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Tax Changes Hit Low-Income Families the Hardest

New tax changes cut business income tax revenues by
83 percent and increase individual taxes by 23 percent.

by Joanne Bump
Senior Policy Analyst

he tax package adopted by Gov. Rick Snyder and e Honorsexisting MBT firm-specific creditsworth

the L egislature |ast year will begintotake effectin an estimated $500 millionin FY 13, up from $293
2012. Michigan'sbusinesstaxeswill be reduced by millionin FY 12. Thenet businesstax revenue
$1.6billion, whileindividual incometaxeswill increase will be$343millionin EY 13.

by $1.4 billion, whenfully implementedin Fisca Year
13. Thesetax changes make Michigan’stax structure
even moreregressive. Low-incomefamilies, struggling
duri ng thesedifficult economicti mes, will behard hit by Taxes on Individuals Skyrocket as State
thesetax changes. Thisanalysisexaminesthe major Revenues from Businesses Dwindle
tax changes, their distributional impact onlow-income
populations and makestax policy recommendations.

OFY 13 old tax code
WFY 13 new tax code

Overview of the Business Tax Change? L 88 _
E §7 1 57.7B
2 56 ] $6.38B
¢ Eliminatesthe Michigan Business Tax, with an = gg 1 £
estimated revenue collection of $2 billionin FY £ 54 -
11, prior tothetax change. E gg ] 528
e Leviesanew 6 percent businessincometax on E $1 5343 M
corporationsonly, effective Jan. 1, 2012. This S0 .
new structurewill generate an estimated $799.1 Perscnalincome  Business Income
millioninFY 13, whenfully implemented. Tax Tax

Source: Data from House Fiscal Agency
Chart by the Michigan League for Human Services.

1 “Description of Currently Enacted Personal Income Tax Changes with Taxpayer Examples,” June 8, 2011 House Fiscal Agency (HFA)
memo, page 1, http://www.house.mi.gov/hfa/PDFs/FINAL%20TaxpayerExampleM .pdf

2 “Replace MBT with Corporate Income Tax; Restructure Personal Income Tax” June 8, 2011, HFA Legislative Analysis, http://
www.|egislature.mi.gov/documents/2011-2012/billanalysis/House/pdf/2011-HL A-4361-6.pdf and SFA “Tax Restructure”, http://
www.legislature.mi.gov/documents/2011-2012/billanalysis/Senate/pdf/2011-SFA-4361-N.pdf
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e Changesbusinessincometax suchthat 95,000
businesses, or about two-thirds of all businesses,
will not berequiredto pay.®

¢ Businessesbenefit from an 83 percent reduction
in state revenue.* Some businesstax creditsthat
were eliminated from thetax code are being
restored, in part, through direct appropriations.

Job SurgeNot Likely: Thegovernor’sbusinesstax
cut was promoted as away to create a better business
environment, onethat ismore conduciveto job growth.
However, corporateincometax cutsareunlikely to
have apositiveimpact on astate’ srate of economic
growth or the pace at which it generates private-sector
jobs, according to the Center for Budget and Policy
Priorities®

When corporationsreceiveatax cut, thereislittleor no
new incentivefor long-run corporateinvestment and so
thetax cutsdo not pay for themselves, accordingto the
CBPP. Michiganians expressed asimilar view about a
recently proposed businesstax cut inan EPIC/MRA
poll. When asked what they thought businesswould do
with themoney if the Personal Property Tax was
eliminated, 56 percent said they would keep it as profits
or for some other usewhileonly 26 percent said they
would investitin new equipment.®

Job Creation Optional: While Michigan businesses
will haveasignificant tax cut, the new tax changesdid
not require Michigan businessesto createjobsor
expand businessinvestment in exchangefor thetax

cut. Improvementsin the Michigan unemployment rate
will occur as part of the expected economic recovery.
But no requirementswereincorporated into thetax
changesfor reporting new jobs or evaluating the benefit
of job growth compared to the cost, independent from
what would have happened without the tax reduction.

