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In the United States, workers in cities offering above-average wages—
cities with high productivity, low quality of life, or inefficient housing
sectors—pay 27 percent more in federal taxes than otherwise identical
workers in cities offering below-average wages. According to simula-
tion results, taxes lower long-run employment levels in high-wage areas
by 13 percent and land and housing prices by 21 and 5 percent,
causing locational inefficiencies costing 0.23 percent of income, or
$28 billion in 2008. Employment is shifted from north to south and
from urban to rural areas. Tax deductions index taxes partially to local
cost of living, improving locational efficiency.

I. Introduction

Wage and cost-of-living levels vary considerably across cities in the
United States, yet the federal tax code does not take this variation into
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account. Since federal taxes are based on nominal incomes, workers
with the same real income pay higher taxes in high-cost areas than in
low-cost areas, without receiving additional benefits. Recognizing this,
the Tax Foundation (Dubay 2006, 1) argues, “the nation is not only
redistributing income from the prosperous to the poor, but from the
middle-income residents of high-cost states to the middle-income resi-
dents of low-cost states.” While the Tax Foundation has suggested a flat
tax to remedy this problem (Hoffman and Moody 2003), politicians
from high-cost areas have proposed indexing federal taxes and benefits
to local costs, arguing that workers with the same real incomes should
pay the same nominal taxes.

For federal taxes to not distort the location choices of workers, the
correct principle is that taxes should be independent of where workers
live so that location-wise they are effectively lump sum. The current
system taxes workers more for taking jobs in higher-paying cities, blunt-
ing the incentive to live in these cities, characterized by high firm pro-
ductivity and low quality of life. For example, in the New York metro-
politan area, wage levels are 21 percent above the national average,
which, interacted with an effective marginal tax rate of 33 percent,
creates a 7 percent federal surtax on labor income for locating there.
Unlike local tax differences, federal tax differences of this kind are not
compensated with higher levels of local spending and may therefore
affect location choices substantially.

Because federal taxes are not indexed to local wage levels, workers
are induced to leave cities with high wages and move to cities with low
wages. As a result, unindexed federal taxes lower employment levels and
property values in high-wage cities while having the opposite effect on
low-wage cities. In equilibrium, these price changes compensate workers
for federal tax differences across cities, but the resulting geographic
distribution of employment is inefficient, reducing overall welfare.

The unequal distribution of federal taxes that results from wage dif-
ferences across cities does not depend on the progressivity of taxes and
cannot be eliminated with a flat tax. The view that workers with the
same real incomes should pay the same nominal taxes holds true across
cities that vary in the productivity of their firms, as nominal incomes
merely track cost-of-living differences across these cities. However, this
view is incorrect across cities that vary in quality of life, as nicer cities
have a higher cost of living but lower nominal wage levels and hence
a lower federal tax burden. Indexing the tax code to local costs would
eliminate federal tax differences across cities that vary in productivity
but exacerbate them across cities that vary in quality of life.

An empirical simulation for the United States, below, reveals that
workers with the same skills pay up to 27 percent more in federal taxes
in high-wage cities than in low-wage cities. The federal government
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effectively taxes workers for living in large cities while subsidizing them
to live in rural areas. Taxes also fall more heavily on the Northeast,
Pacific, and Great Lakes regions and less on the South. Controlling for
socioeconomic disparities, approximately $270 billion each year are
transferred horizontally from high-wage areas to low-wage areas. These
findings partly confirm Senator Patrick Moynihan’s (2000) claims in 24
years of reports, entitled The Federal Budget and the States, that the “federal
balance of payments” across areas is highly unequal, although these
reports do not control for socioeconomic differences across regions,
nor do they consider the effects on local employment or prices.

Journalist Malcolm Gladwell (1996) writes that the inequality in the
federal balance of payments “is according to urban experts and econ-
omists one of the best-kept secrets in American politics” and that “the
decline of many northeastern American cities may be due not just to
mismanagement—as is now popularly imagined—but to the emptying
of their coffers by the federal government.” Such a view is supported
by the simulation: over the long run, federal taxes have lowered em-
ployment, housing prices, and land values in high-wage areas by 13, 5,
and 21 percent, respectively, and done the opposite in low-wage areas.
Overall, federal taxes have tilted the geographic distribution of em-
ployment away from the North toward the South and away from urban
areas toward rural areas, creating a welfare loss estimated at 0.23 percent
of income, or $28 billion in 2008. Without federal tax deductions for
mortgage interest and local taxes, this loss would be even larger.

Previous research about how federal taxes interact with local prices
contains some important findings but has been too narrow or informal
to guide policy comprehensively. Wildasin (1980) finds that federal taxes
on labor income cause mobile workers to locate inefficiently across cities
offering different wages but focuses on conditions characterizing effi-
ciency rather than the results of inefficiency. Without referring specif-
ically to taxation, Glaeser (1998) argues that federal transfer levels
should not be tied to local price levels, as this implicitly subsidizes re-
cipients to live in expensive, high-quality-of-life cities. More generally,
Kaplow (1995) and Knoll and Griffith (2003) also allow productivity
differences to affect local wages and prices, leading them to consider
the benefits of indexing taxes to local wages. Although insightful, their
informal arguments leave open the exact consequences of failing to
index the tax code, raising the need for more rigorous quantitative
analysis.'

! Kaplow’s (1995) analysis holds prices fixed and presents an index formula that does
not equalize nominal tax payments across areas. Knoll and Griffith (2003) assume that a
flat tax on income does not change prices or reallocate resources; this assumption, as
shown below, does not hold in general equilibrium. Other work considers how tax de-
ductions interact with local prices. Research by Gyourko and Sinai (2003, 2004) and Brady,
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Section II introduces a model of mobile workers who live in cities
with attributes that generate differences in costs of living, wages, and
federal tax burdens. Section III describes the federal tax differences
that arise in equilibrium and how they affect local prices. Section IV
examines how taxes distort location decisions and how to calculate the
resulting efficiency loss. Then, Section V considers the effect of indexing
taxes to local wages or costs of living and demonstrates how tax de-
ductions for locally produced goods, such as housing, produce a mild
form of cost indexation. Section VI calibrates the model and simulates
how differential taxes affect the distribution of local prices, employment,
and welfare, taking into account differential federal spending patterns.

II. Theoretical Setup

To explain why prices and tax burdens differ across cities, I adapt the
general-equilibrium model of Rosen (1979) and Roback (1980, 1982),
incorporating federal taxes. The national economy is closed and con-
tains many cities, indexed by j, which trade with each other and share
a homogeneous population of mobile workers. These workers consume
a numeraire traded good, x, and a nontraded “home” good, y, with local
price p’. Cities differ in three types of exogenous attributes. Quality of
life, Q/, may be affected by amenities such as weather or safety. Pro-
ductivity in the traded-good sector, A% (or “trade productivity”), may be
due to natural advantages, such as a harbor, or to agglomeration econ-
omies, such as input sharing. Productivity in the home-good sector,
A’ (or “home productivity”), may be affected by natural advantages or
regulations affecting residential housing. The average value of each
attribute is set to one. Although some city attributes may indeed be
endogenous, it is safe to consider them exogenous if federal taxes do
not significantly affect their relative levels across cities.

