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PusLic K-12 EpucaATioN IN MICHIGAN

Entering 2010, Michigan residents find public primary and secondary education
facing numerous challenges:

e State revenues are falling;
e Local revenue growth is stagnating;

e K-12 education service providers are facing escalating cost pressures, with
annual growth rates outpacing the projected growth in available resources;

e Spikes in the level of federal education funding resulting from the American
Recovery and Reinvestment Act of 2009 (ARRA) will produce a budgetary
“cliff” when the additional dollars expire; and

e School district organization and service provision structures are being
reviewed with the goals of reducing costs and increasing efficiencies.

Because of the critical importance of education to the state, its economy, and its
budget, the Citizens Research Council of Michigan (CRC) plans a long-term project
researching education in Michigan with an emphasis on the current governance,
funding, and service provision structures and their sustainability.

Because of the breadth of topics and issues touched upon in each of these areas, it
was determined that, in some cases, it would be necessary to address each broad
issue through multiple reports. Since the topic of education finance is so complex,
we have divided the subject matter into three reports.

This report represents the first analysis that will be produced by CRC on school
finances in Michigan. This first report focuses primarily on the state and local
revenues available to support public education, with particular attention paid to the
structure of the financing system and changes to it over time. This report also
covers the major factors, economic, political, and demographic, that influence
performance of state and local revenues. The discussion of federal funding is
reserved for the second education finance report because state and local officials
exercise very limited control over the amount and distribution of these funds.

The second report will concentrate on the distribution of state, local, and federal
resources among local and intermediate school districts. Considerable attention will
be directed at the per-pupil foundation allowance grant, which is responsible for

allocating the vast majority of state and local resources among districts, and the key

challenges facing this system. This report also will look at the methods and policies
for targeting resources to specific subsets of schools and students throughout the
state via categorical funding and the changes to this type of funding over time.
Finally, the role of federal funding and the related programs will be covered in this
report.

A third report will be an in-depth examination of school expenditures, including
those growing spending pressures that contribute to fiscal distress at the local level.
We will take a close look at the causes and implications of deficits in school districts
and the state laws and processes that govern such occurrences.

CRC

BOARD OF DIRECTORS

Eugene A. Gargaro, Jr., Chair
Masco Corporation

Jeffrey D. Bergeron, Vice Chair
Ernst & Young LLP

Nick A. Khouri, Treasurer
DTE Energy

Joseph R. Angileri
Deloitte.

Beth Chappell
Detroit Economic Club

Rick DiBartolomeo
Terence M. Donnelly
Dickinson Wright PLLC

Randall W. Eberts
W. E. Upjohn Institute

David O. Egner
Hudson-Webber Foundation

Ingrid A. Gregg
Earhart Foundation

Marybeth S. Howe
Wells Fargo Bank

Daniel T. Lis
Kelly Services, Inc.

Aleksandra A. Miziolek
Dykema Gossett PLLC

Cathy H. Nash
Citizens Bank
Paul R. Obermeyer
Comerica Bank

Bryan Roosa
General Motors Corporation

Lynda Rossi
Blue Cross Blue Shield of Michigan

Jerry E. Rush
ArvinMeritor, Inc.

Michael A. Semanco
Hennessey Capital LLC

Terence A. Thomas, Sr.
St. John Health

Amanda Van Dusen
Miller, Canfield, Paddock and
Stone PLC

Kent J. Vana
Varnum, Riddering, Schmidt &
Howlett LLP

Jeffrey Guilfoyle, President

Main Office

38777 Six Mile Road
Suite 208

Livonia, M1 48152-3974
734-542-8001

Fax 734-542-8004

Lansing O ffice

124 West Allegan

Suite 620

Lansing, M1 48933-1738
517-485-9444

Fax 517-485-0423



Citizens Research Council Education Project

In 2009, CRC was approached by a consortium of education interests and asked to take a comprehensive
look at education in Michigan. CRC agreed to do this because of the importance of education to the
prosperity of the state, historically and prospectively, and also because of the share of the state budget
that education demands. Education is critical to the state and its citizens for many reasons: 1) A
successful democracy relies on an educated citizenry. 2) Reeducating workers and preparing students for
the global economy are both crucial to transforming Michigan’s economy. 3) Education is vital to state and
local budgets. 4) Public education represents a government program that many residents directly benefit
from, not to mention the indirect benefits associated with living and working with educated people. As
with all CRC research, findings and recommendations will flow from objective facts and analyses and will
be made publicly available. Funding for this research effort is being provided by the education consortium
and some Michigan foundations. CRC is still soliciting funds for this project from the business and
foundation communities.

The goal of this comprehensive review of education is to provide the necessary data and expertise to
inform the education debate in Lansing and around the state. This is a long-term project that will take
much of the focus of CRC in 2010 and into 2011. While an overall project completion date is unknown,
CRC plans to approach the project in stages and release reports as they are completed. Topic areas CRC
plans to study include education governance, K-12 revenues and school finance, school district spending
analyses, public school academies (PSAs) and non-traditional schools, school district service provision and
reorganization, and analyses of changes to Michigan’s educational system.
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Summary

Financial support for Michigan public elementary
and secondary education continues to be a major
public policy issue despite the fact that significant
resources are dedicated to serving nearly 1.7 mil-
lion children each year. In state Fiscal Year 2007-
2008 (FY2008) Michigan schools received $16.2
billion in state and local revenues for on-going op-
erations. This support equaled 4.6 percent of Michi-
gan personal income in FY2008. Although public
education is a priority, there are concerns that it is
currently under-funded, and that spending pres-
sures will outpace the resources available each year
in the future.

Some of the current concerns about the financial
support for education can be better understood in
the context of the financing system and its compo-
nents. Specifically focusing on the financing system’s
design and the economic, political, and demographic
factors affecting it provides valuable insights into the
outputs it generates, such as the level of resources
in the aggregate or on a per-pupil basis. The struc-
ture of the system and its components influences
how resources grow year-over-year. Michigan’s edu-
cation financing system is influenced by a variety of
factors, most notably the underlying economic bases
upon which public revenues (primarily taxes) are
derived, demographic changes involving the aging
of the Michigan populace, and modifications to state
law, specifically tax policy changes. Furthermore,
because financing public education is a state respon-
sibility as a result of Proposal A of 1994, these fi-
nances have to be understood in the larger context
of aggregate state finances.

Most of the recent discussion on the issue of school
finance and recommendations for reform focus on
the amount of state financial support for education.
Central to this discussion is the slowdown in state
School Aid Fund revenue growth arising from the
transformation of Michigan's economy dating back
to the beginning of the last decade. Compounding
the effects of the structural changes in the economy
was the failure of the Michigan economy to exhibit
any sustained rebound from the mild 2000-2001
recession. These factors combined to negatively
affect the state’s ability to increase support for edu-

cation throughout much of the last decade, espe-
cially in relation to economic activity and prices.
Recently, the Great Recession of 2008 decimated
state tax revenues from all sources, causing actual
year-over-year declines in FY2009 and FY2010. The
revenue picture facing Michigan schools beginning
in the early 2000s is much different than that imme-
diately following the Proposal A reforms, when the
state’s economic picture was much brighter.

Looking forward and absent state policy changes,
state support for education will be contingent on
Michigan’s recovery from the Great Recession. Both
the strength and duration of a recovery will be fac-
tors in determining the level of state resources in
the near term. However, future state revenues, re-
gardless of their ultimate level, will face new de-
mands arising from the decline in property values
that will drive down property taxes dedicated to
schools. Property taxes exhibited considerable sta-
bility since the adoption of Proposal A. Any growth
in state tax revenues dedicated to schools is likely
to be negatively affected by the loss of local rev-
enues, thereby continuing the fiscal pressures of the
past into the foreseeable future. Prospectively, and
over the longer-term, annual growth potential of
education revenues will be contingent on the struc-
tural relationships between the tax bases and eco-
nomic activity in the state. It is expected that de-
mographic, legal, and economic factors will combine
to further weaken the relationships in the future.
Given the extremely centralized nature of the financ-
ing system, only state, and not local, policy makers
have the authority to address these weaknesses.

Michigan’s Education Revenue Structure:
State-Dominated Financing System

The school finance reforms of the mid-1990s ush-
ered in a completely new method for financing pub-
lic education in Michigan. The most visible and most
significant fiscal effect of the school finance reforms
was the shift in primary responsibility for funding
education. The reforms centralized education rev-
enue-raising responsibility at the state level, accom-
panied by an increase in level of earmarked revenues
for education.
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Centralization had both “direct” and “indirect” aspects.
In a direct sense, existing state taxes were increased
and new taxes authorized. Revenues from these state
tax changes were designed to replace the resources
generated by local property taxes following substan-
tial rate reductions. Furthermore, the new system
strictly limited “local-option” revenue supplementa-
tion. In terms of indirect effects, the reforms created
stringent caps on local property tax rates and tax base
growth such that the “local” revenues generated by
the system are effectively “state” revenues. Taken
together, the various aspects of centralization resulted
in a school finance system that is entirely state-run in
terms of annual operating revenues for schools. Given
the practical realities of the current financing system,
state-controlled revenues (directly or indirectly) com-
prise nearly 85 percent of the total operating funding
for local schools (Chart A). As a result, state, not
local, policy makers control the purse strings of
Michigan’s local schools.

Proposal A created a real mismatch in terms of craft-
ing annual budgets at the school district level, some-
thing that did not exist before Proposal A. State offi-
cials effectively control the purse strings, but local school
boards and administrators are responsible for setting
the spending priorities. During times of expanding
budgets, this may not be viewed as problematic; how-
ever, in austere times, the fiscal arrangement proves

Chart A
School Operating Revenues by Source: FY2008

Local -
Other
6%

Local -
Property
Tax
21%

State
64%

Federal
9%

Source: National Public Education Financial Survey

more difficult for achieving required budget balance.

School finance centralization helped achieve specific,
long-standing tax policy objectives. Specifically, the
tax landscape in the state changed on a number of
fronts: 1) property tax burden fell to below the U.S.
average; 2) the consumption tax burden increased
relative to the national average; and 3) the overall
composition of major taxes (property, consumption,
and income) became more balanced and more
closely mirrored the U.S. average.

Economic Performance Key Factor

Centralization directly linked education finances to
the performance of the Michigan economy, both in
terms of the dedicated state taxes (consumption and
income) as well as the discretionary resources (Gen-
eral Fund allocation) available to schools each year.
Since the adoption of Proposal A, Michigan went from
being a state in the top one-third in terms of indi-
vidual wealth in 1995 to one that is in the bottom
fourth of all states today. This significant economic
slide has had profound effects on education fund-
ing, as well as the finances of other public services.

Economic performance over the past 15 years (1995
through 2009) should be divided into three distinct sub-
periods and school finances examined accordingly. The
first period (1995 through 2000) was characterized by
steady and stable economic growth, measured in terms
of employment level and the amount of income earned.
In contrast, during the second period (2001 through
2008), employment levels declined and annual per-
sonal income growth slowed in nominal terms and in
some years declined in real terms. Although Michigan
was affected by the mild 2001 recession during this
period, the fundamental economic problem which di-
rectly influenced public education finances centered
on the complete transformation of the economic base,
led by the auto sector.

The third and most recent period (2009 to present) is
marked by a continuation of the job losses and in-
come declines of the previous period, but at an ac-
celerated rate because of the severe national reces-
sion that took hold in 2008. The recessionary effects
of today have been compounded by the fact that
Michigan’s economy continues to undergo the final
stages of a massive “rebalancing”, with a concentrated
shift away from its traditional manufacturing base.
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Table A
School Aid Fund Revenue Annualized Growth Rates: FY1997 to FY2009
FY1997 to FY2001 to FY1997 to FY2008 to

Revenues FY2000 FY2008 FY2008 FY2009
State Taxes 6.2% 2.0% 3.1% -8.6%
Lottery Transfer 1.7% 3.4% 2.1% -2.2%
General Fund Transfer 4.6% -31.6% -18.5% 123.5%
Total State-Source School Aid Fund 5.9% 1.5% 2.7% -7.8%
Michigan Personal Income 5.6% 2.2% 3.1% -3.0%
U.S. CPI 2.2% 2.8% 2.7% -0.3%

Source: Michigan Department of Education; U.S. Dept. of Commerce; U.S. Dept. of Labor; May 2010
Consensus Revenue Estimates adjusted for personal property tax exemptions

On-Going Operating Revenue Performance

From FY1997 to FY2008, total state-source School
Aid Fund revenues grew from $8.6 billion to $11.5
billion, an increase of 34 percent, equal to an annu-
alized rate of 2.7 percent. This average growth rate
was equal to the annual rate of change in the U.S.
Consumer Price Index (CPI) over the same period,
but slightly below Michigan personal income growth
(3.1 percent per year). Viewed over the entire pe-
riod, growth of the SAF appears to have fared rela-
tively well; however, this picture changes significantly
when the component pieces of the Fund are dis-
sected and the period is broken into three sub-peri-
ods corresponding to Michigan’ economic perfor-
mance (See Table A).

During the initial years following Proposal A's adop-
tion, state operating revenue growth was strong due
to the strength of major tax collections, but per-
pupil revenue growth was moderate because of ris-
ing student enrollments. Causes of Michigan’s weak
state education revenue growth from FY2001 to
FY2008 include the mild 2001 recession and eco-
nomic restructuring and, to a lesser extent, tax policy
changes that effectively narrowed the bases of ma-
jor taxes dedicated to funding schools. The tepid
growth of the major taxes was not observed in per-
pupil funding levels as this period was marked by
declining student enrollments. In contrast to the
first two sub-periods in which state revenues exhib-
ited some degree of growth, revenues over the cur-

rent period (FY2009 and FY2010) will decline in re-
sponse to the Great Recession’s impact on the Michi-
gan economy, the first such occurrence since Pro-
posal A. The very severe national recession has
established the new “base” level of state funding
from which future state revenues will grow.

Annual changes in minor state education taxes have
been influenced by a number of factors different from
those which affected major tax receipts. Growth of
these taxes benefited from a number of tax rate in-
creases and the adoption of new taxes.

At the same time that growth in dedicated tax rev-
enues has been slowing or declining (FY2001 to
present), the annual General Fund allocation to schools
was pared back and funding responsibility for certain
items shifted from the General Fund to the School
Aid Fund. The “safety value” previously available to
finance schools and provided by the General Fund
was effectively shut off as discretionary resources were
re-allocated to other areas of the state budget in the
annual appropriation process. Today, discretionary
state funds do very little to supplement dedicated
education revenues. Future General Fund allocations
to schools will be tied to the performance of General
Fund taxes, the composition of which is different from
the state School Aid Fund.

In contrast to the ebbs and flows of state sources
over last decade, local operating revenues have ex-
hibited steady growth dating back to 1995. Stability
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was provided by
the property tax,
which varies little
over the business $700 -
cycle vis-a-vis con-
sumption and in- $600 -
come taxes. Until
recently, the appre- $500
ciation in the prop-
erty tax base was
not adversely af-
fected by changes
in the Michigan
economy; however,
the bursting of the
housing bubble is
affecting property
values and property
tax growth has
stopped. The long-
term challenges
facing the property
tax as a revenue
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source for schools
relates to state tax limitations that will constrain tax
base growth during the eventual real estate market
recovery.

Tax revenues, especially those based on economic
activity, will always be subject to the ups and downs
of the business cycle, but public finance systems
can be designed to moderate such volatility through
the composition of tax sources. Operational sup-
port for Michigan’s public schools comes from a bal-
anced mix of major tax sources (consumption, in-
come, and property) with no single source being
dominant. Stability is further enhanced through ear-
marking of state revenues and indexed growth rates
for some minor tax sources (i.e., Michigan Business
Tax). Michigan’s system of state and local school
finance exhibits greater revenue stability than the
state’s General Fund.

Non-recurring Resources Supporting Schools

Schools have not had to deal with the full effects of
stagnating and declining state resources because state
policy makers have provided substantial amounts of
non-recurring resources to maintain education spend-

ing levels since FY2001. Initially, accumulated re-
serves, both School Aid Fund and Rainy Day Fund,
were used to augment on-going revenues. Addition-
ally, a one time change involving the collection of the
statewide property tax was enacted to increase cash
receipts in one year (effectively reducing receipts in
the next year). At the local level, districts have been
drawing down fund balances to maintain programs
and to reduce the level of annual spending cuts in
response to state aid performance.

Recently, the state and local operating revenue de-
clines in FY2009 and FY2010 will not be fully re-
flected in the level of education services delivered.
The $934 million (8.2 percent) reduction in state-
dedicated funding in FY2009 will be partially offset
by the availability of temporary funding provided
through the 2009 federal “stimulus” legislation. Sig-
nificant levels of non-recurring federal monies are
being used in FY2009 and FY2010 (Chart B). Michi-
gan will be receiving additional federal resources
($318 million), through another new “stimulus” pro-
gram, to prop up the FY2011 School Aid Fund bud-
get. The fiscal effects of Michigan’s heavy reliance
on substantial amounts of one-time and temporary
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funding are that they produce revenue “cliffs” in the
out-years and perpetuate an imbalance between on-
going resources and on-going spending. These re-
sources do nothing to achieve structural balance in
Michigan education finances.

Long-Term Fiscal Imbalance

Recent events have focused attention of policy mak-
ers and taxpayers on the revenue volatility as it re-
lates to state taxes and funding for public services,
particularly public education and the $165 per-pupil
reduction that occurred in FY2010. These current
events, however, obscure a more fundamental, long-
term problem that plagues K-12 education finances
in Michigan. Since the early 2000s, the state has
failed to come to grips with the dual structural defi-
cits affecting its major operating funds, General Fund
and School Aid Fund. Instead of fixing the prob-
lems in a permanent, sustainable fashion, the state
has relied on a series of “stop gap” measures dating
back to FY2001 to achieve budget balance.

CRC’s previous efforts to scope and quantify the
structural budget deficit facing public education re-
veals that spending pressures at the local level are
expected to grow

cast period). Specifically, personnel costs driven pri-
marily by health care spending for current and re-
tired school employees along with wage and salary
increases will contribute to the growth on the ex-
penditure side. The expected future growth in school
revenues will be influenced by the relationships be-
tween the state’s economic base and the taxes dedi-
cated to financing, along with tax policies that nar-
row the base of these taxes.

Enhancing Stability in Education Finances

Emerging from the Great Recession, state policy
markers and Michigan citizens should focus their
attention on the long-term prospects for school fund-
ing. Despite the relative stability of school finances
vis-a-vis the state’s General Fund, at least in the
short-run, long-term growth of the education financ-
ing system will not match economic growth because
of the current tax structure and projected economic
and demographic trends. Individuals are receiving
a greater portion of their income from nontaxable
sources. Consumers are purchasing an increasing
amount of untaxed services in relation to taxed goods
and they are avoiding the use tax through Internet
and remote purchases (Chart C). The state’s work-

at a rate of 4.7 per-
cent annually, while
operating revenues
(based on current
tax structure and
moderately improv-
ing economic cli-
mate) are pro-
jected to growth
3.0 percent per
year. Long-term
challenges on both
sides of the budget
ledger contribute to
an estimated 1.7
percentage point
difference between
spending pressures
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ing-age population is shrinking, while the general
population is aging at a faster rate than other states,
which will likely reduce tax receipts because older
residents have different consumption preferences.
Also, older residents receive more of their income
from untaxed sources such as pensions and transfer
payments (i.e., Social Security).

As the economy continues to transform and if the
school finance system remains unchanged, the link
between state education revenues and economic ac-
tivity will continue to weaken. Policy actions will be
required to “re-connect” the school funding system
with the direction of the Michigan economy if tax
receipts are to grow commensurate with broad mea-
sures of economic activity. Furthermore, legal pro-
visions superimposed on property taxes (state and
local) will accentuate the disconnect between over-
all education revenue growth and what is taking place
in the economy as property tax receipt growth will
experience a drag associated with the deterioration
of the tax base. Without state revenue restructur-
ing or attempts to address various and inter-con-
nected property tax limitations, the delivery of pub-
lic education services will have to be re-calibrated to
match a revenue system that grows more slowly in
the future, because the option to influence overall
revenue growth vial the local property tax is ex-
tremely restrained.

Repairing the weakened relationships between state
education taxes and the economy will enhance the
current level of stability in the education finance sys-
tem. Specific actions to enhance stability will have
to focus on the major sources of school funding,
both state and local taxes. At the state level, broad-
ening Michigan’s consumption tax base to include
the growing service sector is likely to enhance rev-
enue stability and preserve the long-term sales tax
yield. A broad-based consumption tax would also
provide some protection during recessionary peri-
ods against wide fluctuations in yields associated with
a goods-dominated tax. Re-configuring the sales
tax base entails a host of complex issues (i.e., ad-
ministrative, equity, definitional), including the deci-
sion whether a net tax increase or a net tax de-
crease is a desired end-product.

Changing the projected growth path of the income
tax will require modifying the rate structure, deduc-
tions, and/or credits. If Michigan were to substitute
a graduated income tax for its current flat rate tax,
considerable additional growth in revenues could be
realized because income growth over much of the
last half-century has been concentrated in high in-
come earners.

To modify the projected growth path of the 6-mill
State Education Tax coming out of the period of de-
clining tax base would require a statutory change in
the tax rate or changes to the Michigan Constitution
to alter the modified acquisition value system of prop-
erty valuation. For local school operating taxes, policy
marker will have to confront the complex relation-
ships of Michigan’s various property tax limitations.
Proposal A did not amend the Headlee Amendment’s
property tax limitations, nor did it specify how the
Headlee Amendment provisions should be applied
to the new measure of taxable value and “pop ups”
in value (following transfer of ownership). The re-
sulting statutory implementation of these limitations
has had a compounding affect creating greater ag-
gregate limitation than either Headlee or Proposal A
was designed to achieve individually. One response
that would enhance stability would involve redefin-
ing the tax base “growth” to exclude “pop ups” to
allow the tax base of existing property to grow at a
rate that approximates, or slightly exceeds, infla-
tion. Another option would be to provide for the
effective exemption of the “required” local school
operating millage (18 mills in most cases) from the
Headlee tax rate “roll back” provisions.

Finally, some contend that the school finance
system’s primary failure is the lack of local options
to raise operating revenue, separate from the “re-
quired” local taxes. One option that could provide
additional stability to school finances, at least at
the individual local level, would be to allow dis-
tricts to ask voters for additional millage, subject
to a state-determined cap. The current ISD-wide
enhancement millage could be eliminated or modi-
fied to effect more local choice over the ultimate
level of financial resources available to each dis-
trict annually.
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Introduction

Public K-12 education in Michigan provides a prime
example of the federalist system, complex gover-
nance, and intergovernmental finance systems.
Despite shared responsibility among levels of gov-
ernment, strong language in the 1963 Michigan Con-
stitution entrusts the state government with ultimate
authority over public K-12 education. The Constitu-
tion further allocates authority and responsibility
among the executive and legislative branches of state
government, as well as the constitutionally created
state board of education. Although plenary power
over educational matters rests with the state gov-
ernment, considerable authority has been delegated
to local school districts, especially functions dealing
with the delivery of elementary and secondary edu-
cation services. Financing education is one very
important area where authority is highly centralized
at the state level, specifically with the legislature,
and where there is little local decision-making re-
sponsibility. [Note about term “education”: Michi-
gan state government finances, via the legislative
appropriations process, education services provided
at various governmental levels and through many
different entities. Hereafter, references to “educa-
tion” are meant to refer to public K-12 education
provided through traditional local and intermediate
school districts, as well as public school academies,
unless otherwise specified. The term does not in-
clude private or parochial education.]

Financial support for public education in Michigan
continues to be a major public policy issue, despite
the fact that significant resources are dedicated to
serving nearly 1.7 million children each year. In state
Fiscal Year 2007-2008 (FY2008) Michigan schools re-
ceived $16.2 billion in state and local revenues for
on-going operations.* This total does not include $1.5
billion in federal revenues and nearly $1.9 billion in
state and local revenues spent on capital projects.
State and local revenues supporting education equaled
4.6 percent of Michigan personal income in 2008.
Education is a priority, but there are concerns that
public education is currently under-funded and that,
prospectively, spending pressures will outpace the

resources available each year. There is further con-
cern that state and local resources are distributed in-
equitably among Michigan school children.

Some of the current concerns about financial sup-
port for education can be better understood in the
context of the financing system and its components.
Focusing on the system’s design and the economic,
political, and demographic factors affecting it, pro-
vides valuable insights into the outputs it generates,
such as the level of resources in the aggregate or on
a per-pupil basis. These outputs, however, do not
directly translate into specific educational outcomes.
Michigan’s education financing system is influenced
by a variety of factors, most notably the underlying
economic bases upon which public revenues (pri-
marily taxes) are derived, demographic changes, and
modifications to state law. Because of the predomi-
nant role played by state government, Michigan's
education finances also have to be understood in
the larger context of aggregate state finances.

Prior to the approval of Proposal A in March 1994,
the responsibility for funding schools and the deci-
sions regarding annual resource levels were the prov-
ince of local officials and residents. Not surprisingly,
in this environment, the experiences of Michigan’s
550-plus districts varied widely. Two areas where
inter-district differences were most stark were: 1)
per-pupil revenue levels and 2) local property tax
effort. Largely as a consequence of the growing
disparities in these two areas, voters were asked
nearly a dozen times over the 20-year period pre-
ceding Proposal A to amend Michigan’s Constitution
to address some aspect of the school finance sys-
tem. Each time, change was rejected.

Unlike previous attempts at reform, the changes
brought about by Proposal A represented a trans-
formational, as opposed to a marginal, shift in the
way school revenues were raised and how these
revenues were distributed to local districts. The
constitutional and statutory changes enacted in 1993
and early-1994 revamped Michigan’s school finance
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system by destroying the old one and ushering in a
completely new one. The seismic nature of the re-
forms meant that elected officials in Lansing and in
local communities, along with school officials and
citizens, had little experience with the operations of
such a system. Thus, in a real sense, the new fi-
nancing system was an experiment.

Today, the financing for Michigan’s education sys-
tem is extremely centralized at the state level. Re-
source availability, both in terms of local and state
revenues, is governed largely by decisions rendered
in Lansing. At the same time that budgetary re-
source decisions are set centrally, nearly all spend-
ing determinations remain at the local level with a
couple of noteworthy exceptions (e.g., retirement
benefits funding). For many local school districts,
operating under such a system has posed challenges
in recent years. Such a “command and control” fi-
nance system leaves few options available for rais-
ing additional revenues, regardless of local prefer-
ences for education services. In this sense, today’s
system stands in marked contrast to that which ex-
isted prior to the 1994-95 school year.

Most of the recent discussion on school finance and
recommendations for change focuses on the level
of state financial support for education. Central to
this discussion is the slowdown in state School Aid
Fund revenue growth due to the nearly decade-long
recession Michigan has experienced. Michigan’s
budget problems began with the mild 2000-2001

recession from which the state economy never fully
recovered, and the transformation of Michigan'’s
manufacturing-dependent economic base, which
accelerated during the 2000s. These factors mate-
rially affected major tax revenue growth, especially
in comparison to the experience of the 1990s. The
changes in state revenue growth, combined with tax
policy changes enacted during the late-1990s and
early-2000s, negatively affected the state’s ability
to increase support for education throughout the
decade. Recently, the Great Recession decimated
state tax revenues from all sources, including those
dedicated to the School Aid Fund. The revenue pic-
ture facing Michigan schools over the last ten fiscal
years is much different than the picture immediately
following the Proposal A reforms.

Looking forward and absent state policy changes, state
support for education will be contingent on Michigan’s
recovery from the Great Recession. Both the strength
and duration of a recovery will be factors in deter-
mining the level of state resources in the near term.
Future revenues will continue to be affected by the
decline in property values and the contraction of the
tax base. The mechanics of the foundation allow-
ance program will put additional strain on state re-
sources to make up for lost property tax revenues at
the local level in order to avoid future per-pupil fund-
ing reductions. Given the current system'’s limits on
local districts’ ability to raise local property tax rates
for operations, greater significance is placed on state
revenue performance going forward.
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Current Financing System: Historical and Descriptive

The origins of the current education financing system
date back to before the enactment of a series of re-
forms in 1993 and 1994 and have as their roots a
number of failed attempts at finance reform through-
out the 1970s and 1980s and stretching into the early
1990s. While pieces of today’s school financing sys-
tem resemble components espoused in earlier at-
tempts at school finance reform, the current system
is unique in its content and scope.
And while the origins of today’s edu-

of the reform picture was how to finance the new
system. This question was left to the Michigan elec-
torate to decide in the spring of 1994 at a special
statewide election. Michigan voters opted for a plan
to increase the sales tax and other minor taxes over
an alternative statutory plan that was based on an
increase in the individual income tax rate and single
business tax rate.

Elimination of the Property Tax

cation finance system can be traced
to a long history of contemplated
constitutional and statutory
changes, the most significant event
in the history of the current system
dates back to a single legislative
action that occurred in 1993.

Michigan’s most dramatic step to-
ward education finance reform oc-
curred in the summer of 1993 with
the elimination of the property tax

The origins of the current
education financing system
date back to before the en-
actment of a series of reforms
in 1993 and 1994 and have
as their roots a number of
failed attempts at finance re-
form throughout the 1970s
and 1980s and stretching into
the early 1990s.

and the New Revenue Structure

Public Act 145 eliminated all prop-
erty taxes for local school operat-
ing purposes effective with the
1994 calendar year and the 1994-
95 school year (state FY1995).
The Act exempted all property
from local and intermediate school
district (ISD) operating millages,
but did not affect debt and build-
ing and site millages.  Further,

as the primary revenue source for

funding local school operations.

This bold step was taken without an alternative fund-
ing mechanism identified to replace the lost revenue.
Furthermore, Senate Bill 1 of 1993 (PA 145) did not
embrace any other issue related to the concerns
surrounding Michigan’s school finance system at the
time, i.e., issues dealing with property tax base
growth, assessments, etc. Despite its limited scope,
the complete elimination of the
main source of school operat-

community college millages were

specifically excluded from the ex-
emption. The legislation made no provision for the
replacement of the lost revenue, estimated to total
$6.9 billion in 1994 for all units of local government
affected (See Table 1).

The elimination of the local property tax for school
operations resulted in substantial property tax re-

ing revenues effective for
FY1995 was enough to spur five
months of in-depth deliberations
that would eventually break the
20-year impasse on school fi-
nance reform. By the end of the
1993 calendar year, the Michi- ISDs
gan Legislature had completed
work on a new school funding
allocation method, abandoning

Table 1

Property Tax Reduction under PA 145 of 1993
(Dollars in Millions)

School districts:

Local K-12 ($6,020)
(510)

Fiscal impact of assessment freeze (128)
Tax abatements and tax increment financing (180)

Property tax administrative fees (39)

the power-equalization system Total property tax reduction ($6,877)
for a per-pupil foundation sys-
tem. The only unresolved piece Source: Michigan Department of Treasury
CitTizeENns RESEARCH CoOouNCcCiL OF MICHIGAN 3
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lief. The average statewide property tax rate (all
levies) in 1993 was 56.64 mills and the average
school operating millage rate (33.91 mills) consti-
tuted 67 percent of this total figure. The highest
school operating millage was 45.67 mills and the
lowest 7.8 mills. Fifty-three districts (10 percent of
the total) had rates of 40 mills or higher and 257
districts (49 percent) levied millages at or above the
statewide average tax rate. From

achieve even partial replacement without heavy re-
liance on one or more of the four major state taxes
in effect at the time: single business, individual in-
come, sales and/or use. Another option would have
been the creation of new tax, such as a statewide
property tax.

The option to increase state taxes to fully replace
the lost locally derived revenues

a tax rate perspective alone, PA 145
resulted in a monumental property
tax rate cut.

As a result of the property tax elimi-
nation, local school districts lost an
estimated $6 billion and 1SDs lost
$510 million. It is estimated that
the property tax accounted for
nearly two-thirds of the total $10
billion in combined state and local
support for local district and ISD

The option to increase state
taxes to fully replace the
lost locally derived revenues
faced legal, political, and
administrative constraints.
Of particular note was the
state revenue limit of Article
IX, Section 26 of the 1963
Constitution.

faced legal, political, and adminis-
trative constraints. Of particular
note was the state revenue limit
of Article IX, Section 26 of the 1963
Constitution, which limits the
amount of state revenue that can
be collected in any state fiscal year
to a set percentage of state per-
sonal income. Michigan was nearly
$3.2 billion below the state rev-
enue limit in FY1993, the last full
year prior to the reforms, however,

operations in FY1994.

The repeal of the local property tax as the primary
funding mechanism for public education raised a
number of questions. Chief among these was the
guestion of how the revenues would be replaced. A
number of previous attempts at school finance re-
form over the preceding 20-year period aimed to
replace a portion of the property tax with an increase
in a state tax, most often the sales tax. Given the
sizeable loss of local revenue brought about by PA
145 ($6.9 billion), it would have been impossible to

this was far short of the needed

amount to fully replace the $6.9
billion in lost local property tax resources.? Given
this legal constraint, the legislature needed to rely,
to some degree, on a local tax source to secure full
replacement of the lost local property tax revenue.
Further, because of the limited revenue options avail-
able to local school districts and the use of the prop-
erty tax in the past, some type of local property tax
was going to be part of the final revenue picture for
schools.

provision of public services can change over time.

