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The mortgage interest deduction (MID) is considered to be the largest US
federal housing subsidy. This tax expenditure—implicit spending allowing
governments to allocate resources through tax code preferences—lowers
the price of owner-occupied housing debt. The MID tax expenditure was
$59 billion in 2016, as estimated in this article, and makes up about half of
normal federal support to homeowners (Delisle 2009)." While the Joint
Committee on Taxation, the US Treasury’s Office of Tax Analysis, and
others use tax return samples to forecast or estimate the MID tax expendi-
ture, I have found no estimates using historical data (as opposed to fore-
casts) over more than two decades.” Using tax return microdata, I estimate
the size of this tax expenditure over the past five decades. This allows for an
analysis of the causes of MID tax expenditure fluctuations and reveals its
procyclicality.

Tax expenditures take the form of special exclusions, exemptions,
deductions, and credits. These implicit subsidies are akin to spending pro-
grams administered through the tax code because a government could
instead pay someone an amount equal to their tax reduction (Toder
2000). Moreover, tax expenditures do not require Congressional action and
therefore function like automatic entitlement spending. Unlike discretion-
ary spending, which Congress allocates and typically has relatively smooth
or countercyclical changes, MID tax expenditures result from the combi-
nation of individual housing decisions and the overall structure of the tax
system.

The MID tax expenditure is estimated in this article to have increased
from 0.2 to 0.9 percent of gross domestic product (GDP) between the early
1960s and 1986. Meanwhile, homeownership rates were unchanged, sug-
gesting little impact of the MID on homeownership decisions. Since 1986,
the MID tax expenditure decreased to 0.3 percent of GDP and in 2018 is
forecasted to fall to only 0.1 percent of GDP. I find that half of the fluctua-
tions in the components of the MID tax expenditure are due to broad
changes in tax policy—such as marginal tax rates and standard deduc-
tions—instead of changes in the underlying housing market. MID tax
expenditure fluctuations are also estimated to be strongly procyclical. For
example, compared to the property tax deduction, MID tax expenditure
fluctuations are more than twice as procyclical.

The MID can also have a destabilizing effect on the macroeconomy. I
estimate that the MID has acted as an automatic destabilizer, a nondiscre-
tionary fiscal policy that exacerbates output fluctuations. Similarly, Kingi
and Rozema (2017) estimate that the MID decreases the income tax sys-
tem’s stabilization of aggregate consumption by about a tenth. Listokin



Splinter 809

(2012) discusses how a number of tax expenditures, including the MID, can
offset the impact of countercyclical fiscal stimulus. The MID may also
exacerbate business cycles through its effect on credit. Increasing incomes
during an expansion can increase marginal tax rates and because of the MID
encourage higher levels of leverage (Gale, Gruber, and Stephens-
Davidowitz 2007). The resulting credit cycle could increase systemic risk
(Mian and Sufi 2011). Also, highly leveraged households who lose jobs
during a downturn may find it more difficult to move to find employment,
especially when there are housing price decreases. For example, Ferreira,
Gyourko, and Tracy (2010) estimate that households with negative equity
are one-third less mobile than those not “underwater” on their mortgages.

Between 2018 and 2025, the Tax Cuts and Jobs Act (TCJA) increases
standard deductions and lowers tax rates. Both of these changes will cause
decreases in MID tax expenditures relative to prior law, with a forecasted
decrease from 0.3 to 0.1 percent of GDP in 2018. Almost two-thirds of this
forecasted decrease results from increasing standard deductions. About 5
percent of the reduction results from a lower maximum amount of acqui-
sition debt on which interest is deductible ($750,000 rather than $1 mil-
lion) and the elimination of interest deductibility for home equity debt.
About one-third of the reduction is from other tax changes, mostly lower
tax rates.’

This article proceeds as follows. The first section explains the MID tax
expenditure estimation method. The second and third sections discuss the
cyclicality and causes of tax expenditure fluctuations. The fourth section
briefly discusses how these fluctuations move independently from home-
ownership rates. The fifth section concludes.

Method for Estimating MID Tax Expenditures

Itemizing taxpayers, as opposed to those claiming the standard deduction,
can lower their tax liability by deducting home mortgage interest payments
from their taxable income. The MID tax expenditure is the estimated
increase in tax revenue that would result from eliminating this deduction.
Equation (1) calculates the federal MID tax expenditure (MIDz,yfy,) as the
difference between taxpayer i’s liability without the MID (7ax; nyip—o) and
their actual liability with the MID (7ax;):

MID1axexp = Z(Taxi, mip—o — Tax;).

7 (1)
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Note that the tax expenditures estimated in this article generally do not
take behavioral responses into account when estimating tax liabilities with-
out the MID—although they do assume a mechanical switching of tax filers
from itemizing to taking standard deductions when this results in a lower
tax liability. Some studies consider possible behavioral responses, such as
portfolio reallocations (Gervais and Pandey 2008; Cole, Gee, and Turner
2011; Poterba and Sinai 2011).* I briefly discuss alternative results based on
a simple adjustment for behavioral effects using estimates from Hanson and
Martin (2014). Note that this article only considers federal MIDs. State-
level deduction tax expenditures can also be large—up to about a tenth of
mortgage interest payments—and can vary significantly from state to state
(Hilber and Turner 2014).

