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Economic development has been crucial to the mission of Michigan State University, ever since the institution was founded a century and a half ago.  Today, economic issues are more important than ever before.  MSU President Lou Anna Simon has emphasized the University’s pivotal role in shaping the future of the Michigan economy.  A few years ago, President Simon commissioned me to write a short book about the Michigan economy.  The result was Michigan’s Economic Future, published in 2006 by the MSU Press.  


Some people may think that “Michigan’s Economic Future” is an oxymoron, but I don’t.  Based on my studies of the Michigan economy, I am cautiously optimistic.  It is undeniably true that Michigan’s economy hasn’t grown as rapidly as the economy of the rest of the country.  This unfortunate trend has been going on for several decades.  But I believe we can do better, if we can break ourselves free from old ways of thinking and doing.


We can only break free from the shackles of the past if we understand the past.  Thus, this essay includes a review of where we are now, and how we got here, as well as some suggestions for how to capture a brighter future.

The Shrinkage of Manufacturing

By the middle of the 20th century, Michigan’s economy was the envy of the world.  Workers from around the country and around the globe migrated to Michigan in search of jobs in the booming manufacturing sector.  Between 1940 and 1970, Michigan’s population grew by  69 percent!  In the 1950s and 1960s, per-capita personal income in Michigan was usually more than 10 percent above the national average.


As long as manufacturing was the primary engine of the world’s economic growth, Michigan was in a good situation.  But other sectors of the economy have grown faster than manufacturing for several decades.  Thus, manufacturing has shrunk as a fraction of the total economy.  By 2005, manufacturing’s share of the Michigan economy shrank from 38.6 percent to only 18.4 percent.

As a result, manufacturing workers and companies have had to go through wrenching changes, especially in the automobile industry.  In the 1950s, the Big Three domestic automakers had a cozy oligopoly, with very little competition.  The companies paid generous wages and benefits to their workers, and passed the added costs along to consumers.  Over time, however, Japanese automakers exerted more and more competitive pressure.  The American automakers were caught with bloated cost structures and lackluster sales.  

This has put great economic stress on many Michigan communities, none more so than Flint.  In April 2007, Genesee County had an unemployment rate of 8.1 percent, which is higher than the unemployment rate in any other metropolitan area in the state.

I emphasize the plight of manufacturing in general, and the automobile industry in particular, because this is by far the most important influence on Michigan’s economic situation today.  Based on the rhetoric one sometimes hears, it would be easy to imagine that “high taxes” are the cause of our economic woes.  In fact, however, Michigan has never been one of the highest taxing states in the nation.  For many years, Michigan’s level of taxation was above the national average, but only slightly.  In recent years, we have been below the national average.  Moreover, the national average level of state and local taxes has been falling for the last 35 years.  Michigan taxes account for a much smaller fraction of personal income than they used to.  If we were to tax ourselves as we did in the 1970s, state and local revenues in Michigan would be larger than they are now, by about $8 billion to $9 billion per year.  

Ag transition

The Crucial Role of Education


Forty or fifty years ago, it made sense for a high-school graduate in Michigan to say “I don’t need to go to college; I’ll get a job on the auto assembly line.”  But that strategy doesn’t work any more.  Many of Michigan’s people lack the skills to compete successfully in today’s economy.  As long as this situation persists, it will be difficult for Michigan to regain its economic prominence.


In a typical year, Michigan falls about three percentage points below the national average, in terms of the percentage of the population with a Bachelor’s degree or more.  This lack of education hurts Michigan more than it used to, because the financial payoff to a college education has grown tremendously in the last quarter century.  Between 1980 and 2000, the inflation-adjusted earnings of Michigan residents with at least a Bachelor’s degree increased by about 29 percent.  Over the same period, the earnings of Michigan residents with only a high-school diploma decreased by about 9 percent.  And the earnings of those with less than a high-school education fell by an astounding 25 percent.

