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The Effect of Federal Tax Deductibility on
State and Local Taxes and Spending

Martin S. Feldstein and Gilbert E. Metcalf

Harvard Unversity and National Bureau of Economic Research

This paper examines the effect of federal deductibility of state and
local taxes on the fiscal behavior of state and local governments. The
primary finding is that deductibility affects the way that state and
local governments finance their spending as well as the overall level
of spending. More specifically, in states in which federal deductibility
implies a relatively low cost of using deductible personal taxes (in-
cluding income, sales, and property taxes), there is greater reliance
on those taxes and less reliance on business taxes and other revenue
sources. The effect of deductibility on the state and local financial
mix implies that deductibility has a much lower cost to the federal
government than has previously been assumed.

The deductibility of state and local tax payments in the calculation of
federal personal income tax liabilities is one of the key features of the
fiscal relation between the federal government and the governments
of states and localities. For 1984, deductions for state and local per-
sonal taxes directly reduced federal tax revenues by an estimated $30
billion, more than 30 percent of the federal grants to state and local
governments (Office of Management and Budget 1985). When the

We are grateful 1o Daniel Feenberg for help with the TAXSIM calculation reported
in Secs. 111 and IV. We have also benefited from comments by participants in the
NBER Tax Program and from additional discussions with Robert Inman and Lawrence
Summers. This paper is part of the NBER Study of the Government Budget and the
Private Economy and of the Study of State and Local Public Finance. An earlier and
more complete version of the present paper is available from the National Bureau of
Economic Research as Working Paper no. 1791.
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Reagan administration proposed to eliminate state and local deducti-
bility as part of its November 1984 tax reform proposal, the state and
local governments objected that deductibility is needed to maintain
public support for existing spending levels of important state and
local activities and that eliminating deductibility would subject taxpay-
ers to unfair double taxation. The Treasury Department agreed that
the current deductibility raises state and local spending but argued
that this is a tax-induced distortion in the allocation of resources that
should be eliminated. The Treasury also asserted that the deductibil-
ity provision causes a large loss of federal revenue and is of primary
benefit to high-income taxpayers.'

The sensitivity of state and local taxes and spending to deductibility
is therefore a crucial part of the arguments of both the advocates and
the critics of deductibility. Unfortunately, very little is known about
the quantitative effects of the current tax deductibility rule on the
behavior of state and local governments. The purpose of the present
paper is to make a first contribution toward remedying that defi-
ciency.

The paper gives particular attention to the possibility that the de-
ductibility of personal tax payments affects the way that state and
local governments finance their spending as well as the amount of
that spending. Separate equations are estimated for (1) per capita
state and local personal income and sales taxes; (2) per capita state
and local revenues that are not deductible in the calculation of per-
sonal tax liabilities, including corporate taxes, taxes on motor vehicle
fuels, license and user fees, and so forth; and (3) the level of per
capita state and local spending.

The econometric evidence indicates that deductibility has a power-
ful effect on the extent to which states and localities use deductible
personal taxes. The effect of deductibility on the overall level of
spending by states and localities is more uncertain. Deductibility may
cause states and localities to rely more heavily on the deductible per-
sonal taxes than on other types of revenue. The estimates suggest that
eliminating personal tax deductibility might raise federal tax revenue
by only a small fraction of the amount predicted by the traditional
“static” revenue estimates and might actually reduce it.?

! The Treasury arguments are presented in U.S Department of the Treasury (1984)
and Office of the President (1985). For useful summaries of the traditional arguments
for and against deductibility, see Bridges (1966), Bartlett (1985), and Billman and
Cunningham (1985). See also the comments of Break (1985) and Gramlich (19856).

% The analysis in this paper is thus another example of the importance of going
beyond the traditional static revenue estimation procedures and incorporating realistic
behavioral assumptions in tax policy analysis. For further examples of behavioral simu-
lation methods in tax policy analysis, see Feldstein (1983).
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I. The Theory of the Effect of Federal Tax
Deductibility on State and Local
Taxation and Spending

Before we consider the choice process of the state or local community,
it is useful to begin by examining how federal tax deductibility affects
the preferences of a single individual who itemizes his tax deductions
in calculating his federal tax liability. If individual ¢ is an itemizer with
marginal tax rate m,, the deductibility of state and local taxes means
that an additional dollar of state or local tax payment reduces the
individual’s federal tax liability by m; dollars. The net cost to the
individual of paying one dollar to the state or local government is thus
1 — m;.> We will call this the federal tax price of state and local taxes
for individual :. Since the average marginal tax rate for itemizers is 27
percent, the average federal tax price among itemizers is 0.73, a sub-
stantial reduction in the price of state and local tax revenue.* Of
course, a nonitemizer’s federal tax liability is unaffected by his pay-
ments of state and local taxes; his federal tax price is therefore 1.

A lower federal tax price for state and local personal taxes increases
the individual’s preferred level of state and local spending. It also
causes the individual to prefer to finance those services with greater
reliance on deductible personal taxes rather than personal user
charges (which are not deductible) or corporate taxes and fees (which
could reduce wages or cause corporations to leave the state or local-
ity). To the extent that the net costs to the individual of the different
sources of state and local finance are initially perceived to be approxi-
mately equal, a change in the federal tax price for a state or locality
could cause a substantial substitution of one type of finance for an-
other without any significant change in the perceived cost of funds
and therefore without any significant change in the desired level of
spending. This combination of a sensitive composition of finance and
an insensitive level of spending is characteristic of the evidence pre-
sented below.

The measurement and interpretation of the federal tax price of
personal tax revenue become more complicated when we shift atten-
tion from the preferences of a representative itemizer to the decision
of the community as a whole. If a proportion p of individuals itemize,
the average federal tax priceis 1 — p + p(1 — m) = 1 — pm. Since
only about 30 percent of taxpayers itemize their tax deductions, the

® This ignores the fact that local and federal taxes are deductible in calculating
taxable income under some state income tax rules.

4 The 27 percent is a weighted average marginal tax rate, weighted by the amount of
state and local taxes deducted. Thus federal revenue is directly reduced by 27 percent
of total personal deductions of state and local taxes.
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average federal tax price is about 1 — 0.3(0.27) = 0.92. The average
price reduction is clearly much smaller than the price reduction for
itemizers.