Firms produce traded and home goods out of land, capital, and labor.
Factors receive the same payment in either sector. Land, L, is fixed in
supply in each city at L’ and is paid a city-specific price, /. Capital, K,
is fully mobile and is paid the price i everywhere. The supply of capital
in each city is denoted K/, with the aggregate level of capital fixed at
K™ thus Zij = K7 Labor, N, is also fully mobile, but because
workers care about local prices and quality of life, wages, w’, may vary
across cities. Workers have identical tastes and endowments, and each

Cronin, and Houser (2003) tabulates how mortgage and local-tax deductions dispropor-
tionately benefit high-cost areas but neglects how these deductions may offset the unequal
burden of federal taxes from wage differences. Surveys of the possible benefits of tax
deductions for mortgage interest (e.g., Glaeser and Shapiro 2003) or local taxes (e.g.,
Kaplow 1996) do not consider their interurban locational effects.
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supplies a single unit of labor. The total number of workers is fixed at
N, so 3, N = N''. Workers own identical diversified portfolios of
land and capital, which pay an income R = (1/N"") 3.+/L’ from land
and I = {(K"®/N"™") from capital. Total income m’ = R+ [+ w’ var-
ies across cities only as wages vary. Out of this income, workers pay a
federal income tax of 7(m’). Deductions are introduced in Section V.2

Workers’ preferences are modeled by a utility function, Ulx,y; Q),
that is quasi-concave and homothetic over x and y and increasing in
Q. The corresponding expenditure function is e[p, u,7(m); Q] =
min [x+ py +7(m) @ Ulx,y; Q) = ul; Q is assumed to enter neutrally
into the utility function and is normalized so that e[p, u, 7(m); Q] =
[e(p, w) + 7(m)]/Q, where e(p,u) = e(p, u,0; 1). Since workers are fully
mobile, their utility must be the same across all inhabited cities so that
higher prices, lower quality of life, or higher taxes must be compensated
with greater income:

le(p’, w) + 7(m))]/Q" = m; @

u is the level of utility attained by all workers, regardless of each worker’s
federal tax burden.’

Operating under perfect competition, firms produce traded and
home goods according to the functions X = A K (Ly, Ny, K,) and
Y = A,E (L), Ny, K,), where F; and F, are concave and exhibit constant
returns to scale.! Unit cost in the traded-good sector is ¢y (, w, i)/Ay =
min ; v [rL + wN+ iK: A F(L, N, K) = 1]. Asymmetric definition holds
for unit cost in the home-good sector, ¢,. All factors are fully employed:
L, + L5 = L, N, + N>, = N’,and K’; + K/, = K’. As markets are com-
petitive, firms make zero profits in equilibrium so that for given output
prices, more productive cities pay higher rents and wages, and the fol-
lowing conditions hold in all cities j where production occurs:

CX (rj’ wj’ ;)/AJX = 17 (2)
o, wl, /A = p. (3)

* Because markets are perfectly competitive, the economic incidence is unchanged if
the nominal incidence of taxes is placed on firms’ labor costs rather than on workers’
wage incomes. Consumption taxes in this model are equivalent to income taxes; taxes on
production are largely equivalent, except for the portion that falls on capital and land.

* The model generalizes to a case with workers that supplies different fixed amounts of
labor if these workers are perfect substitutes in production, have identical homothetic
preferences, and earn equal shares of income from labor. More general types of worker
heterogeneity are considered in Albouy (20085), including the case in which some workers
are immobile or differ in their attachment to particular cities, simulating the effects of
moving costs. This explains how federal tax changes can have redistributive effects across
areas when tastes are heterogeneous or moving costs are substantial.

* Non-Hicks-neutral productivity differences have similar impacts on relative prices across
cities but not on relative quantities.
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This analysis models a single federal government that collects tax
revenues, makes transfers, and uses the net balance to buy traded goods
that are transformed into a federal public good, such as defense. This
federal public good benefits workers everywhere equally, and its level
is held fixed. Federal taxes are modeled net of federal transfers. Nat-
urally, federal means-tested benefits increase the effective marginal tax
rate for some workers.” In addition, it matters if federal tax payments
are tied to federal transfers. In the United States, workers in high-wage
areas pay more in payroll taxes and then receive higher social security
benefits later in life. Thus, the marginal benefit of paying these taxes
should be subtracted from the effective marginal income tax rate.

The local public sector does not need to be modeled explicitly. If
local government provides goods efficiently, as in the Tiebout (1956)
model, these goods can be treated as consumption goods. Furthermore,
efficiency differences across local public sectors may be subsumed into
differences in Q’ (Gyourko and Tracy 1989, 1991) or A’,. Taxes levied
at the subnational level can also be distributed unequally across areas
when wages vary within a subnational jurisdiction, such as a state. State
taxes are incorporated into the simulation below, in which their effects
are small; for expositional ease, they are ignored here.

For workers, denote the expenditure shares of traded goods, home
goods, and taxes as s/, = x/m/, s, = p’y/m’/, and s = 7(m’)/m’; denote
the shares of income received from land, labor, and capital income as
st = R/ml, s/, = w/m’, and s = I/m’. For firms, denote the cost shares
of land, labor, and capital in the traded-good sector as 6% = »L’ /X,
0%, = wN’/X’, and 0/, = iK’,/X’; denote similar cost shares in the
home-good sector as ¢4, ¢4, and ¢%. Assume, as is likely, that home
goods are more cost intensive in land relative to labor than traded goods,
that is, ¢ /¢4> 07 /0.

III. Price and Federal Tax Differences across Cities

Federal taxes on labor income affect how prices vary cross-sectionally
across cities with different attributes. To analyze this, assume that there
are enough cities varying in the three city attributes, Q, Ay, and A,, to
treat these attributes as continuous variables. The equilibrium condi-

® This is complicated by eligibility requirements for programs that vary by state or county.
Furthermore, some benefit levels are tied to local prices, such as housing programs,
although these programs tend to be small. Inasmuch as they are valued, local goods
provided by the federal government may be treated as transfers, as can intergovernmental
transfers that increase the supply of local government goods. It should be noted that
federal matching rates for many programs (e.g., Medicaid) decline with average state
income. The complicated nature of these transfers makes it useful to consider some federal
transfers separately from an overall tax schedule, as in Sec. VI.D.
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tions (1), (2), and (3) implicitly define the prices w’, v/, and p’—and
the federal tax, 7(m’/), which depends on them—as a function of @/,
A%, and A%. These conditions may be log-linearized to express a par-
ticular city’s price differentials in terms of its city-attribute differentials,
each relative to the national average. These differentials are expressed
in logarithms so that, for any variable z, 2/ = Inz/ —Inz = (z/ — 2)/z
approximates the percentage difference in city j of z relative to the
geometric average z. Values in the presence of income taxes are not
subscripted; counterfactual values under a uniform, utility-equivalent,
lump-sum tax are subscripted by zero, for example, z). The change in
z due to income taxes is denoted with a d, so dz’ = z/ — zJ, and dz/ =
z/ — zJ. In an average city, 2/ = z} = dz/ = 0.

