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TAX REFORM AND RESIDENTIAL REAL ESTATE

THURSDAY, APRIL 25, 2013

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.

The Committee met, pursuant to call, at 9:38 a.m., in Room
1100, Longworth House Office Building, Hon. Dave Camp [Chair-
man of the Committee] presiding.

[The advisory announcing the hearing follows:]

o))



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-3625
Thursday, April 18, 2013
No. FC-06

Camp Announces Hearing on
Tax Reform and Residential Real Estate

Congressman Dave Camp (R-MI), Chairman of the Committee on Ways and
Means, today announced that the Committee will hold a hearing on Federal tax pro-
visions that affect residential real estate as part of the Committee’s continued work
on comprehensive tax reform. The hearing will take place on Thursday, April
25, 2013, in Room 1100 of the Longworth House Office Building, beginning
at 9:30 a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Committee and for inclusion in the printed record of the hearing.

BACKGROUND:

A number of different Federal tax provisions directly affect residential real estate
and the housing sector. The mortgage interest deduction and the deduction for State
and local real property taxes are available to the roughly one-third of taxpayers who
itemize their deductions, but not to the roughly two-thirds of taxpayers who instead
take the standard deduction. For some taxpayers, however, these deductions are re-
duced by the recently reinstated “Pease” limitation on itemized deductions, and the
real property tax deduction is completely disallowed for taxpayers subject to the Al-
ternative Minimum Tax (AMT). Other significant housing-related tax provisions in-
clude the exclusion of gain on the sale of a principal residence, the low-income hous-
ing tax credit, the temporary exclusion from income of cancellation of mortgage
debt, and numerous other provisions.

In announcing this hearing, Chairman Camp said, “As we continue to work to-
ward comprehensive tax reform that makes the Code simpler and fairer so
that more jobs with better pay are created, it is important to do a top to
bottom review of the Code. Home ownership is an integral part of the
American dream, and the Tax Code has long provided a variety of incen-
tives to make it easier for families to buy and own a home. Before consid-
ering any proposal, the Committee must better understand how tax reform
might affect the housing sector and this hearing is an opportunity to hear
directly from both academic experts and industry stakeholders.”

FOCUS OF THE HEARING:

The hearing will consider how certain Federal tax provisions affect the housing
sector and home ownership—and the benefits of such investment. It will explore
how tax policy affects the relative level of investment between residential real estate
and other parts of the economy (such as business investment).

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit written com-
ments for the hearing record must follow the appropriate link on the hearing page
of the Committee website and complete the informational forms. From the Com-
mittee homepage, http://waysandmeans.house.gov, select “Hearings.” Select the hear-
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ing for which you would like to submit, and click on the link entitled, “Click here
to provide a submission for the record.” Once you have followed the online instruc-
tions, submit all requested information. ATTACH your submission as a Word docu-
ment, in compliance with the formatting requirements listed below, by the close
of business on Thursday, May 9, 2013. Finally, please note that due to the
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de-
liveries to all House Office Buildings. For questions, or if you encounter technical
problems, please call (202) 225-3625 or (202) 225-2610.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word format and MUST
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised
that the Committee relies on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone, and fax numbers of each witness.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TDD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Note: All Committee advisories and news releases are available on the World
Wide Web at: http://lwww.waysandmeans.house.gov/.

———

ghairman CAMP. Good morning. The Committee will come to
order.

Good morning and thank you for joining us today as we continue
our dialogue with individuals, families, and job creators of all sizes
about the critical steps that Congress can take through tax reform
to get our economy back on solid footing.

My position is well known: It is important for Congress to fix our
broken Tax Code. As anyone in this room who just completed their
taxes in the last few weeks will tell you, today’s Tax Code is far
too complex, it takes far too much time and too much money to
comply with. And while I often joke that the Code is more than 10
times the size of the Bible with none of the good news, what I
should also add is that not everything in the Code is bad. However,
with more than 4,000 changes made to the Tax Code in the last
decade alone, more than one per day, it is tough to imagine that
all those changes have made the Code more user friendly. It is just
the opposite. And that is why we owe it to the American people to
go line by line through the Code to see how we can make it work
better for hard-working taxpayers, not just those who can afford a
good accountant.
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The two primary keys to tax reform are to make the Tax Code
simpler, fairer, and more transparent for families and employers,
and to strengthen the economy so that we can create more jobs and
increase wages for American families.

So today, as part of our top-to-bottom review of the Code, we will
examine how tax policy related to residential real estate lines up
with those goals, and we will do so with two questions in mind.
Does current tax policy help American families and does it make
our economy stronger?

Home ownership is an integral part of the American dream, and
the Tax Code has long provided a variety of incentives to make it
easier for families to buy and own a home. We also know that the
real estate industry plays a large role in our economy. So this is
an area that needs careful, thoughtful review.

A number of Federal tax preferences provide for benefits for resi-
dential real estate. While some are very familiar, others are lesser
known. Although these provisions all pertain to housing, each is
governed by different rules and criteria. If we are looking to under-
stand how complex, confusing and costly our Code can be, consider
just a few of the following examples involving residential real es-
tate.

Perhaps the most well known tax provision affecting real estate
is the mortgage interest deduction, which has specific rules and
limitations. For instance, only taxpayers who itemize their deduc-
tions may deduct mortgage interest. Other interactions within the
Tax Code can also limit the use of this provision.

By way of example, the deduction for interest on home equity in-
debtedness is disallowed for purposes of the alternative minimum
tax. Furthermore, Federal tax benefits for real estate treat home-
owners differently than renters. A taxpayer who pays $1,000 per
month to rent an apartment may not deduct that amount from in-
come, but a taxpayer who pays mortgage interest of $1,000 may
take a deduction if they itemize.

Though these examples are from real estate provisions, this com-
plexity plagues the entire Code and underscores one simple fact:
The Tax Code is a mess. You shouldn’t need an army of lawyers
and accountants to understand our Tax Code and it shouldn’t take
American taxpayers over 6 billion hours and $168 billion every
year to comply with the Code. We should get rid of the loopholes
in the Code and make it more efficient and effective for hard-work-
ing taxpayers.

However, as we get started today, let me emphasize that not
every credit or deduction is a loophole. The largest investment most
people have is their home. And as I noted earlier, policies like the
home mortgage interest deduction have played a big role in home
ownership.

I also believe that tax reform, which can help us to create a
stronger economy with higher paychecks, is one of the best ways
we can help families struggling to save for college, save for retire-
ment, or of particular interest to some on our second panel today,
save for a downpayment on that first home.

So I look forward to the testimony of both panels today and I
hope that the witnesses will help this Committee better understand
how we can balance the goal of that simpler and fairer Code with
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the needs facing consumers in the residential marketplace. Both
are important to American families, and your expertise and insight
will be critical to all of us in meeting their needs.

Thank you.

I will now recognize the Ranking Member for his opening state-
ment.

Mr. LEVIN. Thank you, Mr. Chairman. Welcome to our panel.

The topic before us is an important one. The Federal Govern-
ment, through the Tax Code, has been involved in promoting home
ownership for over a century. Let’s be clear: There are many egre-
gious loopholes in the Tax Code, but the main provisions incentiviz-
ing home ownership are policies, not loopholes.

The failure to differentiate which is which between policies and
real loopholes has led to some facile proposals. Among them are
proposals that begin without the mortgage interest or any other de-
ductions, or proposals that simply pick a much lower tax rate than
present law without any suggestions as to how to fill the trillions
in lost revenue that would result.

Such proposals have failed to take into account some basic facts,
including the growing income gap, and they have failed to consider
adequately whether policies are significant for a strong middle
class or mainly for very wealthy families. According to the Joint
Committee on Taxation, two-thirds, 70 percent of the benefit of the
mortgage interest deduction goes to households earning less than
$200,000 a year. Less than a third of the benefit, 30 percent, goes
to those who make more than that.

By comparison, the reduced rate for capital gains almost exclu-
sively benefits the very wealthy. More than 70 percent of the ben-
efit of that lower rate flows to people making more than $1 million
a year, just 12 percent to those making less than $200,000.

These tax policies deserve, indeed, serious consideration beyond
the easy rhetoric about simply broadening the base and reducing
rates. So I hope that today this hearing will be a step in the direc-
tion of this serious consideration.

Thank you, Mr. Chairman.

Chairman CAMP. Well, thank you, Mr. Levin.

Now it is my pleasure to welcome our first panel of experts, all
of whom bring a wealth of experience from a variety of perspec-
tives. Their experience and insights will be very helpful as the
Committee considers the impact of Federal tax reform on residen-
tial real estate.

First, I would like to welcome Mark Fleming, the Chief Econo-
mist at CoreLogic. Mr. Fleming has over 15 years of experience in
the mortgage and property analysis business.

Second, we will hear from Eric Toder, Institute Fellow at the
Urban Institute and Co-Director of the Urban-Brookings Tax Policy
Center in Washington, D.C. Mr. Toder is a veteran of the Treasury
Department, CBO, and the IRS.

Third, we will hear from Jane Gravelle, Senior Specialist in Eco-
nomic Policy and a long-time veteran of the Congressional Re-
search Service.

Fourth, we will hear from Mark Calabria, Director of Financial
Regulation Studies at the Cato Institute, also in Washington, D.C.
Mr. Calabria has had a broad career, spending time at HUD, the



6

National Association of Home Builders, the National Association of
Realtors, and the Senate Banking Committee.

Finally, we will hear from Phillip Swagel, Professor of Inter-
national Economic Policy at the University of Maryland School of
Public Policy in College Park. Mr. Swagel is a former Assistant
Secretary for Economic Policy at the Treasury Department.

And thank you all for being with us today. The Committee has
received each of your written statements and they will be made
part of the formal hearing record. Each of you will be recognized
for your oral remarks for 5 minutes.

And so, Mr. Fleming, we will begin with you. You have 5 min-
utes. Welcome.

STATEMENT OF MARK FLEMING, PH.D., CHIEF ECONOMIST,
CORELOGIC, MCLEAN, VA

Mr. FLEMING. Thank you. Chairman Camp, Ranking Member
Levin, and distinguished Members of the Committee on Ways and
Means, CoreLogic appreciates the opportunity to submit this testi-
mony regarding tax reform and residential real estate.

My name is Mark Fleming, and I am Chief Economist for
CoreLogic, a leading global provider of consumer, financial, and
property information, analytics and services to businesses and gov-
ernment. Our company combines public, contributory, and propri-
etary data to develop predictive decision analytics and provide
business services that bring dynamic insights to our customers in
the residential mortgage origination, securitization, and servicing
markets, as well as other private sector institutions and govern-
ment.

One of the brightest spots within the uneven economic recovery
at the moment is the housing sector. Residential investment con-
tributed about half a percentage point to GDP growth in Q4 of
2012, very significant for a single industrial sector. In March of
2013, residential investment continued to grow. Housing starts in-
creased to an annualized rate of 1 million, which is 47 percent
above the level for the same month a year earlier and the largest
increase in more than 20 years. Home prices consequently have
rose 10.2 percent year-over-year, the largest increase in nearly 7
years, and our pending house price index indicates that price
growth in March will continue the trend.

One of the features of the American Recovery and Reinvestment
Act of 2009 was a first-time home buyer tax credit aimed at stimu-
lating the real estate sales market. In the first half of 2009, before
the impact of the tax credit could be felt, home sales were declining
at a rate of 15 percent from the prior year. However, by September
of 2009, sales were at the same level as the prior year, and by No-
vember 2009, the month of expiration, sales were up 34 percent
from the prior year, nearly a 50 percentage point improvement in
under 1 year.

When the tax credit was extended to April of 2010, sales in-
creased at an average rate of 12 percent annualized until expira-
tion of the credit. However, as soon as the tax credit expired, the
volume of home sales dropped, averaging a rate of 18 percent
annualized for the remainder of the year. Furthermore, prior to the
expiration of the tax credit, expensive home sales increased more
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rapidly than low and moderately priced home sales. The tax credit
stimulated current demand at the expense of future demand, but
did not have a permanent impact on the market.

While the first-time home buyer tax credit resulted in home buy-
ers buying sooner than otherwise, the Tax Relief Act of 1997 causes
a subset of sellers to defer sales to a later date. The Tax Relief Act
exempts from taxation the profits on the sale of a residence of up
to $500,000 for married couples filing jointly and $250,000 for sin-
gles if the property has been a principal residence in 2 of the last
5 years.

Since the Act’s tax exclusion can only be applied if the owner has
been living in the property for at least 2 years, it clearly applies
to existing homes and not new homes. Therefore, the law only im-
pacts existing home sales, but not new sales. For the 5 years prior
to 1997, the existing home sales share of total sales, new and exist-
ing combined, averaged 84 percent. However, as discussion of the
Act became public, the share declined to below 83 percent as sellers
waited for the law to be enacted, so as to take advantage of the
tax exclusion. After the law was enacted, the share rose above the
previous average for several months, before returning to its long-
term average. In the case of the first-time home buyer tax credit
and the capital gains tax exclusion, market participants changed
their behavior in the short term.

The existing literature on the societal value of home ownership
generally shows that, relative to renting, home ownership is associ-
ated with better-cared-for homes, increased participation in the
community, and better students with lower likelihood of needing
welfare. Assuming that increasing home ownership to capture
these social benefits is a goal of tax policy, there is a significant
amount of economic literature that studies existing and proposed
policies and their implications for the decision to own versus rent,
the amount of house consumed, and the implications of policy
changes on house prices.

CoreLogic is thankful to the Committee for the opportunity to
provide testimony on the meaningful impact that tax policy has on
participants in the real estate market. We are encouraged by the
Committee’s recognition of how data and analytics can help inform
a better understanding of the relationship between tax policies and
the real estate market, especially as the housing market once again
contributes to our fragile economic recovery. Thank you.

[The prepared statement of Mr. Fleming follows:]
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Chief Economist, CoreLogic
Before the U.S. House of Representatives Ways and Means Committee
Hearing on Tax Reform and Residential Real Estate
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Chairman Camp, Ranking Member Levin, and distinguished members of the Committee on Ways and
Means, CoreLogic appreciates the opportunity to submit this testimony regarding tax reform and

residential real estate.

My name is Mark Fleming and | am Chief Economist for Corelogic. Corelogic is a leading global provider
of consumer, financial, and property information, analytics and services to businesses and government.
Our company combines public, contributory, and proprietary data to develop predictive decision
analytics and provide business services that bring dynamic insights to our customers in the residential
mortgage origination, securitization, and servicing markets as well as other private sector institutions

and government.

Corelogic's information resources include over 500 million historical real property and mortgage
transaction records, monthly performance information on the vast majority of conforming as well as
private label securitized loans, insights on a majority of loan applications being originated today, and the

nation’s largest contributory mortgage fraud database.
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One of the brightest spots within the uneven economic recovery is the housing sector. Residential
investment contributed 0.4 percentage points to GDP growth in Q4 2012, significant for a single
industrial sector. In March 2013, residential investment continued to grow. Housing starts increased to
an annualized rate of 1 million, which is 47 percent above the level for the same month a year earlier
and the largest increase in more than 20 years. Home prices rose 10.2 percent year-over-year, the
largest increase in nearly seven years. Home prices have been rising consistently since February 2012,

and our pending HPI index indicates that price growth in March will continue the trend.

One of the features of the American Recovery and Reinvestment Act of 2009 was a first-time
homebuyer tax credit aimed at stimulating the real estate sales market. In the first half of 2009, before
the impact of the tax credit could be felt, home sales were declining at a rate of 15 percent from the
prior year. However, by September 2009 sales were at the same level as the prior year and by
November 2009 — the month of expiration — sales were up 34 percent from the prior year — a nearly 50
percentage point improvement in under a year. When the tax credit was extended to April 2010 sales
increased at an average rate of 12 percent annualized until expiration of the credit. However, as soon as
the tax credit expired the volume of home sales dropped, averaging a rate of 18 percent annualized for
the remainder of 2010. Furthermore, prior to the expiration of the tax credit, expensive home sales
increased more rapidly than low and moderately priced home sales. The tax credit stimulated current

demand at the expense of future demand, but did not have a permanent impact on the market.

While the first-time home buyer tax credit resulted in homebuyers buying sooner than otherwise, the
Tax Relief Act of 1997 causes a subset of sellers to defer sales to a later date. The Tax Relief Act of 1997

exempts from taxation the profits on the sale of a residence of up to $500,000 for married couples filing
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jointly and $250,000 for singles if the property has been a principal residence in 2 of the last 5 years of
ownership. Since the Act’s tax exclusion can only be applied if the owners have been living in the
property for at least two years, the Act clearly applies to existing homes and not new homes, therefore
the law only impacts existing home sales but not new sales. For the 5 years prior to 1997, the existing
home sales share of total sales, new and existing sales combined, averaged 84 percent. However, as
discussion of the Act became public, the share declined to below 83 percent as sellers waited for the law
to be enacted so as to take advantage of the tax exclusion. After the law was enacted the share rose
above the previous average for several months, before returning to its long-term average. In the case of
first-time homebuyer tax credit and the capital gains tax exclusion, market participants changed their

behavior in the short-term but it did not materially change the structure of the industry.

Corelogic is thankful to the Committee for the opportunity to provide testimony on the meaningful
impact that tax policy has on participants in the real estate market. As a provider of transparency-based
information on the real estate and mortgage finance markets, we are encouraged by the Committee’s
recognition of how data and analytics can help inform a better understanding of the relationship
between tax policies and the real estate market, especially as the housing market is once more

contributing to our fragile economic recovery.
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Chairman CAMP. Well, thank you, Mr. Fleming.
Mr. Toder, you are recognized for 5 minutes.

STATEMENT OF ERIC J. TODER, INSTITUTE FELLOW, URBAN
INSTITUTE, AND CO-DIRECTOR, URBAN-BROOKINGS TAX
POLICY CENTER, WASHINGTON, DC

Mr. TODER. Thank you very much.

Chairman Camp, Ranking Member Levin, and Members of the
Committee, thank you for inviting me to testify today on reforming
the mortgage interest deduction. My statement represents my
views alone and should not be attributed to the Tax Policy Center
or to the Urban Institute, its trustees, or its funders.

The mortgage interest deduction is one of the largest individual
tax preferences in the Internal Revenue Code. The Joint Tax Com-
mittee estimates it will cost $380 billion between 2013 and 2017.
The Tax Policy Center estimates that about 40 million taxpayers
will benefit from the deduction in 2015.

The current mortgage interest deduction does little to promote
home ownership because it provides no subsidy to taxpayers who
do not itemize deductions and only a very modest subsidy to tax-
payers in the 15 percent bracket. The subsidy value is largest for
families in high tax brackets, who are the ones most likely to own
a home without a subsidy. Other countries without a mortgage in-
terest deduction have home ownership rates as high or higher than
the United States. Instead, the deduction mostly encourages home-
owners to buy larger and more expensive homes with borrowed
money.

Either a uniform percentage tax credit for mortgage interest or
an investment credit for first-time home purchase would be a more
effective home ownership subsidy. Replacing the deduction with an
interest credit has been endorsed by the President’s Advisory Panel
on Federal Tax Reform appointed in 2005 by President Bush, the
National Commission on Fiscal Responsibility and Reform, and the
Debt Reduction Task Force of the Bipartisan Policy Center. Other
proposed reforms include reducing the size of a mortgage qualifying
for a subsidy, limiting the subsidy to a principal residence, and
eliminating the subsidy for home equity.

The tables in my testimony display the effects on tax burdens
and average tax rates of four potential reforms: Eliminating the de-
duction, limiting it to interest on the first $500,000 of home acqui-
sition debt, replacing it with a 15 percent refundable credit on the
first $25,000 of eligible interest, and replacing it with a 20 percent
nonrefundable credit for interest on the first $500,000 of home ac-
quisition debt. All of these options would raise taxes the most on
upper-middle-income taxpayers, and replacing the deduction with a
credit would reduce tax burdens on average in all groups in the
bottom 80 percent of the income distribution.

The revenue gains, I should note, from all these options would
be lower if introduced as part of a reform that lowered marginal
income tax rates. With lower rates, eliminating deductions raises
less money, but new credits would cost just as much.

Proposals to pare back the mortgage interest deduction could ad-
versely affect housing prices. Reform should be introduced slowly
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to avoid risks to the housing market, but transition rules would re-
duce revenue gains from the options and delay their benefits.

In conclusion, the mortgage interest deduction is difficult to jus-
tify on policy grounds. It does little to encourage home ownership,
but instead mostly encourages upper-middle-income households to
buy larger and more expensive homes. Converting the deduction to
a credit, placing additional limits on the amount of debt eligible for
the subsidy, and denying the preference to home equity loans and
second homes would result in a larger home ownership subsidy to
those who might act on it at a lower fiscal cost.

But any reform undertaken must take account of short-run ad-
verse effects on housing markets. Designing appropriate transition
rules that prevent market disruption, while retaining the benefits
of removing or redirecting the preference, will be challenging.
Thank you very much.

[The prepared statement of Mr. Toder follows:]
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Options to Reform the Home Mortgage Interest Deduction

Eric . Toder
Institute Fellow, Urban Institute, and co-director, Urban-Brookings Tax Policy
Center
www.taxpolicycenter.org

Testimony Before the Committee on Ways and Means
United States House of Representatives
Hearing on Tax Reform and Residential Real Estate

April 25,2013

The views expressed are those of the author and should not be attributed to the
Urban Institute, its trustees, or its funders.
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Chairman Camp, Ranking Member Levin, and Members of the Committee:

Thank you for inviting me to testify today on reforming the mortgage interest
deduction. The mortgage interest deduction is one of the largest individual tax
preferences in the Internal Revenue Code. The Joint Tax Committee (2013)
estimates that the deduction will reduce federal receipts by about $70 billion in
fiscal year 2013 and by about $380 billion between fiscal years 2013 and 2017.
Homeowners also benefit from the deduction of real property taxes ($153 billion
between 2013 and 2017) and the exemption of the first $250,000 ($500,000 for
joint returns) of capital gains on the sale of principal residences ($130 billion
between 2013 and 2017).

If the Committee is to achieve its stated goals of reducing the top individual income
tax rate to 25 percent and maintaining receipts at their baseline projected level of
19.4 percent of GDP by the end of the decade, it will be necessary to eliminate or
pare back some major tax expenditures. But the mortgage interest deduction is one
of the most popular benefits in the tax law, and politicians have in the past viewed it
as untouchable. The mortgage interest deduction is the only tax benefit that
President Reagan promised to protect in 1984 when his Treasury Department was
preparing the wide-reaching reform proposals that would form the basis for the
1986 Tax Reform Act.t In 2015, according to Tax Policy Center (TPC) estimates,
about 40 million taxpayers will benefit from the deduction.

In my testimony, [ will provide some brief historical background on the mortgage
interest deduction and then discuss the reasons for reform and some of the major
proposals that have been put forward in the past few years. I will conclude with an
assessment of the effects of proposed reforms on the size and distribution of federal
tax burdens, and comment on how it might affect housing markets.

Background on the Home Mortgage Interest Deduction

The mortgage interest deduction was not originally placed in the income tax law to
subsidize home ownership. When Congress enacted the modern federal income tax
in 1913 shortly after ratification of the 16th amendment to the U.S. Constitution, the
tax code allowed deductions for all interest payments. Congress viewed interest
payments as an expense of earning business and investment income and therefore
not a part of a taxpayer’s net income. Congress made no distinction between interest
incurred to generate taxable income and interest on loans used to finance the
purchase of household assets such as homes, cars, and other consumer durables that
do not generate taxable income. Subsequently, however, Congress did eliminate

1In January 1984, President Reagan asked the Treasury Department to develop a plan to “simplify
the tax code sot that all taxpayers big and small are treated fairly and make the tax base broader so
that personal tax rates could come down, not up.” The president allowed the Treasury wide
discretion to eliminate tax preferences, except for a specific commitment in a May 1984 speech that
the administration would retain the home mortgage interest deduction.
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deduction of interest used to finance the purchase of tax-exempt municipal
securities.?

In the early years of the federal income tax, the deductibility of mortgage interest
hardly affected the housing market. Until World War I, exemptions were high
enough to exclude the vast majority of households from paying any income tax. And
the rate of home ownership was much lower than it is today.

World War Il and the post-war boom that followed changed all that. Lower amounts
of exempt income converted the income tax from a class tax to a mass tax. Home
ownership rates increased with postwar prosperity, the availability of 30-year fixed-
rate mortgages with low down payments, and low interest rates. As marginal tax
rates facing middle-income Americans increased, the mortgage interest deduction
became a major subsidy for middle- and upper-middle-income home owners. From
the 1970s, when the Office of Management and Budget (OMB) and congressional
agencies first began publishing annual lists of tax expenditures, until now, the
mortgage interest deduction has been one of the most costly preferences in the tax
law.