This analysis uses annual samples of federal individual income tax
returns from 1964 to 2016. Each annual cross section is representative
of all tax returns filed in a given year and consists of between 80,000 and
340,000 tax returns. I use public use individual income tax files for years
before 1979. There is no sample available for 1965; this year is interpo-
lated in figures and excluded from the other analyses.” For years since
1979, I use confidential Internal Revenue Service (IRS) Statistics of
Income (SOI) individual income tax samples.

A simple MID tax expenditure is estimated before applying a number of
corrections, such as for the effects of adjacent tax brackets and standard
deductions. In the microdata, this is the product of each tax return i’s
marginal tax rate (MTR;), which at this stage is set to the statutory tax rate
applying to the last dollar of ordinary taxable income, and mortgage interest
deductions (MID;):

MIDrugy = Y _(MTR; - MID;). ()

If a tax return’s taxable income is near a bracket threshold, then the
adjacent rate (MTR; ,...;, usually a higher rate) is applied to any interest
deductions exceeding the original marginal tax bracket. I define Gap; as the
difference between a tax return’s taxable income and the next highest tax
rate bracket threshold. If the MID was repealed, then Gap; is the maximum
deduction amount subject to the current marginal tax rate and the MID tax
expenditure can be defined as

MID1yiy = Y _[MTR; - Gap; + MTR; e - (MID; — Gap;)], if MID; > Gap;.

(3)

1
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There are several features of the tax code that can make the top statutory
tax rates used in equations (2) and (3) differ from actual marginal tax rates.
This can require a number of adjustments. First, I correct for switching to
the standard deduction when this results in a lower tax liability than item-
izing. This results in limiting the amount of MID affected to the difference
between total itemized deductions and the standard deduction that would
apply to a tax return if there was no MID.® Second, I account for the child
credit and personal exemption phaseouts by increasing marginal tax rates of
applicable high-income taxpayers. Third, I apply the lower alternative min-
imum tax (AMT) rate if a tax return is subject to this tax. Fourth, in recent
years, I account for itemized deduction limitations, also known as Pease
limitations. Finally, to correct for any excessive deductions, since 1987
MIDs are limited to $1.1 million, which combines the deductibility limits
of interest on $1 million of debt for first and second homes and $100,000 for
home equity debt (Jackson 2005). The MID tax expenditure estimates fol-
lowing the method described above match 2015 estimates from a full tax
calculator (see Joint Committee on Taxation 2015).

A Procyclical Tax Expenditure

Figure 1 shows estimates of the MID tax expenditure between 1964 and
2016. The tax expenditure fell or stagnated during the last six periods of
high unemployment immediately following recessions as indicated by the
shaded years.” Periods of high unemployment are often correlated with
falling incomes and interest rates, which tend to decrease the MID tax
expenditure, as discussed in the next section. Also, over the past three
business cycles, MID tax expenditures increased and then decreased at least
a tenth of a percent of GDP. These observations suggest that fluctuations in
the MID tax expenditure are procyclical—increasing in expansions and
decreasing in recessions.

Figure 2 compares these historical MID tax expenditure estimates with
forecasts from the Joint Committee on Taxation. These forecasts are
based on present law and Congressional Budget Office baselines, which
usually do not forecast recessions. In comparison to the procyclical pat-
tern observed in the historical data, in recent decades, the forecasts lag
the historical values by a few years and show a countercyclical pattern.
This follows from forecasts not anticipating some tax code changes or
business cycle fluctuations, especially because recessions are usually not
forecasted by federal agencies, and suggests the importance of using
historical estimates.
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Figure 1. Procyclicality of mortgage interest deduction tax expenditures. Shaded
years indicate an unemployment rate at least three-quarters percentage points
above the 9-year moving average. Source: Bureau of Labor Statistics (BLS), Bureau of
Economic Analysis (BEA) and author’s calculations using IRS Statistics of Income,
Bureau of Labor Statistics (BLS) and Bureau of Economic Analysis (BEA) data.
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Figure 2. Comparison of historical and forecasted mortgage interest deduction tax
expenditures. MID tax expenditures for calendar years and JCT forecasts since 1974
for fiscal years. JCT estimates prior to 1973 are historical estimates, not forecasts,
and other estimates are usually from reports issued the same or prior year. Shaded
years indicate an unemployment rate at least three-quarters percentage points
above the 9-year moving average. Source: Author’s calculations using IRS Statistics of
Income, BLS, BEA, and Joint Committee on Taxation (JCT).
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A. Measuring Cyclicality and Destabilization

A more rigorous analysis also suggests that historical MID tax expenditures
are procyclical. Following Parker and Vissing-Jorgensen (2010), cyclicality
can be estimated in equation (4) with beta, which is the coefficient on the
annual change in the natural log of GDP where the dependent variable is the
annual change in the natural log of the MID tax expenditure (both variables
are in nominal dollar amounts here). This implies that beta is the elasticity
of the MID tax expenditure with respect to GDP. A negative elasticity
would suggest a countercyclical relationship, an elasticity of zero would
suggest an acyclical relationship, and a positive elasticity would suggest a
procyclical relationship.