Incentiveto Opt Out of Corporate Entity: During
debate over changesto the businesstax, theissuewas
raised that the new tax structurewould create an
incentivefor businessesto avoid taxation by changing
their entity to anon-corporation. A good tax structure
makesit difficult to evadetaxes. Inaddition, it raises

sufficient revenueto pay for government services. If a
number of businesses changetheir entity toa
noncorporation, collectionswill belower than expected.

Business Uses Public Services: During the
administration’s presentation of thetax changes, the
argument was madethat eliminating abusinesstax on
incomes of about 95,000 busi nesses hel ped to address
the doubl e taxation of businessincome, oncethrough
the businessincometax and again by theindividual
incometax paid by businessowners. Thedouble
taxation concernisflawed becauseitisonly appliedto
busi nessand not toindividuals. For example, personal
incomeistaxed once, through the personal incometax,
and again, throught the salestax on purchases. Infact,
the doubl etaxation for individual swas madeworse
when the recent tax changes eliminated the city income
tax credit so that individual s pay taxes onthe same
incometwice. The other argument in favor of taxing
businessesisthat they use government servicessuch
aspoliceandfireservicesfor their building, asa
separate entity fromindividuals, and these benefits
should be paid for through taxes.

Individual Income Tax Changes

Overview: Eliminates, limits, or reduces severa state
individual incometax exemptions, creditsor deductions
inorder to finance the businesstax cut. Examples
includereducing the state Earned Income Tax Credit
from 20 percent to 6 percent of thefederal credit,
increasing taxes on sel ected types of pensionincome
based on the age of the senior filer, and reducing the
number of taxpayersqualifying for the Homestead
Property Tax Credit.

New Law IsNot Simple: Recent tax changeswere
defended based on theideathat they ssmplified thetax
structure. Simplicity meansthat it iseasy to understand
what is being taxed. It does not mean the broad
elimination of tax provisionsthat madethetax structure
more equitablefor low-incomefamilies. In addition, the

3 Lansing State Journal, January 2, 2012. “New state tax good for business.”
4 Revenue estimates from May 2011 Consensus Revenue Estimating Conferenc, and House Fiscal Agency data October 2011.
5 “Cutting State Corporate Income Taxes Is Unlikely to Create Many Jobs”, By Michael Mazerov, September 14, 2011, http://www.cbpp.org/

cms/index.cfm?fa=view& id=3290

6 Gongwer, October 7, 2011, “Poll: Voters Might Punish Legislators For PPT. Repeal”
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changesto senior tax preferenceswere anything
butsmple.

Tax ChangesHinder Efficiency: The new tax
changeswerejustified based on the belief that the
changes madethetax structure more efficient. The
principleof neutrality, also called efficiency, isthat
tax systemsfavoring onekind of economic activity
over another canlead to the misall ocation of
resourcesor provide preferential tax treatment.
Under thetax changes, businesses providing the
same good or service, but working under a
noncorporation entity, will haveatax advantage
over those with ataxable corporate entity.

OutcomesNot Fair: Taxesshould befair and
based on aperson’sability to pay.”Under the
Michigan Congtitution, theindividual incometax isa
flat tax rate, but other provisions have been modi-
fied over theyearstoinclude the Earned Income
Tax Credit to maketheflat tax more equitable.
However, when the new tax law eliminated most of
the credits, the state al so lost the mechanismto
proficiently providetax fairness. The persona
incometax had been used asa cost-effective
vehicleto report and verify thefamily’sincome. Tax
relief was needed because under the old law that
included the 20 percent EITC, low-incomefamilies
wereaready paying moreintotal stateandlocal
taxesasapercent of their income than those with
higher income.® The stateincometax not only
collected revenue, but also did agood job of provid-
ing tax relief from other state and local taxeson
salesand property. Theincometax structure was
doing what it was supposed to do when low-income
familieswere provided creditsto achievefairness.