Adjusting the Revenue Limit to Accommodate the Shift in Education Funding

In addition to establishing a state revenue limit and describing the mechanics of the limit, Section 26 of Article IX
also provides for the adjustment of the limit if programs are transferred from one level of government to another.
Such a transfer has to occur as a result of a constitutional amendment and the total amount of state and local
revenue collected after the change cannot exceed the amount that would have been authorized without such a
change. In other words, an increase in state revenues has to be accompanied by an equal or greater reduction
in local revenues. The inclusion of this provision in Section 26 recognized the fact that responsibility for the

The major shift in financing public education services from the local level to the state level contained in both the
statutory and constitutional plans of the mid 1990s could have triggered an adjustment to the Section 26 revenue
limit. The school finance reform proposals did not broach the topic of adjusting the Section 26 revenue limit; therefore,
the issue of replacement revenues resulting from PA 145 was constrained by the existing state revenue limit.
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Another constraint on revenue replacement was the
constitutional limitation on the maximum state sales
tax rate. Article IX, Section 8 of the Michigan Con-
stitution prohibited the legislature from imposing a
sales tax of more than four percent. In order for the

(Proposal A) and its method for funding schools go-
ing forward. Proposal A amended a humber of sec-
tions of the 1963 Michigan Constitution related to
financing public elementary and secondary educa-
tion:

legislature to be able to raise the sales tax rate, voter

approval was needed.

The Michigan Legislature re-
sponded to the passage of PA 145
on two distinct fronts. First, it en-
gaged in an effort to redesign the
mechanism for distributing educa-
tion funding. A primary goal of this
effort was to address the per-pu-
pil financial disparities that existed
under the pre-1993 funding model.
There was a general consensus
that this objective could be
achieved through centralizing, at
the state level, the system for de-
termining annual per-pupil revenue

e Allowed school operating taxes to be imposed

on a non-uniform basis as to rate, allowing owner
occupied homes to be taxed at a lower rate (Ar-

Proposal A established the
first-ever per-pupil revenue
floor for schools in Michigan,
beginning in FY1996. The
FY1996 per-pupil funding
floor was set equal to each
local district’s combined state
and local per-pupil operating
revenue in FY1995.

ticle IX, Section 3).

° Limited assessment increases
on individual parcels of existing
property to the lesser of five per-
cent or the rate of inflation begin-
ning in 1995 (Article 1X, Section 3).
° Increased the state sales tax
rate from four to six percent, be-
ginning May 1, 1994, and dedi-
cated the additional revenue to the
School Aid Fund (Article IX, Sec-
tion 10).

) Guaranteed that each local

amounts. This would require the

abandonment of the power-equalization method in
favor of a per-pupil foundation grant. The Legisla-
ture completed its work on the new per-pupil foun-
dation program in late December and the Governor
signed the package of bills on December 31, 1993.

The second area of legislative debate following pas-
sage of PA 145 dealt with financing the new system.
During the months that followed adoption of PA 145,
the Legislature developed two revenue replacement
proposals. The main component of the first plan
involved amending the Michigan Constitution to raise
the sales and use tax rates from four to six percent.
The backup statutory plan relied on a combination
of increased income and single business tax rev-
enues. Both plans shared similarities, but also ex-
hibited key differences. In March 1994, voters were
asked how they preferred to pay for the new school
funding model developed by the Michigan Legisla-
ture. The two choices presented to the voters did
not allow for a continuation of the existing system,
something previous attempts had provided for and
which voters opted for every time.

At a statewide special election held on March 15,
1994, Michigan voters approved the ballot proposal

school district, beginning in FY1996

and thereafter, would receive at least as much

combined state and local operating revenue per

pupil as it did in FY1995 (Article IX, Section 11).

e Required a three-fourths vote of the legislature

to increase school operating tax rates above

those in effect on February 1, 1994 (Article 1X,
Section 3).3

Proposal A established the first-ever per-pupil rev-
enue floor for schools in Michigan, beginning in
FY1996. The FY1996 per-pupil funding floor was
set equal to each local district’s combined state and
local per-pupil operating revenue in FY1995. Under
the new language, the new per-pupil funding floor
does not apply to any district in any year in which
the district levies a school operating millage rate less
than it levied in 1994. The Constitution did not pre-
scribe the method for funding the new per-pupil floor
as this was detailed in the statutory changes that
accompanied the ballot proposal.

Proposal A also added a new vote threshold to in-
crease school operating taxes (Article IX, Section 3).
This new language requires a super-majority (three-
fourths) approval of the members of both the Michi-
gan Senate and House of Representative to pass a
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law that increases operating taxes above the level in
existence on February 1, 1994. Previously, the Michi-
gan Constitution did not contain any special provi-
sion regarding the passage of laws related to school
operating taxes.

The approval of Proposal A triggered numerous
changes in state tax law to supplement the consti-
tutional increase in the sales taxes used to finance
the new education funding system. Changes affected
both the local district contribution and the state aid
payment portion of the new foundation allowance.
These changes are summarized in Table 2.

The new legislation enacted subsequent to Proposal
A’s passage restored a portion of the local operating
property tax for local school districts, but at a sig-
nificantly reduced level. Additionally, property taxes
for operating purposes were levied at the state level
for the first time. The new state property tax (State
Education Tax) took effect in 1994, was levied at the
rate of 6 mills, and applied to all property classes.

The Michigan Legislature fully restored the three
types of operating taxes used to finance intermedi-
ate school districts (general operating, vocational-
technical education, and special education); how-
ever, statutory caps were placed on the maximum
tax rate for each type of tax, subject to local voter
approval.

The local property tax also took effect in 1994 with
the base limited to property classified as business,
including rental housing, and second homes. The
rate of the new “non-homestead” tax was capped at
18 mills or the rate in effect in 1993, whichever was
less. The proceeds from the local property tax were
retained locally and used as the first dollars toward
funding the new per-pupil foundation allowance. In
addition to these primary operating taxes, state law
allowed some higher-spending school districts to levy
additional mills, known as “hold-harmless” mills, to
maintain their higher level of spending. The only
supplemental local operating tax available to all dis-
tricts was a three-mill enhancement tax. Authoriza-

Table 2

Statutory Tax Changes of School Finance Reforms

Pre-Proposal A

Post-Proposal A

New Taxes
State Education Tax (property) None
State Real Estate Transfer Tax None
Other Tobacco Products Tax None

Tax Rate Changes

Cigarette Tax
Tax Base Changes
Use Tax — interstate phone calls None
Notes:

* Or the rate levied in 1993, whichever is less

Local property tax 8 - 40 mills 18 mills on

(varied by district) non-homestead property*
Individual Income Tax 4.6 percent 4.4 percent
Use Tax 4 percent 6 percent

25 cents per pack

** Public Act 330 of 1993 created the new tax and established the rate of $10 per $500 (two percent)
of value of property transferred; however, before it took effect, the rate was changed to $3.75 per $500
(0.75 percent) of the property value under PA 3 of 1994.

6 mills on all property
2 percent**
16 percent of wholesale price

75 cents per pack

Included
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tion for districts to levy this millage expired after
1996 and was replaced by a three-mill regional prop-
erty tax levied at the intermediate school district level.

Proceeds from other state taxes were dedicated to
the School Aid Fund. A new state-level Real Estate
Transfer Tax (rate of 0.75 percent of the value of
property) was created. [Note: This new tax accom-
panied an existing county-level real estate transfer
tax, levied at 0.11 percent of the value of property.]
The use tax rate was increased by

result of the property tax cuts, Michigan’s property
tax burden fell to below the U.S. average. The sales
tax burden increased relative to the national aver-
age and the overall composition of major taxes be-
came more balanced. Changing the mix of state
and local taxes also caused the financing system to
be more centralized with a greater degree of state
tax earmarking. Some of these changes were most
pronounced immediately following the reforms and
are still visible today, such as the high degree of

funding centralization at the state

two percentage points to 6 per-
cent to complement the constitu-
tional sales tax rate increase in-
cluded in Proposal A. The use tax
base was also expanded to include
certain interstate phone calls. A
tax on non-cigarette tobacco prod-
ucts was enacted at a rate of 16
percent of the wholesale prices.
The cigarette tax was increased by
50 cents per pack (to a total of 75

Michigan’s school finance
reforms changed the fiscal
and tax landscape on a
number of fronts. As a re-
sult of the property tax cuts,
Michigan’s property tax bur-
den fell to below the U.S.
average.

government level. Other effects of
the changes, such as the overall
tax composition in the state, have
slowly faded as a result of other
tax policy changes and economic
activity that has occurred over the
years.

Property Tax Burden and Tax
Composition

cents per pack). Finally, the per-

sonal income tax rate was reduced

on May 1, 1994, at the same time that the sales and
use tax rates increased to 6 percent. Beginning
October 1, 1994, 14.4 percent of the gross personal
income tax collections were deposited in the School
Aid Fund.

Impacts of Michigan’s New
Education Revenue Structure

Michigan’s school finance reforms changed the fis-
cal and tax landscape on a number of fronts. As a

A specific goal of the school finance

reforms was to reduce the reliance
on property taxation to finance elementary and sec-
ondary education. Over the 20-plus years prior to
Proposal A, a general consensus had developed that
property taxes in Michigan were unduly burdensome.
Although its total elimination as a funding source for
schools, as contemplated under PA 145 of 1993, did
not materialize, property taxes were reduced sub-
stantially as a result of school finance reform. The
shift from the local property tax to the state sales
tax helped achieve this objective without decimat-
ing the aggregate funding for schools.
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Property Tax Report, 2007.

Table 3
Statewide Ad Valorem Property Tax Rates and Levies: Pre- and Post-Proposal A
1993 1995
Rate Levy Percent Rate Levy Percent
(mills) (millions) of Total (mills) (millions) of Total
Counties 6.22 $ 1,042.3 11.0% 6.28 $ 1,1435 16.1%
Townships 3.36 283.4 3.0% 3.68 344.6 4.9%
Cities 15.45 1,288.0 13.6% 15.95 1,411.5 19.9%
Villages 11.94 50.7 0.5% 12.34 56.8 0.8%
Schools
Operating 33.91 6,381.3 67.2% 9.26 2,477.4 35.0%
Debt and Site 2.54 454.8 4.8% 3.03 554.5 7.8%
1SD/Community College 4.3 4.36 *
State Education Tax 0 6.0 1,092.8 15.4%
Subtotal 40.75 22.65
Total 56.64 $ 9,500.5 100% 38.88 $ 7,081.1 100%

* |SD/Community College levy totals included in operating and debt totals.

Sources: State Tax Commission, Ad Valorem Property Tax Levy Report. Michigan Department of Treasury,

The overall reduction in Michigan property taxes is
clearly seen in the comparison of statewide average
tax rates and tax levies, immediately prior to and
following Proposal A (See Table 3). The average
total millage rate fell nearly 18 mills. The statewide
average school operating millage rate fell from al-
most 34 mills in 1993 to just over 15 mills in 1995
(including the 6-mill State Education Tax), a 56 per-
cent reduction. The amount of school operating taxes

paid by Michigan property taxpayers, individuals and
businesses, declined by $2.8 billion, from $6.4 bil-
lion in 1993 to $3.6 billion (including SET receipts)
in 1995. The reduction also changed the composi-
tion of the overall property tax burden in Michigan.
Previously, school operating taxes accounted for over
two-thirds of the total property tax levy. Following
the reforms, school operating property taxes (includ-
ing the SET) made up one-half of the total.
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Chart 1
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Chart 1 illustrates the change in Michigan’s prop-
erty tax burden relative to the U.S. average over the
years. The effect of Proposal A is evidenced in the
steep decline that occurred from 1994 to 1995. On
a per-capita basis, Michigan residents were paying
property taxes 37 percent higher than the U.S. av-
erage in 1994. In 1995, Michigan dipped to 12 per-
cent below the national average. Since that time,
Michigan’s per-capita property tax burden has grown
faster than the national average and now it is above
the national figure (about 14 percent); though the
difference is less than in 1994.

The chart also shows the disparate growth rates
between Michigan and the U.S. as a whole, which
were not materially affected by the Proposal A
changes. Michigan’s higher growth rate, both pre-
and post-Proposal A, is a function of two factors.
Michigan local governments are almost entirely de-

pendent on property taxes for their own-source
revenues. Where other states authorize their lo-
cal governments to levy local-option sales, income,
motor fuel, or payroll taxes, local governments in
Michigan rely on state aid and property taxes. This
is because these other taxes are prohibited or lo-
cal governments have opted against using them.
For example, only 22 cities have elected to im-
pose a municipal income tax. Given the lack of
revenue options for local government in Michigan,
property taxes are the main source of revenue for
cities, villages, townships, counties, K-12 schools,
community colleges, and those special districts
with taxing authority. Second, the Michigan as-
sessment system endeavors to produce assess-
ments that reflect current market value. Some
states allow several years to pass between reas-
sessments, resulting in slower growth of their prop-
erty tax base.
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The shift from the property tax to general sales tax
as the major financing mechanism for education

changed Michigan’s overall tax
composition. Tax composition, or
tax reliance, refers to relative shares
of each major tax type (e.g., prop-
erty, sales, income, etc.). Because
different levels of government have
different responsibilities for funding
public services in each state, both
state and local tax data must be in-
cluded in comparisons of tax com-
position. Failure to examine both
state and local taxes can skew in-
ter-state comparisons of tax reli-
ance. A state’s tax composition pro-
vides insight into the basic method
and relative weight given to each
major tax type. Michigan’s relatively

high property tax burden compared to other states

After implementation of the
school finance reforms in
Michigan, property taxes
constituted a smaller share
of the total tax picture and
the portion attributable to
general sales taxes in-
creased. Also, Michigan’s
overall tax composition
more closely resembled the
U.S. average figures.

prior to the school finance reforms was reflected in
its tax composition at the time. Compared to the

U.S. average, Michigan relied
more heavily on property taxes
and less on general (not selec-
tive such as motor fuel, tobacco,
and alcohol) sales taxes to fi-
nance government services at the
state and local level (See Table
4). After implementation of the
school finance reforms in Michi-
gan, property taxes constituted
a smaller share of the total tax
picture and the portion attribut-
able to general sales taxes in-
creased. Also, Michigan’s overall
tax composition more closely re-
sembled the U.S. average figures.
Since that time, however, the

property tax burden has increased.

Table 4

Property Taxes
General Sales Taxes
Income Taxes
Other Taxes

Notes:

Census.

State and Local Tax Composition, U.S. Average and Michigan

1992 1997 2008
U.S. Michigan U.S. Michigan u.s Michigan
32% 44% 29% 29% 31% 38%
24% 18% 25% 27% 23% 22%
25% 26% 27% 32% 27% 25%
19% 12% 19% 12% 19% 16%

Source: U.S. Census Bureau, State and Local Government Finances.

1) *“general sales “ does not include “selective sales taxes”, such as motor fuel, tobacco, alcohol ,
these are included in the “other” category.
2) “income” includes both “individual” as well as “corporate” income taxes as defined by the U.S.

Numbers do not add because of rounding.
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Chart 2
Operating Revenues by Source: FY1994
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Chart 3
Operating Revenues by Source: FY1995
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Centralized Revenue System

The school finance reforms centralized education
revenue-raising responsibility at the state level, ef-
fectively eliminating a balkanized system at the lo-
cal government level. This shift is clearly visible in
the shares of total operating revenues by source
supporting public education services in Michigan
before and after the reforms (See Charts 2 and
3).* In the years leading up to the reforms the
education finance system had been criticized on a
number of fronts; however, its fragmentation be-
came a clear rallying point for public displeasure
when a district was forced to close early in 1993
because of its failure to garner public support for
increased local property taxes to fund operations.®

State government’s expanded role in education fi-
nancing was accompanied by an increase in the
portion of state revenues specifically earmarked for
education and deposited in the School Aid Fund
(SAF). Following the adoption of the reforms, the
composition of the SAF changed dramatically as a
result of new constitutional and statutory tax rev-
enue earmarking provisions. Prior to the reforms,
earmarked taxes (both constitutional and statutory)
comprised slightly more than two-thirds of the total
state-generated revenue going to the SAF in FY1993,
with the remainder (about one-third) coming from
the discretionary General Fund allocation, which
were subject to the demands of the broader state
budget. Following the reforms and after implemen-
tation of the increased income tax earmarking, the
SAF was almost entirely comprised of dedicated state
revenues and the General Fund played a much
smaller role in percentage terms.

While the effects of centralization on the entire (state-
wide) financing system are clear from the percent-
age shares of each operating revenue source before
and after the reforms, centralization also affected the
relationship between state and local revenues re-
ceived at the individual district level. This can be
seen in the functioning of the per-pupil foundation
grant. The grant amount for each district each year
was determined at the state level (either by statute
or legislative decision) and this amount was guaran-
teed, regardless of the performance of the school
operating property at the local district level. State
aid was provided to make up the difference between
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the per-pupil grant amount and the per-pupil operat-
ing tax revenues generated by the 18 mills.

Less clearly visible in the “state” and “local” revenue
breakout immediately after Proposal A is the fact
that the new school finance system subjected “lo-
cal” property tax revenues to strict controls. Given
these controls, the “local” property taxes, especially
the 18-mill non-homestead tax, were effectively

is assumed that the full 18-mill tax is being levied and
state aid funding is distributed on this assumption;
however, in many cases, a portion of these mills have
been rolled back pursuant to state law. Thus, while
the state sets the per-pupil funding level and the re-
quired tax effort to achieve this funding amount each
year, state law effectively prevents local districts from
receiving their full foundation amount when tax rates
have been reduced and the state does not make up

state-level taxes.
property tax growth were added
to by both constitutional and statu-
tory changes that accompanied the
new school financing system. The
new tax limitations pertain to both
the rate and base components of
the local property taxes authorized
for school operations. Further, the
new system provided little oppor-
tunity for local voters to supple-
ment funding derived through the
per-pupil foundation grant (i.e.,
combination of state aid and the
“required” non-homestead local
property taxes.)

State limitations capped the maxi-
mum rate of the local operating tax
for local schools at 18 mills for most

Existing constitutional limits on

Taken together, the direct
(e.g., shift from local to state
revenues) and indirect (e.g.,
new tax limitations and lim-
ited opportunity to supple-
ment) effects of centraliza-
tion resulted in a school
finance system that, for all
intents and purposes, is best
characterized as almost en-
tirely state-run in terms of
the level of operating rev-
enues available each year.

for the previous rate rollbacks.

Existing and new tax base growth
limitations contributed to the level
of centralization in the new school
finance system. Constitutional tax
base growth limitations at the unit-
wide level, already in place as a
result of the Headlee amendment,
were added to by Proposal A’s tax
base growth cap at the individual
parcel level. Proposal A instituted
a per-parcel growth limitation,
which effectively controlled the
growth potential of the tax base
at the local level.

Proposal A permitted very little
supplementation of existing re-

districts. For intermediate school

districts, the rates of the three property taxes used to
support programming and services (i.e., general op-
erating, special education, and vocational-technical
education) were subject to separate caps based on
the rates levied before Proposal A (i.e., 1.5 or 1.75
times the 1993 rate, depending on the specific tax).
While local and intermediate school district property
tax rates were capped as to their maximum level,
they were subject to the “Headlee” tax rate rollback
provisions of the Michigan Constitution contained in
Article IX, Section 31.% Subjecting these taxes to this
constitutional provision meant that the maximum
rates, after being initially approved by the local vot-
ers, were not guaranteed indefinitely. Instead, tax
rates could be reduced based on tax base growth
and remain at their lower level until voters approved
an “override” vote of the previous tax rate rollback.
For local districts, adding to the sense of centraliza-
tion is the fact that, under the foundation program, it

sources with other operating taxes,

which added to the amount of cen-
tralization present in the system. Only traditionally
high-spending local districts were able to levy “hold
harmless” millages to maintain the above-average per-
pupil resource levels; however, these millages were
strictly controlled by state law. During a brief transi-
tion period (tax years 1994 to 1996), all local schools
were able to levy “enhancement” millages at the dis-
trict level, with the proceeds of such a tax retained
entirely by the district. This tax was replaced by a
regional tax (intermediate school district), beginning
in tax year 1997, that involved tax base sharing among
districts and required tax revenues to be shared
equally on a per-pupil basis. Under both “enhance-
ment” millage authorizations (pre- and post-1997),
the maximum rate was capped in state law at three
mills, thus limiting the potential level of revenue
supplementation. Intermediate school districts were
not provided with any additional source options to
supplement existing resources following the Proposal
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A reforms, but they were provided additional room to
raise tax rates above those in effect in 1993 for all
three existing sources.

Taken together, the direct (e.g., shift from local to
state revenues) and indirect (e.g., new tax limita-
tions and limited opportunity to supplement) effects
of centralization resulted in a school finance system
that, for all intents and purposes, is best character-
ized as almost entirely state-run in terms of the level
of operating revenues available each year. This cen-
tralization is apparent both when operating revenues
are viewed in the aggregate at the statewide level
and when they are examined at the individual dis-
trict level. Despite the fact that “local” property taxes
are levied, collected, and retained by individual dis-
tricts, the amount of these resources is controlled
by tax base and tax rate limitations established in
the Michigan Constitution and contained in state law.
As a result, the “local” resources under the current
funding mechanism could be described more accu-
rately as “state-controlled” revenues.

State Revenue Limit

Shifting responsibility to the state level for education
funding caused Michigan to approach, and slightly
exceed, the constitutional state revenue limit in the
years following Proposal A. Prior to the school fi-
nance reforms in FY1993, Michigan was $3.2 billion,
or 19 percent, below the limit contained in Article IX,
Section 26 of the 1963 Constitution. As noted above,
there was no effort to modify the limit, as allowed
under the provisions of Section 26, to accommodate
the new financing system for K-12 education. The
entire $3.2 billion gap between actual and allowable
state revenues was eliminated with the increase in
the various state taxes to fund schools.

In the first full year operating under Proposal A
(FY1995), Michigan exceeded the limit by $110 mil-
lion, or about 0.5 percent, the first time that the cap
had been surpassed since the provision was added
to the constitution in 1978. In the mid-1980s, the
state approached the limit but never exceeded it.

When these “local” school operating
property taxes are considered to be out-
side of the control of local officials, the
breakout of “state” and “local” operat-
ing funding is much different — state-
controlled revenues (directly or indi-
rectly) comprise nearly 85 percent and
local revenues comprise only six per-
cent (Chart 4).

Chart 4

Adding to centralization, or at least the
perception thereof, is the constitutional
requirement that any law to increase

be approved by three-fourths of each
chamber of the Michigan Legislature.
Proposal A did not define the term
“school district operating taxes” and
neither the legislature nor the courts
have attempted to do so since the re-
guirement was added to the Michigan
Constitution.” Therefore, while the
legislature can authorize an increase in
the maximum tax rates for local and
intermediate districts, doing so requires
a super-majority vote which is more dif-
ficult to achieve.
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The fact that the revenue cap was reached is evi-
dence that further state support of the new school
finance system was not possible without invoking
changes to the limit itself.

The gap between actual revenue collections and the
constitutional cap grew slightly over the next three
years and was $640 million in FY1998. The cap was
reached and slightly exceeded in FY1999 and FY2000,
due to strong major tax revenue growth in these
years. The experience of these two years prompted
a series of phased-in tax rate reductions for Michi-
gan businesses and individuals. These tax cuts,
coupled with the concurrent general slowing of the
economy in late 2000 and early 2001, caused actual
state revenues to be $2.4 billion below the constitu-
tional limit for FY2001. The gap between the limit
and actual revenue receipts grew each year as the
earlier tax cuts and subsequent ones, along with slow
economic, limited revenue growth. State revenues
were $5.3 billion below the cap in FY2007, before a
series of general tax increases were enacted in late
2007 that narrowed the gap. In FY2009, actual rev-
enue collections were $7.7 billion below the Section
26 limit as the economy soured again.

Spending Decisions Largely Untouched

Although the school finance reforms concentrated
revenue-raising decisions at the state capitol in Lan-
sing, spending decisions remained the province of local
school districts with one significant exception. Re-
sponsibility for employer-paid retirement benefit fund-
ing was affected in a material way. In the post-Pro-
posal A era, local school administrators and
locally-elected school boards continued to be respon-
sible for determining annual budgets and allocating
state-determined resources among competing needs
within districts. Local personnel are responsible for
determining pay and benefits for current employees.

Prior to the implementation of Proposal A, the State
of Michigan and public school districts shared in the
financing of the employers’ shares of contributions
to Michigan Public School Employees Retirement Sys-
tem (MPSERS). Those contributions, expressed as
a percentage of active employee payrolls, prefunded
the actuarial costs of the defined benefit plan pro-
vided to public school employees plus the costs of
health benefits for retirees on a pay-as-you-go ba-
sis. However, Proposal A changed the fiscal rela-

tionship between the state and local schools, by
passing the full responsibility for financing the em-
ployers’ contributions to the locals.

The new arrangement required the entire annual re-
tirement contribution to be financed through a district’s
foundation allowance. This meant that this new fiscal
responsibility was in direct competition with other
spending pressures faced by school districts (wages
and health insurance for current employees, fuel and
utility costs, etc.). A district’s ability to meet annual
increases mandated by changes in the retirement con-
tribution rate would be largely contingent on annual
changes in the foundation allowance provided to the
individual district. Every year, a system-wide contribu-
tion rate is determined for MPSERS, which is the same
for each district and applied to each districts’ active
payroll; however, under the foundation allowance pro-
gram, at least during the initial years following Pro-
posal A's adoption, annual increases in per-pupil fund-
ing varied among the individual districts. Annual
changes in the retirement rate are contingent on a
number of factors, including the performance of the
retirement investment portfolio relative to actuarial as-
sumptions; the number of retirees drawing benefits;
and the costs of health care increases. Annual changes
in an individual district’s foundation allowance were
the result of policy decisions by state lawmakers. In
an environment where a district’s payroll and the re-
tirement rate increase year-over-year, its foundation
allowance would have to increase by the same com-
bined percentage amount (assuming no change in
enroliment) to ensure that the same percentage of the
district’s overall resources are available to finance re-
tirement benefits from one year to the next. Insuch a
scenario, if the foundation allowance does not rise by
this amount, resources would have to be re-allocated
from other budget components to satisfy the retire-
ment contribution for the year.

At the same time that Proposal A created a very cen-
tralized revenue, full responsibility for retirement fund-
ing was added to local districts’ budgets, which effec-
tively reduced the spending discretion at the local level.
The real prospect that the retirement contribution rate
would increase in future years (as it did in the first
couple of years following Proposal A), meant that the
per-pupil foundation allowance would have to rise com-
mensurately to ensure that retirement contributions
did not require greater shares of overall local budgets.
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Education Finances Since Proposal A

Since the adoption of Michigan’s current education
finance system, state and local operating revenues,
both in the aggregate and at the individual source
level, have varied depending on the time frame of
interest. The annual amount of revenues from fed-
eral sources has also varied: Because federal dol-
lars represent, in the aggregate, a relatively minor
share of the total and their use is restricted by fed-
eral law and rules, the main focus here is on state
and local operating revenue performance.

Between FY1995 and FY2008, the total amount of
operating revenues from all sources (state, local
and federal) increased from $11.4 billion to $17.7
billion, an increase of 55 percent, (See Chart 5).8
This equates to a compound average annual
growth rate of 3.4 percent over the 13-year pe-

riod.° Total operating revenues grew at the same
annual rate (3.4 percent) as Michigan personal
income (a broad measure of economic activity in
the state) and faster than the U.S. Consumer Price
Index (a broad measure of the cost of goods and
services), which increased at an average annual
rate of 2.7 percent. Overall, operating revenues
for Michigan schools in the aggregate, since the
adoption of Proposal A, appear to have performed
well based on these average annual calculations.
This picture changes when the period is divided
into distinct time frames and when operating rev-
enues are scaled on a per-pupil basis by major
revenue source (state versus local). Also, the
performance of school revenues varies depending
on the type of tax that is examined, e.g. property,
income, sales, etc.

Chart 5
Operating Revenues by Source: FY1995 to FY2008
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A better understanding of the resources available to
educate children can be obtained by examining the
revenues from state and local sources on a per pupil
basis. Chart 6 illustrates state and local per-pupil
revenues and compares their growth to personal
income growth over the period. While both major
sources tended to track overall economic activity in
the state in the early years following Proposal A,
their paths diverge markedly beginning in FY1998.
Growth of local per-pupil revenues remained strong
through much of the early 2000s and accelerated in
recent years, largely due to concomitant enroliment
declines. On the other hand, state revenues, more
acutely tied to overall economic activity in the state,
basically plateaued in FY2002 and rose only mini-
mally in recent years as a result of declining student

enrollments.

The preceding discussion was designed to provide a
very global picture of public education finances since
Proposal A. The remainder of this section focuses,
in more detail, on specific issues important to this
global picture. The next section reviews Michigan’s
economic performance since 1995, the most impor-
tant factor influencing state revenue growth. Next,
public education spending is contrasted with the
other spending financed by the General Fund. At-
tention is then given to the performance of both
state and local revenue sources over the last 15
years. Finally, drawing on previous work conducted
by CRC, a projection of public education finances in
the future is presented.
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Michigan’s Economic Performance

State and local government finances have to be con-
sidered in the context of Michigan’'s economic per-
formance. Economic activity affects public finances
in a variety of ways, but the most visible is on the
revenue side of public budgets. Taxes, which com-
prise the majority of resources for public budgets,
are based on economic activity (consumption and
payrolls) and wealth (property values). Taxes that
are based on consumption or pay-
roll activity are more sensitive to
changes in economic performance

Under Michigan’s highly-

is a key determinant in the level of resources avail-
able each year, especially in light of the dominant
role played by consumption and income taxes.
Economic performance over the past 15 years (1995
through 2009) can be divided into three distinct time
frames. State-source education revenues mirrored
the performance of the broader economy during each
period, which they were designed to do under the
Proposal A financing system. The first period (1995
through 2000) was characterized by steady and
stable economic growth, measured
in terms of employment levels and
the amount of income earned. In

than taxes based on wealth. These
consumption and payroll taxes,
collectively, provide the majority of
resources for the State of
Michigan’s two main budgets, the
General Fund and the School Aid
Fund. As previously noted, prop-
erty taxes play a much larger role
in financing local government ser-
vices in Michigan. Although dimin-
ished, property taxes continue to

centralized education fi-
nance system, the perfor-
mance of the Michigan
economy is a key determi-
nant in the level of resources
available each year, espe-
cially in light of the dominant
role played by consumption
and income taxes.

contrast, during the second period
(2001 through 2008), employment
levels declined and annual income
growth slowed in nominal terms
and in some years declined in real
terms. Although Michigan was af-
fected by the mild 2001 recession
during this period, the fundamen-
tal economic problem which di-
rectly influenced public education
finances centered on the complete

provide a significant level of oper-
ating assistance for local schools.
As a revenue source, these taxes tend to be more
stable relative to consumption and income taxes.
This stability has helped moderate the volatility as-
sociated with the major state taxes supporting pub-
lic education in Michigan. Tax revenue volatility gen-
eral refers to cyclicality - the relationship between
revenues and the business cycle.

Under Michigan’s highly-centralized education finance
system, the performance of the Michigan economy

transformation of the auto indus-

try. The third and most recent pe-
riod (2009 through today) is marked by a continua-
tion of the job losses and income declines of the
previous period, but at an accelerated rate because
of the severe national recession that officially began
in December 2007. The recessionary effects have
been compounded by the fact that Michigan’s
economy continues to undergo a massive “rebalanc-
ing” (i.e., concentrated shift away from its traditional
manufacturing base).
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Table 5
Michigan Wage and Salary Employment: 1995 to 2010*

Employment Level Annual Annual
Year (thousands) Change Percent Change
1995 4,269
1996 4,352 83 1.9%
1997 4,439 87 2.0%
1998 4,513 74 1.7%
1999 4,585 72 1.6%
2000 4,676 91 2.0%
2001 4,564 (112) (2.4%)
2002 4,487 77) (1.7%)
2003 4,416 (71) (1.6%)
2004 4,399 a7) (0.4%)
2005 4,389 (10) (0.2%)
2006 4,326 (63) (1.4%)
2007 4,267 (59) (1.4%)
2008 4,162 (105) (2.5%)
2009 3,876 (286) (6.9%)
2010* 3,830 (46) (1.2%)

Source: U.S. Department of Labor
* May 2010 Consensus Revenue Estimate

No single metric captures the entirety of a state’s
economic performance. However, two broad mea-
sures, when taken together, can paint a fairly clear
picture of what is taking place in a state economi-
cally. Generally, measures of employment and in-
come (both on total and per-capita bases) are used
to describe the health of Michigan’s economy over
the years. Table 5 summarizes the employment
picture in Michigan. The variation in the annual
change figures reveal the three separate periods
previously noted. Michigan’s total employment level
grew each year between 1995 and 2000, averaging
1.8 percent per year. After peaking at 4.7 million
jobs in 2000, the yearly total employment figure
dropped to just under 4.2 million jobs by 2008, rep-
resenting an annualized rate of decline of 1.3 per-
cent. The employment pictured worsened during
the 2008 recession as Michigan job losses acceler-
ated and employment levels dropped almost another
300,000 jobs, or nearly seven percent, between 2008
and 2009. Current projections are for employment

levels to continue to decline, but at a much lower
annual rate in 2010 (-1.2 percent).

