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T
axpayers who itemize their­deductions­
are­allowed­to­deduct­state­and­local­taxes­
from­their­federal­taxable­income.­This­
deduction­is­limited­to­either­income­or­
sales­taxes,­but­not­both.­Personal­prop-

erty­taxes,­such­as­local­taxes­on­housing­and­real­
estate,­can­also­be­deducted.­The­main­benefit­of­this­
deduction­is­to­provide­some­tax­relief­to­taxpayers­
living­in­states­with­higher­taxes,­since­they­have­less­
disposable­income.­However,­this­benefit­also­points­
to­the­main­cost­of­the­deduction:­it­subsidizes­higher­
taxes­and­spending­at­the­local­level,­since­taxpay-
ers­in­those­states­will­not­feel­the­full­burden­of­the­
taxes.­Instead,­the­burden­of­these­taxes­is­in­some­
sense­“exported”­to­taxpayers­in­other­states,­since­
federal­tax­rates­must­be­higher­than­otherwise­to­
fund­the­same­level­of­federal­spending.

When­discussing­taxation­in­the­United­States,­it­is­
important­to­consider­all­levels­of­taxation­rather­than­
just­focusing­on­one­at­a­time,­such­as­federal­income­
taxes,­because­these­tax­levels­affect­each­other.­One­
way­in­which­these­taxes­interact­is­found­in­the­fed-
eral­income­tax­code,­whereby­taxpayers­who­item-
ize­deductions­are­able­to­deduct­a­variety­of­state­and­
local­taxes­when­calculating­taxable­income.­In­most­
years­it­is­one­of­the­five­largest­tax­expenditures­in­the­
individual­income­tax,­and­it­is­thus­one­of­the­largest­
“tax­expenditures”­as­defined­by­government­agen-
cies,­such­as­the­Office­of­Management­and­Budget.1­
OMB­estimates­that­in­fiscal­year­2012,­this­deduc-
tion­reduced­federal­tax­revenue­by­about­$45­billion,­
and­this­amount­will­roughly­double­over­the­next­five­
years.­As­a­result,­this­deduction­has­had­a­large­impact­
upon­the­overall­tax­system­of­the­nation­at­all­levels­
of­­government,­which­warrants­further­analysis­of­its­
overall­desirability.­
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TWO CONCERNS FOR EQUITY

The­distribution­of­the­benefits­of­this­tax­expenditure,­
as­well­as­the­costs­of­removing­it,­can­be­thought­of­in­
two­ways.­First,­there­is­the­question­of­which­taxpay-
ers­within­the­distribution­of­income­benefit­the­most.­
According­to­estimates­by­the­Joint­Committee­on­Taxa-
tion­for­2012,­almost­95­percent­of­the­benefits­of­this­
deduction­go­those­earning­over­$75,000­per­year,­and­
over­half­(55­percent)­of­the­benefits­are­for­those­earn-
ing­over­$200,000.­The­average­deduction­for­those­in­
the­over­$200,000­income­group­is­over­$5,000,­while­
it­is­only­about­$250­for­those­in­the­$50,000­to­$75,000­
group­(around­the­national­median).2­These­averages­
only­include­those­taxpayers­that­claimed­the­deduc-
tion,­which­is­only­27­percent­of­all­taxpayers­since­most­
do­not­itemize­their­deductions.­

Second,­there­is­the­distribution­of­benefits­across­the­50­
states,­based­on­how­high­taxes­are­in­each­state.­States­

with­higher­taxes­will­have­more­filers­claiming­this­
deduction,­and­therefore­the­deduction­will­also­be­a­
larger­share­of­the­state’s­income.­These­high-tax­states­
also­tend­to­be­high-income­states,­implying­that­there­
is­a­transfer­from­low-income­to­high-income­states­
through­this­deduction.­By­looking­at­the­total­deduc-
tions­in­this­category­as­a­percent­of­adjusted­gross­
income,­we­can­see­that­there­is­wide­variation­across­
the­states.­The­states­with­the­lowest­state­and­local­tax­
deductions­(Alaska,­Wyoming,­South­Dakota)­claim­
deductions­amounting­to­less­than­two­percent­of­their­
adjusted­gross­income,­while­the­highest-taxed (New­
York­and­New­Jersey)­claim­over­nine­percent­of­their­
adjusted­gross­income.­The­figure­below­plots­the­cor-
relation­between­the­total­deduction­for­state­and­local­
taxes­and­per­capita­adjusted­gross­income­for­2010­for­
all­50­states­and­DC.3

FIGURE 1. STATE AND LOCAL TAX DEDUCTIONS AND PER CAPITA GROSS INCOME BY STATE
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REDISTRIBUTION OR OFFSET FOR HIGHER TAXES?

During­the­1985­tax­debate,­NYU­law­professors­Brookes­
Billman­and­Noel­Cunningham­offered­an­economic­jus-
tification­for­the­deduction:­state­and­local­taxes­reduce­
an­individual’s­income­and­ability­to­pay­federal­taxes,­
which­should­then­be­considered­by­the­federal­tax­code.4­
After­all,­if­federal­taxes­should­be­based­on­an­individ-
ual’s­ability­to­pay,­then­local­taxes­could­reasonably­be­
considered­as­reducing­one’s­ability­to­pay­federal­taxes.