AIMMIDrypy = o + B-AInGDP + e. 4)

This model results in an MID tax expenditure elasticity of GDP of 2.6
(standard error 0.5). Therefore, MID tax expenditures are procyclical,
increasing and decreasing at over twice the rate of the overall economy.

To compare this result to a similar tax expenditure, I estimate the same
model with the property tax deduction tax expenditure, often considered to
be the second largest federal housing subsidy. The property tax deduction
tax expenditure is observed to have an elasticity of GDP of only 1.2 (stan-
dard error 0.5), implying that it fluctuates about proportionately with the
overall economy.® This comparison suggests that the MID is particularly
procyclical.

The analysis above can be extended to estimate if the MID has histori-
cally acted as an automatic destabilizer. A destabilizing tax expenditure
weakens the overall stabilization of the federal income tax, hence Listokin
(2012) refers to them as “stabilization saboteurs.” The effect of the MID tax
expenditure on output is attenuated by tax filers with a marginal propensity
to consume of less than one. Following Auerbach and Feenberg (2000),
Dolls, Fuest, and Peichl (2012), and Kingi and Rozema (2017), I consider a
simple approach where tax filers are considered either liquidity constrained
and fully adjust their consumption in response to a tax expenditure or not
liquidity constrained and make no adjustment.’ Because information on
wealth is not available from individual tax returns, I assume tax returns
with incomes below $100,000 (2017 dollars) are liquidity constrained,
hence their tax expenditures are unchanged, while those with higher
incomes have no change in consumption and hence their tax expenditures
are set to zero. This results in an elasticity of 2.3 (standard error 0.6),
suggesting that the MID acts as an automatic destabilizer.
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Figure 3. Mortgage interest deductions and tax expenditures by real income group.
Income groups are set by real adjusted gross income (2017 dollars, indexed with the
CPI-U). Values are interpolated for 1965, 1967, 1969, and 1971. Source: Author’s
calculations using IRS Statistics of Income data.

What Determines MID Tax Expenditure Fluctuations?

This section first shows trends in the major components of the MID tax
expenditure and then methodically considers the sources of its fluctuations.
Equation (5) shows that the MID tax expenditure can be decomposed into
the product of MIDs and the average marginal tax rate that applies to those
deductions (AMTR ;;p). MID can be further decomposed into the product of
total owner-occupied mortgage interest (M) and the fraction of this interest
deducted on individual tax returns (%Deducted):

MIDTaxExp = AMTRM]D - MID (5)
= AMTR;p - %Deducted - MI .

The left side of figure 3 shows the amount of mortgage interest deducted
as a percent of GDP by real income group. Mortgage interest deducted
doubled from 1.5 to 3.0 percent between the late 1970s and 1980s, as the
effective mortgage rate peaked following a period of high inflation (see
figure A1). The right side of figure 3 shows that MID tax expenditures also
increased in this earlier period. Between 1964 and 1986, the MID tax
expenditure more than quadrupled from 0.2 to 0.9 percent of GDP.'’
Among tax filers deducting mortgage interest, average tax expenditures
increased four- to five-fold across income groups: for those with incomes
below $50,000, they increased from $200 to $1,000; for incomes between
$50,000 and $100,000, they increased from $500 to $2,300; for incomes
between $100,000 and $200,000, they increased from $1,000 to $4,000; and
for incomes over $200,000, they increased from $2,400 to $10,900 (all
values in 2017 dollars)."!
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Figure 4. Average MID-weighted marginal tax rates by real income group. Income
groups are set by real adjusted gross income (2017 dollars, indexed with the CPI-U).
Values are interpolated for 1965, 1967, 1969, and 1971. Source: Author’s calcula-
tions using IRS Statistics of Income data.

In contrast to the stable level of deductions from the 1980s through
2000s, MID tax expenditures fell immediately after 1986 due to a legislated
decline in tax rates. Between 1986 and 1994, the MID tax expenditure
decreased from 0.9 to 0.5 percent of GDP. Between 2004 and 2008, there
was temporary growth in the MID tax expenditure from 0.5 to 0.6 percent of
GDP resulting from increasing mortgage debt, although attenuated by flat
mortgage rates (see figure Al). With the 2008 recession—and decreases in
housing prices, mortgage debt, and interest rates—the MID tax expenditure
was cut in half to 0.3 percent of GDP.

Figure 4 shows average marginal tax rates of those deducting mortgage
interest, where rates are weighted by the share of deductions. Increasing
rates before 1985 are due to bracket creep—high inflation rates contributed
to increasing nominal income, which pushed taxpayers into higher tax
brackets. Bracket creep was slowed by the indexation of brackets to infla-
tion in 1985. The marginal rates of all income groups then fell with the Tax
Reform of 1986, although for a couple years, a 33 percent “bubble rate” in
the middle of the 28 percent bracket caused top income group marginal
rates to fall just below those of a lower income group. A 1993 tax change
increased the top statutory tax rate, but then 2001 to 2003 tax changes
lowered all rates. In 2013, these lower rates were made permanent, with
the exception of the top rate.'? As a note of caution, the marginal rates in
figure 4 are only for those deducting mortgage interest. The marginal rates
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Figure 5. Fraction of mortgage interest deducted. Only includes mortgage interest
for owner-occupied housing. Source: Author’s calculations using IRS Statistics of
Income and BEA data.

of the bottom income group are not representative of average filers with
those incomes. Most low-income filers have much lower marginal tax rates
(often zero) and are excluded from this analysis because they are more
likely to claim the standard deduction than itemize (Follain, Ling, and
McGill 1993).