Which of these two prices—the average tax price or the tax price of
itemizers—is relevant for local government decisions? Or do deci-
sions depend in a more complex way on the entire distribution of
individual tax prices? There is, unfortunately, no agreement among
specialists in state and local public finance about the relation between
local government fiscal decisions and the preferences of the individ-
ual voters in the constituency.®

Feldstein and Metcalf (1986) show that even in the simple median
voter model there is substantial ambiguity about the effect of elim-
inating deductibility on the community’s choice of spending level.
Within the median voter model, the effect of eliminating deductibility
depends on whether the median voter is initially an itemizer and on
whether the change in deductibility alters the identity of the median
voter. That analysis shows that if an itemizer is initially the median
voter and remains the median voter when deductibility is eliminated,
a quite modest individual price elasticity would imply a relatively large
aggregate price elasticity. More generally, however, if eliminating de-
ductibility would change the identity of the median voter, the aggre-
gate price elasticity might be smaller or larger than the price elasticity
of the typical individual. It is clear from these comments that, even in
the context of the median voter model with all spending financed by
deductible personal taxes, it is wrong to use the previously estimated
price elasticities of demand to evaluate the likely impact of changing
the federal tax deductibility of state and local taxes.®

The median voter model also has potentially important but gener-
ally ambiguous implications about the effect of deductibility on the
community’s preference for using personal taxes to finance state and
local spending. The chosen mix of revenue sources will reflect such
things as whether the median voter is an itemizer, the progressivity of
the personal tax, and the nature of the alternatives to personal taxa-
tion as a source of revenue. Moreover, it is impossible to know from
a priori considerations alone how changes in deductibility that affect
the chosen mix of financing will alter the resulting level of state and
local spending.

® For surveys of the empirical evidence on this issue, see Inman (1979) and Rubinfeld
(1986).

8 Several studies have done just that. These include Ladd (1984), Noto and Zimmer-
man (1984), and the Congressional Research Service study prepared for the Senate
Committee on Government Operations by Noto and Zimmerman (1983). Gramlich
(19854) used microeconomic price elasticities but did so in a theoretically correct way by
calculating individual demands for a representative sample of voters and then finding
the demand of the median voter in this sample.
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Although the median voter model is analytically attractive, it is
clearly not rich enough to deal with a variety of aspects of actual state
and local spending and tax issues. In general, the local government
must make a variety of interrelated but separate tax and spending
decisions. An important feature of such decision making may be log-
rolling, coalition formation, and the development of stable political
parties in which different voter subgroups support each other’s pre-
ferred projects and compromise on a package of tax sources. In addi-
tion, a number of studies have pointed to the bureaucracy and to the
politically elected officials as independent sources of influence on
budgetary choices. And, finally, the process of majority choice may
induce migration among jurisdictions that changes the composition of
each area’s voting group and therefore the outcome of the voting
process.

Because of the difficulty of deriving a satisfactory theoretical model
of the effects of deductibility on state and local fiscal choices, we have
extended the conventional empirical specification of local govern-
ment spending to include two alternative descriptions of the effect of
federal tax deductibility. The first specification includes the average
federal tax price in the state while the second specification includes
both the proportion of individuals who itemize and the average tax
price of itemizers. Since both specifications give very similar results,
we conserve space here by presenting only the results for the compos-
ite average federal tax price variable; estimates based on the alterna-
tive specification are presented in Feldstein and Metcalf (1986).

II. Previous Research on the Effects of Federal
Tax Deductibility

Most previous research on the effects of federal tax deductibility has
ignored the impact of deductibility on the mix of state and local
revenue sources and focused instead on estimating the effect of de-
ductibility on the level of state and local spending. Moreover, these
studies have used price elasticities of demand for local spending based
on interjurisdictional differences in the cost of buying public services
that arise because of intergovernmental matching programs or inter-
jurisdictional differences in the costs of producing public services.®
Since these sources of differences in the costs of public services affect

7 For a discussion of these issues, see Inman (1979, 1986).

® This comment applies to the studies by Noto and Zimmerman (1983, 1984) and
Ladd (1984). Gramlich (1985a) correctly aggregated the micropreferences within the
framework of the median voter model; his analysis is, however, restricted by the use of
the median voter model and by the assumption that the amount of revenue from
sources other than deductible personal taxes is fixed.
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all taxpayers equally, they provide little information about the likely
impact of a change in the federal tax price that would affect only
those taxpayers who itemize or that would alter the mix of financing.

Inman (1985) has provided the only explicit econometric study of
the effect of the federal deductibility of local taxes. His study exam-
ined the experience of 41 large cities during the years 1960—-80 and
estimated the price elasticities of local spending and tax revenue with
respect to an estimate of the local average federal tax price. The
resulting parameter estimates are puzzling, with signs on the key tax
price variables that are the opposite of what would be expected. For
example, Inman found that a higher tax price for property taxes
reduces the use of income and sales taxes and that a higher tax price
for income and sales taxes reduces the use of the property tax. It
seems likely that these surprising results reflect two serious problems
in Inman’s procedure.

First, the basic data needed to estimate the federal tax prices (i.e.,
the actual federal marginal tax rates and itemizer status for individ-
uals in these cities) are not available. Inman’s solution to this serious
problem was to combine the Census Bureau estimates of the income
level at the twenty-fifth, fiftieth, and seventy-fifth percentile points of
each city’s income distribution with the tax rate at that income level
and the national proportion of itemizers to create an estimated tax
price. Although this method is probably the best that could be used to
estimate tax prices at the city level, the result is clearly a very imper-
fect measure. There is no information on high-income individuals,
who make up the bulk of the itemizers, and therefore no information
on the average tax rate of itemizers. Imputing a probability of itemi-
zation on the basis of national totals ignores the likelihood that mid-
dle- and upper-middle-income individuals are probably less likely to
itemize if they are urban renters than if they are homeowners and
that homeownership and other factors affecting itemization may vary
. significantly among cities.

The second problem with Inman’s procedure is that it focuses on
city budgets when the division of spending responsibilities and of tax
bases between city and state levels of government varies enormously
among the states. In some states, the cities have a great deal of auton-
omy in setting taxes and are responsible for spending on a wide range
of programs. In other states, the state government restricts the taxing
authority of the cities, assumes financial responsibility for most types
of government services, and influences local activity by regulations
and matching grants. In Massachusetts, for example, cities are pre-
cluded from setting income or sales taxes and are subject to a max-
imum rate on their local property tax; the state shares its tax revenue
with the cities through block grants and educational matching grants
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and assumes full responsibility for general welfare. Arrangements
such as these, which obviously influence taxes and spending at the city
level, must be taken into account in specifying the city tax and spend-
ing equations in order to obtain unbiased estimates of the price elas-
ticities of demand. Although Inman has great expertise about these
provisions and uses the available data skillfully, the interstate differ-
ences in state and local institutional arrangements are just too com-
plex to be modeled adequately in Inman’s econometric equations.
The inability to incorporate these institutional arrangements into the
estimating structure makes it very difficult to interpret the estimated
price elasticity of demand and the implied estimates of the effect of
eliminating federal tax deductibility.