Log-linearized versions of (1), (2), and (3) describe how prices covary
with city attributes:

s, 0/ = s pl = 7's, @ = Q) (4a)
0,7 + 0’ = A, (4b)
b, + i’ — i = Aj,. (4c)

These equations are first-order approximations around a nationally rep-
resentative city, so the share values, without superscripts, are national
averages. Equation (4a) states how before-tax real income, given by the
nominal income difference, s,@’, net of the cost-ofliving difference,
s),j;f, compensates for lower quality of life, — (7, and higher federal taxes,
7's,w’. This last term is the income tax differential as a fraction of total
income, 7's,w’ = 7'm’ = dr//m, due to the wage differential @w’. For ex-
ample, if a city offers 10 percent higher wages, the share of income
from wages is 75 percent, and the marginal tax rate is 33 percent, then
workers of the city pay additional taxes equal to 2.5 percent of income.
The effects of a federal tax differential are similar to that of a head tax
on workers for living in city j, except that the federal tax differential
depends on an endogenous wage differential, @/, rather than being set
exogenously. Equations (4b) and (4c) demonstrate how high produc-
tivity in each sector results in high factor prices relative to the output
price in equilibrium.

The tax differentials depend on the wage differentials, which may be
written

>
~

l7"s w = ! w)
= 0>

N SR “ 1 —(0,/0)(s.,/sx)7'

~——

di’

w = w)+

(5)

>

o
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where the wage differential under a neutral, utility-equivalent, lump-
sum tax,

s 1 A A "

wy = —— (5¢,A% — 0,Q" — 5,0,A%), (6)

Onsr ’
relates how wages rise with trade productivity and fall with quality of
life or home productivity. The first equality of (5) demonstrates that
firms paying a positive wage differential without income taxes, w}, pay
an additional wage differential, d@’, to help compensate for higher
income taxes. The term multiplying @} after the second equality exceeds
one, meaning that income taxes increase wage differences across cities.’
Combining equations dr/m = 7’s,w’, (5), and (6), the tax differential
in terms of city attributes is
dr’ 1 S,

=17 — (5,0, A% — 0,0 — 5,.0,A%). (7
m T 1-— (01,/01\7)(5w/5}2)7'/ GNSR(S)(bL x LQ i Y) ( )

As do wages, federal taxes rise with trade productivity and fall with quality
of life or home productivity. Spatially, the income tax operates as if the
federal government supplemented a uniform lump-sum tax with a rev-
enue-neutral system of head taxes, which vary across cities according to
equation (7).

Land rent and home-good price differentials can be decomposed
similarly:

wi o Llar
U T (8a)
JJ‘/
dil
PO 6, 1 dr’
= )= — L] ——, 8b
p p() (¢I 0‘V¢]\) SR m ( )
~— —
a

where the rent and price differentials under a utility-equivalent lump-
sum tax are

7= —(Q/+ s, A% + 5,A}), (9a)

Sk

® The solution requires the identities s, = (s, + s;)0, + s¢, and s, = (s, + 5,)0y + sb\.
Expressions for price differentials without taxation equivalent to (6), (9a), and (9b) are
found in Roback (1980). Those expressions are not log-linearized and ignore nonlabor
income and the accounting identities. Gyourko and Tracy (1989) develop expressions
similar to (5) and (8a) for wage and rent changes in the presence of local income taxes
in the simpler case where ¢, = 1. Their expressions look very different, as they are not
log-linearized or simplified in the same way. These analyses do not refer to federal taxes
or deductions.
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po= 500, - 0)6, 0+ 05,4k 05,41 ob)
N°R

Both land rents and home-good prices increase with quality of life and
trade productivity, although land rents rise and home-good prices fall
with home productivity. Equation (8a) reveals how additional federal taxes
are fully capitalized into land rents as s, * m * di/ = —dr’, which implies
dr’ - L’ = =N’ - dr’.” Equation (8b) reveals how taxes are capitalized into
the price of home goods, depending on their land intensity. Overall, taxes
lower relative land and home-good prices in cities with higher trade pro-
ductivity, lower quality of life, or lower home productivity.®

Workers are compensated for higher taxes through a combination of
higher wages and lower home-good prices. Using the expression for
dw’ in equation (5), it is possible to show that the fraction of taxes
compensated through wages, dw/dr’, equals \, /N, denoting the ratio
of the fraction of land in the traded goods sector, A, = (1 — s,)0, /s,
to the fraction of labor in the traded sector, Ay = (1 — 5,)0,/5,,. The less
land is used in traded-good production, the less total costs fall when
taxes cause land rents to fall, and thus the less wages increase and the
more lower land rents are passed on to workers through lower home-
good prices. This ratio also determines how much quality-of-life advan-
tages are reflected in lower wages rather than higher prices.’

The effect of federal taxes on local prices can be shown graphically
by assuming that home goods are just land (¢, = 1, A% = 1), so that
p = r, and that, initially, workers everywhere pay a uniform lump-sum
tax of 7. Figure 1 illustrates the case of a highly trade-productive city,
say Chicago (labeled C), and an average city, say Nashville, with pro-

71If land is not shared equally across the population, increases in the marginal (but not
average) tax rate benefit land owners in low-wage cities and hurt those in high-wage cities.
Utilities cease to be equal across workers, but this does not change the resulting equilibrium
if preferences are homothetic. As home goods consist mainly of durable housing, supply
of home goods could take time to adjust to this equilibrium in response to a tax change.
In the short run, the housing supply is relatively fixed. A way to model this is to augment
the definition of “land” to include the housing stock and to increase the effective cost
shares ¢, and 6,. In the short run, housing price changes are larger and employment
changes smaller than in the long run.

® The effect of taxes on prices is sensitive to the assumption that attributes are exogenous.
This is most conspicuous with respect to trade productivity, which increases with overall
employment because of agglomeration. Higher federal taxes cause employment to fall,
lowering trade productivity. This in turn lowers wages, home-good prices, and land rents,
magnifying the effects for the latter two while dampening (or possibly reversing) the effect
on wages. A simplified example is shown in Albouy (20085). If quality of life falls (rises)
with employment, then wage, rent, and price changes are dampened (magnified). If home
productivity falls (rises) with employment, then wage and rent effects are dampened
(magnified) while price effects are magnified (dampened).

? How attributes are capitalized into local prices is discussed in greater detail in Albouy
(2009).
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- Mobility condition with income taxes

wage

Mobility condition with
lump-sum taxes

Zero-profit condition:
high productivity

Zero-profit condition:
average productivity

=
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dar® «dr, rent = home-good
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F16. 1.—Effect of federal taxes on a high trade-productivity city. In a simplified model
(v = p/, @/ = A}, =1 for all j), replacing a lump-sum tax, 7, with a utility-equivalent
federal income tax, 7, raises wages, w, and lowers rents, 7, and employment in Chicago,
labeled “C,” a city with high trade productivity (AS > 1), changing the equilibrium from
E§ to E€.

ductivities A > 1 and A, = 1. The zero-profit conditions slope down-
ward, as wages must fall as rents rise to keep profits at zero. More
productive firms in Chicago pay higher wages or rents, placing its zero-
profit condition to the upper right of Nashville’s. The worker-mobility
condition slopes upward at a rate of y, as wages must rise with rents in
order for workers to be indifferent between either city. In the tax-free
equilibrium, shown at E and E{, Chicago is more crowded than Nashville
and pays workers a differential, w§ — @, to compensate them for the
higher cost of living reflected in 7y — 7.