Fluctuations in average marginal tax rates may affect the amount of
mortgage interest deducted. Hanson and Martin (2014) estimate that an
increase of one percentage point in the tax rate applying to deductible
interest increased deductions in 2007 by about $450. I convert this absolute
dollar estimate to a fraction of MIDs and then calculate behavior-consistent
deductions using average marginal tax rate deviations from the long-run
average since 1964. The resulting behavior-consistent deductions (and tax
expenditures) are similar for most years, but much lower than the actual
amounts in the early 1980s, when marginal tax rates were higher than the
long-run average. For example, behavior-consistent deductions as a percent
of GDP only increased by about a third between 1976 and 1986 (from 1.3 to
1.8 percent), while actual deductions nearly doubled (from 1.5 to 2.7
percent).

Figure 5 shows the fraction of mortgage interest deducted since 1964.
This fluctuates between 67 and 96 percent of mortgage interest for owner-
occupied housing, as reported in national accounts by the Bureau of
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Economic Analysis. These fluctuations were often caused by changes in
standard deduction levels because if a taxpayer takes a standard deduction,
then they are considered as receiving no MID tax expenditure. The sharp
increase from 1964 to 1971 was caused by the inflation-driven bracket
creep discussed earlier, as the standard deduction was also not indexed
before 1985. The decrease in the fraction of mortgage interest deducted
between 1971 and 1977 was partly caused by increases in standard deduc-
tions in 1972 (from $1,050 to $1,300) and in 1975 to 1977 (from $1,300 to
$2,200), and possibly from income shocks related to the 1969 and 1973
recessions.'> This was followed by another decade of bracket creep increas-
ing the fraction deducted. Then, the Tax Reform Act of 1986 eliminated the
deductibility of consumer interest, which induced shifting from consumer to
mortgage debt among those who itemized (Maki 1996; Stango 1999;
Dunsky and Follain 2000). This portfolio adjustment effect, which tended
to increase the fraction of mortgage interest deducted, appears to have
outweighed countervailing effects of increased standard deductions. This
was followed by a decade of real income growth pushing homeowners into
higher tax brackets and therefore deducting a larger share of mortgage
interest.'* Since the 2008 recession, the fraction deducted has trended
downward. In part, this may have resulted from changes in the composition
of debt holders; for example, a larger fraction of mortgage debt held by
those with lower incomes, perhaps due to a growing population of retirees
or tightening lending requirements.

A. Causes of MID Tax Expenditure Fluctuations

The causes of tax expenditure fluctuations are divided into two broad
groups: tax policy-related and housing-related fluctuations. Tax policy—
related fluctuations are a function of average marginal tax rates (AMTR-
awap) and the fraction of mortgage interest deducted (%Deducted). As
suggested previously, these fluctuations often result mechanically from
the tax code (e.g., bracket creep) or from broad tax reforms, which usually
lack explicit intentions of affecting MID tax expenditures or other housing
policy goals. Housing-related fluctuations in supply and demand are cap-
tured here by changes in total mortgage interest (M), expressed as a
percent of GDP.'®> Note that this division ignores possible interactions
between changes in tax policy and the amount of mortgage interest:
post—1986 tax policy—induced portfolio adjustments, asymmetric changes
in the composition of debt holders over the income distribution, or effects
of the MID on housing prices and hence mortgage debt (Glaeser and
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Table |. Mortgage Interest Deduction (MID) Tax Expenditure Fluctuation Sources.

Tax Policy—related Housing-related
Fluctuations Fluctuations
MID Tax Average Fraction Mortgage
Expenditure = Marginal Mortgage Interest Interest
(percent GDP) Tax Rate Deducted (percent GDP)
1964 0.19 0.19 0.67 1.50
1986 0.88 0.32 0.78 3.50
2016 0.31 0.21 0.71 1.76
Percentage change (percent)
1964 to 1986 — 71 I8 133
1986 to 2016 — —35 10 -50
Average percentage changes, 1964 to 2016 (percent)
One year — 4 2 4
Two year — 6 4 8
Three year — 8 4 12

Note: Average percentage changes are based on absolute values of percentage changes in each
variable and exclude changes using 1965 due to missing data. SOI = Statistics of Income;
GDP = gross domestic product.

Source: Author’s calculations based on IRS SOI and BEA data.

Shapiro 2003; Martin and Hanson 2016). Overall, these effects suggest
that some of the estimated housing-related fluctuations may actually be
due to underlying tax policy changes.