The Michigan employment situation looked very similar
to the U.S. job market during the 1995 through 2000
period and early into the 2001 through 2005 period.
Coming out of the brief 2000-2001 recession, the U.S.
job market rebounded in 2004, but the Michigan
employment level continued to decline throughout the
mid- to late-2000s. The significant job losses in the
10-year period that began in 2001 has caused
Michigan’s job base to mirror what it was in the mid-
1980s. While both U.S. and Michigan employment
levels are off from their June 2000 peaks, Michigan
has lost nearly 18 percent of its jobs compared to the
nation, which has lost 0.7 percent.

The loss of such a significant number of jobs is dev-
astating for individuals and families. It is also im-
portant from a public finance perspective for two
reasons. First, and most obvious, is the loss of eco-
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nomic activity associated with the jobs. A reduction
in the number of jobs directly translates into lower
payroll tax receipts because fewer taxpayers are
employed. Second, without jobs, residents change
their consumption behavior, including items that are
subject to taxation. Declines in consumption directly
result in lower sales and use tax receipts. In Michi-
gan, both income and sales taxes finance public
education.

Changes in wage and salary employment are re-
flected in the personal income generated in the state.
The metric of personal income, which includes wages
and salaries, captures the overall health of a state’s
economy. Chart 7 presents Michigan income over

the entire period in nominal and real (inflation ad-
justed or constant 2010 dollars) terms. The three
sub-periods (1995 to 2000, 2001 to 2007, and 2008
to present) are delineated by the change in the di-
rection and/or slope of the respective line in the chart.
Through 2000, both real and nominal personal in-
come saw positive annual changes. Beginning in
2001 and extending through 2007, growth in actual
income slowed while real income stagnated, basi-
cally exhibiting flat growth During the most recent
period, both actual and real income levels experi-
enced annual declines.

Average per-capita personal income is a useful met-
ric for comparisons among states or with the nation

Chart 7
Michigan Personal Income: 1995 to 2010
Real and Nominal
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Chart 8
Michigan and U.S. Per Capita Personal Income: 1974 to 2008
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as a whole. Michigan’s position relative the U.S.
average is shown in Chart 8. This 35-year period
includes Michigan's experience under the current
education finance system created by Proposal A as
well as the finance system that preceded it.

Following the adoption of Proposal

2008 is 13 percent below the national average figure
and the state’s ranking is expected to fall further in
response to the 2008 recession.

The implications of Michigan'’s slide relative to the na-
tion are significant. First, after be-
ing a relatively “wealthy” state for

Ain 1994, Michigan’s per-capita in-
come national rank was 17", which
was minimally above the national
average. Over the next five years
the state’s position slipped margin-
ally to 18" among the 50 states; by
2000, Michigan’s per-capita income

Absent significant changes to
the bases or rates of major
taxes in Michigan, the new
ranking is going to require a
“re-calibration” of public
service levels.

most of the last 35 years, Michigan
now finds itself a relatively “poor”
state. Second, Michigan’s current
status is likely to represent a new
reality rather than a temporary con-
dition. To regain its previous rank-
ing will require the Michigan

was three percent below the U.S.

figure. Since that time, a growing

gap has developed between Michigan and U.S. per
capita personal income, causing Michigan’s position
to drop to 37" in 2008. Michigan went from being a
state in the top one-third in terms of individual wealth
in 1995, following the adoption of the current school
finance system, to one that is in the bottom fourth of
all states. Michigan’s per-capita personal income in

economy to expand at a significantly

faster rate than the rest of the U.S.
Coupled with the effects of the recent recession,
Michigan’s current status most likely represents a new
normal or baseline. Third, Michigan’s lower per-capita
figure suggests that residents’ “ability to pay” for pub-
lic services through taxes is diminished. Absent sig-
nificant changes to the bases or rates of major taxes in
Michigan, the new ranking is going to require a “re-
calibration” of public service levels.
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The changes observed in Michigan’s economic per-
formance between 2000 and 2008 are largely foun-
dational as opposed to cyclical. A massive shift away
from manufacturing, which had been building for
years, accelerated during the early years of the new
century and effectively transformed the underlying
economic base upon which state taxes depend. At

cretion over, or those non-recurring state resources
that have been provided from time-to-time to aug-
ment permanent funding. Since the adoption of the
school finance reforms, total state-source, on-going
SAF revenues grew from $7.7 billion to $11.5 billion,
an increase of 51 percent, from FY1995 to FY2008.
This amounts to an average annual rate of change

the same time, the state was not
immune from the effects of two na-
tional recessions since 2000, the
most recent one considered to be
the longest and most severe in 70-
plus years. The combined eco-
nomic effects of the structural
changes and the two recessions on
Michigan’s economy have been pro-
found. For Michigan’s public edu-
cation finance system, economic
activity is the primary determinant
of overall revenue levels since the
turn of the century.

State Revenue Performance

The combined economic ef-
fects of the structural
changes and the two reces-
sions on Michigan’s
economy have been pro-
found. For Michigan’s pub-
lic education finance system,
economic activity is the pri-
mary determinant of overall
revenue levels since the turn
of the century.

of 3.2 percent, above the 2.5 per-
cent annual rate of change in the
U.S. CPI over the same period.
The aggregate revenue growth is
influenced by a host of factors in-
cluding, the performance of the
underlying economy, changes in
tax rates, changes in tax bases,
and the addition of new taxes ear-
marked to finance schools.

In relation to broad measures of
overall economic activity during
this period, SAF revenues grew at
a pace slightly below the average

For the purposes of this report,

state on-going resources available to schools include
dedicated major taxes (sales/use, income, and prop-
erty) as well as minor taxes (alcohol, tobacco, and
others), annual transfers from the General Fund, and
lottery proceeds deposited in the School Aid Fund
(SAF). On-going revenues do not include federal
resources, which state policy makers have little dis-

annual growth rate of Michigan

personal income (3.4 percent). As
was the case with total school operating revenues,
when SAF revenue growth is viewed over the entire
13-year period at a macro level, it appears to have
fared relatively well. However, this picture changes
when the component pieces of the Fund are dis-
sected and the larger period is broken into constitu-
ent parts and the various forces at work during each
sub-period are examined.
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Table 6 looks at individual SAF revenues and their
annualized growth rates over the entire period and
over two distinct periods, compared to inflation and
economic growth. [Note: FY1997 was the first full
year of the current income tax earmarking provision
and therefore is selected as the starting point for com-
parisons rather than FY1995, the first year of Pro-
posal A's implementation.] The selection of FY2001
as the “break point” to divide the two sub-periods is
not arbitrary, but based upon the performance of

Michigan’s economy, before and after this point. The
robust economic growth that characterized Michigan
during the mid- to late-1990s subsided by the start of
FY2001 with the onset of a short, national recession.
Because the underlying state economic activity upon
which SAF revenues are based was very different for
these two periods, it is appropriate to examine the
two periods separately. A discussion of more recent
revenue performance (FY2009 to today) follows a
review of the first two sub-periods.

Source: Michigan Department of Education

Table 6
School Aid Fund Revenue Annualized Growth Rates: FY1997 to FY2008
FY1997
to
Revenues FY2000
State Taxes 6.2%
Lottery Transfer 1.7%
General Fund Transfer 4.6%
Total State School Aid Fund Revenue 5.9%
Michigan Personal Income 5.6%
U.S. CPI 2.2%

FY2001 FY1997
to to
EY2008 EY2008

2.0% 3.1%
3.4% 2.1%
-31.6% -18.5%
1.5% 2.7%
2.2% 3.1%
2.8% 2.7%
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Table 7
State Tax Revenue Annualized Growth Rates: FY1997 to FY2008
FY1997
to

Revenues FY2000
Sales / Use Tax 5.4%
State Education Tax 6.1%
Income Tax 7.5%
Subtotal Major Taxes 6.0%0
Tobacco Taxes 3.4%
Real Estate Transfer Tax 10.1%
Michigan Business Tax* NA
Other** 16.8%
Total Taxes** 6.2%

Michigan Personal Income 5.6%

U.S. CPI 2.2%

* Earmarking of a portion of Michigan Business Tax began in FY2008, so annual growth rate unavailable;
however, amounts of this tax are included in collections for FY2008.

** No adjustment for restructuring of state business taxes, which affected collections of the State Education
Tax, Michigan Business Tax, and Other categories beginning in FY2008.

Source: Michigan Department of Education

FY2001 FY1997
to to
FY2008 FY2008
0.9% 2.1%
4.9% 5.5%
1.1% 2.7%
1.7% 2.9%
1.5% 1.8%
-5.5% -1.1%
NA NA
0.1% 4.6%
2.0% 3.1%
2.2% 3.1%
2.8% 2.7%

Revenue Growth of SAF Taxes: FY1997 to
FY2008

The bulk of the state tax revenues dedicated to fi-
nance education in Michigan come from three major
sources: consumption, property, and individual in-
come taxes. These represent the major on-going
resources for public education, while other smaller

amounts have contributed to the SAF to varying de-
grees over the years. On average, these three taxes
collectively account for $9 of every $10 in total state
taxes going to the SAF each year. Given their im-
portance to the overall level of on-going state rev-
enue available each year, specific attention is directed
at how these taxes have performed over the period
FY1997 to FY2008 (See Table 7).
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Chart 9 depicts, in the aggregate, year-over-year
changes in the major SAF tax collections and shows
the two distinct periods, pre- and post-FY2001. Over
the entire period, SAF receipts from the major taxes
grew 36 percent in the aggregate, or at an annual-
ized rate of 2.9 percent. Through FY2000, how-
ever, the average annual growth rate was slightly
more than double (6 percent), before slowing con-
siderably for the remainder of the period. Receipts
from the major taxes grew 1.7 percent per year
from FY2001 to FY2008. Largely as a result of ad-
vancing the collection of the 6-mill State Education
Tax (SET), major tax receipts grew nearly 6 per-
cent year-over-year in FY2003 and subsequently

declined 2 percent in FY2004.1° When revenue
growth is examined over the period FY2001 through
FY2008, the one-time nature of the SET collection
date change does not influence the annualized
growth rate computed for the entire period, but it
does materially affect the rates observed for two
years. These intra-period annual rates are of less
concern in this analysis as the focus here is the
long-term growth of on-going major tax sources.
It is worth noting that only one year after FY2001
(FY2005) exhibited a year-over-year increase that
exceeded the annualized growth rate for the entire
11-year period (ignoring the one-time effects of the
SET changes).

Chart 9
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Chart 10 illustrates the growth (index: FY1997 =
100) of the three major SAF taxes individually to
show differences in their performances. Through
FY2000, the performance of the individual taxes
mirrored one another for the most part, showing
consistent robust annual growth. Beginning in
FY2001 and continuing through FY2008, the growth
patterns of the consumption and income taxes look
similar to each other, but very different from the
growth in the 6-mill SET, which showed uninterrupted
stable growth. The average annual growth rate of
the SET was 5.5 percent over the entire period, com-
pared to 2.1 percent for the sales and use taxes and
2.7 percent for the income tax. Receipts from the
SET, again ignoring advance collections in FY2003,
were buoyed by the relative stability that accompa-
nies the property tax in general as well as a healthy
real estate market that boosted property values in

Michigan over the period.

Consumption tax and income tax receipts were rela-
tively stable in the post-FY2000 period. Both taxes
exhibited at least one episode of year-over-year de-
clines, with SAF-dedicated income tax revenues
showing declines in three consecutive years (FY2001
through FY2003). During this period, while total
income tax receipts were negatively affected by the
tax rate reductions enacted, the fiscal effects of
the tax policy changes were entirely borne by the
state’s General Fund and the School Aid Fund allo-
cation was shielded. Absent major tax policy
changes during the FY2001 to FY2003 period af-
fecting SAF taxes, the income tax and consump-
tion tax revenue declines observed in the early
2000s were attributable mainly to the onset of the
2000-2001 national recession.

Chart 10
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Changes in annual tax receipts, in the aggregate,
generally paralleled the changes observed in the
broader economy, as measured by Michigan personal
income (See Chart 11) throughout the period. The
degree of annual change, however, varies over the
two different periods. Through FY2000, annual in-
creases in tax revenue receipts generally met or ex-
ceeded changes in economic activity in the state.
Both economic growth and annual changes in tax
receipts eclipsed the four percent level each year.
The national recession and its effects on tax receipts
became evident in FY2001, when annual growth rates
are halved. Following the FY2001 decline, Michigan’s
sustained economic malaise was further evidenced
in the personal income annual growth rates between
2002 and 2008, which averaged 2.2 percent.

Other State Taxes

In addition to the major SAF taxes, state education
revenues available each year also depends on the

performance of minor state taxes earmarked to the
SAF, which account for 10 percent of the total tax
picture. These minor taxes consist of all or a por-
tion of the receipts from the following taxes: liquor
excise, cigarette, other tobacco, real estate transfer,
Michigan business, industrial facilities, casino, com-
mercial forest, and other special taxes. Of these,
tobacco taxes make up about half (4.5 percent of
the total) of all other SAF taxes. In the aggregate,
the non-major SAF taxes have performed better than
the major taxes, but their relatively small share of
total revenues inhibits their ability to affect materi-
ally the overall growth rate of total SAF revenues.

Revenues from this group of taxes increased from
$700 million to $1.2 billion (70 percent) from FY1997
to FY2008, which translates to an average annual
growth rate of 5.0 percent. This was almost twice
the growth in the inflation rate during the same pe-
riod and exceeded the annualized growth rate in
Michigan personal income. The annualized growth

Chart 11
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rate for these taxes as a group, at least measured
against the economy and inflation, is somewhat mis-
leading as it benefited from two important tax policy
changes, both of which impacted the disposition of
Michigan Business Tax (MBT) receipts to the SAF
beginning in FY2008 (discussed below).

Comparing the growth of SAF major and minor taxes
to changes in Michigan personal income reveals that
receipts from the smaller taxes did not grow in con-
cert with state economic activity (Chart 12). Minor
taxes, as a group, exhibited the greatest amount of
volatility between FY2005 and FY2008. After de-
clining for three consecutive years in a row, a spike
in revenue receipts occurred in FY2008 as a result
of major state business tax policy changes (discussed
below).

Over the entire period, growth of the minor SAF taxes
was fueled by a number of factors different from
those which affected major tax receipts. Of particu-

lar note, minor tax growth benefited from a number
of tax rate increases and the adoption of new taxes,
factors which did not contribute to the performance
of the major SAF taxes since Proposal A. A series of
tobacco tax increases in 2002 and 2004 were largely
responsible for buoying the growth trend between
FY2002 and FY2004, at least for this declining rev-
enue source. Beginning in FY2004, tobacco tax re-
ceipts have declined each year along with collec-
tions from the industrial facilities and real estate
transfer taxes, contributing to the subsequent de-
cline in SAF receipts. Tobacco tax receipts have de-
clined, on average, 3.5 percent annually since
FY2004, indicative of the steady, long-term decline
in tobacco use.

Significant changes in Michigan’s business tax sys-
tem, combined with new tax earmarking provisions,
contributed to the FY2008 revenue spike. The se-
ries of changes affected school financing in mark-
edly different ways. The first change did not affect

Chart 12
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the amount of education resources, but it did change
the “state” / “local” revenue mix - state tax revenues
replaced local tax revenues on a dollar-for-dollar
basis. The second tax policy change responsible for
the growth in minor tax growth in FY2008 involved
a tax increase.

Regarding the shift from local to state resources, as
part of the state’s efforts to modify the business tax
climate, numerous personal property tax exemptions
were enacted that negatively affected state and lo-
cal school tax revenues. To safeguard education
from these reductions, a new revenue earmark of
the MBT was enacted. The tax policy changes in-
volved sizeable shifts in revenue-raising responsibil-
ity from the local to the state level but had no net
impact on overall education finances. (See Tax Re-
structuring box.) The business tax re-write reduced
local education funds by $342 million (full-year ba-
sis) and increased SAF revenues by an equal amount,
thereby contributing to the sharp up-tick in minor

tax receipts observed in FY2008 and to the strong
growth rate for this category over the entire FY1997
to FY2008 period. The earmark of MBT revenue to
the SAF also accounts for the exemptions of indus-
trial personal property from the State Education Tax
and the Industrial Facility Tax.

The amount of the MBT earmark to the School Aid
Fund was expanded when the MBT surcharge was
adopted (Public Act 145 of 2007). This changed
effectively replaced, dollar-for-dollar, the tax revenues
that would be collected under the new services tax
(Public Act 93 of 2007). The law to expand the Use
Tax base to services was repealed before taking ef-
fect on December 1, 2007. To hold schools harm-
less from the tax policy changes, the amount of the
projected revenues ($250 million on a full-year ba-
sis) was added to the existing MBT earmark. These
resources represented new, additional funds for pub-
lic education in Michigan.
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Business Tax Restructuring Effects on School Finances

As part of Michigan's broad business tax restructuring
efforts in 2007, certain personal property was exempted
from state and local property taxes dedicated to finance
education services. In order to protect schools from the
revenue losses associated with the property tax changes,
a portion of the annual revenues derived from the newly-
created Michigan Business Tax (MBT) were dedicated to
the School Aid Fund, beginning in FY2008. The changes
were designed to provide property tax relief to Michigan-
based businesses without harming local school finances.

Tax law changes, effective for the 2008 tax year, exempted
industrial personal property from the 18-mill local school
operating tax, the 6-mill SET, and the portion of the Plant
Industrial Facility Tax (PA 198 of 1974) attributable to
the SET and local school operating taxes." As a result of
these changes, all industrial personal property in Michigan
is exempt from school operating property taxes (state
and local). Commercial personal property also is now
exempt from 12 mills of the required 18-mill local
operating tax. Commercial personal property did not
receive the exemption from the SET that industrial
property received. Combined, these changes were
estimated to reduce state and local property tax revenues
dedicated to finance education by $479 million on a full-
year basis (FY2009 estimate). A fixed-amount statutory
earmark of Michigan Business Tax revenue was
designated to the School Aid Fund to hold schools
harmless from these changes in FY2008 and FY2009,
with the amount increasing with inflation beginning in
FY2010 and beyond.

Subsequent tax policy changes increased the level of MBT
revenues earmarked to the SAF. These revenues were
intended to offset the loss of use tax revenues dedicated
to the SAF resulting from the repeal of a 2007 law that
expanded the base of the tax to include certain services.
The additional SAF revenues were available from the
creation of a tax surcharge to be applied to taxpayers’
MBT tax liability. The SAF earmark was increased to $729
million for FY2009, with this amount set in statute to
grow with inflation beginning in FY2010. The increase in
the earmark, $250 million in FY2009, represented new,
additional money provided to schools. Further changes
in Michigan’s tax law effectively reduced the SAF earmark
of MBT revenue by an amount exactly equal to the SAF’s
share of use tax collections on Medicaid managed care

i Public Acts 37 to 39 of 2007.

organizations (PA 440 of 2008), estimated at $112 million
in FY2009.

The aggregate fiscal impact of the business tax changes
and the associated earmarking provisions was intended
to be revenue neutral for schools. Beyond this universal
policy objective of the business tax changes, the
modifications also had two other notable repercussions
on school finances. First, the elimination of local property
tax revenues and their replacement with an equal amount
of state tax revenues represented further “centralization”
of Michigan’s education revenues. The respective shares
of the overall financing responsibility were altered with
the “state” component increasing and the “local” piece
declining.

The second notable implication for school finances relates
to the fixed nature of the MBT earmark to the School Aid
Fund and its indexed growth factor. This provision in the
business tax policy changes of 2007 is expected to provide
additional stability to K-12 revenue, both in the short
term as well as over the long run. In the short-run,
indexing MBT revenue growth to the inflation rate rather
than tying school revenues to economic activity shields
school finances from the inherent volatility that
accompanies MBT receipts. (Note: The MBT consists of
a both a business income tax and modified-gross receipts
tax.) In much the same way that the state’s General
Fund shouldered the full effects of the phased-in individual
income tax rate reductions as a result of the earmarking
provisions, the General Fund will experience the full
effects of MBT revenue volatility while schools are
protected. For example, General Fund MBT deposits are
expected to decline 26 percent in FY2010 in response to
the economy, but the SAF earmark will fall less than one-
half of one percent. Over the longer-term, the indexing
provision is likely to cause school revenues to increase
faster than they would have if industrial personal property
was still part of the state and local property tax bases.
Changes in the inflation rate are likely to increase faster,
at least in the long-term, than the annual growth in
personal property tax receipts.

Overall, the 2007 tax policy changes that restructured
Michigan’s business taxes further centralized education
finances at the state level, at least for K-12 districts;
shielded annual school revenues from economic volatility
affecting state tax receipts; and enhanced long-term
stability of SAF revenue growth.
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Other On-going State Revenues: Lottery and
General Fund

Lottery profits have consistently accounted for about
6 percent of the total state-source School Aid Fund
revenues since Proposal A, although the specific
amount has varied from year-to-year. Despite the
popular misconception that the lottery contributes
significantly to the funding of public education in
Michigan, it actually amounts to a relatively small
piece of the state contribution and an even smaller
component when local operating revenues are in-
corporated and the entire funding picture is consid-
ered. Net lottery revenues contributed $741 mil-
lion to school operational funding in FY2008. These
statutorily-dedicated revenues have grown at an
average annual rate of 2.3 percent, about equal to
inflation from FY1995 to FY2008. This average rate,
however, hides considerable year-to-year variation,
as reflected in Chart 13. In recent years, inflation-
adjusted lottery receipts have increased modestly;

however, the inflation-adjusted FY2008 amount re-
mains below the FY1995 level following a number of
years of flat or negative growth.

Unlike the annual growth of major SAF taxes, lot-
tery proceeds do not mirror changes in Michigan
economic activity as measured by personal income.
Year-over-year lottery sales increases (and therefore
profits) tend to occur with the introduction of new
games.! In recognition of this, the State of Michi-
gan continuously introduces new gaming opportu-
nities to maintain interest and sales. Since Proposal
A's adoption, lottery games have experienced sig-
nificant growth in competition for discretionary gam-
ing dollars in Michigan. Today there are 19 Native
American casinos in operation along with three De-
troit casinos. This compares with eight Native Ameri-
can gaming establishments when Proposal A was
adopted. Despite this considerable competition, lot-
tery profits have been able to maintain modest an-
nual growth since FY2004.

Chart 13
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SAF Lottery Revenues: Actual and Inflation-Adjusted (FY2008 Dollars): FY1995 through FY2008

Source: Michigan Department of Education; U.S. Department of Commerce
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In FY 1997, the amount of income tax revenues ear-
marked to the School Aid Fund was increased, and
this increase was accompanied by an equal reduc-
tion in the amount transferred from the General Fund
that year in order to hold the SAF harmless. Follow-
ing the enactment of the income tax earmark, the
General Fund transfer increased each year, peaking
at $420 million in FY2000. The General Fund trans-
fer has subsequently been reduced and is now ap-
proximately $35 million.

Historically, the annual allocation from the state’s
General Fund was intended to serve multiple objec-
tives. First, a portion of the resources was used to
pay certain education-related costs assignable to the
General Fund, which for budgetary reasons are in-
cluded in the annual SAF budget.'? Second, Gen-
eral Fund dollars transferred to the SAF reflected
the priority that state elected officials placed on public

education vis-a-vis other competing programs. Thus,
changes in total state education support were not
determined solely by the changes in earmarked taxes.
Third, continuation of the annual General Fund grant
in the post-Proposal A period suggested that dedi-
cated state taxes are not sufficient to support schools.

Beginning in the early 2000s, a general budgetary
shift occurred with respect to the amount of the Gen-
eral Fund contribution to the SAF. Over the interven-
ing years, the amount of General Fund resources trans-
ferred to the SAF was reduced, to the extent that the
General Fund now does very little to supplement dedi-
cated state education revenues (See Chart 14). The
reduction of General Fund support to the SAF over
the past nine years is a direct product of the on-going
fiscal challenges facing the General Fund budget (see
General Fund Budget Challenges).

Chart 14

General Fund Allocations to School Aid Fund: FY1995 through FY2008

$800 -
$625 result of increasing
income tax earmark

$600 -
2
S
S $420
£ $400 +
w
8
©
a

$200 -

$35
$_ _
o) © A > ®) ) % 3o} > » © QA Q&
I L EPEE S S S S
L L L L« o« L L L« o«
Source: Michigan Department of Education
CiT1ZzENS RESEARCH CouNcCiL OF MICHIGAN 31



CRC REPORT

Other Non-recurring State Resources

From time to time since Proposal A, School Aid Fund
expenditures have been financed by state resources other
than earmarked taxes, lottery proceeds, and the annual
contribution from the General Fund. In some years, non-
recurring state resources have been used to supplement
on-going resources to help maintain spending levels,
especially the per-pupil foundation grant. This practice
was employed as a response to the reduction in dedicated
SAF taxes resulting from the 2000-2001 recession. In
other years, the extraordinary resources were used to
finance new state public education obligations resulting
from the Michigan Supreme Court’s Durant decision in
1997. The use of these non-recurring resources has been
excluded from the discussion regarding state revenue
performance because they were always intended to
represent one-time monies, rather than on-going
resources, and their inclusion here would distort the
picture of school finance being presented in this analysis.

Few sources of non-recurring funds have been used to
support operational expenditures of the SAF, although
when these funds have been provided the amounts have
been significant. In FY2003, state debt (School Bond
Loan Fund) restructuring provided an additional $131
million in one-time SAF revenues. State of Michigan
reserves have been used too, including the transfer of
$350 million from the Economic and Budget Stabilization
Fund, the state’s rainy day fund, in FY2002. This transfer
was used to support SAF spending in both FY2002 and
FY2003 and help manage through the economic downturn
of the period, primarily with the goal of preserving the
per-pupil foundation allowance. While the transfer
shielded the per-pupil grant from a statutorily-required
prorated reduction in FY2002, it was insufficient to avoid
such reductions in FY2003 and FY2004. (Those reductions
equated to $74 per student.)

In June 1997, the Michigan Supreme Court issued its
decision on the long-standing case, Durant et. al., v State
of Michigan. At issue was an unfunded mandate claim
made by plaintiff school districts against the State of
Michigan pursuant to Article IX, Section 29 of the Michigan
Constitution. Specifically, the school districts in the case
challenged the level of state support for special education

services provided at the local level. The schools prevailed
in the case, and the Supreme Court provided a financial
settlement to the schools. The State of Michigan also
negotiated a financial settlement to school districts not
directly plaintiffs in the Durant case and therefore not
eligible to receive a portion of the payment ordered by
the Supreme Court. As a matter of fairness, the state
sought a financial solution for both plaintiffs and non-
plaintiffs, but the specifics for each group differed.

Payments were structured in a number of ways, including
lump-sum and annual, depending whether a school was a
“plaintiff” or a “non-plaintiff” district. To finance some of
the required payments, the School Aid Fund received a
series of annual transfers, of various amounts, from the
state’s rainy day fund from FY1998 to FY2003. Unlike the
$350 million transfer in FY2002 to support current school
operations, the rainy day fund transfers associated with
the Durant decision were used to pay for damages incurred
by local school districts as a result of past under-funding
by the State of Michigan and were not intended to support
on-going expenditures at the local level. [Note: A lump
sum payment totaling $212 million in FY1998 to “plaintiff”
districts did not include restrictions on the use of the funds.
“Non-plaintiff” districts received a series of annual
payments beginning in FY1999; however, unlike the
payments to the “plaintiff” districts, the state placed
restrictions on the use and timing of the payments received
by “non-plaintiffs”.] According to the Senate Fiscal Agency,
a total of $414 million from the state’s rainy day fund was
transferred to the SAF to finance the various provisions of
the Durant decision from FY1998 to FY2003.

The use of these non-recurring resources, particularly
with respect to on-going SAF expenditures, allowed
education spending to increase at a faster rate than the
on-going earmarked SAF taxes when the economy
slowed. No doubt, these resources were critical pieces
to the overall school finance picture when they were
employed; however, they do not represent monies that
are available over the long-term. Including them in the
discussion and figures presented in this report would
result in a picture of school revenues (both annual levels
and growth rates) that is artificially high.
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General Fund Budget Challenges

The State of Michigan has a long history of supporting
public education with General Fund resources. These
resources always played the minority role in the context
of the state’s overall funding responsibility, with the SAF-
dedicated revenues playing the majority role. Despite
this minority role, the level of General Fund dollars going
to support education each year has never been immune
to the challenges faced by the state’s General Fund
budget. This reality existed prior to the Proposal A reforms
and remains true today.

General Fund support of public education cannot be
examined in isolation but must be understood in the
context of the state’s competing needs and obligations.
Earmarking provisions and other budgetary practices
segregate the General and School Aid Fund budgets in
theory; ultimately, however, annual appropriation
decisions involving these two major funds are made
simultaneously by policy makers. Each year, policy makers
face seemingly infinite competing demands for finite state
resources, and as a general rule, the entirety of the state
budget is under consideration at the same time in the
development of the annual state spending plan.

This brief summary provides a backdrop against which
state education funding provided through the SAF has
operated during the eight-year period, FY2000 to FY2008.

e Total General Fund revenues dropped by $471 million,
or 4.8 percent, from FY2000 to FY2008.

e Over the period of FY2000 to FY2003, on-going
General Fund tax receipts declined by $1.8 billion
(19.2 percent).

e Adjusted for inflation, total General Fund revenues
declined by $2.6 billion (21.7 percent) and tax receipts
dropped by $2.5 billion (21.6 percent) between
FY2000 and FY2008.

e Individual income tax receipts (largest revenue
source) remained unchanged, despite a rate increase
(3.9 percent to 4.35 percent) effective for FY2008.

e Single business tax receipts (second largest source)
declined $507 million (21.8 percent) from FY2000 to
FY2007

The on-going revenue challenges of the first half of the
decade resulted from the economic decline associated
with the 2001 recession as well as aggressive cuts in the
personal income and single business tax rates. Other
tax policy actions that contributed to the rapid decline in
General Fund revenues between FY2000 and FY2003,
included tax base reductions in the personal income,
sales, and single business taxes.

As the economy and tax policy changes reduced General
Fund revenues, state policy makers struggled to maintain
required budget balance. General Fund spending was
reduced, but not at the same rate as on-going revenues.
To support this end, on-going spending in the General
Fund was supplemented with nearly $6 billion in one-
time resources between FY2000 and FY2006.* The heavy
use of one-time resources initially reflected the lag in
adopting permanent expenditure reductions, but later
became a key component of the annual budget balancing
equation as revenues continued their decline.

Despite severe struggles to achieve budget balance in
previous years, the fiscal challenges facing the General
Fund reached a public crescendo in the early fall of 2007.
Facing an estimated $1.8 billion shortfall in FY2008, state
government was temporarily shut down on October 1,
2008, when the requisite state appropriations were not
passed by the start of the new fiscal year. The FY2008
budget was balanced with $1.1 billion in increased tax
revenues.

I Citizens Research Council of Michigan. State Budget “Bal-
ance” for FY2007 Achieved with $1 Billion in Additional Non-
Recurring Resources. State Budget Note. June 2007.
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Cost-Shifting Items to the SAF Budget.

Another policy shift affecting the SAF and the General
Fund has occurred in recent years. This shift does not
appear in the figures presented in Chart 14, although
its effect on annual state education revenues is the same
as the decrease in the General Fund contribution to the
SAF. Beginning in the mid- 2000s, a series of program
transfers have been made that effectively required the
SAF to pick up the financing costs of programs previously
financed by other state dollars, most often General Fund
resources. These programs were previously administered
by other state agencies and funded in their respective
budgets and subsequently transferred to the annual
School Aid Fund budget via annual budget decisions.
Nearly all of these transfers were made to address General
Fund budget shortfalls. While the appropriateness of
each item transferred to the SAF can be debated, the
bottom line is that these budget decisions have resulted
in more demands being placed on the finite annual
resources available in the SAF.

The House Fiscal Agency reports that the FY2010 costs
of the transferred programs total $209 million." One of
the largest transfers is the cost of borrowing to meet
SAF cash flow needs (e.g., mainly associated with the
receipt of state tax revenues and the timing of payments
to schools).” Beginning in FY2007 and again in FY2008,
a portion ($22.8 million each year) of the total cost was

" House Fiscal Agency, School Aid Programs Formerly Funded
from GF/GP or BSF and Department Transfers, unpublished,
October 2009.

shifted back to the SAF and by FY2009, this amount
doubled to $45 million. The State of Michigan issued
short-term debt in FY2003 through FY2006 to meet its
cash needs, including those of SAF; however, in those
years the General Fund covered all of the borrowing costs.