Now replace the lump-sum tax with an income tax set so that workers
with an average wage, w, pay the same amount of taxes, 7(w + R+
I) = T, leaving utility unchanged, although now these workers face a
positive marginal tax rate, 7' > 0. With this positive marginal tax rate,
workers in costlier cities must be paid more before taxes to receive the
same compensation after taxes, rotating the mobility condition coun-
terclockwise around its intersection with the horizontal line at w, to its
slope of y/(1 — 7'). Workers in Chicago at the old equilibrium, Eg, are
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— Mobility condition with income taxes: average QOL
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/ / Mobility condition with
w E [ump- sum taxes: high QOL
/
| /
I /
| /
I /
| /
| /
| |
W | EY Wm'l;{cr.s enter Miami
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Fic. 2.—FEffect of federal taxes on a high-quality-of-ife city. In a simplified model
(v = p/, A = A}, =1 for all j), replacing a lump-sum tax, 7, with a utility-equivalent
federal income tax, 7, lowers wages, w, and raises rents, 7, and employment in Miami,
labeled “M,” a city with high quality of life (Q"> 1), changing the equilibrium from E}'
to EM.

now worse off than in Nashville, as the old compensating differential
does not make up for the higher costs and higher taxes. Workers will
leave Chicago (dN“<0), lowering the demand for land in both pro-
duction and consumption, causing rents to fall by dr® and raising the
labor-to-land ratio, causing wages to rise by dwC. At the new equilibrium,
E€ workers are no worse off in Chicago. Firms are no better off, since
their cost savings in land are passed off to workers in higher wages. By
making Chicago relatively more expensive, the income tax discourages
workers from working there, similar to how taxes discourage work by
raising the cost of effort relative to leisure.

The case of a city offering a higher quality of life, say Miami, is il-
lustrated in figure 2. Like Chicago, Miami is relatively crowded and has
high rents, except that as compensation, workers receive a nicer envi-
ronment rather than a higher wage. Because land is fixed in supply and
used in production, local labor-demand curves are downward sloping;
a larger supply of workers in the nicer city lowers the wage. This equi-
librium is shown in figure 2, with Nashville and Miami (M) each having

qualities of life Q = 1 and QM > 1. Both cities have the same productivity
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and so share the same zero-profit condition. Yet, the mobility condition
for workers in Miami is located to the lower right, as workers are willing
to accept lower wages or pay higher rents to live there. In equilibrium,
shown in E{', workers in Miami pay the rent premium r}' — 7 and give
up the wage differential w)' — @.

Replacing the lump-sum tax with an income tax, workers in Miami
pay less tax as they earn below-average wages. A worker is more willing
to bid down her wage to live in Miami, as a $1 reduction in income
implies only a $(1 — 7/) reduction in consumption. With this effective
tax rebate for quality of life, workers in Miami are made better off.
Workers are then induced to move to Miami (dN* > () until rents are
driven up by dr™ and wages are driven down by dw” to make Miami
no more attractive than other cities. To the extent that higher quality
of life is bought through lower pretax wages rather than higher posttax
home-good prices, its tax treatment is similar to untaxed fringe benefits:
firms located in a city by the beach share tax advantages similar to firms
that offer a tax-deductible company car.

The case of a more home-productive city, say Dallas (D), may be
illustrated simply by assuming p = 7/A% < r,as A2> A, = 1. Lower prices
make Dallas workers better off for given wages and rents, shifting the
mobility condition to the lower right, as in figure 2. In equilibrium,
wages and home-good prices are lower than in Nashville, although rents
are higher. Because Dallas workers are paid less, they have lower tax
burdens, creating the same tax effects as in Miami.

Taxing labor income may have many advantages, but the burden of
income tax is curiously distributed across cities with different attributes.
By falling more heavily on cities offering higher wages, federal taxes act
like an arbitrary head tax for deciding to live in a city with wage-
improving attributes, whatever those attributes may be. The tax is dis-
tortionary because workers are artificially attracted to cities that are nicer
to live in, more home productive, or less trade productive. At a mini-
mum, it would be preferable to charge an equivalent tax directly on
land according to its wage-improving attributes: this would affect land
rents in the same way but would not distort location behavior or other
prices."

" If labor supply is elastic, the effect of federal tax differentials cannot be equated
directly with head taxes. Real wages fall with quality of life, so if labor supply increases
with real wages, labor supply is lower in nicer cities, assuming quality of life and leisure
are not substitutes. Thus, in nicer cities, workers will work less and thus avoid taxes even
more, increasing the tax advantage that nicer cities have.



FEDERAL TAX BURDEN 647

IV. Employment Effects and Locational Efficiency

Federal taxes not only influence prices but also cause factors such as
labor to move across cities. By making high-wage cities more expensive
to live in—or, equivalently, more expensive to hire in—federal taxes
induce workers to move away from high-wage areas toward low-wage
areas, leading to an efficiency loss from misallocating workers across
areas.

The employment effect of a differential tax can be written as

AN/ = g - dr’/m, (10)

where ¢ is the elasticity of local employment with respect to a local,
uncompensated tax, written as a percentage of total income. In prin-
ciple, reduced-form estimates of this elasticity can be obtained. Fur-
thermore, tax differentials can be obtained directly from data on wages
and federal taxes. Thus, employment effects in equation (10) can be
calculated without referring to a richer theoretical apparatus. Never-
theless, the theoretical model does imply a structural value for . This
elasticity is the sum of three long terms, each dependent on a different
elasticity of substitution, and is unambiguously negative if ¢, /¢, >
0,/6y.

Because workers locate in response to federal income taxes, the re-
sulting spatial distribution of employment becomes inefficient, or “lo-
cationally inefficient” (Wildasin 1980). I derive the deadweight loss due
to this inefficiency by calculating how much revenue the government
loses when it replaces a neutral lump-sum tax with an income tax, hold-
ing the utility of workers constant. Consistent with Harberger (1964),
this deadweight loss, expressed as a fraction of national income, is pro-
portional to half the size of the tax differential times the induced change
in migration, averaged across cities.

DWL

mNTOT

Whatever the distribution of city attributes, this formula captures the
entire efficiency loss from all of the distortions created by unequal geo-
graphic taxation, including the indirect distortion on the location of
capital. This does assume that city attributes are unaffected by employ-
ment levels. Furthermore, as AN/ = & - dr’/m, the deadweight loss can
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be calculated using only data on & and the variance of income tax
differentials:

= —Var

DWL 1 dr’
NI T o ( )8 (11)

Since dr/m = 7's,w’, the deadweight loss increases with the variance of
wage differences across cities.

V. Tax Indexation and Deductions

Since federal taxes make workers locate inefficiently, it is worth consid-
ering policies to remedy this problem. Taxes can be indexed to either
local wages or local costs: the former is better in theory but arguably
harder to implement, whereas the latter oversubsidizes life in nicer
locations. If demand for home goods is inelastic, tax deductions for
home-good expenditures effectively index taxes partially to local costs.

A.  Wage-Level and Cost-of-Living Indexation

Income taxes may be indexed to wages by dividing taxable labor income
by the “pay relative” 1 + @/ = w//w, assuming those pay relatives can
be correctly measured. With this indexation, a worker’s federal taxes
do not depend on where she lives, effectively turning the income tax
into a neutral lump-sum tax.