To illustrate the decomposition approach, table 1 considers the increase
of the MID tax expenditure from 0.19 to 0.88 percent of GDP between 1964
and 1986 and the decrease to 0.31 percent of GDP by 2016. The top panel
shows average marginal tax rates, fractions of interest deducted, and total
mortgage interest underlying these tax expenditures. The middle panel
shows the percentage change in these values. Due to the multiplicative
nature of these values relative to the MID tax expenditure (see equation
[5]1), when holding the other variables constant, the 1964 to 1986 increase in
the average marginal tax rate would be responsible for a 71 percent increase
in the MID tax expenditure. The effect from the increase in the fraction of
interest deducted is 18 percent and from the increase in mortgage interest is
133 percent. A similar pattern is seen for absolute changes between 1986
and 2016, although the fraction of mortgage interest deducted moves in an
opposite direction from the other variables. This analysis, however, only
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considers the changes between two specific years and is therefore limited by
the exclusion of fluctuations in intervening years.

The bottom panel considers average annual fluctuations for all years,
where the absolute value of changes is used to account for both increases
and decreases. To verify that estimates are not sensitive to the number of
years over which changes are considered, I also estimate changes for 2- and
3-year periods. For all changes considered, tax policy and housing-related
fluctuations are about equal, suggesting that each explains about half of
MID tax expenditure fluctuations.

Homeownership Rates and MID Reforms

An extensive literature considers the relationship between the MID and
homeownership rates, with recent work generally finding a negligible or
negative effect. Glaeser and Shapiro (2003) show that homeownership rates
do not correlate with large fluctuations in inflation and itemization rates,
which they suggest should approximate changes in MID tax expenditures.
Gale, Gruber, and Stephens-Davidowitz (2007) argue that the interest
deduction has little effect on homeownership but appears to increase hous-
ing prices and loan-to-value ratios. Hanson (2012a) estimates that the MID
does not affect homeownership but instead increases the size of homes
purchased. Hilber and Turner (2014) find that in areas with more elastic
supply, MIDs only have a positive effect on homeownership rates for higher
income households, but in areas with less elastic supply, these deductions
decrease ownership rates. Chambers, Garriga, and Schlagenhauf (2009)
estimate that the MID slightly decreases homeownership by causing
demand from high-income households to drive up mortgage rates and
crowd out low-income potential homeowners. Specifically, the MID
increases the mortgage rate by an estimated 4 percent (Hanson 2012b).
International evidence also suggests the MID does not affect homeowner-
ship rates (Bourassa et al. 2013).

Figure 6 compares MID tax expenditure estimates and homeowner-
ship rates over the last five decades. The correlation between MID tax
expenditures and homeownership rates is low (0.33). While this com-
parison does not control for the large number of factors influencing
individual decisions to own or rent, it shows that large fluctuations in
the MID tax expenditure tend to move independently from rates of
homeownership. Particularly striking is that when the tax expenditure
more than quadrupled between 1964 and 1986, the homeownership rate
persisted near 64 percent.
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Figure 6. Homeownership rates are uncorrelated with mortgage interest deduc-
tion tax expenditures. Correlation = 0.33. Source: US Census and author’s calcu-
lations using IRS Statistics of Income data.

A weak link between MID tax expenditures and homeownership seems
unsurprising. The origin of the MID appears unrelated to homeownership,
and it does not target people on the margin between owning a home and
renting (Ventry 2010). Instead, the MID tax expenditure is allocated based
on tax itemizing status and marginal tax brackets. This results in tax expen-
ditures that mostly benefit households who would own a house even without
this subsidy (Glaeser and Shapiro 2003). Hence, reform proposals often
propose converting the MID to a tax credit, which would more likely affect
tenure decisions (i.e., whether to rent or own) because it provides a benefit
to nonitemizers (National Commission on Fiscal Responsibility and Reform
2010; Debt Reduction Task Force 2010).

Conclusion

Using tax return data, I estimate that the size of the MID tax expenditure
has fluctuated greatly over the last five decades. The MID tax expendi-
ture increased from 0.2 to 0.9 percent of GDP between the early 1960s
and 1986 and fell to 0.3 percent by 2016. Due to the TCJA, it is fore-
casted to decrease to only 0.1 percent in 2018. When controlling for
behavioral responses to marginal tax rates, these large swings are some-
what attenuated. In comparison to forecasted tax expenditures, which
show a countercyclical pattern in recent decades, historical estimates
show a procyclical pattern.



Splinter 821

Despite overshadowing all other federal subsidies for home owners,
large swings in the MID tax expenditure do not generally move with home-
ownership rates. In fact, half of fluctuations in the components of the MID
tax expenditure are from tax policy. Rather than following from explicit
housing policy goals, these tax policy effects follow from large tax reforms
or mechanical effects of the tax code, such as bracket creep. Finally,
because the MID tax expenditure is procyclical, it serves as an automatic
destabilizer, tending to exacerbate business cycles.

.
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Figure Al. Mortgage debt and effective mortgage rate. Source: Federal Reserve
home mortgage less construction loans series and author’s calculations using IRS
Statistics of Income data.

Table Al. Mortgage Interest Deduction Tax Expenditure Estimates.