L ost Opportunity: Ananaysisby theInstituteon
Taxation and Economic Policy, using the prior law
tax rate of 4.35 percent found that Michigan’s
existing tax system wasregressive. Thelowest 20
percent incomegroup paid 9.1 percent of incomein
state and local taxes, whilethetop 1 percentincome
group paid only 5.6 percent. Low-incomefamilies
pay ahigher percentage of their incomein state and

Low-Income Families Were already Paying
a Higher Share of Their Income in State and
Local Taxes Before the 2011 Changes

Total state & local taxes
as a % of income
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Source: Data from Institute for Tax and Economic Policy
Chart by the Michigan League for Human Services.

local taxesthan do higher incomefamilies. Likeall Michi-
gan residents, they pay salesand property taxesin addition
to personal incometaxes. Unfortunately, however, sales
taxesdisproportionately affect the state’smost vulnerable
taxpayers, aslow-incomeresidents pay substantially more
insalestax, asashare of their income, than do higher
incometaxpayers. Onereasonisthat low-incomefamilies
spend most of their earnings on necessitieswhich tend to
be goodsthat aretaxed. Higher incomefamilies spend
more on servicesthat are not taxed. Changing the state’'s
tax structure created an opportunity to soften the blow of
poverty and to provide greater economic security for low-
income people. However, the enacted changesdo the
exact opposite.

Key Personal Income Tax Highlights®

e Statelncome Tax Rate was reduced from 4.35
percent to 4.25 percent on Jan. 1, 2013 and then
frozen at 4.25 percent. Theannual 0.1 percent rate
reductionincludedintheold law wasrepealed. The

7 “|TEP guide to Fair State and Local Taxes 2011,” p. 5, http://www.itepnet.org/state_reports/guide2011.php.

8 Source of datais the Institute on Taxation and Economic Policy (ITEP), February 2011. This is a special ITEP analysis that shows the
change from the old 2011 tax structure and Gov. Snyder’s proposed and included the state EITC at 20%.

9 FY 13 tax change revenue estimates from HFA, June 8, 2011 report.
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statewill gain an estimated $223 million per year
by not reducing the rate further from 4.25 per-
cent, asorigindly planned.

e Thepersonal exemption of $3,700 will beindexed
toinflation beginningin 2013. In November of last
year, the Michigan Supreme Court found uncon-
stitutional the phased out exemptionfor individuas
with total household resources starting at $75,000
andfor joint filersstarting at $150,000. Thistax
increase onindividualswasestimated at $83.4
millioninFY 13.

¢ Eliminateall other major refundable and non-
refundable credits except for the Homestead
Property Tax Credit and the home heating credit.
Thisincludesthe elimination of thehomeless
shelter/food bank creditsfor cash donationsto
qualifying homeless shelters, food banksand food
kitchens. Prior to the change, the nonrefundable
credit wasequal to 50 percent of theamount
contributed, up to amaximum credit of $100 for
singleand $200for joint returns. Thiscredit
provided $18.8 millionin 2009 to 234,100 taxpay-
ers, for an average credit of $80.%° Theelimina-
tion of thiscredit comesat atimewhen policy
decisionsareresultinginareductioninthe
number of peoplereceiving cash assi stanceand
food assistance, driving up the demand on food
banksand homeless shelters. Ending thiscredit
will resultinindividua s paying $23 millionmorein
FY 13.

¢ Thetax changeseliminated the $2,300 exemption
for seniors age 65 and ol der and taxpayerswith
unemployment insurance equal to or greater than
50 percent of their income. Ending these exemp-
tionsisestimated to increasetaxeson individuals
by $41 millionfor FY 13.

¢ Child deduction waseliminated for areduction of
$57.1 millionin FY 13. It provided a$600 subtrac-
tion from adjusted grossincomefor each depen-
dent child age 18 or younger, impacting all fami-
lieswith children.