A second recent study by Hettich and Winer (1984) attempts to
assess how federal deductibility and other variables affect the share of
state taxes derived from the personal income tax. Although the au-
thors provide an interesting analysis of local tax decisions as the out-
come of choices by public decision makers subject to political con-
straints, their empirical work has four severe limitations. First, the
role of deductibility is measured very crudely by the percentage of
taxpayers in the state with incomes greater than $20,000. There is no
information on itemization and no assessment of the marginal tax
rates. The estimated coefficient of this variable is statistically insignifi-
cant and has the wrong sign. Second, the analysis refers to the share
of personal income taxes in the state’s tax revenue rather than to the
share of income, property, and sales taxes, all of which are deductible.
Third, the focus is on the state rather than on the combined state and
local fiscal decision. Finally, the authors include state expenditure per
capita among the regressors. This is a potential source of very sub-
stantial simultaneous equation bias affecting all the coefficients. More
generally, it is not clear why the spending level should be taken as
logically prior to the composition of taxes. A better specification with
the cross-section sample would be simultaneous choice, with neither
taxes nor spending among the regressors. With all these problems, it
is not surprising that the estimated effect of deductibility on the com-
position of the tax revenue is estiated to be insignificant and of the
wrong sign.

The only other study that we know of that deals empirically with
the effect of deductibility on the state and local tax structure is the
work of Zimmerman (1983). He elaborates a median voter model and
then concludes, on the basis of his statistical evidence, that federal
deductibility has no statistically significant effect on the ratio of the
state and local taxes paid by the median income family to the average
over all families of the state and local taxes paid in the state. There are
a number of problems with the specification that make it difficult to
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interpret this finding. Zimmerman included the average public-sector
wage and the level of state and local spending among the regressors,
although both would probably be very endogenous. In addition, the
federal tax price variable was calculated only for the median voter,
who Zimmerman arbitrarily assumes is the same as the median-
income family. If the actual decision process gives weight to others as
well, the tax price of the median voter may be too restrictive a
specification. In particular, the empirical analysis makes no allowance
for the effect of differences in the relative frequency of itemizers
among states. The absence of this source of variation in the average
tax price may explain why his federal deductibility variable “appar-
ently does not possess sufficient variation . . . to make it a significant
determinant” (p. 193).

We have concluded that, because of the shortcomings of previous
estimates of the price elasticity and because of the special problems of
analyzing a policy change that affects only itemizers, there are cur-
rently no useful estimates on which to base an analysis of the likely
effects of changes in the federal deductibility of state and local taxes.

III. Using Federal Tax Prices Based on
Individual Tax Return Data to Estimate
Tax and Spending Behavior of State
and Local Governments

In the present paper, we use observations for a cross section of states
to estimate the effect of the federal tax price on the combined total of
state and local personal taxation in each state as well as on aggregate
state and local spending in the state.” By combining state and local
levels in this way, we avoid the problem of institutional differences in
the assignment of spending and tax responsibilities. In effect, our
specification treats the assignment of such responsibilities as an en-
dogenous behavior that is influenced by such variables as the federal
tax price and the distribution of income. Our estimates are therefore
in the nature of reduced-form equations that relate spending and
taxes within each state (including both the state and local levels of
government within the state) to the price, income, demographic, and
environmental variables that characterize the state.

The statistical analysis presented below relates to three state and

® The empirical analysis of this paper differs from Feldstein and Metcalf (1986) in
two ways. The most important of these is recognizing that selective sales taxes (like the
gasoline fuel tax) should not be included in personal deductible taxes. The second is to
use the TAXSIM model for calendar year 1979 instead of 1980 in order to avoid
having the explanatory variable based on a later time than the 1980 fiscal year depen-
dent variables.
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local fiscal variables: (1) the combined state and local revenue from
personal deductible taxes including income taxes, sales taxes, and
property taxes; (2) all other state and local revenue, including corpo-
rate income taxes, severance taxes, license fees, special excise taxes
that are not deductible on personal tax returns, and gift and estate
taxes; and (3) the spending financed from state and local resources.
The third variable is thus the sum of the first two. Specifically ex-
cluded are all forms of federal aid.

The state and local revenue from potentially deductible personal
taxes in fiscal year 1980 averaged $698 per capita with a standard
deviation of $198. This represents an average of 7.5 percent of per-
sonal income with a standard deviation of 1.5 percent. The remaining
state and local revenue averaged $556 per capita with a standard
deviation of $492. This corresponds to an average of 5.9 percent of
personal income with a standard deviation of 3.7 percent. Finally,
total spending financed by own revenue is the sum of these two reve-
nue sources, $1,254 per capita or 13.4 percent of income. The stan-
dard deviation of total spending is $595 or 4.1 percent when cal-
culated as a percentage of income. The per capita levels and income
shares for the three fiscal variables are presented in Feldstein and
Metcalf (1986).

The key federal tax price variable for each state was calculated
using individual federal income tax returns. More specifically, the
federal tax price data were generated by the National Bureau of
Economic Research (NBER) TAXSIM model with data for 1979. The
TAXSIM model incorporates 21,787 individual tax returns, a one-in-
eight random sample of those provided by the Internal Revenue Ser-
vice, and a computer program that can calculate each taxpayer’s liabil-
ity under existing and alternative tax laws. Since sample weights and
state identifiers are provided, this sample can be used to estimate
average characteristics of the taxpayers of each state. This use of
individual tax returns is a unique advantage of the current data over
previous studies that had to use various measures of aggregated data
or representative individuals to estimate tax rates for each state (e.g.,
Phares 1980; Inman 1985).

For each individual, the federal tax price is defined as one if the
individual is a nonitemizer and as one minus the decrease in federal
tax liability per dollar increase in itemized deductions for an individ-
ual who itemizes.'®

1% In general, the tax price for an itemizer is one minus the individual's marginal tax
rate, but the calculation is more complex for individuals who are income averagers, are
subject to the alternative minimum tax, or are in other special situations. The TAXSIM
program calculates the correct federal tax price by increasing the individual’s itemized
deductions by $100, recomputing the individual’s tax liability, and dividing the differ-
ence in tax liability by $100.
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Appendix table Al shows the federal tax price for each state, the
proportion of taxpayers who itemize, and the federal tax price for
those itemizers. The average value of the federal tax price is 0.92,
implying that federal tax deductibility reduces the cost of state and
local spending by an average of 8 percent. The federal tax price
ranges from a low of 0.87 in Alaska to a high of 0.97 in South Dakota
with a standard deviation of 0.02. Much of the variation in the federal
tax price reflects interstate differences in the proportion of itemizers,
which varies from a low of 14 percent in South Dakota to a high of 44
percent in Michigan with a standard deviation of 6.6. The average
federal tax price among itemizers varies from a low of 0.67 in Alaska
to a high of 0.78 in Montana with a standard deviation of 0.02.