Nominal Percent Nominal Percent
Year (US$ Billions) of GDP Year (US$ Billions) of GDP

1964 1.28 19 1991 41.93 .68
1965 — — 1992 38.64 .59
1966 1.55 19 1993 39.37 57
1967 1.89 22 1994 38.80 .53
1968 2.05 22 1995 42.85 .56
1969 2.6l 26 1996 46.89 .58
1970 2.86 27 1997 50.66 .59

(continued)
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Table Al. (continued)

Nominal Percent Nominal Percent
Year (US$ Billions) of GDP Year (US$ Billions) of GDP

1971 3.21 .28 1998 54.94 61
1972 3.76 .29 1999 57.07 .59
1973 4.58 .32 2000 66.52 .65
1974 5.97 .39 2001 71.01 .67
1975 6.09 .36 2002 69.48 .64
1976 7.34 .39 2003 59.29 .52
1977 8.09 .39 2004 63.18 .52
1978 10.90 46 2005 71.63 .55
1979 12.03 46 2006 83.06 .60
1980 15.23 .53 2007 90.71 .63
1981 18.62 .58 2008 89.01 .60
1982 22.67 .68 2009 7849 .54
1983 24.30 .67 2010 73.93 49
1984 29.86 74 2011 69.81 A5
1985 36.05 .83 2012 63.84 .39
1986 40.30 .88 2013 58.62 .35
1987 31.29 .64 2014 57.94 33
1988 33.14 .63 2015 58.52 32
1989 37.77 .67 2016 58.92 K]
1990 42.81 72

Source: Author’s calculations based on IRS SOI data.
Note: SOI = Statistics of Income; GDP = gross domestic product.
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Notes

1.

Some economists instead focus on the exclusion of owner-occupied imputed
rent from taxation, which is sometimes estimated to be a larger tax expenditure
than the mortgage interest deduction (MID). This exclusion and the MID,
however, should not be considered jointly. For example, the Joint Committee
on Taxation does not consider this exclusion a tax expenditure. Alternatively, if
the imputed rent from owner-occupied housing was taxable, then the MID
would likely not be considered a tax expenditure, as the tax treatment
would be comparable to that for tenant-occupied housing—taxable rents and
deductible interest (Ozanne 2012).

. Forecasts do not anticipate some tax code changes or business cycle fluctua-

tions. See Altshuler and Dietz (2008), Toder, Harris, and Lim (2009), and Cole,
Gee, and Turner (2011) for other estimates based on historical data.

. Forecasted effects are from a complete tax calculator using a sample of 2015 tax

returns extrapolated to match macroeconomic forecasts of the Congressional
Budget Office as described in Joint Committee on Taxation (2015).

. Revenue estimates—although not tax expenditure estimates—from the Joint

Committee on Taxation also include behavioral effects. See Maki (1996) and
Dunsky and Follain (2000) for a discussion of the effect of the Tax Reform Act
of 1986 on portfolio reallocations and Hendershott, Pryce, and White (2003)
and Hendershott and Pryce (2006) for the effect of deduction reforms in the
United Kingdom.

. The MID variable is missing in 1967, 1969, and 1971 and therefore set to either

11 or 11.5 percent of total itemized deductions (and in 1974 to 60 percent of
interest deductions) to fit the aggregate trend of MIDs. Note that in all years, a
small fraction of returns are for previous tax years (i.e., late filers).

. For example, if a married couple has US$59K in taxable income, then their tax

liability is US$8K. By deducting US$20K in mortgage interest, the couple
reduces their liability to US$5K, implying a naive MID tax expenditure of
US$3K. If the MID was eliminated, however, the couple would instead claim
a US$10K standard deduction (assuming they have few other itemized deduc-
tions) and their tax liability would be US$6.5K, implying a correct tax expen-
diture of only US$1.5K.
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7. These years of high unemployment are similar to years of below-trend gross
domestic product (GDP) and reflect that incomes and mortgage debt declines
slightly lag conventional recession dates, which correspond to quarters of
repeatedly declining GDP.

8. Due to missing data and variables, tax expenditure elasticities for the MID are
only estimated since 1966 and for the property tax deduction since 1979.

9. In comparison to these studies, I estimate the historical destabilization effect
rather than from simulated recessions that mechanically reduce taxable incomes.

10. Changes in the MID tax expenditure during this period are reflected in the
overall trend of tax expenditures. For example, Burman, Toder, and Geissler
(2008) estimate that total nonbusiness tax expenditures increased by half—from
4.2 to 6.4 percent of GDP—between 1976 and 1985.

11. Note that average MID tax expenditures conceal large variations within income
groups (Cole, Gee, and Turner 2011). For a discussion of the MID’s effect on
tax progressivity, see Hemel and Rozema (2017).

12. See Auten, Splinter, and Nelson (2016) for a discussion of these tax reforms.

13. Ventry (2010) discusses how these standard deduction increases were part of a
strategy to weaken itemized deduction tax expenditures.

14. On average, only a quarter of tax returns deducted mortgage interest during this
period, and therefore, real increases in taxable income around the 75th percen-
tile should drive this effect.

15. Mortgage interest is calculated as the MID tax expenditure divided by the
marginal tax rate and fraction deducted. Fluctuations in mortgage interest can
be further decomposed into fluctuations from mortgage debt and the effective
mortgage interest rate, as shown in figure Al, but these variables are not
independent from one another and therefore not considered separately. Note
that effective mortgage rates change more slowly over business cycles than the
federal funds rates but, due to refinancing, more quickly than effective rates of
only new mortgages.