¢ Inaddition, mgor cutswere madeto the Home-
stead Property Tax Credit and the Earned
Income Tax Credit, discussed below.

Homestead Property Tax Credit

The credit isdetermined based on a percentage of the
property taxesthat exceed 3.5 percent of income. Prior
to thetax changes, therefundable credit wasequal to
60 percent of theamount that property taxes (or 20%
of rent) exceeded 3.5 percent of income. The credit
cannot exceed $1,200. Seniors, age 65 and up, and the
disabled, received acredit equal to 100 percent of the
amount that property taxes are greater than 3.5 percent
of income. Accordingtothe FY 11 Tax Expenditure
Report, the average 2009 Homestead Property Tax
Credit was $585.30 for generd taxpayersand $786.71
for senior taxpayers.** The table below showsthe
amount of property taxes, at acertainincomelevel, a
sampletax filer would have paid to qualify for the
average credit. Thetaxpayer paid higher property
taxestotheir local government than wasfair based on
the statetax policy for that family’sincome. The
incometax credit did what it wasintended to do by
providing property tax relief.

Michigan Homestead Property
Tax Credit, 2009

Taxpayer Examples

Type of Taxpayer General | Senior
Property tax paid $2,000 $2,000
Income $29,300 | $34,645
3.5 % of Income $1,026 $1,213
Taxes paid over 3.5% of

income $975 $787
Apply applicable percent 60% 100%
Credit $585 $787

Chart by the Michigan League for Human Services.

10 “Michigan Individual Income Tax 2009,” Michigan Department of Treasury, published July 2011, http://www.michigan.gov/documents/

treasury/II T_2009_359461 7.pdf, p. 3.

11 “Michigan Individual Income Tax 2009,” Michigan Department of Treasury, p. 24.
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New HPT C: After the recent tax changes, fewer
taxpayerswill now qualify for thiscredit. An estimated
268,500 filers, with middleincomesfrom $50,000to
$82,650, will losethe credit. Seniorswithincomeover
$30,000 to $50,000 will receive alower applicable
percentage from 100 percent under the law to 60
percent under the new law. A $270.2 millionincreasein
taxeswill bepaid by individualsin FY 13.%2

Limited Eligibility: If alow-incomefamily qudifies
for theHPTC, the credit can significantly reducetheir
tax burden. However, many low-incomefamilieswill
not qualify because they do not own or rent ahome.
Only about half, or 412,300, of thoseclaimingtheEITC
asoclamtheHPTC, accordingtoaTreasury EITC
report.® To make ends meet, many of theselow-
incomefamilieswith children areliving with relativesor
friendsinstead of renting.

Expanded Definition of Income: The new tax law
includesachangefrom using “ household income’ to
“household resources’ indefining incomefor the
purposes of the HPTC.** Household resourcesinclude
all incomereceived by dl individuasinthehousehold
and excludes selected business|osses. Thischangewill
impact family membersthat areliving together because
the household may contain morewage earners. While
living under the sameroof, theseindividuasare not
necessarily sharing income. Yet, thisgreater income
will beincludedintotal household resources so that
evenfewer filerswill qualify for the credit. The change
createsadisincentivefor familiesto help others
needing shelter by taking theminto their homes.

Earned Income Tax Credit

Taxing FamiliesInto Poverty: Fiveyearsago, Michigan
wasoneof just five statesthat taxed aworking family
of four making lessthan $14,000, about 71 percent of

12 HFA, June 8, 2011 report, p. 10.

thefedera poverty level, one of the harshest levels of
taxation on the poor in the country.®® That changed for
the better when lawmakers passed the state EITC,
effectivein 2008. The EITC rewardsearnings. The
credit amount varies by family'sincome and number of
children. Thevalue of the EITCincreasesasearnings
rise. Thelargest EITC benefitsgo toworking families
withincomesbel ow thefedera poverty line. EITC
refunds hel p low-incomefamilies because they can use
it to pay for necessitiessuch asrent, utilities, car
repairsor salesand property taxes. In addition, the
refundability of the credit allowsMichigantouseit asa
fixed dollar state match known as Maintenance of
Effort for the TANF block grant.