Other major items where financing responsibility has been
transferred to the School Aid Fund include: Durant
settlement debt financing ($39 million), School Bond Loan
Redemption ($40 million), and reimbursement to
renaissance zones ($26 milion).

Annual legislative determinations, primarily driven by
shortfalls in the General Fund budget, have resulted in
reduced annual General Fund transfers to the SAF. These
direct reductions in state support for education have been
exacerbated by a steady increase in the new costs that
the SAF must pick up.

i In recent years, the State of Michigan has been issuing short-
term debt to finance, in part, its combined major fund (General
and School Aid Fund) cash needs throughout the year. This
borrowing is permitted under Article IX, Section 14 of the
Michigan Constitution. This external borrowing occurs in
addition to the internal borrowing within the state’s Common
Cash Fund in order to meet the state’s cash obligations
throughout the year. Because of the incongruence between
the timing of tax receipts and monthly School Aid Fund
payments, the Fund is required to borrow from both internal
and external sources to meet its obligations. A more complete
discussion of the state’s cash flow borrowing experience can
be found in the CRC publication, Michigan’s Deteriorating Cash
Position, Note 2007-2, May 2007.

Revenue Performance over the 2008 Recession

The 2008 recession that officially began in Decem-
ber 2007 has adversely affected the growth of all
state taxes through FY2009.2* The fiscal effects of
the “Great Recession” are expected to continue in
FY2010 with lingering effects into FY2011. For many
observers of State of Michigan finances, most nota-
bly local and intermediate school districts and their
constituents, the substantial declines in state edu-
cation revenues became a flashpoint issue because
of the budget reductions that accompanied the sharp
drop in state revenues in FY2009 and the moderate
decline that is currently projected for FY2010. The
magnitude of the annual reductions in on-going state
revenues in FY2009 had not been seen in the post-

Proposal A era, indicating that the school finance
system has entered uncharted waters.

Michigan's weak revenue growth from FY2001 to
FY2008 is attributable to the mild 2001 recession
and economic restructuring in Michigan. In contrast,
the revenue performance for FY2009 and FY2010 is
attributable to forces occurring outside of the state,
the product of a very severe national recession.
Given the recession’s severity, the annual changes
in FY2009 and FY2010 are not viewed as an indica-
tion of the start of a long-term trend. Current offi-
cial FY2011 revenue estimates (combined General
and School Aid Funds) project a reversal of the an-
nual changes observed for the previous two years
and a modest increase (2.8 percent) in baseline rev-
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enue growth. “Baseline” revenues reflect receipts
before the incorporation of tax and budgetary ad-
justments and reflect the revenues resulting from
underlying economic activity.

Although the annual FY2009 and FY2010 revenue
growth rates are not indicative of a long-term trend,
they will have the effect of “re-setting” state rev-
enues, for both the General and School Aid Funds,
at markedly lower levels. In the years to come, the
Great Recession will have established a new base
level from which state revenues will grow going for-
ward. Because of the temporary nature of the most
recent economic downturn and the steep annual
declines in state revenue, it is instructive to exam-
ine state revenue performance since FY2001 in two
distinct periods, FY2001 to FY2008 and afterwards.

Table 8 tracks state education revenues from

FY2001 to FY2008 compared to FY2009 actual fig-
ures and current estimates for FY2010.** The rela-
tively weak annual growth rates observed over the
earlier eight-year period stand in stark contrast to
the yearly changes in FY2009 and projected for
FY2010, when both years show outright revenue
declines. [Note: The data presented are adjusted
to account for the personal property tax exemptions
associated with the business tax changes effective
2008 and affecting MBT deposits to the SAF in
FY2008 and beyond. These adjustments to the data
are necessary in order to compare across the two
periods because they artificially increased state rev-
enues and reduced local revenues by an equal
amount.] The declines in state funds over this two-
year period were partially offset by the availability
of non-recurring federal funds from the stimulus (See
American Recovery and Reinvestment act of 2009
on p. 37).

Table 8

(Dollars in Millions)

State School Aid Revenue Changes: FY2001 to FY2010

Average

annual

growth Annual Annual

FY2001 FY2008 rate FY2009 change FY2010 change

Sales / Use Tax $5,075.9 $5,387.4 0.9%  $4,793.2 -11.0% $4,865.7 1.5%
Income Tax 1,955.3 2,117.7 1.1% 1,895.3 -10.5% 1,815.3 -4.2%
State Education Tax 1,489.6 2,079.7 4.9% 2,040.6 -1.9% 1,893.0 -71.2%
Michigan Business Tax* NA 205.0 NA 250.0 250.0
Real Estate Transfer Tax 252.9 169.8 -5.5% 125.3 -26.2% 127.0 1.4%
Tobacco Taxes 383.1 424.7 1.5% 410.4 -3.4% 387.3 -5.6%
Liquor Taxes 28.4 36.9 3.8% 37.6 1.9% 38.2 1.6%
Industrial Facilities Tax 131.3 86.1 -5.8% 41.8 -51.5% 47.8 14.4%
Casino Gaming Tax 75.4 112.1 5.8% 108.1 -3.6% 109.6 1.4%
Other 15.2 17.1 1.7% 16.3 -4.7% 16.2 -0.6%
Total Taxes 9,407.1 10,636.5 1.8% 9,718.6 -8.6% 9,550.1 -1.7%
Lottery Proceeds 587.0 740.7 3.4% 724.5 -2.2% 723.0 -0.2%
Total State Revenues 9,994.1 11,377.2 1.9% 10,443.1 -8.2% 10,273.1 -1.6%

* FY2008, FY2009, and FY2010 figures are adjusted to account for the personal property tax exemptions
included in the business tax changes effective 2008. Figures exclude MBT revenue designed to replace,
dollar-for-dollar, lost local personal property tax revenues effective 2008.

Source: FY2001 through FY2008, Michigan Department of Treasury; FY2009 and FY2010, Consensus
Revenue Estimates as of May 2010 (adjusted by CRC).

CIT1ZENS

RESEARCH COUNCIL OF

MICHIGAN 35



CRC REPORT

From FY2008 to FY2009:

e All state education revenues declined from their
previous year levels, with an overall decline of
$934 million or 8.2 percent. This compares with
an average annual growth rate of 1.9 percent in
the previous period.

e Of the major taxes, sales/use tax and income
tax receipts declined 11 percent and 10.5 per-
cent, respectively. State education tax collec-
tions fared better than the overall rate, but still
declined 1.9 percent from FY2008. All three taxes
had positive annual growth rates from FY2001
to FY2008.

e The real estate transfer tax fell 26.2 percent year-
over-year. This was the only tax that had nega-
tive growth in the FY2001 to FY2008 period, fall-
ing 5.5 percent per year on average.

e Lottery proceeds are expected to fall 2.2 per-
cent after showing modest growth of 3.4 per-
cent per year over the previous period.

From the reduced base in FY2009, revenues are esti-
mated to decline further in FY2010, largely due to con-
tinued economic struggles nationally and in Michigan.
Specifically, year-over-year projected changes suggest:

e Two of the three major tax revenue sources (in-
come and property) will fall and aggregate tax
revenue from all sources will decline $170 mil-
lion (1.6 percent).

e Income tax receipts will decline by $80 million
(4.2 percent) as the state continues to shed pay-
roll jobs.

e State education tax will decline by $147.6 mil-
lion (7.2 percent), largely as a result of the de-
clining real estate market.

e Tobacco taxes will drop again (5.6 percent), re-
flective of the continued decline in tobacco use.

e Lottery proceeds will remain basically stagnate
at their prior year level, reflective of the limited
discretionary income that residents have and
competition from other gaming.

Chart 15
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American Recovery and Reinvestment Act of 2009

The revenue declines in FY2009 and FY2010 will not be
fully reflected in the level of education services delivered
in Michigan over this period. These shortfalls will be
partially offset by the availability of temporary federal
assistance provided through the American Recovery and
Reinvestment Act of 2009 (ARRA). The ARRA legislation
was enacted in the early part of 2009 and the federal
resources are designed to help states mitigate cuts to
public services and maintain required state budget
balance over a three-year period, 2009 through 2011.
Specifically, a significant portion of the $878 billion in
ARRA resources targets education service providers at
both the K-12 and higher education levels. The ARRA
education funds are distinct from the on-going federal
resources that many Michigan schools receive through
the annual state School Aid Fund budget in two primary
ways. First, ARRA resources are provided on a temporary
basis and in a single lump sum for states to use beginning
in 2009. Second, a significant portion of the funding is
discretionary, in contrast to on-going federal funds that
are generally restricted to specific purposes. (Note: The
Michigan Department of Education reports that it will
receive $2.6 billion in ARRA grants in total, one-half of
which is discretionary education funding. The remainder
will be used to support existing federal programs, notably
Individuals with Disabilities Education Act ($401 million),
Title 1 — Improving the Academic Achievement of the
Disadvantaged ($390 million), and other smaller grant
programs. ')

With respect to undesignated funding, ARRA provides
the State of Michigan with a formula allocation of $1.6
billion to support its general budgetary needs. Of this
total, $1.3 billion is earmarked by federal law to finance
public education services at the K-12 and postsecondary
levels. Michigan’s application for this funding designated
a little more than $1.2 billion for K-12 education in FY2009,
FY2010, and FY2011 and $68 million for public universities
in FY2010." Some restrictions accompany the funds, but
generally few “strings” accompany the funding and they

' Michigan Department of Education, ARRA Monitoring,
presentation to Michigan State Business Officials Workshop on
June 9, 2010. www.msbo.org/library/Presentations/
2010BizMar/ARRA.pdf

may be used to support ongoing budget items at the
local school level. Because of this freedom, these federal
resources are indistinguishable from state revenues
provided to local schools through the School Aid Fund
and individual schools will determine how best to use
these resources, keeping in mind their temporary nature.

In nominal terms, the amount of ARRA education money
was not spread equally over the three years, but was
“front-loaded” ($600 million) to help address the revenue
decline in FY2009. The School Aid Fund budget relied on
$450 million in FY2010 and the remainder ($184 million)
in FY2011. The use of significant amounts of non-
recurring ARRA dollars in FY2009 and FY2010 had the
effect of postponing the fiscal impact associated with
declines in SAF revenue declines in those years. The
$600 million used in FY2009 accounted for 5.3 percent
of the School Aid Fund budget and the $450 million
currently set-aside for FY2010 is equal to 4.2 percent of
the projected SAF budget expenditures. The remaining
ARRA dollars available in FY2011 represent less than half
the amount available in FY2010 (Chart 15).

In August 2010, additional temporary federal resources
through the Education Jobs Fund (Public Law 111-226)
were made available to the states to maintain and create
public education jobs in the 2010-11 school year. A total
of $10 billion is available for distribution to the states
and Michigan’s projected share of the total is $318 million.
At the time of this writing, state officials are in the process
of applying for the additional resources and determining
how to distribute them to individual local districts in
FY2011. While these decisions will influence the funding
received at the local level in FY2011, both in the aggregate
and on a per-pupil level, the specifics are unknown at
this time. However, at a system-wide level, the additional
funding will be added to the $184 million in ARRA funding
currently programmed for FY2011, thus raising the
amount of temporary federal resources to $500 million
and increasing the portion of state education spending
supported by non-recurring resources from 1.7 percent
to 4.4 percent.

i House Fiscal Agency. American Recovery and Reinvestment
Act Funding and Michigan’s State Budget. December 2009.
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Local Property Tax Revenues

The 1990s school finance reforms reduced substan-
tially the role played by locally-generated revenues
in the overall financing of public elementary and
secondary education. In percentage terms, the roles

resources. Although these resources are a key com-
ponent of the per-pupil foundation allowance program,
the state controls the amount of the grant for each
district and supplies the resources to account for the
difference between the grant and the locally-raised
property taxes. Thus, local property tax performance

of state and local operating rev-
enues were reversed after the
adoption of the 1994 constitutional
amendment and the associated
statutory changes. On a rough
order of magnitude, the local re-
sponsibility for financing the oper-
ating costs of local school districts
was reduced from nearly two-
thirds in FY1994 to about one-
quarter in FY1995. For Michigan’s
intermediate school districts
(1SDs), which also provide specific,
targeted education services (nota-
bly special education), Proposal A
and its statutory reforms did not
result in the same shifts in funding
responsibility between levels of
government.

At the time of their
enactment, these constraints
were deemed necessary to
address taxpayer resistance
to past repeated requests to
raise local school operating
tax rates. Also, it was argued
that state efforts to correct
per-pupil revenue inequities
through a centralized
revenue system would be
partially undone if local
districts could seek additional
revenues through higher
property taxes.

does not directly determine the per-
pupil revenues received in a local
district under the centralized rev-
enue structure. [Note: For inter-
mediate school district, local prop-
erty tax performance still plays an
important role in determining per-
pupil revenue levels each year]
Appendix A provides a very brief
descriptive overview of local school
operating property taxes in Michi-
gan available to local and interme-
diate school districts. We do not
discuss the role of property taxes
in financing capital expenditures in
this report.

By design, the new financing sys-
tem placed tight limits on the abil-
ity of local school districts to gen-

From an operating revenue per-
spective, local revenues remain an
important component of the overall financial picture
for public education; however, the performance of local
tax revenue plays a much less important role in the
amount of funding that an individual district receives
under the Proposal A financing scheme. Property tax
revenues continue to represent the largest share of
the local component of school operational funding,
accounting for $9 of every $10 in locally-generated

erate additional revenues locally,

specifically from the property tax.
At the time of their enactment, these constraints
were deemed necessary to address taxpayer resis-
tance to past repeated requests to raise local school
operating tax rates. Also, it was argued that state
efforts to correct per-pupil revenue inequities through
a centralized revenue system would be partially un-
done if local districts could seek additional revenues
through higher property taxes.
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Operating Property Tax Revenue Performance

The property tax is the dominate own-source oper-
ating revenue for local and intermediate districts.
Other local revenue sources that support school op-
erations to varying degrees include food service, in-
vestments, and other miscellaneous revenues. Lo-
cal operating property tax revenues have exhibited
consistent and steady growth since the adoption of
Proposal A. This consistency results from the gen-
eral stability that the property tax exhibits over tur-
bulent economic times vis-a-vis income and con-
sumption taxes. Furthermore, this stability is also
due to the various constitutional tax limitations that
effectively cap property tax revenue growth for all
units of local government, including schools.

Local Districts

Local operating property tax revenues, including the
18-mill, “hold harmless”, and enhancement taxes, grew
from $2.0 billion in FY2001 to $2.7 billion in FY2008,

an aggregate increase of 39 percent, which equates to
an annualized rate of 4.9 percent (Table 9). Annual-
ized growth rates of the major and minor state taxes
going to education were 1.7 percent and 4.3 percent,
respectively, over the same period. Local property taxes
fared extremely well compared to economic activity
over the period as state personal income increased
2.2 percent per year. Tax receipts also outpaced in-
creases in general prices (changes in the U.S. CPI av-
eraged 2.4 percent per year over the same period).

In FY2009, property tax collections for operations
were significantly affected by enactment of the Michi-
gan Business Tax and related legislation, which pro-
vided certain exemptions from the 18-mill tax to in-
dustrial and commercial property. In that year there
was a 9.1 percent net reduction in local property tax
revenue, from $2.7 billion to $2.5 billion. This local
revenue reduction was offset by increases in state
funds dedicated to education in FY2008 and FY2009.

Table 9

(Dollars in Millions)

Growth of Local and State Education Operating Taxes

Local Major*>* Minor*** Total
Property State State Operating

Tax* Change Taxes Change Taxes Change Taxes Change
FY2001 $1,951.4 $8,520.8 $886.3 $11,358.5
FY2002 2,060.3 5.6% 8,575.0 0.6% 945.3 6.7% 11,580.7 2.0%
FY2003 2,153.1 4.5% 9,066.8 5.7%  1,061.9 12.3% 12,281.8 6.1%
FY2004 2,197.2 2.0% 8,873.6 -2.1%  1,096.8 3.3% 12,167.7 -0.9%
FY2005 2,334.9 6.3% 9,173.6 3.4%  1,068.8 -2.6% 12,577.2 3.4%
FY2006 2,451.8 5.0% 9,332.7 1.7% 1,061.3 -0.7% 12,845.8 2.1%
FY2007 2,586.1 5.5% 9,420.3 0.9% 984.0 -7.3% 12,990.3 1.1%
FY2008 2,697.0 4.3% 9,584.8 1.7% 1,187.5 20.7% 13,469.2 3.7%
FY2009 2,452.6 -9.1% 8,730.7 -8.9%  1,468.5 23.7% 12,651.8 -6.1%
FY2010**** 2 508.6 2.3% 8,582.1 -1.7%  1,452.8 -1.0% 12,543.5 -0.9%
Annual Rate 2.8% 0.1% 5.4% 1.1%

* Includes three operating property taxes — basic 18-mills, “hold harmless”, and regional enhancement
** Includes State Education, Sales and Use, and Income taxes
*** Includes all minor taxes dedicated to the School Aid Fund (excludes General Fund and lottery proceeds)

**** Estimates based on May 2010 revenue estimates

Source: Michigan Department of Education; Michigan Department of Treasury
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Property tax collections are projected to grow by
2.3 percent in FY2010, a much lower rate than was
experienced in the period FY2001 through FY2008.

Following the adoption of Proposal A and largely as a
result of the strength of the housing market and re-
sultant growth in property values in Michigan, a num-
ber of local and intermediate school districts have
experienced “Headlee rollbacks”. [Note: Article IX,
Section 31 of the 1963 Michigan Constitution requires
property tax rates (including schools) to be “rolled
back” when the growth in assessed value, excluding
new construction, exceeds the growth in inflation.]
As shown in Chart 16, initially only a few local dis-
tricts were subject to constitutional tax rate reduc-
tions, but the number gradually increased. By FY2001,
a total of 259 districts (47 percent of all districts state-
wide) in Michigan were levying fewer than 18 mills.
[Note: This includes a small number of districts that
were doing so prior to Proposal A and were
“grandfathered” under the new financing system.]

The gradual increase in the number of districts levy-
ing fewer than 18 mills on non-homestead property
is reflected in the statewide average tax rate for this
local property tax. As more local districts experi-
ence millage rate rollbacks, the average figure de-
clines, as depicted in Chart 16. The average figure
bottomed out in FY2004 (tax year 2003) at 17.52
mills. In FY2009, the statewide average is up slightly
at 17.66 mills, but still below the maximum limit.

In recent years, the number of districts levying fewer
than 18 mills has declined. This is explained by a
couple of factors. First, as authorization for the lo-
cal school operating property tax expires, electors
are asked to renew the tax at the full 18-mill rate.®
A second reason is the approval, at the local level,
of millage rate increases intended to “override” the
previous Headlee rollback.?® When these questions
gain approval at the local level, the rate can be re-
turned to the maximum 18 mills. For FY2009, 125
districts, less than half as many as FY2004, levied

Chart 16

Local Districts Levying Less than 18 Mills on Non-Homestead Property and Average Tax Rate

Source: Michigan Department of Education
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the local school operating tax at a rate below the
maximum 18 mills.

Intermediate School Districts

The centralization of school finances at the state gov-
ernment level did not affect intermediate school dis-
tricts (ISDs) as severely as it did local school districts.
Although amounts vary across districts, as a group,
ISDs continue to receive the majority of their funding
from local sources, in much the same way as they did

Beginning in 1995 and as part of the new financing
system, a cap on the general operating tax rate that
an ISD can levy was established at 1.5 times the num-
ber of mills allocated to the ISD in 1993. All districts in
FY2001 levied the tax, but considerable variation ex-
isted among the rates ranging from 0.0727 mills
(Livingston Educational Services Agency) to 0.4675 mills
(Muskegon Area ISD). The average rate statewide
was 0.2184 mills, an amount which has remained fairly
constant over the years.

before Proposal A.Y” Considerable
variation in property taxation exists
among ISDs, something that pre-
dated Proposal A. The variation in
local tax effort among ISDs explains
some of the service discrepancies
that exists statewide. The variation
in ISD services is fully explained in a
separate report, Public Education

The centralization of school
finances at the state
government level did not
affect intermediate school
districts as severely as it did
local school districts.

Statewide in FY2009, the general
operating tax generated almost $63
million, an increase of 48 percent
over the aggregate yield in FY2001
(See Table 10), despite the fact
that the average tax rate declined
very slightly over the period to
0.2121 mills. This shrinkage was

Governance in Michigan.*® In

FY2008, local resources comprised 60

percent of all ISD funding statewide, followed by 18
percent from state sources, and 22 percent from fed-
eral sources. Federal sources constitute a larger share
of overall ISD finances compared to local districts be-
cause of the leading role I1SDs play in the provision of
special education services. Again, considerable varia-
tion exists among I1SDs as to the component shares of
each district’s total budget. As is the case with local
districts, the major own-source revenue available to
ISDs is the property tax.

ISDs have authority to levy property taxes for: 1)
general operations, 2) special education operations,
and 3) vocational education operations. Authoriza-
tion to levy dedicated taxes for special education or
for vocational education, and as part of the school
finance reform for increased general operating
millages, requires voter approval. The maximum
rate for each purpose is capped and all ISD tax rates
are subject to Headlee tax rate rollback provisions
of the Michigan Constitution.

The 57 I1SDs across the state rely on the three dif-
ferent taxes to varying degrees. The revenue growth
experienced statewide, and at the district-level, de-
pends on a number of factors, including the rates
levied for each tax and changes in the tax base within
each community.

the result of tax rate rollbacks re-

quired because of tax base growth.
Growth in the total ISD tax base between FY2001 and
FY2009 was 52 percent. Growth in the base (48 per-
cent) and yield (52 percent) over the period substan-
tially exceeded changes in the rate of inflation, which
rose only 17 percent over the eight-year period.

Receipts from the general operating tax increased at
a very strong and steady rate between FY2001 and
FY2008, averaging 5.5 percent per year. This growth
was fueled by the increase in the value of property.
The year-over-year change in FY2009 was much lower
(1.3 percent), a reflection of a slowdown in the esca-
lation of property values statewide (1.1 percent). Early
estimates of tax yields for FY2010 indicate a very small
decrease (-0.2 percent) statewide; however, this
moderate reduction hides some significant variation
in the experiences at the individual district level. Again,
changes reflect the declining tax bases. Although
the statewide total taxable value for ISD millages is
projected to decline a very modest 0.6 percent,
changes at the district level range from an increase
of 13.7 percent (Gogebic-Ontonagon) to a decline of
3.6 percent (Genesee).

Given ISDs’ primary role to provide special educa-
tion services both directly and indirectly through
constituent school districts, it is not surprising that
the special education property tax is the largest rev-
enue source, yielding a little over $1 billion in FY2009
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Table 10
Intermediate School District Property Tax Bases and Yields
FY2001 to FY2010 (est.): Selected Years
(Dollars in Millions)
General Special Vocational
Taxable Operating Education Education Total
Value Millage Millage Millage Yield
FY2001 $236,240 $42.3 $531.3 $122.7 $696.3
FY2005 301,486 $52.6 $862.4 $166.7 $1,081.7
FY2008 354,763 $61.6 $1,026.2 $199.0 $1,286.8
FY2009 358,723 $62.5 $1,037.8 $202.1 $1,302.4
FY2010 — est. 356,725 $62.4 $1,032.8 $201.8 $1,296.9
Annualized Growth Rates
FY2001 to FY2008 6.0% 5.5% 9.9% 7.2% 9.2%
FY2009 1.1% 1.3% 1.1% 1.6% 1.2%
FY2010 -0.6% -0.2% -0.5% 0.0% -0.4%
Source: Michigan Department of Education

and accounting for 80 percent of ISDs’ total prop-
erty tax collections. The statewide average rate for
this tax was 2.54 mills, up from 2.40 mills in FY2001.

The Revised School Code limits an individual district’s
special education millage rate to 1.75 times the num-
ber of mills levied in 1993, so the maximum allow-
able rates vary across the state. To increase the rate
above the level in effect in 1993 requires a local vote.
In FY2009, all 57 districts levied this tax, with the
lowest rate 0.6371 mills (losco Regional Education
Services Agency) and the highest rate 5.6264 mills
(Jackson ISD). Growth in special education property
tax yields has been significant, nearly doubling be-
tween FY2001 and FY2009. This growth is a function
of tax rate increases as well as growth in the property
tax base. In comparison to the average general op-
erating millage rate, which declined nearly 3 percent
between FY2001 and FY2009, the statewide average
special education tax rate increased from 2.40 mills
to 2.54 mills, 6 percent, over the same period. The
increase in the statewide average figure is evidence
that 1SDs have sought, and gained local approval for,
rate increases above the levels in place in 1993. As
was noted with the general operating tax, yields from
the special education tax levy grew much slower in
the most recent period (only 1.1 percent in FY2009),
compared to nearly 10 percent per year on average

between FY2001 and FY2008. Special education prop-
erty tax accounts for the robust growth of overall ISD
property taxes in recent years.

In contrast to local school district finances that are
dependent on the performance state taxes, I1SDs
fared relatively well between FY2001 and FY2009
when state revenue growth stagnated. Looking for-
ward, however, the revenue picture facing ISDs is
likely to change with the challenges facing the prop-
erty tax. Statewide figures suggest that all three
ISD property tax levies will decline in FY2010 in re-
sponse to falling tax bases, yielding an aggregate
decline in property tax revenues (See Table 10).

While all ISDs levied the general operating and spe-
cial education taxes in FY2009, only 31 districts lev-
ied the vocational education millage for area-wide
programming in that year. Of this group, over one-
half (18 districts) levied the tax at a rate in excess of
90 percent of the maximum allowed. For those dis-
tricts close to the maximum rate, raising tax rates to
compensate for falling property values may not be
an option. (See Raising ISD Property Tax Rates box
on p. 43.) Also, those districts that were not levying
the tax in 1993 are faced with a hard cap on the
maximum rate allowed (1 mill), while those that were
levying the tax prior to Proposal A can increase the
maximum rate by 1.5 times the millage rate in 1993.
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Raising ISD Property Tax Rates

All units of local government will experience fiscal
challenges resulting from deteriorating property tax bases
in the coming years; however, within the school
community, 1SDs will be particularly hard hit by falling
property values and the attendant property tax yields
because of their heavy reliance on this revenue source
to support operations. Deterioration of the tax base will
require tax rate increases to maintain revenue levels, or
districts will have to pare back services to meet depressed
revenue collections. State law authorizes ISDs to increase
tax rates above those in place upon Proposal A's adoption,
subject to local voter approval and subject to limitations.

Like so many local governments in Michigan, intermediate
school districts have been affected to varying degrees by
property tax rate rollbacks that have occurred
automatically in response to escalating property tax bases
in the past [Note: Headlee tax rate rollbacks of ISD tax
rates are observed in the distribution of tax rates for
FY2001 and FY2009.] In FY2001, the average district
was levying the general operating tax at 93.3 percent of
the maximum voter-approved rate and only one district
was levying at the maximum (Chart 17).! By FY2009,
the average operating millage rate statewide had declined
to 90.6 percent of the maximum and no districts were at
their authorized cap.

Headlee tax rate rollbacks affected special education
millages in the same way between FY2001 and FY2009.
In FY2001, the average rate for these millages statewide
was 92.1 percent of the maximum and by FY2009, districts
were levying at 90.4 percent of the maximum rate (Chart
18). Assuming districts have not done so already, the
reduced tax rates resulting from the Headlee rollbacks
effectively provide room for nearly all districts to increase
rates, subject to voter approval, up to the levels previously
authorized. Initially, rates will only be able to be raised,

or restored, to the level previously authorized, i.e. via an
“override” vote. However, fully restoring the “rolled back”
rates may not be sufficient to make up for the decline in
property tax values.

For districts with little or no room currently under voter-
approved maximum rates to make up for the potential
losses stemming from property values, Proposal A
provided a mechanism to increase the maximum tax rate
for each of the three taxes levied by ISDs. Very few
districts have taken this action so far, so most have
considerable room under the Proposal A rate limitation
for the general operating, special education, and
vocational education millages. This will allow districts to
respond to falling property values by increasing rates, a
response that may or may not be politically acceptable.

Thus far, few ISDs have sought voter approval to increase
the general operating or the special education millage
rates above those in effect when Proposal A took effect.
When districts have sought to increase the maximum
tax rate allowed, the special education tax rate has been
increased. A total of 17 1SDs have taken the necessary
steps to ask voter approval to raise the maximum special
education rate allowed under state law, which means
nearly three-fourths of the all districts remain well below
the state statutory maximum rate allowed under Proposal
A (i.e., 1.75 times 1993 rate). In one-third (six districts)
of the cases where voters have been asked to raise the
rate above the 1993 rate, the rate was raised to the
statutory maximum (1.75 times 1993 rate). In five of
the six districts, the FY2009 special education millage
rate was at least 95 percent of the respective maximum
rate. For these five districts, the option of raising tax
rates in response to declining property values over the
coming years will be constrained by the statutory caps
adopted as part of the Proposal A reforms.

! To obtain the information regarding ISD millage rates, the Citizens Research Council of Michigan, working with the Macomb
Intermediate School District, collected information from all 57 ISDs. Districts provided information pertaining to authorized millage
rates and actual millage rates for three fiscal years, FY1994, FY2001, and FY2009. FY1994 represented the “base year” for
purposes of determining the statutory limitations on tax rates for general operations, special education, and vocational education.
Rates, both authorized and actual, for FY2001 and FY2009 were analyzed to determine how much room, if any, individual districts
had under both the currently authorized limitation as well as the state-imposed limitation. Data from this survey is available, upon

request, from CRC.
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Chart 17
ISD Operating Property Tax Levies: FY2001 and FY2009
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Chart 18
ISD Special Education Property Tax Levies: FY2001 and FY2009
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Public Education Spending

As previously noted, the primary focus of this paper is
the revenue side of the public education ledger. The
broad purpose is to examine the resources, state and
local, available to support public education in Michigan
and the performance of these revenues since the passage
of Proposal A. As part of CRC'’s efforts to explore school
finances in a comprehensive manner, a separate analysis
of school spending issues and pressures will be
forthcoming. In light of the discussion about the manner
in which revenues for education are obtained in Michigan,
it is instructive to provide the reader with a primer on
the expenditure side. To this end a general picture of
public education spending and how it contrasts with state
General Fund spending can be helpful.

While the majority of financial support for public education
comes through the State of Michigan’s annual School Aid
Fund (SAF) budget, the nature and scope of education
spending financed by the SAF is different than much of
the programs and services financed by the other major
budget,General Fund. These differences are important
in the context of understanding the cost drivers within
school budgets as well as how they compare with the
drivers affecting other General Fund expenditures each
year. Examining the unique nature of public education
spending is also helpful when consideration is given to
reducing expenditures at the local or intermediate district
level. Because of the high concentration of personnel
spending, the options for effecting major spending
reductions are limited. Personnel costs tend to be “sticky”
in the short-term and immediate reductions are difficult
to achieve because multi-year collective bargaining
agreements determine overall employee compensation.

Nature and Scope of Spending

Even though the vast majority of school revenues
originate from state taxes which are appropriated through
the annual State of Michigan budget, local and
intermediate school district budgets bear little
resemblance to the larger state budget. Less than 20
percent of the total annual expenditures made by the
State of Michigan finance programs operated directly by
the state. Over 80 percent of all funds appropriated in

the budget each year are distributed for services delivered
by organizations other than state departments and
agencies in functional areas where the State of Michigan
is responsible for service provision, either directly or
indirectly. A large portion of state government’s role as
a “contract manager” to other sub-state entities is
mandated in the 1963 Michigan Constitution (Article IX,
Section 30), which requires that a minimum of 49 percent
of state-source revenues each year must be paid to units
of local government.!

In contrast to the state budget, the vast majority of school
expenditures finance programs operated directly at the
local or intermediate district level. This contrast is clearly
seen in the share of personnel costs that comprise school
budgets compared to the state budget. For example, the
Michigan Civil Service Commission reports that
approximately 11 percent of total State of Michigan
expenditures in FY2009 ($44.3 billion) financed the
classified payroll of state employees, a percentage that
has remained fairly constant for the last 10 years." This
compares with nearly 80 percent of total school operating
spending ($17.3 billion) dedicated to personnel expenses
for the same period. Personnel-related expenditures
include payroll costs, group health insurance liabilities, and
retirement (pension and other post-retirement benefits)
contributions. Personnel costs in any given year are
contingent on a number of factors, including the number
of employees, increases in pay, changes in benefits, and
required contributions to finance retiree benefits.