Indexing taxes to local cost of living may be easier than indexing
taxes to wages, as the prices of homogeneous goods across cities may
be easier to measure than the prices of homogeneous units of labor.
Presumably, taxes would be indexed to local costs by dividing income
by an index k(p’)—one that ignores quality of life—resulting in taxes
7 = 7[m//k(p’)]. An ideal cost-ofliving index of this kind is defined in
terms of gross expenditures: k(p’) = [e(p’,u) + 71/[e(p,u) + 7], where
p and 7 are the average home-good price and tax burden.

With cost indexation, the tax differential in a city increases with wages
and decreases with home-good prices according to the formula
drim = 7'(s 0’ — sy];f). This changes the mobility condition (4a) to

A

j

(12)

pi— ) =
s,p s, = -

1—7

With cost-indexed taxes, workers are willing to take a larger fall in pretax
real income to improve their quality of life. Substituting equation (12)
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into dri/m = 7'(s W’ — syﬁj) reveals that cost-indexed taxes depend only
on local quality of life:

po it wa] (13)

Relative to taxation without indexation, cost indexation eliminates tax
differences across cities differing in either type of productivity (Ay or
Ay); across these cities, wages rise in step with costs. Thus, indexing with
costs is equivalent to indexing with wages. The drawback to cost index-
ation is that in nicer cities, workers receive two tax advantages: they owe
fewer taxes for paying higher prices and for receiving lower wages. The
government then massively subsidizes life in nicer cities. While this may
sound like a welfare-improving policy, it would actually reduce welfare,
as nicer cities would become overcrowded."

B.  Tax Advantages for Housing and Local Taxes

Thus far, I ignored that the federal tax code confers a number of ad-
vantages to housing and goods provided by local government. Home-
owners benefit from a number of tax advantages in housing consump-
tion, as they are not taxed for the rent they implicitly “pay” themselves
when living in their own home and as they can deduct mortgage interest
from their income taxes (see Rosen 1985; Poterba 1992). Goods pro-
vided by local governments are also subsidized by the federal govern-
ment, as local and state taxes can be deducted from federal taxes. Since
housing and most locally provided government goods, such as education
and public safety, are produced locally, these tax advantages may be
thought to apply primarily to home goods. Together, these advantages
may be modeled by allowing households to deduct a fraction 6 €
[0,1] of home-good expenditures, py, from their federal income taxes
so that taxes paid are 7(m’ — 8p’y); 6 should be less than one, as these
advantages do not apply to certain taxes (e.g., payroll) or to certain
home goods, such as haircuts or restaurant meals. Nor are these ad-
vantages available to all workers: many renters and homeowners do not
itemize deductions for mortgage interest or local taxes.

Incorporating the home-good deduction into the income tax, 7(m —

"' A handful of U.S. federal programs are indexed to local prices. Federal Housing
Administration loan insurance is guaranteed up to the level of local median home prices.
Department of Housing and Urban Development (HUD) public housing and rental vouch-
ers programs use local metropolitan-area income levels to determine eligibility, in com-
bination with a local index of “fair market rents” to determine benefits. U.S. members of
Congress have proposed but not passed legislation to index taxes and transfers to regional
cost of living repeatedly: the Tax Equity Act, to index taxes; the Poverty Data Correction
Act, to index the poverty line; and the COLA Fairness Act, to index social security payments.
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opy), changes the expenditure function to e[p, u,7(m— épy); Q] =
min . [x + py + 7(m — 6py) : Ulx, y; Q) = u]. Differentiating the mobility
condition and using the envelope theorem yields the log-linearized mo-
bility condition

Q= (1-6r)sp/— (1= 1)s,, (14)
which replaces (4a). Solving, the tax differential with the deduction also
depends negatively on the home-good price differential, providing a
level of cost indexation proportional to é:

dr!

m

T’(su,zizf — 5sypf)

/ s, W5 — 65},13{)
T .
1= 70, /0,)(s./s) — 67(s, /s:)[6, — b (6,/0,)]

The second equality relates the tax differential to the pretax differentials
in (6) and (9b) and results from subtracting Q/ = syf){) — s, w} from (14),
substituting in (5) and (8b), and rearranging. The denominator re-
flects two multiplier effects: heavily taxed cities see wages rise and home-
good prices fall, raising taxes through both higher wages and smaller
deductions.

When 6 < 1, workers in cities with high trade productivity or low home
productivity still pay higher taxes because the primary wage-tax effect
is larger than the cost-indexation effect from the deduction. Taxes fall
more precipitously with quality-of-life advantages, as the higher cost of
living from quality of life is partly offset through the deduction."”

(15)

C.  Including State Tax Differences

Differences in within-state tax burdens are worth considering, as wages

and prices often vary significantly within a state, whereas state services

largely do not. State tax differentials are computed by multiplying state

tax and deduction rates by the wage and price differentials within state,
s

where 7{ and 6y are marginal tax and deduction rates at the state level,

"* This can be seen by substituting (6) and (9b) into
dri/m = 7{(1 = 8)s,5,(s, Al — 5,A%) — [65,(,0y— 6:8,) + 0,5,] Qq/
[0xsp — 70,5, — 075,(d,0y — D:0,)]-

The effect of federal taxes on prices or employment with cost indexation or deductions
is determined by substituting dr’/m from (13) or (15) into eqq. (5), (8a), (8b), and (10).
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net of federal deductions, and @* and ﬁs are the differentials for state
S as a whole, relative to the entire country. These state tax rates should
incorporate sales as well as income taxes, since sales taxes reduce the
buying power of labor income. The total tax differential for a city is the
sum of the federal tax differential and the state tax differential.

VI. Simulation of Tax Differences across the United States

The theoretical model above may be used to simulate the effects of
differential federal taxation on prices, employment, and welfare across
the United States. This requires calibrating the economic parameters
of the model and estimating wage, housing cost, federal spending, and
quality-of-life differentials across metropolitan areas.

A.  Calibrating the Model

An overview of the calibration is presented here. Alternative calibrations
are considered in several sensitivity checks. Given that parameters are
known with limited certainty, I use round fractions for ease.

Looking first at income shares, labor, s,, receives 75 percent of in-
come; capital, s, 15 percent; and land, s;, 10 percent. Housing cost
differences are used to measure home-good price differences. Using
this measure requires that the expenditure share for home goods equals
the expenditure share on housing of 22 percent plus the estimated
expenditure share on nonhousing home goods of 14 percent, to pro-
duce s, = 0.36; see Albouy (2008a) for details. From national accounts,
the government expenditure share, s;, is 15 percent. The cost shares
depend on a number of sources. For traded goods, the cost share of
land, 60,, is 2.5 percent; the cost share of capital, 8y, is 15 percent; and
the cost share of labor, 8,, is 82.5 percent. For home goods, the cost
share of land, ¢,, is 23 percent; the cost share of capital, ¢, is 15 percent;
and the cost share of labor, ¢,, is 62 percent. The cost and expenditure
shares are consistent with the income shares and imply that the ratio
A,/ Ny, which determines the fraction of taxes capitalized into wages, is
equal to 23 percent.