The 1986 Tax Reform Act (TRA 86) eliminated many preferences in the federal
individual and corporate income taxes to finance reduced marginal tax rates on
individuals and corporations. Among other provisions, TRA eliminated the
deductibility of all consumer interest, including credit card debt and loans to finance
cars, furniture, and other consumer durable items. But Congress left the
deductibility of mortgage interest largely intact. It limited the amount of debt
eligible for the interest deduction to the first $1 million incurred to purchase or
refinance a principal or secondary residence and permitted taxpayers to deduct
interest on an additional $100,000 of loans secured by home equity.? These limits
were not indexed to changes in the consumer price index and have remained the
same since 1988.

Although the mortgage interest deduction was not originally put into the tax code as
an incentive for home ownership, and at first only affected a very small share of
taxpayers, many people regard it today as a critical support for the American dream
of home ownership. But in recent years, designers of tax reform proposals have
questioned its effectiveness in promoting home ownership. In the following section,
I review possible rationales for the deduction and discuss reasons for eliminating or
restructuring it.

2 An exception to this limitation for commercial banks was repealed in 1986.
3 In practice, home equity loans are often used to finance the purchase of cars and other household
durables.
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Reasons for Reform

In this section, I make four main points:

¢ The mortgage interest deduction is a subsidy that favors investment in home
ownership over investment in rental housing and most other business assets.

* The main beneficiaries of the deduction are upper-middle-income
households, and use of the deduction varies greatly among states.

» The issue of whether home ownership should be subsidized is debatable,
with points to be made on both sides of the issue.

e [fthe goal is to promote home ownership, the mortgage interest deduction
should be restructured, with more of the subsidy directed to low- and
middle-income taxpayers who are more likely to be deciding whether to own
or rent.

Is the Deduction a Subsidy or an Appropriate Adjustment for Measuring Income?

Under a comprehensive income tax, returns to investment, net of investment
expenses, are included in taxable income. The taxation of income from rental
properties largely conforms to income tax principles. Owners of rental properties
must include gross rents received in their income but can deduct expenses of
owning and operating their properties, including costs of repairs and maintenance,
depreciation, interest payments, and residential property taxes. Any gains from the
subsequent sale of rental properties are treated as taxable capital gain.* Rental
housing receives some tax subsidies, including somewhat accelerated depreciation
schedules for residential structures, the low-income housing tax credit, and limited
availability of tax-exempt financing for some rental properties. But these tax
subsidies are small compared with the subsidies for home ownership.

Home owners, in contrast, are not taxed on the gross rental returns on their housing
properties—that is, on the gross rent the home owner would have to pay to rent the
same property from someone else. In other words, one can view the return to the
home owner as the saving in rent she would otherwise pay to live in an equivalent
dwelling. But, although the home owner is not taxable on this gross “imputed rental
income,” she can nonetheless under current law deduct interest payments and
residential property taxes as if they were costs of earning income and use those
deductions to offset tax on her wages and other sources of income.s In addition,
single homeowners can exempt the first $250,000 of gain on the sale of any personal

* Long-term capital gains from the sale of rental housing are taxed at favorable rates, but no more
favorable than rates applied to long-term gains from sales of corporate shares or ownership shares in
other businesses.

5 The OMB (2014) includes the exclusion of net imputed rent in its list of tax expenditures, but the
JCT does not. On both administrative and political grounds, no one in the United States is seriously
considering including imputed rent in the tax base. Gale, Gruber, and Stephens-Davidowitz (2007),
citing Sorensen (2001), note that some European countries do tax imputed rental income.
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residence owned for at least two years and lived in for two of the five years before
the sale, and married homeowners can exempt $500,000 of such gains.

The main argument for retaining a mortgage interest deduction under an income tax
is that it treats equally people who must borrow to buy a home and people who are
wealthy enough to purchase a home by selling other assets. For example, if all
returns are taxable, and the interest rate is 5 percent, a taxpayer in the 28 percent
rate bracket who finances a home purchase by selling taxable bonds will sacrifice
3.6 cents in income per dollar invested in her home. If mortgage interest were not
deductible, however, a taxpayer with the same income who needs to borrow money
to buy home would face a net interest cost of 5 percent. The deduction, by this
reasoning, equalizes the costs of debt and equity finance, by extending the subsidy
to equity finance from the exclusion of imputed rent to those without sufficient
wealth to purchase a house outright. Of course, by so doing, it extends the subsidy
from the small share of taxpayers with sufficient wealth to purchase a house
outright to the much larger number who must use debt finance.

The above argument presumes, however, that the alternative to buying a house for
most taxpayers is to invest in an asset that generates taxable investment income.
With the expansion of access to tax-deferred retirement saving accounts and
increases in contribution limits, most wealth held by people outside the very highest
income groups is either in home equity or in tax-deferred retirement saving
accounts (Toder 2009). The return to these assets is tax free, so in reality most
taxpayers do not pay any capital income tax on the vast majority of their investment
returns. And interest on other forms of non-business borrowing is not deductible.
Increasingly, the deduction for mortgage interest stands out as the only way most
individuals can finance the purchase of a household asset at an after-tax interest
cost. The exception is a minority of wealthy and mostly older households who have
sufficient financial assets that generate taxable income to enable them to pay down
their mortgage debt if the deduction were eliminated without incurring a net
increase in tax liability.

Who Benefits from the Mortgage Interest Deduction?

The mortgage interest deduction (MID) provides the largest benefits in total and as
a share of income to upper-middle-income taxpayers (table 1). The Tax Policy
Center (TPC) estimates that 24 percent of tax units will benefit from the deduction
in 2015, compared with 47 percent who will have some mortgage interest expense.s
The percentage of tax units who will benefit ranges from over 60 percent for
taxpayers with cash incomes between $100,000 and $500,000 in 2012 dollars to
less than 10 percent for taxpayers with incomes less than $40,000.” Low-income

& Tax units are either married couples or single individuals (including head of household filers), but
exclude those who are dependents of other tax units. Tax units include both filing units and non-
filers.

7 The Tax Policy Center's measure of pretax cash income starts with AGI and adds tax-exempt
interest, the untaxed portion of Social Security benefits, employer-paid payroll taxes and the
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households receive less benefit from the MID than others because fewer of them
own homes, and many who are paying mortgage interest either have no positive
income tax liability or claim the standard deduction, and therefore do not benefit
from itemized deductions. A larger share of the highest-income households benefits
from the MID than for the population as a whole, but a smaller share benefits than
among those in upper-middle-income groups. Some of the very highest income
households have already paid off their mortgages; and, among those paying
mortgage interest, some could sell off taxable assets to paid down debt and thereby
avoid a tax increase if the MID were eliminated.

Upper-middle-income households also receive the largest benefits from the MID as a
share of their income. Households with cash incomes between $75,000 and
$500,000 (27 percent of all tax units) will earn 48 percent of all cash income in 2015
but will receive 77 percent of the tax savings from the mortgage interest deduction.
The tax benefit from the MID is worth more than 1 percent of pretax income on
average to them, compared with 0.6 percent for the population as a whole and 0.1
percent or less for tax units with incomes under $30,000 and those with incomes
over $1,000,000. The latter receive relative little benefit from the MID as a share of
income because their housing expenses do not rise in proportion to their incomes
and, for many of them, their mortgage debt is either paid off or could be paid off
from the proceeds of other assets if the deduction were removed.

Use of the MID varies considerably among regions, with home owners in large
metropolitan regions benefiting more from the preference than others (Gyourko
and Sinai, 2003). Use of the MID also varies significantly among states (table 2), with
relatively more deductions claimed in high-tax states and states with high housing
costs. IRS data for tax year 2011 show that 24 percent of tax return filers claimed
mortgage interest deductions amounting to 4.3 percent of adjusted gross income
(AGI). The share of filers claiming MID ranged from over 30 percent in Colorado,
Connecticut, Maryland, Massachusetts, Minnesota, New Jersey, Oregon, Utah, and
Virginia to less than 20 percent in Arkansas, Florida, Louisiana, Mississippi, North
Dakota, Oklahoma, South Dakota, Tennessee, Texas, West Virginia, and Wyoming.
Deductions as a share of AGI ranged from over 6 percent in California and Hawaii to
1.8 percent in North Dakota.

Should Home Ownership Be Subsidized?

The main justification for the MID is that it may encourage more people to own
homes instead of renting them. Proponents of home ownership subsidies cite social
benefits of home ownership in excess of the direct benefits received by owners. A
large body of research cited in Toder et al. (2010) has found evidence that owner-
occupied homes are better maintained than rental properties, home owners have
higher rates of civic participation than renters, and crime rates are lower in areas

taxpayer’s estimated share of the burden of the corporate income tax. See Rohaly, Carasso, and
Saleem (2005).
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with more home owners, after adjusting for other determinants of these behaviors.?
It is difficult to demonstrate, however, whether home ownership causes these
benefits or whether people who are civic-minded or less likely to commit crimes are
the ones more likely to purchase homes. Others suggest that promoting home
ownership may help low-income individuals accumulate wealth and thereby
promote social mobility. On the other side, home ownership may limit job market
mobility because of the large transactions costs associated with house purchases.
And, as we have seen in the past few years, excessive home mortgage debt can
expose individuals and the broader economy to significant risks.

In summary, while arguments can be made in favor of taxpayer subsidies for home
ownership, the case for such subsidies is by no means conclusive.

Is the Mortgage Interest Deduction the Most Effective Way to Promote Home
Ownership?

Assuming that promoting home ownership is a desirable goal, the current mortgage
interest deduction is not a very effective instrument. The MID provides no subsidy
to taxpayers who do not itemize deductions and only a very modest subsidy to
taxpayers in the 15 percent rate bracket. The subsidy value is largest among upper-
middle-income taxpayers, who are the ones most likely to own a home without a
subsidy. Instead, the main incentive the MID provides is an incentive for those who
would own a home without a subsidy to purchase larger or more expensive homes.

Some empirical research and observations confirm this lack of a relationship
between the MID and home ownership rates. Glaeser and Shapiro (2003) and Gale,
Gruber, and Stephens-Davidowitz (2007) find no evidence that change in the value
of the MID over time has affected home ownership rates in the United States. Gale
(1997) finds a similar result for the United Kingdom when it reduced their mortgage
subsidy. Looking across similar countries, home ownership rates in countries
culturally similar to the United States including Canada, New Zealand, and Australia
have in recent years been at least as high as in the United States even though they do
not allow deductibility of mortgage interest.

If the goal is to use tax subsidies to increase the rate of home ownership, a better
approach would be to focus the subsidies on those who might be on the margin of
buying or renting and reduce the subsidy rate for high-income borrowers. This
could be done by converting the MID to either a uniform percentage tax credit for
mortgage interest or an investment credit for first-time home purchases. The lower
subsidy rate for mortgage interest borrowers in high tax brackets would help pay
for expanding mortgage subsidies to individuals who currently do not itemize
deductions or, beyond that, to individuals without positive income tax liability.

# Researchers who have identified these social benefits of homeownership include DiPasquale and
Glaeser (1999); Galster (1983); Glaeser and Sacerdote (2000); Glaeser and Shapiro (2003); and Rossi
and Weber (1996).
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Further budgetary savings could be achieved by lowering the cap on the amount of
debt eligible for a tax subsidy, limiting the deduction to principal residences only,
and eliminating the deductibility of interest on home equity loans.

Major Reform Proposals

In recent years, tax reform plans by presidential commissions and prominent
private groups have included proposals to limit and restructure the MID:

e The President’s Advisory Panel on Federal Tax Reform (2005), appointed by
President George W. Bush, proposed replacing the MID with a nonrefundable
credit, available to both itemizers and non-itemizers, equal to 15 percent of
interest paid on a principal residence. The panel also proposed to limit the
amount of debt eligible for the credit to 125 percent of the median sale price
in each county and to eliminate the subsidy for home equity loans.

¢ The National Commission on Fiscal Responsibility and Reform (2010),
appointed by President Barack Obama and chaired by Erskine Bowles and
Alan Simpson, proposed to replace the MID with a 12 percent nonrefundable
credit for all taxpayers on principal residences only and to reduce the cap on
debt eligible for an interest subsidy to $500,000.

e The Bipartisan Policy Center Debt Reduction Task Force (2010), chaired by
Alice Rivlin and Pete Domenici, proposed to replace the MID witha 15
percent refundable credit on up to $25,000 of interest on a principal
residence.

These proposals were included as part of broader tax reform plans that reduced
personal and corporate income tax rates, eliminated the alternative minimum tax,
and eliminated or scaled back many other tax preferences. So the panels that
proposed these plans were not targeting the home mortgage interest alone.
Nonetheless, it is significant that all the major tax reform review panels in recent
years have included proposals to scale back the mortgage interest deduction and
substitute in part some form of mortgage credit in their overall reform packages.

President Obama has proposed limiting the tax saving from itemized deductions and
some other tax preferences to 28 percent of the amount of the deductions and
exclusions, most recently in the fiscal year 2014 budget released in April 2013. The
president has not singled out the MID but has included it among the benefits he
would limit. During his 2012 presidential campaign, Governor Mitt Romney
proposed a fixed dollar cap on itemized deductions, which again would have limited
the MID without singling it out specifically. The Obama and Romney MID proposals
are both more limited than the proposals of the tax reform and debt reduction
commissions, and both would reduce benefits mainly for very high income
taxpayers. Obama’s proposal would raise taxes only on those taxpayers in the 28
percent bracket and above. The Romney proposal introduced in the election
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campaign would have affected only taxpayers with very large absolute amounts of
itemized deductions.

Analysis of Proposals

TPC has recently analyzed four proposals to reform the mortgage interest deduction
in two recent documents: a report on an expert conference on how reforming the
mortgage interest deduction would affect the housing market (Turner et al. 2013)
and a report prepared for the National Low Income Housing Coalition that analyzed
the effects of replacing the mortgage interest deduction with a nonrefundable credit
and lowering the cap on the amount of debt eligible for the subsidy to $500,000
(Engetal 2013).

The proposals are as follows:

e Eliminate the mortgage interest deduction entirely

* Reduce the cap on the amount of deductible interest to $500,000

* Replace the mortgage interest deduction with a refundable credit of 15
percent of mortgage interest paid, and limit the amount of creditable interest
to $25,000 a year

¢ Replace the mortgage interest deduction with a nonrefundable credit of 20
percent of mortgage interest paid, and reduce the cap on the amount of
creditable interest to $500,000

TPC scored all the proposals against current law as of January 2013. The model TPC
used to score the estimates has been updated to include the effects of the American
Tax Relief Act of 2012 (ATRA) enacted at the end of 2012 but has not yet been
updated to incorporate the most recent CBO economic projections. These estimates
will change once we have updated our baseline projections to account for the new
economic assumptions.

Distributional Effects

Eliminating the mortgage interest deduction would raise taxes by $696 per
household in 2022, including both those affected and those not affected by changing
the deduction (table 3, first column). The tax increase as a percentage of income
would be 0.66 percent for all households (table 4, second column). Taxpayers in the
60-99th percentiles would experience on average a larger increase in their tax rate
than all households and taxpayers in the bottom three quintiles, and the top 1
percent would face a smaller increase in their tax rate. The largest tax increase as a
share of income (1.28 percent) would be faced by households in the 80th-90th
percentiles—that is, those who are in the bottom half of the top quintile of the
income distribution. Tax increases would be relatively small in the bottom three
quintiles because in those income groups the share of home owners in the
population is smaller than average, a large proportion of taxpayers claim the
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standard deduction, and those who do claim a mortgage deduction are mostly in the
10 and 15 percent brackets so they would not experience that big a tax increase per
dollar of additional taxable income. Tax increases would be relatively small in the
top 1 percent because those taxpayers have smaller mortgage payments as a share
of income, and some will be able to pay down their mortgage and avoid a tax
increase when the deduction is eliminated.

If marginal tax rates were lowered as part of tax reform, the revenue increase from
eliminating the MID would be smaller, and a relatively smaller share would be paid
by the highest-income households, who would no longer benefit from as large an
interest subsidy at the lower rate.

Capping the deduction to the first $500,000 of home acquisition debt would
raise taxes by an average of $84 per household, about one-eighth of the increase
from eliminating the deduction entirely (table 3, column 3). The proposal would
have only a minimal effect on the bottom four quintiles because few taxpayers in
those income brackets have that much mortgage debt. But taxpayers in the top 1
percent of the distribution would face a tax increase almost half as large as from
eliminating the deduction entirely. Taxes would rise by 0.08 percent of income
overall, with taxpayers in the 80th-99th percentiles of the distribution experiencing
larger than average increases in tax rates, taxpayers in the bottom four quintiles
seeing little or no tax increase, and taxpayers in the top 1 percent experiencing a tax
rate increase only slightly less than the average for the entire population (table 4,
column 3).

The effect of a $500,000 cap would be felt disproportionately in a small number of
geographic areas with high housing costs. It would have the biggest effect on
younger very high income earners who have not yet accumulated enough wealth to
pay down their mortgage debt.

Replacing the mortgage interest deduction with a 15 percent refundable
credit and capping eligible interest at $25,000 would raise taxes in some income
groups and lower taxes in others. This is the option included in the Bipartisan Policy
Center (BPC) reform plan. The BPC plan would reduce individual income tax rates to
15 and 27 percent and convert those tax subsidies they are not eliminating (the MID
and charitable deduction) into refundable credits ata 15 percent rate. BPC would
also eliminate the current law provisions to relieve low-income families of income
tax burdens (the standard deduction, the earned income tax credit, the child credit,
and head of household filing status) and substitute two new tax benefits: a fixed
dollar per child credit and a flat-rate percentage earnings credit up to a maximum
earnings level. BPC would deliver the charitable and mortgage interest credits as
matching payments to charities and financial institutions, so individuals would not
have to claim these benefits on their tax returns. The motivation behind these broad
changes in the basic structure of the income tax is to enable many taxpayers (about
50 percent by TPC's 2010 estimate of the BPC proposal) to escape a requirement for

10
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filing tax returns. These simplification benefits would not be achieved by enacting
only the mortgage interest proposal without the other parts of the BPC plan.

The BPC proposal for reforming the MID, when scored against the current-law
baseline without including the other parts of the BPC plan, would raise taxes by an
average of $105 per household (table 3, column 4). Households in the bottom four
quintiles in the income distribution would see their taxes fall. Many of these
households cannot claim the current mortgage interest deduction either because
they have no income tax liability or because they claim the standard deduction, but
they would be able to claim the refundable credit. Even some taxpayers currently
claiming the MID would come out ahead because they would not have to give up the
standard deduction to claim the new credit. Taxpayers in the top quintile of the
distribution would pay more tax, however, because the 15 percent interest subsidy
is less than the subsidy they receive from the current MID and because of the
$25,000 cap on creditable interest. Overall, taxes would increase by 0.12 percent of
income (table 4, column 4). Taxpayers in the 95th-99th percentiles of the
distribution would experience the biggest tax increase as a share of income (0.77
percent), while taxpayers in the bottom quintile would receive the largest
proportional tax cut (0.54 percent of income).

Replacing the mortgage interest deduction with a 20 percent nonrefundable
credit and capping eligible debt at $500,000 would have similar effects as the
BPC proposal, but it would provide relatively smaller benefits to the lowest-income
households and larger benefits to middle-income households and raise taxes slightly
less on upper-middle-income households. This option would be close to revenue
neutral, raising taxes by an average of $8 per household (table 3, column 5). Like the
BPC option, it would reduce taxes on average for households in the bottom four
quintiles, but the largest benefit as a share of income would go to the middle quintile
(0.36 percent of income) instead of the lowest quintile (table 4, column 5). The
benefits to the bottom quintile would be limited because many in those groups
(especially families benefiting from the current-law earned income and child
credits) face little or no positive income tax liability and therefore would not be able
to use the credits. Middle-income taxpayers with positive liability who currently
claim the standard deduction would benefit from the new credit and some taxpayers
who currently itemize would benefit from switching to the standard deduction and
claiming the credit. Upper-income taxpayers would experience net tax increases, as
in the BPC proposal, but the net tax increases would be smaller because the 20
percent credit would replace more of their lost MID subsidy than the 15 percent
credit.

Effects on the Housing Market

The biggest concern about proposals to pare back the mortgage interest deduction
is how they might affect housing prices. Many housing markets across the country
are just beginning to recover from the large drop in prices that occurred over the
past few years, but the overall market is still fragile. And any precipitous shock to
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the housing market could endanger the economic recovery that appears to have
begun.

I have not conducted an independent assessment of the effects of reforming the MID
on housing prices, but the issue was discussed recently by a panel of experts at the
Urban Institute (Turner et al. 2013). Some past research has found substantial
effects on prices of eliminating current law housing tax incentives. For example, a
widely cited paper by Capozza, Green, and Hendershott (1996) estimates that
eliminating the mortgage interest and property tax deductions would reduce
housing prices in the short run by average of 13 percent nationwide, with changes
among regions ranging from 8 to 27 percent. The authors calculated the effects of
changes in tax provisions on the amount home owners should be willing to pay for
houses producing a given rental value and validated their predictions by examining
the relationship between their measure of the user cost of housing and price-to-rent
ratios among different regions. An attempt to replicate these results with 2006-10
data, however, failed to identify any effect of the MID on housing prices. It is
possible that the recent unsettled housing market conditions, however, made it
difficult to identify a relationship between prices and tax provisions that in fact will
hold up in more normal periods.

Participants in the Urban Institute roundtable cited several reasons changes in the
MID might not have as large an effect on housing prices as previously estimated. The
points participants raised included:

* With interest rates so low, the MID has less effect on housing costs than in
earlier time periods, so eliminating it would have less effect on housing
prices

* The current low price-to-rent ratio is attracting investors into the market
who would be not affected by elimination of the MID for home owners

s Affluent home owners with high wealth could pay off a portion of their
mortgage debts, a possibility not considered in the earlier estimates

e Many reform proposals would increase tax subsidies for some buyers,
leading to a firming up of housing prices in some markets

All that said, however, it would be prudent to introduce changes in the MID slowly
to avoid risking a major market disruption. And any transition rules adopted would
reduce short-term revenue gains from any reform.

Conclusions

The mortgage interest deduction is one of the largest tax subsidies in the Internal
Revenue Code. Achieving a revenue-neutral tax reform that reduces marginal tax
rates significantly would be difficult or impossible to achieve without cutting back
the mortgage interest deduction or some other equally popular and widely used
provisions.
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Among the incentives in the income tax, the MID is one of the most difficult to justify
on policy grounds. Both theory and available evidence suggests it does little to
encourage home ownership, but instead mostly encourages upper-middle-
households to buy larger and more expensive homes. It would be possible to
provide a larger incentive for home ownership at a lower fiscal cost by converting
the deduction to some form of uniform credit and placing additional limits on the
amount of debt eligible for the subsidy and the use of the subsidy for home equity
loans and second homes. Bipartisan tax reform and debt reduction commissions
have endorsed this type of approach.