It is important to maintain and strengthen our financial commitment to education, from pre-school to Ph.D.  This is especially important in the case of the physical infrastructure of the schools, which is dilapidated in many school districts, especially in central cities and rural areas.  However, although money is necessary to fix the problem, it is not sufficient.  Money will not get us where we need to go, unless parents also read to their children, turn off the TV, keep in touch with teachers, and create an atmosphere that is conducive for doing homework.  A strong argument can also be made in favor of a longer school year.  Our mediocre educational outcomes are more the result of outmoded attitudes and substandard effort than of inadequate funding.

Incomes in Michigan: Good News and Bad News

Earlier, I mentioned that per-capita personal incomes in Michigan were routinely 10 or even 15 percent higher than the national average in the 1950s and 1960s.  But our relative position weakened over time, because of the decline of manufacturing and our lagging levels of educational attainment.  By 2005, Michigan incomes were nearly five percent below the national average.


Even though incomes in Michigan have grown less rapidly than incomes in the U.S. as a whole, it is still true that the Michigan of today is a very prosperous place.  In fact, inflation-adjusted per-capita income in Michigan was nearly three times as high in 2005 as it was in 1950!  I emphasize our affluence for two closely related reasons.  First, if we focus exclusively on the bad news, we could become paralyzed psychologically.  Second, it’s important to remember that the resources really are there, if only we can marshal them to the task at hand.  We are not so poor that we cannot invest in our future.


As I say, the resources are there.  But they are not distributed evenly.  The biggest story of the U.S. economy in the last 30 years has been the massive increase in inequality.  The large and growing income disparit y has implications for budget policies in Michigan.  The income tax is the only tax that collects revenue on the basis of ability to pay.  Since the ability to pay taxes has become increasingly concentrated in the hands of those at the top of the income distribution, the income tax should play an important role in solving Michigan’s budgetary problems.  I will devote most of the rest of this essay to budget issues.

The Structural Budget Deficit

If we were to put our spending policies on autopilot, public expenditure in Michigan would grow more rapidly than the economy as a whole.  In this regard, the biggest culprit is health care.  Similarly, if we were to put our tax policies on autopilot, tax revenues would grow more slowly than the economy as a whole.  Our antiquated tax system does not keep up with changes in the economy.  Thus, even if the official tax rates stay the same, the tax system applies to a shrinking portion of the economy.  For example, most services are not taxed by Michigan’s retail sales tax, but services account for an ever-increasing share of the economy.  Consequently, the sales tax covers an ever-smaller part of the economy.  


Since public expenditures grow more rapidly than tax revenues, we say that Michigan faces a “structural” budget deficit.   Even if the economy were expanding rapidly, we would still fall behind by hundreds of millions of dollars every year.  We will not grow our way out of the structural deficit-- we can only fix the problem if we change our policies.  Unfortunately, the Michigan legislature has not yet summoned the will to do so.  As a result, Michigan has lurched from one fiscal crisis to another.


The structural budget deficit means that Michigan would face fiscal difficulties even without tax cuts.  A series of reductions in the income tax and the Single Business Tax have made the problems more severe.  (The cigarette tax has increased, but this has not been enough to stop the financial bleeding.)  As a result, the state has made very substantial cuts in K-12 education, higher education, and many other spending categories.  We ha ve also engaged in a number of one-time fixes, such as spending down the “Rainy Day Fund”.  These one-time fixes bring in short-term cash, but they intensify the long-term problems.  From 2000 to 2006, the cash balances of the State of Michigan deteriorated by $4.2 billion.  As a result, the state has gone from a net creditor to a net debtor.  


I understand the political attractiveness of mortgaging the future in order to paper over current deficits.  In the long run, however, the only ways to fix our budget problems are to reduce spending and/or increase revenues.

Fixing the Budget Mess: The Expenditure Side

Even after the massive budget cutting of recent years, there are still a few ways to cut expenditure.  One is through the streamlining and consolidation of delivery of services.  In many cases, school districts and municipalities can save money by pooling their resources.


Another area of potential expenditure reduction is in the corrections system.  In the 1980s and 1990s, Michigan ’s prison population quadrupled, to about 50,000.  This is expensive, since it costs more than $30,000 per year to incarcerate a prisoner.  Other states in our region have less stringent sentencing policies than we have in Michigan.  If we were to adopt the sentencing policies of other states in the region, we could save about $500 million per year.  By releasing some non-violent offenders, we can reduce the rate of incarceration, with minimal risk to public safety.


