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POINT COUNTERPOINT:

SHOULD THE HOME MORTGAGE INTEREST

TAX BENEFIT BE REDUCED?

INTRODUCTION: included among the President’s Advisory Panel on Federal Tax Reform’s recommendations
were three proposals related to the current home mortgage interest deduction. instead of a deduction, the panel rec-
ommended a flat 15% credit. Instead of the current $1,100,000 mortgage caps, the panel recommended a mortgage
cap based on the median regional price of housing. Finally, the panel recommended limiting the deduction to interest
paid on only one home and eliminating the deduction for interest on home equity indebtedness. See Report of the
President’s Advisory Panel on Federal Tax Reform 70-75 (2005) (hereinafter cited as Panel Repor).

The Panel Report praises the Tax Reform Act of 1986, albeit with a caveat: “While the 1986 Act was a historic event,
it did not produce a lasting transformation of the tax system. The 1986 Act left in place or added various compficated
tax benefits, including such items as exclusions for employer-provided fringe benefits, state and local tax deductions,
tax-deferred annuities, new mortgage interest deduction rules, and complicated rules for determining alternative
minimum tax liability. Many point to the 1986 Act as the high point of contemporary tax reform—and they may well be

right—but its limitations suggest that truly sweeping comprehensive reform faces formidable political obstacles.”

Panel Report at 14.

Both participants in the debate refer to the 1986 Act in discussing the Panel's proposals relating to the tax treatment
of home mortgage interest. Professor Deborah Geier of Cleveland State University, Cleveland-Marshall College of
Law, argues for limits, questions the linkage between current tax benefits and homeownership, and explains why the
Panel's recommendations do not sufficiently encourage homeownership by low income taxpayers. Professor Stuart
Lazar of Thomas M. Cooley Law School criticizes the Panel for undervaluing the effect on housing costs in many
locales, using the 15% credit rate as a disguised means of raising taxes, and not explaining how it determined that
the current mortgage deduction results in too little business investment.

POINT: DESPITE ITS
FLAWS, THE PANELS
PROPOSAL IS A GOOD
FIRST STEP

by Deborah A. Geier, Cleveland, OH

ON CAPITAL GAINS AND
MARGINAL TAX RATES

The key to the Tax Reform Act of
1986, which was a thing of brilliance,
was that it raised the capital gains tax
rate to equal that imposed on ordinary
income. Prior to the 1986 Act, the top
ordinary income tax rate (applicable to
labor income and investment rcturns
other than capital gains, such as inter-
est, rent, and dividends) was 50%,
while the top capital gains rate was
20%. The 1986 Act repealed the spe-
cial tax preference for capital gains,
taxing all income at the same rate.
This allowed a radical reduction in the
top tax rate to 28% (33% for certain
taxpayers) and, because the many spe-

—@Gail L. Richmond, Fort Lauderdale, FL

cial rules pertaining to capital gains
became entirely irrelevant or much
less important to tax planning, result-
ed in radical tax simplification.

Most capital gains rcalized by
median-earning households are tax-
free, such as home sale gain, or tax-
deferred, such as capital gains realized
in tax-preferred retirement accounts.
Thus, increasing the capital gains tax
rate to equal that applicd to ordinary
income affected mainly high-income
households that realized taxable capi-
tal gains. But those houscholds also
benefited mightily from the slashing
of the top marginal tax rates. It was a
stroke of genius. And the economy
steadily expanded.