The econometric estimates relate each of the three state and local
fiscal measures to the federal tax price, to per capita income, and to
several other economic and demographic characteristics of the state.
Two alternative specifications are examined. In the income share
equations, the dependent variable is the ratio of each fiscal variable to
average personal income in the state, and the price variable is the
average federal tax price in the state. In the constant price elasticity
equations, the dependent variable is the logarithm of the per capita
value of the fiscal variable (e.g., the logarithm of per capita state and
local personal taxes) and the price variable is the logarithm of the
federal tax price.

The income variable used in these analyses is the census definition
of average per capita personal money income. Most of the other
variables included in the estimation equations are the familiar explan-
atory variables of previous studies of state and local spending. These
include the number of pupils per capita, the road mileage per capita,
and the proportions of the population who are aged, in poverty,
homeowners, living in urban areas, married, and nonwhite.'! In addi-
tion to these variables, we have also used the NBER TAXSIM model
to derive several measures of the distribution of income in each state:
the variance and skewness of the income distribution; the average
ratio of dividends to adjusted gross income; the average ratio of capi-
tal gains to adjusted gross income; and the percentages of taxpayers
with adjusted gross incomes in the ranges $7,500—-$15,000, $15,000—
$25,000, $25,000-$35,000, $35,000-$50,000, and over $50,000.

IV. A Problem of Statistical Endogeneity
There is a serious problem in using any of these federal tax price
variables to estimate the effect of federal tax deductibility on the level

! Sources of these variables are listed in app. table A-3 of Feldstein and Metcalf
(1986).
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of state and local personal taxes. To understand the nature of this
problem, consider a simplified specification of our basic equation. If
T;is the per capita level of personal taxes in state i, P, is the federal tax
price, and Y, is per capita income, a constant elasticity specification is
given by

lnT,-=ao+a11nP,+aglnY,+u,-, (1)

where u, is a stochastic disturbance that reflects tastes and other un-
observed factors influencing the level of state and local taxation in
state 1.

Ordinary least squares estimation gives unbiased parameter esti-
mates only if the stochastic disturbances are statistically independent
of the price and income variables. Consider what happens if the indi-
viduals in state i have a greater than normal preference for relying on
personal taxes to finance state and local services (u; > 0). A higher
level of state and local personal tax revenue per capita raises the
typical individual’s potential itemized deductions and makes it more
likely that individuals in that state will find it optimal to itemize their
federal tax return. This has the effect of lowering the federal tax
price for that state. Thus, to the extent that a positive taste for
financing state and local services by personal taxes reduces the federal
tax price, it induces a negative correlation between the price variable
and the unobservable stochastic disturbance. In short, the price vari-
able is endogenous, and standard econometric theory tells us that the
estimated price elasticity (e; in eq. [1]) will be biased in a negative
direction; that is, the negative price elasticity will be overstated in
magnitude.

The reason for this statistical bias is easy to see. Consider what
would be observed if state and local governments were not at all
sensitive to the federal tax prices of their residents when deciding
how much to spend and how to finance that spending. Since an above-
average taste for state and local services financed by personal taxes
would lead to increased itemization and therefore a lower federal tax
price, there would still be a negative relationship between personal
taxes and the federal tax price. The statistical estimation procedure
would interpret this negative relation incorrectly as a measure of the
sensitivity of state and local personal taxes to the federal tax price
even though, in this case, there is no behavioral relation between the
federal tax price and the level of state and local personal taxes. More
generally, when a lower federal tax price does increase the chosen
level of state and local personal taxation, the simultaneous effect of
state and local taxation on the federal tax price will lead to an exag-
gerated estimate of the effect of the federal tax price on the tax and
spending decisions of state and local governments.
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Even when we look only at itemizers, there is a relationship between
the unobservable disturbance and the federal tax price. A positive
disturbance raises per capita state and local personal taxes, thereby
increasing the itemized deduction of those who itemize and tending
to move them into lower federal marginal tax rate brackets. For an
itemizer, a lower marginal tax rate means a higher federal tax price.
Thus, for itemizers, an above-average taste for state and local services
raises the federal tax price and tends to diminish the absolute mag-
nitude of the estimated price elasticity.

Since the statistical bias that operates through the increased proba-
bility of itemizing is in the opposite direction of the effect through the
marginal tax rate of itemizers, the sign of the bias cannot be deter-
mined a priori. However, since the variability and importance of
itemnization are substantially greater than the variability of the mar-
ginal tax rate of itemizers, it seems likely that the itemization bias will
dominate. The evidence presented below indicates that this is so,
causing the estimated coefficient to be biased toward a more negative
(absolutely larger) value.

Although ordinary least squares estimation results in a statistically
biased estimate of the effect of the federal tax price variable, a consis-
tent and asymptotically unbiased estimate can be obtained by using an
instrumental variable procedure with an appropriate instrument for
the federal tax price variable. An appropriate instrumental variable is
any variable that is uncorrelated with the stochastic disturbance term
(w,) but correlated with the exogenous component of the federal tax
price variable.

We have used the TAXSIM sample of individual tax returns to
construct a set of instrumental variables that are correlated with the
exogenous component of the federal tax price and, as far as possible,
uncorrelated with the unobserved stochastic “taste” disturbance term.
To compute the first such instrumental variable, we began by exclud-
ing the deduction for state and local taxes from all itemized tax re-
turns. We then calculated the marginal tax rate for each tax return,
including both itemizers and nonitemizers. Next we assigned to each
tax return a probability of being an itemizer based only on the ad-
justed gross income (AGI) class of the return (using eight AGI classes)
and the national proportion of taxpayers in that AGI class who
itemize. An average marginal tax rate was then calculated for each
state with each tax return for that state weighted by that return’s
probability of itemizing as well as by a weight that correctly adjusts for
the stratified random sample. This itemization-weighted marginal tax
rate was subtracted from one to form a type of tax price variable. For
an individual who itemizes his deductions, this procedure corre-
sponds to calculating the tax price associated with the first dollar of
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state and local tax deduction; we will therefore refer to this as a first-
dollar tax price instrument. Note that this variable reflects the mar-
ginal tax rates of all taxpayers and not just of those who itemize.
Because the synthetic probability of itemization was used, the variable
is not sensitive to the actual rate of itemization in the state.