The elasticity of employment with respect to local taxes, g, is taken
at —6.0 based on two methods, each yielding similar estimates. The first
is to use direct reduced-form estimates of & from Bartik’s (1991) meta-
analysis of the effect of local taxes on local levels of output and em-
ployment, controlling for local public spending. The second is to infer
€ by directly calibrating a derived theoretical equation for employment
changes using the above parameters as well as elasticities of substitution
taken from the literature.

The marginal federal income tax rate on gross wages, 7', of 33.3



652 JOURNAL OF POLITICAL ECONOMY

percent is equal to the average marginal tax rate from TAXSIM (Feen-
berg and Coutts 1993) of 25.1 percent plus the marginal payroll tax
rate on both the employer and employee sides, net of additional social
security benefits (Boskin et al. 1987) of 8.2 percent. The federal de-
duction level, 9, is set at 0.257, which is far less than one because of
renters, nonitemizing owners, nonhousing home goods, and the in-
ability to deduct from payroll taxes."

At the state level, the effective marginal tax rate on wages is 6.2 per-
centage points on average, from 0 points in Alaska to 8.8 percent in
Minnesota. Wage differences within state are only 44 percent as large,
on average, as wage differences within the entire country. Thus, total
tax differences may be approximated by increasing the federal marginal
tax rate by 6.2 x 0.44 = 2.7 points to 36 percent, although state tax
differentials below are calculated exactly using equation (16).

B.  Estimates of Wage, Price, and Spending Differentials

Wage and home-good price differentials are estimated using 5 percent
samples of census data from the 2000 Integrated Public Use Microdata
Series (IPUMS). Home-good price differentials are based on housing
costs, as they are a prime determinant and predictor of cost-of-living
differences. Cities are defined at the metropolitan statistical area (MSA)
level using 1999 Office of Management and Budget (OMB) definitions.
Consolidated MSAs are treated as a single city (e.g., San Francisco in-
cludes Oakland and San Jose), as are the nonmetropolitan areas of each
state. This classification produces a total of 241 cities and 49 state-level
collections of nonmetropolitan areas.

Interurban wage differentials, w’, are calculated from the logarithm
of hourly wages for full-time workers, ages 25-55. These differentials
control for skill differences across workers to provide an analogue to
the representative worker in the model. Thus, log wages are regressed
on city indicators, B and on extensive controls, fj—each fully inter-
acted with gender—for education, experience, race, occupation, in-
dustry, and veteran, marital, and immigrant status, in an equation of
the form Inw; = XjB" + p; + ;. The estimates of p} are used as the
wage differential for city j and are interpreted as the causal effect of
city j’s attributes on a worker’s wage. Identifying these differentials re-
quires that workers do not sort across cities according to their unob-
served skills. This assumption may not hold: Glaeser and Maré (2001)

" Effects of a progressive tax system were also explored. A progressive tax schedule
increases the variance of tax differentials, increasing the associated deadweight loss in
(11). Because wage differentials are small relative to the tax schedule, they lead to only
moderate changes in tax rates. A generous calculation produced at most a 5 percent
increase in the deadweight burden calculation.
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argue that up to one-third of the urban-rural wage gap could be due
to selection, suggesting that at least two-thirds of wage differentials are
valid, although this issue deserves greater investigation. At the same
time, it is possible that the estimates could be too small, as some control
variables, such as occupation or industry, could depend on where the
worker locates."

Housing values and gross rents reported in the census are used to
calculate home-good price differentials, [ﬂ. To reduce measurement er-
ror from imperfect recall or rent control, the sample includes only units
that were acquired in the last 10 years. Price differentials are calculated
in a manner similar to wage differentials, using a regression of rents
and values on flexible controls—interacted with tenure—for size, rooms,
acreage, commercial use, kitchen and plumbing facilities, type and age
of building, and the number of residents per room. Proper identification
of housing-cost differences requires that average unobserved housing
quality does not vary systematically across cities."

Table 1 presents wage and housing-cost differentials in 2000 for se-
lected metro areas and by census division and metropolitan size. Figure
3 graphs wage differentials against housing-cost differentials for all
metro and nonmetro areas. Most large cities have above-average wages
and housing costs; across cities of the same size, wages and costs tend
to be higher in the Northeast and the Pacific. Overall, wages and housing
costs are positively correlated, as reflected in the regression line.

Figure 3 plots a log-linearized mobility condition for cities with average
quality of life, Qf = 0, and a log-linearized zero-profit condition for cities
with average productivity in both sectors, A%, = A/, = 0. Quality of life
in a particular city is seen from how far its marker is to the right of this
condition. Cities above the zero-profit condition have either high trade
productivity or low home productivity, although without data on land
rents, trade and home-productivity differences are not separately iden-
tified—nor do they need to be for this simulation. Quality-of-life and

" Obviously, workers do not all have the same endowments and tastes or pay the same
marginal tax rate, nor are they equally sensitive to productivity differences. However, as
shown in Albouy (20080), workers with different tastes and endowments can be aggregated
without serious complications, as long as each is weighted by his or her share of income
(which is done, although it has little impact on the estimates). Furthermore, many workers
report receiving little income other than labor income. Yet, given the static nature of the
model, a worker’s choices should be modeled to account for aworker’s permanent income,
which includes a large nonlabor component, particularly if implicit rental earnings from
one’s own home are included.

5 Malpezzi, Chun, and Green (1998) determine that similar housing-cost indices derived
from the census perform as well as or better than most other indices. Because home-good
prices have only a minor effect on tax differentials, and as rent and housing-price differ-
entials are highly correlated, the simulation is not very sensitive to how housing-cost
differentials are estimated.
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TABLE 1
ADJUSTED WAGE, HOUSING-COST, AND FEDERAL-SPENDING DIFFERENCES
ACROSS AREAS, 2000

Population Wage Housing Cost Federal Spending

(1) (2) (3) (4)
Metro area:
San Francisco, CA 7,039,362 .26 75 011
New York, NY 21,199,865 21 42 —.003
Detroit, MI 5,456,428 13 .09 —.009
Hartford, CT 1,183,110 .15 .15 .003
Chicago, IL 9,157,540 .14 .22 .001
Washington, DC 7,608,070 13 17 .006
Philadelphia, PA 6,188,463 12 .07 .003
Boston, MA 5,819,100 .14 .35 .000
Minneapolis, MN 2,968,806 .09 .06 —-.019
Los Angeles, CA 16,373,645 13 .40 —.003
Jacksonville, FL 1,100,491 —-.07 —.09 .006
Oklahoma City, OK 1,083,346  —.12 —-.21 —.006
Norfolk, VA 1,569,541 —.11 -.07 -.013
Tucson, AZ 843,746 —.11 .00 .007
Killeen, TX 312,952 —.23 —.23 .025
Census division:
Middle Atlantic 39,668,438 .08 11 .000
Pacific 45,042,272 .10 .36 .001
New England 13,928,540 .07 18 —.002
East North Central 45,145,135 .00 —.09 —.003
South Atlantic 51,778,682 —.03 —.06 —.001
West South Central 31,440,101 —-.07 —.21 .001
Mountain 18,174,904 —.05 .02 .002
East South Central 17,019,738 —.12 -.30 .000
West North Central 19,224,096 —.11 —.25 .006
Metro population:
Population >5 million 81,606,427 .16 .32 .000
Population 1.5-4.9 million 55,543,090 .03 .05 —.005
Population .5-1.4 million 40,499,870  —.03 -.07 .000
Population <.5 million 36,417,747 —.09 -.15 —.002
Nonmetro areas 67,354,772 —.14 —.28 .005
U.S. standard deviation 13 .29 011
U.S. mean absolute deviation 11 .24 .008

Note.—Consolidated Metropolitan Statistical Areas (CMSA) used to define the largest metro areas. Wage, housing
cost, and federal spending differentials are adjusted to control for observable characteristics.

productivity estimates across U.S. cities are reported and explained in
Albouy (20084, 2009).'°

To investigate federal spending differentials, data are taken from the
Consolidated Federal Funds Report (CFFR), available from the U.S.