But, alas, such thinking is anathe-
ma to conservatives today, whose
fondest wish is to tax only labor
income, freeing all capital income
(which 1s concentrated in the wealthi-
est of households) from tax. The
President’s Advisory Panel on Tax
Reform (“Panel”) never considered

taxing all income, whether from labor
or capital, at the same rate at the indi-
vidual level, as under the 1986 Act.
Indeed, the Panel recommends further
shifting the tax burden from capital to
labor income. Its “Growth and
Investment Tax Plan” recommends
extending the 15% tax rate currently
applicable to capital gains and divi-
dends to interest, as well. Its
“Simplified Income Tax Plan” recom-
mends that 75% of capital gains be
tax-free, reducing the effective rate on
those gains to between 3.75% and
8.25%. The top tax ratc on ordinary
income such as wages, in contrast,
would be either 30% or 33%, and the
current 10% tax rate would be abol-
ished. The lowest ordinary income tax
rate would be 15%. Panel Report at 61.
This refusal to entertain returning
to the 1986 bargain of taxing all
income at the same rate means that
overall ordinary income rates need to
be higher than would otherwise be the
case. This result is unfortunate, as the



inability to further reduce middle-
class tax rates as a trade-off for repeal-
ing or reducing several middle-class
tax deductions means that the Panel’s
recommendations are doomed. That’s
a shame, as there is much good in the
plans, as well.

THE MORTGAGE INTEREST
DEDUCTION

As just one example, the current
deduction for home mortgage interest
is esttmated to result in individual tax
rates that are about 7.5% higher than
they otherwise would be without the
deduction. But the Panel recommends
tightening the tax subsidy without
reducing middle-class tax rates.
Rather, the revenue raised would pay,
in part, for the reduction of taxes on
capital income. Reforming the tax
subsidy for home mortgage interest is
a worthy goal, but without an offset-
ting reduction in tax rates aimed at the
middle class, it will be a hard sell to
the American people.

A pure income tax would allow no
deductions with respect to homeown-
ership, as the income from the home is
not taxed. The purpose of deductions
under a pure income tax 1s to reduce
the gross receipts earned from a busi-
ness or investment to a net profit so
that only that profit element is taxed.
We do not tax the imputed rental
income enjoyed by a homeowner who
lives in his residence (rather than
renting it out to a tenant), and we gen-
erally do not tax gain on the sale of
a primary residence. So what is the
purpose of the home mortgage
interest deduction?

The deduction is an example of a
tax expenditure, a provision that has
nothing to do with properly measuring
“income” in an income tax but rather
is a way to implicitly spend money
through the Internal Revenue Code
and subsidize an activity for social
policy reasons. The home mortgage
interest deduction is ostensibly aimed
at increasing the homeownership rate
by subsidizing the borrowing costs to
buy a home.

In other words, if the government
wants to increase the homeownership
rate, it has two options: enact a pure
income tax and spend some of the rev-
enue obtained on a targeted program
to increase the homeownership rate, or
enact an impure income tax that col-
lects less revenue by allowing a tax-
reducing subsidy for homeownership.
Because of the anathema for direct
spending programs in this country,
much social policy spending is done
through the Code.

If the government chose to spend
money directly (by, say, sending a
check to people) to increase the home-
ownership rate, the program would
almost certainly be tailored to those
lower on the income scale and those
attempting to purchase their first
home. Using the Code to deliver the
subsidy, however, has several perverse
effects. First, the deduction fails to
help those who don’t earn enough to
owe tax or to itemize their deductions.
Second, a $1 deduction to someone
whose income would otherwise be
taxed at 30% saves 30 cents in tax,
whereas a $1 deduction to someone
whose income would otherwise be
taxed at 10% saves 10 cents. In other
words, it’s an upside-down subsidy.
The Institute on Taxation and
Economic Policy estimates that nearly
80% of the benefits from the home
mortgage interest and property tax
deductions go the top 20% of taxpay-
ers in terms of income, while only 5%
goes to those in the bottom 60% of the
income scale, the very taxpayers who
may be struggling to own a home. See
James R. Hagerty, Housing Sector
Seeks No Tax Remodeling, WALL ST.
J., Jan. 31, 2005, at A2.