I Article 1X, Section 30 of the 1963 Michigan Constitution, added
as part of the “Headlee Amendment” in 1978, requires the
state to maintain the proportion of state spending to local units
in at least the same proportion as that which was in effect in
FY1979, the base year. The base year proportion was origi-
nally computed to be 41.61 percent. Effective with FY1993, a
recalculation was made of the base year proportion as a con-
sequence of a settlement agreement reached on the County of
Oakland v State of Michigan lawsuit, which was settled in 1991.
The recalculated base year proportion is 48.97 percent.

i Michigan Civil Service Commission, Thirtieth Annual Workforce
Report FY2009.
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Employee Payroll

Between FY2000 and FY2009, the number of full-time
equivalent (FTE) positions reported by all school entities
(local and intermediate school districts and public school
academies) in Michigan fell from 210,027 FTE positions
to 207,910 FTE positions, representing a very modest
1.0 percent drop (See Table 6). Comparing the changes
by service provider reveals significant variation in
personnel level over this period.

The number of FTEs in traditional local districts declined
by almost 14,000 positions (-7 percent), while ISDs, in
the aggregate, gained 6,700 positions (81 percent). It is
likely that a number of factors can explain the two different
stories. The fiscal challenges present at the local district
level during this period, coupled with personnel effects
that accompany declining student enrollments at the district
level, account for some of the decline. To some degree,
overall ISD finances were not as acutely affected by the
downturn in state revenues earlier in the decade because
of the large role played by local property taxes, thus
personnel levels were not reduced. Similarly, although
not immune to the effects of declining student numbers,
aggregate ISD funding levels were not adversely affected
to the same degree as local districts from the shifting
demographics. Finally, it is possible that some of the ISD
employment gains could be attributed to a shift in program
responsibility (e.g., special education services), from the
local to the intermediate district level. The fiscal constraints
on local districts (declining state revenues and restrictions
on local revenue supplementation) may have resulted in
certain districts shedding service delivery and transferring
responsibility to the ISD. The transfer of special education

services to the ISD level may have been facilitated further
by how the state reimbursed districts for special education
costs following the Durant case in 1998.

The near-doubling (96 percent) of FTE levels from FY2000
to FY2009 within the charter community was almost
entirely in response to the growth of the number of charter
schools in the state and attendant enrollment increases.
According to pupil headcount figures reported by the State
of Michigan, enrollments at charters increased from
46,833 students in FY2000 to 103,444 students in FY2009,
an increase of 120 percent. In contrast, the traditional
K-12 district enrollment levels declined by 6.4 percent
during the same time, from 1,617,010 students in FY2000
to 1,513,604 students in FY2009.

By far, teachers (non-special education) represent the
largest portion of the overall education workforce
accounting for 37 percent of the total FTE count for all
reporting entities in FY2009. At the ISD level, teachers
only represent two percent of the total workforce and
special education (instructional, administrative, and
support) accounts for 47 percent. Teaching positions
dominate within the traditional local and charter school
landscape. The average salary for the teachers statewide
climbed 27 percent, from $49,044 in FY2000 to $62,272
in FY2009, an increase that outpaced changes in Michigan
per-capita personal income over a similar period (16
percent) and changes in the U.S. CPI (20 percent).i

il Data from the Michigan Department of Education annual pub-
lication, Bulletin 1014.

Table 11

Full Time Equivalent (FTE)

Changes in Public Education Employment Levels: Selected Years

Local Districts ISDs PSAs Total
FY2000 196,588 8,311 5,127 210,027
FY2004 185,158 12,054 7,046 204,258
FY2009 182,824 15,045 10,041 207,910
Change 2000 to 2009  (13,765) 6,735 4,914 (2,116)
-7.0% 81.0% 95.8% -1.0%

Source: Center for Educational Performance and Information
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Expenditures for all school employees’ salaries totaled
$8.7 billion in FY2000 and $9.4 billion in FY2009. After
rising consistently through FY2004 ($9.4 billion), payroll
figures have remained fairly flat since. Even though FTE
positions decreased, the cost of paying each employee
grew due to salary and benefit cost increases. After
adjusting payroll expenditures for inflation, the cost
declined by 10.3 percent between FY2000 and FY2009,
while FTE positions declined by 1.0 percent during the
same period. Chart 19 compares actual school employee
payroll expenditures with inflation-adjusted expenditures
between FY2000 and FY2009. Not included in this chart
is the employers’ costs of required taxes (Medicare and
Social Security), which is a fixed amount of payroll (7.65
percent currently). These amounted to a little over $700
million in FY2009 and have grown commensurate with
growth in payroll.

Group Insurances

In addition to payroll, other major employee-related
expenses of public education providers are fringe benefits,
the largest of which is health care insurance for current
employees and their families. The level and type of benefits
are determined at the individual school district level for
the most part, and are subject to collective bargaining. In
most instances, the cost of the insurance is shared by
both the employer and the school employee; however,
the relative shares paid by each vary across school districts
and charter schools. Health insurance represents the
second-largest personnel expenditure and a rapidly
growing component of education budgets at all levels.

In FY2009, the total amount spent on group insurances
(primarily health insurance) was $2.1 billion, almost one-
quarter of the base payroll figure for the year. This

Chart 19
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component has become an increasingly larger portion of
the total employee compensation picture for schools as
it has grown from $1.3 billion in FY2000, a 64 percent
increase (See Chart 20). The cost of insurance has
increased faster than any other employee-related expense
during the period. This growth has occurred despite a
reduction in the number of employees and in direct
response to the price inflation associated with health care.

Retirement Benefits

Spending required to satisfy retirement benefits (pensions
and health insurance) increased nearly 60 percent
between FY2000 ($970 million) and FY2009 ($1.5 billion).
Employer-paid retirement contribution amounts are
calculated based on a percent of active payrolls to finance
three things: 1) future pension benefits of current
employees (normal cost); 2) unfunded liabilities of the
pension system; and 3) health care benefits for current
retirees. Normal cost is the amount needed to cover the
present value of benefits earned by system members in
each fiscal year and unfunded liabilities are liabilities that

are not covered by assets held by the system’s investment
funds. In FY2009, the required contribution rate for all
three components was 16.5 percent of payroll. Additional
contributions required to satisfy the investment losses in
the retirement portfolio for 2001 and 2002 caused the
total pension component to rise from $572 million in
FY2000 to $911 million in FY2009.

The growth in annual spending for retiree health was
moderated to some extent through the use of reserves,
which resulted in the contribution rate for this component
rising from 4.6 percent of active payroll in FY2000 to 6.8
percent of active payroll in FY2009. Reserves were used
to augment annual contributions for a three-year period
(FY2004 to FY2006). In nominal terms, schools spent
$637 million in FY2009 to finance the actual costs of
retiree health, up from $398 million in FY2000. As a
result of the rapid growth rate of retiree health and
pension contributions, the retirement share of the overall
school personnel budget increased from 8.4 percent in
FY2000 to 11.3 percent in FY2009 (See Chart 20). A
number of factors account for the rise in the employer

Chart 20
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contribution rate required to finance retiree health costs:
1) increased number of retirees; 2) decreased number
of active employees; 3) shrinking active payroll base;
and 4) general cost increases of health care services (See
Table 12). Prospectively, if these factors continue to
exhibit the same growth rates, the retiree health
component of school budgets will become even larger,
pulling current dollars away from other school spending.

As of September 30, 2009, there were 268,208 active
members in the school retirement system and 171,922
retirees and beneficiaries receiving benefits. The number
of active members has been declining since FY2003 while
the number of retirees has steadily increased, meaning
that, each year, there are fewer active employees to
finance the benefits of more retirees. The reported
payroll, the base of employer contributions, fell each year
from FY2005 through FY2007, before increasing slightly
in FY2008 (See Table 12).

Unlike the other employee-related costs facing schools,

school districts have no control over the retirement
contribution rate, which is set annually by the State of
Michigan along with the benefit level. Because there
has been no pre-funding of the retiree health benefit,
current budget dollars have to be used to finance this
benefit. In contrast, the pension benefits promised by
the retirement system are pre-funded to satisfy future
obligations; however, this component is sensitive to the
performance of the systems’ investments relative to
actuarial assumptions.

Other Spending

After accounting for employee-related expenses, the
remaining 20 percent, or about $3.5 billion, of the total
operating expenditures ($17.3 billion in FY2009) comprise
a number of smaller categories, the largest of which include
transportation, athletics, and food. Traditionally, this cost
grouping has risen at rates below the annual growth rates
observed for employee/retiree health spending, but above
the annual growth in inflation (U.S. CPI).

Table 12
Michigan Public School Employees’ Retirement System: FY2000 through FY2009
Active Retirees and Ratio of Reported Payroll
Members Beneficiaries Retiree to Active (Dollars in Millions)

FY2000 312,699 126,115 1:2.5 $8,984.7
FY2001 318,538 130,790 1:2.4 9,264.2
FY2002 326,350 135,277 1:2.4 9,707.3
FY2003 326,938 139,814 1:2.3 10,043.9
FY2004 322,494 145,378 1:2.2 10,407.1
FY2005 316,151 151,706 1:2.1 10,206.0
FY2006 308,233 157,163 1:2.0 9,806.5
FY2007 295,984 162,844 1:1.8 9,851.5
FY2008 278,642 167,265 1:1.7 9,958.1
FY2009 268,208 171,922 1:1.6 Not Available
Source: Michigan Public School Employees’ Retirement System, Annual Actuarial Valuation Report
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Fiscal Outlook for Public Education

In addition to the fiscal challenges posed by
Michigan’s near-decade-long economic malaise,
which have been exacerbated by the Great Reces-
sion, public education finances also face another
serious long-term problem. Since the early 2000s,
the state has failed to come to
grips with the dual structural defi-
cits affecting its major operating
funds, General Fund and School
Aid Fund. Such deficits are de-
fined by a situation where a
government’s growth in expendi-
tures consistently outpaces its
growth in revenues. Instead of
fixing the problems facing the two

local

Education spending was
projected to grow at a rate
of 4.7 percent annually,
while revenues (state and
operating) were
projected to grow 3.0

finances (state and local) for the period FY2009
through FY2017. Revenue projections based on the
current financing system and a specific economic
scenario were paired with projections about the
spending pressures expected to face education ser-
vice providers (local and intermediate school districts)
over the same period. When the projections of
spending pressures and revenues
were combined, an increasing gap
appeared representing the future
structural deficit facing public edu-
cation in the state. Education
spending was projected to grow at
a rate of 4.7 percent annually, while
revenues (state and local operat-
ing) were projected to grow 3.0

funds in a permanent, long-term
fashion, the state has relied on a

percent per year, resulting
in a gap of 1.7 percentage
points, or about $400

percent per year, resulting in a gap
of 1.7 percentage points, or about
$400 million each year on average.

series of “stop gap” measures.
Until adoption of the FY2008 state
budget, annual budget balance in
the two funds had been accom-
plished largely through such ac-
tions as delaying paying required obligations, using
non-recurring revenue sources, and transferring re-
sources from other funds to support spending in the
General and School Aid Funds.*® Despite a series of
general tax increases in 2007 that generated new
revenues to support the FY2008 budget, the struc-
tural problems remained largely unresolved.

average.

In the spring of 2008, the Citizens Research Council
issued a report entitled Michigan’s Fiscal Future,
which included, among other things, a series of pro-
jections about the performance of public education

million each year on

These projections are revisited be-
low in summary format to illustrate
the long-term challenges facing the
current system of financing public
education. The figures are not es-
timates of what will happen in the arena of public
education finances over the coming years, but in-
stead represent illustrations of the factors and forces
facing education budgets in the future and the likely
outcomes that might materialize when reasonable
estimates of revenues and spending are combined.
It is not the purpose of this paper to pursue an up-
date of Michigan’s Fiscal Future or to provide the
most up-to-date projections of school finances, rather
the discussion below is intended to illustrate, in some
guantifiable form, the long-term fiscal challenges fac-
ing public education.
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Revenue Projections

The revenue projections included in Michigan’s Fis-
cal Future were based on a long-term view of the
Michigan economy. The economic picture presented
in the report was not a prediction of the performance
of the Michigan economy, but rather it illustrated
how the state’s economy might be expected to per-
form under a set of assumptions about the national
economy and those industries especially important
to Michigan. A key assumption
underlying the economic projec-
tions was that the national
economy would experience a 10-
year period of uninterrupted
growth (2007 to 2017). In this

It is assumed that the long-
term relationships associated
with the

The long-term revenue projections made by CRC in
2008 were based on the relationships, both histori-
cally and prospectively, between the Michigan
economy and the major state taxes including those
dedicated to the SAF. It is assumed that the long-
term relationships associated with the income-, con-
sumption-, and business-based taxes dedicated to
financing education remain intact, again regardless
of the recession, and that these relationships will
largely determine the future growth potential of state
revenues. Over the shorter-term
(two to three years) and coming
out of the recession, it is likely that
income and consumption taxes
may experience slightly stronger
growth as economic activity “ramps

income-,

sense, the economic scenario at-
tempted to portray long-term
trends for the Michigan economy,
not necessarily the short-term ups
and downs associated with the
business cycle or the occurrence
of a more severe economic reces-
sion. The 2008 recession and its
effects on the Michigan economy
and the resultant state revenue im-

consumption-, and business-
based taxes dedicated to
financing education remain
intact, again regardless of
the recession, and that these
relationships will largely
determine the future growth
potential of state revenues.

up” in the state; however, these are
not expected to materially affect
the long-term growth rates. [Note:
Because the amount of the ear-
marked Michigan Business Tax rev-
enues going to the SAF each year
is indexed to growth in the infla-
tion rate under current statutory
provisions, the long-term relation-

pacts were not considered in the
development of the long-term pro-
jections presented by CRC in the 2008 report.

There is little doubt that the recession has had sig-
nificant impacts on all state revenues, including the
major income and consumption taxes dedicated to
finance public education. Education revenues de-
clined nearly $1 billion from FY2008 to FY2009 (ig-
noring the effect of state business tax restructur-
ing). The fiscal effects of the recession are expected
to be felt through calendar years 2010 and into 2011,
reducing state education funding in FY2010. In terms
of the long-term picture facing school funding, the
recession has reduced the base from which future
revenues will grow. It is not expected that the re-
cession will affect the long-term (beginning in
FY2012) growth trends of the individual taxes dedi-
cated to the SAF, as these relationships are not ma-
terially affected by the ups and downs of the busi-
ness cycle. In this sense, the long-term relationships
between the economy and major taxes covered in
Michigan’s Fiscal Future are still applicable today.

ship between the state’s main busi-
ness tax and the economy does not
impact education finances.]

One area where school tax growth rates, at least in
the near-term, may deviate from the original CRC
projections is the property tax. The Michigan Fiscal
Future report did not contemplate what has tran-
spired with property values in the state. The origi-
nal report had identified declining home prices and
property values as a potential concern to the pro-
jected growth rates; however, it was assumed that
it would be some time, if at all, before such declines
affected taxable values and property tax receipts.

The assumed long-term growth rate of the State
Education Tax (SET) was 4.25 percent, which was
greater than the rate of any other SAF tax. This
robust rate was based on the historical performance
and stability of the property tax in Michigan; how-
ever, a number of economic variables have caused
property values in the state to deteriorate substan-
tially since the original analysis, thus driving down
receipts. Although property values in some com-
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munities began falling sooner than others, the gap
that gradually developed over time between state
equalized value (50 percent of “market” or “true cash”
value) and taxable value (the basis used to calcu-
late property tax liability) shielded tax revenues from
declines. Today, in much of the state, the gap be-
tween the market value and the taxable value has
been eliminated, and declining property values are
being reflected in the property tax receipts at all
levels, including the statewide SET. As a result, SET
revenues are expected to experience year-over-year
declines for some time, before reversing course and
showing some marginal growth in the out-years.

CRC’s 2008 report also included assumptions about
the performance of local school operating property
tax revenues that have proven to be too optimistic
given what has occurred with these taxes in recent
years and what is expected to occur over the next
few years. The projections were based on this rev-
enue source growing 3 percent per year during the
forecast period, FY2009 to FY2017. This rate was
slightly lower than the original SET growth rate pri-
marily because of the different bases of each tax.
Local school taxes exclude homestead property
(mostly residential) from their bases, property that
traditionally grew more robustly than non-homestead
property. A complete revision to the original prop-
erty tax revenue growth rates (both state and local)
is beyond the scope of this endeavor; however, it is
important to recognize that the expected rates for
both the SET, which accounts for about 18 percent

of total state school taxes, and the local operating
taxes, are over-estimated in the short-term. Reduc-
ing the rates of growth for both taxes would have
the effect of lowering the overall revenue growth
rate and increasing the structural gap, especially over
the short-term when property tax receipts are ex-
pected to decline year-over-year.

Table 13 presents the projected annual growth rates
for each major state education tax and the minor
taxes as a group. CRC’s original projections included
annualized rates for the other public education rev-
enues, including federal aid (4.0 percent), lottery
proceeds (2.0 percent), and local property tax rev-
enues (3.0 percent).

Based on the assumptions about the historical rela-
tionships and performance of Michigan state and local
education revenues, it was determined that the
school finance system was capable of producing
operating revenue growth at an annualized rate of 3
percent from FY2009 to FY2017. This rate is above
the experience in the period leading up to the fore-
cast, FY2001 to FY2007, and was justified on the
grounds of an improved economic climate relative
to the earlier period. While the economic picture in
FY2009 to FY2010 did not materialize as previously
envisioned in the Michigan’s Fiscal Future report, the
underlying relationships between the taxes support-
ing public education and the economy are still rel-
evant. As the national economy begins to recover
and grow coming out of the Great Recession, it is

Table 13

Tax

Major
Sales
Personal Income
Michigan Business
Use
State Education

Total State Taxes

Projected Growth Rates of Major and Minor SAF Taxes, FY2012 to FY2017

Minor (tobacco, casino, real estate transfer, etc.)

Note: Original projections included in CRC Report 349, Michigan’s Fiscal Future, 2008.

Growth Rate

3.00%
3.25%
2.50%
3.00%
4.25%
-0.10%

3.10%
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assumed that projected rates of growth are reason-
able approximations of what the school finance sys-
tem is capable of producing.

Spending Projections

In much the same way that the revenue projections
for Michigan’s Fiscal Future were developed by ex-
amining historic relationships and observing actual
performance, growth in past spending was analyzed
to arrive at projections for spending pressures for
FY2009 to FY2017. In the earlier discussion of the
general cost structure of public education, it was
noted that the largest component

of K-12 spending is employee com-

sons: 1) the number of individuals eligible for the
benefits was expected to increase 3 percent annu-
ally (because there has been no pre-funding, this
will drive costs higher); and 2) retiree health costs
will be affected by the cost of health care in general,
which was assumed to rise 9 percent per year
throughout the forecast, an assumption used
throughout the Michigan's Fiscal Future report. Over-
all, the report assumed that the spending pressures
facing schools over the eight-year period, FY2009 to
FY2017, would average 4.7 percent per year, com-
pared to 3 percent per year growth on the revenue
side.

Recent changes to the Michigan

pensation (about 80 percent of to-
tal). Salaries and wages account
for about 59 percent of the total

Future spending pressures
faced by schools will be
driven by health care costs

Public School Employees Retire-
ment System (MPSERS) likely will
influence the long-term spending

operating costs of local schools
and fringe benefits comprise an-
other 21 percent. The two larg-
est fringe benefit components,
health insurance and retirement,
have grown at rapid rates since FY2000. A continu-
ation of these cost breakouts and spending trends
were projected forward to develop a picture of the
spending pressures that would confront public edu-
cation in the future.

for both

The growth in salary expenses took into account a
number of factors, including the effects of salary
increases from longevity and schedule adjustments
and general cost of living adjustments. The salary
projections also accounted for the employee turn-
over and enrollment declines that will be reflected
partially in reduced future workforce levels. Over-
all, Michigan'’s Fiscal Future report reflected annual-
ized growth of 3.3 percent during the forecast pe-
riod for school employee salaries. Pension
contributions were expected to increase at the same
rate as payrolls, because these benefits are pre-
funded (i.e., long-term stable rate) and the annual
amount is expressed as a percentage of payroll.

Future spending pressures faced by schools will be
driven by health care costs for both retirees and
current employees. CRC's original work estimated
that health care costs for retirees would rise by nearly
12 percentage points per year for two primary rea-

retirees and
current employees.

growth rates originally estimated by
CRC. The changes to MPSERS re-
quiring increased employee contri-
butions to the system, along with
provisions to require new employ-
ees to participate in a “hybrid” retirement system,
will reduce employers’ annual contributions to the
system compared to what they would have been
absent the modifications. Estimates of the long-term
savings to employers from these reforms are sub-
stantial; however, it is unclear how the underlying
long-term growth rate of retirement contributions
will be specifically affected. Shifting a portion of the
required annual contribution to the employee reduces
the portion of the overall cost burden on the em-
ployer, but it likely has little effect on the future
growth path of the cost component in the aggre-
gate. However, the shift to a combined defined ben-
efit/defined contribution plan for all new employees
covered by MPSERS will have the effect of lowering
the future growth rate of the employers’ contribu-
tions to the system relative to what would have oc-
curred if the defined benefit plan were retained for
new employees.

The immediate effect of the reforms is to reduce the
costs that public education employers will carry on
their books for retirement contributions. This will
help districts meet the near-term revenue challenges
brought about by the economic downturn and the
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reduction in the overall level of resources available
to schools to provide services. However, long-term
challenges still face public education funding.

In the same way that the future growth rates of
property taxes have been affected by what has
transpired since the publication of the Michigan’s
Fiscal Future report, changes to school retirement
funding will affect the future growth of this spend-
ing category. Whereas more up-to-date projec-
tions of property tax growth will have the ultimate
effect of reducing the overall future revenue
growth rate, modifications to the estimates sur-
rounding future retirement contributions changes
will have the same effect on spending side of the
equation. Given the different impacts of these
changes, the net result, while unknown at this
time, is likely to leave intact some aspect of a struc-
tural deficit facing public education.

Long-term Structural Imbalance

Deficit projections are the difference between pro-
jected revenues and projected spending pressures.
The annual deficits contained in the Michigan’s Fis-
cal Future report were derived by calculating the
difference between the growth rates in revenues and
spending pressures for public education. The long-
term deficit calculations for public education revealed
that there is a 1.7 percentage point difference be-
tween the annual growth rate of operating revenues
(3.0 percent) and the annual growth rate of spend-
ing pressures facing schools (4.7 percent), amount-
ing to an average annual gap of $400 million during
the forecast period (FY2008 to FY2017) (See Table
14). CRC concluded that these annual estimates
would recur unless structural changes are made in
revenue and/or program policies. Because of the
compounding effect of the structural imbalance, the
annual deficits accumulate each year and reach $3.6
billion in the final year of the forecast. The multi-
year nature of the structural problem reveals a grow-
ing gap between revenues and spending pressures,
which suggests that a long-term solution to achiev-
ing on-going, sustainable balance between projected
revenues and expenditures is needed.

Table 14
Projected Growth in Total Public Education Revenues and Spending: FY2008 to FY2017
(Dollars in Millions)
Operating Spending Cumulative Annual
Revenues Pressures Deficit Increment
FY2008 $17,729 $17,729 $0
FY2009 18,095 18,444 (349) ($349)
FY2010 18,584 19,281 (697) ($348)
FY2011 19,153 20,152 (1,000) ($303)
FY2012 19,741 21,092 (1,351) ($351)
FY2013 20,349 22,083 (1,734) ($383)
FY2014 20,977 23,129 (2,152) ($418)
FY2015 21,627 24,234 (2,606) ($454)
FY2016 22,300 25,401 (3,101) ($495)
FY2017 22,995 26,636 (3,641) ($540)
Annualized Growth Rate  3.0% 4.7%
Note: Original projections included in CRC Report 349, Michigan's Fiscal Future, 2008.
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Evaluation of Michigan’s Education Revenue System

During its relatively short lifespan thus far (16 years),
Michigan’s education finance system has experienced
both the “best of times” and the “worst of times”.
Furthermore, as the preceding discussion highlighted,
the fiscal outlook for public education is far from
rosy as components on both the spending and rev-
enue side of the budget ledger will contribute to on-
going fiscal imbalance between projected available

three consecutive fiscal years (FY2008 through
FY2010) and marginal growth is estimated for the
upcoming fiscal year (FY2011). Under the current
financing structure, the fiscal health of Michigan’s
551 traditional local school districts and 232 public
school academies is directly tied to state revenue
performance. Michigan's 57 intermediate school dis-
tricts are less reliant on state revenues; however,

funds and spending pressures.

Immediately following the reforms
in 1994 and through the start of
the 2000s, state revenues per-
formed relatively well compared to
general measures of economic
growth and annual changes in
prices, exceeding these metrics in
most years. On the local revenue
side, despite the enactment of ad-
ditional property tax limitations as
part of Proposal A and their smaller
role in the post-reform era, prop-
erty tax yields exhibited strong and
consistent growth. Coming out of
this initial period and beginning in
2001, state education finances

Prospectively, the picture of
how Michigan’s school
finance system will respond
in the future is slightly clearer
than it has been in recent
years. For the most part,
early indications suggest that
the economic downturn has
bottomed out and that the
most severe damage to the
state economy and state
revenues has already taken
place.

they have not been immune to
state revenue struggles. The com-
bination of shrinking state rev-
enues and districts’ inability to raise
additional funds locally has proved
challenging for districts to achieve
and maintain required budget bal-
ance, especially during the reces-
sion. In nearly two-thirds of local
districts, continuous annual enroll-
ment losses have exacerbated the
fiscal challenges accompanying
state revenue declines. With lim-
ited options available to supple-
ment existing state and local re-
sources, local districts largely have
focused on the spending side of
the budget to reach solutions to

basically stagnated while local

property tax revenues continued to

show year-over-year growth, providing some relief
to the poor performance of the major state taxes.
State revenues during this second period were in-
fluenced by the 2001 recession and the major re-
structuring of the Michigan auto sector. Although
the recession was mild by historical standards, the
combined effects of the slowdown in U.S. economic
output and the massive changes in the auto sector
resulted in a Michigan economy that continuously
lost jobs, people, and real income throughout the
period.

The “Great Recession” that began in late 2007 and
most likely ended sometime in the summer of 2009,
has shed light on the volatility of the revenue sys-
tem and has engendered considerable public atten-
tion to and interest in the various issues involved in
education finance. The economic downturn has
hammered baseline state revenue performance in

the school funding problems result-

ing from the current system.
Clearly, the experience in recent years suggests that
the education financing system has endured the
“worst of times”, at least from the perspective of
Michigan’s local school districts.

Prospectively, the picture of how Michigan’s school
finance system will respond in the future is slightly
clearer than it has been in recent years. For the
most part, early indications suggest that the eco-
nomic downturn has bottomed out and that the most
severe damage to the state economy and state rev-
enues has already taken place. However, despite
some signs of state revenue growth for two of three
major SAF sources on the near horizon, local school
districts are still sorting out the damages caused by
the downturn and its effects on local budgets. Dis-
tricts are also preparing for the impacts that will
accompany the loss of significant levels of one-time
federal resources provided to prop up local budgets
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during the downturn. Furthermore, past experience
suggests that a full state recovery (economic and
revenue), in the best of circumstances, is still far off.

Unfortunately, as the picture surrounding state rev-
enues stabilizes and begins to show signs of improve-
ment, the future performance of state and local prop-
erty taxes faces uncertainty, making the overall
outlook for education finances less clear. Unlike state
revenues which are largely dependent on the eco-
nomic performance of the state economy, local prop-
erty tax revenues across school
districts will not be impacted uni-

The following discussion summarizes the main policy
achievements of Michigan’s school finance system
and highlights some of the system’s shortcomings.
Examining any public finance system in isolation
rather than in the context of the world it operates in
has little practical usefulness and offers little direc-
tion for suggested changes. Therefore, the prob-
lematic issues raised by the current finance system
are presented in the context of changes to Michigan’s
economy, population, and the overall condition of
public finances since the mid-1990s.

Successes of Proposal A

formly, but to varying degrees de-
pending on the interaction of prop-
erty tax limitations and economic
factors influencing property values
at the district level. Despite this
variation among districts, the gen-
eral short-term growth trend (three
to five years) of property tax re-
ceipts is downward. Under
Michigan’s guaranteed per-pupil
foundation allowance program, if
state revenues do not grow suffi-
ciently to account for the lost prop-
erty tax revenue, schools will con-
tinue to face the prospect of future
state aid reductions. Coming out
of this period of revenue decline,
existing state property tax limita-

Looking at the stated objec-
tives of Michigan’s school fi-
nance reforms under Pro-
posal A, it can be concluded
that the system has been ex-
tremely successful at accom-
plishing certain goals and
relatively successful in other
areas. Despite these accom-
plishments, the fiscal chal-
lenges confronted by the sys-
tem in recent years threaten
to reverse some of the
achievements gained unless
direct changes are made.

There are a number of individual
measures that can be employed to
evaluate any public finance sys-
tem. Evaluations can be based on
the grounds of efficiency, equity or
fairness, transparency, and ac-
countability, in addition to other
important factors. Another equally
important approach is to examine
how a system has fared relative to
its stated policy objectives and the
degree to which improvement has
been realized with respect to indi-
vidual measures of interest. Look-
ing at the stated objectives of
Michigan’s school finance reforms
under Proposal A, it can be con-

tions will constrain revenue growth,
in effect prolonging a return to cur-
rent-year levels.

As state policy makers consider the myriad issues
surrounding school finance, both for the near-term
and the long-term, the varied and contrasting expe-
riences of Michigan’s school finance system over the
past 16 years provide valuable insights into how the
system reacts to various economic, demographic,
and legal factors. Such observations serve a dual
purpose. First, they help provide information to
evaluate the system and its components. Second,
these observations provide direction and suggestions
for reform, should policy makers seek to implement
changes in the near future.

cluded that the system has been
extremely successful at accom-
plishing certain goals and relatively successful in
other areas. Despite these accomplishments, the
fiscal challenges confronted by the system in recent
years threaten to reverse some of the achievements
gained unless direct changes are made.

The Proposal A reforms set out to provide broad
property tax relief to Michigan residents and were
highly successful in this regard. Although school
operating property taxes remain part of the overall
financing scheme for public education, they play a
smaller role. The shift in financing responsibility from
the property tax to sales and income taxes ended
Michigan’s ranking as one of the highest property
tax states. The reduction in property taxes to sup-
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port schools had a “re-balancing” effect on the overall
state and local tax picture. As a result, Michigan’s
tax composition (mix of major taxes) in the post-
reform years more closely mirrored the average U.S.
state.

In order to achieve certain public policy objectives
on a statewide basis, it was deemed necessary first
to centralize decision-making authority regarding
local school finances at the state level. Under the
previous localized system, funding
decisions were made at the district
level by administrators, school
boards, and voters. This system

Unlike property tax relief
which occurred almost

School finance centralization provided state-level
policymakers with the authority and resources to ad-
dress concerns surrounding per-pupil revenue dis-
parities across the state. First, a new minimum level
of funding was established and cemented in the state
constitution. This equalization provided immediate
relief to a number of chronically low-spending dis-
tricts. Second, the new system provided a better
mechanism to reduce inter-district revenue dispari-
ties, which were increasing under the old system.
Although the state government
employed mechanisms to equalize
per-pupil funding among districts
under the old system, it was ex-

resulted in large disparities in per-
pupil funding among school dis-
tricts. Under Proposal A, a shift in
decision-making authority accom-
panied the shift in the financing
responsibility. Proposal A and its
statutory components reversed the
traditional roles played by local-
and state-level taxes in order to
provide state government with the
resources, and therefore the au-

immediately following the
reforms, reducing per-pupil
funding differences took
some time to achieve;
however, significant strides
were made in the early
years and later through
policies that sought to “level
up” low-revenue districts.

tremely expensive to achieve high
degrees of equalization among the
550-plus school districts. Under
the previous system, state law
makers had limited ability to con-
trol revenues generated at the lo-
cal level, and they were unwilling
to raise state resources to elimi-
nate significant differences among
local districts. In the post-reform
era, the majority of education

thority, to address public policy
goals, such as more equal per-pu-
pil funding.

A corollary to the shift in financing responsibility was
an increase in state taxes. Specifically, the Michigan
Constitution was amended to increase the sales and
use taxes by two percentage points to 6 percent,
with the resultant revenue dedicated to education.
Other statutory tax changes accompanied the rate
increases of the consumption taxes and led to more
state taxes being dedicated to education. When the
entire state tax landscape is considered, the reforms
resulted in a greater level of tax earmarking in gen-
eral. InFY1993, about 34 percent of Michigan state
tax revenue was dedicated to finance specific pro-
grams compared to 57 percent in FY1995. Focusing
on just those state resources going to education, a
higher degree of earmarking was also achieved
through a reduction in the role that discretionary
General Fund dollars played and an increase in ear-
marked revenues, both constitutional and statutory.

funding was under the direct con-

trol of state policy makers and they
were able to embark on a corrective policy course to
address per-pupil funding inequities.

