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nn Federal tax law allows taxpayers 
who itemize to deduct many of 
their state and local taxes. This 
effectively reduces the cost of 
those taxes, making it easier for 
state and local governments to 
impose higher taxes and engage 
in wasteful or inefficient govern-
ment spending.

nn The state and local tax deduction 
further severs the link between 
taxes paid and services received.

nn By allowing taxpayers to deduct 
their state and local taxes, the 
federal government must impose 
higher marginal tax rates than 
it would absent the deduction. 
Higher rates mean that many 
taxpayers subsidize other gov-
ernments’ services that they do 
not receive.

nn Eliminating the state and local tax 
deduction and replacing it with 
revenue-neutral and distribution-
al-neutral tax reform would end 
the subsidy for bad state eco-
nomic policies, more closely align 
taxes paid with benefits received, 
and allow for a reduction of up to 
12.5 percent in federal tax rates.

Abstract
The state and local tax deduction effectively encourages higher taxes 
by state and local governments. By requiring higher federal marginal 
tax rates to replace lost revenue, the state and local tax deduction fur-
ther severs the link between taxes paid and services received, effective-
ly forcing all federal taxpayers to pay, in part, for services provided to 
residents of other states. Federal tax rates could decline significantly—
by as much as 12.5 percent—if policymakers eliminated the state and 
local tax deduction and replaced it with a revenue-neutral and distri-
bution-neutral reduction in marginal tax rates.

Under federal tax law, individuals may deduct the income and 
property taxes that they pay to their state and local govern-

ments. In recent years, individuals have been allowed to choose 
between deducting their income tax or sales taxes.1 Because fed-
eral tax deductions effectively spread the costs of these deduc-
tions across all taxpayers in the form of higher federal tax rates, 
the state and local tax deduction forces federal taxpayers in low-
tax states to subsidize taxpayers in high-tax states. Distributional 
impacts within states force low-income residents to subsidize high-
income residents.

If the state and local tax deduction were eliminated, federal 
income tax rates could be reduced by as much as 12.5 percent. End-
ing the federal subsidy of state and local taxes would help to improve 
the fiscal discipline and economic efficiency of state and local gov-
ernments by forcing state and local taxpayers to bear the full bur-
den of their governments’ costs.
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The State and Local Tax Deduction
The state and local tax deduction has been around 

since the inception of the federal income tax in 1913. 
The rationale for it is that since state and local taxes 
reduce individuals’ after-tax income, the income 
used to pay those taxes should be excluded from fed-
eral taxation. That argument has merit.

In practice, however, the deduction allows states 
to raise taxes higher than they otherwise would 
and has significant perverse distributional impacts, 
redistributing income from the poor to the rich 
and from people in low-tax states to people in high-
tax states. Despite some efforts to eliminate it, the 
deduction for state and local taxes remains one of the 
largest deductions in the federal tax code. Accord-
ing to The Heritage Foundation’s Individual Income 
Tax Model (HFIITM), the state and local tax deduc-
tion will reduce federal tax revenues by an estimat-
ed $90 billion in 2015. This makes the state and local 
deduction one of the largest “tax preference” items.

Economics of the Deduction
Any tax deduction reduces the tax base and there-

fore requires higher marginal tax rates to maintain 
the same level of tax revenue. Ideally, deductions 
should be kept to a minimum after the appropriate 
tax base has been established. Yet the U.S. tax code is 
littered with numerous deductions and exemptions 
as political and special interests have interfered 
with economically efficient taxation. The federal 
deduction for state and local taxes turns high-tax 
states into one of those special interests.

Who Benefits?
The federal deduction for state and local taxes 

creates both winners and losers.
States with High Taxes. States with higher 

income and property taxes receive the greatest ben-
efit from the state and local tax deduction. Accord-
ing to the Tax Policy Center, New York and Califor-
nia received more than 30 percent of the value of 

1.	 Since 2004, taxpayers have been allowed to choose between deducting their state and local income taxes or their state and local sales taxes. 
The deduction for sales taxes has not yet been extended beyond 2014.
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* Capital gains deduction and imputed rental interest.
Note: The above figures reflect the Treasury Department’s definitions of tax expenditures and their assessment of their respective costs in terms 
of lost tax revenue. Heritage Foundation analysts do not recognize all of these items as so-called tax preferences, and the costs listed here do not 
reflect any changes in behavior that might result if the so-called tax preference items were eliminated.
Source: U.S. Department of the Treasury, “Tax Expenditures,” pp. 22–27, Table 1, http://www.treasury.gov/resource-center/tax-policy/Docu-
ments/Tax-Expenditures-FY2016.pdf (accessed February 19, 2015).
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the state and local tax deduction in 2011, yet their 
residents make up only 12 percent of the U.S. popu-
lation.2 Not surprisingly, New York and California 
place first and fourth, respectively, in total state 
and local tax burden.3 Just 10 states receive 62 per-
cent of the value of the state and local tax deduction. 
On average, taxpayers in these 10 states receive a 
$4,200 deduction while taxpayers in the remain-
ing 40 states and the District of Columbia receive a 
$2,300 deduction.4