It might, of course, be objected that there is still some possible
endogeneity in this instrumental variable, that is, some correlation
between the instrument and the taste disturbance in the behavioral
equation. Even when state and local deductions are ignored, the
weighted average marginal tax rate reflects the level and distribution
of income in the state and such demographic variables as the propor-
tion of aged persons in the population, the number of children, the
relative number of homeowners, and so forth. Since these variables
also potentially affect the demand for local services and, arguably at
least, the reliance on personal taxes, the instrumental variable would
be correlated with the disturbance in the equation. To reduce or
eliminate this problem, these variables were explicitly included
among the regressors in the specification of the equation.

The second instrumental variable is similar to the first in all respects
except that, instead of replacing each itemizer’s state and local tax
deduction with zero, we replaced it with the national average state
and local deduction for individuals in that AGI class. We refer to this
as the average dollar tax price instrumental variable.

Our third instrumental variable is the proportion of taxpayers in
the state who would be expected to itemize if each taxpayer’s proba-
bility of itemizing were equal to the national average for his AGI class.
This is clearly uncorrelated with the taste factors peculiar to each state
and depends only on a particular nonlinear configuration of the
state’s distribution of AGI. Since several variables representing the
size distribution of money income were explicitly included among
the regressors in the equations presented in the next section, the dis-
turbance term can reasonably be presumed to be free of the effects of
income distribution that are the basis of this instrumental variable.
More generally, this instrumental variable gets its identifying power
from the difference between AGI and money income and from the
particular nonlinear relation between AGI and itemization. Finally,
two further instrumental variables have been constructed: the aver-
age first-dollar tax price among itemizers only and the average dollar
tax price among itemizers.

In summary, the instrumental variables, unlike the tax price vari-
able itself, do not directly reflect the proportion of individuals in each
state who itemize or the deductions for state and local taxes within
that state. They are correlated with the federal tax price variable for
each state to the extent that that variable reflects the distribution of
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TABLE 1

EFFECTS OF FEDERAL DEDUCTIBILITY ON STATE AND LocAL TAXES AND SPENDING

RaTiO LoGARITHMIC
SPECIFICATION SPECIFICATION
All
Variables Restricted All Restricted
—— Variables: Variables: Variables:
OLS v v v v
DEPENDENT VARIABLE 1) (2) 3) 4) (5)
Personal taxes —.48 —-.42 -.24 —4.74 -2.99
17 (.28) (.15) (3.72) (2.01)
[-5.99] [-5.24] [-3.00] {.16} {.16}
{11}  {1.17} {1.18}
Other state and local -.02 —.15 .20 .28 1.72
revenue (-19) (.32) (.17) (5.85) (2.98)
[—.34] [-2.56] [8.41] (.25} {.24}
{1.31} {1.33} {1.29}
Net state and local -.50 —.57 -.04 —-2.41 -.50
spending (.22) (1.37) (.20) (2.84) (1.49)
[—3.60] [-4.11] [—.29] {12} {12}
{152}  {1.58} {1.55}

Note.—All coefficients are of the tax price vanable; see the text for a descripuon of other vanables and App
table A3 for their coefficients, standard errors are shown m parentheses, standard error of the regression 1n braces
For the ratio specification, the elasuciues of the mean values are shown in brackets

taxable income and other characteristics of the taxpayers in the pop-
ulation. The values of the instruments are presented in Appendix
table A2.

V. The Statistical Estimates

The estimated coefficients of the tax price variable corresponding to
different dependent variables and different specifications are pre-
sented in table 1. These estimates are based on data for the 48 con-
tiguous states. The first three columns refer to the ratio specifications
in which the dependent variable is expressed as a fraction of personal
income, for example, personal taxes per dollar of taxable income.
The last two columns refer to the logarithmic constant elasticity
specification. The coefficients of the other variables corresponding to
columns 1-3 are presented in Appendix table A3. The coefficients
for the equations of the other columns are available from the authors.

Consider first the coefficient of the tax price in the equation in
which the dependent variable is personal taxes per dollar of personal
income. When all the potential explanatory variables described in
Section III are included in the specification and the equation is esti-
mated by ordinary least squares (OLS), the estimated coefficient of
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the tax price variable is —0.48 with a standard error of 0.17. This is
shown in the first column and first row of table 1.

Before we look at any of the other estimated coefficients, it is inter-
esting to calculate the elasticity of personal taxes with respect to the
federal tax price that corresponds to this coefficient. Since the mean
value of the tax price variable for the 48 contiguous states is 0.92 and
the mean value of personal taxes per dollar of personal income is
0.075, the elasticity at these mean values is ~5.99; this figure is shown
in brackets beneath the standard error of the coefficient. Although
—5.99 seems like a very high elasticity, it is important to stress that it is
an elasticity of demand not for state and local services but for tax-
deductible personal taxes used to finance state and local spending.'?

When the same specification is estimated by an instrumental vari-
able (IV) procedure using the instrumental variables described in the
previous section, the coefficient shifts from —0.48 to —0.42 with a
standard error of 0.28. This IV estimate is shown in the second col-
umn of table 1. The rise in the value of the coefhicient reflects the OLS
bias discussed in the previous section. It implies that the positive
correlation between a taste for personal tax—financed spending by
state and local governments and the resulting higher level of itemiza-
tion outweighs the negative correlation between the taste for personal
tax—financed spending by state and local governments and the result-
ing lower level of the marginal tax rate of itemizers.

The specification in columns 1 and 2 includes all 19 variables de-
scribed in Section 111, including nine variables that describe the distri-
bution and composition of income. Since there are only 48 observa-
tions, the coefficients of most of these 19 regressors are smaller than
their standard errors. In general, the variables for which the
coefficient is at least 1.5 times its standard error are the number of
pupils per capita, the percentage of the population in the state living
in urban areas, the percentage of the population that are aged, and
the percentage of the population that own their own homes. Restrict-
ing the regressors to these four variables in addition to per capita
income and the federal tax lprice yields the tax price coefficients pre-
sented in columns 3 and 5.7

In the ratio specification, the tax price coefficient declines to —0.24
with a standard error of 0.15. The implied elasticity of —3.00 is very

12 Moreover, Feldstein and Metcalf (1986) show that in a2 median voter model (with
realistic values of the tax parameters) the aggregate price elasticity is approximately
three times the elasticity of the individual median voter.

13 On the question whether or not to exclude variables in order to reduce the mean
square error of the coefficient of interest, see Feldstein (1973) and Madalla (1977, chap.
10).
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similar to the constant elasticity of —2.99 estimated with the logarith-
mic specification and presented in column 5. Restricting the number
of regressors generally has the advantage of reducing the standard
errors of the remaining coefficients, something that is particularly
useful in the context of IV estimation, but also adds to the risk that
the coefficient estimates are biased.