Studies show that the deduction
does not likely increase the homeown-
ership rate. The benefit of the subsidy
has varied dramatically over the last
several decades with changes in tax
and interest rates, and yet the home-
ownership rate has remained virtually
unchanged (between 65% and 70%).
Edward L. Glaeser & Jesse M.
Shapiro, The Benefits of the Home
Mortgage Interest Deductions, in 17
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Tax PoLIicY AND THE Economy 37
(James M. Poterba ed., 2003).
Moreover, homeownership rates in
comparable economies, such as those
of Canada and Australia, are virtually
identical to the U.S. rate, even though
no home mortgage interest deductions
are allowed. The deduction produces
substantial and inefficient windfall
losses for the government by reward-
ing people for engaging in behavior
(buying a home) that they likely would
have engaged in without the subsidy.

Moreover, economists have long
complained about other bad economic
effects arising from the home mort-
gage interest deduction. Studies show
that it serves mainly to cause buyers to
purchase larger houses than they oth-
erwise would, displacing business
investment and other types of invest-
ment that have a greater impact on
economic growth. See Glaeser &
Shapiro, supra. Once a house is built
and furnished, it just sits there, adding
very little to overall economic growth.
Economists would much rather see us
buy a slightly smaller house and spend
our investment dollars on infrastruc-
ture, research and development, or
entrepreneurial activity that expands
the economy in the long run.

The real estate lobby argues that
repealing the home mortgage interest
deduction would cause a collapse in
home prices, because tax subsidies
are now built into the price of houses.
But Great Britain repealed its home
mortgage interest deduction over a
12-year period, ending in 2000, and
there was no crash in house prices,
which kept rising.

THE PANEL'S PROPOSAL

Rather than completely repeal the
deduction, however, the Panel recom-
mends replacing it with a 15% tax
credit. A taxpayer paying $100 in
mortgage interest would credit $15 of
that interest against his tax due, the
economic equivalent of deducting that
$100 by someone in the 15% tax
bracket. In other words, a taxpayer in
the 30% tax bracket would enjoy the
same $15 in tax savings as someone in
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the 15% tax bracket, thus eliminating
the upside-down nature of the subsidy
under current law. In addition, the
interest paid on debt above $227,000
to $412,000 (depending on geographic
location) would not be creditable, thus
better targeting the buyer who is on
the homeownership margin and elimi-
nating the inefficient economic incen-
tive to buy ever-larger homes in lieu of
more productive investments for the
economy. The current deduction would
be phased out over a period of years.

If the purpose of the subsidy is to
increase the homeownership rate,
however, an even more efficient pro-
posal would be aimed solely at first-
time homebuyers. Nevertheless, the
Panel’s proposal is a good first step.
Unfortunatety, without a concomitant
reduction in middle-class tax rates
(which could be paid for by taxing all
income at the same rate at the individ-
ual level), it is likely dead on arrival.
That’s a shame.

COUNTERPOINT:
CURRENT LAW IS A
BETTER OPTION

by Stuart Lazar, Rochester, MI

THE EVOLUTION OF CURRENT
DEDUCTION LIMITS

Analyzing any tax reform proposal
requires a comparison of the proposal
to the ideal—what we think, in a per-
fect world, should be the correct
answer—as well as a comparison to
current law to determine whether the
reform provides for a better result. The
proposal by the Panel to replace the
home mortgage interest deduction
with a “Home Credit” fails to provide
either the correct answer or a better
result than the status quo while, at the
same time, ignoring the potential
impact of such changes on areas of the
housing market.

Prior to 1986, individuals could
generally deduct all interest they
incurred regardless of how they used
the borrowed funds. In 1986,
Congress placed significant limita-
tions on the deduction of “personal

interest”—defined generally as any
interest incurred by an individual
other than trade or business interest,
Investment interest, passive activity
interest, qualified residence interest,
certain interest on unpaid taxes, and
interest on educational loans. Certain
limitations apply to the deductibility
of interest even in the aforemen-
tioned categories.