The reforms sought relative per-pupil funding eg-
uity, not absolute equity, and thus the goal was to
narrow, not eliminate, the gap that existed between
districts. Unlike property tax relief which occurred
almost immediately following the reforms, reducing
per-pupil funding differences took some time to
achieve; however, significant strides were made in
the early years and later through policies that sought
to “level up” low-revenue districts. More recently,
the elimination of certain supplemental state aid
payments to the higher-revenue “hold harmless”
school districts (Sec. 20j payments) effectively re-
sulted in further per pupil equity gains. In contrast
to the “leveling up” approach, funding equity was
achieved by reducing per-pupil funding at the top of
the scale when the Sec. 20j payment funding was
eliminated by gubernatorial veto.
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Another key objective of Proposal A that was made
possible through centralizing school finances con-
cerned the implementation of public school acad-
emies (charter schools). Charters provided elements
of choice and accountability to the traditional edu-
cation system. Under the old finance model, it was
difficult to fund charters because these entities lacked
the taxing authority that generated the majority of
school operating revenues, (i.e., local property taxes).
With state taxes providing the bulk of the revenues
and the state government controlling the purse
strings, combined with the adoption of a per-pupil
model for distributing school revenues, it was much
easier for the state to fund charter schools.

Revenue Performance Issues

Michigan’s school finance system has both short- and
long-term implications for state and local revenue
growth and the future potential thereof. In the near
term, state revenue will continue to be most directly
impacted by the economic activity in the state and
the nation. Similarly, property taxes for all entities
will be affected by the fall out from the housing
market downturn which has, and will continue to,
reduce housing values. Short-term revenue perfor-
mance is also affected by legal or statutory factors,
such as state tax policy changes that have current-
year and near-term revenue impacts or tax limita-
tion provisions affecting local property tax receipts.
It is estimated that the amount of state and local
tax revenues available for public education opera-
tions in the current year, FY2010, is over $900 mil-
lion below the level that was available in FY2008.

The sustainability of public education is based on
the long-term growth potential of the system that
generates essential resources. Over a longer time
horizon, growth of both state and local education
revenues is determined by structural aspects of the
financing system as it currently exists, which can be
both economic and legal in nature.

The financing system must also general adequate
revenues, both at the individual district level and
across the entire public education system. Funding
adequacy, at least in an absolute sense, is a very
subjective concept because of the inherent differ-
ences that exist across the many districts, local and
intermediate. Districts are not homogenous and vary

in terms of their student characteristics and needs
(e.g., high-cost versus low-cost), costs of doing busi-
ness (e.g., mainly personnel costs), enrollment lev-
els (e.g., both the aggregate level as well as yearly
fluctuations), and the environment in which local
schools operate (e.g., parental and community in-
volvement and support for education).

Assessments of system-wide adequacy can logically
flow from evaluations that examine whether or not
district-level adequacy has been achieved. In this
sense, it can be reasoned that if adequacy exists
within each school district, then the system, as a
whole, is funded adequately. Another, and much
more simplistic, way to look at system-wide ad-
equacy, at least in the short-term, is to examine
changes in resource levels from one year to the next.
This approach does not address the longer-term
implications or prospects of funding adequacy and
ignores the more complex task of defining “ad-
equacy”. Regardless of how adequacy is defined,
current resources are not adequate to support the
spending level from FY2008. Therefore, anyone who
is interested in supporting education at the FY 2008
level, or is interested in supporting education at an
even higher level, will find the current level of fund-
ing inadequate. Those who believe that state spend-
ing in FY 2008 was more than adequate, will be more
comfortable with the current lower level of revenues.

The 16-year history of operating under the current K-
12 revenue structure highlights a host of issues that
were not present under the localized revenue system
that existed before Proposal A. Further, major eco-
nomic, demographic, and legal factors, old and new,
have influenced revenues in ways not contemplated
by the architects of the system. Currently, Michigan
public school revenues are being affected by both
short- and long-term factors. Understanding the dif-
ferent influences on revenues at both the state and
local level is critical to gain an understanding of the
nature of the perceived problem at issue as well as to
affect corrective changes to the system prospectively.

Near-Term Revenue Volatility

In the near-term, the primary factor influencing the
revenue performance of Michigan’s school financing
system is the broader economy. This is especially
relevant for state taxes, which comprise the major-
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ity of the funding for education. While the economic
downturn of the early 2000s provided the first test
of the current financing structure during a business
cycle contraction, that experience did not compare
to the most recent downturn in either duration or
depth. The recent experience can be used to shine
light on different characteristics and dimensions of
Michigan’s school finance system that were previ-
ously unobserved. For example, the 2008 recession
highlights the acute relationships between changes
in economic growth and tax revenues for each indi-
vidual tax source, as well as the entire school fi-
nance system. Evidence of the relationships is most
apparent in the performance of personal income and
consumption taxes in FY2009 and FY2010.

Tax revenue volatility, in broad terms, refers to
fluctuations over time in tax receipts. Although fairly
simple in concept, volatility is complex and entails
various characteristics. Fluctuations can come in all
sizes (modest to steep) and durations (infrequent to
frequent). Revenue fluctuations that are of the most
interest to policy makers generally relate to those
closely related to the business cycle. In this sense,
volatility attempts to measure how revenues respond
to fluctuations in state economic activity.

Revenue volatility is concerned with changes in the
short-term and can be thought of as the inverse of

revenue stability, which is more concerned with long-
term growth rates. To measure revenue stability,
economists compare the growth of tax revenues to
the growth in the economy (usually personal income).
Volatility, on the other hand, is measured by compar-
ing the changes in the growth rates of revenues and
personal income. Generally, studies have found that
income tax revenues are more responsive to changes
in economic growth than revenues from consump-
tion-based taxes (sales and use taxes in Michigan).
These studies find that income tax (personal and busi-
ness) receipts fluctuate more widely with economic
changes than do sales taxes, but the differences are
marginal.?’ In contrast, property tax revenues (both
state and local) are the least responsive to economic
fluctuations.?* Michigan relies on all three of these
taxes to finance public schools.

Over the short-term, estimates of tax revenue sensitiv-
ity to the business cycle vary. Corporate income taxes
are the most variable followed by personal income, sales
(excluding food), sales (including food), and adjusted
gross income taxes.  Major excise taxes, gasoline and
liquor, are the least sensitive to cyclical economic
changes.? These general relationships are observed in
the performance of Michigan state and local school op-
erating taxes relative to state economic activity over the
recent recession (See Table 15).

Table 15

(Dollars in Millions)

State and Local School Operating Taxes and Personal Income

Percent Percent
Tax FY2008 FY2009 Change FY2010* Change
Consumption Taxes $ 5,387 $ 4,793 -11.0% $ 4,866 1.5%
Personal Income Tax 2,118 1,895 -10.5% 1,815 -4.2%
Property Taxes (state and local) 6,064 5,796 -4.4% 5,699 -1.7%
Business Tax 341 729 113.8% 727 -0.3%
Other Taxes 847 739 -12.7% 726 -1.8%
Total Taxes $ 14,756 $ 13,953 -5.4% $ 13,832 -0.9%
MI Personal Income $349,612 $339,219 -3.0% $343,289 1.2%

* Based on May 2010 Consensus Revenue Estimates

Source: Michigan Department of Treasury; Michigan Department of Education; U.S. Department of Commerce
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Chart 21
State and Local Education Operating Taxes by Source: FY2009
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Chart 22
State of Michigan General Fund Taxes by Source: FY2009
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Relationships between the busi-
ness cycle and each tax source
help explain the performance of
each tax; however, the short-
term performance, or volatility,
of the overall financing system
is determined by the composi-
tion of taxes. Stated another
way, the degree of revenue vola-
tility facing Michigan schools can
be influenced by the mix of ma-
jor taxes: consumption, prop-
erty, and income. To provide
some context regarding Michi-
gan school finance tax compo-
sition, school operating taxes
from all sources are compared
to the mix of taxes supporting
the State of Michigan General
Fund (See Charts 21 and 22).

The tax revenue volatility ob-
served in Michigan public school
finances over the FY2008 to
FY2010 period, and reported in
Table 15, was considerably less
than the experience of the Gen-
eral Fund taxes over the same
period. In FY2009, baseline
state General Fund tax revenues,
(adjusted for tax policy changes,
such as the income tax rate in-
crease) fell 14 percent compared
to a decline of only 5.4 percent
in total state and local operat-
ing revenues (controlled for tax
changes associated with per-
sonal property tax exemptions).
Michigan’s education finance
system is less volatile than the
General Fund due to the bal-
anced mix of taxes used to sup-
port schools and the heavier re-
liance on property taxes (state
and local).
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Economists often use the analogy of a “three-legged
stool” to describe a balanced public finance system,
where each leg of the stool represents one of the ma-
jor tax categories. Balance in this scenario is achieved
when the legs are of roughly equal length. Balance
among these three major taxes ensures that a finance
system is diversified and relatively broad-based, which
ensures that all types of individuals, firms, income, and
economic activity share in the burden of financing public
services. While balance may not be

appropriate if the objective is to en-

Revenue volatility is problematic for public financing
systems for a number of reasons. The first and most
obvious impact of volatility is the large dollar varia-
tions that result. Michigan’s school finance system
grappled with this problem in FY2009 and FY2010,
and flat revenue growth estimated for FY2011 sug-
gests that the sharp revenue declines in these two
years will not be alleviated immediately. Also, sig-
nificant swings in the level of resources can lead to

problems in fiscal planning and

management. Even if large drops

sure the greatest degree of revenue
growth during an economic expan-
sion, it can be efficacious to guard
against wide swings in revenues
during an economic decline by di-
versifying exposure to different tax-
payers and segments of the
economy. Tax composition can re-
duce volatility and help guard against
wide fluctuations in public finances

Both on its own, and in
comparison to the state’s
General Fund, Michigan’s
school funding system
exhibits substantial
“balance”, as no single
source dominates the mix by
occupying a majority share.

in revenue are accurately pre-
dicted, which is difficult to do with
absolute certainty, managing them
can be extremely difficult as pub-
lic programs, especially education
services, are predicated on stable
revenue streams. Making short-
term corrections in planned spend-
ing to address revenue shortfalls
is not necessarily an expedient

in the short-run, but modifying the
make-up of taxes in any substan-
tive way is generally a long-term endeavor.

Both on its own, and in comparison to the state’s
General Fund, Michigan’s school funding system ex-
hibits substantial “balance”, as no single source domi-
nates the mix by occupying a majority share. The
largest single source (42 percent of the total) sup-
porting education is the property tax (state and lo-
cal), which has been the most consistent and steady
revenue source until recently. The General Fund, in
contrast, does not receive property tax revenue.
From a revenue volatility vantage point, school fund-
ing is more heavily weighted towards the two major
revenue sources (property and consumption taxes)
that are least affected by economic fluctuations.
[Note: Income taxes, individual and corporate, are
the most sensitive to economic conditions.] Together,
property (state and local) and sales and use taxes
account for three-fourths of the overall tax picture
supporting school operations. In contrast, the most
volatile tax source (income tax) makes up over 60
percent of the General Fund picture, but only 14
percent of school revenues. The differences in tax
mixes between the General Fund and education fund-
ing explain, in part, the variations in volatility over
the recent recession.

exercise. School costs are largely

fixed in the short-term due to the
large role played by personnel costs (salaries and
fringe benefits). Timing is also affected by the pres-
ence of multi-year collective bargaining agreements
that control large shares of annual compensation
spending in schools.

Responding to Volatility: Potential Options

Revenue volatility arising from an historic recession
has diminished the state and local operating rev-
enues available to schools. FY2010 estimated school
operating tax receipts (state and local) are projected
to be $925 million below the FY2008 level (See Table
15). This shortfall has been addressed, at least tem-
porarily, in FY2009 and FY2010 mainly through the
use of federal recovery funding available to Michi-
gan, amounting to a little more than $1 billion for
the two years combined. Approximately $600 mil-
lion was used in FY2009 to stave off per-pupil re-
ductions and respond to a 5.4 percent decline in the
level of state and local revenues. Despite the use of
another $450 million in federal resources in FY2010,
a $165 per-pupil reduction in state aid was enacted
as part of the state budget. The federal resources
will be nearly exhausted by the end of FY2010, leav-
ing less support for education services entering
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FY2011. State education taxes are currently pro-
jected to grow by less than one percent in FY2011,
leaving aggregate school operating support for that
year still well below the level experienced in FY2008.

Extraordinary Sources of Revenue

In theory, cyclical fluctuations in revenue can be
mitigated through the use of reserves or transfers
from other sources. Although sizeable state educa-

for those education programs it is required to fund
and nothing more. Given the current status of the
General Fund budget, increased levels of general tax
support for schools appears unlikely.

Local schools may have reserves or fund balances that
they have accumulated. The use of fund balances to
finance current programs may be a prudent mecha-
nism for managing through short-term fiscal strains

tion tax reserves were built up
during the economic expansion of
the mid- to late-1990s, they were
exhausted to maintain spending
levels in some years and to mod-
erate spending reductions in other
years following the recession of
the early 2000s. Entering the cur-
rent recession (FY2009 school
budget year), the state was not
positioned to counteract the down-
turn in on-going state education
resource levels through the use of
built-up, dedicated education re-
serves.

Similarly, the Economic and Bud-
get Stabilization Fund, the state’s

The use of fund balances to
finance current programs
may be a prudent
mechanism for managing
through short-term fiscal
strains brought about by
the effects of the business
cycle. Experience and
access to fund balance
reserves vary from school
district to school district,
which effectively negates
using this approach on a

brought about by the effects of the
business cycle. Experience and ac-
cess to fund balance reserves vary
from school district to school district,
which effectively negates using this
approach on a statewide basis. Also,
there are a number of considerations
associated with the use of school dis-
trict reserves on a widespread basis
or over an extended period of time.
A statewide professional organiza-
tion, the Michigan School Business
Officials, suggests that key factors
in determining the appropriate use
of fund balances at the individual
district include the unigue mix of
state and local revenues, tax collec-
tion timing in each district, historical

rainy day fund designed to help
smooth declines in state revenue,
had amassed $1.3 billion by
FY2000, before it was tapped to help support state
spending for general operations as well as public
education. A $350 million transfer in FY2002 helped
address a revenue shortfall in the School Aid Fund.
Rainy day fund reserves were effectively exhausted
in FY2003, leaving it unable to help with current rev-
enue shortfalls.?

While it is technically feasible to divert additional
General Fund resources to schools, the policy direc-
tion in recent years has been to reduce the general
tax subsidy for public education in order to attend
to other state budget challenges. In fact, additional
actions have taken place to cost-shift items from the
General Fund to the School Aid Fund to help achieve
budget balance. The annual General Fund subsidy
to the School Aid Fund was reduced each year since
FY2004, falling from $378 million to its “irreducible
minimum?” today. Currently, the General Fund pays

statewide basis.

use of fund balance and overall

trends, near-term future obligations,

and trends with respect to student
enroliments.* This group suggests, based on these
considerations and the potential for mid-stream state
aid reductions, that an acceptable fund balance for
districts to maintain is at least 15 percent of total spend-
ing. A recent survey of school districts revealed con-
tinued reliance on fund balances to manage through
revenue declines, with an aggregate reduction of 32
percent of districts’ overall fund balance during FY2010
and a projection that 47 percent of the remaining re-
serves will be used in FY2011.?®

Sustained periods of weak or no-growth in the ma-
jor on-going revenue sources will quickly exhaust
temporary, non-recurring resources or draw them
down to minimally-acceptable levels. In an environ-
ment of long-term funding uncertainty, schools must
be more frugal with their use of fund balance to
manage over the short term because future pros-
pects are not bright for restoring these resources to
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previous levels. Given the duration of the economic
challenges in Michigan, many school districts have
been using this mechanism for a number of years
already out of necessity. A continuation of the prac-
tice is less likely as reserves are exhausted.

Most recently, state revenue volatility has been ad-
dressed through use of temporary federal funds pro-
vided through the American Recovery and Reinvest-
ment Act (ARRA) of 2009. Prospectively, federal
discretionary resources such as

1986 the rate was phased down to the original rate
in 1981.26 More recently, cigarette tax increases in
2002 and 2004 were enacted to address revenue
shortfalls in the School Aid Fund. While the current
governor has proposed a number of revenue re-
sponses to address school funding issues, thus far, a
legislatively agreeable state response to increase
school operating revenues has not been formulated.

The second revenue-centric approach would involve
a tax restructuring scenario

ARRA cannot be relied on to help
moderate revenue volatility asso-
ciated with Michigan’s school fi-
nance system. ARRA resources
were provided to the states largely
because of the severity of the eco-
nomic downturn in 2008 and 2009
and its effects on public budgets.
Future, year-over-year state rev-
enue declines will have to be man-
aged through cuts or the use of
state or local reserves, if such re-
sources exist.

Temporary State Tax Increases

Entering FY2011, increasing taxes is
one approach to address the com-
bined state and local revenue reduc-

Entering FY2011, increasing
taxes is one approach to
address the combined state
and local revenue reductions
that occurred between
FY2008 and FY2010. The
options available under this
approach are limited and
largely the province of state
policy makers because of
the highly centralized nature
of the school finance system
and the restrictions on local
revenue supplementation.

whereby both rates and bases of
current taxes are affected. Gen-
erally, states employ tax restruc-
turing to address longer-term
policy issues, such as revenue sta-
bility and growth issues as op-
posed to near-term revenue con-
cerns. Restructuring may be
employed to “re-balance” the mix-
ture of taxes, which was one ob-
jective of Proposal A in 1994.
While not the primary goal of tax
restructuring, such efforts can be
designed to explicitly address
near-term revenue concerns as a
secondary objective. The near-
term revenue impacts can result
in increasing, decreasing, or main-

tions that occurred between FY2008

and FY2010. The options available

under this approach are limited and largely the prov-
ince of state policy makers because of the highly cen-
tralized nature of the school finance system and the
restrictions on local revenue supplementation. An
approach based on increasing state tax revenues can
follow one of two paths.

The first is an increase in the rate(s) of one or more
of the existing taxes dedicated to public education.
Such a rate increase might be structured to be tem-
porary in nature and provide for a gradual phase-
out as on-going revenue growth accelerates during
the expected recovery. The State of Michigan used
such temporary tax rate increases to respond to the
fiscal challenges resulting from the recession of the
1980s. In 1982 and 1983 the income tax rate was
temporarily increased to build up cash reserves and
to support on-going spending initially; however, by

taining the current level of re-

sources for schools. The
governor’'s FY2011 budget recommendation contem-
plated such a scenario, which resulted in a net tax
increase in the immediate-term ($554 million), with
nearly all the added revenues dedicated to finance
schools. Under the proposal, and within three years
of its implementation, the governor’'s recommended
new state tax scheme is revenue-neutral.?’

Local Revenues

Centralization effectively prohibits a local response
to state revenue reductions, at least in the near-
term. Despite the sizeable and important role that
local property tax revenues play in the overall fi-
nancing scheme for schools, constitutional and statu-
tory provisions effectively fix the rates and bases of
these taxes at their current levels, providing little
room for local revenue supplementation. Where state
law does permit supplementation (i.e., ISD enhance-
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ment millages), the mechanism requires up-front
costs (e.g., election and outreach) and the amount
that can be raised is limited (up to three mills). Fur-
thermore, such a response is difficult to implement
in the near-term and over the period in which rev-
enue volatility is most pronounced. Also, the en-
hancement millage is generally, but not universally,
viewed as a fiscal tool designed to “enhance” exist-
ing resources over a longer period of time, as op-
posed to a tool for responding to short-term rev-
enue swings.

Unlike local districts that have few options and little
incentive to act individually to address declining prop-
erty tax revenues, intermediate school districts (ISDs)
can respond by asking for tax rate increases. Some
ISDs will be able to seek millage increases if they
have room under existing tax rate caps; however,
this will require voter approval, which is not guaran-
teed. Current and future tax base declines will be
directly reflected in school operating levies, both lo-
cals and ISDs. Since Proposal A's adoption in 1994,
school operating tax levies have
consistently exhibited strong, posi-

School operating taxes, whether for
local school districts (e.g., 18-mill
non-homestead) or intermediate
school districts (e.g., special edu-
cation), will be adversely affected
in the near-term by the declining
value of property tax assessments.
As noted previously, property as-
sessments and taxable values have
been falling throughout the state.

Since Proposal A's adoption
in 1994, local school
operating tax levies have
consistently exhibited
strong, positive growth in
annual tax levies. For many
school districts in Michigan,
this experience will cease in

tive growth in annual tax levies;
however, for many school districts
in Michigan, this experience will
cease in the coming years, plac-
ing more fiscal pressure on state
revenues to maintain current per-
pupil revenue guarantees.

Long-Term Revenue Issues:

This is a phenomenon affecting all
types of local government includ-
ing general purpose (e.g., cities,
counties) as well as special purpose (e.g., local
schools) entities. The decline in values is expected
to accelerate in the near term and become more
pervasive statewide, adding to the level of fiscal dis-
tress for many local governments.

For local governments with the authority and room
under previously-approved tax rate limitations, tax
rate increases are an option to manage through the
period of declining property tax bases. However, for
public school operations, especially local districts,
rates are generally fixed in state law and there is no
option to address the tax base decline via an in-
crease in property tax rates. Furthermore, because
of how the foundation allowance works and the
“guaranteed” nature of this per-pupil grant, there
would be little incentive at the local level to raise
millage rates even if the option were available. With
the exception of restoring previous Headlee “roll
backs”, there is no financial incentive for local dis-
tricts to raise additional funding locally under the
state-controlled foundation allowance.

the coming years.

Stability and Adequacy

Over the long-run and in an envi-

ronment of moderate economic
growth, such as that envisioned in CRC’s 2008 re-
port, Michigan’s Fiscal Future, cited earlier, the busi-
ness cycle’s effects on state and local school rev-
enues would not be as noticeable and short-term
volatility would not be the primary concern surround-
ing the school financing system. Stability and pre-
dictability of the revenue stream, however, will be
chief concerns in the future. The stability concerns
of today are much different than those of the early
1990s, before the adoption of the current school fi-
nancing system. Today, the concerns center on the
long-term prospects for growth, whereas 20 years
ago public education providers had to contend with
the prospect that local voters would reject, at the
ballot box, local school millages that provided the
majority of operating funds. While Proposal A did
provide some stability in the form of a baseline level
of resources, it did nothing explicitly to address the
future growth of these resources. Entering a period
of economic recovery following the Great Recession,
a closer examination of the growth potential in school
finance is warranted.

64 CITIZENS

RESEARCH COUNCIL OF

MICHIGAN



STATE AND LOcAL REVENUES FOR PuBLIC EDUCATION IN MICHIGAN

In addition to stability and predictability, many edu-
cation reformers and policy makers have suggested
that public education finance systems should pro-
duce a level of resources each year to educate chil-
dren that can be deemed “adequate”. While a uni-
versal definition of “adequacy” has not been
developed, a number of states have been able,
through various methods (e.g., “cost out” studies),
to satisfy state-specific legal definitions of the term.
In some states, legislatures or executive branch en-
tities, have taken steps to define

gan will automatically result in one that is adequate.
At the same time, it is difficult to envision how an
adequate finance system, once the term is defined,
can be premised on something other than a stable
revenue base.

Why Stability?

Revenue stability is often a desired objective of public

finance because of the relatively predictable and

consistent nature of the demand for public services
over time as well as the predict-

what is included in an “adequate”
education.

“Adequacy” lawsuits in other states
generally have been based on lan-
guage in state constitutions that
suggests a certain quality of edu-
cation, e.g. “thorough”, “efficient”,
or “uniform”. The Michigan Con-
stitution does not prescribe a cer-
tain quality level for Michigan

schools, but instead defers to the

Revenue stability is often a
desired objective of public
finance because of the
relatively predictable and
consistent nature of the
demand for public services
over time as well as the
predictable nature of
spending.

able nature of spending. Unlike the
demand for private goods and ser-
vices which tends to ebb and flow
with market forces, the demand for
public services is generally the
same from one year to the next.
Demand for public services is also
largely unaffected by economic re-
cessions. Unlike the private sector
where consumer demand for goods
and services often diminishes with
the downturn in the business cycle,

legislature to “maintain and sup-

port a system of free public el-

ementary and secondary schools as defined by law.”
(Article VIII, Section 2) Clearly, the Michigan Legis-
lature is tasked with providing a free education to
Michigan children; however, the quality of education
is not addressed in the state’s basic law. To date,
Michigan has not been vulnerable to legal challenges
to its school finance system based on “adequacy”
claims. Absent clear legal language (constitutional
or statutory) to help define what is meant by an
“adequate” education in Michigan, and because of
the highly subjective nature of the term and other
related concepts, it is very unlikely that the school
finance system will be found to be “inadequate”.

This report does not endeavor to fully explore the
concept of educational adequacy, but rather to high-
light the relationship between the term and other
desired characteristics of a school finance model,
namely stability. Regardless of how the term “ad-
equacy” is defined in Michigan, a school finance sys-
tem that results in stable and predictable revenue
growth will help promote an adequate level of re-
sources each year. This is not to suggest that a
stable and predictable school finance system in Michi-

citizens continue to demand basic

public services from government
regardless of the condition of the underlying eco-
nomic base upon which the services are financed.
The demand for government services is largely driven
by factors disconnected from changes in the busi-
ness cycle. In some cases, services provided by
government are “countercyclical” in nature. This
means that when the business cycle sours, demand
for a program, and therefore employment in that
program, rises (e.g., unemployment insurance, job
training). Demand for higher education, especially
at the community college level, tends to rise with a
slowdown in economic activity. Individuals return to
school to seek new skills and job re-training for fu-
ture employment opportunities when the economy
rebounds.

The difference between public and private entities
suggests that a greater level of revenue stability is
desired in public finance systems. For example, the
demand for basic public elementary and secondary
education services (measured by the number of chil-
dren in the system) is generally consistent and tends
to exhibit gradual rather than abrupt changes over
time.
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The nature and scope of public spending also help
explain the need for stability in on-going revenues.
Generally, the services provided by governments are
labor intensive, and prices can be considered “sticky”,
at least in the short-run. Schools, for example, have
continuing long-term salary and other compensa-
tion liabilities that comprise upwards of 80 percent

and disadvantages.

Tying long-term revenue growth to changes in eco-
nomic growth is appealing because this measure
relates directly to taxpayers’ (individuals and firms)
ability to pay. Increases in economic growth, as
measured by personal income, suggest a greater

of total operating expenses. Fur-
thermore, public budgets are de-
veloped and adopted months be-
fore actual revenues are known
and elected officials make spend-
ing decisions on expected revenue
growth. Thus, greater degrees of
revenue stability and predictabil-
ity help to avoid the task of having
to make major fiscal adjustments
over short periods of time.

Revenue stability is also an impor-
tant characteristic for public fi-
nance systems at the sub-federal
level because, unlike the federal
government, states and localities
must adhere to strict balanced

Tying long-term revenue
growth to changes in
economic growth is
appealing because this
measure relates directly to
taxpayers’ (individuals and
firms) ability to pay.
Increases in economic
growth, as measured by
personal income, suggest a
greater ability to pay over
time, while decreases
intimate the opposite.

ability to pay over time, while de-
creases intimate the opposite.
Linking the two has the advantage
of reducing the frequency that
elected officials have to raise tax
rates to ensure a desired rate of
revenue growth. In theory, and
assuming all else constant, if the
tax base grows in concert with eco-
nomic activity in the state, tax rates
will not have to be adjusted to en-
sure stable revenue growth.

A second perspective on revenue
stability acknowledges that the
costs of providing public education
services do not, necessarily, ebb
and flow with the ups and downs

budget requirements. Operating

in an environment where revenues

fluctuate wildly and annual levels can be unpredict-
able, public entities must respond by cutting ser-
vices or increasing tax rates, options which are gen-
erally unpopular. Government budgets are based
on assumptions of predictable and steady growth.

Revenue stability can be thought of in terms of a
long-term trend line, with specific attention to the
direction (e.g., increasing or decreasing) and the
annual rate of change of the line (e.g., slow, moder-
ate, etc.). Revenue stability is a relative, not an
absolute, term. As such, changes in revenue are
often compared to changes in other measures. Two
common, but distinct, ways to look at revenue sta-
bility include, 1) comparing the growth in the re-
source level with growth in the overall economy, and
2) comparing revenue growth with the growth in
costs associated with providing education services.
Both metrics carry with them inherent advantages

of the broader economy. Under

such a scenario, it is argued that
revenue growth should keep pace with the increases
in cost pressures that underlie education spending.
Education spending is largely concentrated in per-
sonnel costs, the growth of which do not directly
track overall changes in state economic activity.
Because compensation costs are influenced by a host
of factors not directly related to the economy, a bet-
ter measure for revenue growth might be inflation.
A common measure, the Consumer Price Index (CPI),
tracks the average price of goods and services pur-
chased by households. Although generally acknowl-
edged as an approximate measure of inflation, it is
worth noting that the service mix included in the
CPI is not the same as the mix of public education
services. Although there are several other price in-
dices, including ones that may be more appropriate
to the factors that drive education spending, this
report defers to the most common metric of price
inflation and the one that is most readily available.
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Annual changes in Michigan economic activity, as
measured by personal income, and inflation, as mea-
sured by the Detroit CPI, for the last eight years are
reflected in Chart 23. In both cases this period was
marked by low annual growth rates. Prior to the de-
clines in both measures that occurred in 2009, from
2000 through 2008, the annualized growth rates for
personal income and inflation were 2.2 percent and
2.3 percent, respectively. These growth rates are
below those historically observed in Michigan. Also,
the recent period is unique in that inflation has very
slightly out-paced economic growth, something that,
if continued over the long-run, portends serious prob-
lems for the state as it indicates the state will con-
tinually become poorer. Over a much longer timeframe
in Michigan (1970 to 2008), annual personal income

growth (5.8 percent per year) outpaced changes in
the Detroit CPI (4.3 percent per year). A return to
the longer-term relationship (i.e., economic growth
exceed inflation) can be expected prospectively.’

A stable education finance system is one that pro-
vides long-term revenue growth that approximates
economic growth. Over the short term, as evidenced
in Chart 23, personal income is more volatile than
inflation which some might view as a disadvantage;
however, over the long-run, economic growth pro-
vides a greater level of growth potential and there-
fore stability. Also, as a benchmark for revenue
growth, economic growth ties directly to a state’s
ability to finance public education services, some-
thing a price index, such as the CPI, does not.
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Prospects for Long-Term Revenue Stability

The connection between Michigan's economy and
the state government’s tax structure has weakened
since the late 1990s, a trend which is expected to
continue if corrective tax modification actions are
not taken. The long-term challenges affecting state
and local education revenues are rooted in these
weakening connections as well as in state tax limi-
tations (i.e., primarily dealing with property taxa-
tion) that accompanied Proposal A’'s passage and
those that pre-date Proposal A. Solutions to the
long-term revenue stability challenges that plague
education finance will require attention to the struc-
tural components of Michigan’s school finance sys-
tem. While an improved economic climate will in-
crease state revenue levels above where they have
been recently, the underlying relationship between
tax receipts and the economy will be unaffected by
the economic recovery. Future growth will be de-
termined by these relationships. Itis not the goal of
this analysis to assess whether public education
spending is too high or too low in the current and
near-term environment. Such a question is ultimately
political in nature and under the purview of elected
policy makers. Instead, the objective here is to high-
light whether or not the system of education financ-

ing, as it currently exists, is capable of generating a
level of on-going revenue that grows with the
economy over the long run.

Structural factors have caused state tax revenues to
lag behind general measures of economic activity, a
problem not unique to state education taxes. These
factors also affect the state’s General Fund budget,
which further exacerbates the stability concerns sur-
rounding education funding problems. Earlier in this
report, state-dedicated education revenues were
examined in depth and it was clearly illustrated that
from FY2001 through FY2008, measures of economic
activity in Michigan outpaced the growth in personal
income tax revenues, sales and use tax revenues,
and other minor tax revenues, all of which play key
roles in Michigan’s school finance model (summa-
rized again in Table 16).

The prospects for long-term revenue stability in Michi-
gan education finances will depend on the relation-
ships between the financing system and the under-
lying economy (i.e., the system’s various tax bases).
Regardless of the type of tax or the level of govern-
ment responsible for levying it (e.g., property taxes
are levied at both the state and local levels), these

Table 16

(Dollars in Millions)

FY2001
Tax Revenues

Sales and Use Taxes $5,076
Personal Income Tax 1,955
State Education Tax* 1,490
Other Minor Taxes* 886
Personal Income $299,903
Real Personal Income** $171,963

Changes in Broad Economic Measures and SAF Tax Revenues: FY2001 to FY2008

Percent Annual
FY2008 Change Rate

$5,387 6.1% 0.9%

2,118 8.3% 1.1%

2,153 44.5% 5.4%

896 1.1% 0.2%

$349,612 16.7% 2.2%
$170,752 (0.7%) (0.1%)

* Adjustments were made to the FY2008 figures to account for the Michigan Business Tax and
personal property tax changes that affected receipts in FY2008 to allow for comparison across years.

