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Headlee’s Social Welfare Problem
By James M. Hohman

Summary

Tax hike proponents argue
that the room between the
Headlee amendment’s revenue
cap and actual revenues in
Michigan demonstrate that the
state tax system is outmoded.
Revenue is only below the cap,
however, when payments from
government programs are
included. Including social welfare
payments is hardly an indicator
that Michigan’s broken economy
can afford more taxes.
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Michigan Office of the Budget and the Bureau of Economic Analysis. Note that
personal income revisions were made subsequent to official calculations and
are reflected in the alternative headlee measures.

The idea that Michigan tax revenues are declining faster than the
private economy is a well-worn talking point among tax hike proponents.
For example, in the introduction to its report on possible reforms,
the “Legislative Commission on Government Efficiency” stated that
Michigan’s tax system “is no longer appropriately linked with the state’s
current resources/tax base.”
The piece of evidence often cited is the fact that since 2001,
state revenues have fallen increasingly short of the 1978 Headlee
amendment’s state revenue limit, which caps state tax revenues at
9.49 percent of total personal income of Michigan residents. But apart
from excluding the large increases in federal revenue to Lansing, the
state uses a benchmark that improperly measures what Michigan
taxpayers can afford. When the limit is adjusted to exclude government
transfer payments the state winds up taking more than $1 billion above
the limit, despite the fact that actual state tax and fee revenues are
currently some $8 billion below the cap.
Personal income measures all the money obtained by every resident
of the state from payroll compensation, returns on capital (as measured
by dividends, interest and rent) and transfer payments (primarily funds
received from government programs like welfare, unemployment insurance
and social security). When the Headlee amendment was adopted in 1978,
transfer payments accounted for 11.2 percent of state personal income.
Today, they constitute 18.8 percent.
The intent of the Headlee revenue limit was to ensure that state
government did not grow faster than the private economy. While income that
individuals receive from work and investments are reasonable indicators of
their ability to pay more taxes, money they collect from different arms of the
welfare state is a different matter. It is not a sign that tax burdens are more
easily borne.
Also, the wages and salaries component of “personal income” are people’s
gross pay — your paycheck before all the deductions for FICA and income
taxes and the like are taken out. Those payroll deductions are also the source
for most of the transfer payments included in the aggregate personal income
figure. Wages and salaries are already burdened by these social welfare
programs, so including both the payments and the payouts themselves is a
clear case of double-counting.
continued on back

So, what if state personal income — the basis of Michigan’s constitutional cap
on state government revenue — did not include these social welfare programs?
The accompanying chart shows striking results.
Without these government assistance programs, state revenues would have
exceeded the Headlee limit by $1.3 billion last year. And except for three years
(2002 to 2004), state revenues would have exceeded the limit in each of the past
10 years.
It can be argued that if the Headlee drafters did not intend transfer payments
to be included as part of personal income, they would have used a higher percentage
for the revenue cap. But, if transfer payments remained at the same percentage of
personal income as existed in 1978, the state would still be below the cap, though
much closer than when growing transfer payments are included.

The state is getting a
growing percentage of the
private resource base,
and any proposed tax
hikes would only shrink
the private sector.

Perhaps more important than the question of whether the state is above or
below the limit, is whether the tax burden is increasing compared to the private
sector. Since 2001, there has been an upward trend in personal income minus
transfer payments. Proponents of tax hikes often claim that the decreasing share
of revenue is evidence that the tax system is “broken,” but if that were the case,
it was broken in 2000 and fixed by 2002. It appears that the state is getting a
growing percentage of the private resource base, and any proposed tax hikes would
only shrink the private sector.
Total state revenue has grown substantially in spite of the fact that the
Headlee-restricted revenue has increased more slowly. It is true that personal
income has increased at a greater rate than state revenues, but the reason is not
that Michigan residents are wealthier and more prosperous. The reality is that
the state’s system of collecting taxes and fees has been more generous to the
government than to taxpayers.
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