Census of Governments. Spending is divided into three categories: (i)
government wages and contracts, (ii) benefits to nonworkers, and (iii)

% Ignoring state taxes, the slope of the mobility condition is s,(1 — 67’)/[s,(1 — 7)1,
and the slope of the zero-profit condition is —0, /(6y¢, — 6,6,). The capitalization of a
quality-of-life improvement or a federal tax reduction (modeled as a head tax) on wages
and housing prices is illustrated by shifting the mobility condition to the right. The cap-
italization of an increase in firm productivity or a decrease in home productivity is modeled
by shifting the zero-profit condition to the right.



/
/ Sap'Francisco, CA O
i
’
/ ;
7/
o New Y(?(. NY Qf
= ’
/
7
/
I
Hartford, CT © /
i 0
Detroif, ]\ﬂ@ﬂ- @ﬁ;clcs, 9
Philadelphia,[PA O /
- | "/ Santa Barbara, CA ¢
= . . . 7
Minneapolis, MN @ %ﬂié- WA O Salinas, CA *
™~ - Kokomo, IN ® DallaQTX Pl
~ « /)7
. ~ "
% \C@cmnmz OH o e G;‘R%(Oy(o
= i
3 C"'“mb“'{%! O is Obispo, CA *
A <l x
§n o 1"“'-""14.9\ « Honolulu, HI ©
~
2 CA x '-«HL:
~
a3 . ~o
Sanfak'g, NM ~
. s ’ gd- =~ =
.
= San Ant o' >~
s - = =
zl‘ué/ Az e |
()klahomiilw
.
El Pasq ’TX O'p / .Flugstdﬂ h7e*
Ky £°°
AL % nlc'ﬂagh. SCe "‘
o’y Or d‘J*msnon. CO-
o MS x 4 X :
= Fort Wadtan Beach, FL ¢
o x
/7 Kiffeen, TX »
A
s MK =
x
" Spx MT
I I I I I | 1 | I | | |
05 -04 03 -02 -01 0.0 0.1 0.2 0.3 04 0.5 0.6 0.7
Log Housing-Cost Differential
METRO POP QO =>5.0 Million —— — — Avg Mobility Cond: slope = .65
O  1.5-5.0 Million ¢ 0.5-1.5Milion @ ————- Avg Zero-Profit Cond: slope = -.14

*  <(0.5 Million % Non-Metro Areas

Avg Iso-Tax Curve: slope = .13

Lin. Fit: slope = .49 (s.e. .01)

F16. 3.—Wage levels and housing costs across areas, 2000



656 JOURNAL OF POLITICAL ECONOMY

other spending. The first category consists of federal government pur-
chases of goods and labor services; if these purchases are made at cost,
they should not be considered transfers.'” The second category includes
spending that benefits individuals who are typically inactive in the labor
market, such as retirees and full-time students, including social security
and Medicare. The remaining category of other spending is more likely
to benefit workers according to their location: it includes most govern-
ment grants, such as for welfare, Medicaid, infrastructure, and housing
subsidies. Spending differentials are adjusted to control for a limited
set of population characteristics in a city, such as average age and percent
minority, to provide a spending differential applicable to a represen-
tative worker. The adjusted differentials for other spending are reported
as a fraction of household income in table 1.

C.  Tax Differences and Their Effects

Using the base calibration and estimates of @/ and ﬁj for 2000, table 2
reports estimates of tax differentials and their effects across selected
cities, and by census division and metropolitan size."” The wage and
deduction components of the federal tax differential in (15) are in
columns 1 and 2, with the sum in column 3. State tax differentials are
in column 4, and the total combined tax differential is in column 5. A
kernel density estimate of these total tax differentials is drawn in figure
4.

The unequal distribution of taxes is substantial: the mean absolute
deviation of federal tax differentials equals 2.2 percent of income, and
with state taxes this rises to 2.4 percent. Starting at an average federal
tax rate of 17 percent, a worker moving from a typical low-wage city to
a typical high-wage city sees her average tax rate rise from 14.8 percent
to 19.2 percent, paying 27 percent more in federal taxes. Although tax
differences are compensated for in local prices, this represents a hor-
izontal transfer of $269 billion (in 2008) from workers in high-wage
areas to similarly skilled workers in low-wage areas."

According to the simulation, the tax differential from equation (15)
is given numerically by dr/m = 0.271%’ — 0.035p’. Tax differences are
driven largely by wage differences, although price differences have some
effect. This phenomenon is illustrated in figure 3 by the upward-sloping

'”Weingast, Shepsle, and Johnsen (1981) explain when localized spending should be
treated as a transfer.

® A full list is provided in Albouy (2008).

" The average federal tax rate of 17 percent includes federal income taxes and payroll
taxes, appropriately adjusted (Congressional Budget Office 2003). Multiplying the mean
absolute deviation of federal tax differentials, 0.221, by personal income in 2008 of $12.11
trillion produces a figure of $269 billion. Using GDP produces $317 billion, or adjusted
gross income of roughly $189 billion.
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average iso-tax line: a city’s federal tax differential is proportional to
the vertical distance of the city marker above this line. Empirically, the
deductions tend to reduce tax differences across areas, as wages and
housing costs are positively related. Figure 4 shows how eliminating the
deduction would change the distribution of federal taxes across cities,
increasing the tax differential gradient by 34.5 percent. Thus, without
the deduction, the average tax differential would be 3.2 percent, making
the distribution of federal taxes even more unequal.”

Each city’s tax differential depends on its attributes, according to the
numeric analogue of equation (7): dr/m = —0.185Q’ + 0.228A4% —
0.025A%, which adjusts for deductions and state taxes. Thus, federal
taxes depend quite positively on a city’s trade productivity and negatively
on quality of life and, to a lesser extent, home productivity. The mean
absolute deviation of (’is 0.037, whereas the corresponding figure for
A, assuming A4 = 0 for all j, is 0.111. Accordingly, the average tax
differential from quality-of-life differences alone is only 0.7 percent,
whereas the same from productivity differences alone would be 2.6 per-
cent. Thus, tax differences appear to be caused more by productivity
differences than by quality-oflife differences. As a result, tax burdens
are highest in large, productive cities in the Northeast, Midwest, and
Pacific, whereas small, less productive towns and nonmetropolitan areas,
particularly in the South, receive a large tax break.

The total tax differentials are considerable relative to typical differ-
ences in local taxes. Any local official would consider a permanent 3
percent tax on local residents without any compensating services to be
a fiscal calamity. Yet, central governments are imposing this situation
on cities such as Chicago, New York, and San Francisco. However, an
unconditional grant of 3 percent of income in perpetuity dwarfs almost
any pork-barrel project. Relative to the national average, this is what
workers in cities such as Norfolk and Tucson, as well as most nonmet-
ropolitan areas, effectively receive from the federal government.