Economist­Bruce­Bartlett­took­a­contrary­position­to­
Billman­and­Cunningham,­arguing­that­this­deduction­
is­a­subsidy­to­high-tax­states­from­low-tax­states,­and­
high-tax­states­tend­to­have­higher­per­capita­incomes.­
He­also­found­that,­in­general,­the­deduction­is­asso-
ciated­with­higher­state­and­local­taxes­because­the­
federal­government­is­paying­a­portion­of­these­taxes,­
with­most­estimates­suggesting­state­and­local­taxes­are­
about­13­to­14­percent­higher.5­In­this­case,­more­services­
may­be­provided­publicly,­even­if­it­is­more­efficient­to­
provide­them­privately.­This­deduction­also­influences­
the­types­of­taxes­that­state­and­local­governments­use,­
biasing­them­toward­choosing­taxes­that­are­deductible­
rather­than­those­that­are­most­efficient.6­More­recent­
estimates­confirm­that­state­and­local­spending­“could­
fall­in­the­absence­of­deductibility,”­indicating­that­the­
deduction­does­indeed­increase­government­spending.7

Furthermore,­the­ability-to-pay­reasoning­of­Billman­
and­Cunningham­overlooks­where­state­and­local­taxes­
go,­since­taxes­are­not­only­collected,­but­spent.­Unless­
one­views­all­government­spending­as­complete­waste,­
it­is­a­reasonable­assumption­that­the­local­taxes­are­
providing­some­services­to­those­that­pay­them­(though­
likely­not­equal­to­the­full­value­of­taxes­paid­in­many­
cases).­Thus,­local­taxes­don’t­reduce­an­individual’s­
willingness­to­pay­by­the­full­amount­of­the­tax,­or­pos-
sibly­even­at­all.­The­local­taxes­an­individual­pays­are­
returned­to­the­individual­as­local­government­services,­
minus­the­costs­and­wastes­associated­with­government­
provision­of­services.­

For­example,­in­cities­where­garbage­collection­is­pro-
vided­by­the­local­government,­the­property­or­sales­
taxes­that­fund­this­service­are­deductible.­For­cities­
where­garbage­collection­is­provided­privately,­the­fees­
paid­to­the­garbage­company­are­not­tax­deductible.­But­
from­an­economic­perspective,­these­two­situations­are­
identical­and­should­be­treated­the­same­in­the­tax­code.­
The­current­tax­code­gives­preference­to­city-provided­
garbage­ collection,­ which­ potentially­ violates­ both­

equity­and­efficiency.­The­tax­code­also­biases­munici-
palities­towards­providing­services,­such­as­garbage­col-
lection,­even­though­it­may­be­more­efficient­for­these­
services­to­be­provided­privately.

TAX RATES AND MACROECONOMIC EFFECTS

Eliminating­the­deduction­for­state­and­local­taxes­will­
likely­ lead­ to­ increased­macroeconomic­activity­by­
removing­the­economic­distortions­listed­above.­It­will­
also­potentially­lead­to­more­federal­tax­revenue,­though­
this­depends­on­how­individuals­react­to­what­would­
be,­in­effect,­a­tax­increase.­A­better­policy­would­be­to­
simultaneously­decrease­tax­rates­at­the­same­time­that­
this­deduction­is­eliminated,­generating­additional­eco-
nomic­activity­without­increasing­the­amount­of­rev-
enue­concentrated­at­the­federal­government.

Estimating­the­economic­and­tax-revenue­effects­is­a­
difficult­matter.­Two­recent­studies­by­the­Tax­Foun-
dation­attempt­to­examine­the­effects­of­removing­the­
deduction­for­state­and­local­income,­sales,­and­property­
taxes.­These­estimates­should­not­be­taken­as­definitive­
point­estimates,­but­as­indicative­of­the­direction­of­
the­effects.­For­the­state­and­local­income­and­sales­tax­
deduction,­they­estimate­that­eliminating­the­deduction­
combined­with­an­across-the-board­cut­in­individual­
income­tax­rates­by­5.8­percent­(i.e.,­the­10­percent­rate­
would­drop­to­9.42­percent)­would­result­in­an­increase­
in­total­employment­by­around­300,000­jobs.8­They­
found­similar­effects­for­the­property­tax­deduction,­
though­this­would­also­require­a­decrease­in­business­
property­taxes­because­“capital­(even­owner-occupied­
housing)­is­quite­sensitive­to­taxes.”9

CONCLUSION

Removing­the­federal­tax­deduction­for­state­and­local­
taxes­would­make­taxes­more­equitable­throughout­the­
nation,­as­both­high-tax­and­low-tax­states­are­treated­
equally­by­the­federal­government.­It­may­also­pro-
vide­an­efficiency­boost­for­states­and­localities,­as­they­
­abandon­some­services­that­could­be­better­provided­
by­private­companies.­The­removal­of­this­deduction­
would­also­allow­federal­marginal­tax­rates­to­be­cut­
across­the­board,­providing­a­secondary­boost­to­the­
economy­while­still­remaining­revenue-neutral­at­the­
federal­level.
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