To assess the importance of the tax price coefficient, recall that the
average tax price variable is 0.92 and that, on average, the ratio of
personal taxes to personal income is 0.075. The coefficient of the tax
price variable in the IV equation with all the explanatory variables
present implies that eliminating deductibility (i.e., increasing the fed-
eral tax price to 1.0) would reduce the ratio of personal taxes to
personal income by 0.08 x 0.42 = 0.034, or about one-half of the
existing level. The restricted specification of column 3 has a smaller
coefficient (—0.24) and therefore implies that eliminating deductibil-
ity would reduce the ratio of personal taxes to income by 0.08 x 0.24
= 0.020, or about one-fourth of the existing level. Thus both equa-
tions imply a quite substantial reduction in state and local deductible
personal taxes.

The estimated effects of the federal tax price on all other types of
state and local revenue are more ambiguous. In the IV regression
with all the explanatory variables, the coefficient of the federal tax
price has the wrong sign and is less than half of its standard error.
Taken at face value, this implies that the reduction in personal taxes is
not offset by an increase in other types of revenue but results in an
equivalent reduction in state and local spending. But when the set of
explanatory variables is restricted to those with a ¢-statistic of at least
1.5 (col. 3 of table 1), the estimated coefficient of the federal tax price
variable has the expected positive sign and is slightly larger than its
own standard error. Moreover, the standard error of the regression is
smaller for this restricted regression than for the regression with all
the explanatory variables. Acceptance of this specification implies that
the reduction in personal taxes is offset by an almost equal increase in
other types of revenue, leaving total spending unchanged. There is,
unfortunately, no way to reduce this ambiguity with the available
data.

Since the net public spending financed by state and local resources
is equal to the sum of personal taxes and other state and local reve-
nue, the coefficients of the tax price variable in the ratio specifications
of columns 1-3 are the sums of the coefficients in the two tax equa-
tions. Thus, in the specification with all variables included (col. 2), the
tax price coefficient implies a substantial reduction in net state and
local spending while, with the restricted set of explanatory variables,
the tax price appears to have no effect on net spending. The
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logarithmic specifications of columns 4 and 5 do little to reduce the
ambiguity. With all variables included, there is a substantial elasticity
of net spending with respect to the tax price (although estimated with
a standard error that is as large as the coefficient), while with the
restricted set of regressors the elasticity is small and totally insignifi-
cant.

The large standard errors and the sensitivity of these results to the
set of included regressors imply that the estimated parameters must
be interpreted with great caution. The key unambiguous finding is
that deductibility has a substantial effect on the amount of personal
deductible taxes paid to state and local governments. The effect of
deductibility on the amount of other revenue collected by state and
local governments is more uncertain. The current estimates do not
permit rejecting the conclusion that deductibility has no effect on
other types of revenue and therefore increases net spending by the
same amount that it raises personal taxes. But the estimates based on
the set of significant regressors support the alternative view that de-
ductibility induces state and local governments to substitute personal
taxes for other revenue sources almost completely, leaving total
spending unchanged. If this view is correct, eliminating deductibility
would cause “other revenue” to rise by as much as personal taxes are
reduced. Until additional evidence is available, it seems best to recog-
nize that both responses are plausible and consistent with the existing
data.

VI. Effects of Deductibility on Federal
Tax Revenue

The present analysis has important implications about the effect of
deductibility on federal tax revenue and therefore about the effi-
ciency of deductibility as a way of increasing state and local spending,
This section discusses the effect of deductibility on federal revenue,
and Section VII considers the efficiency of deductibility as a means of
increasing state and local spending.

As we noted above, the Treasury in 1984 proposed eliminating the
deductibility of state and local personal taxes. The Treasury pre-
dicted that this change would raise $40 billion in fiscal year 1990. As
such, the elimination of deductibility was the largest single source of
increased revenue in the administration’s tax reform plan.

The research presented here implies that eliminating deductibility
might not produce anything like the amount of additional revenue
that the Treasury predicted and might actually cause a fall in total tax
revenue. The reason is that eliminating deductibility could cause state
and local governments to switch some of their revenue from individ-
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uals—where each dollar of state and local tax payment has a relatively
small impact on federal tax receipts—to corporations, where those
same state and local tax payments have a much larger impact on
federal tax revenue. If eliminating deductibility causes a large enough
shift from personal taxes to taxes and fees paid by businesses, the
Treasury could actually lose revenue by eliminating deductibility.

Consider more specifically the situation in 1984 and the implica-
tions of the estimates presented in Section V. The Treasury estimated
that the deduction of state and local personal taxes (including income,
sales, and property taxes) reduced federal revenue by $29.9 billion in
fiscal year 1984 and $32.4 billion in fiscal year 1985; we will take the
revenue loss for calendar year 1984 to be $30.5 billion. If deductibility
had been eliminated for 1984 and if state and local governments did
not alter their business taxes or fees, federal revenue would have
increased by $30.5 billion.

In contrast, the estimates based on the set of significant regressors
presented in column 3 of table 1 imply that eliminating deductibility
would increase the “other state and local revenue” as a proportion of
personal income by 0.20 times the resulting change in the federal tax
price of currently deductible personal taxes. The average federal tax
price in the sample used to estimate those behavioral equations was
0.92; eliminating deductibility would raise the federal tax price by
0.08 and would therefore increase other state and local revenue by
1.60 percent of personal income. Since personal income in 1984 was
$3,012 billion, this represents a $48 billion increase in other state and
local revenue. (Note that since the decrease in personal taxes implied
by the estimated coefficient of —0.24 is equivalent to $58 billion in
1984, the increase in other state and local revenue would offset 83
percent of the personal tax revenue lost by state and local govern-
ments.)

The impact on federal tax receipts of the increase in other state and
local revenue depends on the nature of the increase. If these addi-
tional revenues are paid by businesses in the form of higher taxes or
increased fees, the federal government would lose approximately 46
percent of the rise in other state and local revenue through lower
corporate tax receipts, or $22 billion of reduced corporate tax re-
ceipts. In addition, the reduction in net corporate income would
mean reduced dividends and other personal capital income and
therefore a further reduction in personal tax payments to the federal
government. The combination of the decreased corporate and per-
sonal federal taxes that results from the induced increase in other
state and local revenue would thus offset more than 70 percent and
possibly more than 100 percent of the direct increase in federal reve-
nue that results from eliminating the personal deduction.
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In practice, the offset to the direct increase in federal revenue
might be smaller than this because at least some of the increased other
state and local revenue would be in the form of greater charges to
households for services provided by state and local governments. The
analysis is also complicated by the fact that businesses might in part
respond to increased state and local taxes and fees by reducing real
wages. To that extent, the relevant tax rate is not the corporate 46
percent rate but the personal rate on wage and salary income.