FY 12 Executive Budget Recommendation:
Eliminated thestate EITC, estimated at $338 millionin
2009. Inafinal hour agreement, the EITC wasretained
at 6 percent of thefederal credit at $112.1 million,
according to the House Fiscal Agency. Theaverage
payment is estimated to fall from $432 per family at 20
percent of thefederal credit® to $143 at 6 percent of
thefederal credit for 782,600 filers. Taxeson low-
incomefamilieswereincreased by $261.6 million.

Kidsin Poverty: The proposed elimination of the
EITC ran counter to thegovernor’s MiDashboard,
which usesreducing child poverty asanindicator of the
state’seconomic strength. It was estimated that 14,000
childrenwouldfal into poverty with thedimination of
the EITC.Y Although the EITC was not compl etely
eliminated, the 70 percent reduction in thetax rate
based on thefedera credit will hurt low-income
working families.®

Thefact that the EITC wasretained, even at alower
level, increasesthelikelihood that thetax credit could
berestored in coming years. Thiswould help low-
incomeworking peopleand thelocal economiesthat
benefit when the EITC credits are spent.

13 Data from Treasury, TY 2009 EITC report, p 3, published February, 2011 http://www.michigan.gov/documents/treasury/

2009EITCReport_345541_7.pdf
14 HHR definition from HFA, June 8, 2011 report, p. 10.

15 Taxing Families into Poverty From CBPP, “The Impact of State Income Taxes on Low-Income Families in 2010.”
16 “Michigan’s Individual Income Tax 2009", Michigan Department of Treasury, July 2011, http://www.michigan.gov/documents/treasury/

[1T_2009_359461_7.pdf, p. 2.

17 Taxing Families into Poverty from CBPP, “Impact of the State Income Tax on Low-income Families in 2007", p. 14.
18 The EITC tax rate was reduced from 20% to 6% of the federal credit, a cut of 70%.
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Low-Income Families and Seniors
Hurt the Most

Thelngtitute on Taxation and Economic Policy pre-
pared adistributional analysisof Michigan’snew
personal incometax changes.’® The analysisassumes
that all tax changeshave been fully phased-inincluding
the pension changesthat are being dowly phased-in by
year of birth over the next few decades. Most of the
other tax changeswill take effect shortly after FY 12.

Thetax changes
on pensionswere
0 PR foundto be
51% of alll I\/I|Clh|gon contitutional by
tax payers will pay theMichigan
more personal Supreme Courtin
income taxes November.
Didributiona

analyses of taxes show who truly benefitsor isharmed
by tax changes. Following are highlightsfrom the
Ingtitute on Taxation and Economic Policy’ sanalysis of
the Michigan’stax changes. Thisanalysisincludesthe
estimated impact of the Michigan Supreme Court’s
November decision declaring uncongtitutiona the
phase-out of the personal and pension exemptionsfor
singlefilerswith household resources starting at
$75,000 and for joint filersstarting at $150,000. Itis
clear that theregressivity of thetotal state and local
taxesby incomewill become even moreregressive by
continuing to providethese persona exemptionsfor
higher incomefilers.

Tax I ncrease: Fifty-one percent of all Michigan
taxpayerswill pay moreinindividual incometaxes. Tax
increasesresult primarily fromthe reduction or elimina-
tion of tax credits, exemptionsand deductionsto the
stateindividual incometax. The pension tax changes
areabig contributor to thetax hikes. Given the com-
plexity of the senior tax changes, anin-depth review of
specific provisionsisbeyond the scope of this paper.

