, a weaker than expected gain, but motor 
vehicle sales remain strong and future increases should be 
larger. The volatile use tax fell 6.5 percent. The year-to- 
date increase of 9.1 percent is overstated due to the accel- 
eration of collections begun last summer. The actual 
increase is about 6.5 percent. 

Personal income tax withholding collections in- 
creased an estimated 2 percent, which does not track with 

the strength of the economy. This weak performance is 
likely due to a change in the timing of collections. SB 18 
collections declined 2.3 percent, but again this could be 
due to a change in the timing of collections, as payments 
are due on the last day of the month. 

Lottery collections increased 12.5 percent due, in part, 
to a large increase in sales of instant game tickets. The 
current Lotto game, which was has been unpopular and less 
profitable than the previous game, will be replaced in 
December. 

Last month we reported that FY 1992-93 revenues are 
expected to exceed the consensus revenue estimate by 
about $100 million. This still appears to be a reasonable 
estimate. 
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