But any reform undertaken must take account of possible short-run adverse effects
on housing markets. Designing appropriate transition rules that prevent market
disruption while retaining the benefits of removing or redirecting the preference
will be challenging.
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Table 1. Tax Units That Benefit from the Mortgage Interest Deduction (MID) by Cash
Income Level, Tax Year 2015

Benefit
Percent Percent from
within within MID as

Cash income Percent Percent group with group percent Percent of
level (2012 of tax ofcash  mortgage benefiting of cash benefit

dollars) units income interest  from MID  income from MID
Less than 8.6% 0.6% 17.6% * % *
$10,000
$10,000- 14.2% 2.8% 22.9% 1.1% * 0.1%
$20,000
$20,000- 11.9% 3.9% 31.9% 3.8% 0.1% 0.5%
$30,000
$30,000- 11.0% 5.2% 42.5% 8.6% 0.2% 1.3%
$40,000
$40,000- 9.1% 5.4% 51.1% 16.8% 0.3% 2.5%
$50,000
$50,000- 16.8% 13.6% 58.0% 29.6% 0.6% 11.7%
$75,000
$75,000- 9.7% 11.2% 64.3% 47.1% 0.8% 13.4%
$100,000
$100,000- 13.6% 23.6% 71.5% 63.1% 1.1% 40.1%
$200,000
$200,000- 3.7% 13.5% 75.1% 67.4% 1.1% 23.9%
$500,000
$500,000- 0.5% 4.7% 70.1% 55.9% 0.6% 4.3%
$1 million
More than 0.4% 15.9% 59.8% 34.1% 0.1% 2.2%
$1 million
All tax units 100.0% 100.0% 47.1% 24.1% 0.6% 100.0%

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0412-8)

Notes:

*less than 0.05 percent
Data include both filing and non-filing units but excludes those that are dependents of other tax units.
Tax units with negative cash income are excluded from the lowest income class but are included in

the totals.
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Table 2. Percentage of Tax Returns Claiming Mortgage Interest Deduction (MID) and
Ratio of MID to Adjusted Gross Income (AGI) by State, 2011

Percent  Ratio of Percent Ratio of
claiming MIDto claiming MID to

State MID AGI State MID AGI

All USA 24.4% 4.3% | Missouri 23.6% 3.7%
Alabama 22.0% 3.8% | Montana 22.7% 4.2%
Alaska 21.0% 3.8% | Nebraska 23.0% 3.0%
Arizona 25.8% 54% | Nevada 22.2% 4.9%
Arkansas 18.3% 2.9% | New Hampshire 28.9% 4.5%
California 26.1% 6.2% | New Jersey 31.1% 4.6%
Colorado 31.1% 5.5% | New Mexico 20.3% 4.2%
Connecticut 32.2% 4.1% | New York 22.4% 3.3%
Delaware 29.4% 5.4% | North Carolina 27.0% 4.6%
DC 24.4% 4.5% North Dakota 14.7% 1.8%
Florida 17.9% 3.8% | Ohio 24.5% 3.5%
Georgia 25.8% 4.9% | Oklahoma 19.4% 2.7%
Hawaii 22.6% 6.3% | Oregon 30.2% 5.8%
Idaho 26.0% 5.0% | Pennsylvania 24.2% 3.6%
Illinois 27.1% 4.1% | Rhode Island 28.9% 4.6%
Indiana 21.8% 3.3% | South Carolina 23.8% 4.4%
lowa 23.6% 3.0% | South Dakota 14.4% 2.3%
Kansas 23.2% 3.1% | Tennessee 18.6% 3.5%
Kentucky 23.1% 3.6% | Texas 19.0% 2.9%
Louisiana 17.9% 2.9% | Utah 31.2% 5.7%
Maine 24.8% 4.1% | Vermont 23.6% 3.8%
Maryland 35.5% 6.1% | Virginia 31.9% 5.8%
Massachusetts  30.4% 4.4% | Washington 28.8% 5.5%
Michigan 24.3% 3.8% | West Virginia 14.7% 2.4%
Minnesota 31.4% 4,8% | Wisconsin 28.2% 3.9%
Mississippi 16.8% 3.0% | Wyoming 18.8% 3.0%

Source: Internal Revenue Service, Statistics of Income Division, at http://www.irs.gov/uac/S0l-Tax-
Stats---Historic-Table-2

15



29

Table 3. Average Change in Tax Burdens for Selected Options by Income Group, Tax
Year 2022 (in dollars)

Replace the MID Replace the MID

with a 15% with a 20%
Cap home  refundable credit nonrefundable
acquisition and cap eligible credit and cap
Eliminate debt at interest at home acquisition
Income group the MID $500,000 $25,000 debt at $500,000
Lowest quintile 9 0 -104 -17
Second quintile 95 1 -219 -136
Middle quintile 408 10 -199 -270
Fourth quintile 948 40 -33 -334
80-90th 2,088 174 698 215
percentiles
90-95th 2,987 363 1,570 1,034
percentiles
95-99th 4,573 1,145 3,118 2,577
percentiles
Top 1 percent 4,215 2,082 3,657 3,453
All tax units 696 84 105 8

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0412-8)

Note: The income percentile classes in this table are based on the income distribution for the entire
population and contain an equal number of people, not tax units. The breaks (in 2012 dollars) are:
20% $27,797; 40% $48,516; 60% $76,595; 80% $$113,780; 90% $181,697; 95% $227,157; 99%
$657,697.
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Table 4. Average Change in Tax Burdens as Percentage of Cash Income for Selected
Options by Income Group, Tax Year 2022

Replace the MID Replace the MID

witha 15% with a 20%
Cap home  refundable credit nonrefundable
acquisition and cap eligible credit and cap
Eliminate debt at interest at home acquisition
Income group the MID $500,000 $25,000 debt at $500,000
Lowest 0.05% 0.00% -0.54% -0.09%
quintile
Second quintile 0.21% * -0.48% -0.30%
Middle quintile 0.55% 0.01% -0.27% -0.36%
Fourth quintile 0.82% 0.03% -0.03% -0.29%
80-90th 1.28% 0.11% 0.43% 0.13%
percentiles
90-95th 1.21% 0.15% 0.63% 0.42%
percentiles
95-99th 1.14% 0.28% 0.77% 0.64%
percentiles
Top 1 percent 0.13% 0.07% 0.12% 0.11%
All tax units 0.66% 0.08% 0.10% 0.01%

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0412-8)

Note: The income percentile classes in this table are based on the income distribution for the entire
population and contain an equal number of people, not tax units. The breaks (in 2012 dollars) are:
20% $27,797; 40% $48,516; 60% $76,595; 80% $$113,780; 90% $181,697; 95% $227,157; 99%
$657,697.
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Chairman CAMP. Thank you very much, Mr. Toder.
Ms. Gravelle, you are recognized for 5 minutes.

STATEMENT OF JANE G. GRAVELLE, SENIOR SPECIALIST IN
ECONOMIC POLICY, CONGRESSIONAL RESEARCH SERVICE,
WASHINGTON, DC

Ms. GRAVELLE. Thank you.

Since the interest in housing tax expenditures is part of a gen-
eral investigation of broadening the income tax base to either per-
mit a lower rate or to prevent rates from rising, I would like to
begin first with some general comments on tax reform, based on a
CRS report that we did last summer.

First, it is very difficult to identify base-broadening provisions in
general that might allow significant rate reductions. About 30 per-
cent of tax expenditures relate to savings incentives, such as retire-
ment savings, exempting capital gains at death, and lower rates on
capital gains and dividends, which some who are concerned about
saving would probably like to retain. Others are unlikely candi-
dates for technical reasons or because they are crucial to low-in-
come individuals or because of particular merits or popularity and
broad use. Our analysis suggested very limited possibilities for rate
reduction.

It is even more difficult to identify provisions that would allow
significant reductions of the top rate while maintaining the current
distribution of tax benefits. About 70 percent of the revisions we
identified as being significant at the top, again, were related to sav-
ings.

Finally, if the goal of lowering tax rates is to encourage supply-
side responses, base broadening increases effective marginal tax
rates in the same way as statutory rate increases, because if part
of an additional dollar of income is devoted to a tax-deductible use,
eliminating that deduction will raise the share of taxes paid at the
margin. For example, eliminating all itemized deductions, we esti-
mated, would allow a statutory rate reduction of the top between
4 and 5 percentage points, but the loss of deductions themselves
would increase the effective marginal tax rate by about 4.5 percent-
age points, essentially leaving effective marginal rates unchanged.

How do the primary provisions affecting housing, mortgage inter-
est deductions, property tax deductions, and exclusions of capital
gain fit into this framework? First, although their broad use and
popularity may be political barriers to major revisions, many econo-
mists have criticized these provisions as distorting the allocation of
resources, diverting capital from other uses, encouraging the over-
consumption of housing, and treating renters differently from
owner occupants. There may, however, be merits to owner-occupied
housing, such as the neighborhood benefits that have already been
mentioned.

Perhaps more importantly, a home is an important asset in re-
tirement. Since investment in a home is a form of automatic sav-
ings, accumulating equity as the mortgage is paid, that saving may
be in part an increase rather than a substitute for other savings.
If a goal of tax reform is to encourage saving, these subsidies may
be justified.
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Finally, in terms of fairness, mortgage interest deductions in-
crease fairness between homeowners who rely largely on mortgages
and those who finance out of assets.

There are some additional justifications for retaining the capital
gains exclusion. Capital gains taxes on home sales discourage labor
mobility by increasing the cost of relocating. They cause real lock-
in effects, such as discouraging older individuals from scaling down
their homes as their families become smaller or moving to rental
housing, since taxpayers can avoid tax on the gain by holding their
home until death. They impose taxes on certainly elderly individ-
uals, who are forced to sell, for example, for health reasons, and
not on others. And the lock-in effect, about which we know very lit-
tle, may significantly reduce the potential revenue gain.

Transition issues also arise for individuals who have recently ac-
quired large mortgages, and there are also immediate concerns on
the housing demand, because the economy and the housing market
are still very fragile. And transition rules, as long as you know
they are happening, might not do much on that demand, for pre-
venting a reduction in that demand.

Now, looking at distribution, these housing provisions are not
that important relative to income for taxpayers facing the top mar-
ginal tax rates, and so they would do very little to permit those
rate reductions. Also, high-income taxpayers could avoid the effects
by paying off their mortgages.

The same sort of marginal effects on effective tax rates and sup-
ply-side responses with the loss of deductions raising effective mar-
ginal tax rates and offsetting statutory rate reductions would also
occur with these provisions, but they would take a little longer and,
most importantly, they would be focused on the sort of middle-class
or upper-middle-class taxpayers generally with incomes between
$100,000 and $250,000. Thank you.

[The prepared statement of Ms. Gravelle follows:]
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Statement of Jane G. Gravelle
Senior Specialist in Economic Policy
Congressional Research Service
Before
The Ways and Means Committee
United States House of Representatives
April 25,2013
on
Tax Reform and Residential Real Estate

Mr. Chairman and Members of the Committee, I am Jane Gravelle, a Senior
Specialist in Economic Policy in the Congressional Research Service of the Library of
Congress. I would like to thank you for the invitation to appear before you today to
discuss tax reform and residential real estate.

I would like to begin with some comments on overall tax reform, because the
congressional debate indicates that interest in tax expenditures associated with residential
real estate is part of a general investigation of broadening the income tax base to either
permit a lower rate, or to prevent rates from rising if additional revenue is needed. Then I
would like to discuss the tax expenditures associated with residential real estate in that
context. The most significant provisions affecting housing, measured by potential
revenue gain, are associated with owner-occupied housing.

General Tax Reform Issues
In considering the general context of tax reform, I would like to discuss three

points. First, it is difficult to identify base broadening provisions that realistically might
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be considered to allow significant rate reductions. Secondly, it is even more difficult to
identify provisions that would allow significant reductions of the top rate, while
maintaining the current distribution of tax burdens. Finally, if the goal of lowering tax
rates is to lower marginal rates to encourage supply side responses, base broadening will
increase effective marginal tax rates and offset in part or in full, or even more than offset
(depending on the provision) the incentive effects of lowering statutory tax rates.

A recent CRS study outlined the challenges to base broadening and elimination of
tax expenditures that would permit significant individual income tax rate reductions, such
as the often-cited objective of lowering the top rate to 25%." One way of examining the
potential for rate reduction is to convert the base broadening provisions into an across the
board reduction in rates, and calculate the new rate. This report estimated that if all
individual income tax expenditures were eliminated, individual income tax rates could be
reduced around 43% and the top rate could be reduced to a little less than 23% in a
revenue neutral revision.

However, when the specifics of tax expenditures are considered, the outlook
appears less than promising. For example, about 30% of tax expenditures relate to
savings incentives (such as lower rates on capital gains and dividends, and retirement
subsidies). Repealing these provisions would raise taxes on savings and are probably not
likely to be considered, given the objectives of tax reform. Some of these provisions and
some others are likely to present significant technical problems such as imputing income
for employer fringe benefits provided in kind. For example, employer provided health

insurance accounts for 14% of all tax expenditures. Some provisions affect lower and

! CRS Report R42435, The Challenge of Individual Income Tax Reform: An Economic Analysis of Tax
Base Broadening, by Jane G. Gravelle and Thomas L. Hungerford.
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moderate income taxpayers so significantly they may not be likely to be considered, such
as the earned income credit, exclusion of Medicare benefits from income, or the
deduction of catastrophic medical expenses, which together account for another 13% of
total tax expenditures. The child credit might also fall into this category, and account for
4% of tax expenditures. And of the remaining provisions that might be considered,
among them itemized deductions, many of these are popular, present difficult transition
issues, and may have some important justifications.

The challenges to lowering the top statutory rate become greater if proposals
intend to maintain the current progressivity of the tax system. This report identified a
handful of major tax expenditures that are likely to be important to taxpayers subject to
the top rates: pension benefits, lower rates on capital gains and dividends, exclusion of
capital gains at death, tax exempt bond interest, and itemized deductions for state and
local income taxes and charitable contributions. Of these, over 70% of the revenue is
from provisions that are subsidies for saving.?

Finally, the trading oft of base broadening for lower tax rates may be more
apparent than real when considering supply side effects, such as labor supply and saving.
Broadening the base, in most cases, has the same kinds of effects on marginal incentives
as raising rates. Whereas the statutory rate is set in law, the effective tax rate at the
margin is the share of an additional dollar of income that is paid in taxes. If part of an
additional dollar of earnings is spent in a way that generates a tax deduction, it reduces

the marginal effective tax rate. If that deduction is eliminated, then the effective marginal

2 These provisions are employee pensions, lower rates on capital gains and dividends and exclusion of
capital gains at death.
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tax rate rises. It is the effective marginal tax rate—not the statutory tax rate—that
economic theory indicates would provide disincentives for the supply of labor or savings.

The most straightforward example of this effect is the itemized deduction for state
and local income taxes. According to IRS statistics in 2010, the value of the average
deduction on itemized returns for state and local income taxes was 5.5% of income for
those with an AGI of $200,000 or greater.® Since most state income tax rates are
progressive, income taxes paid as a share of income would be even higher at the margin.
Using an example of a 6% state income tax rate, if the federal statutory income tax rate is
39.6%, and the state income tax is deductible, the total effective marginal tax rate is
39.6% plus 6% minus the value of the tax deduction (0.396 times 6%), or 43.2%. If the
state and local income tax deduction is eliminated or capped, the effective marginal tax
rate rises to 45.6% (39.6% plus 6%). On average then, disallowing the state income tax
deduction is the equivalent of raising the effective marginal tax rate by 2.4 percentage
points for those tax filers that would otherwise claim the deduction. Or put another way,
retaining the state and local deduction and simply raising the federal statutory rate to
42.1% for this bracket would achieve the same effect.*

A CRS report in progress considers this effect for the top rate. The study
examines the effect of eliminating all itemized deductions. The estimates suggest that this
revision would permit a 4.2 percentage point reduction in the top statutory rate, if rates
were reduced proportionally across the board, and about 5 percentage points if a revenue

neutral and distributionally neutral change were made. However, for a “typical taxpayer,”

% Internal Revenue Service, Statistics of Income 2010, Individual Income Tax Returns with Itemized
Deductions, at: http://www.irs.gov/uac/SOI-Tax-Stats---Individual-Statistical-Tables-by-Size-of-Adjusted-
Gross-Income.

* This number is the solution to x in the equation x+0.06*(1-x) = 0.41.
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facing the top tax rate, estimates indicate that the marginal effective tax rate (largely
because of the loss of charitable contributions and state and local tax deductions) would
rise by about 4.4 percentage points.’ Essentially, the effect of base-broadening at the
margin offsets the reduction in the statutory rate. Thus if the primary objective of tax
reform is to lower the marginal tax rates that drive supply side responses, tax reform may
not accomplish its purpose.

Specific Issues Associated With Housing Provisions

How do the provisions affecting residential real estate fit into this framework?
This section considers, mapping into the discussion of tax reform in general, whether
these provisions might be feasible to revise, how they might affect taxpayers in the top
marginal rate, and the consequences for effective marginal tax rates.

The most significant housing provisions are associated with owner-occupied
housing. Based on the Joint Committee on Taxation’s estimates,® the three major
provisions associated with owner-occupied housing are mortgage interest ($75 billion in
FY2015), real property tax deductions ($30.4 billion in FY2015) and the exclusion of
capital gains on owner occupied housing ($26.0 billion in FY2015).” The other tax
expenditures classified as housing benefits are much smaller, with the low income

housing credit (which is largely a corporate tax expenditure) reducing revenues by $7.2

* Based on estimates from IRS Statistics of Income for 2010, indicating these two provisions account for
around 11% of income.

¢ Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2012-2017, JCS-1-
13, February 1, 2013.

7 The Administration also considers another subsidy similar in size to mortgage interest that economists
recognize as a tax benefit for owner-occupied housing: the exclusion of imputed net rent on owner
occupied housing. Their estimates were prepared before the legislation extending most of the 2001-2003
tax cuts, but they indicate the revenue loss of this provision is about 70% of the size of the home mortgage
however. See “Tax Expenditures” in Analytical Perspectives, Fiscal Year 2014 Budget of the United States,
pp. 242-277. This provision is, for technical reasons, unlikely to be a suitable candidate for base
broadening, since it would involve imputing income.
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billion in FY2015, accelerated depreciation on rental housing at $4.1 billion in FY2015,
private activity bonds at $4.1 billion in FY2015, and rehabilitation credits at $0.9 billion
in FY2015. The subsequent discussion will focus on the major owner-occupied housing
provisions.

Two of the three major owner-occupied housing provisions are already subject to
caps. The home mortgage interest deduction is subject to a cap on the interest that can be
claimed, up to a $1 million of mortgages, plus $100,000 of home equity loans. The
capital gains exclusion on owner-occupied housing is capped at $500,000 for joint returns
and $250,000 for single returns. Note, however, that the so-called itemized deduction
phaseout, popularly referred to as Pease, does not generally constrain itemized
deductions, but is rather in the nature of an additional tax rate.®

Are these provisions desirable candidates for base broadening? Many economists
have criticized the provisions for owner-occupied housing as distorting the allocation of
resources, diverting capital from other uses, encouraging the overconsumption of
housing, and treating renters differently from owner-occupants. The CRS report cited
earlier noted that while these provisions would be technically easy to eliminate or cut
back and can be viewed as causing distortions, the broad use and popularity of these

. - - - P
provisions were potential barriers to major revisions.” The report also noted some

§ Pease is not a true limit on itemized deductions because it is triggered by an AGI threshold—not the
amount of deductions claimed. For affected tax filers, the total of certain itemized deductions is reduced by
3% of the amount of adjusted gross income (AGI) exceeding the threshold. The total reduction cannot be
greater than 80% of the deductions. A $1.00 increase in AGI will increase taxable income by $1.03 because
itemized deductions have been decreased by $0.03. Consequently, the effective marginal tax rate will be
3% higher than the statutory marginal tax rate. For example, a tax filer in the 33% tax bracket faces an
effective marginal tax rate of 33.99% —an increase of about 1 percentage point. These effects are not
directly linked to deductions: an increase of itemized deductions of $1 will continue to decrease taxable
income by $1. Only if the 80% ceiling is reached, which is unlikely, will itemized deductions be reduced.

® CRS Report R42435, The Challenge of Individual Income Tax Reform: An Economic Analysis of Tax
Base Broadening, by Jane G. Gravelle and Thomas L. Hungerford.
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arguments in favor of these provisions. There may be merits to home-ownership in
neighborhood effects (keeping up properties better, being more civically involved,
producing more stable neighborhoods) and costs as well (such as exclusionary policies).

Another aspect of owner-occupied housing that may justify encouraging its
purchase is that, for many middle income families, it is one of the important sources of
assets available in retirement. Subsidies for owner occupied housing are directed at
savings, and to the extent that one objective of tax reform is to encourage saving, it may
be justified on these grounds. It might be better to save in a more diversified fashion, but
to the extent that investment in a home is a form of automatic savings (accumulating
equity as the mortgage is paid), that saving may be, in part, an increase rather than a
substitute for other saving. For those who favor preserving housing tax benefits to
encourage saving, this issue might be relevant.

Also in terms of fairness, homeownership subsidies favor homeowners over
renters. However, in the case of the mortgage interest deduction, the provision increases
fairness between homeowners who rely largely on mortgages and those who finance out
of assets. This argument does not apply to the property tax deduction.

A CRS report also noted some particular justifications for retaining the provision
excluding capital gains on owner occupied housing from income.'® Capital gains taxes, if
imposed with no relief on housing, have the potential for several distorting effects that
may outweigh any negative aspects from incentives they might have had for originally
purchasing owner-occupied housing. Capital gains taxes on home sales discourage labor

mobility by increasing the cost of relocating. Capital gains taxes in general cause lock-in

19 The issues associated with capital gains on owner-occupied housing are addressed in detail in CRS
Report R1.32978, The Exclusion of Capital Gains for Owner-Occupied Housing, by Jane G. Gravelle and
Pamela J. Jackson.
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effects that may cause portfolio imbalances. Capital gains taxes on owner occupied
housing cause lock-in effects with consequences for consumption as well as investment
choices, such as discouraging older individuals from scaling down their homes or moving
to rental housing, since taxpayers can avoid tax on gains by holding the asset until death.
They impose taxes on certain elderly individuals who are forced to sell, for example, for
health reasons. And, as in the case of capital gains assets in general, this lock-in effect
may significantly reduce the potential revenue to be gained.

Transition issues also arise. Individuals, particularly those in the middle incomes,
who have recently entered into large mortgages with the expectations of deductions, may
find immediate elimination of these provisions difficult to budget for since they will not
likely receive full offsets in rate cuts. If the mortgage interest deduction were eliminated,
grandfathering existing mortgages or slowly phasing out the deduction may be needed,
either of which reduce the potential revenue gain. Second, given a still-fragile economy
and housing market, making changes affecting the demand for housing at the current time
may cause wider problems in the economy. Grandfathering existing mortgages would not
offset these effects on demand, and phasing in the elimination would nevertheless leave
new homebuyers with the awareness that their benefits would not last.

In sum, while the subsidies for owner occupied housing divert investment out of
other uses into housing and encourage the over consumption of housing, the costs and
benefits of these provisions are not entirely clear.

The second issue discussed above regarding general tax reform relates to the
distributional issue and contributions of base broadening in lowering the top rate. Owner-

occupied housing subsidies are not generally the tax preferences that are the most
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significant to those in the top brackets. While the mortgage interest deduction as a share
of income for taxpayers who itemized deductions was 7.2% in 2010, the mortgage
interest deduction as a share of income for itemizers with $500,000 to $1 million in
income was 2.9% and the share for taxpayers with income over $1 million claiming the
deduction was 0.6%. A similar, although less pronounced pattern can be found for real
estate taxes, where the average deduction is 3.1% of income but those with incomes
between $500,000 and $1 million have a deduction of 1.9% of income and those over $1
million have a deduction of 0.8% of income. These patterns are partly because of caps,
but also because as incomes become relatively high, spending on housing does not keep
up, and because high income taxpayers are less in need of mortgages. In addition, high
income individuals probably have a greater ability to avoid increased taxes from housing
subsidies by paying off their mortgages and avoiding sale of their homes.

The increase in effective marginal tax rates through eliminating deductions for
owner-occupied housing are not likely to be important for taxpayers in the top statutory
rate bracket where these deductions are not very important relative to income. They
would, however, increase effective marginal tax rates and offset statutory rate reductions
for taxpayers in the middle and upper middle income levels. For example, adjusted by the
rate of itemization, the mortgage interest is around the same share of income for adjusted
gross income from $100,000 to $250,000."! This similarity suggests that the mortgage
interest deduction has marginal effects through this income range as well as lower

income ranges for homeowners who itemize.

' Tn 2010, according to IRS statistics, mortgage interest was 7.8% of income and 85% of taxpayers
itemized in the $100,000 to $200,000 income levels. For the $200,000 to $250,000 income bracket,
mortgage interest was 6.3% and 95% itemized.
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These observations on marginal effective tax rates suggest that decisions on
broadening the base should focus on the merits of the individual provisions rather than
their contribution to base broadening to permit lower statutory rates. A review of these
provisions suggest the case for eliminating these subsidies is uncertain, and may be quite

weak for the capital gains exclusion.

10
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Chairman CAMP. All right. Thank you very much, Ms. Gravelle.
Mr. Calabria, you are recognized for 5 minutes.

STATEMENT OF MARK A. CALABRIA, PH.D., DIRECTOR OF FI-
NANCIAL REGULATION STUDIES, CATO INSTITUTE, WASH-
INGTON, DC

Mr. CALABRIA. Chairman Camp, Ranking Member Levin, other
distinguished Members of the Committee, I thank you for the invi-
tation to appear at today’s hearing.

Let me first say that I believe housing is a critical component of
our economy. More importantly, I think we need to keep in mind
that housing is one of the basic necessities of life. Without stable,
decent, and affordable housing, many other goals in life become
quite difficult, if not impossible to achieve.

With that in mind, it is my opinion that our current Tax Code
actually does little to help achieve these goals. I believe a Tax Code
that would improve economic growth and housing affordability
would ultimately be a Code with low, simple, flat rates, with few,
if any, deductions. Accordingly, I would urge the Committee, as an
ultimate objective, to entirely eliminate the mortgage interest de-
duction and the deduction for local property taxes. I would also en-
courage the Committee do so in a budget-neutral manner, lowering
overall rates.