There is, however, an important reason why the calculations pre-
sented above may understate the adverse effect on federal revenue of
a shift in the composition of state and local revenue. The parameter
estimates from Section V used to derive the shift in the composition of
state and local revenue are based on interstate differences in the
federal tax price at a point in time. A change in federal tax deductibil-
ity that affects all states equally is more likely to induce an increase in
taxes on businesses than the same size difference in tax rates between
two states. If one state raises its tax on businesses because it has a
higher federal tax price for personal state and local taxes than the
neighboring states, it is likely to drive some business away, thereby
reducing its tax base and decreasing the demand for local labor. But if
all states are faced with an increased federal tax price for personal
state and local taxes because of a change in deductibility, they can all
simultaneously raise their taxes on businesses without concern about
driving business away.

All these considerations make it impossible to provide a precise
estimate of the likely effect on federal revenue of eliminating deducti-
bility. But they do make it clear that an induced shift in the composi-
tion of state and local taxation in response to the elimination of de-
ductibility could reduce substantially, and might even more than fully
eliminate, the prospective increase in federal personal income tax
revenue. As a minimum, the analysis in this paper shows that it would
be unwise for the federal government to assume that eliminating the
deductibility of state and local taxes would increase federal tax re-
ceipts.

VII. The Cost-Effectiveness of Grants
and Tax Deductibility

The low (or possibly negative) cost to the federal government of the
deductibility of state and local taxes implies that deductibility may be a
very cost-effective way for the federal government to stimulate addi-
tional spending by state and local governments. This conclusion runs
counter to the conventional assertion that deductibility is a high-cost
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way of stimulating state and local spending.'* This section illustrates
how deductibility may be more cost-effective than federal grants in
raising state and local spending.

The coefficient estimates of Section V (for the restricted set of
regressors estimated by the IV procedure) imply that deductibility
increases the ratio of net state and local spending to personal income
by —0.04(—0.08) = 0.0032. What is the cost to the federal govern-
ment of achieving this increase and how does it compare with the cost
of other policies that may achieve an equal increase in state and local
spending?

The same data imply that the ratio of personal deductible taxes to
personal income is 0.075. Since the effective tax rate (reflecting the
extent of itemization and the marginal tax rate of itemizers) at which
this is deducted is 0.08, the resulting federal revenue loss is 0.60
percent of personal income. Against this must be offset the extra
revenue that the federal government collects from businesses because
deductibility induces state and local governments to tax businesses
more lightly and from individual shareholders and creditors because
of the increased net-of-tax income of businesses. The relevant param-
eter estimate implies that deductibility reduces other state and local
revenue as a fraction of personal income by 0.20(0.08) = 0.0160. If a
fraction b of this reduction in other state and local revenue would
otherwise have been paid by businesses and deducted against a fed-
eral tax rate of 0.46 percent, deductibility would increase federal
revenue from businesses as a fraction of personal income by
0.46(0.0160)b = 0.00746.

The net cost of deductibility to the federal government, expressed
as a fraction of personal income, is therefore 0.0060 — 0.0074b. If all
the other state and local revenue is raised by taxes on businesses (b =
1), deductibility has a negative cost to the federal government. But
even if only half of the other state and local revenue is raised from
businesses, the net cost of deductibility is 0.23 percent of personal
income or $6.9 billion at 1984 levels. Since deductibility raises spend-
ing by 0.32 percent of personal income, the cost-effectiveness of de-
ductibility can be expressed as 0.32/0.23 = $1.39 of increased state
and local spending per dollar of net federal cost. Similarly, if two-
thirds of the other state and local revenue is raised from businesses,
the cost-effectiveness of deductibility rises to 0.320/.107 = $3.00.15

What is the net cost to the federal government of increasing state

!4 See Noto and Zimmerman (1984) for a recent example of this conventional con-
clusion.

!5 This ignores the additional personal taxes collected because of higher dividends
and interest income. Omitting this relatively small effect tends to overstate the cost of
deductibility.
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and local spending by block grants to state and local governments?
Several studies have shown that federal block grants to state and local
governments increase spending by less than a dollar but more than
the amount that would be expected by a pure income effect.'® If the
increased state and local spending per dollar of federal block grant is
5, the state and local governments reduce their tax receipts by 1 — s
per dollar of federal block grant. If a fraction p of this reduction
is in personal taxes that would be deducted at effective marginal tax
rate m and, of the remainder, the fraction paid by businesses is b, a
dollar of federal block grant raises the federal government’s tax reve-
nue by (1 — s)[pm + (1 — p)(.46b)]. The increase in state and local
spending per dollar of cost to the federal government is thus s/{1 — (1
— s)[pm + (1 — p)(.46b)]}. For example, using the average observed
values of p = 0.65 and m = 0.08 and assuming s = 0.3 and b = 0.5
implies that this cost-effectiveness ratio is only $0.33 of increased state
and local spending per dollar of net federal cost. Even if each dollar
of federal block grant raised state and local spending by a full dollar,
the cost-effectiveness ratio would rise to only one dollar of increased
local spending per dollar of federal cost.

Federal grants can be more cost-effective than tax deductibility only
if the federal grants are matching grants that increase state and local
spending by substantially more than one dollar for every dollar of
federal grant. For example, if each dollar of federal matching grant
raised state and local spending by $2.00, the cost-effectiveness ratio
becomes $1.77 of increased state and local spending per net dollar of
federal cost when b = 0.5. But even with this very powerful matching
effect, with the current illustrative numbers the federal matching
grant is more costly than deductibility per dollar of increased state
and local spending as long as b is greater than 0.57.

These calculations imply that substituting direct block grants or
matching grants for deductibility could increase the cost to the federal
government of achieving the current level of state and local spending.
It is likely that federal grants to state and local governments can be
rationalized only as a way to increase spending beyond the level that is
achieved by deductibility or to alter the distribution of spending
among states and program areas, or to redistribute income geograph-
ically.

VIII. Conclusion

This paper has examined the effect of the federal deductibility of
state and local taxes on the fiscal behavior of state and local govern-

16 See Inman (1979) and Rubinfeld (1986) for summaries of these studies.
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ments. Although there are substantial uncertainties about the empir-
ical results, the evidence indicates that deductibility may affect the
way that state and local governments finance their spending as well as
the overall level of spending. More specifically, in states in which
federal deductibility implies a relatively low cost of using deductible
personal taxes (including income, sales, and property taxes), there
may be substantially greater reliance on those taxes and less reliance
on business taxes and other revenue sources.

This effect of deductibility on the state and local financial mix im-
plies that deductibility may have a much lower cost to the federal
government than has previously been assumed. Indeed, if deductibil-
ity causes a large enough shift of financing from business taxes to
personal taxes, deductibility may actually raise federal tax receipts.
The analysis also implies that deductibility may be a more cost-
effective way than direct grants to raise the general level of state and
local government spending.