With respect to qualified residence
interest, the Staff of the Joint
Committee on Taxation noted in its
explanation of the changes made to
section 163 (dealing with the
deductibility of interest) by the 1986
Act that “[w]hile Congress recog-
nized that the imputed rental value of
owner-occupied housing may be a
significant source of untaxed income,
the Congress nevertheless determined
that encouraging homeownership is
an important policy goal, achieved in
part by providing a deduction for
residential mortgage interest.” Staff
of Joint Comm. on Tax’n, GENERAL
EXPLANATION OF THE TAX REFORM ACT
OF 1986, JCS-10-87, at 263-64 (1987).
Qualified residence interest, as
defined by the 1986 Act, includes both
“acquisition indebtedness” (indebted-
ness secured by a qualified residence
that was used to acquire, construct or
substantially improve such residence,
limited to $1,000,000) and “home
equity indebtedness” (indebtedness
secured by a qualified residence and
limited to the lesser of $100,000 or the
cxcess of the fair market value of the
residence over the amount of acquisi-
tion indebtedness with respect to such
residence). A “qualified residence”
includes the taxpayer’s principal resi-
dence and one other residence. Thus,
under current law, interest on a maxi-
mum of $1,100,000 of debt securing
the taxpayer’s principal residence and
vacation home is deductible.

THE PANEL MISINTERPRETS
CURRENT TAX BENEFITS

The Panel proposes to reduce sig-
nificantly the bencefits currently pro-
vided in several ways. First, the
amount of indebtedness eligible for

favorable tax treatment would be
reduced from $1,100,000 to an
amount based on median area home
purchase prices as determined from
data provided by the Federal Housing
Administration (resulting in limits for
eligible indebtedness of between
$227,147 and $411,704). Second, the
current tax deduction would be con-
verted into a tax credit. Finally, only
acquisition indebtedness on a taxpay-
er’s principal residence would be eligi-
ble for favorable tax treatment.
Interest on home equity indebtedness
and any vacation home debt would not
be considered in determining the
amount of the tax credit.

These Panel proposals would not
further Congress’ policy goal of
encouraging homeownership and, in
fact, the Panel seems to almost disre-
gard the policy goal of homeowner-
ship in recommending this proposal.
It claims that the Code currently
favors investment in housing over
other productive expenditures. To
support this claim, the Panel cites a
study by thc Department of the
Treasury’s Office of Tax Analysis,
which found that the economy-wide
tax rate on owner-occupied housing is
close to zero, compared to a tax rate
of approximately 22% on other forms
of busincss investment. From this, the
Panel concludes that *“[t]his may result
in too little business investment....”
Panel Report at 71, It is unclear how it
came to this conclusion or why it
believes that a credit (rather than a
deduction) will result in the right
amount of business investment. In
fact, if Congress has expressed a goal
of promoting homeownership, one
would expect that the tax rate on such
investment would be lower than the
tax rate on other types of investment.
Raising the effective tax rate on
homeownership, following the Panel’s
logic, would be a step toward discour-
aging homeownership.

The Panel also cites, as a reason to
change current law, the statistic that
the tax incentives for housing are not
shared equally among taxpayers.
According to the Panel, the majority
of the tax benefits currently go to the



minority of taxpayers that itemize
deductions—with more than 55% of
the tax benefits going to the 12% of
taxpayers who had cash income of
more than $100,000 in 2004. Panel
Report at 72. The Panel believes that
converting the current deduction into a
tax credit that may be taken regardless
of whether a taxpayer itemizes or
takes the standard deduction would
increase the number of taxpayers able
to take advantage of the tax benefit. It
has determined that providing a 15%
“across-the-board” tax credit rather
than a deduction based on a taxpayer’s
marginal tax rates would provide for a
greater sharing of the tax benefits
relating to homeownership.

While the Panel is correct that a
greater portion of the tax incentives
relating to homeownership are
received by those in higher-income
groups, it makes the common mistake
of analyzing taxes in a vacuum. The
Panel fails to take into account non-
tax subsidies for those citizens who
pay little to no taxes at all. Although
such subsidies may not completely
erase the gap between benefits provid-
ed to the “haves” and the “have-nots,”
they may significantly narrow it.