** |Income deflated by Detroit CPI (1982-84 dollars)

Sources: Bureau of Economic Analysis; Michigan Department of Education; CRC calculations.
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relationships will play the most important role in
determining the annual resources available to schools
each year. The intricacies of the relationships vary
depending on the individual tax instrument. Although
this report concentrates on these relationships dur-
ing a period of very low economic growth in the
state (2001 to 2008) and during a very severe re-
cession (2009 and 2010), it is expected that, pro-
spectively and over the longer-term, the relation-
ships between the major taxes supporting schools
and the Michigan economy will

sumer behavior over time. In general, the shifts in
behavior pertain to general questions such as “What
is being consumed today compared to the past?”
and “How are consumers making purchases today
compared to the past?” Finally, a third contributing
factor to the slow-growth in state-level education
tax receipts, at least relative to the economy, is ex-
plained by changes in Michigan’s demographic make-
up. Specifically, the aging of Michigan residents and
the tax treatment of these individuals has acted to

constrain the growth of dedicated

continue to weaken despite im-
provements in the economy in the
near-term and a return to the his-
torical relationship between eco-

Policy actions that either
directly or indirectly affect
the rates or bases of state

education revenues, which is ex-
pected to continue.

Tax Policy

nomic growth and inflation. education taxes are Poli_cy _actions that either directly

. or indirectly affect the rates or
Emerging from this most recent respo nsible for the bases of state education taxes are
period, Michigan economic activ- Observed mismatch responsible for the observed mis-
ity is not expected to approach the  petween changes in match between changes in eco-

long-term trend line, but it is likely
that growth will exceed the recent
dismal experience. From 1970 to
2008 Michigan’s real personal in-
come grew at an annualized rate
of 1.6 percent, compared to a de-
cline of 0.1 percent in the recent period (2001 to
2008). Prospectively over the near-term, real state
economic growth is not likely to approach the expe-
rience between 1970 and 2008; however, it is also
cannot remain in the negative territory for too long
because of the serious financial implications to the
state’s residents and public service providers. In
real terms, a return to positive economic growth is
expected.

The further weakening of the relationships observed
between state economic activity and state tax re-
ceipts can be understood by examining experiences
to date. Broadly defined and categorized, the mis-
match between economic growth and tax revenue
growth observed since the adoption Proposal A is
explained by three primary factors. The most ob-
servable explanatory factor includes policy changes
that targeted the rates and/or bases of the major
SAF taxes. Examples include adopted reductions to
the sales and use tax bases. The second primary
factor, which is not nearly as noticeable as direct tax
policy modifications, relates to gradual shifts in con-

economic activity and
earmarked tax revenues of
the School Aid Fund.

nomic activity and earmarked tax
revenues of the School Aid Fund.
Tax policy changes are not limited
to the most recent time period, but
can be viewed over the longer 16-
year period since Proposal A.
Policy changes have the dual effect of reducing the
annual tax revenue growth rate, as well as reducing
the level of receipts following policy implementation.
In some cases, as with the individual income tax
rate reductions that began in 1999, policy makers
included provisions to shield school funding from the
immediate revenue losses associated with the policy
change. This change did not affect the long-term
relationship between the income tax and future
growth potential of SAF-earmarked income tax re-
ceipts. More recently, state efforts to reform busi-
ness taxation in Michigan resulted in the elimination
of certain personal property from the base of taxa-
tion, both for state and local property taxes dedi-
cated to schools. Safeguards were included in this
effort to protect education funding from the revenue
loss that would occur at both the local and state
level by earmarking a portion of the new Michigan
Business Tax (MBT) to the SAF. In this instance, the
immediate fiscal impact for schools was neutral;
however, future growth of the new MBT earmark
was tied to growth in the inflation rate which has
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the potential to grow at a faster rate than the value
of personal property (i.e., the previous tax base).
Clearly, any overt legislative action that results in
lowering the rate or shrinking the base of one or
more of the SAF taxes will have a deleterious effect
on overall tax receipts. Furthermore, such actions
also have the potential to affect the future growth
potential of the Fund.

One approach to examine the effects of tax policy
changes on state revenue collec-
tions at the macro level is to look
at changes in the bases of major
taxes over time. Shrinking the tax
base of a major tax will depress
the growth potential of the tax if
base exemptions, as a percentage

services,

While tax expenditures,
such as the treatment of

substantial

$36.4 billion. Over 90 percent of the tax expendi-
tures for the year result from policies affecting the
three major tax categories: consumption, individual
income, and property taxes. Each major tax is af-
fected differently by the mix of credits, exemptions,
and deductions. Sales and use taxes account for
nearly all of the tax expenditures within the con-
sumption tax category (i.e., general and selective
taxes) and the single largest item is the statutory
exemption of services from the tax base. For the
individual income tax, adjustments
to income account for the largest
tax expenditure and within this
item, retirement and pension in-
come make up the majority. Prop-
erty tax expenditures are largely
attributable to the homestead

represent
levels of

of overall economic activity, grow
at a rate that exceeds the base
subject to taxation. In such cases,
tax revenues will trail economic
growth, unless tax rates are ad-
justed regularly to account for the
“lost” revenue. The Michigan De-

economic activity that are
not captured in the state’s
tax system, their use and
justification must be
considered in a broader
context.

property tax exemption, a key
component of Proposal A property
tax relief.

The growth in the aggregate level
of tax expenditures reported by
Treasury over time has been sub-

partment of Treasury provides the

information to examine such tax

base changes. Annually, as part of the executive
budget submittal, Treasury issues a report document-
ing the tax revenue foregone as a result of prefer-
ential provisions such as credits, deductions, exemp-
tions, deferrals, exclusions, or preferential tax rates.?°
These tax provisions are collectively referred to as
tax expenditures. These tax provisions can be viewed
as spending because they target specific public pro-
grams; however, unlike direct state spending, it is a
form of indirect state spending that occurs through
the state’s tax code. Unlike direct spending which is
authorized via the appropriations process, tax ex-
penditures do not, as a general rule, undergo an-
nual scrutiny in the budget process. Tax expendi-
tures, in some cases, are subject to legislative review
as a result of sunset provisions or required report-
ing. Tax rate reductions do not qualify as tax ex-
penditures and the reported data do not attempt to
discern the impact on different state funds, e.g.,
General Fund, School Aid Fund, etc.

The most recent report, published in 2010, estimates
the lost state and local tax revenue for FY2010 at

stantial. Examining the period

FY2000 to FY2010 reveals that the
total cost of these items grew 78 percent, from $20.4
billion to $36.4 billion. One item that receives con-
siderable attention with respect to school finance
matters relates to the treatment of services consump-
tion in the sales and use tax bases. This item ac-
counted for a major piece of the overall growth in
the tax expenditure picture during the 10-year
timeframe. Tax expenditures in this area more than
doubled from $4.3 billion in FY2000 to $10.1 billion
in FY2010. Over the same period, sales and use tax
revenues, in the aggregate, are expected to decline
by nearly $475 million. Because of the earmarking
provisions associated with sales and use taxes, the
growth of the consumption tax base is important to
discussions about the future potential growth in edu-
cation funding. While tax expenditures, such as the
treatment of services, represent substantial levels
of economic activity that are not captured in the
state’s tax system, their use and justification must
be considered in a broader context. Including some
items, such as health services, in the tax base will
result in a growth rate that approximate changes in
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economic activity; however, there are a number of
issues that accompany any such change.

In 2002, a detailed report commissioned by a group
of statewide associations representing school admin-
istrators and school boards quantified the impact of
specific state tax policy changes on Michigan educa-
tion finances, state and local, since the adoption of
Proposal A.* The report concluded that newly initi-
ated, post-Proposal A tax changes (primarily involv-
ing reductions to tax bases) had major impacts on
both local and state-dedicated education funding.
It estimated the combined effect on education rev-
enues resulting from all tax changes dealing with
the individual income tax, consumption taxes (sales
and use), state and local property taxes, economic
incentives, and other taxes. In nominal terms, for
FY2002 alone, the projected revenue loss to state
and local K-12 finances was $550 million. And, since
Proposal A, these changes had accumulated to $2
billion. Nothing has been done in a comprehensive
manner to update or replicate the findings of the
report; however, it is reasonable to assume that the
annual impact on education funding estimated for
FY2002 has not declined.

While this report did quantify the revenue impacts
from such changes, noting that some policies in-
cluded provisions to shield education finances from
adverse fiscal effects (e.g., income tax rate reduc-
tions and renaissance zone exemptions), it did not
attempt to quantify the effects that these policies
had on the growth rates of the state or local taxes.
Commenting on the prospective effects of the vari-
ous policies identified, the 2002 report concluded
that many of the changes, by themselves, do little
to affect the overall potential for growth. However,
the accumulation of numerous minor modifications
to the state’s tax code “can dramatically reduce the
growth potential of the earmarked taxes over time
by eliminating items entirely from the base of a tax
or by limiting the base included for taxation.”

The 2002 study also pointed out that the fiscal ef-
fects of tax changes on education funding, whether
direct or indirect, must be understood in the broader
context of what constitutes “good” tax policy. For

example, many argue that Michigan’s provisions that
index the personal exemption available under the
income tax to inflation, although negatively affect-
ing General Fund and School Aid Fund receipts, rep-
resent a “good” tax policy on the grounds that they
preserve the value of the exemptions and safeguard
them against erosion over time. Taken individually,
many of the changes (explicit or implicit) imple-
mented since Proposal A meet the general standards
of fairness and equity and therefore constitute “good”
tax policy on those grounds. However, in an age of
declining public resources for K-12 education and
given their cumulative impact on the resources avail-
able, additional attention should be given to the te-
nets of “good” tax policy related to adequacy and
sufficiency. Prospectively, the report concludes, that
contemplated changes to the state’s tax code should
be evaluated using the full spectrum of criteria as-
sociated with “good” tax policy: equity, stability, and
adequacy.

Changing Consumer Behavior

In addition to changes in Michigan’s tax code, growth
in annual state revenues is affected by changes in
consumption patterns. These changes concern two
distinct questions, “What is being consumed?” and
“How is consumption occurring?” With respect to
the first question, today, consumers are purchasing
relatively more services and fewer goods. Stated
another way, the services sector is the area of fast-
est growth in the economy. Michigan is not uniquely
affected by this change nor is this a recent phenom-
enon. The shift to a “service preference” represents
a longer-term trend occurring throughout the United
States. In Michigan, however, the shift in consumer
behavior effectively creates a mismatch between
what is going on in the economy and the tax re-
ceipts generated from the economic activity. Michi-
gan does not apply direct consumption taxes to many
services, opting instead to rely most heavily on tan-
gible goods purchases to determine overall sales and
use tax revenues.®* The shift in consumer prefer-
ences coupled with Michigan’s current tax structure
will further exacerbate the mismatch between the
growth in tax receipts (consumption taxes) and eco-
nomic activity (personal income).
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The combination of this longer-term trend with
Michigan’s current tax structure creates a unique fis-
cal challenge for school finances
because of the significant earmark-
ing of consumption taxes to the
School Aid Fund (73 percent of
sales tax receipts and 33 percent
of use tax receipts). The gradual
shift in consumer preferences is
evident in the decline in the share
of total economic activity subject
to consumption taxes in Michigan.
To highlight the possible fiscal ef-
fect of this shift in consumer behavior on state tax
collections, consider the data presented in Chart

The gradual shift in consumer
preferences is evident in the
decline in the share of total
economic activity subject to
consumption taxes in
Michigan.

24. Assuming that the mix of taxable/exempt sales
in FY1994 were applied to current personal income

data for 2008, the SAF revenue
from state consumption taxes
would have been $900 million
greater in FY2008.

The migration towards greater
consumption of services vis-a-vis
durable goods is observed in the
changes in wages over time, by
major industry. Total wages con-
stitute about 70 percent of

Michigan’s personal income and provide a glimpse
of where economic activity in the state is taking place.

Chart 24
Taxable Sales as Percent of Personal Income: FY1991 to FY2008
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Between 1995 and 2009, the state’s service sector
(e.g., health care, administrative, professional and
technical, financial and insurance) grew well in ex-
cess of its manufacturing sector (durable and non-
durable goods) (Chart 25). Wage earnings in the
health care services sector grew over three times
(96 percent) as much as total private sector wages
(30 percent) during the period. As a result of the
disparate wage growth across industries, the ser-
vice sector occupies a larger share of the overall
economy and the goods-producing sector a relatively
smaller portion. Although not reflected in the chart
here, data for the period shows that manufacturing
comprised 32 percent of total private wage earnings
in 1995 and declined to 19 percent in 2009, while
the health care services sector grew from 10 per-
cent to 16 percent of total wages over the same
period. During the 1995 to 2009 period, Michigan’s
tax structure remained unchanged relative to the
compositional adjustments in the economy.

Shifting consumer preferences relative to “how” con-
sumption occurs also constrains revenue growth for
schools. The growth in consumption tax revenue is
largely dependent on tangible goods purchases from
businesses located in Michigan because the state lacks
an effective way to collect use tax on tangible goods
purchased from sellers outside of the state. Remote
and Internet sales are expanding more rapidly than
traditional “brick and mortar” store sales. As a result,
the sales and use tax bases in Michigan are being
slowly eroded by the increase in remote sales, which
is contributing to the slide observed in Chart 24.
Because the State of Michigan lacks authority to re-
quire firms that do not have nexus in the state to
collect sales taxes on purchases made by consumers
in this state, a significant and increasing amount of
economic activity each year escapes taxation.*> The
issue relates to the commerce clause of the U.S. Con-
stitution and Michigan lawmakers lack the power to
craft a state-specific response to this issue.

Chart 25
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The inability to effectively tax remote sales activity
inhibits the growth potential of SAF revenues. A
recent report by the Michigan Department of Trea-
sury estimates that the sales and use tax revenue
loss associated with consumer remote sales in Michi-
gan was $308 million in FY2008 and was expected
to grow to $355 million by FY2011.% These figures
represent the aggregate revenue impact; however,
because the SAF receives the largest distribution of
combined sales and use taxes, it would experience
the majority of the revenue gain if this activity were
subject to direct taxation.

Aging of Michigan’s Population

Michigan’s demographic makeup also explains some
of the disconnect between tax receipt growth and
economic growth observed over the last 10 years.
Quite simply, the state is getting older, proportion-
ately, and the state’s tax structure tends to treat its
older residents more favorably than its younger resi-
dents. This is the case with respect to the individual
income tax when exemptions, adjustments, and cred-
its are viewed through an age-specific lens. Also,
because the purchasing preferences of older resi-
dents are somewhat different than their younger
counterparts and given the structure of the sales
and use taxes, consumption taxes tend to fall more
heavily on younger residents. Assuming no changes
in state tax policy with respect to “senior prefer-
ences” or modifications to the consumption tax base,
a continuation of the aging trend observed over the
past decade will further constrain revenue growth
for schools.

Although Michigan’s total population figure has barely
moved from the start of the last decade (an expected
increase of less than one-half of one percent), the
composition has changed markedly. While the overall
population is the same, Michigan’s senior popula-
tion (65 years old and over) grew over seven per-
cent since 2000, thus comprising a larger share of
the total population in 2009 (13 percent compared
to 12 percent). Across the U.S., the senior popula-
tion also increased since the beginning of the de-
cade (13 percent); however, the total figure also in-
creased such that this cohort represents roughly the
same percentage of the total today as it did nearly
ten years ago (about 12 percent). Demographic
projections call for the 65 and over cohort in Michi-

gan to continue to grow in nominal terms and as a
percent of the total population for the foreseeable
future.?* As a result, the over-65 age group is ex-
pected to constitute 17 percent of the state’s popu-
lation in 2017, up from 13 percent today.

From a public finance perspective, the aging of
Michigan’s population poses serious threats to the
potential to provide stable funding for education ser-
vices in the future. Michigan’s income tax currently
provides special treatment for residents 65 years old
and over, including full exemption of social security
income and all public pension income, along with an
additional special exemption for seniors ($2,300-
single in 2009) on top of the standard personal ex-
emption ($3,600-single in 2009). For private pen-
sioners, a very generous exemption is provided
($45,120-single and $90,240-married in 2009). Se-
niors also benefit from a number of special credits
(e.g., homestead property tax, home heating, and
renters’ tax). As more and more residents qualify
for income tax exemptions, the base of the income
tax is further depleted, which negatively affects the
growth rate. The School Aid Fund is directly im-
pacted by reductions in the gross collections result-
ing from the tax base narrowing; however, current
law holds the Fund harmless from the fiscal effects
of the various senior-specific income tax credits.
Credits reduce the level of revenue available to the
General Fund and, therefore, its ability to supple-
ment dedicated education revenues.

According to a 2006 report by the Center on Budget
and Policy Priorities citing previous research con-
ducted on the topic, Michigan led all states with the
most-generous income tax preferences when the
effective income tax rates for elderly and non-eld-
erly residents were compared for each state. Within
the Great Lakes region, Michigan preferences were
nearly double those of the other states.®*® It was
estimated that the difference between the effective
tax rates of elderly and non-elderly individuals earn-
ing less than $200,000 was 2.17 percentage points
in Michigan compared to 0.64 percentage points for
the nation as a whole. Regionally, the closest state
to Michigan was Wisconsin, which had a difference
of 1.1 percentage points between the effective in-
come tax rates for the two groups.
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Conclusions and Options

Realigning Education Finances with the Michigan Economy:
Enhancing Long-Term Stability

While Michigan’s school finance system underwent
a major transformation in the mid-1990s, the state
tax structure upon which the system is based largely
resembles what existed 40 years ago. The state’s
economy has evolved considerably over the last 40-
year period and has experienced monumental
changes associated with the state’s manufacturing
base during the last decade. The

state’s economy will continue to

Sales and Use Taxes

Michigan’s consumption-based taxes (sales and use)
represent the single largest state source of financ-
ing for public schools. The base of these taxes is
almost entirely the sale and use of tangible prop-
erty, with a limited number of services subject to
taxation. With the continued shift away from the
consumption of goods toward more
and more services, the growth in

evolve with the attraction and de-
velopment of new industries
and changes in consumer prefer-
ences. As aresult of current tax
policy, major sources of state taxes
increasingly do not respond to
growth in the overall economy.
Re-connecting the weakened re-
lationship between the state’s fi-
nancing structure and the overall

The stability of state revenues
would be enhanced if major
components of the service-
based economy, particularly
consumer services, were
folded into the base of
Michigan’s consumption
taxes.

tax yields are expected to continue
to lag growth in the economy.
While the sales tax rate was in-
creased with the adoption of Pro-
posal A, there has been virtually
nothing done to expand the tax
base. Further rate increases would
provide additional revenue, but
Michigan already has the seventh

economy will require restructuring
Michigan's consumption and in-
come taxes. Without state revenue restructuring,
the delivery of public education services will have to
be re-calibrated to match a revenue system that
grows more slowly in the future, because the option
to influence overall revenue growth via the local prop-
erty tax is extremely constrained.

In addition to repairing and restoring a stronger re-
lationship between education revenues and the
broader economy, policy makers might consider the
various, and complex, relationships between the
property tax and property tax limitations contained
in Michigan’s Constitution and state laws. These
interactions will prevent education revenues from
fully benefiting from future investment and growth
in real property. Attention to major tax sources (con-
sumption, income, and property) is prudent, but
consideration also should be directed at those mi-
nor sources that provide schools with, proportion-
ately fewer, but still very essential, resources.

highest sales tax rate of the 45

states levying the tax according to
the Federation of Tax Administrators.*® Raising the
rate might place Michigan businesses at a competi-
tive disadvantage. The stability of state revenues
would be enhanced if major components of the ser-
vice-based economy, particularly consumer services,
were folded into the base of Michigan’s consump-
tion taxes.

In the national perspective, Michigan is somewhat of
an outlier in terms of service taxation. According to
the Federation of Tax Administrators, Michigan taxes
26 of a possible 168 services identified, placing it in
the bottom 25th percentile of states.®” Within a re-
gional perspective, only lllinois (24 services) and In-
diana (17 services) tax fewer services than Michigan.

The effect on the tax base of including all services
would be substantial because the dollar value of
services not taxed exceeds the value of goods and
services currently taxed. A reconstituted tax base
with a significant services component would grow
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faster than the current sales and use tax bases, how-
ever, the final selection of services to include in the
tax base will ultimately determine the growth po-
tential. Certain service sectors, such as medical ser-
vices, are expected to experience faster growth rates
than other sectors. Exclusion of higher-growth sec-
tors from the tax base would affect the potential for
growth in the future. Adding services to the current
tax base can provide an opportunity to reduce the
current tax rate by some amount and provide a rev-
enue-neutral starting point. The
failed 2007 attempt to include cer-
tain services in the consumption tax
base highlighted the sensitive na-
ture of expanding the sales tax to
services and determining which
services to tax.

A tax restructuring plan that in-
cludes consumer services in the
sales tax base can be fashioned in
a way that increases revenues, de-
creases revenues, or results in no net change upon
implementation.

A broad-based consumption tax is likely to enhance
revenue stability and preserve the long-term sales
tax yield. It would also provide some protection
during recessionary periods against wide fluctua-
tions in revenue that occur as a result of a goods-
dominated tax. Michigan’s experience over the 2008
recession (e.g., sales tax falling 10 percent in
FY2009) is evidence of the volatility of the current
tax base. Currently, Michigan’s sales tax base is
heavily reliant on the purchase of “big ticket” items
(e.g., autos, appliances, and furniture), the con-
sumption of which declines sharply during an eco-
nomic downturn. The consumption of services does
not fall as precipitously during a recession. On the
flip side, during periods of economic growth and
expansion, the stability of service consumption will
act to temper the revenue spikes that occur when
“big ticket” purchases are made.

Economic research on the topic of expanding the
sales tax base confirms that adding services to the
mix will result in tax revenue growth that more closely
tracks economic growth. A 2006 study that exam-
ined state tax activity from 1970 to 1999 found that

Economic research on the
topic of expanding the sales
tax base confirms that
adding services to the mix
will result in tax revenue
growth that more closely
tracks economic growth.

states with broader sales tax bases (i.e., included
services) had higher sales tax elasticities, meaning
that growth in sales tax revenues more closely ap-
proximated growth in the state economies.®

In 2008, CRC estimated the future revenue growth
potential of a hypothetical sales tax base that in-
cluded all services with the exception of business-
to-business transactions.® This exercise resulted in
a much broader sales tax base than that included in
Michigan’s short-lived 2007 experi-
ment with a services tax. Also,
the enhanced tax base assumed
in CRC’s 2008 report was much
broader than the tax base contem-
plated in Governor Granholm’s
2010 service tax proposal, which
also called for a 0.5 percentage
point rate reduction. The hypo-
thetical tax base developed by CRC
included health care services, a
large and growing sector of the
services field, whereas both the 2007 tax base ex-
pansion and the Governor’s recent proposal excluded
this segment. As noted earlier in the discussion of
tax expenditures, the health care sector has grown
substantially since the adoption of Proposal A. As
previously indicated, wage earnings for the sector
in Michigan nearly doubled (96 percent) from 1995
to 2009, compared to 30 percent growth for the
entire private sector.

The scenario developed by CRC produced a service
tax base equal in size to about two-thirds of the
current-law tax base, largely because of the inclu-
sion of health care. As a result of the substantial
widening of the base, a sizeable rate reduction (from
6 percent to 3.6 percent) was necessary to pro-
duce a “revenue neutral” starting point. The new,
re-constituted tax base increased the projected
annual sales tax growth rate by 0.8 percentage
points, prospectively. A re-structuring plan that
couples a broader sales tax base with a reduced
rate complies with an oft-cited principle in tax policy
that favors taxes that have the widest bases and
lowest rates possible.

While in concept there may be considerable support
and justification to adopt a broad-based sales tax in
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Michigan that includes most, if not all, consumer
services, re-configuring the tax base entails a host
of complex issues that demand attention before tax
restructuring is implemented. In general, adminis-
trative cost considerations (both for taxpayers and
state government), equity (horizontal and vertical),
definitional issues (e.g., what constitutes a service?),
economic principles (e.g., how are markets af-
fected?), and administrative matters would have to
be addressed. Nationally, the move to greater ser-
vices taxation is occurring gradu-

ally and major state attempts to

Income Tax

The annual growth of personal income tax receipts
plays a major role in the financing of public educa-
tion, directly and indirectly. Through state tax ear-
marking provisions, these resources currently rep-
resent the third largest component of the School Aid
Fund, behind the sales tax and the 6-mill state prop-
erty tax, and are expected to grow to be the second
largest source as state property tax revenues de-
cline over the next couple years. In addition, in-
come tax revenues are the single
largest component of the General

fold services into the sales tax base
have not garnered much success.*

Over the long run, growth in con-
sumption taxes will also be af-
fected by the broad shift how
Michigan residents make pur-
chases. The explosion in the
amount of Internet and other re-
mote sales that escape state con-
sumption taxation is not a recent
phenomenon uniquely affecting
Michigan. Rather, this represents
a shift in consumer behavior that
has been going on for some time
and impacts all levels of govern-
ment with authority to collect con-
sumption taxes on the sale of
goods. In Michigan, as in other

The total level of General
Fund resources available each
year is one factor used by the
legislature in determining the
ability to supplement
dedicated state resources to
support public elementary
and secondary education
services. Therefore, the
structural factors affecting the
growth in personal income
tax receipts affect the stability
of education finances over the
long-run.

Fund. As previously noted, the to-
tal level of General Fund resources
available each year is one factor
used by the legislature in determin-
ing the ability to supplement dedi-
cated state resources to support
public elementary and secondary
education services. Therefore, the
structural factors affecting the
growth in personal income tax re-
ceipts affect the stability of educa-
tion finances over the long-run.

Growth in Michigan personal in-
come tax receipts dedicated to the
School Aid Fund has trailed per-
sonal income growth since the early
2000s. Similarly, growth in Gen-
eral Fund income tax receipts has

states, efforts have been progressing for a number
of years to capture consumption taxes (use tax) from
remote sellers to Michigan residents. Thus far, the
state’s only viable response has been the develop-
ment of and participation in a voluntary system in-
volving businesses outside of Michigan transacting
with Michigan residents. Although purchasers are
liable for use tax on Internet and “remote sales”, full
compliance in this voluntary system has not been
realized. Itis unlikely that the Internet and “remote
sales” economic activity will be folded into the activ-
ity that is subject to consumption taxation in Michi-
gan to the fullest extent possible without further
action by the U.S. Congress.

fallen behind income growth, but to a greater de-
gree due in part to the weak connections between
the tax and the economy, and also as a result of rate
reductions and growth in credits. The General Fund
was disproportionately affected by the income tax
rate reductions phased-in over a period of years in
the late 1990s and early 2000s. The School Aid Fund
was insulated from these rate reductions through
provisions in state law. Ignoring the tax rate changes
currently scheduled for the individual income tax,
the underlying growth potential of baseline income
tax receipts is contingent on the interaction of de-
ductions, exemptions, and credits. Changing the
projected growth pattern of income tax receipts in a
material way will entail a modification to one or more
of these income tax components.
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Michigan’s personal income tax has proven less re-
sponsive to economic changes than the income taxes
levied by other states. Enhancing the responsive-
ness is a complex endeavor and can take a number
of approaches. A major structural difference be-
tween Michigan’s income tax and those of other
states is the current constitutional prohibition (Ar-
ticle IX, Section 7) on graduated rates. Michigan is
one of seven states that use a flat rate structure,
while thirty-four other states levy a broad-based
personal income tax using a
graduated-rate structure. [Note:
Seven states do not levy an in-

If Michigan were to

ets.** In the Great Lakes region, Illinois and Indiana
use a flat rate structure, and Minnesota, Ohio, and
Wisconsin have progressive tax structures.

Income growth over much of the last half-century,
nationally and in Michigan, has been concentrated
in high income earners. Generally, income tax re-
ceipts under a graduated rate structure, assuming
the same level of income growth, grow at a faster
rate in a progressive rate structure than under a flat
rate structure. If Michigan were to
substitute a graduated income tax
for its current flat rate tax, consid-

come tax and two states levy the
tax only on dividends and interest
income.] The federal government
also employs a multi-rate income
tax. Michigan’s current flat rate
for 2010 is 4.35 percent, and is
scheduled to decline by 0.1 per-
centage point each year beginning
on October 1, 2011, and until Oc-
tober 1, 2015, when it will be 3.9
percent.

The concept of graduating the in-
come tax rate is relatively straight-
forward — as taxable income rises,
the tax rate applied to successively
higher increments of income also

substitute a graduated
income tax for its current
flat rate tax, considerable
additional growth in
revenues (School Aid Fund
and General Fund) could be
realized. A restructuring of
this nature could be
fashioned to provide a net
tax increase or decrease
upon implementation, or it
could be designed to be
revenue-neutral initially.

erable additional growth in rev-
enues (School Aid Fund and Gen-
eral Fund) could be realized. A
restructuring of this nature, while
it would require a change in the
Michigan Constitution, could be
fashioned to provide a net tax in-
crease or decrease upon implemen-
tation, or it could be designed to
be revenue-neutral initially.

Another method to achieve greater
growth potential would involve ex-
panding the base to include income
that is currently untaxed. The pen-
sions of former public employees
are entirely exempt and pensions

rises. Generally speaking, income

taxes that have various rates are considered “pro-
gressive”, meaning that a person’s tax liability, as a
fraction of their income, rises with income. A pro-
gressive tax structure is contrasted with a “propor-
tional” structure, where everyone pays the same
percentage of income in tax, regardless of income.
In a broad sense, one tax structure is deemed to be
more progressive than another if the average tax
rate (tax liability as percentage of income) increases
faster with increased income.

Looking at states that use a progressive income tax,
the number of brackets employed and the rates
charged vary considerably and therefore it can be
concluded that there is no “typical” tax structure na-
tionally. According to the Federation of Tax Adminis-
trators, two states have ten or more brackets (Hawaii
and Missouri), but most states have three to six brack-

of former private sector employees
are mostly exempt from Michigan’s individual income
tax. The value of these pensions, although not re-
flected in personal income statistics, is expected to
grow at rates at least one and one-half times as fast
as other sources of taxable income due in large
measure to the state’s aging population. The addi-
tion of this growing base would increase the growth
potential of the income tax as a source of financing
for K-12 schools and the General Fund. Folding pri-
vate pension income into the income tax base could
be accomplished statutorily; however, public pen-
sions currently enjoy constitutional protection against
taxation. Equity concerns would suggest that pri-
vate and public pension income be treated equally
from a tax policy perspective.

Currently-programmed income tax rate reductions
will affect General Fund revenue stability, beginning
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in FY2012. While education finances are isolated
from the direct effects of the five-year, phased-in
0.45 percentage point rate cut, the fiscal impact to
the General Fund will result in fewer discretionary
dollars being available to supplement education ser-
vices each year. A pause or elimination of the in-
come tax rate reduction will enhance the stability of
state revenues in the future.

State Education Tax

Revenues from the 6-mill State

areas of the state are harder hit than others, it is
important to remember that the SET is a state-level
tax and the effective base is all property in Michi-
gan. The decline in this “statewide” tax base is ex-
pected to last three to five years; however, this short-
term erosion of the tax base has long-term fiscal
consequences because of the tax limitations con-
tained in Proposal’s A constitutional provisions. Pro-
posal A's taxable value cap will dampen the recov-
ery in the tax base and prolong the amount of time

before previous tax levies are seen

Education Tax (SET) did not per-
form as poorly as other major and
minor state revenues when com-
pared to economic measures from
FY2001 to FY2008. This is not sur-
prising given the fact that property
taxes are less dependent on
changes in broad measures of in-
come to determine tax receipts.
Property values exhibited strong
growth throughout much of the
seven-year period, which in turn
produced similar annual levy in-
creases for the SET. This is not
expected to continue in the near-
term due to a host of factors re-

To modify the projected
growth path of SET receipts
coming out of the period of
declining property assess-
ments would require a statu-
tory change in the tax rate
or changes to the Michigan
Constitution, to alter the
modified acquisition value
system of property valua-
tion, which controls the
growth of the base.

again. Proposal A restricts the
growth on individual parcels to the
lesser of inflation or five percent.
All else being equal, this cap will
limit the growth in the SET tax
base from existing property to the
rate of inflation, regardless of the
strength of the recovery in the real
estate market and resultant in-
crease in property values state-
wide.

To modify the projected growth
path of SET receipts coming out
of the period of declining property
assessments would require a

lated to the bursting of the hous-

ing market “bubble”, mortgage defaults, tax
foreclosures, out-migration of Michigan residents,
over-supply of residential property, and adjustments
to commercial and industrial property values. As a
result, levies from the SET and all other property
taxes in Michigan are expected to decline in the com-
ing years. [Note: CRC's May 2008 long-term as-
sumptions regarding SET revenue performance over
the 2007 to 2017 period (average annual growth
rate of 4.25 percent) were clearly too optimistic given
the myriad factors affecting property values in the
intervening years.]