As households have made significant investments and decisions
based upon the current Tax Code, such a change should, of course,
be phased in over a reasonable number of years. I would suggest
no more than 7. I recognize that such a change immediately raises
questions as to any adverse impact. I would be the first to agree
that no policy is without both costs and benefits. There are no
freebies. Before we can properly assess those costs and benefits,
however, we must start from a position of understanding.

As it relates to the mortgage interest deduction, we can think
about, or at least I think about homeowners as broken down into
roughly three near-equal-size groups. The first third is homeowners
who have no mortgage at all. That is about a third of owners who
own their homes free and clear, deriving no benefit from the mort-
gage interest deduction. I will note as an aside, prior to 1960, the
majority of homeowners actually owned their homes free and clear
without any mortgage at all. The second third have mortgages that
are simply too small for these households to benefit from itemizing
as opposed to taking the standard deduction. The last third are
those who would potentially benefit from the mortgage interest de-
duction. These households also tend to be the most highly lever-
aged and the highest income households.

The good news, in my opinion, from a transition is that those
who currently benefit from the mortgage interest deduction are
also those most likely to be homeowners with or without the mort-
gage interest deduction. I think the academic evidence is very clear
that the mortgage interest deduction does almost nothing to in-
crease home ownership rates. I have included in my written testi-
mony a chart showing that changes over time in the value of the
deduction have not been correlated with changes in the home own-
ership rate.
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We should also recognize that some portion of the subsidy behind
the mortgage interest deduction is captured by lenders in the form
of higher rates. This subsidy also differs dramatically across hous-
ing markets. In tighter markets, such as in San Francisco, the
buyer gets almost no value from the subsidy, as it ends up being
almost entirely captured by the seller. In looser markets there is
very little price impact, as the buyer retains the majority of that
subsidy.

I would also argue that any price declines that result from the
removal of the mortgage interest deduction would largely occur in
markets where we would want housing prices to fall, in my opin-
ion. Again, you look at San Francisco. The median house price is
almost eight times median income. It is a simply unaffordable place
to live by any stretch of the imagination.

The Committee should also keep in mind that the value of the
mortgage interest deduction increases with the level of interest
rates outstanding in the economy. Quite simply, the higher our in-
terest rates, the higher the value of the mortgage interest deduc-
tion. This also implies that the higher mortgage interest rates are
the greater the impact of the mortgage interest deduction on house
prices, to the extent that they are capitalized into house prices.

Obviously the converse of that holds. The lower the rates are, the
lower the value of the mortgage interest deduction and thus the
lower the house price impact. So if we wish to minimize the impact
of reducing or eliminating the mortgage interest deduction, then all
else equal, we should do so at a time when interest rates are at
their lowest. I would submit to you that it is pretty hard for me
to believe that rates are getting lower than they are today. So if
there is a time to eliminate or change the mortgage interest deduc-
tion, the optimal time would be now.

We should not, of course, forget that rental properties enjoy
many of the tax benefits that owner-occupied properties also get.
Mortgage interest property taxes can all be expensed. The true ad-
vantage that the Tax Code offers to homeowners over renters is
that rental income is taxed, whereas imputed rent that owners pay
to themselves is not taxed. Economists have estimated that the
value of this non-imputed taxation of owners’ imputed rent is about
twice the aggregate size of the mortgage interest deduction.

While a handful of countries do tax imputed rent, I believe a
much fairer and simpler system for achieving tenure neutrality in
the Code would be to end the taxation of rental income. My back-
of-the-envelope calculation is that such would score about $6 billion
annually.

Let me wrap up by emphasizing that extremely high levels of le-
verage on the part of households and financial institutions was a
direct contributor to the recent financial crisis. As the mortgage in-
terest deduction is less a subsidy for home ownership than a sub-
sidy for home debt, its existence, while not a major driver of the
crisis, was a contributor. Reducing household leverage would im-
prove the stability of our financial system and our economy.

Thank you, and I look forward to your questions.

[The prepared statement of Mr. Calabria follows:]
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Chairman Camp, Ranking Member Levin, and distinguished members of the
Committee, I thank you for the invitation to appear at today’s important hearing. [
am Mark Calabria, Director of Financial Regulation Studies at the Cato Institute, a
nonprofit, non-partisan public policy research institute located here in Washington,
DC. Before I begin my testimony, I would like to make clear that my comments
are solely my own and do not represent any official policy positions of the Cato
Institute. In addition, outside of my interest as a citizen, a homeowner and a
taxpayer, I have no direct financial interest in the subject matter before the
Subcommittee today, nor do I represent any entities that do.
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As the Committee will note from my biography, I have spent most of the last
two decades involved in various aspects of housing and mortgage finance policy.
Without a doubt, I believe housing is a critical component of our economy.
Moreover, I believe that housing is one of the basic necessities of life, if not the
most important. Without stable, decent, and affordable housing, many other goals

in life become quite difficult, if not impossible, to achieve.

With that in mind, our current tax code does little in helping to achieve those
goals. A tax code that would both improve economic growth and housing
affordability would ultimately be a code with low, simple, flat rates with few, if
any, deductions. Accordingly I would urge the Committee, as an ultimate
objective, to entirely eliminate the mortgage interest deduction (MID) and the
deduction for local property taxes. I would also encourage the Committee to do so
in a budget-neutral manner, lowering overall tax rates. As households have made
significant investments and decisions based upon the current tax code, such a
change should be phased in over a reasonable number of years. [ would suggest no

more than 7 years.

Residential Housing and the Tax Code

The tax code provides for four “preferences” for residential real estate: 1)
the deductibility of mortgage interest; 2) the deductibility of local property taxes;
3) the non-taxation of “imputed rent” for homeowners relative to renters; and 4)
the exclusion of capital gains on the sale of a primary residence for most owners.
It should be emphasized that the deductibility of mortgage interest and property
taxes is not exclusive to homeowners, in that landlords can also expense these

items as well as claim a depreciation allowance for rental properties. It is the
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differential taxation of imputed and actual rents that favors homeownership, not

the mortgage interest deduction.

Before I go into additional detail, it is worth summarizing what the academic
literature has to say in relation to tax preferences for residential real estate,
particularly for the mortgage interest deduction. Almost all of these conclusions
reflect a general consensus within the academic community. Despite the public
disputes over issues like stimulus spending or monetary policy, there is actually a

very broad and consistent consensus on tax preferences for homeownership:

¢ The mortgage interest deduction does not have a significant impact on
homeownership rates.

e The housing price impact of the MID differs dramatically across U.S. cities,
with the largest impact in cities with constrained housing supply and while
insignificant in relatively elastic (“loose™) markets.

« Benefits of the MID are highly concentrated among both the highest income
and most-leveraged houscholds.

¢ Tax “savings” from the non-taxation of imputed rent is almost twice that of
the MID; tax savings from property tax deduction is much smaller than
either.!

¢ Some portion of the subsidy value of the MID is captured by lenders via

higher mortgage rates.”

! James Poterba and Todd Sinai, “Tax Expenditures for Owner-Occupied Housing: Deductions for Property Taxes
and Mortgage Interest and the Exclusion of Imputed Rental Income.” American Economic Review: Papers and
Proceedings 2008, 98:2, 84-89,

* Andrew Hanson, “The Incidence of the Mortgage Interest Deduction: Evidence from the Market for Home
Purchase Loans,” Public Finance Review. 2012,
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¢ The value of the MID is positively related to the level of outstanding interest
rates.
¢ To the extent that high mortgage loan-to-values contributed to the recent

financial crisis, removal of the MID would improve financial stability.
Profile of Households and Mortgages

As a frame of reference, there are currently just over 76 million owner-
occupied housing units in the United States. Of those, almost 26 million own their
home free and clear of any mortgage, or almost a third of all homeowners. About
half of these “free and clear” owners are aged 65 or older. Surprisingly. 4.8
million homeowners, living below the poverty level, also own their homes free and
clear; a substantial portion of these households are elderly. Households that own
free and clear are disproportionately, but far from exclusively, living in rural and

suburban areas.

According to the Census Bureau’s American Housing Survey, about 50
million homeowners have either a regular mortgage, home equity loan and/or
reverse mortgage. 43 million of these hold only a single mortgage. The typical
(median) mortgagor has been paying on their mortgage for seven years and has an
outstanding balance of $120,000, representing a median loan-to-value of 71
percent. The median monthly mortgage payment is $1.015 on a loan with a median
interest rate of 5.3 percent. Five and a half million owners currently have rates of

OVET SEVEN perc ent.

Median and average values can be informative, but also misleading. If we
assume a marginal effective tax rate of 25 percent, the typical median married
family with a standard deduction of $11,900 would need a mortgage of at least

$180,000 before it would become attractive to itemize based solely on their

5
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mortgage interest. So as a “back of the envelope™ calculation around 25 million
owners, or about half those with a mortgage, have mortgages that are simply too
small for them to benefit from itemizing solely based upon the MID, which is
usually a household’s largest deduction. Of course, combined with other

deductions, use of the MID can become attractive for these households.

The Joint Committee on Taxation’s most recent estimates suggest that 34
million returns claim the mortgage interest deduction, totaling $68 billion in
deductions. Seventy-six percent of the value of the MID is taken by households
earning over $100,000.

The Joint Committee on Taxation estimates the value of the MID steadily
increasing, on an annual basis, to $83 billion by 2017. Total value over the period
0f 2013 to 2017 is estimated to equal $379 billion. Of course, these estimates are
extremely sensitive to the forecast of future interest rates. Much higher rates could

easily increase these estimates considerably.

While the preceding is meant to offer a general frame of reference for the
mortgage market, it also helps to remind us that about a third of owners do not
have a mortgage and another third do not have a mortgage large enough to justify
claiming the MID, leaving only a third of owners really impacted by any change to
the MID. This, of course, says nothing about renters, who represent about a third

of our population.

Mortgage Interest and Homeownership

Setting aside the obvious fact that the MID is a preference for home debt,

not homeownership per se, the MID’s ability to lower the cost of housing is
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matched by the deductibility of mortgage interest on rental properties.
Accordingly, the cost of mortgages on both rental and owner-occupied properties
is lowered, with the net impact on tenure choice depending on both market
conditions and the propensity of relevant households to itemize (currently the only
way to take advantage of the MID). The propensity to itemize is positively related
to income. Thus, at lower levels of household income, tax preferences to rent are
stronger, whereas tax preferences to own dominate at higher income levels. As the
lack of sufficient income is the foremost obstacle to homeownership, the current
structure of real estate tax preferences encourages those to buy who are already

likely to buy, whereas those likely to rent are encouraged to rent.

The lack of impact on homeownership from the MID is not simply a
theoretical curiosity, but supported by the empirical evidence. Glaeser and Shapiro
(2002) for instance calculate the annual value of the MID for 1965 to 2000 (see
Figure 1 below)’. The aggregate value of the MID shows considerable variation
over time. For instance, the after-inflation value of the MID in 1990 was about
one-fourth of that in 1980, without a noticeable change in homeownership rates
during the intervening decade. There is simply no empirical relationship in the
United States between the value of the MID and the homeownership rate over this

period.

* Edward Glaeser and Jesse Shapiro. 2002. The Benefits of the Home Mortgage Interest Deduction. Harvard
Institute of E ic R h. Di ion Paper #1979,
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Figure 1: Homeownership and inflation, 1965-2000
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Nor (as illustrated in Figure 2) has this trend been driven by trends in the
percent of households itemizing. After tax reform in 1986, the percent of returns
itemizing declined dramatically, again with no noticeable impact on home-
ownership rates. Comparing across states, Glaeser and Shapiro find that the higher
the value of the average MID subsidy, the lower the state’s homeownership rate—

the opposite of what one would expect if the MID increased homeownership.
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Figure 2: Trends in itemization. 1965-2000
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It is worth mentioning that it is not inconsistent for the MID to have no

impact on homeownership rates but still have a positive impact on the amount of

housing consumed. At least over the short run, the MID likely facilitates the

purchase of larger homes that would otherwise be built and consumed. Clearly,

some amount of that subsidy will be captured by the seller (or builder) depending

upon local supply conditions. So to the extent we debate the merits of the MID, it

is really a debate about how much housing is consumed, rather than about the level

of homeownership. While there 1s a sizable literature demonstrating a positive

correlation for homeownership, on average, and a variety of positive social

outcomes, this literature has not demonstrated a social benefit from larger house or

lot sizes. And, of course, homeownership is not without its costs, as some scholars

9
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have found that higher homeownership rates are associated with higher levels of

structural unemployment, as well as increased NIMBYism.

Geography of the Mortgage Interest Deduction

Rather than providing a uniform subsidy across American states and cities,
the impact of the MID is highly concentrated. Sinai and Gyourko (2004) estimate
that around a fifth of the value of the MID is received by households residing in
California.' Other high-cost housing states such as New York, Illinois,
Massachusetts, and New Jersey are not far behind. Large population states such as
Florida and Texas also receive substantial aggregate amounts due to the size of
their population. That New Jersey receives more MID benefits than all of Texas
illustrates those differences are being driven by housing prices, as well as the

propensity to itemize across states.

One might argue that removal of the MID would have a disproportionately
negative impact on those areas currently receiving the bulk of the benefits. I would
argue, however, that these areas would in fact be the largest beneficiaries, as
removal would help improve the affordability of housing in those locations.
Generally, the bulk of the benefits of the MID go to areas where median housing
prices are several times that of median incomes. For instance, in San Francisco,
the median existing home price is almost eight times the median income. Such a
disparity forces potential buyers to stretch to atford homeownership and to do so in

a manner that makes them particularly vulnerable to any adverse economic shocks.

* Todd Sinai and Joseph Gyourko. 2004, The (Un)changing Geographic Distribution of Housing Tax Benefits:
1980 to 2000. National Bureau of Economic Research. Working Paper #10322. Also see Ike Brannon, Andrew
Hanson, and Zackary Hawley, “The Geographic (and Political) Distribution of Mortgage Interest Deduction
Benefits,” 2011.

10
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Given that it is appears quite unlikely that median income in San Francisco will
increase by 100s of percentage points anytime soon, family stability would be
greatly improved by declines in house prices that would occur by removal of the
MID. Given that about a fourth of San Francisco homeowners spend 40 percent or
more of their income on housing, as reported by the Census Bureau, it would

appear that a decline in prices is exactly what is needed there.

MID and Interest Rates

Figure 1 (above) illustrates how sensitive the value of the MID is to the
outstanding level of mterest rates in the economy. Quite simply, the higher the
interest rates, the higher the value of the MID. This also implies that the higher the
interest rates are, the greater their impact of the MID on house prices. Obviously
the converse holds; the lower the interest rates are, the lower the value of the MID,

and thus the lower the house price impact of a removal.

If we wish to minimize the price impact of eliminating or reducing the MID,
then, all else equal, we should do so at a time when interest rates are at their lowest
possible levels. It is difficult to imagine a time when mortgage rates will be lower
than they are today. Accordingly, for the purposes of minimizing any adverse
impact on the housing market, the optimal time for elimination of the MID is right
now. As interest rates begin to increase, the cost and impact of doing so will only

mcerease.
Towards Tenure Neutrality

As indicated in the preceding, the real reason the tax code favors owning

over renting is not due to the MID but rather to the non-taxation of owners’

11
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imputed rent. Although a handful of countries do tax owners’ imputed rent, I
believe a far simpler system would be to move towards tenure neutrality by

eliminating the taxation of rent.

My estimate, based upon Census data, is that renters pay around $33 billion
annually in rent. As landlords can expense mortgage interest, repairs, fees and
depreciation, I suspect only about two-thirds of that amount, or $22 billion, shows
up as net rental income. Assuming an average effective tax rate of 25 percent, it is
likely that somewhere around $6 billion is collected as tax revenue on rental
income. Interestingly enough, this is roughly the amount spent on the low-income
housing tax credit (LIHTC). Swapping out the LIHTC for a reduction in tax on
rental income would shift much of the benefit away from larger developers to
smaller property owners and individual landlords. As the LIHTC does add some
new units to the stock (although there is considerable “crowd-out™), the question
becomes whether a supply response by smaller property owners would be
sufficiently large to offset any reduction by large developers dependent on the
LIHTC. Swapping a reduction in rental income tax for the LIHTC would have the
benefit of reducing transaction costs, as some amount of the LIHTC 1s captured by

lawyers and syndicators.
Improving financial and macroeconomic stability

A significant driver of the recent housing boom and bust, as well as the
financial crisis, was the increasing leverage of household balance sheets. There are
a number of reasons for this increase. One of these, however, is the tax treatment
of mortgage interest. After the elimination of deductibility of non-mortgage

interest in 1986, many households shifted their borrowing from consumer credit to

12
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home equity lines or other types of mortgage credit (see Maki 1996)°. There were
certainly some benefits to households by doing so, but this shift induced
households to reduce their home equity, leaving many in a more vulnerable
position when housing prices inevitably declined. It should be noted that this
effect was far from uniform. The increase in the standard deduction in 1986
induced some households at the margin to reduce their mortgage debt and switch
away from itemizing. Dunsky and Follain (2000) estimate that about 4.5 million
homeowners households switched from itemizing in 1983 to taking the standard
deduction in 1989, while reducing their mortgage debt by an average of $8,000.°
On an aggregate level, this effect was however swamped by the number of

households who increased their mortgage debt from 1983 to 1989.

Property tax and Capital Gains

My focus has been on the mortgage interest deduction. The tax code also
provides deductions and exclusions for property taxes paid on residential real
estate and capital gains on the sale of principal residences. The Joint Committee
on Taxation estimates these provisions are worth (2012) $24.5 billion and $22.3
billion respectively. Since landlords can expense property taxes paid, there is no
net preference for homeownership that arises from property tax deduction. The
subsidy is inherently one for local governments. The deduction likely reduces the

monitoring and pressure on local governments from local citizens, leading to

* D.M. Maki. 1996. “Portfolio Shuffling and Tax Reform” National Tax Jowrnal XLIX(3): 317-329.

* Robert Dunsky and James Follain, “Tax-Induced Portfolio Reshuffling: The Case of the Morigage Interest
Deduction.” Real Estate Economics 28(2000)#4:683-T18.
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reduced efficiency and accountability. This deduction should be phased out in

favor of a simpler and more neural tax code.

The exclusion for capital gains on the sale of a primary residence is a much
harder issue to address. As the recent housing boom and bust illustrates, often
what appears to be capital gains is merely illusory. As Yale Professor Robert
Shiller has demonstrated, over long periods of time the after-inflation return from
housing has been quite low. In general, I do not believe we want to tax households
on inflation-driven gains. On the other hand, the exclusion of capital gains in
housing likely adds to speculative behavior in the housing market. Given that over
long periods of time most of the “gains” on housing are due from inflation and are
quite volatile over the short run, the current exclusion of capital gains on a primary
residence might be the least-bad policy. A family having to sell their home in
2009 (or 2003) would have recognized much smaller capital gains than a family
selling in 2006, all else equal. It seems unwise to encourage families to time major

life decisions based upon where we are in the housing cycle.

A note of caution on scoring

As discussed in the preceding, households do not sit passively in the face of
changes to the tax code. They “reshuffle™ their assets and liabilities. In fact, one
of the reasons to change the tax code is to influence household behavior. So while
elimination of the MID would decrease households’ demand for mortgage debt,
thereby reducing the leverage in our mortgage finance system, households will
seek other avenues for reducing their tax liability, including a shift towards taking
the standard deduction. For this reason, among others, estimates as to tax savings

from the elimination of the MID should be taken with considerable caution.

14
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Follain and Melamed (1998) argue that in the face of household portfolio shifts
that we can reasonably expect the scoring of elimination of the MID to be only
around a fourth of the official “tax expenditure” figures.” Beracha and Tibbs
(2010) argue the actual benefits range between 50 and 75 percent of the estimates
produced by JCT® Idonot believe, however, such concems should deter us from
elimination of the MID, as the policy grounds for doing so dominate whatever the

actual scoring might be.
Budget Neutrality

Elimination of the MID and deductions for local property taxes can be
expected to increase tax revenues by tens of billions of dollars annually. Any
estimate will have a very large margin of error. I am reluctant to offer a point
estimate, but would suggest that removing these two reductions would increase
revenues by between $30 and $40 billion annually, after households have adjusted.
I would urge that instead of using removal as a method to raise revenue, Congress

uses that “savings™ to lower marginal rates.

A carefully structured reduction in marginal rates can “hold harmless™ most
households, in that their net tax liability would be unchanged or be subject to only
minor changes. Essentially, I am suggesting that we lower tax rates largely on the
same households that currently receive the most benefit from the MID. For
instance, increasing the standard deduction by $500, as an offset for the MID,

would hold harmless the vast majority of taxpayers with incomes under $100,000.

7 James Follain and Lisa Sturman Melamed, “The False Messiah of Tax Policy: What Elimination of the Home
Mortgage Interest Deduction Promises and a Careful Look at What It Delivers.” Journal of Housing Research
9(1998)#2: 179-200.

* Eli Beracha and Samuel L. Tibbs, “A Closer Look at the Value of Tax Benefits for Homeowners,” Journal of Real
Estate Practice and Education. 13(2010)#2:131-139.
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In fact, increasing the standard by only $200 would hold harmless the majority of
filers with incomes below $75,000. This would induce a restructuring of household
balance sheets in a manner that would both improve financial stability and

economic growth.

To use myself as an illustration, always a risky exercise I recognize, I reside
here in the District of Columbia. As a homeowner here in a relatively expensive
housing market, I have a relatively large mortgage. I have some ability to pay
down a portion of that mortgage and reduce my overall leverage. I suspect [ am
not alone and that many households would prefer to be less leveraged. Should I do
s0, however, I would face a significant tax penalty. I would suggest that any tax
system which punishes households for wanting to become more financially

responsible is one we should change.

Conclusions

Our current tax code introduces significant, and costly, distortions into our
housing and financial markets. As a general matter, I do not believe government
should pick winners or losers. I would extend this point to the choice between
renting and owning, as well as the choice between debt and equity. Currently our
tax code favors owning for some households and renting for others. For all
houscholds, our tax code favors debt over equity. Reform of the current tax
preferences for real estate should aspire to be tenure-neutral, debt-equity neutral

and budget-neutral.

To achieve these aspirations, I would suggest the Committee adopt the
following: full elimination of the deductibility of mortgage interest and property
taxes, along with the elimination of taxing rental income. The net tax “savings”™ of

16
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such should be used to lower marginal tax rates so as to reduce the current tax

penalty on labor income.

Reducing the code’s subsidies for mortgage debt would also induce
mvestment to flow away from housing as an asset and toward productive capital.
We should not forget that what ultimately grows wages and incomes is an increase
in labor productivity, which comes about from an increase in productive capital,
human or otherwise. Encouraging households to take on additional mortgage debt
has not ultimately made them any wealthier or any more productive. Using the tax
code to increase asset prices (such as houses) primarily benefits those who already
hold those assets. These policies are inherently regressive and add to current levels

of wealth inequality.
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Chairman CAMP. Thank you very much, Mr. Calabria.
Mr. Swagel, you are recognized for 5 minutes.

STATEMENT OF PHILLIP L. SWAGEL, PROFESSOR OF INTER-
NATIONAL ECONOMIC POLICY, UNIVERSITY OF MARYLAND
SCHOOL OF PUBLIC POLICY, COLLEGE PARK, MD

Mr. SWAGEL. Thank you. Thank you, Chairman Camp, Ranking
Member Levin, and the Members of the Committee for the oppor-
tunity to testify.

In the immediate aftermath of the financial crisis, I think it was
understandable for housing market participants and for the hous-
ing industry to urge that policymakers “do no harm to housing” or
“make no changes.” I think that time has passed. Housing is in re-
covery and cannot be left on the sidelines of tax reform. Instead,
housing must be part of a thoughtful tax reform that boosts
growth, simplifies the tax system, and maintains progressivity.
Even more, the stronger sustained rate of U.S. economic growth
from reform will be an important long-term positive for housing.

So I would urge that changes to the tax treatment of housing be
made as part of an overall pro-growth tax reform and not as an ad
hoc revenue grab to support higher spending, as unfortunately is
the case in the Administration’s budget proposal.

Other developments will affect housing at the same time as re-
form, including the normalization of interest rates by the Fed, per-
haps progress on housing finance reform, and other things.

On the other hand, affordability remains very high with low in-
terest rates, and the housing sector is at the beginning of a time
of recovery. So even if tax reform whittles away some of the bene-
fits that lead to a diversion of resources from other forms of invest-
ment, the housing sector and the housing recovery will continue
going forward.

So tax reform should address the incentives in the Code that lead
Americans to purchase larger homes with more debt than other-
wise and that distort the allocation of resources. This distortion re-
duces U.S. productivity growth and thereby reduces the growth of
wages and income.