Moreover, while more tax deduc-
tions currently go to taxpayers in the
higher tax brackets, it is those taxpay-
ers who currently pay a higher share of
the income tax. The Panel notes that
the top 20% of households earn about
60% of all income and pay about
70.6% of all federal taxes (compared
to the bottom 20%, which earn 2% of
all income but pay only 0.4% of all
federal taxes). Panel Report at 30-31.
Thus, it is not surprising that taxpayers
in the higher tax brackets receive a
greater share of the tax benefits.

THE PROPOSAL IS A HIDDEN
RATE INCREASE

The Panel’s proposal to replace the
current tax deduction with a 15% tax

credit is a back-door way of increasing
marginal tax rates on higher-income
taxpayers. Deductions generally offset
income under our current tax system,
with the result that income earned and
spent on a deductible item results in
no additional tax liability. For exam-
ple, a taxpayer who earns $200,000
and incurs $10,000 of deductible
expenses is taxed generally at the
same rate as a taxpayer who earns
$190,000 with no deductible expens-
es. Under the Panel’s proposal, a tax-
payer in a marginal tax bracket above
15% who earns $200,000 and incurs
$10,000 of mortgage interest will

be taxed at a higher rate than a
taxpayer with $190,000 of taxablc
income and no interest deduction.
Any credible tax reform proposal
would work to increase transparency
in our system, not cloud the effective
tax rate even more.

THE PANEL IGNORES
ECONOMIC REALITY

Finally, the Panel completely
ignores the effect that its proposal will
have on the U.S. housing market. It
cannot be contested that tax benefits
of homeownership are taken into
account in a taxpayer’s determination
of the homes which she can afford
and the price paid for a particular
home. If that fact is undisputed, how
can the Panel’s proposal not cause a
reduction in the value of homes in this
country? By using a region’s median
housing price to determine the
amount of indebtedness eligible for
the Home Credit, the Pancl is conced-
ing that approximately half of the
homes purchased in the region would
be affected by the mortgage cap.
Whether or not a taxpayer is financ-
ing an “expensive” home, the value of
that home is affected by the value of
more expensive homes in that region.
A increase in the after-tax cost of
financing, which the proposal would

create, 1s likely to reduce the value of
those homes. A decline in prices for
the nation’s most expensive housing
stock can only negatively affect the
prices of lower cost houses. If, for
example, the value of 2 $500,000
home drops even 5% (to $475,000) as
a result of the Panel’s proposal, the
value of homes previously in the
$400,000-$475,000 price range must
similarly decline in value. This will
lead to a corresponding decline in
value of homes in all price ranges.
The Panel also fails to account for
abnormally high housing prices in
such locales as Boston, San Francisco,
and New York. Taxpayers in these
areas will be seriously affected by the
proposed changes. Similar negative
consequences will be felt by taxpayers
in areas where a large number of
homes are sold to vacationers (such as
Cape Cod, Massachusetts, Newport,
Rhode Island, and Traverse City,
Michigan) because purchasers of sec-
ond homes will not receive any tax
benefits under the Panel’s proposal.
The Panel’s meager phase-in of these
rules over a five-year period for preex-
isting home mortgages will do little to
prevent a decline in housing values.
Fair market value is determined, in
large part, by what a purchaser is will-
ing to pay—an amount that will almost
certainly decrease absent the current
tax incentives for homeownership.
The current tax treatment of quali-
fied residence interest is far from per-
fect. The Panel’s proposal does little,
howevcr, to advance Congress’ clear-
ly-stated policy of encouraging home-
ownership while, at the same time, it
will have an almost-certain negative
effect on home prices. In today’s
uncertain economy, and with interest
rates continuing to rise, those whose
home is their most valuable asset have
much to fear should the Panel’s recom-
mendations come to fruition. |l
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