In the current and near-term environment, property
assessments will continue to fall and drive down tax-
able values throughout the state. Although some

statutory change in the tax rate or

changes to the Michigan Constitu-
tion, to alter the modified acquisition value system
of property valuation, which controls the growth of
the base. Changing the assessment cap may be
viewed as unpalatable given the fact that it was a
major tenet of Proposal A's property tax relief provi-
sions. Further, the assessment cap applies to all
local property and a SET-only solution would be highly
problematic. Each mill of the SET could be expected
to yield roughly $300 million in the current year.
Unless future rate increases were calibrated to ac-
count for the projected declines in the tax base in
the coming years, the yield will fall in each year that
the tax base declines. Thus, increasing the rate
would provide temporary stability to the state rev-
enue stream, but does very little to change the long-
term growth potential of the SET.
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Local Operating Property Taxes

In the post-Proposal A period, local property taxes
continue to play a key role in financing school op-
erations, both for local and intermediate school dis-
tricts. Intermediate school districts rely heavily on
property taxes to support operations; structural chal-
lenges facing this revenue source in the near- and
long-term take on greater importance for these en-
tities compared to local districts. All local operating
taxes are subject to Proposal A's assessment cap,
which will constrain tax revenue
growth coming out of the period
of declining assessments. Assum-

Redefining

base of some school districts will grow at rates faster
than inflation. In such a case, a rate rollback is
initiated and reduced rates applied to all properties.
The net result will be that growth in the property tax
levy is held below the growth in inflation.

Coming out of the current period of declining prop-
erty values, the interaction of the Headlee amend-
ment and Proposal A's assessment cap will forestall
recovery in the tax bases of school districts, effec-
tively prolonging the effect of the current housing
market downturn. A statutory re-
sponse is available, despite the fact

base that both tax limitations are con-

tax

ing everything else being equal, the
cap on assessments holds the
growth in tax base for most schools
to the lesser of the rate of inflation
or five percent, in exactly the same
way that the base of the SET is

“growth” to exclude “pop
ups” would allow the tax
base of existing property to
grow at a rate that approxi-
mates, or slightly exceeds,

tained in the Michigan Constitution.
The interaction of the cap on as-
sessments and the Headlee rate
rollback is determined in the statu-
tory definition of property tax base
“growth”, which includes both the

affected by the per-parcel cap. inflation

In addition to the per-parcel growth
cap, local operating taxes are also
subject to tax limitations that pre-
date Proposal A. The 1978
Headlee amendment to the Michigan Constitution
requires that, if the existing property tax base of a
local government (e.g., school district) increases
faster than the rate of inflation, the maximum au-
thorized tax rate must be reduced or “rolled back”
by a commensurate amount so as to produce the
same property tax levy as would have been obtained
from the old base. In a period of declining bases of
local operating taxes (18-mill non-homestead tax or
any other local operating tax), this tax limitation is
moot. However, coming out of the period of declin-
ing assessments and taxable values, this limitation,
in combination with Proposal A's per-parcel cap, will
inhibit future revenue growth.

The rollback provision of the Headlee amendment
can be triggered by the transfer of certain proper-
ties. Arecovery in real estate markets is likely to be
reflected in an increased number of properties be-
ing transferred. When ownership of enough proper-
ties, or of a few high-priced properties, is transferred,
taxable values for those individual properties “pop
up” to 50 percent of the true cash value. When
these “pop ups” are added to the tax rolls, the tax

This would add
stability to future local prop-
erty tax revenues.

per-parcel inflationary factor as
well as the “pop up” effect. Rede-
fining tax base “growth” to exclude
“pop ups” would allow the tax base
of existing property to grow at a
rate that approximates, or slightly
exceeds, inflation. This would add stability to future
local property tax revenues.

Another avenue to address future growth in local
operating taxes for local districts would involve fur-
ther centralization of the finance system by shifting
property taxes currently levied at the local level to
the state level. The 18-mill local operating tax is
effectively a state-level tax given the statutory limits
placed on the maximum rate allowed (e.qg., lesser of
18 mills or 1993 tax rate) and the tight limitations
on tax base growth (Headlee and Proposal A provi-
sions discussed earlier). Making the 18-mill tax a
state-levied tax, similar to the SET, would exclude
the tax from Headlee rollback provisions because
state taxes are not subject to automatic rate reduc-
tions triggered by base adjustments. Such a shift
toward greater centralization would eliminate some
election costs at the local level associated with both
“Headlee override” votes as well as constitutionally-
required millage “renewal” votes. Override votes
can occur more frequently than renewal requests.
These votes occur at the request of the local school
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district in order to restore all, or a portion, of the
previous millage rate reduction.

Consideration might also be given to the possibility of
exempting local and intermediate school district prop-
erty taxes from the Headlee rollback provisions. This
would require constitutional changes; however, it
would comport with some peoples’ general under-
standing of how the 18-mill foundation allowance
property tax was intended to work.

Revenue generated from the 18-mill
non-homestead property tax (or

concept. The base of this tax would remain the same
and receipts would continue to be directed to the
local foundation allowance. For intermediate school
districts, the full amount of previously-authorized
millage rates would be guaranteed.

Another option, short of full exemption from the
Headlee rollback provisions, involves the restoration
of the Headlee tax rate “rollup” provision. This would
not require a constitutional change, but would neces-
sitate a statutory modification. Prior to Proposal A,
the General Property Tax Act (Pub-
lic Act 206 of 1893) allowed tax

whatever the level was for those
districts levying less than 18 mills in
1993) is collected and retained lo-
cally and is dedicated to the foun-

Another option, short of full
exemption from the
Headlee rollback provisions,
involves the restoration of

rates (for all units of government)
to rollup to previously-authorized,
voter-approved maximum levels in
years in which property assessment

dation allowance within each district.
For purposes of calculating the state
portion of a district’s foundation al-
lowance payment each year, state
law requires that this payment be
based on the assumption that a millage rate reduction
has not occurred. In other words, the state assumes
that the full 18 mills (or 1993 rate, whichever is less) is
being levied locally when it determines its share of a
district's foundation allowance payment each year, re-
gardless of the actual rate levied.*? Given the work-
ings of the foundation allowance program (i.e., local
dollars first), the practical effect of this provision is that
a district that does not have authorization to levy the
full 18-mill tax will not receive the full amount of local
revenue to support its per-pupil foundation allowance
and therefore does not receive the full amount of its
per-pupil foundation to support operations. For dis-
tricts affected by the rollback provisions of Article IX,
Section 31 of the Constitution, this shortfall in the local
revenue component of the foundation allowance is not
offset by higher state aid payments. These “lost” dol-
lars cannot be recaptured in future years and can ac-
cumulate to amount to significant funds for schools.

Under a tax restructuring scenario, each local dis-
trict could be guaranteed the tax levy at the full 18-
mill rate (or corresponding 1993 level if less) each
year, which in turn would add some degree of rev-
enue stability to the system. Some argue this was
the intent of Proposal A and such a shift would honor
the integrity of the original foundation allowance

the Headlee tax
“rollup” provision.

growth lagged the inflation rate. Ba-
sically, if previous years' Headlee
rollbacks had reduced tax rates be-
low the originally-authorized maxi-
mum level, a formula in state law
permitted tax rates to automatically increase without
a vote of the local electorate, up to the maximum
level. The tax rate increases in such cases were not
allowed to result in tax yields that exceeded inflation.

rate

State law changes that accompanied Proposal A (Pub-
lic Act 145 of 1993) effectively eliminated the option
of Headlee rollups during the current period of de-
clining property values and tax bases. Under cur-
rent state law, local and intermediate school districts
must obtain voter approval to return operating tax
rates to the levels previously authorized if tax rate
rollbacks had occured. While some districts are at
the statutory maximum for the various operating
property taxes (e.g., 18-mill foundation, ISD gen-
eral operations, I1SD special education, and ISD vo-
cational education), a great many are currently levy-
ing rates well below the maximum allowed. These
districts will have to obtain voter approval to raise
tax rates in response to declining tax bases in the
coming years. Revenue stability, during times of
falling property values, would be enhanced if state
law provided for the automatic rate increases, not
to exceed previously-approved maximum rates, and
capped by the constitutional inflationary limit on the
tax yield.
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Tobacco Taxes

The overall growth, and therefore stability, of edu-
cation revenues also is affected by the structure of
minor taxes dedicated to financing schools. The
performance of these taxes, as previously noted, is
contingent on factors largely inde-
pendent from economic activity in

Medicaid Benefits Trust Fund.] Initially, the ad valo-
rem rate could be set to provide the same revenue
that the current unit tax raises. Alternatively, the rate
might be structured to generate additional resources
initially to make up for the erosion in the tax base
that that has occurred in recent years with consump-
tion declines. Any policy discus-
sion about transitioning to an ad

the state. The performance of
these taxes, if stagnant or nega-
tive, will constrain the positive
growth of other major taxes. These
minor tax sources constitute a small
portion of the overall funding go-
ing to schools therefore their po-
tential to affect the overall growth
rate is somewhat limited. However,

To modify the growth rate
of cigarette taxes as a fu-
ture revenue source for
schools will require a tran-
sition from a unit or excise
tax to an ad valorem tax or
one based on the value
(price) of the product sold.

valorem tax would likely consider
the public health, tax regressivity,
and tax evasion issues that accom-
pany tobacco taxation in general.

Another option to enhance over-
all revenue stability that involves
the current cigarette tax would be
to eliminate this source from the

despite their limited role, a case can
be made for structural changes to
select minor tax sources.

In Michigan, nearly $1 billion in tobacco tax receipts
(cigarette and other tobacco products such as ci-
gars, loose tobacco, and smokeless tobacco) were
received in FY2009. Schools, through the School
Aid Fund earmark, receive 42 percent each year of
the cigarette tax proceeds ($410 million in FY2009).
These funds account for four percent of total taxes
going to the School Aid Fund in FY2009; however,
tax receipts declined 16 percent since FY2003 (when
they represented five percent of total) in response
to declines in tobacco use and consumption. This
trend is expected to continue into the future. Be-
cause of the current structure of cigarette taxation
and without tax rate increases, continued consump-
tion declines will limit tax yields and hamper the
overall stability of education funding, as this source
of funding declines. While rate increases can gen-
erate additional resources in the short term, con-
sumption patterns will determine the long term
growth rate of this revenue source.

To modify the growth rate of cigarette taxes as a fu-
ture revenue source for schools will require a transi-
tion from a unit or excise tax to an ad valorem tax or
one based on the value (price) of the product sold.
[Note: Non-cigarette tobacco taxes are ad valorem
in nature. Currently, the tax on other tobacco prod-
ucts is levied at 32 percent of the wholesale price and
the proceeds dedicated to the General Fund and the

School Aid Fund and redirect the
proceeds to another state fund.
The revenues could be replaced, dollar-for-dollar, with
the proceeds from another tax source that responds
to economic growth (i.e., portion of sales or income
taxes). Eliminating this negative growth tax source
from school funding, while at the same time replac-
ing the revenues with a positive growth source, would
better align overall revenue growth with the economy.

Local Revenue Supplementation

In general, local governments in Michigan (general-
and special-purpose) are constrained both in the
types of taxes that they can use and in the tax rates
that they are permitted to levy to finance public ser-
vices. Furthermore, as previously noted, state con-
stitutional and statutory provisions control the up-
per bound of annual growth in property tax bases,
both at the individual and unit-wide level. The prop-
erty tax is the most important revenue source avail-
able to local governments and it is constrained by
both rate and base limitations contained in state law.
The current system of strict state fiscal regulation of
local government finances limits taxation options
available to all types of local governments, including
local and intermediate school districts. Although
unique in a number of respects from other types of
local government, public education finances have to
be understood in the broader context of Michigan
state-local government fiscal relationships.
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Michigan’s current education finance system consid-
erably restricts the ability of local and intermediate
school districts to pursue additional, locally-gener-
ated operating revenues. In a period of rising state
funding and rising property values, which was the
case following Proposal A's adoption, such restric-
tions could be merited given concerns that such lo-
cal authority, if acted upon, might result in inter-
district per-pupil revenue disparities and counteract
the state policy objective to curtail such inequities.
In the current and near-term environment, annual
state revenues have been falling and revenue growth
going forward is likely to be minimal. At the same
time, local operating property tax revenue growth is
slowing in nearly all communities across the state
and declining in many. Providing authority for local
and intermediate school districts to address the cur-
rent revenue declines by supplementing current rev-
enues, if districts so choose, might provide a mecha-
nism to manage through the current period and
provide future stability. While there are numerous
ways to authorize greater options for local revenue
supplementation, the most likely option to pursue
involves the current “enhancement” property tax.

Modifying or eliminating the current 1SD-wide en-
hancement millage to provide additional flexibility
for districts are options that could be pursued. First,
replacing the regional tax with a district-specific en-
hancement option (up to 2 or 3 mills), similar to
that available immediately following Proposal A's
adoption, would provide a mechanism to deal with
falling state and local resources. Concerns over wid-
ening the “equity gap” among districts could be ad-
dressed if the local millage yield is based on the
average regional or statewide property value. The
current ISD-wide millage results in tax base sharing
to equalize revenues at the per-pupil level. A similar
level of equalization could occur if the additional
dollars generated by districts with above-average
property values were directed to a regional- or state-
level pot to be used to supplement millages levied
by districts with below-average property values.

A second option might involve the retention of the
current ISD-wide millage concept, but with modifica-
tion to eliminate the current approval threshold. Cur-
rently, state law requires that the question be placed
on the ballot only if one or more constituent districts,

representing a majority of students of the ISD, re-
quest it. Millage passage requires approval from a
majority of the electors in the ISD, including electors
in districts that did not request the millage originally.

An alternative approach might retain the provision
regarding the necessary steps to gain access to the
ballot (i.e., request by district(s) representing ma-
jority of students in ISD); however, what would
change is that approval to levy the millage would be
granted only to those constituent districts that passed
the millage. The potential concern is that this could
reverse some of the equity gains if only the high-
revenue districts are successful in securing additional
local revenues; however, it will promote further per-
pupil equity if the low-spending districts avail them-
selves of the option. Caution would also have to be
paid to the level and duration of such millages to
guard against a long-term, sustained erosion of Pro-
posal A’'s per-pupil funding equity gains.

The proceeds of new, local operating revenues might
be earmarked for certain services. Consideration
might be given to options that provide local and in-
termediate school districts with limited authority to
seek millages for “optional” programs, such as trans-
portation and athletics. While outside of the class-
room, these services play an important role in the
overall education and development of Michigan
school children.

Current state law establishes the maximum tax rates
that ISDs can levy for general operations, special
education and vocational education. These limits
were established in a different environment, and
most likely, based on assumptions that have recently
proven to be false (i.e., sustained and consistent
property value escalation). Although the caps on
these rates did allow rate increases over time, the
question arises whether these caps should be re-
viewed periodically, especially in light of the fact that
the financing system is nearing 20-years-old. A num-
ber of districts have managed to secure voter ap-
proval to increase rates and many more are expected
to do so in the coming years in response to falling
property values. A review and potential adjustment
to the maximum ISD tax rates might provide future
stability to district funding levels, especially for those
that have exhausted their ability to raise rates
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Appendix A

School Operating Property Taxes: Brief Overview

From an operating revenue perspective, traditional
local school districts (excluding intermediate school
districts and public school academies) have avail-
able to them local property tax revenue from three
primary sources. Intermediate school districts have
access to three separate local millages to support
their operations, but public school academies can
not, by law, levy property taxes. Of the three sources
available to traditional K-12 districts, two are avail-
able to all districts and one tax is available only to a
small subset of districts with traditionally higher per-
pupil spending. Voter authorization is required to
levy any of the three taxes. The first source is the
18-mill property tax or what most people refer to as
the basic operating tax. The second operating prop-
erty tax is available only to 51 districts that had per-
pupil revenue in excess of $6,500 in FY1994, com-
monly called a “hold harmless” millage. Both the
“hold harmless” and 18-mill property taxes must be
dedicated to the foundation allowance program.
Finally, all districts are eligible to share equally in
the revenue from a three-mill enhancement millage,
assuming voters approve such a regional tax. These
very rare taxes (only three districts currently levy)
must be levied across an entire intermediate school
district and the resultant proceeds shared on a per-
pupil basis, regardless of the origins of the tax rev-
enues. These three sources represent the entire
universe of local operating property taxes under the
current school finance system.

Foundation Allowance 18-Mill Tax

A major change accompanying the school finance
reforms of the mid-1990s was the adoption of a foun-
dation allowance program as the primary mechanism
for distributing general assistance to local school dis-
tricts. This system replaced the previous power equal-
ization method of determining state aid allocations.
Under the foundation program, effective for the first
time in FY1995, the state guarantees each district a
basic level of per-pupil funding. As is the case with
foundation grant programs in other states, the Michi-
gan model requires a certain degree of local tax ef-
fort. In Michigan’s case, state law sets the maxi-

mum tax rate and the tax base for this local property
tax, leaving little room for local taxing discretion.

Some have maintained that although technically a local
property tax, this tax more accurately resembles a
state property tax similar in many respects to the State
Education Tax (SET). The argument supporting this
position is based on the fact that both the base and
rate of the tax are set in state law and the only “local”
aspect of the tax relates to the fact that the proceeds
are retained locally for the per-pupil foundation al-
lowance program. Recall, under Michigan’s previous
school finance system, school operating tax rates were
determined at the local school district level through
elections, subject only to state tax rate limitations.
While the two taxes do share some similarities, en-
actment of the SET did not require voter approval
and it is not subject to tax rate rollbacks pursuant to
1963 Michigan Constitution.

The Revised School Code allows each local school
district to levy an operating tax at the rate of 18
mills or the number of mills levied in 1993, which-
ever is less. The proceeds are strictly dedicated to
support a district’s per-pupil foundation allowance.
The Code further provides an exemption from this
tax for certain property, generally referred to as the
homestead exemption.*® Initially, the original 18-
mill exemption applied to certain residential and
agricultural property, but over time this exemption
was extended to other types of property.** The re-
maining property subject to the tax is generically
referred to as non-homestead property. Generally,
this is property that is classified as business (com-
mercial, industrial, and utility) and residential prop-
erty that is not owner-occupied (i.e., second resi-
dences, rentals).*®

The 18-mill non-homestead property tax is subject
to the millage rate reduction provisions of Article
IX, Section 31 of the Michigan Constitution. Sec-
tion 31 requires a reduction in the maximum au-
thorized rate of a tax (including school operating)
if the base of the tax is broadened by redefinition
or if the assessed valuation of property as finally
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equalized increases by more than the rate of infla-
tion. In essence, this tax limitation requires prop-
erty tax rate reductions to counteract the growth
in the property tax base, excluding new construc-
tion, that exceeds the growth in inflation. The ef-
fect of the limitation is to hold the growth in the
property tax revenue yield on existing property
equal to the growth in inflation.

Following enactment of the school finance reforms
and the establishment of 18-mill tax, 536 of the
556 school districts levied the full 18-mill tax. Of
the 20 districts levying less than 18 mills in 1994,
13 did so because their 1993 school operating mill-
age rate was less than the mandated 18-mill level.
The remaining seven districts levied fewer mills ei-
ther because they chose to or as a result of an
automatic rate reduction.

“Hold Harmless” Tax

The Michigan school finance reforms of the 1990s
were designed, in part, to address the per-pupil rev-
enue inequities across districts. One explicit policy
approach to address these disparities was to pro-
vide larger increases to districts with lower per-pu-
pil revenues compared to the increases provided to
higher-revenue districts. Also, it was decided that
equity would not be achieved by reducing the
amounts received by higher revenue districts. A
corollary to the “raising the bottom” approach
adopted in the reforms involved allowing certain dis-
tricts to raise additional revenue through a local prop-
erty tax to support higher revenue. For those eli-
gible districts, this “hold harmless” tax is in addition
to the 18-mill non-homestead local school operating
property tax.

The per-pupil revenue threshold to qualify as a “hold
harmless” district in FY1995 was $6,500. Districts
with combined state and local revenue above this
amount were eligible to levy, with voter approval,
an additional property tax sufficient to ensure that
the higher per-pupil revenue amount was achieved.
State law requires that the “hold harmless” tax first
be applied to the homestead property tax roll, up to
a total of 18 mills. If the revenue yield from such a
levy is insufficient for meeting a district’s per-pupil

revenue level, then the tax must be levied equally
on both homestead and non-homestead property.

In much the same way that the 18-mill operating
tax is strictly controlled by state law, the Revised
School Code contains three limitations on the rate
of “hold harmless” tax or its yield. Specifically, quali-
fying districts are able to levy the tax at a rate suffi-
cient to produce a total state and local revenue fig-
ure equal to the amount available to the district in
FY1995. This provision ensures that a “hold harm-
less” district receives at least as much in total re-
sources under the new financing system as it did
before Proposal A. Second, the rate must be re-
duced in any year if the per-pupil revenue yield from
the tax exceeds the lesser of the dollar increase in
the basic foundation allowance or the increase in
inflation, which might occur in an environment of
rapidly rising tax bases. This provision prevents the
growth in the tax from exceeding the growth in in-
flation in order to avoid further widening the per-
pupil funding gap between “hold harmless” districts
and those receiving the basic level of per-pupil fund-
ing. Finally, a hard cap was instituted that prevents
the tax rate from exceeding the level determined by
the state for 1994, the first year of the tax.

Upon enactment of the school finance reforms in
1994, 51 districts had per-pupil revenue levels above
the $6,500 level in FY1995 and were authorized to
levy the “hold harmless” local property tax. How-
ever, before the tax was levied in 1994 for the FY1995
budget, the State School Aid Act was amended to
effectively reduce the number of districts that would
be required to levy this tax in order to maintain their
higher revenue level. The amendments provided
state supplemental payments in lieu of and equal to
the local property revenue that would have been
received from the “hold harmless” millage for two
groups of high-revenue districts: 1) districts that
would have to levy less than one-half of one mill
(0.5 mills), and 2) low-population districts (defined
as those with 350 or fewer students). For these
eligible districts, the state provides a supplemental
payment from the School Aid Fund equal to the
amount that each district would have received from
the “hold harmless” levy at the local level. As a
result of the changes to the state law enacted sub-
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sequent to original Proposal A reforms, only 32 dis-
tricts collected the tax in the first year (1994) of its
existence (See Chart 26). In 1994, the rates levied
ranged from 21.88 mills in Southfield (Oakland
County) to 0.7 mills in East Lansing (Ingham County),
with an average figure of 8.97 mills among all eli-
gible districts.

The number of districts levying the tax has declined
from a total of 32 in FY1995 to 28 in FY2009.%¢ Over
the same period, the average rate among these dis-
tricts has decreased to 4.71 mills, from 8.97 mills origi-
nally, as a result of growth in the property tax base
upon which the tax is applied and a recent tax policy
change. The average rate dropped from 5.88 mills to
4.71 mills in FY2009 (20 percent) as a result of a law
change that effectively moved commercial and indus-
trial personal property into the homestead category
of property for purposes of school operating taxes.*
This shift provided property tax relief from the 18-
mill non-homestead school operating tax, but simul-

taneously subjected the property to the “hold harm-
less” tax, which is levied on homestead property first.
The shift only affected property in school districts levy-
ing the “hold harmless” tax.

Enhancement Millage

The third type of school operating property tax avail-
able to K-12 districts is commonly referred to as an
enhancement millage. The state authorization for
this tax levy changed soon after the passage of the
school finance reforms. Initially, the tax was a dis-
trict-wide levy, which allowed individual districts to
seek a maximum rate of three mills for a maximum
of three years. As with the 18-mill and “hold harm-
less” operating property taxes, this tax is subject to
voter approval. Authorization to levy a district-wide
enhancement millage existed for a transitional pe-
riod only, FY1995 through FY1997 (tax years 1994
through 1996). Beginning in FY1998, the tax had to
be levied on a regional basis.

Chart 26
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Current state law requires local-option enhancement
millages to be levied at the intermediate school dis-
trict level. The maximum rate is three mills for up to
a period of 20 years. The tax is assessed against all
property within the district. Before asking local vot-
ers within the intermediate district to approve such
a tax increase, a resolution requesting the tax must
be approved by constituent districts accounting for
a majority of the students within the intermediate
district (excluding public school academies).

The proceeds from an enhancement millage must
be distributed to the constituent districts within the
intermediate district on a per-pupil basis and may
be used for local school operations. Public school
academies are not eligible to receive the proceeds
from the tax. Three districts currently levy such a
tax: Kalamazoo Regional Educational Services
Agency (1.5 mills first authorized in 2005), Monroe
Intermediate School District (0.9866 mills first au-
thorized in 1997), and Midland County Educational
Service Agency.

Intermediate School District Millages

The centralization of school finances at the state
government level did not affect intermediate school
districts (ISDs) as severely as it did local school dis-
tricts. Although amounts vary across districts, as a
group ISDs continue to receive the majority of their
funding from local sources, in much the same way
as they did before Proposal A.“¢ Considerable varia-
tion in service provision (both type and extent) ex-
ists among ISDs, which explains some of the fund-
ing discrepancies between entities. The variation in

ISD services is fully explained in a separate chapter
on the subject in the first report in this series, Public
Education Governance in Michigan.*® As an example
of the still-prominent role played by the local re-
sources, in FY2008, these comprised 60 percent of
all ISD funding statewide, followed by 18 percent
from state sources, and 22 percent from federal
sources. Federal sources constitute a larger share
of overall ISD finances compared to local districts
because of the leading role ISDs play in the provi-
sion of special education services. Again, consider-
able variation exists among 1SDs as to the compo-
nent shares of each district’s total budget. Asis the
case with local districts, the major own-source rev-
enue available to I1SDs is the property tax. Because
of the majority role played by local resources at the
ISD level, the property tax remains the primary fund-
ing source for district operations, unlike local K-12
districts.

ISDs have authority to levy property taxes for: 1)
general operations, 2) special education operations,
and 3) vocational education operations. General
operating property taxes continued after adoption
of Proposal A of 1994 subject to the processes in
place for tax allocation boards (in 13 counties) and
for separate tax limitations (in 70 counties). Autho-
rization to levy dedicated taxes for special educa-
tion or for vocational education, and as part of the
school finance reform for increased general operat-
ing millages, requires voter approval. The maximum
rate for each purpose is capped and all ISD tax rates
are subject to Headlee tax rate rollback provisions
of the Michigan Constitution.
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Sinking Funds

The Revised School Code authorizes local school districts,
with voter approval, to levy up to five mills for up to 20
years to create a “sinking fund”. Public school academies
are prohibited from levying a sinking fund millage. Despite
some popular misunderstandings to the contrary, sinking
funds are not available to be used for operating purposes.
Thus, sinking fund tax levies cannot be considered operat-
ing taxes in the context of Michigan education finances.

State law narrowly defines the allowable uses of the pro-
ceeds from sinking fund levies. The Revised School Code
limits the use of sinking funds to the “purchase of real
estate for sites for, and the construction or repair of, school
buildings.” Generally, sinking funds are considered a
method of financing capital improvements without hav-
ing to issue long-term debt, which is the traditional
mechanism for funding such projects. However, some
projects that may be financed through the issuance of
debt may not be financed through the use of sinking
fund proceeds.’” The authorization provided to local dis-

! The Michigan Department of Treasury maintains a listing of
eligible projects that may be financed with the proceeds from
sinking fund millages. A couple notable omissions from the
listing include technology equipment and software, although

Chart 27

tricts to levy a sinking fund millage pre-dates the Pro-
posal A reforms of the mid 1990s.

The use of sinking funds among districts has increased
since the adoption of school finance reforms in the mid-
1990s. A single definitive reason for this observed growth
is not clear; however, it is likely that school districts use
this method as a cost-conscious alternative to traditional
debt issuance to finance capital expenditures. It is also
likely that the reduction in school operating property taxes
that accompanied Proposal A provided communities with
room under constitutional tax limits (e.g., 50 mills) to
levy sinking fund millages, among other uses.

The number of districts statewide levying sinking fund
millages grew steadily from FY1997 (36 districts) to
FY2007 (138 districts), before reaching a plateau and
remaining constant in recent years (See Chart 27). In

wiring and installation are permissible uses of sinking fund
dollars, and transportation services (e.g., bus equipment
purchases). Local school districts with sinking fund millages
are required under The Revised School Code to have an
independent audit conducted each year to ensure that fund
proceeds are used according to state law.
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FY2009, 141 districts (out of the 551 districts with taxing
authority) levied a sinking fund millage. The average
millage rate among these districts was 1.39 mills, down
from the average figure in FY1997 (1.56 mills) (See Chart
26). The range of millage rates in FY2009 varied from
the statutory-maximum five mills (Inkster) to a low of
0.24 mills (Suttons Bay).

In FY2010, according to data reported by the Michigan
Department of Treasury, a total of $124.7 million was
raised for sinking funds statewide.™ This represents more
than double the amount that was raised from sinking
fund millages in FY2002 ($56.8 million).™ This growth is
a product of the number of districts levying a tax and the
increase in the tax base of these districts over time.

i Michigan Department of Treasury, analysis of sinking fund
millages and tax bases for FY2010, unpublished date provided
by Howard Heideman, Office of Revenue and Tax Analysis,
February 2010. This represents revenue received by school
districts and does not include tax revenue “captured” by tax
increment finance districts and renaissance zones.

i Michigan School Business Officials (MSBO) study conducted
by Robert Kleine, 2002. Accessed on MSBO website February
2010.

Districts that levy a sinking fund millage appear to use
this mechanism of capital financing as a partial alterna-
tive to bonded debt. Districts with sinking fund levies
have an average of 3.17 mills for debt retirement, com-
pared to 4.46 mills for all other districts. The combined
average sinking fund and debt retirement millage in dis-
tricts using sinking funds is just slightly higher (4.56 mills)
than in districts that do not have a sinking fund millage
(4.46 mills). Further evidence that sinking funds may be
used in lieu of traditional debt-financing is seen in the
number of districts that do not levy any debt retirement
millage. In FY2010, 24 of the 142 districts with sinking
fund millages do not levy debt millage, or about 17 per-
cent of the districts in this grouping. For those districts
not using sinking funds in FY2010 (410 districts), 12.4
percent (51 districts) do not levy debt millage.

A sinking fund millage can be a cost-effective method to
finance capital improvements because it does not entail
the costs associated with bonded debt (e.g., interest ex-
pense, debt issuance costs, etc.). As opposed to using
debt-financing to pay for a capital improvement, sinking
funds provide districts with a “pay-as-you-go” alternative.
Although sinking funds provide flexibility with respect to
capital projects, they cannot be used to support on-going
operational costs such as routine maintenance.
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Endnotes

! The State of Michigan’s fiscal year runs from October 1 to
September 30 of the following year. Many units of local gov-
ernment in the state, including local and intermediate school
districts, have fiscal years that begin on July 1 and run through
June 30 of the next year.

2 Senate Fiscal Agency, State Revenue Limit (Article IX, Sec-
tion 26), www.senate.michigan.gov/sfa/Revenue/
StateRevenueLimit.PDF

3 Additionally, Proposal A made changes to two other sections
of the Michigan Constitution, unrelated to school finance re-
form. First, the ballot proposal amended Article IX, Section 5,
to require that utility property be taxed at a rate equal to the
statewide average rate of other “commercial, industrial, and
utility” or business property. Previously, this property was taxed
at the statewide average rate instead of the actual rate or the
jurisdiction in which the property is located. Second, Proposal
A provided a new earmark (6 percent) of tobacco product taxes
to health care improvements (Article IX, Section 9).

4 Data include all public K-12 education services, including those
provided by K-12 school districts (traditional public and public
school academies) and intermediate school districts. Data
obtained through the National Public Education Financial Sur-
vey is collected by the Michigan Department of Education and
reported to the National Center for Educational Statistics
(NCES).

5 The Kalkaska School District closed 10 weeks early in the
early spring of 1993 after voters rejected three separate at-
tempts to raise additional school operating funds to help fund
a reported $1.5 million deficit for that school year.

5 The Headlee Amendment refers to a multi-part amendment
to the 1963 Constitution, which added Sections 25 to 34 to
Article IX. “Headlee” refers to the primary proponent of the
amendment, Richard Headlee. The rate rollback provision (Sec-
tion 31) requires that when the growth in assessed value of
property jurisdiction-wide, excluding new construction and
improvements, exceeds the growth in inflation then the mill-
age rate must be “rolled back” so that the growth in tax re-
ceipts does not exceed changes in the inflation rate.

7 Citizens Research Council of Michigan, Proposal A: Questions
Regarding School Property Taxes, Council Comments 1028, June
1994,

8 This report relies on the National Public Education Financial
Survey data, to show operating revenues for K-12 and inter-
mediate school districts. This is the only known source that
provides operating revenues broken down by source.

® Throughout this paper, annual rates of growth are used to
describe the performance of revenue, income, wages, prices,
and other variables between two points in time. When the
terms “annual growth rate”, “annualized rate”, and others are
employed in the text of the paper, the mathematical computa-
tion behind these terms is the compound annual growth rate

(CAGR). This metric is different than the arithmetic mean,

which simply takes the average of annual rates observed over
a period of time.

10 Originally, the 6-mill State Education Tax was collected about
equally on the summer and winter tax bills by local govern-
ments responsible for collecting the tax on behalf of the State
of Michigan. State law changes were enacted in response to
weak SAF revenue growth during FY2002 that changed the
collection date for this tax. The changes advanced the collec-
tion of the tax entirely to the summer tax bill (July) begging in
2002, effectively pulling forward into FY2002 revenue that would
have been received in FY2003. As part of the change, the
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