References

Altshuler, Rosanne, and Robert D. Dietz. 2008. “Tax Expenditure Estimation and
Reporting: A Critical Review.” NBER Working Paper No. 14263.

Auerbach, Alan J., and Daniel Feenberg. 2000. “The Significance of Federal Taxes
as Automatic Stabilizers.” Journal of Economic Perspective 14:37-56.

Auten, Gerald, David Splinter, and Susan Nelson. 2016. “Reactions of High-income
Taxpayers to Major Tax Reforms.” National Tax Journal 69:935-64.

Barro, Robert J., and Charles J. Redlick. 2009. “Macroeconomic Effects from Govern-
ment Purchases and Taxes.” NBER Working Paper No. 15369.



Splinter 825

Bourassa, Steven, Donald Haurin, Patric Hendershott, and Martin Hoesli. 2013.
“Mortgage Interest Deductions and Homeownership: An International Survey.”
Journal of Real Estate Literature 21:181-203.

Burman, Leonard, Eric Toder, and Christopher Geissler. 2008. “How Big Are Total
Individual Tax Expenditures and Who Benefits from Them?” Washington, DC:
Tax Policy Center. Discussion Paper 31.

Chambers, Matthew, Carlos Garriga, and Don E. Schlagenhauf. 2009. “Housing
Policy and the Progressivity of Income Taxation.” Journal of Monetary
Economics 56:1116-34.

Cole, Adam J., Geoffrey Gee, and Nicholas Turner. 2011. “The Distributional and
Revenue Consequences of Reforming the Mortgage Interest Deduction.”
National Tax Journal 64:977-1000.

Delisle, Elizabeth Cove. 2009. “An Overview of Federal Support for Housing.”
Economic and Budget Issue Brief. Washington, DC: Congressional Budget
Office.

Debt Reduction Task Force. 2010. “Restoring America’s Future.” Co-chaired by P.
Dominici and A. Rivlin. Washington, DC: Bipartisan Policy Center.

Dolls, Mathias, Clemens Fuest, and Andreas Peichl. 2012. “Automatic Stabilizers
and Economic Crisis: US vs. Europe.” Journal of Public Economics 96:279-94.

Dunsky, Robert M., and James R. Follain. 2000. “Tax-induced Portfolio
Reshuffling: The Case of the Mortgage Interest Deduction.” Real Estate
Economics 28:683-718.

Ferreira, Fernando, Joseph Gyourko, and Joseph Tracy. 2010. “Housing Busts and
Household Mobility.” Journal of Urban Economics 68:34—45.

Follain, James R., David C. Ling, and Gary A. McGill. 1993. “The Preferential
Income Tax Treatment of Owner-occupied Housing: Who Really Benefits?”
Housing Policy Debate 4:1-24.

Gale, William G., Jonathan Gruber, and Seth Stephens-Davidowitz. 2007.
“Encouraging Homeownership through the Tax Code.” Tax Notes 115:1171-89.

Gervais, Martin, and Manish Pandey. 2008. “Who Cares about Mortgage Interest
Deductibility?” Canadian Public Policy 34:1-24.

Glaeser, Edward L., and Jesse M. Shapiro. 2003. “The Benefits of the Home Mort-
gage Interest Deduction.” In Tax Policy and the Economy, Vol. 17, edited by
James M. Poterba, 37-82. Cambridge, MA: National Bureau of Economic
Research.

Hanson, Andrew. 2012a. “Size of Home, Homeownership, and the Mortgage
Interest Deduction.” Journal of Housing Economics 21:195-210.

Hanson, Andrew. 2012b. “The Incidence of the Mortgage Interest Deduction:
Evidence from the Market for Home Purchase Loans.” Public Finance Review
40:339-59.



826 Public Finance Review 47(5)

Hanson, Andrew, and Hal Martin. 2014. “Housing Market Distortions and the
Mortgage Interest Deduction.” Public Finance Review 42:582—607.

Hemel, Daniel, and Kyle Rozema. 2017. “Inequality and the Mortgage Interest
Deduction.” New York University Tax Law Review 70:667-706.

Hendershott, Patric H., and Gwilym Pryce. 2006. “The Sensitivity of Homeowner
Leverage to the Deductibility of Home Mortgage Interest.” Journal of Urban
Economics 60:50—68.

Hendershott, Patric H., Gwilym Pryce, and Michael White. 2003. “Household
Leverage and the Deductibility of Home Mortgage Interest: Evidence from
UK House Purchasers.” Journal of Housing Research 14:49-82.

Hilber, Christian A. L., and Tracy M. Turner. 2014. “The Mortgage Interest Deduc-
tion and Its Impact on Homeownership Decisions.” Review of Economics and
Statistics 96:618-37.

Jackson, Pamela J. 2005. “Fundamental Tax Reform: Options for the Mortgage
Interest Deduction.” Washington, DC: Library of Congress, Congressional
Research Service Report RL33025.