Token Tax Cut: Thirty-six percent of all Michiganders
will get atax cut intheir individual incometax when the
law isfully implemented. Thelaw includesascheduled
tax rate reduction from 4.35 percent in 2012t0 4.25
percent on Jan. 1, 2013, representing three quarters of
FY 13. Thisrate cut isthe primary reason that some
taxpayersreceived areductioninindividual taxes. The
cutisfairly regressive and benefitsthe upper income
groupsthe most, keeping their net tax increase low. See
thetable below for acomparison of thetax impact
based on asamplefamily’sincome.

Higher Income Family Gains
More From Tax Rate Cut

Family Income Low High

$17,000  $100,000

Income

Less personal exemption
of $3,700 (family of three) ($11,100) ($11,100)

Taxable income $5,900 $88,900
Change in tax rate (0.1%) (0.1%)
Tax cut ($6) ($89)

Chart by the Michigan League for Human Services.

A tax cut amounting to onetenth of one percent onthe
rateisnot going to have much of animpact onthe
family pocketbook. Thissmall reduction palesby com-
parisontothe$1.4 billiontax increaseonindividuals
from reducing the Homestead Property Tax Credit, the
EITC, and senior tax preferences, among other
changes.

Non-Pension Income: A few seniorswill receivea
tax cut. Whilethe pensionincomewastax exempt
under the old law, they were taxed on other types of
income. Now thefiler may receiveatax cut froma
deduction of $20,000 for individualsor $40,000for
couples. However, thisprovision may not be as benefi-
cial asit first appearsbecause the new deduction cap
appliesto other typesof income, like Socia Security,
which was exempt under the old tax law.

19 |TEP Analysis, Institute on Taxation and Economic Policy (ITEP), May 2011, “Impact of Personal Income Tax Changes Enacted Into
Law, if Fully Phased-in for Tax Year 2011, All Michiganders, 2011 income levels.” Additional ITEP analysis of Michigan included at http://

www.itepnet.org/state_reports/povertyday.php
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Lowest Income Group Hit the Hardest by
New Tax Changes

Total state & local taxes
as a % of income
0.4%

1.0%
3%
0.2% ' EI[I‘I%

0.0% 4 T
17 & $‘l?— $33- $53— $83— $15‘l— $334
Less $33 B§53 §83 5151 §334 &Up

1.0%
0.8%
0.6%

Income Group in Thousands of $ |

Thefourth 20 percent income group (incomes of
$53,000t0 $83,000) will pay adightly higher
percentage of incomethan thetwo immediately
preceding income groupswith a0.8 percent tax
change asapercent of income. Beforethe
Michigan Supreme Court decision that declared
unconstitutiona the elimination of the persona
exemption for higher income groups, thisincome
group would have paid higher taxes. They would
have reached the point at which singlefilersbegin
toreceiveasmaller persona exemption. The
phase out of the exemption began at $75,000 of
income and was eliminated at $100,000 of income
for snglefilers. Inaddition, some seniorsfiling a
singlereturn and reaching $75,000 of incomewil|
losethe senior exemption of $20,000 for those
bornin 1946 and | ater.

Source: Data from ITEP,
Chart by the Michigan League for Human Services.

Tax Changes by Income Group

All incomegroupsreceived an averagetax increase. The
amount ranged from $101 for the lowest incomegroup to
$636 for the next to the highest income group.

Thelowest 20 percent income group, with

Thenext 15 percent (from $83,000 to $151,000)
will pay an averagetax increase of $459 or 0.4
percent of their income. The next 4 percent
($151,000 to $334,000) incomegroupwill pay an
averagetax increase of $636 or 0.3 percent of their
income. The Supreme Court decision continued the
$3,700 persona exemptionfor singlefilersbeginning
at $75,000 of incomeand joint filersbeginning at
$150,000. Thesegroupsare paying alower tax
burden compared to thefamilieswith lessincome.

incomesof lessthan $17,000, will pay thelargest
tax increase asapercent of their income, up 1
percent. Thisgroup will pay an average of $101
moreintax liability. Taxesincreased onthis
group duelargely to thelowering of the EITC
rate from 20 percent to 6 percent, and the
elimination of the$600 child deduction.

