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It was the spring of 1985 when President
Ronald Reagan first proposed to put an end to
the state and local tax deduction. The idea was,
to be sure, politically tricky. The provision had
been around since the creation of the federal
income tax in 1913, the budgetary expression
of America’s celebrated federalism. As Justice
Louis Brandeis might have put it, it was the
federal government’s way to help pay for
policy experimentation in the nation’s
“laboratories of democracy.”

And yet to a Republican Party embroiled in a
fundamental debate on how to shrink the
government, it was an idea hard to resist: a
direct shot at states’ capacity to spend. Bruce
Bartlett, then a conservative tax expert who
would go on to serve under Reagan and his
successor, George Bush, estimated that
without federal deductibility, state and local
spending would fall 14 percent.

Nixing deductibility “threatens the political
livelihood of spendthrift lawmakers across the
nation,” Mr. Bartlett exulted at the time in an
article for the Heritage Foundation. And it
“would become more difficult for states to
finance programs of doubtful benefit to their
taxpayers by ‘hiding’ the full cost within the
federal tax system.”

Reagan ultimately failed to Kkill the deduction.
Mr. Bartlett, who often contributes to The New
York Times, has come full circle to reject the
Republican project to shrink the government at
all costs. Still, his words from over 30 years
ago provide an apt description of what drives
Republican thinking in Congress today.

The entanglement of provisions in the
Republican tax bills that emerged from the
House and Senate in the last few weeks may
look less like the product of a carefully

considered strategy than like a hodgepodge of
giveaways and compromises only loosely
constrained by math or economics, clustered
around one goal: cutting the tax burden on the
rich.

But there is more strategic vision than is
immediately evident. The plan to starve the
beast of government by depriving it of money,
it seems, is back in the saddle. This time
around it might succeed where Reagan failed:
Barring taxpayers from deducting state and
local income taxes and limiting the property
taxes they can deduct on their federal returns,
the Republican bills could, for the first time,
force high-tax states run by Democrats to
capitulate.
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Excluding payroll taxes — which pay for
Social Security and Medicare — federal tax
revenues declined to 11.2 percent of gross
domestic product in 2016 from 12.1 percent in
1980, when Reagan was elected, according to
the Organization for Economic Cooperation
and Development, a policy group of
industrialized nations. That is a difference
worth some $170 billion a year, in today’s
money.

This bucks the trend among the rest of the
countries in the group, with central
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government revenue increasing by about two
percentage points of G.D.P., on average. But it
also rows against the current of states and
municipalities in the United States. From 1980
to 2016, state and local revenues increased to
8.5 percent of G.D.P., from 7.8 percent, the
O.E.C.D. says — a rise worth $130 billion a
year.

If the Republican bills become law, states and
municipalities are going to need the money.
Slashing revenues by about $1 trillion over 10
years, according to the latest estimates by
Congress’s Joint Committee on Taxation, the
bills create enormous pressure to cull federal
spending.

That alone will call on states to fill the gap. “A
lot of responsibility for social programs is
going to shift to the states,” said Kim S.
Rueben, director of the state and local finance
initiative at the nonpartisan Urban Institute.
This doesn’t apply only to, say, New York or
California — states with higher taxes funding
more generous social programs. It applies to
Mississippi, a poor, low-tax state that provides
very little in social insurance and relies heavily
on the federal government to provide a safety
net.

But if the state and local deduction disappears,
the task will become that much more difficult.
In 2013, almost six million taxpayers in
California used the state and local tax
deduction, claiming an average of $16,420,
according to the nonpartisan Tax Policy
Center. In New York, over three million
taxpayers deducted $20,489, on average.
Eliminating the benefit will make it
increasingly difficult for these states to raise
money.

“This is one of the more strategic efforts in the
starve-the-beast mode,” said Lawrence F.
Katz, a professor of economics at Harvard.
“Nobody can be a blue state anymore. They are
going after the flexibility of states to do
things.”

Indeed, Republicans’ new tax proposals seem
to be taking the country a few decades back.

Think about unemployment insurance. It
didn’t exist until 1935, when the Great
Depression inspired Congress to write it into
law, funded by a levy on businesses and
granting states great leeway in carrying out the
program. But states had been talking about it
for two decades, and seven had already passed
unemployment insurance provisions when
Congress got involved. “This is the best
example of the laboratory of democracy,” said
Claudia Goldin, an economic historian at
Harvard.

The state-level experimentation that led to the
creation of federal unemployment insurance is
what the nation stands to lose.

This is not to say that the state and local tax
deduction is the ideal mechanism to bolster the
finances of state and local governments. It is
loaded heavily to benefit the rich, who pay the
highest federal tax rates and are the most likely
to itemize their deductions.

It is unclear, moreover, to what extent the
provisions in the Republican bills will, in fact,
hinder state finances. Eliminating the
deduction for state and local income taxes
raises their “price” for taxpayers: Those paying
a top federal rate of 35 percent get 35 percent
off their state and local contributions. But the
Republican bills — which still have to be
mushed together into one piece of legislation
— do other things, too.

They expand the standard deduction, so fewer
people will itemize their deductions in the first
place. They also pare back the alternative
minimum tax, which prevented some
taxpayers from benefiting from the state and
local deduction. Both these provisions could
mute the effect of the changes in deductibility.

“This will mitigate the effect in some ways,”
Ms. Rueben said. “But it won’t eliminate it.”



Today, it seems inevitable that the federal
government will shrink into an earlier version
of itself. As Professor Goldin noted, it looks a
bit the way it did in the early years of the 20th
century, when the government had little money
to pay for social policy.

“States were the only place where social policy
could be conceived of,” she told me.

Republican efforts to starve the beast imagine
state governments falling in line with federal
austerity. But as wages stagnate, inequality
widens, and new social challenges like opioid
addiction arise, that seems at odds with what
the moment calls for.
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