The state and local tax deduction effectively 
reduces states’ marginal tax rates, allowing them to 
collect higher taxes while shifting some of the bur-
den from their own taxpayers to taxpayers in other 
states. For example, the state of California has a top 
marginal tax rate of 9 percent, but the state and local 
tax deduction reduces this to an effective 5.4 percent. 
This is because the federal government reimburses 
state taxpayers up to 40 cents of each dollar they pay 
in state taxes. Thus, while California’s government 
keeps every dollar of state tax revenue, only part of 
that revenue comes from California residents. The 
rest comes from the federal government in the form 
of reduced federal tax receipts.

Higher-Income Taxpayers and Itemizers. 
The deduction for state and local taxes creates win-
ners and losers within states, too. Higher-income 
taxpayers win while lower-income taxpayers lose.

The state and local tax deduction is available only 
to taxpayers who itemize their deductions: single 
taxpayers with more than $6,300 in total deductions 
and married taxpayers with more than $12,600 in 
deductions for 2015. This means that more than 70 
percent of all taxpayers receive no benefit from the 

state and local tax deduction. Those who receive no 
benefit tend to have lower incomes: Only 16 percent 
of taxpayers making less than $30,000 itemize their 
deductions while more than 95 percent of taxpayers 
with incomes of $200,000 or more itemize.5

The distribution of the value of the state and local 
tax deduction is even more skewed than that of those 
claiming it. According to the Congressional Bud-
get Office (CBO), 80 percent of the value of the state 
and local tax deduction goes to the top 20 percent of 
taxpayers.6 This is because higher-income individu-
als not only pay more state and local taxes, but also 
face higher marginal tax rates at the federal level. A 
$10,000 deduction for a middle-income family pro-
duces a $1,500 reduction in their federal taxes while 
a $10,000 deduction for a very high-income family 
nets them nearly $4,000.

Deduction Subjects Federal Tax Revenues 
to the Whim of State Governments

By allowing individuals to deduct the taxes paid 
to their state and local governments, federal reve-
nues become contingent on states’ level of taxation. 
If states raise taxes, individuals deduct more in state 
taxes and federal tax revenues decline. On the other 
hand, if states lower their taxes, individual deduc-
tions decline and federal tax revenues rise.

This leaves the federal government with less con-
trol over its collection of taxes. For example, the tax 
increases contained in Illinois’ Taxpayer Account-
ability and Budget Stabilization Act generated an 
additional estimated $25.7 billion in tax revenues 
for the state between 2011 and 2014.7 But those same 
tax increases directly reduced federal tax revenues.

2.	 Yuri Shadusky, “State and Local Tax Deductions,” The Tax Policy Center Tax Notes, July 1, 2013,  
http://www.taxpolicycenter.org/UploadedPDF/1001684-TN-s-and-l-tax-deductions.pdf (accessed December 16, 2014), and U.S. Census 
Bureau, Annual Estimates of the Resident Population: April 1, 2010–July 1, 2013.

3.	 Elizabeth Malm and Gerald Prante, “Tax Burden Rankings: FY 2011,” Tax Foundation, April 2014,  
http://taxfoundation.org/sites/taxfoundation.org/files/docs/Burdens_2014_Final.pdf (accessed December 16, 2014).

4.	 The authors’ calculations are based on data from Shadusky, “State and Local Tax Deductions,” and IRS data on the number of tax filers in 
2011. The IRS data showed a total of 145,370,240 taxpayers in 2011. The average deduction for the 10 states with the biggest state and local 
deductions is $4,208 while the average is $2,325 across the bottom 40 states. This calculation averages the deduction across all taxpayers in 
the state, not just itemizers. Internal Revenue Service, “SOI Tax Stats—Individual Statistical Tables by Filing Status,” 2011, Table 1.2,  
http://www.irs.gov/uac/SOI-Tax-Stats---Individual-Statistical-Tables-by-Filing-Status (accessed February 17, 2015).

5.	 Scott A. Hodge, ed., “Putting a Face on America’s Tax Returns: A Chart Book,” Tax Foundation, October 21, 2013,  
http://taxfoundation.org/slideshow/putting-face-americas-tax-returns (accessed December 16, 2014).

