Federalism can cause state policymakers to disincentivized to expand welfare.
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Federalism can work against the expansion of social policies by creating an inter-state ‘race to the bottom’. State and local governments, Paul Peterson argues, will lower taxes and benefits to make themselves more attractive to businesses and affluent families, and less attractive to poor people who cost more than they pay in taxes.11 David Brian Robertson emphasizes this dynamic in explaining why the US did not enact modern social policies before the New Deal.12 Building on Robertson’s interpretation, Jacob S. Hacker and Paul Pierson suggest that American federalism retarded[slowed] the development of US social policy by accentuating the structural power of business, the influence it exercises through the threat of disinvestment.13 The race to the bottom hypothesis has become ever more plausible as capital mobility has increased. Contemporary governors and state legislators travel to Tokyo as well as to New York to attract investment, and they worry about losing jobs to Mexico or China as well as to other states. Evidence that poor people actually move in pursuit of larger welfare benefits is mixed: proximity to jobs and relatives appear to be bigger factors.14 Similarly, access to labour and markets is more important to business location decisions than state taxes or economic development incentives.15 Even if unfounded, however, the fear of becoming a ‘welfare magnet’ can still influence the decisions of state policy-makers.16 Policymakers may keep taxes and benefits low because they believe that doing otherwise will make their states uncompetitive, regardless of the empirical evidence. 
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