The present study used the individual tax return data in the NBER
‘TAXSIM model to calculate federal tax prices for itemizers and other
taxpayers in each state. The econometric analysis recognized that the
federal tax price is endogenous (because it reflects the state and local
spending decisions) and therefore used a consistent instrumental
variable procedure. This use of instrumental variable estimation ex-
acerbates the difficulty of making precise estimates from the data.
The relatively large standard errors indicate the need for caution in
interpreting the point estimates.

There are several directions in which the current work could use-
fully be pursued. Combining cross sections for two or more years
could improve the precision of the parameter estimates. A more dis-
aggregated analysis of the responsiveness of different types of reve-
nue sources would make it possible to calculate the federal cost of
deductibility more accurately. This could usefully be paralleled by a
disaggregated analysis of spending.

But as of now, the analysis and data suggest that it would be wrong
to assume that eliminating federal deductibility would substantially
increase federal revenue or that substituting block grants for deducti-
bility would permit the current level of state and local spending to be
maintained at lower cost to the federal government.



Appendix

FEDERAL TAX PRICE AND RELATED STATISTICS, 1979

TABLE Al

Proportion Federal
Federal of Taxpayers Tax Price
Tax Price Who Itemize for Itemizers
Alabama 94 22 .72
Alaska .87 .38 .67
Arizona 92 .32 .76
Arkansas 94 .25 75
California .90 .36 73
Colorado .89 42 74
Connecticut 91 31 .73
Delaware .95 .18 .70
Florida .94 24 .76
Georgia .92 .29 .73
Hawaii .93 27 72
Idaho 91 .38 .76
Illinois .92 .27 71
Indiana .93 24 72
Iowa .93 .28 71
Kansas .93 .28 .73
Kentucky .93 .26 74
Louisiana .94 .19 71
Maine .95 .19 .74
Maryland .89 .36 .69
Massachusetts .92 .32 .74
Michigan .87 .44 71
Minnesota .92 .32 74
Mississippi .95 .20 73
Missouri .94 .22 .74
Montana .93 32 .78
Nebraska .94 .24 73
Nevada .93 .26 73
New Hampshire .95 A9 74
New Jersey .92 28 .70
New Mexico .94 21 .73
New York .90 .35 73
North Carolina .93 24 .72
North Dakota 93 27 75
Ohio 93 .23 71
Oklahoma .92 .29 74
Oregon 91 34 73
Pennsylvania .93 .26 .73
Rhode Island .92 .28 Vat
South Carolina .92 .30 74
South Dakota 97 14 .75
Tennessee 94 .22 73
Texas .93 .22 .70
Utah .92 31 .75
Vermont 94 21 .72
Virginia 91 .32 .70
Washington 93 24 .70
West Virginia .93 .26 72
Wisconsin 91 34 .74
Wyoming .95 17 .70

Source.—Authors’ calculations using NBER TAXSIM model for 1979
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TABLE A2

Average Synthetic Average Dollar
Dollar Proportion Tax Price
Tax Price of Itemizers for Itemizers
Alabama .93 .25 .73
Alaska .87 .38 .66
Arizona .92 .25 73
Arkansas 92 .29 73
California 91 .30 71
Colorado 91 30 71
Connecticut 91 .31 .70
Delaware .93 23 72
Florida .93 .25 72
Georgia .92 .28 72
Hawaii .92 27 .72
Idaho .92 .30 73
linois .90 .32 .70
Indiana 91 .32 72
Iowa 91 .29 71
Kansas 91 31 71
Kentucky 93 24 72
Louisiana .92 .28 71
Maine .94 .23 .74
Maryland .90 31 .69
Massachusetts .92 27 71
Michigan .89 .37 .69
Minnesota .93 .26 72
Mississippi .94 .22 .74
Missouri .93 .26 72
Montana .92 .28 .73
Nebraska .92 .29 1
Nevada .93 .26 71
New Hampshire .93 25 72
New Jersey 91 .30 69
New Mexico .92 .29 .73
New York .92 .28 .70
North Carolina .93 .25 73
North Dakota .93 27 .73
Ohio .92 .29 71
Oklahoma .91 31 72
Oregon 91 32 72
Pennsylvania .92 .29 71
Rhode Island 91 .29 .70
South Carolina .93 .26 73
South Dakota 93 24 72
Tennessee .93 .27 72
Texas .92 .29 .70
Utah .93 .24 .73
Vermont .93 .26 73
Virginia 91 .30 .70
Washington 91 .30 .70
West Virginia .90 34 .70
Wisconsin 91 .30 71
Wyoming 91 .29 .70

Source. —Authory’ calculauons using NBER TAXSIM model for 1979.
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TABLE A3

EFrecTS OF FEDERAL DEDUCTIBILITY ON STATE AND LoCAL TAXES AND SPENDING:
RATIO SPECIFICATION

Other Net
State State
and and
Personal Local Local
Taxes Revenue Spending
Tax price -.418 -.155 -.573
(.280) (.319) (.367)
Pupils per capita 57.288 —77.748 —20.460
(26.963) (30.641) (35.248)
Road mileage per capita —.003 —-.001 -.004
(.005) (.005) (.006)
Nonwhite (%) -.019 —-.042 ~.060
(.044) (.049) (057)
Urban (%) -.018 .043 025
(.024) (.028) (.082)
Poverty (%) .685 .056 741
(.441) (502) (577)
Aged (%) 535 —-.650 —.115
(.221) (.251) (.289)
Homeowners (%) ~.187 179 —-.008
(.060) (.068) (.078)
Family income:
7,500-15,000 .689 —-.261 428
(.578) (.656) (.755)
15,000-25,000 .623 -.312 311
(471) (.585) (.616)
25,000-35,000 1.009 314 1.323
(.632) (.718) (.826)
35,000-50,000 534 —-1.181 —.646
(.648) (.736) (.847)
50,000 + 470 .055 .526
(.641) (.729) (.839)
Variance of AGI -.007 014 .007
(.019) (.022) (.025)
Skew of AGI -.012 —.094 -.106
(.193) (.220) (.253)
Dividends and interest per dollar of AGI ~-.045 734 689
(.427) (.485) (.558)
Capital gains per dollar of AGI .003 —-.043 —-.039
(.024) (.029) (.032)
Percentage married ~2.126 —-1.950 —-4.076
4.379) (4.976) (5.725)
Constant -23.122 46.027 22.906
(46.926) (53.326) (61.344)
Standard error of regression 1.167 1.326 1.525

Note.—The dependent variable 1n each equation 1s measured as a ratio to personal income. All equations are
estimated by an instrumental variable procedure Standard errors are shown 1n parentheses.
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