6.	 Congressional Budget Office, “The Distribution of Major Tax Expenditures in the Individual Income Tax System,” May 2013,  
http://www.cbo.gov/sites/default/files/cbofiles/attachments/43768_DistributionTaxExpenditures.pdf (accessed December 16, 2014).

7.	 Benjamin VanMetre, “Illinois’ Temporary Tax Hike: $18 Billion Later,” Illinois Policy, September 17, 2013,  
https://www.illinoispolicy.org/policy-points/illinois-temporary-tax-hike-18-billion-later/ (accessed February 26, 2015).
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While the amount these tax increases reduced 
federal tax revenues is unknown, the effects were 
certainly significant and likely amounted to billions 
of dollars in lost federal tax revenues.8

Eliminating the State and  
Local Tax Deduction

The Heritage Foundation’s Center for Data Analy-
sis estimated the static impact on federal tax revenues 
of eliminating the state and local tax deduction using 
The Heritage Foundation Individual Income Tax 
Model (HFIITM). This analysis marks the first use 
of the new model, which estimates the static impact 
of changes in federal tax policy on the overall reve-
nues and distribution of federal taxes. Because this is 
the first analysis published using the model, we have 
detailed its structure and capabilities in the Appendix.

We estimate that eliminating the state and local 
tax deduction would increase federal income tax 

revenues by about 6.1 percent ($1.3 trillion) over the 
next 10 years (2016–2025). Previous estimates from 
the CBO and the Joint Committee on Taxation show 
smaller revenue gains over a 10-year window, but 
those estimates reflect earlier periods. For example, 
the CBO estimated in 2011 that repealing the state 
and local tax deduction would increase federal tax 
revenues by $862 billion over 10 years.9 The Tax Pol-
icy Center estimated that a 2013 update to this esti-
mate would translate into about $1.1 trillion in addi-
tional revenues.10 Our current estimate reflects the 
2016–2025 time period.

Replacing the Deduction with Reduced Rates. 
The purpose of eliminating the state and local tax 
deduction is not to generate new federal tax rev-
enues, but to rid the tax code of inefficient policies. 
Thus, Congress should offset the removal of any 
deductions with a reduction in marginal tax rates. 
If the revenues from eliminating the state and local 

8.	 If the entire tax increase had been achieved by raising taxes on those facing the highest federal tax rate of 39.6 percent, the estimated $25.7 
billion in additional state tax revenues would have reduced federal tax revenues by $10.2 billion. At a 15 percent marginal tax rate with all 
$25.7 billion subject to the deduction, Illinois’s recent tax hike would have reduced federal tax revenues by $3.9 billion.

9.	 Congressional Budget Office, “Reducing the Deficit: Spending and Revenue Options,” March 2011,  
http://www.cbo.gov/sites/default/files/cbofiles/ftpdocs/120xx/doc12085/03-10-reducingthedeficit.pdf (accessed December 16, 2014).

10.	 Committee for a Responsible Federal Budget, “The Tax Breakdown: The State and Local Tax Deduction,” August 20, 2013,  
http://crfb.org/blogs/tax-break-down-state-and-local-tax-deduction (accessed December 16, 2014).
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tax deduction were used to lower rates to maintain 
revenue neutrality and distributional neutrality 
with the current tax code, marginal tax rates would 
decline by up to 12.5 percent.11

Our analysis found that removing the state and 
local tax deduction and replacing it with a revenue-
neutral and distribution-neutral reduction in mar-
ginal tax rates would produce the largest tax reduc-
tions for the 25 percent and 28 percent tax brackets, 
which would decline by 9.2 percent and 12.5 percent, 
respectively. The 15 percent and upper-income rates 
would all decline between 3 percent and 5 percent.

Although we did not dynamically model the mac-
roeconomic effects of replacing the state and local 
tax deduction with lower marginal income tax rates, 
such a policy could generate positive macroeconom-
ic impacts. Whereas the state and local tax deduc-

tion does not promote economic growth, but rather 
encourages adverse economic policies at the state 
level, eliminating it could reduce the negative effects 
of bad state policies. If accompanied by more effi-
cient state tax and spending policies, replacing the 
state and local tax deduction with lower federal tax 
rates would spur economic growth.

The Potential Impact on State Policies
Eliminating the state and local tax deduction 

could increase accountability in state governance 
and reduce wasteful spending.