Joint Committee on Taxation. 2015. Estimating Changes in the Federal Individual
Income Tax: A Description of the Individual Income Tax Model. JCX-75-15.
Washington, DC: Joint Committee on Taxation.

Kingi, Hautahi, and Kyle Rozema. 2017. “The Effect of Tax Expenditures on
Automatic Stabilizers: Methods and Evidence.” Journal of Empirical Legal
Studies 14:548-68.

Listokin, Yair. 2012. “Equity, Efficiency, and Stability: The Importance of
Macroeconomics for Evaluating Income Tax Policy.” Yale Journal on
Regulation 29:45-89.

Maki, Dean M. 1996. “Portfolio Shuffling and Tax Reform.” National Tax Journal
49:317-29.

Martin, Hal, and Andrew Hanson. 2016. “Metropolitan Area Home Prices and the
Mortgage Interest Deduction: Estimates and Simulations from Policy Change.”
Regional Science and Urban Economics 59:12-23.

Mian, Atif, and Amir Sufi. 2011. “House Prices, Home Equity-based Borrowing,
and the US Household Leverage Crisis.” American Economic Review 101:
2132-56.

National Commission on Fiscal Responsibility and Reform. 2010. The Moment of
Truth. Washington, DC: White House.

Ozanne, Larry. 2012. “Taxation of Owner-occupied and Rental Housing.”
Congressional Budget Office Working Paper 2012-14.

Parker, Jonathan A., and Annette Vissing-Jorgensen. 2010. “The Increase in Income
Cyclicality of High-income Households and its Relation to the Rise in Top
Income Shares.” Brookings Papers on Economic Activity 41:1-70.



Splinter 827

Piketty, Thomas, and Emmanuel Saez. 2003. “Income Inequality in the United
States, 1913—1998.” Quarterly Journal of Economics 118:1-39.

Poterba, James M., and Todd Sinai. 2011. “Revenue Costs and Incentive Effects of
the Mortgage Interest Deduction for Owner-occupied Housing.” National Tax
Journal 64 531-64.

Stango, Victor. 1999. “The Tax Reform Act of 1986 and the Composition of
Consumer Debt.” National Tax Journal 54:717-40.

Toder, Eric J. 2000. “Tax Cuts or Spending—Does It Make a Difference?” National
Tax Journal 53:361-72.

Toder, Eric J., Benjamin H. Harris, and Katherine Lim. 2009. “Distributional Effects
of Tax Expenditures.” Manuscript, Washington, DC: Urban-Brookings Tax Pol-
icy Center.

Ventry, Dennis J., Jr. 2010. “The Accidental Deduction: A History and Critique of
the Tax Subsidy for Mortgage Interest.” Law and Contemporary Problems 73:
233-84.

Author Biography

David Splinter has worked since 2012 as an economist at the Joint Committee on
Taxation, US Congress. His research on tax policy, income inequality, and income
mobility is available at davidsplinter.com.




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness false
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages false
  /ColorImageMinResolution 266
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Average
  /ColorImageResolution 175
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50286
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages false
  /GrayImageMinResolution 266
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Average
  /GrayImageResolution 175
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50286
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages false
  /MonoImageMinResolution 900
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Average
  /MonoImageResolution 175
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50286
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox false
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier (CGATS TR 001)
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /CreateJDFFile false
  /Description <<
    /ENU <>
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AllowImageBreaks true
      /AllowTableBreaks true
      /ExpandPage false
      /HonorBaseURL true
      /HonorRolloverEffect false
      /IgnoreHTMLPageBreaks false
      /IncludeHeaderFooter false
      /MarginOffset [
        0
        0
        0
        0
      ]
      /MetadataAuthor ()
      /MetadataKeywords ()
      /MetadataSubject ()
      /MetadataTitle ()
      /MetricPageSize [
        0
        0
      ]
      /MetricUnit /inch
      /MobileCompatible 0
      /Namespace [
        (Adobe)
        (GoLive)
        (8.0)
      ]
      /OpenZoomToHTMLFontSize false
      /PageOrientation /Portrait
      /RemoveBackground false
      /ShrinkContent true
      /TreatColorsAs /MainMonitorColors
      /UseEmbeddedProfiles false
      /UseHTMLTitleAsMetadata true
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /BleedOffset [
        9
        9
        9
        9
      ]
      /ConvertColors /ConvertToRGB
      /DestinationProfileName (sRGB IEC61966-2.1)
      /DestinationProfileSelector /UseName
      /Downsample16BitImages true
      /FlattenerPreset <<
        /ClipComplexRegions true
        /ConvertStrokesToOutlines false
        /ConvertTextToOutlines false
        /GradientResolution 300
        /LineArtTextResolution 1200
        /PresetName ([High Resolution])
        /PresetSelector /HighResolution
        /RasterVectorBalance 1
      >>
      /FormElements true
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MarksOffset 9
      /MarksWeight 0.125000
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PageMarksFile /RomanDefault
      /PreserveEditing true
      /UntaggedCMYKHandling /UseDocumentProfile
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
  /SyntheticBoldness 1.000000
>> setdistillerparams
<<
  /HWResolution [288 288]
  /PageSize [612.000 792.000]
>> setpagedevice