Taxpayersin the second 20 percent income
group (incomesfrom $17,000 to $33,000) will
pay an averagetax increase of $160. The
middle 20 percent income group (incomes of
$33,000to $53,000) will pay an average of $296
more. Both groupswill pay 0.7 percent moreas
apercent of income. Thismiddle group pays

5750

3500 —‘ 5906
160
2250 '| 5101 $
*

50

Average Tax Increase by Income Group

BE36

$1?& $‘I?— $33— $53— $83 $151— $334
Less $33 §53 5§83 3$151 H334 &Up

| 5514 g4

| Income Group in Thousands of $

morein part because of the new provisionsin
the Homestead Property Tax Credit, which will
befully phased out at $50,000.

Source: Data from ITEP.
Chart by the Michigan League for Human Services.
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Thetop 1 per cent income group, with incomes over
$334,000, will pay thelowest percent of theirincomein
taxesat .001 percent. The averagetax changewill be

although at significantly lower amounts, reaching an
estimated $799.1 millionin FY 13. Whileagood tax
structure providesfor adequate revenues, business

$7. Taxeswere nearly incometaxesare
thesamefor thetop 1 losing ground onthis
percent largely dueto . . measure.

thetax ratecut, Michigan Business Income Taxes

persona exemption
continuation and the

Long-Term Revenue Decline from FY 01 to FY 13

Less Revenue
L ess Service:

factthat thetaxationof | & Corporateincome
. : S 8§25 taxesareanimpor-
pensionsdid not hurt = 20
: 5 52 tant source of rev-
them asmuch, astheir E 515
. . - : enuethat statesuse
incomesarelikely to 2 %10 :
. = tofund public ser-
includegreater s §05 L .
. 8 g vices, including
NoNpPens on Sources. : . :
Y FY FY FY FY FY FY EY FY FY FY FY FY servicesessential to
Changesthattax 01 02 03 04 05 06 OF 08 09 10 19*12*13* future economic
pensionsarean : growthlike education,
important factor “Estimates infrastructure, health

contributing to thetax

care, and public

increase, especidly in
themid-20 percent,
fourth 20 percent, next
15 percent and next 4 percent. The bottom income
groups benefit from the $20,000/$40,000 senior exemp-
tion. However, these upper-middlie-incomegroupsare
impacted more becausetheir pensions, dividends,
interest, and capital gainsare often larger than $20,000/
$40,000 senior exemption.

Source: State of Michigan, Comprehensive Annual Financial Report?°
Chart by the Michigan League for Human Services.

Lower State Revenues Will Also Hurt Low-
Income Families

Thechart aboveillustratesthat revenue from various
Michigan businessincome taxes has hovered near $2
billion over thelast decade. The Single Business Tax
fell dightly below that level until it waseliminated and
replaced by the Michigan Business Tax in 2008, when
revenuesroseto nearly $2.5 billion and then declined to
$1.8hillionby FY 10. Theforecast for FY 11 showsa
dight upward trend, returning to $2 billion, followed by
adropto$1billionin FY 12 astheMBT isphased out
and the Corporate Income Tax collectionsbegin,

safety. However, due
to state balanced
budget requirements,
state corporateincometax cutsthat necessitate
reductionsto public services could adversely affect
long-term growth.

Tax Cut Unspent: Whilelow-incomefamilies spend
their scarceincome quickly to meet their basic needs
withinthelocal community, corporationsareunlikely to
spend thefull amount of thetax cutinstate. Thisfall in
spending could result in anear-term drop to the stimu-
lus of the state’seconomy activity.