These large tax differentials have considerable effects on prices and
employment, seen in the last four columns of table 2. For example, the
additional taxes paid to Washington and Albany by New York City raise
wages by 1.3 percent, lower long-run housing costs by 9 percent, and
lower land values by 35 percent. The employment effect is especially
striking, stating that employment is 23 percent lower than in an un-
distorted equilibrium. This effect may seem too large, but it may be
reasonable in the long run, as sizable federal taxes first affected average
workers in World War II. The rise of the income tax is certainly consistent

* Since the existing tax system has a deduction, the tax differentials with no deduction
in fig. 4 and col. 6 of table 3 are based on the counterfactual wage without a deduction.
Counterfactual wages are simply @) = @’/ — dd’. The tax differentials with no deduction
are similar to the ones for which the deduction is just ignored and @’ is used.
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F16. 4.—Differential tax burdens with and without deduction

with the migration of people and jobs over the last 60 years from the
high-wage “rust belt” to the low-wage “sun belt” (Kim and Margo 2004).

The nationwide effects on prices, employment, and welfare for a num-
ber of different calibrations are given in table 3. The economic and tax
parameters of these calibrations are displayed in the first panel, followed
by the mean absolute deviations in outcomes and the deadweight loss
of taxation throughout the economy. All effects are averaged using the
total population size of each area as weights.

The benchmark case, shown in column 1, reveals the overall signifi-
cance of differential federal taxation nationwide. In a typical high-wage
city, workers pay 2.4 percent more of their income in taxes, which causes
land values to be 21 percent lower. Workers are compensated for the
tax differential through a 0.7 percent increase in wages, increasing their
pretax incomes by slightly over 0.5 percent, and a 5.0 percent reduction
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in the housing prices, reflecting a cost-of-living reduction of 1.8 percent.
Thus, workers are compensated for higher taxes more through lower
costs than through higher wages.

The negative employment effect on a typical high-wage city is 14
percent. Taken together, the employment effects create a substantial
deadweight loss of about 0.23 percent of income a year, or $28 billion
in 2008. As these numbers are based on a calibrated model, they should
not be taken as absolute truth, but they do provide a sense of the
magnitude of the impacts and costs caused by the unequal distribution
of federal taxes.”

Alternative calibrations in table 3 are shown in columns to the right.
In column 2, all land is devoted to home-good production, keeping the
total share of income to land constant: in this case, wage differentials
are unaffected by taxes, whereas home-good price differentials are af-
fected more. In column 3, the cost shares of land in both sectors are
reduced by one-half, with mobile capital taking up the remaining costs;
this doubles the impact on land rents without changing any of the other
quantities.

Column 4 shows that if & is —9.37, which corresponds to when pro-
duction and preferences are Cobb-Douglas, the employment effects and
deadweight loss are increased proportionally. Column 5 cuts wage dif-
ferentials down to two-thirds their original size, in case unobserved se-
lection makes the estimated differentials too large: this lowers the dif-
ferential taxes and price and employment effects by 41 percent and
reduces the deadweight loss to only 0.07 percent of income. Column 6
reveals that if the deduction is eliminated but tax rates on labor are
held constant, then the tax effects would become 35 percent larger and
the deadweight loss would increase to 0.43 percent of income. Finally,
column 7 looks at the effect of federal taxes only, ignoring state taxes.
Since federal taxes account for 92 percent of tax differences, the effects
are only slightly smaller.

D.  The Distribution of Federal Spending

The unequal burden of federal taxation would be much less of an issue
if it was compensated for by federal spending differences. To explore
this possibility, table 4 reports coefficients from regressions of spending
differentials, both raw and adjusted, on tax differentials in 2000. In the
raw differentials, there is a positive correlation with federal purchases

*'In the base calibration, agglomeration effects could dampen the positive effect of
taxes on wages. According to Rosenthal and Strange (2004), the elasticity of wages with
respect to population size due to agglomeration is close to 4 percent. At this level, a 17
percent reduction in employment from taxes reduces wages by 0.7 percent, which would
offset the 0.7 percent predicted increase in wages due to higher land-to-labor ratios.
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TABLE 4
DIFFERENTIAL FEDERAL SPENDING PATTERNS RELATIVE TO DIFFERENTIAL
TAXATION PATTERNS, 2000

All Wages and Nonworker All Other
Spending  Contracts  Benefits ~ Spending
Type of Federal Spending (1) (2) (3) 4)
A. Raw spending differentials:
federal tax differential —.134 .305 —.261 —.025
(.212) (.158) (.092) (.070)
B. Adjusted spending differentials:
federal tax differential —.246 —.094 —.032 —.098
(.157) (.095) (.025) (.037)

NoTE.—Each entry corresponds to a separate regression, reporting the coefficient on the federal tax differential
variable using alternate measures of federal spending as the dependent variable. Regressions weighted by population
for all 290 observations. Robust standard are errors reported in parentheses. Adjusted spending differentials control
for socioeconomic disparities as described in online App. C.

(wages and contracts), a negative correlation with nonworker benefits,
and no correlation with other spending, the category closest to a lo-
cational transfer. Once population characteristics are controlled for,
correlations for wages and contracts and nonworker benefits become
negative and insignificant, while other spending, as well as aggregate
spending, becomes negatively correlated with federal tax differentials.
Although the federal government makes greater purchases in areas with
higher wages, this arises from its need to purchase skilled labor.

Figure 5, which graphs “other spending” differentials against tax dif-
ferentials, makes it clear that federal spending does not offset differ-
ences in federal taxation and may in fact do the opposite. Column 8
of table 3 simulates the effects of tax differentials net of other spending:
these differentials have slightly larger variance, increasing the tax effects
and deadweight loss by a small amount.

VII. Conclusion

Any tax on labor income creates an incentive for workers to leave high-
wage areas in favor of low-wage areas. Although mobile workers should
be compensated for the resulting tax differences through adjustments
in local prices and wages, the resulting geographic distribution of em-
ployment will be distorted, causing a substantial welfare loss.

The simulated effects of federal taxes on prices, employment, and
welfare are based on the assumption that city attributes are unaffected
by population movements. When city attributes are affected by popu-
lation size, these effects could be smaller or larger than predicted. Fur-
thermore, the distribution of city sizes may no longer be optimal even
in the absence of federal taxes, which could ameliorate or aggravate
preexisting distortions. Given the complexities of dealing with endog-
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F16. 5.—Federal spending and tax differentials across areas

enous attributes, these issues are left for further work (see Albouy and
Seegert 2009).

Politicians who represent high-wage areas may legitimately complain
that their districts pay a disproportionate share of federal taxes. How-
ever, in most countries, reforms to equalize the federal tax burden across
areas would likely meet fierce political opposition. In the United States,
highly taxed areas tend to be in large cities inside of populous states,
which have low congressional representation per capita, making the
prospect of reform daunting. In other countries, such as Canada, rural
areas also receive disproportionate representation in national legisla-
tures. Nevertheless, when considering federal tax reforms, policy makers
should be aware of their spatial consequences on local prices, employ-
ment, and welfare.
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