As others have said, the benefits of the tax subsidies for housing
accrue disproportionately to high-income families. Three out of four
dollars of the tax benefits for housing go to families with incomes
above the definition of the middle class put forward by President
Obama’s chief economist.

Housing plays an important role for American families, busi-
nesses, and the overall economy, and the Code reflects this impor-
tant role. As discussed in my written testimony, reforms to the
mortgage interest deduction can preserve the support for housing
in the Code while boosting U.S. growth and improving measures of
distribution.

It is not very common in economics that policy changes can im-
prove both efficiency and equity, and that is possible here, reflect-
ing the considerable bias in the Tax Code. And as others have said,
an appropriate transition period can be put in place to smooth the
impact of tax reform on housing, but the key is really to focus the
tax benefits more carefully.
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One measure of the distortion in the economy implied by the tax
subsidies for housing can be seen in a calculation of the effective
tax rate for investment in different types of activities. So in 2007
the Treasury Department calculated that the tax rate on an incre-
mental dollar of investment in housing was 3.5 percent, where the
tax rate on business investment, overall business investment, was
25.5 percent. And since 2007, taxes on business investment have
gone up, with higher taxes on dividends, capital gains, and higher
taxes on the flow-through income of businesses.

So it is vital to support housing, but it is also important to un-
derstand the disparity that the Tax Code presents between invest-
ment in housing and investment in other forms of activity, includ-
ing business investment.

The tax system also provides support for affordable housing. I
would like to mention that very briefly in concluding. A key ques-
tion that I think is worth further examination is whether the bene-
fits that the Tax Code has for affordable housing are well targeted.
In other words, do the dollars actually reach the people who most
need help with affordable housing or do the benefits instead go to
other parties, such as real estate developers?

In general, a sound principle is for any tax subsidies to target
people rather than places, and this suggests a focus on demand-
side tax subsidies for affordable housing, such as the Housing
Choice Voucher, the so-called Section 8 program.

In contrast, the Low Income Housing Tax Credit has the poten-
tial to boost construction of affordable housing units. I think it
would be useful for Congress and for the Committee to mandate
careful empirical analysis—data, not anecdotes—to assess whether
this is the case. And the idea is for tax policy to ensure that tax-
payer resources be used in the most effective way to support the
vital goal of affordable housing. Thank you very much.

[The prepared statement of Mr. Swagel follows:]
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Chairman Camp, Ranking Member Levin, and Members of the Committee, thank you for the opportunity
to testify on the subject of tax reform and residential real estate. | am a professor at the University of
Maryland’s School of Public Policy and a faculty affiliate of the Center for Financial Policy at the Robert
H. Smith School of Business at the University of Maryland. | am also a senior fellow with the Milken
Institute’s Center for Financial Markets and a visiting scholar at the American Enterprise Institute. | was
previously Assistant Secretary for Economic Policy at the Treasury Department from December 2006 to
January 2009. My testimony draws on research on the costs and benefits of tax subsidies for housing
that | conducted jointly with Robert Carroll and John F. 0’Hare and that was published in June 2011.*

Housing plays an important role for American families, businesses, and in the overall U.S. economy.

Even with the collapse of the recent house price bubble, homeownership remains a goal for Americans.
The tax code reflects this aspiration, with considerable tax subsidies for housing in general and
especially for owner-occupied housing. These provisions support the housing sector and promote
homeownership, but the tax benefits for housing accrue disproportionately to middle- and upper-
income households, many of whom likely would purchase homes even without the tax incentive. The tax
treatment of housing further tends to distort investment away from non-housing business activity.

Tax reforms are possible that recognize the societal value of housing and of homeownership, but with
fewer undesirable consequences for the broad economy. The key to reforming the housing tax
subsidies, while at the same time recognizing the importance of homeownership, is to encourage home
ownership but lessen or remove the bias in favor of the purchase of large homes and the overuse of
debt finance. Such a change would promote homeownership, but not any particular size of home or
type of financing. Thus, reform that improves incentives in the housing sector would generally reduce or
break the link between the value of the tax subsidies and the amount of home purchase and mortgage
loan. This type of reform would encourage people to buy a home, but not provide an incentive to buy a
large or small home; that choice would be a personal decision rather than one influenced by the tax
system.

! www.pewtrusts.org/uploadedFiles/wwwpewtrustsorg/Reports/Economic_Mobility/Pew_Housing_Report.pdf. A
recent paper by Alan Viard likewise considers tax policy options for housing: “Replacing the Home Mortgage

Interest Deduction,” http://www.brookings.edu/research/papers/2013/02/replace-mortgage-interest-deduction
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Such a reform will have beneficial long-term effects for the overall U.S. economy, but pose challenges
for housing as reduced tax subsidies affect the demand for housing and new construction and thus the
supply of housing. It is thus appropriate to phase in changes to the tax treatment of housing. Moreover,
it would be desirable for such housing-related tax policy changes to be made as part of an overall pro-
growth tax reform. This would have the beneficial effect that the increased economic growth from the
tax reform will provide a macroeconomic boost to housing that helps to offset impacts of the gradual
realignment of tax subsidies for housing.

The fiscal challenge facing the United States means that all aspects of federal spending and revenue
programs must be up for consideration. The tax policy options for housing share the unusual feature of
not just increasing economic efficiency and growth, but also spreading the tax subsidies for housing
more broadly and to families where it is most likely to have a major impact on their housing decisions.
This reflects the nature of the current subsidies, which favor people who buy large homes and take out a
large amount of debt, and favor people who itemize on their tax returns over others who do not. Tax
reform for housing could actually boost overall homeownership by refocusing subsidies on potential
homeowners who would benefit relatively little from current tax provisions.

Tax Subsidies for Housing

Under the current U.S. income tax system, homeowners may deduct both property taxes and interest
paid on mortgages for both first and second homes up to $1 million in mortgage debt, plus the interest
on an additional $100,000 of debt through home equity lines of credit. In addition, the first $500,000 of
capital gains realized upon the sale of a home for a couple ($250,000 for individuals) are excluded from
income tax entirely. The exclusion of the implicit or imputed rental value of owner-occupied housing
from the tax base is perhaps not as readily apparent as the other subsidies, but my research with Carroll
and O’Hare finds that this exclusion is even larger than the tax benefits for property taxes and mortgage
interest. Many other tax policies affect housing, including provisions that support the construction of
affordable housing and that provide rental assistance to families with low incomes.

Tax subsidies encourage taxpayers to invest in housing because the purchase of a home is subsidized
and a substantial amount of the price appreciation is not taxed. These tax subsidies thus have the
important effect of boosting homeownership by lowering the cost of owning a home relative to renting.
Increased homeownership is associated with stronger and more cohesive neighborhoods, as owner-
occupants invest in the development and safety of their communities.

There are tradeoffs involved, however. The mortgage interest deduction encourages Americans to buy
larger homes and use more debt to finance those homes. By providing a subsidy to use debt through the
deductibility of mortgage interest payments, the tax code gives an incentive for the overuse of leverage
in the form of mortgage borrowing. The tax benefit from the home mortgage interest deduction rises
with the amount of debt financed: the more debt, the greater the tax benefit. The events of the recent
financial crisis illustrate the potential dangers to the economy of over-investment in housing. The tax
advantages for housing are longstanding features of the U.S. tax code, and as such cannot have been the
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driving force behind the crisis. They were the background, not the immediate cause. Nonetheless, the
tax bias for debt finance contributes to increased use of leverage that makes the financial system more
fragile and susceptible to distress during economic downturns.

The value of the tax subsidy rises with income, because higher tax rates for families with higher incomes
mean that deductions and exclusions are more valuable. Higher-income households are more likely to
itemize deductions, while those who do not itemize receive no benefit from the home mortgage interest
and property tax deductions. Higher-income households tend to purchase larger homes with greater
home mortgage debt and thus receive larger tax subsidies. As show in Table 3 on page 37 of the
background publication for this hearing from the Joint Committee on Taxation, over $52 billion of the
$68 billion tax expenditure associated with the mortgage interest deduction in 2012 accrued to the top
20 percent of households filing tax returns—those with incomes over $100,000.% The White House has
put forward a definition of the middle class as households with the median income plus or minus 50
percent.> The median income of family households in 2011 was $62,273 (this leaves out individuals,
who tend to have lower incomes; the median income for all households in 2011 was $50,054). This
would give a maximum income for middle class families as defined by the White House as just less than
$94,000. Three out of four dollars of the tax subsidy involved in the mortgage interest deduction thus
accrue to households with incomes above the top of the White House definition of middle class. Similar
results obtain for the value of the tax subsidy in the deductibility of property taxes (Table 4 in the JCT
background publication).

Tax subsidies for housing further affect the allocation and use of the nation’s financial resources. For the
economy as a whole, the tax code favors capital investment in residential housing over business
investment. This has important macroeconomic consequences since housing-related activity likely
displaces other types of investment. This raises the question of whether the tax code encourages over-
investment in housing at the expense of other productive uses.

Economists often use marginal effective tax rates to measure the impact of taxes on investment
decisions and the extent to which the tax code favors one type of investment over another. These rates
capture how various provisions in the tax code, including the statutory tax rate, depreciation
deductions, interest deductions, deferral of tax liability and both the individual and corporate levels of
tax affect the after-tax rate of return on a new investment.

Many types of investment face uneven treatment because of the various ways in which tax rates,
depreciation deductions, deferral of tax and inflation all interact and lead to different effective tax rates
on different types of investment. A project facing a higher tax rate must have a larger economic return
to offset the increased taxes—meaning that, conversely, a tax subsidy will lead some projects to be
undertaken despite subpar economic returns.

The Treasury Department in 2007 calculated that owner-occupied housing faced a marginal effective tax
rate of 3.5 percent, compared to an economy-wide marginal effective tax rate of 17.3 percent for all

2 “present Law, Data, and Analysis Relating to Tax Incentives for Residential Real Estate,” JCX-10-13, April 22, 2013.
® See http://www.whitehouse.gov/sites/default/files/krueger_cap_speech_final_remarks.pdf
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investment, and a 25.5 percent rate for business investment. Tax changes since 2007 have likely
increased the advantageous tax treatment of housing relative to business investment. This is because
tax rates on business income have risen with higher rates on dividends and capital gains, and a higher
tax rate for the top bracket that applies to a considerable amount of income from businesses whose
earnings flow through to individual tax returns (expanded depreciation allowances would reduce the
marginal effective tax rate on business investment). From the perspective of housing, the higher income
tax rate that took effect in 2013 boosts the value of the deductibility of mortgage interest and capital
gains, and the value of excluding imputed rent from income.

The tax-induced bias for capital to flow into housing-related uses rather than other types of projects
means that businesses are less likely to purchase new equipment and less likely to incorporate new
technologies than otherwise might be the case. Less business investment results in lower worker
productivity and ultimately lower real wages and living standards. While the housing sector provides
employment and has other positive effects on the overall economy and on society, the resources
employed in the housing sector displace investment that would otherwise occur in the business sector
were it not for the favored tax treatment of housing. The resulting distortion in the allocation of capital
likely lowers overall output, because resources are allocated based on tax considerations rather than
economic merit. In effect, the United States has chosen as a society to live in larger, debt-financed
homes while accepting a lower standard of living in other regards.

Possible Tax Reforms for Housing

A tax reform that completely leveled the playing field between housing and other forms of investment
would allow for the deductibility of the costs of housing investment, including retaining the mortgage
interest deduction, but tax homeowners on the imputed rental income from owner-occupied housing. In
reality, taxing imputed rent would involve considerable administrative difficulties. Proposals to reform
the tax treatment of housing thus generally focus on changes to the mortgage interest deduction. In this
case, the portion of a home funded with equity rather than debt would continue to receive the tax
preference compared to rental housing because the implicit rent corresponding to the flow of housing
services associated with the equity remains untaxed.

Changes to the mortgage interest deduction could take a variety of forms, including:

e Credit instead of a deduction. The deduction could be turned into a tax credit, whether

refundable or not. The credit could be a flat amount or instead equal to a specified percentage
of the homeowner’s mortgage interest, and could be made available to all taxpayers or only to
those who itemize. A flat credit would break the link between the size of a home or mortgage
and the tax benefit, while specifying a percentage credit would reduce the link and generally

*The marginal effective tax rate in 2007 was 39.7 percent on business investment in the corporate sector funded
by equity, 20 percent in the non-corporate business sector, and -2.2 percent for debt-financed investment
(because of the deductibility of interest payments on top of other provisions).
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reduce the tax bias for over-leverage, particularly among higher-income households who are in
tax brackets above the credit percentage and thus would face higher marginal tax rates than
with the mortgage interest deduction (the precise outcome depends on the design of the
credit).

A flat refundable credit would most refocus the tax subsidy for housing on households with
lower- to middle-incomes who derive less benefit from the current deduction because they have
small mortgages, low tax rates, or do not itemize and thus do not claim the deduction
(presumably because of its small value to them). The JCT background publication shows that the
average value of the mortgage interest deduction in 2012 was just under $2,000 across all
taxpayers, but a revenue-neutral refundable flat credit would inevitably be a smaller amount,
since some taxpayers who do not currently itemize and thus do not claim the deduction would
do so to claim the greater amount of the flat credit. A flat credit would considerably reduce the
value of the tax subsidy for households with incomes starting at $100,000, who now on average
get more than a $2,000 subsidy from the mortgage interest deduction (this is on average, not
necessarily for every high-income household). On average, households with incomes below
$100,000 would gain (again, this is on average—some families would have large mortgages even
with moderate incomes and thus might lose from a flat credit). This reform could boost
homeownership if the increased benefit leads to new purchases by families that would benefit
from the changed tax subsidy, while higher-income families would likely still become or remain
homeowners even without several thousands of dollars of annual subsidy (though of course
some higher-earners would be renters with this change).

As an illustrative alternative, my research with Carroll and O’Hare found that a modest revenue
increase would have resulted in 2010 from replacing the mortgage interest deduction with a
refundable credit, equal to the value of 15 percent of mortgage interest, that would be available
to all mortgage owners, including non-itemizers. We calculated the amount of increased
revenue as $16.3 billion (again, in 2010), which would have been equivalent to a 1.5 percent
across-the-board increase in tax rates for all taxpayers — that is, equal to raising the 15 percent
tax rate to 15.225 percent (that is, 1.5 percent more than the 15 percent rate), the 25 percent
tax rate to 25.375 percent (which equals 25 multiplied by 1.015), and so on. Even with the
overall revenue gain, we found that 62 percent of homeowners would benefit from this change,
including those who do not itemize or would have no income tax liability.

Reduce the amount of mortgage debt that can be deducted. The current deduction of the
interest on $1.1 million of mortgage debt (including home equity lines of credit) could be

reduced to an amount such as $500,000. This option would retain the link between the value of
the tax subsidy and the size of the mortgage and homeowner tax rate, by only up to the reduced
limit. An alternative would be to limit the amount of mortgage interest that could be deducted
rather than the amount of debt—for example, to allow only, say, $10,000 of interest paid per
year to be deductible. This would lead to greater volatility in the value of the tax subsidy, since
the amount of interest expense for each homeowner would depend not just on the amount of



71

the mortgage but also on the mortgage interest rate, which might well vary considerably across
homeowners even with similar sized homes or mortgages depending on interest rate conditions
at the time of the purchase (or vary even more for homeowners with adjustable interest rate
loans).

e Narrow the deduction such as by allowing for only a single residence or for primary mortgages
and not for home equity loans.

e Limit the value of the deduction to a certain percentage such as the 28 percent limit proposed

by the administration. This option would partly offset the distortion in incentives by increasing
the after-tax cost of borrowing for those in tax brackets above 28 percent. My work with Carroll
and O’Hare found that this proposal would affect only 6.7 percent of the 69.9 million
homeowners who received some of the housing tax subsidies in 2010. A potential criticism of
this proposal, then, is that it does not go far enough in addressing the present biases in the tax
code relating to housing—the tax-drive inducement to take on more housing debt embodied in
the mortgage interest deduction affects taxpayers at all income levels (at least those with
positive tax liability who itemize). It is not clear why the tax bias should be addressed in only a
narrow group.

A further criticism of the administration’s proposal to limit the value of the deduction for taxpayers in
upper income brackets is that it appears to have been made as an ad-hoc revenue grab to support
further spending, rather than as part of a thoughtful approach to an economy-wide tax reform that
promotes stronger growth, reduces the complexity of the tax code, and maintains progressivity.

This broader point is important because changes that reduce the overall tax subsidy for housing would
have impacts on the demand for housing and thus on prices and construction, possibly for the nation as
a whole or concentrated in particular areas. Limits to the amount of mortgage debt eligible for the
interest deduction, for example, would tend to most affect areas with relatively high housing values,
while removing the deductibility of second homes would tend to most affect vacation-oriented areas.

Undertaking housing tax reform as part of an overall pro-growth tax policy would boost the overall
economy and thus have positive feedback effects for housing that would help offset any drag from tax
policy changes. To be sure, it would be understandable for the housing industry to look cautiously at the
trade of a reduction in housing-specific tax benefits for an overall stronger U.S. economy. This
combination, however, is well-suited to the present U.S. macroeconomic circumstances in which the
housing sector is lagging in the recovery as a result of the lingering effects of the collapse of the housing
bubble. In past business cycles, an upswing in housing has generally been a key factor in the recovery,
as monetary policy actions boosted interest rate sensitive activities such as construction and home
sales. This is not the case today. The housing sector appears (finally) to be in recovery with increases in
national measures of home prices and a stabilization of measures of construction and sales. A further
strengthening of the housing sector would be most easily effectuated by a stronger overall economy. A
pro-growth tax reform is well-suited to provide such a positive macroeconomic impact (along with
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immigration reform and continued deployment of advances in new technologies for energy production
and transportation). In short, the pro-growth benefits of tax reform will have a positive impact on the
overall economy that will in turn boost the housing sector and offset some of the drag on housing from
the tax policy changes.

Developments outside of tax policy will affect housing sector activity going forward, including a
normalization of interest rate policy by the Federal Reserve and reforms of the housing finance system
that will involve greater private capital at risk ahead of any secondary taxpayer guarantee on housing
credit. Both of these policy areas seem likely to result in a gradual increase in mortgage interest rates.
While this might be a headwind for the industry—even if a gentle such wind—the strengthening of
housing activity suggests that construction and sales can continue to expand with gradual changes to tax
policy along with these other policy changes. Moreover, measures of housing affordability remain high,
as the combination of still-low mortgage interest rates and fallen housing prices make home purchases
attractive. Further, the financial crisis and ensuing recession led to a considerable decline in the rate of
household formation, as young Americans who might otherwise have entered the labor force and
sought their own housing instead stayed in school or in other shared living situations (including in their
parents’ basements). This demographic swing will unwind with the continuing economic recovery,
adding a powerful positive force to boost housing demand.

In the immediate aftermath of the financial crisis it was understandable for housing industry participants
to urge that policymakers should "do no harm to housing" or "make no changes." That time has passed.
Housing is now in recovery and cannot be left on the sidelines. Housing must be part of a thoughtful tax
reform. This is especially the case for a reform that strengthens the sustained rate of U.S. economic
growth, with attendant long-term positives for housing.

Moreover, changes to tax policy for housing can naturally involve transition periods. Any reduction in
the mortgage interest deduction can be undertaken gradually. Asset markets will of course look forward
and embody the value of future policy changes in present asset prices—and this includes housing. Even
so, a gradual change policy will tend to lessen the degree of any change in housing prices and thus in
turn in construction activity.

Tax Policy Relating to Affordable Housing Policy

Several provisions in the tax code provide support for affordable housing activities. These include the
low income housing tax credit, which aims to support the construction of housing units aimed at families
with low- to moderate incomes tax policy, and the Housing Choice Voucher Program (often referred to
as Section 8 housing), which provides eligible families with rental assistance. In general, it is desirable to
maintain a suite of policies aimed at supporting affordable housing—after all, economists focus on
supply and demand, not just one or the other. The tax credit can be thought of as boosting the supply
of affordable housing, while the voucher program provides the resources for families to afford rentals
(and thus operates on the economic dimension of the demand for housing).
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At the same time, it would be worth assessing the extent to which each of these programs is well-
targeted to provide public resources to the desired populations—that is, to ensure that the programs
are effective. For the housing tax credit, a natural question to ask is the extent to which the benefits of
the tax credit ultimately accrue to low-income families in the form of increased supply of housing,
greater availability of affordable housing, and thus lower rents than would be the case without the tax
credit. In general, one might expect a subsidy to be better targeted by having it follow people—the
families receiving the affordable housing vouchers—rather than locations such as the specific projects
that utilize tax credits. In other words, is it generally more effective to focus on people than places.
Again, though, this is balanced by the desirability for a comprehensive policy regarding affordable
housing to include measures aimed at addressing needs in both supply and demand. This is an area of
housing tax policy that would benefit from rigorous research and evaluation.

Conclusion

The U.S. tax system today provides considerable subsidies to owner-occupied housing, favoring
investment in residential real estate over other activities. These subsidies reflect the important role of
housing in the U.S. economy and in American society. And yet it is vital to consider the impacts of this
policy and contemplate improvements. The tax code leads Americans to buy homes rather than to rent,
to purchase more expensive homes, and to use more debt financing rather than having more equity in
their homes.

Tax policy further affects the overall allocation of capital in the economy, since the tax advantages for
owner-occupied housing lead some resources to be devoted to housing rather than to some other
potential uses such as building factories, pipelines, or office buildings. This affects the economy-wide
allocation of capital and thus has potentially negative implications for overall investment, economic
growth, job creation, and wage gains. A pro-growth tax reform will maintain a tax subsidy for housing
but reduce the attendant distortions and refocus the tax benefits to families that likely would not be
homeowners otherwise. Tax reform for housing thus presents an opportunity to boost U.S. economic
growth and improve measures of equity.
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Chairman CAMP. Well, thank you very much, Mr. Swagel.

Thank you all for your testimony. We are now going to move into
the question-and-answer phase of the hearing, and each Member
who seeks recognition will be given 5 minutes in which to ask ques-
tions and receive answers.

Let me start, and I will start with you, Mr. Swagel. I just want
to go over a point you made in your testimony. I mean, clearly, over
the last 2%%2 years, this Committee has been engaged very heavily
in tax reform. We have had over 20 hearings. We are determined
to fix a Tax Code that many of us view as broken and really pre-
sents too much of a burden on taxpayers, it is too costly.

You mentioned a pro-growth tax reform model that could help
bring about general economic growth and job creation. And if that
is the case, would that help the housing sector?

Mr. SWAGEL. Oh, I think it would. Even if some of the benefits,
such as the mortgage interest deduction, are reduced, the overall
effect in boosting economic growth from reducing the tax on saving
and the tax on investment in the U.S. Tax Code would boost the
overall economy, and this would flow back into housing. It is hard
to say, you know, that tax reform will pay for itself in the form of
stronger growth, but there will definitely be a strong offset.
hCI;airman CAMP. Mr. Calabria, do you have any comment on
that?

Mr. CALABRIA. I would agree. I think over time, ultimately in
the long run, what should and what does drive house prices are in-
comes. And certainly I think one of the mistakes we made in the
financial crisis was to try to get people to stretch above and beyond
their means. And so to me, a pro-growth Tax Code is going to be
one that increases labor productivity, increases wages, increases in-
comes, and makes housing more affordable by making people
wealthier, not making them more indebted.

Chairman CAMP. There has been some testimony, Mr. Toder,
particularly yours, on the importance of transition rules with re-
gard to any tax changes, or, you know, for the tax benefit regarding
housing. Can you kind of elaborate a little bit more on that in
terms of why transition rules are important? And do you have any
recommendations on specifics of how transition rules should work?

Mr. TODER. Okay. I wish I had thought about that a little bit
more before throwing it out there. But part of the reason I did
make that comment, there are studies out there which show fairly
substantial effects on house prices of, for example, removing the
mortgage interest deduction.

They may not be as serious as those studies show. Interest rates
are very low today. There are other people moving into the market
who are not affected by the mortgage interest deduction. So I think
they may be exaggerated, but nonetheless, we have had a very
fragile housing market, as you know, and big losses. That has af-
fected the construction industry, it has affected employment. And
I think at this time, with the recovery a little fragile, you have to
be a little bit careful about taking away those props.

So whether this happens through gradually phasing out elimi-
nation of the deduction or grandfathering it for existing owners,
there are a lot of different ways of doing this.

Chairman CAMP. Sure.
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Any thoughts on transition rules, Mr. Calabria or Mr. Swagel?

Mr. SWAGEL. Sure. Transition rules are important, and one
could imagine phasing in the reduction of the mortgage interest de-
duction. I wanted to mention, it is possible to go too far also. Imag-
ine a transition rule that entirely excludes existing homes and
says, you know, only new homes won’t have the mortgage interest
reduction. Well, that will reduce the supply of new homes and
could actually give a benefit to old homes. So anyone with an exist-
ing home could be better off. So the transition rules are really im-
portant. It is just as important to get that balance so that everyone
is going to have to contribute something in tax reform.

