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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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