Safety Net Cuts: Most of the $1.6 billion business
incometax revenuelosswill be made up from policy
changesto theindividua incometax, estimated to
increase by $1.4 billion. Policymakersdiscussed the
prospect of cutting businesstaxesto create jobs versus
maintai ning programsthat stabilizelow-incomefami-
lies. Thisreplacement revenue could also have been
used to fund important government structuresthat
werecut by $1.5billionin FY 12. Thesecutswill have
anegativeimpact on familiesthat need a safety net
during thesetimes of ongoing economic difficulty.

20 gState of Michigan, Comprehensive Annual Financial Report, Fiscal Year Ended September 30, 2010. http://www.michigan.gov/documents/
budget/FY2010_CAFR_2010_345361_7.pdf, p. 272. FY 11 - FY 13 estimates based on May CREC forecast.
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Recommendations for a Better Structure

Restore Credits: Policymakers should restore some
of thetax provisionsthat increased the equity of the
persona incometax. Theseinclude stopping the
reduction of the EITC from 20 percent to 6 percent.
Thereductionto the credit will not impact low-income
familiesuntil they submit their tax returnsin 2013 so
thereistimetoreturnit to ahigher level. Revenuesare
availablethrough either the staterainy day fundwitha
balance of $256 million or theestimated FY 11 surplus
of $457 million.2

Graduated IncomeTax: The state could benefit from
taxing other sourcesto make up for the revenue once
provided by the businessincometaxes. Thiswould help
finance government servicesand avoid budget cutsin
thefuture. Oneoptionisto

Sales Tax on Services. Comprehensivereform could
alsoincludeasalestax on services, modernizing
Michigan’stax structurein away that can meet the
needs of a21st century competitive state. The Michi-
gan Legislature expanded the salestax to servicesin
2007, but quickly repealed it given concernsthat some
servicesweretaxed but otherswere exempted.
Consumers consumption patterns have been shifting
from goodsto servicesfor severa decadesand this
trendisnot likely to change. Therefore, taxing some
serviceswould appear to be essential to maintaining a
revenue base over thelong term that could match the
need for government structures.

L ow Income SalesTax Credit: Michigan's salestax
wasincreased from 4 percent to 6 percent in 1994 with
passage of Proposal A. Thisadded to the regressivi-ty
of thetax structure and the burden on low-income
households. Althoughthe
saestax burdenin Michigan

changeMichigan’sincome
tax fromaflattax toa
graduated incometax.

Tax OPTIONS TO IMPROVE FAIRNESS

ismitigated somewhat by
theexemption of food and

Michiganisoneof only
seven statesthat have aflat
rateindividual incometax
structurethat taxesall
residentsat asinglerate. In

Restore 20 percent EITC

Adopt graduated inome tax

Extend sales tfax to services

Create alow-income sales tax credit

prescription medicationfrom
taxation asaresult of an
amendment to the state’s
Constitution adoptedin 1974,
asalestax on some services
couldincreasethe burden on

agraduated incometax
structure, thosewith higher
levelsof personal incomearein ahigher tax bracket
and aretaxed at ahigher rate and those with lower
incomes pay alower rate. Under such atax structure,
taxpayersin similar econ-omic circumstances pay
similar amountsof incometax.

Flat Rate CreatesHigher Burden: Currently,
Michigantaxesall personal incomeat aflat 4.35
percent. Under the new tax changesin P. A. 38 of
2011, thisratewill declineby 0.1 percent to 4.25
percent starting on Jan. 1, 2013 and then therate will
befrozen. While everyone paysthe same percentage
of their income under Michigan’sflat tax, that percent-
agerepresentsagreater share of disposableincome
for low- to middle-incomeindividualsand familiesand,
therefore, resultsin ahigher tax burden.

21 Revenue Estimating Conference, January 13, 2012.

low-incometaxpayers.
However, thiscould be
remedied with asalestax credit for low-income
families, meant to offset some of theregressive
burden. Expanding the salestax to serviceswould
providean aternativeto making further spending cuts
and would improvethe stability and adequacy of
Michigan’stax structureby raising $1.65 billionin
collections.
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