Chairman CAMP. Sure. Mr. Calabria.

Mr. CALABRIA. Certainly there is a tradeoff, in my mind, be-
tween a reasonable phase-in, which I think is important—as I men-
tioned in my testimony, people have made investments based on
this—versus simplicity. So I would, maybe to parse out something
that Phil said, I would have the phase-in targeted to the person
and the mortgage rather than the house. We know, for instance,
historically the median life of a mortgage is about 7 years. So I
think in this interest rate environment, it will probably be closer
to 8 or 9, but having this, the mortgage you have today, or if you
have it already on the books, remain deductible, you could have
some sort of glide path where that diminishes over time, but with
somewhat new mortgages coming on in the future.

I will emphasize again the value of the deduction is related to
the value of interest rates and the economy. And, again, they are
not going to get any lower, they are only going to get higher. My
point would be this will only get more difficult in the future, so
doing it earlier rather than later.

Chairman CAMP. All right.

And, Mr. Fleming, any thoughts on this idea of pro-growth re-
form and sort of the idea of general economic growth and job cre-
ation, what that might mean in the housing sector?

Mr. FLEMING. Yes. I agree with what has been said. You know,
a better growing economy, particularly with broad-based income
growth, is helpful to the housing market. That is how people buy
homes. That is how house prices rise in the longer run.

And this is a very sticky wicket in the sense of, with all the de-
ductions and the transition rules, in that, for example, a lot of the
studies we look at look at the user cost of comparing renting to
owning. But a lot of people don’t just consider user costs. It is not
a purely financial decision to buy a home, right? I mean, much as
we economists like to believe that we act individually, financially,
rationally, I don’t know that that is often the case, and that we
don’t have a lot of other driving forces. And that is really what is
behind this.

If you incorporate user cost, which is where the tax policy is
interacting and adjusting user costs to the benefit of home owning
over renting, it is influential in the decision of tenure choice. You
know, the studies have shown empirically it is influential, but it is
not the only influential thing. Other things just as important are
your overall income level. That is where the economy would flow
in. What your marital status is, what your family size is. There are
many other factors, as we know.
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It also shows, and some of the best economic research I have
seen are these models that sort of take those decisions into two
parts, which is the choice to buy or rent, and then once you have
made the choice to buy, then it is a question of how much. Now,
it also shows that it influences the “how much” component.

So the question, I think, always gets back to, what is our public
policy goal? Is it simply to spur home ownership? Is it home owner-
ship in combination with increased investment in housing, which
is where it stands today? I mean, we need to start with what the
public policy perspective and goal is in the very first place before
we attempt to redesign and figure out how to do the transition.

Chairman CAMP. Okay. Thank you.

And I just want to note that in terms of tax expenditures, 40 per-
cent of the base broadening in the 1986 Act did not involve tax ex-
penditures. So tax expenditures are not the only way of base broad-
ening in order to lower rates as we go forward.

So with that, I would recognize Mr. Levin.

Mr. LEVIN. Thank you. Welcome. I am glad we are having this
discussion.

You know, I think everybody favors economic growth. I do think
we need to look at prior periods of economic growth when there
was a dramatic increase of home ownership in this country and to
take a look at the role that the mortgage interest deduction played.
My guess is, if you go into a middle-class area like I represent,
more or less, more than less, I think you would have testimony
from people who bought their homes in the 1950s, 1960s, and
1970s as to the importance of the mortgage interest deduction.

And it is interesting, Mr. Calabria, I think you mentioned a third
are without a mortgage. I think we need to know how many of the
people in that third paid off their mortgage over the years, and not
just say a third.

I have this chart as to who uses the mortgage interest deduction.
I think we need to take into account the President’s proposal relat-
ing to a cap of 28 percent. It would mostly affect those with income
over $200,000. And it is interesting, of those with income between
$100,000 and $200,000, it appears about two-thirds itemize and
use the mortgage interest deduction. That is 14 million of 22-plus
million. So we are talking about a major policy impact. And for
those with income between $75,000 and $100,000, of the 16.5 mil-
lion, over 6 million use the mortgage interest deduction.

I think we need to be very careful. And when we talk that this
is mostly a high-income deduction, that is sometimes said, it really
challenges us to look at what we mean by high income, because I
think people who are making between $50,000 and $200,000, most
of them are comfortable, I don’t think they would call themselves
high-income wage earners.

So I would like to ask, Ms. Gravelle, you mention in your tes-
timony that as to tax expenditures and their elimination, the
tradeoff “may be more apparent than real when considering the
supply-side effects, such as labor, supply and saving.” If you could
elaborate on what you mean by that.

Ms. GRAVELLE. Well, basically, if I am going to earn an extra
dollar and, say, I am paying 5 percent of that, say in State and
local income taxes to take a simple example, and get a deduction
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for it, if I lose that deduction that is going to raise my effective
marginal tax rate.

Well, every tax expenditure, virtually, except those for very low-
income people, has those relationships to income. So if I spend an
additional dollar and some tax-favored spending is part of that dol-
lar, taking that away is no different from raising the statutory
rate. It varies across the income classes, but what it means is that
if you are thinking about trading up most base broadening for
rates, you are not going to change the effective tax rate that affects
labor supply or savings or entrepreneurship or whatever you are
looking for. It is just not there in the works.

And if you do dynamic scoring based on statutory tax rates, you
will greatly exaggerate, probably greatly exaggerate any growth ef-
fects. In fact, there might not be any growth effects, depending on
what kind of subsidy you are talking about.

Mr. LEVIN. Okay. My time is almost up. I just want to say, I
think, Mr. Swagel, it is true that the tax rate on investment is
higher than on home ownership. I just think we need to be careful
when we make those comparisons to take into account what home
ownership has meant in this country. And we need to take a look
at other countries which have had high rates of home ownership
to see what the structures are there which perhaps encouraged
home ownership. I think we need to be really careful when we
make comparisons of any kind on this.

Chairman CAMP. All right. Mr. Johnson is recognized for 5 min-
utes.

Mr. JOHNSON. Thank you, Mr. Chairman. Thanks for holding
this important hearing on tax reform and residential real estate.
And also, Mr. Chairman, thank you for asking me to serve as Chair
of the Real Estate Working Committee. I very much enjoyed work-
ing with the Vice Chair, the gentleman from New Jersey, Bill Pas-
crell, and we had our fill of meetings on real estate.

So I don’t know if you guys can tell us any more than we have
been hearing over the past 4 weeks or not, but I met with local
homebuilders in my district, we met with them up here in Wash-
ington, we met with the realtors in both places. And I was once a
homebuilder, so I understand the important role housing plays in
our economy. At the meeting, one of the things I heard was that
it would be more difficult for folks, especially first-time home buy-
ers, to get a mortgage if the mortgage interest deduction was sig-
nificantly cut back or eliminated entirely.

Mr. Calabria, as someone who knows a thing or two about hous-
ing and who supports getting rid of the mortgage interest deduc-
tion, I would like to hear from you whether you think there is any
truth to what I heard from the homebuilders, in that it would be
more difficult for folks to qualify for mortgages if the deduction was
cut back in some way or eliminated.

Mr. CALABRIA. I think it depends on what you assume about
house prices. And, you know, I think you will hear on the second
panel, you have heard here that if we get rid of it, house prices will
come down. And so I want to go to the point that the Ranking
Member raised, which is I as a homeowner, if the choice given to
me was would I like to pay a little bit less for that house or would
I like to have the mortgage interest deduction and those two cases
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leave me equal payments, I would rather pay less for the house,
quite frankly.

I think it is not going to be any harder, because prices will come
down, which means people have to save less to buy that house. So,
again, there are going to be price effects, but I think that is actu-
ally a plus, not a minus.

Mr. JOHNSON. Well, as a builder, we never include that as part
of our computation. You know, you build a house for X amount of
dollars and you put the profit on there and you charge the people
that price, and it doesn’t make any difference what the deduction
is.
Mr. CALABRIA. And I would certainly agree. As a builder or re-
altor, you have to take the market as a given, you know, because
you don’t necessarily drive the market, but the overall interest de-
duction does drive the market to a degree.

Mr. JOHNSON. Mr. Toder, your thoughts on that same question,
please.

Mr. TODER. Well, you know, from people I have talked to, and
maybe someone else can contradict this, I am not aware of banks,
and I have dealt with several lately, asking anybody what their tax
situation is when they are applying for a loan. They want to know
your wealth, your income, your assets, but whether you are benefit-
ting and how much from the deduction is not something that ever
gets on the form, so I am not quite sure how it——

Mr. JOHNSON. No. They want to know if you can afford the
payments.

Mr. TODER. Yeah.

Mr. JOHNSON. Okay. Thank you.

Mr. Calabria, later on we will be hearing from Gary Thomas, the
President of the National Association of Realtors. And in his testi-
mony, he argues that the tax system supports home ownership by
making it more affordable. So is Mr. Thomas wrong here, or do you
think the mortgage interest deduction inflates home prices? You
have said it does, I guess.

Mr. CALABRIA. I think the mortgage interest deduction inflates
home prices by a degree. I also think it is important to parse out,
you know, the mortgage interest deduction is a subsidy for debt,
not home ownership. We can come up with a variety of ways. I
would argue if we want to subsidize home ownership, we should be
subsidizing home equity. Give households something to pass on,
not debt.

So, again, part of my objective here is not to change effective tax
rates or not to change home ownership rates, but to change the
amount of leverage and indebtedness we have in the system so that
households have real wealth in that house, not just a big mortgage.

Mr. JOHNSON. So in other words, you believe repealing the
mortgage interest deduction would reduce home prices. How much
do you think it would reduce them?

Mr. CALABRIA. Let me first say, it depends on the markets. I
think if you looked at someplace like Houston, where it is incred-
ibly easy to build, there will be zero price impact. You look at
someplace like San Francisco, and I think prices will come down
something like 10 percent. So it really depends on how tight the
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supply is in that market. You are not going to see a uniform im-
pact.

I would also add, it is my belief the prices will come down in
markets that are, in my opinion, way overpriced as it is. So, again,
there is not going to be an impact in most of Texas.

Mr. JOHNSON. Yeah. I think I agree with you.

Mr. Toder, do you care to comment on that?

Mr. TODER. I agree. I think it is just very variable. I think prob-
ably there will be some impact immediately in all markets, because
it is hard for housing to adjust immediately, but that will be very,
very variable across markets.

Chairman CAMP. All right. Thank you very much.

Mr. Rangel is recognized.

Mr. RANGEL. Thank you, Mr. Chairman, for calling these hear-
ings.

Ms. Gravelle, could you expand on the idea that if we reduce the
top rate and broaden the base, that it could be a disadvantage to
moderate and higher—it could be an advantage for the moderate—
it could be an advantage for the higher income, but moderate and
middle-income people could be adversely affected?

Ms. GRAVELLE. Well, if you want to achieve some of the rate
reductions at the top that have been talked about, like going to,
say, 25 percent, it is very hard to see a way to do that through tax
expenditures or even—there are not that many nontax expendi-
tures you can think of for individuals, either.

So if you lower those rates and then do tax reform, and it is rev-
enue neutral, then you would have to raise the tax burden on the
middle class or low-income people. You know, there are only so
many pieces of this puzzle. So either you can’t lower those top rates
with base broadening or people at higher incomes get a reduction
in their tax burden and somebody else has to pay for it.

Mr. RANGEL. Well, the theory that most of us use is that there
are some preferential treatments that are given to individuals and
corporations that if they ever had a reason for being, it no longer
exists, and that the system is unfair, and that by eliminating what
some call loopholes or others call unnecessary incentives, that this
would give us the funds to reduce the rates without having a se-
vere impact on the incentives that we talk about here.

So one person’s loophole is another person’s incentive, but basi-
cally speaking, you are saying that you could not reduce the top
rates to 25 percent, even eliminating the so-called loopholes, that
it would adversely affect the moderate and middle income because
we vs;ill be taking away from them tax benefits that they now
enjoy?

Ms. GRAVELLE. If you are willing to raise the tax on capital
gains to ordinary rates and change the scoring for that, that the
Joint Tax Committee does, without big behavioral responses, if you
are willing to tax capital gains at death, if you are willing to tax
defined benefit pension plans and 401(k)s, there are some things
there. What I am saying is I think most of those things are things
that the people are interested in trying to retain in a tax reform
that will accommodate growth, they are not some of the things they
want to do. So if you take those off the table you have very little
left.
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Mr. RANGEL. So basically what you are saying is that, politi-
cally, we would not be closing the so-called loopholes in order to
raise the type of revenue that would be necessary to lower the top
rates.

Ms. GRAVELLE. Unless you are willing to go after those kinds
of provisions.

Mr. RANGEL. It’s just that, you know, every time we talk about
closing loopholes we get support from the Republicans until we try
to do it. Then they say we are raising taxes on those people that
we thought was equity. And then we have some people out there
saying that they don’t want any more revenue because more rev-
enue means tax increases.

We have to find what you have said, which is clear, that if you
are going to close loopholes or bring equity to the system, somebody
is going to get hurt. You can call it just treatment under the Code
or you can say they have to pay more taxes. But your statement
is based more on the political will to do what we have to do than
the fact that we can raise the money if we had the will to do it.

Ms. GRAVELLE. Well, it is not just political will. It is whether
you think there are merits. I think there are a lot of difficulties in
taxing capital gains at death, for example, or imputing incomes
from defined pension plans. So we laid out all of those. Some of it
is practical. Some of it is provisions of merit. Some of it is political.
But it all looks to us very difficult to come up with the base broad-
ening that you would need, particularly at the top.

Mr. RANGEL. Thank you.

Chairman CAMP. Thank you, Mr. Rangel. I certainly appreciate
your comments but I think we will let the Committee have a try
on how difficult this will be.

Mr. RANGEL. That is all right.

Chairman CAMP. Mr. Tiberi is recognized for 5 minutes.

Mr. TIBERI. Thank you, Mr. Chairman. Mr. Calabria and Mr.
Swagel, I found your testimony fascinating. I didn’t agree with it
all, but found it fascinating. Mr. Calabria, I love your last name by
the way. You make a great point that is not often made in your
written testimony on page 3: It should be emphasized that the de-
ductibility of mortgage interest and property taxes is not exclu-
sively to homeowners, in that landlords can also expense these
items as well as claim a depreciation allowance for rental prop-
erties.

Here is the point. And I don’t think you realize you made this
point. If I own rental property and my taxes go up, I increase rents.
If you take this away—mnot you, we—if we take this away from an
owner of rental property, you don’t think rents are going to go up?
They are. I am not going to allow you to answer, because I have
to tell you I own property and they are. They are going to go up.
That wasn’t a question. That wasn’t a question.

And so here is another point I wanted to make and then I will
let you guys shout if we have any time left. Mr. Swagel, higher in-
come households tend to purchase larger homes with greater home
mortgage debt and thus receive larger tax subsidies. You forgot to
mention the AMT. The more people, taxpayers, have deductions
and credits, the more they have higher income, higher mortgage in-
terest deduction, higher property taxes, higher deductions on their
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return, the more likely they are going to be subject to the AMT.
And I am painfully aware of that.

So the other point that you both made was with respect to higher
income. The data that I have in front of me from Joint Tax from
2004 show that 75 percent of the mortgage interest deduction ben-
efit was collected by those earning less than $200,000. And the ma-
jority of those earning less than $200,000 made less than $100,000.
And I would argue—I don’t have the stats for this—the closer you
are to $200,000, the more likely you are going to be subject to the
AMT, which will, again, mean you are going to be paying more taxes.

My final point deals with theory versus reality. As somebody on
the street who was a realtor, I will tell you my bias. I was a real-
tor. Never once did I have a client say to me, Pat, I want to buy
this house because I can get a higher mortgage interest deduction
or I want to buy this house because the property taxes are higher.
Actually, people wanted to go where property taxes were lower.
Even if they were actually itemizing their deductions, they didn’t
say, boy, I want to go pay more taxes so I can deduct more of my
income. I have never seen that behavior as a realtor.

One more point and then I would love to have maybe your
thoughts, both of you, Mr. Swagel in particular, you mentioned the
low-income housing tax credit. As a Republican I would argue if
you look at all the housing policy that the Federal Government
does, and unfortunately Mr. Camp doesn’t have jurisdiction over all
of it. We only have jurisdiction over some of it. Whether it is at
HUD, whether it is Section 8 housing—I'm very familiar with both
programs—or whether it is the low-income housing tax credit, as
someone who tilts to the right from your testimony, why wouldn’t
we be encouraging public-private sector support? Maybe the
amount is wrong, maybe the subsidy is wrong, but isn’t it a good
thing to get the public and private sector working together, which
is exactly what the low-income housing tax credit does? It gets the
best of both worlds. It has the Federal Government involved. It has
the private sector involved. It has nonprofits involved.

In my community, I have to tell you, if you and I went to tour
housing for low-income people in my community in central Ohio
and you looked at HUD property and you looked at Section 8 prop-
erty and you looked at low-income housing tax credit property,
there is no comparison in terms of what is the best managed, the
best utilized, the best housing for low-income individuals.

And I take issue with the fact that we don’t have low-income
housing. I can give you a property in my district on Livingston Ave-
nue that has homeless veterans transitioning in their lives in prop-
erty. They went literally from the streets into low-income housing
tax credit property into the workforce. It is a fabulous, fabulous
property. Go ahead.

Mr. SWAGEL. I would say the goals of both the mortgage inter-
est deduction and the low-income housing tax credit are laudable
and I fully support the goals. The question, as I have written in
my testimony, is the targeting. And it is an open question in the
economics literature for the LIHTC how effective it is. Do the bene-
fits o(f)' this taxpayer support, to what extent do they result in new
units?

Mr. TIBERI. Help us improve it. Help us improve it.
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Mr. SWAGEL. That is exactly it.

Chairman CAMP. The time has expired. Mr. McDermott is recog-
nized.

Mr. MCDERMOTT. Thank you, Mr. Chairman. Russell Long, the
old Finance Chairman in the Senate, once said that tax policy is
“Don’t tax you, don’t tax me, tax the guy behind the tree.” I appre-
ciate you having this hearing because I think we need to wake up
the people because they are the people behind the tree in this one.

And Ms. Gravelle, Mr. Calabria and Mr. Toder concede that the
elimination of the mortgage interest deduction would reduce hous-
ing prices. They seem to think it might be a good thing since it
would lower cost presumably for new buyers.

Now, we already heard that 70 percent of the people who get this
deduction are making less than $200,000. And I want to know how
such a policy would affect seniors or people who are soon to retire
who may have a significant portion of their savings in their house.
To see their house drop by 10 percent or whatever, we don’t know,
we are just guessing how much percentage. In Seattle they dropped
about 30 percent in 2007. So we don’t know what is going to hap-
pen.

But we are setting in motion a policy to pay for a reduction in
corporate taxes down to 25 percent by taking it away from home-
owners and people who were told by their father, as everybody on
this dais was and practically half the people in the audience, when
you get a chance, buy a house. Everybody in this country was told
that. And some make it and some don’t. So what happens to those
people?

Ms. GRAVELLE. Well, in every transaction on the demand side
there is somebody on the supply side and if we use housing that
is the seller. Clearly, if house prices fall the people who are selling
their houses are going to lose money from that. I would say,
though, I am not convinced there is going to be a large effect, at
least not in the long run. We are talking about permanent tax pol-
icy. Simply because in the long run the supply curve for housing
is probably pretty flat, the only thing that would have an effect
would be land. Maybe land would have an effect.

But in the short term, the people who are within the few years
while the market is adjusting, yes, it is going to be like a one-
time—if you have a price fall it would also be partly a one-time hit
to them as well as a hit to the demanders who are having a direct
tax reduction.

Mr. MCDERMOTT. Suppose this Committee decided that we
would allow you to have a deduction for interest on any loan under
$300,000. How would that affect the country? I mean, I look at the
loan amounts State-by-State and all of the ones who are in the top
14, with the exception of North Dakota and Utah, are on the coast.
They are either Hawaii, Washington, Oregon, California or you
start down the east coast and you get all the way down to Virginia.
So what would happen if we set a cap? Let’s say we will allow you
a deduction up to $300,000?

Ms. GRAVELLE. Well, that is the proposal people are talking
about now, lowering the cap. I mean, it just depends on where in
the income distribution you want to constrain this benefit. So if you
lower the cap to $300,000—mortgage interest you are talking



83

about—then you are going to have a smaller part of the community
of homeowners having a marginal deduction.

One of the problems, though, with these caps on deductions is
they kind of worsen the problem that I talked about. I mean, you
are creating essentially a bigger inframarginal benefit. So you are
going to have more marginal tax that is sort of raising effective tax
rates at the margin to trade off against the rates. But, basically,
that is distributional. Right now the limit is $1 million and you will
reduce substantially the benefits of the upper-middle-income-class
individuals. And you would retain benefits for say the $75,000,
$100,000, those kinds of taxpayers.

Mr. MCDERMOTT. Yes, go ahead.

Mr. CALABRIA. I want to make two quick points which, as I
suggest in my testimony, I think we can do in a way where the
same households who would be losing the mortgage interest deduc-
tion also see a corresponding decline in their tax burden so that we
can construct this in a way that those households are held harm-
less tax wise.

And, second, let me say, you know, on average overwhelmingly
homeowners are wealthier than renters. And so to me, I think if
we made it easier for renters to buy at the expense of households,
that reduces wealth inequality, which is something I think we are
concerned about.

Mr. MCDERMOTT. We are talking about simplifying the Code,
aren’t we? And you are talking about adding 53 more pages to talk
about this tradeoff between—I don’t see how you make it simpler
for the average person. For instance, John and I both got exten-
sions.

Chairman CAMP. Thank you. Mr. Reichert is recognized.

Mr. REICHERT. Thank you, Mr. Chairman. Thank you for being
here with us today.

All of us in this room, and across the country recognize how dif-
ficult it is going to be to accomplish tax reform. But the process
that we have been going through over the last couple of years now
has been one of the most open. And I am only—this is my ninth
year in Congress. I had a career prior to arriving here. But in my
tenure here this has been one of the most open and transparent
processes that I have been engaged in and I think most Members
of this panel will agree with that.

As the Chairman mentioned, we have had over 20 hearings re-
garding tax reform, all aspects of tax reform. One hearing associ-
ated with the working group that I work on—that I co-chair on tax
exempt organizations—one hearing was 8 hours, 42 witnesses just
a month or so ago. We have had working groups with hearings and
discussions, open to all the Members here on this panel and open
to all of you and the public.

We have had discussion papers issued for people to review, open
and transparent and all recognizing that we need to do tax reform.

And this political rhetoric from an old cop’s perspective is really
becoming tiring. What we need to do is work together for the Amer-
ican people to make sure that the tax law works for them, that we
are not continually taking away from the American worker, from
the hard working citizen every day. They need a simpler tax form.
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They need a fairer tax form. And I think, again, every Member of
this panel would agree with that.

So to throw political bombs every time we have one of these
hearings is becoming pretty hard to stomach from my point of view.

I know there are people listening today across this country who,
when they see this on some sort of a rerun sometime this evening,
are thinking, you know, I am a family and I am looking to buy a
home. My first home. Or if I have now owned my home for a while
and am a family that has been able to work up the ladder, the eco-
nomic ladder, and now I want to buy a second home. Or later in
life, now over 60 like I am, maybe I am thinking about buying or
selling my home and how does that affect me as I exit the home
market, the discussion we are having?

So, for at least these three points, the first home buyer, the fam-
ily looking to buy a second home, or we have someone who is near-
ing retirement and looking at maybe selling their home, can you
tell me how the mortgage interest rate deductions affect all of the
families that I have just mentioned in each situation? Mr. Swagel,
would you care to comment, please?

Mr. SWAGEL. Sure. I would focus on the first one that you men-
tioned, because I think it is critically important to support the goal
of home ownership and getting people from rental to home owner-
ship. And mortgage interest deduction helps, it is just the benefits
of that are mainly to people who don’t need the help. I mean, it
is the structure of our Tax Code. Most first-time home buyers are
not spending a million—don’t have a mortgage of a million dollars.
We subsidize a million dollars, 1.1 including home equity. So the
first-time home buyer gets help. Probably most of the benefits go
to people who are not in that category.

If we are exiting then, if we are someone who exits home owner-
ship and goes into rental, they are losing the tax benefit. For many
people home ownership as they age isn’t the right thing. And if this
were providing them an incentive, the tax system is biasing their
choices. To me, that is the biggest problem. We don’t want the tax
system to tell people what to do or to bias them on what to do. And
I think that is the case.