Without the federal government picking up a 
piece of their state and local tax burden, many tax-
payers would face a significantly higher effective 
state tax burden that could drive some individu-
als and small businesses out of high-tax states and 

1 New York 6.16%
2 Maryland 5.39%
3 District of Columbia 5.24%
4 California 5.14%
5 Oregon 4.77%
6 Connecticut 4.59%
7 New Jersey 4.44%
8 Minnesota 4.06%
9 Wisconsin 4.00%
10 North Carolina 3.95%
11 Massachusetts 3.91%
12 Maine 3.65%
13 Kentucky 3.60%
14 Virginia 3.58%
15 Rhode Island 3.56%
16 Hawaii 3.45%
17 Ohio 3.44%

Rank Amount Rank Amount Rank Amount

18 Idaho 3.41%
19 Georgia 3.35%
20 Utah 3.33%
21 Delaware 3.25%
22 South Carolina 3.24%
23 Kansas 3.20%
24 Iowa 3.12%
25 Missouri 3.01%
26 Montana 2.97%
27 Vermont 2.91%
28 Nebraska 2.90%
29 Arkansas 2.89%
30 Pennsylvania 2.85%
31 Colorado 2.83%
32 Indiana 2.61%
33 Michigan 2.59%
34 West Virginia 2.54%

35 Oklahoma 2.35%
36 Arizona 2.26%
37 Alabama 2.19%
38 Illinois 2.08%
39 New Mexico 2.08%
40 Mississippi 2.01%
41 Louisiana 1.99%
42 Washington 1.34%
43 North Dakota 1.27%
44 Tennessee 1.15%
45 Nevada 1.11%
46 New Hampshire 1.07%
47 Florida 1.02%
48 Wyoming 0.86%
49 Texas 0.86%
50 South Dakota 0.75%
51 Alaska 0.26%

TaBLE 1

State and Local Tax Deduction, by State
Figures are the tax deductions as a percentage of federal adjusted gross income in each state in 2010.

Source: Nick Kasprak, “Monday Map: State and Local Tax Deductions,” Tax Foundation, August 27, 2012, 
http://taxfoundation.org/blog/monday-map-state-and-local-tax-deductions (accessed February 19, 2015). BG 2999 heritage.org

11.	 The authors used estimates from the Joint Committee on Taxation on the distributional impact of the state and local tax deduction as a 
starting point to determine the appropriate marginal rate tax reductions that would achieve a revenue-neutral and distributionally neutral tax 
reform. U.S. Congress, Joint Committee on Taxation, “Estimates of Federal Tax Expenditures Fiscal Years 2012–2017,” February 1, 2013,  
https://www.jct.gov/publications.html?func=startdown&id=4503 (accessed February 17, 2015).The authors then compared the distribution 
of current tax policy to that with no state and local deduction and lower marginal rates. Through multiple iterations of changes in marginal 
rates, we achieved a new set of marginal tax rates that is both revenue-neutral and distributionally neutral to current tax law.
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into lower-tax ones. This competition in state taxa-
tion would be good for individuals and businesses 
because it would make states more accountable for 
all of the tax revenue they collect.

Increased accountability would lead to more 
equitable and efficient taxation at both the state and 
federal level. Absent the deduction, taxes would be 
distributed more equitably according to services 
received. When faced with the full cost of servic-
es received, taxpayers would likely demand fewer 
services and a more efficient allocation of their 
tax dollars, leading to a more optimal overall level 
of taxation.

The Effect on Individuals
Despite seeming like an increase in federal taxes 

(or an increase in effective state taxes) for anyone 
who claims the state and local tax deduction, elimi-

nating the deduction could reduce many of these tax-
payers’ federal tax liabilities if coupled with a corre-
sponding reduction in federal marginal tax rates.

The state and local tax deduction has adverse 
impacts that outweigh its benefits and should be 
eliminated for that reason. However, Congress 
should use the additional revenue that would be 
generated to reduce marginal income tax rates for 
all federal taxpayers, not simply add it to the feder-
al government’s coffers. If marginal tax rates were 
reduced in a revenue-neutral and distributionally 
neutral manner, the more than 70 percent of taxpay-
ers who do not itemize would face lower combined 
federal and state income tax burdens. Additionally, 
this could lower overall taxes for some taxpayers 
who itemize but who have relatively lower incomes 
or live in lower-tax states.

In addition to the immediate change in federal 
tax liabilities, eliminating the state and local tax 
deduction could lead to lower state and local taxes, 
which could ultimately mean that even those cur-
rently receiving large benefits from the deduction 
would experience an eventual decline in their com-
bined state and local tax burden.