Health-care expenditure is another potential source of savings.  I fully expect that my deductibles and co-pays will go up substantially.  Not only do I expect this, but I applaud it.  Public institutions will continue to spend money on health care, but they simply cannot afford to increase their expenditures as rapidly as they have been expanding in recent years.


However, I am strongly opposed to any further reductions in spending for the core functions of our K-12 schools, community colleges, and universities.  In fact, I advocate increases in expenditure in certain education-related areas.  In recent years, at precisely the time when we should have been increasing our investment in education, we have been disinvesting on a massive scale.  This policy, like eating one’s seed corn, is wrong-headed in the extreme.

Fixing the Budget Mess: The Tax Side

Obviously, we can’t afford to engage in wasteful spending.  When spending can be cut without endangering critical public services, we must make the cuts.  However, if we try to balance the budget by relying exclusively on further spending cuts, we will far farther behind in our ability to provide the educational system and the other public services that are essential to Michigan’s economic future.  It isn’t pleasant to contemplate, but we simply have to bring in more tax revenue.  


The Single Business Tax (SBT) is scheduled to disappear at the end of 2007.  As of this writing, replacement of the SBT revenues is under discussion in Lansing.  Some proposals involve full replacement of the SBT revenues.  In the current budgetary situation, this is the only responsible thing to do.  Some other proposals would blow another hole of $400 million or more in the budget.  To do this would be fiscally irresponsible to an extraordinary degree.  Even if the SBT revenues are replaced fully, we still face long-term structural problems with our revenue system.  These problems need to be addressed.


Since the income tax is the only tax based on ability to pay, I put the income tax at the top of the tax-reform agenda.  Michigan can increase its reliance on the income tax in either of two ways.  One possibility is to increase the existing rate of 3.9 percent.  (The rate was 4.6 percent in the early 1990s, and 4.4 percent as recently as 1999.)  An increase in the rate could be coupled with a modest increase in the personal exemption, to protect low- and middle-income families.  (The inflation-adjusted value of the personal exemption is only about half of what it was in 1967.)


The other possibility is to adopt a “graduated” income tax, in which the tax rate on an additional dollar of income is higher for those with larger incomes.  Most states have a graduated income tax, as does the federal government.  (Michigan is one of only six states with a “flat-rate” tax, where all taxable income is subject to the same rate.)  We could keep the basic rate at 3.9 percent, or even reduce it, and then institute a higher rate for those with incomes above a threshold, such as $100,000.  This would shield all families with incomes below the threshold from paying any additional tax.  


If you itemize deductions on your federal income-tax return, you get to deduct the income taxes that you pay to state and local governments.  Thus, an increase in the Michigan income tax will be offset partially by a decrease in federal taxes.  For someone in the 25-percent federal tax bracket, every dollar of Michigan income tax leads to a 25-cent reduction in federal income tax.  The Michigan Treasury receives a dollar, but it only costs the household 75 cents!  Thus, the people of Michigan “export” part of their taxes to other states.


I also want to mention one other set of taxes that are ripe for reform.  The excise taxes on alcoholic beverages are a fixed dollar amount per barrel of beer, or per gallon of wine.  (In contrast, the income tax and the sales tax are a percentage of a dollar value.)  Unless the tax rates on beer and wine are changed explicitly, their real revenue-raising capacity is eroded over time by inflation.  The beer tax rate has remained unchanged since 1962, and the wine tax rate has stayed the same since 1981.  Thus, these taxes raise only a tiny fraction of what they once raised.  It would be sensible to convert these taxes to a percentage basis.

Conclusion

The secret to the economy of the future lies in a highly skilled work force.  Unfortunately, political decisions in Michigan in recent years have led to massive disinvestments in education.  Nevertheless, there is reason for hope, and even for optimism, about Michigan’s economic future.  The resources are there.  All that is necessary is for us to harness those resources.  The people of Michigan can have a bright place in the emerging high-tech, high-skill economy.  It will just take a willingness to work hard and invest for the long haul.  