Mr. REICHERT. If you have a senior, for example, my father-in-
law has just sold his home. His spouse, my mother-in-law, passed
away 3 years ago. He sold his home and guess who he is moving
in with. But he has been able to pay off his home. So we tax his
income, income that he could use from that home to help subsidize
his retirement, medical bills, et cetera, that he might have. That
doesn’t make sense to me that the government is going to take
away from a prudent man who has worked hard his entire life who
is 88 years old. We are now going to take away some of his ability
to pay for his retirement. Does that make sense to you?

Mr. SWAGEL. I actually support the exemption for capital gains,
the capital gains exemption.

Chairman CAMP. All right. We will have to leave it at that.

Mr. Lewis is recognized.

Mr. LEWIS. Thank you very much, Mr. Chairman. And thank
you so much for holding this hearing. I want to thank all of the
witnesses for being here.
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Ms. Gravelle, since the stock market crashed in 2008, my district
in Metro Atlanta has been troubled with foreclosures. I want to go
to what Dr. McDermott implied. Communities and families were
turned upside down and there are still many of these families in
the communities and neighborhoods that are troubled.

In 1944, when I was only 4 years old, my father had saved $300.
He bought a house, a home. He had been a share cropper. Bought
a house and 110 acres of land. I know this is not 1944, but is it
right, is it fair, would it be just for us to say to a working family,
to a middle-class family that we are going to snatch the rug from
under you?

We have been told over and over again buy a piece of the rock.
Own your little piece of land. Own a house. The Federal Govern-
ment should be about helping, caring. Could you comment?

Ms. GRAVELLE. Well, I think—first of all even though there is
only about a third of people who use the mortgage interest deduc-
tion, two-thirds of people, families have their homes. And, as I said,
I think one important issue to keep in mind is this is an asset for
middle-class families. They have

Mr. LEWIS. It is a major investment for middle——

Ms. GRAVELLE. If we look at the data we see one of the ways
that people save is by acquiring a home. And whether they sell
that home or whether they have a home that they don’t have a
mortgage on when they retire, either one of them helps in their re-
tirement benefit.

So I think that is something to take into account. A lot of econo-
mists are very critical of the mortgage interest deduction for a lot
of the reasons I have heard here and I am certainly aware of those.
But I do think that is an important issue. And, by the way, my
daddy was a share cropper too, and I came from Georgia, so we
have some things in common here.

Mr. LEWIS. Thank you. Well, you understand.

Ms. GRAVELLE. I understand poverty.

Mr. LEWIS. Thank you very much. I yield back.

Chairman CAMP. Thank you.

Mr. Roskam is recognized.

Mr. ROSKAM. Thank you, Mr. Chairman. I just want to thank
the panel. I feel like Tevye here in Fiddler on the Roof. On the one
hand and on the other hand. I could listen to you talk for quite a
while because I am finding myself learning things and that is what
hearings are for. So thank you for your testimony and the sincerity
with which you are approaching this.

Mr. Calabria, a question for you as it relates to transitions. Let’s
assume for the sake of argument that there is a sunset on the
home interest deduction. How do you contemplate a good transi-
tion, a good set of transition rules, or how does that play into some-
body that has operated on an assumption, that is a reasonable as-
sumption, and that is hey, this thing is here to stay and they take
on a 30-year obligation? What is the transition that is reasonable
and fair and doesn’t pull the rug out from underneath the tax-
payer?

Mr. CALABRIA. Let’s start with the observation that it is a 30-
year obligation, but the median life of a mortgage has historically
been about 7 years. And in this interest rate environment I think
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it will be closer to 8 or 9 because people are less likely to want to

get a new mortgage with these low rates that they have today.

With that said, the transition window doesn’t need to be 30 years.

ithink 7 or 8 would be the outside transition window that I would
ave.

But you certainly could say whether you have a mortgage today
versus people getting new mortgages coming in, I do think there
are ways to make people held harmless.

I also would note for families under $100,000 in income, the av-
erage I believe they are getting is about $200 in value annually
from the mortgage interest deduction. For these families you could
certainly just increase the standard deduction by $200 or $300 and
they are held harmless post tax wise.

So part of this question is do you hold them harmless on their
mortgage? Do you hold them harmless on their tax burden? And so
I think we could actually do this simply. Because you could cer-
tainly do it through standard deductions. You could do it through
other ways that are not all that complicated. Of course you can also
do it in complicated ways.

Again, I would not have a transition period that goes for more
than 7 or 8 years tops. But I think you can front load that in 3
or 4 years and most of the benefits and most of the costs would be
there. But, again, I want to emphasize I believe it should be done
in a budget neutral way where you are leaving the same families
more or less the same after tax. They are just not tied to their
mortgage.

Mr. ROSKAM. I understood everything you just said. What about
the person, though, that isn’t part of the average or isn’t part of
the mean, they are outlier and they tend to write their Members
of Congress, and they say, look, you know I have a 30-year mort-
gage. So are they pressing their nose up against the glass looking
in or do they get accommodated somehow?

Mr. CALABRIA. Again, the question is whether you want to hold
them harmless on the house, which, again, only matters in tight
housing markets. In places like Houston there is not really going
to be a long-run price impact. Are you going to hold them harmless
after tax? Now, I think you could hold them harmless after tax by
again looking at things like whether you want to give a special de-
duction for your homeowner. And if you want to subsidize owner-
ship, you can give a deduction for a homeowner whether they have
a mortgage or not.

My primary point here today is that if we care about home own-
ership, we should not be tying it to a mortgage, we should be tying
it to home ownership which, again, I am skeptical whether the ben-
efits outweigh it but, again, that is what the discussion should be
about, not about having a bigger mortgage.

Mr. ROSKAM. The phrase that you used during your testimony
or during one of the responses, you said give households something
to pass on, not debt. What did you mean by that?

Mr. CALABRIA. If I want to have a variety of ways to try to get
people into home ownership, certainly some sort of matched down
payment assistance could be a direction. If you want to help them
try to build equity—I will use myself, I live in the District of Co-
lumbia so, unsurprisingly, I have a large mortgage. I think what
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bothers me is the fact that—and, again, I don’t want to paint my-
self as representative, but I would like to pay more of it down. But
the fact that I will be penalized by the Tax Code for reducing my
own leverage strikes me as ridiculous. It is making me make bad
decisions.

Mr. ROSKAM. Thank you. I yield back.

Chairman CAMP. Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman. Thank you to the panel-
ists. There are few items in economics that touch every aspect of
economics like housing. Income elasticity, supply, demand, tax pol-
icy. And I associate myself with Mr. Tiberi and Mr. Lewis on this,
because I think still trying to get people into home ownership is a
desirable goal.

My public life was in local government and trying to generate
new units and trying to find a place where interest rates and price
would get people into the market. We were able to come to one fast
conclusion. Once people owned a home they really helped to trans-
form the neighborhood. They made pretty good decisions every day.
If you are working and you own a home, it is part of building a
community.

I think one of the dangers of the tax reform discussion we are
having, and it is a long way off I think to conclusion, but certainly
a compliment to the Chairman as well on conversational tone of
these get-togethers we have had, because they really have been
learning experiences. But I think we need to be mindful of what
broadening the base could mean.

Broadening the base really could mean that middle-income peo-
ple are going to be paying more in an effort to cut that rate from
35 to, as the President has suggested, 28 and Members on the
other side have suggested 25. But the homeowner deduction really
does serve a very necessary purpose and that purpose is getting
people who can do it—I think one of the outcomes of the financial
crisis that we witnessed was—albeit a slow discovery, but renting
is a good idea for some. But, nonetheless, still in an old city in New
England home ownership is essential.

I thought that some of the testimony, particularly from Ms.
Gravelle, you suggested that identifying tax provisions that would
allow significant reductions in the top rates while maintaining the
curlre?nt distribution of tax burdens, what do you mean by that ex-
actly?

Ms. GRAVELLE. Well, again, in our report we identified a hand-
ful of provisions that are significant at the top. That is capital
gains, capital gains at death, dividends, pensions, and then the two
itemized deductions really important for those folks, charitable con-
tributions and State and local income tax deductions. But 70 per-
cent of those provisions are related to savings incentives.

So if you are reluctant to go after those savings incentives, and
there are reasons you might want to be, that makes it very hard.
If we eliminate all itemized deductions as we said, we have about
5 percentage points. So that is a long way from the distance that
people were talking about for the top rate.

Mr. NEAL. Well, I have an interest in savings here, how to gen-
erate greater savings, and as you have described it, maybe you
could comment on this. I suspect the answer might be in some
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measure a bit illusive. But there are some who put the devil’s advo-
cate hat on that say that after you do home improvements and
after you keep adding on an additional room or you keep exploring
new ways to improve the property that in some measure it might
not look quite as good or as appealing as it originally did as you
relate it to the whole notion of savings. Could you speak to that?

Ms. GRAVELLE. I'm sorry; could you clarify?

Mr. NEAL. Well, there are those who argue from time to time
that after one gets done improving a home over the course of a 30-
year mortgage and all the things you do, because as you improve
the home property taxes go up and even the value of the home
might not go up, given what has happened in the last 5 years
which remains fairly stable, there are those who say it is not quite
as good a deal as it ordinarily would be. But is that a vagary of
the marketplace or just a

Ms. GRAVELLE. Well, I think that is the marketplace. I mean,
if you look at housing before the housing bubble burst, housing
looked like a very, very good investment. At least my house was
a good investment. It fell down a little bit. It is going to come back
up. I mean, this is a blip in the market.

So I think homes are not a bad investment. The only way in
which they are kind of questionable is if you put too much of your
money in a home you don’t diversify your portfolio very much. But
then that is savings that you wouldn’t have had anyway and people
do tend to be a little myopic about savings sometimes. They don’t
really think about the future as much as perhaps we economists
say they should. If it is just extra saving, then that is all to the
good for your ability in retirement to have a decent standard of liv-
ing.

Mr. NEAL. Mr. Calabria is pining to get an opportunity here.

Mr. CALABRIA. I just wanted to make two quick points. Pro-
fessor Schiller at Yale has estimated—put together a price series
for the last 100 years and has found that the after-tax return of
housing over the last 100 years has averaged 1 percent annually.
So I do think the last

Chairman CAMP. We are going to have to leave it right there.
We will go to Mr. Buchanan.

Mr. BUCHANAN. Thank you, Mr. Chairman. And I want to
thank each of our witnesses for being here today. I am a Member
from Florida and this recession has been brutal on homebuilders
and jobs. Florida is growing at a thousand people a day, you know,
over the last couple of decades or so. We are in a tendency now
where we are starting to come back. A lot of our builders have been
basically put out of business, but they are starting to come back,
as well.

But I will tell you this, what I have seen lately and really over
the last 30 years, the interest deduction does make a difference. I
see a lot of homes that are being built in our area, the ones that
can afford to buy a second home or buy a home, a lot of them, 70
percent, are paying cash. But the other part of it in terms of south-
west Florida, there are a lot of people who are buying homes for
$200, $250, $280 thousand. That is where the marketplace is. I
think of two or three of our largest homebuilders that have sur-
vived this and that is where their focus is.
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A lot of those are young families, first and second home buyers.
A lot of them have student loans or they are people that are work-
ing, technicians in our area. They are making $50,000 a year. They
are being squeezed in terms of higher health costs and everything
else in their area. But the interest deduction to a lot of them is a
difference of $200 or $300 when they look at the overall payment
that they are going to get back or to have that break in terms of
going forward.

So I would just ask, Mr. Fleming, when you look at this, this
hasn’t just been a recession in Florida. I hate using this word, but
it has been a depression. We are starting to get some momentum
coming back, especially in terms of homes $250,000 and under.
What impact will this have, do you think, on eliminating that de-
duction? I just see this having a huge impact on a lot of people in
our area.

Mr. FLEMING. Yes, it is true. You unfortunately are from one
of the poster childs of everything that went wrong in the housing
market over the last 5 years. And there is recovery there. In large
part, actually, the housing recovery that you are seeing is being
driven by what are typically abnormal forces in the housing mar-
ket. Institutional investor activity, lots of cash buyers. These are
not the normal things that drive prices up. It is typically growing
incomes and first-time home buyers entering the market and
things like that.

It is hard to say, I guess. I was laughing with a colleague of mine
this morning saying the only thing I can be absolutely sure about
with the mortgage interest deduction is that given that it creates
both the incentive to consume more homes and some level of in-
creased home ownership in and of itself. But all of that urban
sprawl and traffic that I had to drive through to get here this
morning can be attributed in part to mortgage interest deduction.
Of that I am sure.

But in other terms I think we have to be very careful. The price
responds to something like a change, any sudden change. My testi-
mony kind of gets to the point that suppliers, sellers, and buyers
immediately respond to temporary change or immediate shock.
Right? And we saw it in the first-time home buyer tax credit, we
saw it with the capital gains tax.

So the idea of an immediate shock happening, yes. The mag-
nitude, harder to tell. Most of the models that we look at, the econ-
ometric models that come up with estimates of the price changes,
basically hold the supply side inelastically fixed. In other words,
there is no supply response to the impact. So of course the price
response is bigger. In the immediate term that is true. It takes on
average 9 months to build a home. Right? But in the longer run,
of course there is going to be some sort of supply response to it.

So it really gets down to, yes, maybe there is an immediate shock
but the overall longer-run benefit is not necessarily as strong as
the estimates that are empirically derived show.

Mr. BUCHANAN. Any of the other panelists, I would like to get
your thoughts.

Mr. CALABRIA. I will make a couple of quick—clearly in my
proposal I want to hold those families harmless after tax. I want
to emphasize that. Second, $180,000 and below, if that is your only
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deduction is the mortgage interest deduction, you are better off
itemizing. And we see that. And, third, as I mentioned in my testi-
mony, the value of the mortgage interest deduction fluctuates with
interest rates and, interestingly enough, if you did a time series
when you value the mortgage interest deduction at its highest it
is actually when construction is at its lowest. So they are inversely
related. I have seen very little, if any, evidence to suggest to me
that we see extra construction because of the mortgage interest de-
duction. Ultimately construction is driven by population and house-
hold formation.

Mr. BUCHANAN. The point I was trying to make, in the real
world just looking on the ground there, there are a lot of families,
whether they are 30, 35, two workers in the family, that deduction
of $200 or $300 makes a difference per month because that is what
they are going to see. And the second point is we are historically
low in terms of our interest rates at 3 or 4 percent. If you go back
over 30 years, I remember you could not get a mortgage rate under
10 percent, but normally 7 or 8 percent. Again, that would even be
a bigger issue for them going forward.

Chairman CAMP. Mr. Pascrell is recognized.

Mr. PASCRELL. Thank you, Mr. Chairman. As was mentioned
previously by Chairman Johnson, we worked over the last several
weeks having I think seven really concrete meetings with different
groups and looking at the possibility, not only in residential but
commercial real estate. And our objective, Mr. Chairman, was to
see whether some sheltering of income, some incentives, or any of
them, made sense in terms of economic strength and fairness. I
think that was significant in every group that we talked with, and
it was certainly an elevated discussion all the time and it was civil
and thanks to Mr. Johnson I think we did a lot of work in a very
short period of time.

The Tax Code has many provisions that impact residential real
estate. And some of them, including mortgage interest deduction
and deduction for State and local property taxes, are among the
largest expenditures.

It is not a surprise that they would be looked at in a quest to
eliminate expenditures to lower the rates. But I think we need to
proceed with caution. And you heard that this morning from our
great panelists here.

These expenditures are large not by accident. They are large be-
cause they are well understood and utilized by the middle class.
We can’t simply do tax reform and we can’t do tax reform simply
for tax reform’s sake. We want to come out of this. I mean, most
of the pages that are written in the Code were not written by you,
Mr. Chairman, or me. They were not written by average middle-
class folks. Huge groups that could afford a lot of lawyers, wanted
to hide certain parts of their income. They are not criminals to do
that. But we are looking at what is fair and what is not fair. And
I think both sides would agree to that simple statement.

Ms. Gravelle, I have a question. In your testimony you made a
point that the tax preferences for owner-occupied houses like the
mortgage interest deduction and the deduction for State and local
taxes, are not the tax preferences most significant to the top tax
brackets. I think that is what you said. Am I correct?
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Ms. GRAVELLE. Yes. Yes, that is right.

Mr. PASCRELL. I strongly believe that we need to do something
about income inequality in this country. Now, according to a recent
study by Samuel Saez of the University of California Berkeley, the
top 1 percent of households captured 121 percent of income gains
between 2009 and back to 2001. The 99 percent actually grew
poorer. Between 1993 and 2011 the top 1 percent income grew by
57.5 percent while income for the rest grew 5.8 percent.

What is the percentage of taxpayers with incomes over $1 million
who take the mortgage interest deduction? Do you know that?

Ms. GRAVELLE. I think it is a large percentage. But it is a
small percentage of their income. High-income people have houses
and sometimes they have mortgages, but I imagine Eric is pointing
his finger here; he knows this answer better than I do.

Mr. PASCRELL. Go ahead.

Mr. TODER. I think about a third of the people with income over
$1 million take the mortgage interest deduction. And many of them
have already either paid down their mortgages or, actually, I
should say benefited from it, because we assume that if you elimi-
nated the mortgage interest deduction many of those people would
just simply pay off their mortgages.

Mr. PASCRELL. Does that hold also for State and local taxes?

Mr. TODER. Almost all of them would be taking State and local
tax deductions.

Mr. PASCRELL. So pretty much the same; right?

Mr. TODER. Right.

Mr. PASCRELL. According to the Joint Committee on Taxation,
75 percent—75 percent of the MID is claimed by taxpayers with in-
comes below $200,000. That is what Mr. Tiberi and Mr. Levin
pointed out before. It is about the same for State and local taxes.
And I agree and associate myself with the words of Mr. Levin and
Mr. Tiberi. If we eliminate the deductions for mortgage interest
and State and local taxes, how much would tax rates have to come
down in order to ensure the middle class is going to be paying an
overall lower effective rate?

Chailrman CAMP. If you could answer briefly because time has
expired.

Ms. GRAVELLE. Just from memory, I think it is somewhere—
that class of those deductions are about 10 percent of income. So
you are talking about a 10 percent rate reduction.

Chairman CAMP. Thank you.

Ms. Jenkins is recognized.

Ms. JENKINS. Thank you for being here. Thank you, Mr. Chair-
man.

Mr. Toder, your testimony comes to the conclusion that the mort-
gage interest deduction does a poor job at promoting home owner-
ship. It mentions studies that have compared home ownership
rates in countries like Canada, the United Kingdom and Australia.
Can you just elaborate for us on how the U.S. compares in terms
of overall home ownership rates to those similar countries and
what sort of policies those other countries employ to promote home
ownership?

Mr. TODER. I am not sure what all the policies are in terms of
their financial market policies, but Canada, Australia and New
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Zealand have all eliminated the mortgage interest deduction, which
they previously used to allow. The United Kingdom has been phas-
ing it out over a long period of time. They were actually doing it
through the banks, so you would get it at the basic rate. The people
above the basic rate wouldn’t benefit from it. But they gave the
subsidy to the lender and that had the same effect, really had
the same effect as the proposals I am talking about, of converting
the deduction to a credit, which would give the same percentage
subsidy to everybody. So that was the way they did it. But in all
of those places the home ownership rate is at least as high as it
is in the U.S.

Ms. JENKINS. Okay. Speaking of that, you noted that recent
major tax reform proposals, including Simpson-Bowles and the
President’s 2005 Tax Reform Advisory Panel and the Bipartisan
Policy Center, have all recommended moving from an interest de-
duction to tax credits.

The general consensus appears to be between 12 to 15 percent
credit and either refundable or nonrefundable. I believe that you
worked with the Bipartisan Policy Center on developing their tax
reform proposals. So could you just describe for us how the deter-
mination was made to arrive at that credit level, whether to make
it refundable, and what sort of deliberations took place?

Mr. TODER. Sure, I would be happy to. I was a consultant to
them. I was not a decisionmaker but I was helping them with the
analysis.

Ms. JENKINS. Okay.

Mr. TODER. They were trying to get a much broader tax reform
as part of an overall package to reduce the deficit, so their tax re-
form was actually raising revenue a bit. They started out with the
idea that they wanted to get rid of as many tax expenditures as
possible but came to the conclusion that some of them had to be
retained in some form, one of which was mortgage interest, another
one was charitable.

They also developed the very far-reaching idea that they would
like to get many people out of having to file tax returns. So the way
they went about that was they restructured all of the basic bene-
fits. They eliminated the standard deduction, personal exemptions,
and the earned income credit. They replaced them with a flat child
credit and a flat earning subsidy.

So they set it up so that if you were in the lowest tax bracket,
and you didn’t have a lot of capital gains, you didn’t have to file
a return. It would all come out through withholding. And so this
kind of mortgage interest subsidy fit into that. It was a subsidy at
the basic rate of 15 percent, which was the bottom rate in their
proposal.

Ms. JENKINS. Yes, Mr. Swagel.

Mr. SWAGEL. I would just like to add to what Eric said, the
comparison between a credit and a deduction is an important one.
The deduction is valuable to people at the bottom, but it is really
valuable to people at the top. Whereas the credit, of course, is the
same amount for everyone, depending on whether it is refundable
or not.

So in the sense of moving from deduction to credit it probably
better focuses the taxpayer resources on lower incomes. Because for
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the person starting out, Ms. Jenkins, a person buying a $250,000
house, they will get the same credit as someone using the full $1.1
million of deduction, whereas in the current system they don’t.

Ms. JENKINS. Thank you.

Mr. JOHNSON [presiding]. Mr. Davis, you are recognized.

Mr. DAVIS. Thank you, Mr. Chairman. I want to thank all the
witnesses for coming. Ms. Gravelle, the National Housing Trust
Fund was authorized in the Housing Economic Recovery Act of 2008
specifically to address the housing needs of extremely-low-income
households. The NHTF is a block grant to States that, once funded,
can be used to produce, preserve, rehabilitate and operate rental
homes for very-low-income households. At least 90 percent of the
funds must be used for rental housing and at least 75 percent must
benefit extremely-low-income households.

The NHTF is intended to be a permanent program with dedi-
cated sources of funding, not subject to the annual appropriations
process. The funds are to be distributed by a formula based on fac-
tors detailed in the statute with a $5 billion investment. Michigan
would receive $146.1 million. The NHTF was initially to be funded
by contributions from the government-sponsored enterprises Fannie
Mae and Freddie Mac; however, shortly after HERA was enacted
the financial crisis hit and of course these agencies were taken over
by a conservatorship and funding was suspended. And, of course,
Congress has never actually put the money in in the first place.

The National Low Income Housing Coalition has talked a great
deal about assistance to renters, that these individuals need some
kind of help and could benefit greatly from it. And there have even
been some who have talked about a renter’s tax credit. How do you
respond to those kind of thoughts?

Ms. GRAVELLE. Well, you could have a renter’s tax credit for
low-income people if you make it refundable. But it wouldn’t work
otherwise, because very low-income people don’t generally pay
taxes because of the earned income credit and other provisions. I
mean, for getting money to low-income housing there are a lot of
different routes. The low-income housing credit in the Tax Code is
one method, but it has to pass through a lot of middle men on the
way so a lot of folks think that grants would be better.

The other thing you could do is give people vouchers for rental
housing directly from the government. Or, as I said, you could do
it through refundable tax credit. The problem is people who don’t
file taxes then would have to file. A lot of people do, if they
are working, because of the earned income credit. But there is
always—for this particular objective there are a lot of different
ways to get there.

And I would say—maybe Eric can tell me what he thinks—the
consensus is that usually these things are better done through
spending rather than routing them through the tax system.

Mr. DAVIS. Are there any other thoughts or ways that we might
want to look at or could look at to try to make sure that these indi-
viduals or this category of citizens actually get some benefit that
might move them a little bit beyond where they are relative to de-
cent housing?

Ms. GRAVELLE. Low-income housing issues in general are not
really something that I have studied a great deal. But I think there
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has been a concern about diversifying the neighborhoods so you
don’t have pockets of low-income people in the same place. Those
are some of the issues I know that come up with public housing.

But I think an economist might say the easiest way is to give
people a voucher to help pay their rent. That might be the easiest
and most straightforward way to do it.

Mr. CALABRIA. I will just quickly mention, because I mentioned
in my testimony, the real difference between owners and renters is
that we don’t tax imputed rent for owners. And I suggested in my
testimony that we stop taxing rent and we could limit that to rents
charged below a certain level that are affordable. And if the market
is competitive in certain places that will get passed on to the
renter.

Mr. DAVIS. Thank you both very much. Thank you, Mr. Chair-
man. And I yield back.

Mr. JOHNSON. Thank you. Mr. Paulsen, you are recognized.