Conclusion
Assuming an appropriate tax base has been 

established, most tax deductions and exclusions are 
not efficient because they require higher marginal 
tax rates. The state and local tax deduction fits this 
description because it supports detrimental eco-
nomic policies: high levels of taxation and inefficient 
and wasteful government spending. Furthermore, 
it subjects federal tax revenues to the whim of state 
governments, while benefiting wealthy taxpayers 
and high-tax states.

Eliminating the state and local tax deduction 
would encourage a more efficient tax system, and a 
corresponding reduction in marginal federal income 
tax rates could boost economic growth. The U.S. tax 
code needs serious reform, and eliminating the state 
and local tax deduction is one step in that direction.

—Rachel Greszler is Senior Policy Analyst and 
Kevin D. Dayaratna, PhD, is Senior Statistician 
and Research Programmer in the Center for Data 
Analysis, of the Institute for Economic Freedom and 
Opportunity, at The Heritage Foundation.

Regular Marginal Tax Rates

Current New Percent Change
10.0% 10.0% 0.0%
15.0% 14.4% –4.0%
25.0% 22.7% –9.2%
28.0% 24.5% –12.5%
33.0% 31.3% –5.2%
35.0% 33.1% –5.4%
39.6% 38.0% –3.9%

Capital Gains and Dividends Marginal Tax Rates

Current New Percent Change
15.0% 13.5% –10.0%
20.0% 18.5% –7.5%
23.8% 22.3% –6.3%

TaBLE 2

Eliminating State and Local Tax 
Deduction Allows Reduced Tax Rates

Note: These rates achieve revenue-neutrality within 0.01 percent 
of current law and distributional-neutrality within less than 0.4 
percent of current law.
Source: Authors’ calculations based on data from the Heritage 
Foundation Individual Income Tax Model. 
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Appendix

The Heritage Foundation’s Individual Income 
Tax Model (HFIITM) is a statistical model for fore-
casting tax revenues. The model uses data from the 
2007 Statistics of Income Public Use Tax File from 
the Internal Revenue Service.12 This is a stratified 
sample of the American population consisting of 
approximately 143,142 tax filing records. The data 
blur certain information, such as state of residency, 
for high-income tax filers (those with adjusted gross 
incomes over $200,000).

The model and data are based off the IRS’s 2007 
F1040 form and includes most variables, or lines, 
contained in this form. Some lines are excluded 
from the IRS dataset and therefore cannot be disag-
gregated within the model.

To establish a base-case scenario, the HFIITM 
model generates a random sample (a sequence of 
independent and identically distributed random 
variables) from the original 2007 dataset and “ages” 
each observation of this sample over subsequent 
years through 2025. Specifically, the sample from 
the original 2007 data is used to generate subse-
quent observations of data for 2008, and then the 
2008 data are used to generate 2009 data, and the 
process continues.

Each random sample consists of 1 million obser-
vations. Each time an alternative scenario is tested 
or “scored” by the model, a new base case scenario is 
developed. Due to the large sample size of 1 million 
observations, the base case scenario does not differ 
significantly from one run to another.

The aging of the data from 2007 to 2025 includes 
both targeted aging based on actual data available 

from the IRS through 2012 and applied growth rates. 
For nearly all variables, additional aggregate IRS 
data from 2012 are used to apply a steady growth 
rate between 2007 and 2012. Beyond 2012, variables 
are grown according to what are deemed appropri-
ate growth rates. For example, variables related to 
income are grown according to presumed income 
growth rates, and education-related and health-
related tax components are grown according to their 
estimated cost growth. The tax parameters for 2015 
and beyond are adjusted for inflation and income as 
determined by current tax law. Aggregate revenues 
are computed using the law of large numbers, which 
states that for a sufficiently large sample size, the 
mean of a random sample converges to the popula-
tion mean.13 Although cyclical growth is expected, 
the HFIITM—like most other microsimulation mod-
els—does not attempt to model such cyclical growth. 
Instead, the HFIITM assumes steady state growth. 
Because of this assumption of steady state growth, 
additional aggregate data from 2012 were used to 
adjust the growth rates of most variables between 
2007 and 2012. Without this adjustment, the esti-
mated growth rates create significantly higher val-
ues for many of the variables than actually occurred.

For this first simulation using the HFIITM, we 
ran a baseline scenario based on current policy and 
juxtaposed this against an alternative scenario that 
eliminates state and local tax deductions for years 
2015 and beyond. The differences between the two 
scenarios are based on comparing overall revenues 
after refunds and credits.

12.	 Internal Revenue Service, “2007 Statistics of Income Public Use Tax File.”

13.	 George Casella and Roger L. Berger, Statistical Inference, 2nd ed. (Pacific Grove, CA: Duxbury, 2002). p. 235.


