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I. Two high level themes 
i. I favor a replacement of the current MID with a 15 percent mortgage tax credit 

because such a change would reduce both the vertical and the horizontal 
inequities in the existing MID.  

ii. House prices in cities particularly hard hit by the Great Recession may be 
especially hard hit by a complete and immediate elimination of the MID, hence a 
transition with some geographical variation in the transition period seems 
appropriate.  

II. Standard economist’s perspective on the Income Tax Subsidy to Owner-Occupied 
Housing 

i. Subsidy leads to substantial vertical inequities because it is tied to the individual’s 
tax rate. 

ii. Complete reform would likely reduce homeownership rates and may reduce house 
prices unless the supply elasticity is quite substantial.  

III. Key Aspects of the Role of the Mortgage Interest Deduction 
i. Economists are in wide agreement that the core of the existing tax subsidy to 

owner-occupied housing stems from the exclusion of imputed rental income from 
taxable income. This feature tends to increase the demand for owner-occupied 
housing relative to what it would be in a neutral tax code in which imputed rental 
income is included in taxable income. Within this context, there are pros and cons 
to the existing MID. 

ii. On the one hand, the MID helps “level the playing field” between those willing 
and able to finance home ownership with equity and those who require some 
mortgage debt at some point to become and remain home owners. In this sense, 
the MID probably reduces the vertical inequities in the subsidy to owner-occupied 
housing, all else equal since mortgage debt is typically more important to low and 
moderate income home owners than higher income owners. 

iii. On the other hand, the MID in combination with the standard deduction and wide 
variations in the amount of itemized deductions among households can generate 
substantial horizontal inequities because of the potential of “wasted deductions”. 
A simple example of a wasted deduction is the case of a taxpayer with no other 
deductions other than mortgage interest. In this situation, only the amount of the 
mortgage interest above the standard deduction benefits the taxpayer; the rest is 
“wasted”.  Table 1 by Follain, Ling, and McGill Housing Policy Debate, 1993) is 
attached and shows four examples to help explain this point. 

a. Follain, Ling, and McGill examine the magnitudes of such wasted 
deductions. They focus upon provisions of the 1986 Tax Reform Act that 
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increased the amount of wasted deductions: the increase in the standard 
deduction and the elimination of deductions for consumer credit interest 
payments and some local taxes.  

b. Horizontal inequities are also associated with geographic variations in the 
cost of housing and the reliance upon local property taxes. For example, 
tax payers in lower cost areas and low property tax payments would have 
smaller mortgage interest payments and more wasted deductions than 
taxpayers in other areas, all else equal,   

IV. Potential Remedies or Policy Proposals -- short of taxing imputed rent 
i. Eliminate the MID 

a. This is often seen as a way to reduce the vertical inequities of the current 
system and generate substantial additional tax revenue.  The fundamental 
concern is what we and others refer to as “portfolio reshuffling”, which 
refers to the possibility that some households will reduce their demand for 
mortgage debt in order to maximize the tax subsidy generated by the 
exclusion of imputed rental income. Higher income and higher wealth 
households are most likely and able to reshuffle their portfolios for this 
purpose.   

b. I conducted three studies that tried to address these issues.   
1. Follain and Melamed suggest that the actual tax revenues 

generated by the elimination of the MID would be about 25 
percent of tax expenditures. See “The False Messiah of Tax Policy: 
What the Elimination of the Home Mortgage Interest Deduction 
Promises and a Careful Look at What It Delivers” (Journal of 
Housing Research, 1998).  This uses empirical work done by 
Follain and Dunsky (1998) to measure the extent of portfolio 
reshuffling.  

2. Dunsky and Follain: “Tax Induced Portfolio Restructuring” looks 
at household behavior in 1983 versus 1989 and suggests closer to 
50 percent and highlighted the horizontal inequities, e.g. small 
business owners.   

c. Recent work by William Gale, J. Gruber, and Stephens-Davidowitz (2007) 
suggests something closer to 85 percent.  

ii. Cap the MID as in the 1986 Tax Reform Act  
a. Extensive analysis of using caps is provided by Anderson, Clemens, and 

Hanson (NTJ, 2007). Highlight using regionally based caps that vary with 
the local price of housing. (See Table 1A and B). 

iii. Replace the MID with a mortgage tax credit 
a. Two recent examples 

1. One example is 15 percent tax credit proposed by the Debt 
Reduction Task Force: 
http://www.bipartisanpolicy.org/projects/debt-initiative/about  

2. CBO’s Option 7 in its August 2009 report also analyzes the 
mortgage tax credit as well 
(http://www.cbo.gov/ftpdocs/102xx/doc10294/08-06-
BudgetOptions.pdf ). 
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b. My sense is that replacing MID with this mortgage interest tax credit is a 
good idea because it would reduce both horizontal and vertical inequities, 
though some portfolio reshuffling at the high end of the income 
distribution will take place and the progressivity of the tax subsidy to 
owner-occupied housing will still exist. However, judging the revenue 
gain is particularly challenging because it will reduce “wasted deductions” 
for some income households, which lessens the revenue gain from 
eliminating the MID.  

V. Challenges facing a shift to the MID 
i. There are a number of enduring challenges that face such a shift since many 

existing homeowners would incur higher taxes, all else equal. There is the 
ongoing debate about the impact of such a change on house prices. I want to 
emphasize two that are particularly relevant or telling at this point in history.  

ii. The first is that housing markets in some areas are in the midst of a serious crisis 
and fully recovery may be long in coming. I discuss these issues in a recent paper 
entitled “A Study of Real Estate Markets in Declining Cities”.  Here is a link to a 
Q&A with me about the article and a link to the article: 
http://www.rockinst.org/QA/follainj/2011-01-real_estate_declining_cities.aspx . 
My suggestion is that the transition period for these cities be longer than for other 
parts of country in which the housing markets were not so hard hit and recovery 
may be more imminent.   

iii. The second has to do with the property tax deduction. My sense is that a shift 
from a property tax deduction to a tax credit for property tax payments should 
receive serious consideration because without it there will be an increase in 
“wasted deductions” for many taxpayers, especially in those areas of the country 
in which property taxes are high.      

iv. The third, of course, is the profound fiscal challenge that we face at the federal 
level. Some very tough decisions will need to be made. Many tax subsidies ought 
to be on the table. I wonder whether this is the time to raise the more fundamental 
reform -- tax imputed rental income.  


