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Facts Matter

Tax Expenditures:
Silently Draining the State Budget

t a time when state and local revenues are plummeting

and the state faces a serious structural budget deficit,
the Michigan Legislature continues to pass tax expenditures
that would further erode state and local revenues. Over a
billion dollars of tax expenditures have already been passed
out of legislative committees during this legislative session.
This briefing examines tax expenditures and provides
recommendations on how to improve the tax expenditure
process.

What are tax expenditures?

Simply put, tax expendituresreduce or eliminate taxesthat would have been
otherwisepaid by individuasand entities, thereby reducing tax revenues.
Tax expenditures can be defined broadly asthetax revenueforgoneasa
result of preferential provisionssuch ascredits, deductions, exemptions,
deferrals, exclusionson lower tax rates, according to the Michigan Depart-
ment of Treasury. These provisionsaretax expendituresbecause, like
appropriations, they alocate resourcesfor specific public purposes, but do so
through the tax system rather than the expenditure system.

How much does Michigan “spend’ on tax expenditures?

Tax expenditureswere projected to increase 3 percent between fiscal year
2009 and fiscal year 2010—from $35.4 billionto $36.4 hillion, according to
the Michigan Department of Treasury. To put that in perspective,
Michigan’stotal statetax revenuefor fiscal year 2009 was estimated to be
$24.2 hillion. Tax expenditures—the revenue Michigan forgoes—are
growing at afaster rate than statetax revenue. Between 2005 and 2008, tax
expendituresgrew by about 15 percent compared with an 8.8 percent growth
intotal statetax revenue.



Why should we be concerned about tax
expenditures?

Tax expenditures:
e reducerevenuesavailabletothestatefor

gpending;

e cangrow incost;

e arenot regularly reviewed by the Legidature;
and

e do not haveto go through the appropriations
process.

Like spending on specific programs, tax expendi-
turesdirectly impact the state budget, but they do so
inamoresilent way. Some have evenreferred to tax
expendituresas‘‘ silent spending.” Particularly during
difficult budget times, state spending isclosely scruti-
nized by the governor and the Legidlature. Inorder
for any spending to occur, it must first be authorized
by the L egislature and the Governor. Thereisno
continuation funding for state programs. Tax expendi-
tures, on the other hand, continue on without
authorization, unlessthey areeliminated.

policy based on sufficient and appropriateinfrastruc-
tureinvestmentsand service provision, and abal-
anced, predictableand fair tax system.”

How could the tax expenditure process be
improved?

The Legidature should take actionto require that
every tax expenditure bereviewed by the appropriate
appropriations committee as part of the budget pro-
cess. Rather than just allowing tax expendituresto
continuewithout review, adecision should berequired
asto whether atax expenditure continues or ends.
Tax expenditures should be eval uated to determine
whether they are still necessary, are meeting their
goals, are cost-effective, are benefiting the public at
largeand areworth their cost to the state budget.
Sometax expendituresare worthwhileand agood use
of state money, othersarenot. A review systemis
needed to determinewhichiswhich.

Over thelast several years, morethan $4 billion
has been cut from the state budget, but few if any
tax expenditures have been eliminated. Whenthe
governor and Legidaturelook at revenuesavail-
ableandlineitemsinthe budget, tax expenditures
arenot apart of that discussion. Essential services
arebeing cut and eliminated whiletax expenditures
continuewithout evaluation. A list of tax expendi-
turesisincluded inthegovernor’sbudget, but
unlike budget bills, thelistisnot debated by the
Appropriations Committees.

Do tax expenditures stimulate
economic development?

Defendersof tax expenditures often usethe argu-
ment that such expenditures are needed in order to
stimul ate economic development and to create
jobs. Theevidence, however, suggests otherwise.
According to a2003 report for the Louisiana
Department of Economic Devel opment, tax
incentives** often have no measurableimpact on
growth, and even whenthey do, itislikely that they
arenot cost-effective...most economistsinthe

field would recommend economic devel opment
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