Mr. PAULSEN. Thank you, Mr. Chairman. I have actually found
this testimony very enlightening. It is part of that whole process
of really diving in deep as to what the Tax Code is really about,
because it is deep. If you do make changes in one area, it impacts
quite a few different areas in other sections of the Code.

Again, this is not about doing tax reform for tax reform’s sake.
This is about finding real solutions for a broken Tax Code. Every-
one acknowledges the Tax Code is broken and we need a Tax Code
that helps America compete and win, that grows the economy, that
grows jobs. And we need a Tax Code that is a lot simpler and fairer
so that an average family can actually do their own taxes.

I find it astonishing that still nine out of ten American families
are either required to pay someone else to do their taxes or pur-
chase some sort of commercial software in order to do those taxes.
And that is just not a Tax Code that is designed for the average
person obviously in terms of simplicity. That is a Tax Code that is
designed for accountants and lawyers and others.

There is a lot of inefficiency and it really is time for us—and we
are doing the right thing in terms of having 20-plus hearings, lay-
ing the groundwork, moving forward with these working groups, to
making sure it is not going to be a continuing process of just spe-
cial interests and handouts and bailouts, but really getting into the
details.

But I want to dive a little bit more into the low-income tax
credit. This is an area where I have spent some time with some
folks in Minnesota. I have seen the homes that the low-income tax
credit has actually produced through rehabilitation and loans to in-
dividuals. I do hear from the providers all the time that this is a
credit that is a very effective way of producing affordable housing
and providing homes for those who need them.

So knowing that is the case—and part of the problem in the past
has been I wonder is this tax provision going to be extended, is it
going to be extended once again? So there is no certainty, there is
no predictability for building the housing. So that is one of the
goals of tax reform, to make sure that we have predictability and
certainty.

But just to follow up, what would happen if that tax credit just
went away? Would making that tax credit permanent improve re-
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sults or whatever takes its place improve results? And is there a
way we can actually improve that credit for better results? It has
been a public-private partnership. Mr. Swagel, you talked a little
bit about that in your testimony. I know this is a long section of
the Tax Code. But can you just maybe elaborate a little bit more?

Mr. SWAGEL. Sure. I think the permanence would be really im-
portant. It could get at this uncertainty. The other thing that
would help is that the value of the tax credit varies with the eco-
nomic cycle and the demand for it. And so there is a sense in which
it is not clear that the Tax Code is the best way to do this. If we
want more supply of affordable housing units, which I think as a
Nation we do, it is probably better done as spending and not to run
it through the Tax Code.

The other thing that might be considered, and, again, it is not
argument to say do less of it, it is really do it better. But I think
my testimony questions its effectiveness. And really it is that, is it
effective and what is the best way to make it effective? Because we
want to do both supply and demand, not supply or demand. The
vouchers will help on the demand side and I think the affordable
housing tax credit, if there were a better way of doing it, could help
on the supply side.

Mr. PAULSEN. Mr. Calabria.

Mr. CALABRIA. Honestly, I have been a little skeptical and cer-
tainly looked at the low-income tax credit over time. I certainly un-
derstand why users of a program think it is a great program. But
to me the academic evidence suggests: (a) There is a tremendous
amount of crowd-out and about half of the units would have gotten
built otherwise; and (b) There is evidence to suggest that most of
the subsidy ends up with developers, syndicators, and lawyers. And
I have nothing against developers, syndicators, and lawyers, all
good people, but they are not necessarily who I think we should
prioritize subsidizing.

And so I am skeptical of it as a delivery vehicle. My tendency—
I really—I know that public-private always sounds like a good
thing, but I remember for years telling what a great public-private
partnership Fannie Mae was for the government and that didn’t
turn out so well.

So I do think we need to rethink some of what that means. I
think Phil alluded to this earlier. I think that we should directly
subsidize the people that we want to directly subsidize. If we care
about low-income households, let’s subsidize low-income house-
holds. I am very skeptical of doing roundabout ways through inter-
mediaries. If the problem is somebody is poor, let’s make them not
poor. That seems like a pretty straightforward way of doing it to
me.

Mr. SWAGEL. One other thought to add, what you heard from
the constituents in Minnesota is on the upkeep. And that really is
the case. That the tax credit subsidized units do have better up-
keep and that eventually those units go back to a fully private
model. And I think that is the challenge. How do we get that? How
do we make sure that low-income subsidies are not just Section 8,
not just for low-income people, but have the diversity and that in-
centive for better upkeep?
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Mr. CALABRIA. The geographic evidence suggests to me that tax
credit properties do get built in areas that are already high con-
centrations of race and poverty. So I tend to be more preferential
to vouchers because I think we want to be able to get people into
good communities rather than continuing to build properties in
neighborhoods that already have problems and high concentrations
of poverty to begin with.

Chairman CAMP [presiding]. Time has expired. Ms. Sanchez is
recognized.

Ms. SANCHEZ. Thank you, Mr. Chairman. And I want to thank
all of our panelists for sharing their thoughts with us today.

I represent a pretty working class district in southern California
and my constituents work very hard, often long hours and multiple
jobs in order to just save up the money to purchase their first
home. So for me it is incredibly important to make sure that we
don’t make it more difficult for working people to achieve the
American dream of owning their own home. And that is why I am
a little bit skeptical of changes to the Tax Code that would have
the effect of putting that goal for them out of reach.

Just last month we did a housing event in one of the cities in
my district, Pico Rivera, that was aimed at doing two things: Help-
ing current homeowners keep their homes and educating potential
first-time home buyers about the process of purchasing a home.
And at that event for the first time in a long time we started to
hear many positive signs about the local housing market improving
and gaining strength.

And that was in marked contrast to the past several years when
housing or the fear people had about losing their housing was over-
whelmingly the number one issue that constituents were calling
into my office and asking for help on.

So targeted provisions in our Tax Code, things like excluding the
discharge of principal residence indebtedness from income, have
helped turn that tide and have gotten the housing market back on
the right track. With the turning of that tide I think come good
paying jobs in both the construction and the housing industries,
good paying jobs that help a new group of people in turn achieve
their dream of home ownership.

Some of the overarching themes in the tax reform discussions
that we have had are a little bit concerning to me. My biggest con-
cern is that we not pay for tax reform on the backs of working peo-
ple. Broadening the base and lowering the rate sounds great, it is
a great bumper sticker, it is a great slogan, but that can’t come at
the cost of working class families.

We have heard from some of the panelists today that targeted
housing provisions in our Code create economic and market distor-
tion, but many tax expenditures are essential to maintaining parts
of our market and economy that help create good paying jobs.
Many provisions discussed today help serve that very purpose.

So my first question, Ms. Gravelle, could you elaborate a little bit
further on just how hard it will be to achieve the Majority’s tax re-
form principle, this broadening the base and lowering the rate, es-
pecially with respect to those tax incentives that are net positive
with respect to job creation?
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Ms. GRAVELLE. In our study, we took the top 20 tax expendi-
tures, which account for 90 percent of the revenue, and we went
through them one by one and said, okay, what are these, what are
the merits of these, what are the objectives. And, again, a large
fraction of those provisions relate to savings. Or just take some-
thing like capital gains. Even if you wanted to tax capital gains at
ordinary rates, the scoring methodology would not give you revenue
from capital gains.

Some of them are very difficult technically. For example, even
though a lot of people talk about taxing employee health benefits,
it is actually very difficult to impute the value of that to people in
many different circumstances. And that came up during health re-
form. That is very hard to do, and that is why they ended up with
a very limited, sort of the Cadillac of tax provisions.

Defined benefit pension plans. How do you impute income? Do
we really want to tax Medicare recipients on the value of their
Medicare benefits? What do we want to do? Do we want to leave
the earned income credit in place? Do we want to disallow the tax-
ation for catastrophic medical expenses?

We went through each of those one by one, and when we finished
examining them, we just concluded that, for a whole variety of rea-
sons, the objectives, the technicalities, the merits in general, that
it was just very hard to have a large base broadening. If you elimi-
nated every tax expenditure, we found that you could get the top
rate down to about 23 percent, but once you start cutting those out,
it gets harder and harder to do that. And that CRS report is out
there, you know, it is available for people to look at. It shows how
careful we were going through each provision one by one.

Ms. SANCHEZ. And each of those provisions you just discussed,
I am assuming probably affect middle-income and low-income peo-
ple more than any other group.

Ms. GRAVELLE. We look at some that affect middle-income and
some high-income, but many of these provisions, like employee
health insurance, really are a middle-income

Chairman CAMP. All right. Time has expired.

Mr. Kelly is recognized.

All right. Mr. Griffin is recognized.

Mr. GRIFFIN. Thank you, Mr. Chairman. Thank you all for
being here today. I appreciate it. This has been a very helpful hear-
ing.

And I want to echo some of the comments I have heard from
some of my colleagues, in that we are taking a comprehensive look
at the Tax Code because most folks agree that it is a mess and it
is counterproductive. And if we are going to encourage economic
growth and job creation, the Tax Code right now, in my view, is
a barrier to that. That is why we are doing this. We are not doing
it for the sake of it because we don’t have anything else to do. We
%red doing it because it is helpful to this country to fix this Tax

ode.

You know, on the way back from Afghanistan about a year and
a half ago, while the pilots were resting, we stopped in Estonia,
and we met with the former Prime Minister, who is now the De-
fense Minister, and he was telling us about his tax system. They
said they pay in Estonia, they pay their income tax online in about
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15 minutes. The average Estonian takes 15 minutes to pay their
tax. Now, I am not promoting their particular way of taxation, but
the point is that we can do much, much better. Whatever that
looks like, we can do much, much better. And, you know, we cer-
tainly can do as well as the beautiful country of Estonia.

And I would say that the best thing for working families, work-
ing families in Arkansas that I represent, or wherever, the best
thing for them is a growing economy and remaining competitive
internationally. So that is why we are doing this.

To address the mortgage interest deduction, I would like to say
that I think it has been well said by many others here today that
you can talk about, you know, the high-income folks that take ad-
vantage of it or whatever, but at its core, this benefits middle-class,
working Americans. A lot of people count on this provision, and I
think the statistics show this, whether you are looking at the per-
centage that are under $200,000 in income or $100,000.

But one thing that I wanted to explore a little bit, Mr. Calabria,
if you could talk a little bit about your comment earlier where you
said, I think it was you, you said that the mortgage interest deduc-
tion incents more higher debt, not equity, not ownership. And if
you could talk a little bit about that and your proposal to address
that.

Mr. CALABRIA. Sure. Let me start off by saying, you know, my
proposal, I want to try to keep those families held harmless after
taxes, not see their tax increase, but what we were doing is allow-
ing them to prioritize, because, you know, I think housing is impor-
tant, but I think education is important, I think healthcare, I think
food is important, but I don’t think the direction to go is here in
Washington where we decide what people should consume or where
they put their marginal dollar. I think they are smart enough to
figure that out for themselves, quite frankly.

So the thing is to reduce these tax connections to various con-
sumption items and let people make those decisions for themselves
while keeping their taxes low. My point being, I think we can tie
that in that way, leaving these families the same after tax, you
know, in very much the same way.

Mr. GRIFFIN. You would acknowledge, would you not, that some
of the proposals for a credit instead of a deduction, if you left the
tax rate the same, would really hit a lot of the folks that take ad-
vantage of the deduction, if you left the marginal rates the same.

Mr. CALABRIA. It would. And so I do think

Mr. GRIFFIN. Because it would be far less than the deduction.

Mr. CALABRIA. So one of the objectives should be to try to lower
marginal rates, because ultimately at the end of the day what we
should be trying to achieve is growing household income and reduc-
ing the taxation of income, because income is what makes every-
thing else in the world possible. So, you know, you could have all
the mortgage interest deduction you want in the world, if the fam-
ily doesn’t have the income to afford the house to begin with, it
doesn’t matter.

So, again, growing income should be our primary objective here,
in my opinion. And I think a flat low rate like they have in Estonia
should actually be something that we try to achieve and we should
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try to reduce some of the complexity in the tax system while reduc-
ing the penalty to work.

Mr. GRIFFIN. Is it fair to say that a lot of the reforms that you
propose would depend upon that lower tax rate, it would not be to
the Code as it currently is constituted?

Chairman CAMP. And if you could answer briefly.

Mr. CALABRIA. Yes or no, I think it is important to reduce le-
verage even if we don’t reduce overall tax rates, but I do think re-
ducing tax rates should be part of that.

Chairman CAMP. All right.

Mr. GRIFFIN. Thank you, Mr. Chairman.

Chairman CAMP. Mr. Renacci is recognized.

Mr. RENACCI. Thank you, Mr. Chairman. And I want to thank
all the panel for being here today also.

You know, it is interesting. Of course, a lot of the questions have
already been answered, but in my past life, before I got here, I was
a CPA, and I remember sitting down with many people who walked
in, some people just with a W-2, who said, help me do my tax re-
turn. So, again, I am going to repeat, as many of my colleagues
have said, we need to make sure we have a simpler tax return so
people can just file their tax return and not be concerned when
they just have that W-2.

But it is interesting, when it comes to home ownership, I had
many that would come in and say, I am buying a home, but they
never really asked what the interest deduction would do for them,
either. And the question I always asked them was, well, you know,
you are going to buy a home, have you looked at whether the eco-
nomic value of buying that home is worth it, if the interest deduc-
tion is even going to help you? Are you better off to rent? In today’s
day and age housing is not, you know, the old, I am going to buy
a home and I will pay my mortgage down and housing prices are
going to go up, I am going to have a nest egg at the end. I am not
sure we are there today, when housing prices are not moving up
as fast as they used to and at the same time the debt you are pay-
ing in some cases, because we already have the standard deduction
of $6,500, is not even a deduction for you. So it is interesting how
complicated the Tax Code can be. But what is more interesting is
that many people, as I said, really don’t even care about the inter-
est.

My dad bought his first house, God love him, 30-plus years ago
for $11,000 and probably never cared one bit about the interest de-
duction, and sold it 30 years later for $6,000. So it wasn’t an eco-
nomic advantage to him to have that house. But my friend’s daugh-
ter is acquiring a house. She just got out of college. And she is not
looking at—you know, I said to him, “Has she looked at the inter-
est deduction?” And my friend said, “No, she doesn’t care, she just
wants to own a home.”

So it gets back to something you said, Mr. Calabria, which is in-
teresting to me. You said that, and you didn’t finish, but the aver-
age after-tax return is less than 1 percent on home ownership.
Could you explain that, go into more detail?

Mr. CALABRIA. Sure. Bob Shiller, a finance professor at Yale,
has put together a price series from 1890 to today, you know, when
you put inflation in there, and so his calculation is after inflation
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on an annual basis, housing returns about 1 percent for the value
of the house. Now, of course, the retort is that, well, it can be mas-
sively leveraged and therefore your return is on that leverage. But
as we have learned repeatedly, this was not the first financial cri-
sis we had, and sadly, I don’t think it is going to be our last, that
this massive leverage in the system repeatedly comes back and
haunts you. Leverage maximizes gains, but it also maximizes losses.

So my point here throughout the testimony is not—I think home
ownership is a great thing, I think it is a good thing. I think house-
holds being massively leveraged is not a good thing and I don’t
think we need—I think we can achieve high home ownership with-
out massive leverage on the part of households.

Mr. RENACCI. Mr. Fleming.

Ms. GRAVELLE. Could I just make a comment about——

Mr. FLEMING. I will just say quickly, the idea of—and I think
this is something that many forgot during the most recent crisis
was you gain utility of shelter primarily from housing, not as a
financial

Ms. GRAVELLE. Absolutely. That is what I was going to say.
That is the return.

Mr. FLEMING [continuing]. Not as a financial investment. And
to your point, many people make the decision about their tenure
choice of how to achieve that shelter not by looking at the financial
model of user costs. I mean, if you ask them, well, what did you
use, did you look at the user costs of renting versus buying, they
give you a blank stare, right? So it is about your position with, are
you getting married, are you having children, you know, all these
household and demographic types of things that drive that deci-
sion, and in some cases on the margin, maybe the financial deci-
sion, maybe the financial decision of, oh, I can get that mortgage
interest deduction and that helps me make on the margin that
choice of becoming a first-time home buyer.

But honestly, first-time home buyers, their bigger constraint is
the downpayment; not making the payment when they are in
there, but getting access to a downpayment.

Mr. RENACCI. If there was an opportunity to build savings be-
fore you went into home ownership, and then use that savings to
buy that home, that is something that we probably should look at,
too.

Mr. FLEMING. Right. That is the challenge. And you see the
first-time home buyer tax credit most recently clearly drew in a lot
of demand. People were able to overcome that building of downpay-
ment problem to get at buying a home.

Mr. RENACCI. Mr. Calabria, there was one other comment you
made that I just want to understand. You said something about the
renter, no tax for the—I am trying to figure that out.

Mr. CALABRIA. Yeah. I know imputed rent is not necessarily a
straightforward concept. So if you think about it, you know, you
rent a unit, you are paying rent, the landlord is paying tax on that
rent. And so the economists tend to think, well, if you bought a
unit, you are renting it from yourself, but you are not paying tax,
and so that makes the choice between you becoming a renter less
attractive if you were an owner. Because remember, all the mort-
gage interest, all the property tax stuff, that is expensible for the
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landlord, too, so there is a quality there. And so the real impact,
again, is, as I would suggest, if we stop taxing rent, we will level
the playing field between renters and homeowners.

Mr. RENACCI. All right.

Chairman CAMP. Thank you.

Mr. RENACCI. Thank you.

Chairman CAMP. We have two people who are going to come
question and then I am going to the second panel. So we will go
to Mr. Blumenauer and then to Mr. Reed, and then we will go to
the second panel.

Mr. BLUMENAUER. Thank you, Mr. Chairman. And I appre-
ciate the way the two panels have been structured to, I think, walk
us through the big picture. It is actually one of those rare times
when the written testimony is actually better on both panels, and
we really appreciate that.

I would like to just take a slight, it is not a digression, but take
one aspect of this. I have spent a lot of time working with a num-
ber of the organizations that will be testifying dealing with trying
to have a functional flood insurance program that adds stability to
the market. We have also spent a lot of time working on disaster
relief, prevention, recovery, which, because of what has happened
with climate instability, these costs are skyrocketing for the Fed-
eral Government.

I am interested in any observations that you might have, and 1
would look for some from the other panelists later, to the extent
to which we are using the tax system to subsidize people living in
places where it has repeatedly been shown that nature may not
want them. We have legislation that prohibits Federal investment
dating back to the Reagan era, the Coastal Barriers Protection Act,
where we don’t put infrastructure there, yet we allow mortgage in-
terest deductions for second homes in places that have been wiped
out and we are spending money recovering.

Do you have any thoughts about whether, regardless of what we
do with mortgage interest reduction and tax reform, we might do
a deeper dive to limit the exposure to the taxpayer paying twice,
once to subsidize people living in a place that they probably
shouldn’t be, and then repeatedly going back in, cleaning up, pay-
ing disaster payments, and then allowing continued subsidization
of that development? Any thoughts?

Mr. CALABRIA. I will just mention, I will preface with, while
staff on Senate Banking, I worked on all of our flood insurance
issues and I actually headed our Katrina response for the Com-
mittee as well. And so I would certainly agree that we subsidize
a number of policies that, in my opinion, do tremendous harm to
the environment. For instance, I believe Fish and Wildlife Services
have concluded that the flood insurance program has adversely im-
pacted salmon runs. So there is a variety of negative impacts for
subsidizing development in very sensitive areas, and I certainly
think we should reconsider those subsidies.

And, of course, it is also important to keep in mind, you know,
while climate has changed, to me it looks like the evidence sug-
gests the biggest problem is less that the disasters have gotten
worse, but that we have moved to the disasters in a very big way.
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Afnd}l{ of course, I do think our subsidies have been a very big part
of that.

Ms. GRAVELLE. If you are thinking about vacation homes on
the coast and things like that, obviously one thing to consider
would be to disallow some of these deductions for second homes.
But aside from that, I mean, there is still, for wealthy people who
are doing this, for high incomes, there is still the exclusion of im-
puted rent. Even if you don’t have a mortgage interest deduction,
if you don’t have a mortgage, you still are not implicitly paying tax
on that. And that is a trickier thing to try to attack.

The other thing is, again, I just know a little bit about the whole
flood issue, but I think most economists would say the fundamental
problem here is not a proper market pricing of flood insurance. So
if you have something that floods and you know you can expect it
all the time, then the insurance should reflect the price of that, and
then you leave, you know, the benefits for extraordinary, unusual
calamities.

Mr. SWAGEL. Right. I was just going to echo that. The flood in-
surance program has the unintended effect that you mentioned.
And we see that in the State of Florida, which has almost driven
private insurance out of the home sector.

Mr. BLUMENAUER. Mr. Chairman, just one subset, and I will
yield back my time in a moment. But it just seems to me that one
of the things that ought to be examined, if you are going to be
subsidizing second homes, for instance, with a mortgage interest
deduction, at a minimum, the reduction for people that are in
extreme—and it is not just flood. I mean, we have places in the
flame zone. One in four homes in the flame zone is a second or
third or fourth home, where we are paying huge sums of money in
the west to try to protect them and then we go in afterwards.

And I would think that this might be something that is worth
looking at that wouldn’t be wildly disruptive to a real estate mar-
ket. It might actually help stabilize it, but it would prevent the tax-
payers from paying two or three times in areas where the costs are
going up exponentially.

Chairman CAMP. All right.

Mr. BLUMENAUER. Thank you, Mr. Chairman.

Chairman CAMP. Thank you.

And T think we are done with our questions. So I want to thank
this panel of witnesses for their testimony. The Committee greatly
appreciates your testimony and your perspectives. And I also want
to ask that if there are any questions that you want to submit in
writing, we can add those to the formal hearing record. So, again,
thank you for being here.

I would like to call our next panel of witnesses forward, please.

Mr. LEVIN. Mr. Chairman.

Chairman CAMP. Also, I would like to recognize Mr. Levin.

Mr. LEVIN. I would also like to thank the panel.

And as we are shifting here, there is a gentleman behind me,
Mike Hauswirth, who has been a valuable member of our staff
since February of 2011, and before that, he was on Joint Tax. Mike
is going to be leaving us to undertake new adventures. And I would
like all of us to join in thanking Mike for all of your service both
on our tax staff, but also on Joint Tax.
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Chairman CAMP. Thank you. And if our second panel could
come forward, please. I appreciate your patience this morning. I
know many of you were in the room during all of the first panel.

Now I would like to welcome our second panel, I know all of
whom bring important perspectives on the residential real estate
industry with them.

And, again, thank you for your patience. I saw you sitting in the
room during all the morning testimony.

First, I would like to welcome Gary Thomas, President of the Na-
tional Association of Realtors. Mr. Thomas has worked in realty for
over 35 years.

Second, we will hear from Robert Dietz, Assistant Vice President
for Tax and Policy Issues at the National Association of Home
Builders. Mr. Dietz formerly served as a revenue-estimating econo-
mist for housing issues at the Joint Committee on Taxation.

Third, we will hear from Thomas Moran, Chairman and Man-
aging Partner of Moran & Company in Chicago, Illinois, also ap-
pearing on behalf of the National Multi Housing Council and the
National Apartment Association. Mr. Moran has specialized in pri-
vate housing development for over four decades.

Finally, we will hear from Robert Moss, a Senior Vice President
at Boston Capital in Boston, Massachusetts, also appearing on be-
half of the Housing Advisory Group in Boston. Mr. Moss serves on
the boards of at least five housing associations.

Again, thank you all for being with us today. The Committee has
received each of your written statements and they are part of the
formal hearing record. Each of you will be recognized for 5 minutes
for oral remarks.

And, Mr. Thomas, we will begin with you. Welcome. And you are
recognized for 5 minutes.

STATEMENT OF GARY THOMAS, PRESIDENT,
NATIONAL ASSOCIATION OF REALTORS, WASHINGTON, DC

Mr. THOMAS. Thank you. Chairman Camp, Ranking Member
Levin, and Members of the Committee, thank you for this oppor-
tunity to testify on behalf of the 1 million members of the National
Association of Realtors, who practice in all areas of residential and
commercial real estate.

My name is Gary Thomas and I serve as the 2013 President of
the National Association of Realtors. And I, like most Americans,
agree that a major goal of tax reform should be simplification. But
simplification does not necessarily equal elimination. The Code cur-
rently contains simple, easy-to-understand housing-related tax pro-
visions, enjoyed by millions of Americans, that have helped facili-
tate home ownership, build wealth, and provide stability to families
and communities.

In case there is any doubt, Realtors support maintaining current
law for residential real estate tax provisions. Specifically, we urge
you to maintain the current deduction for home mortgage interest,
the deduction for real property taxes paid, and the capital gains ex-
clusion for proceeds from the sale of a principal residence.

My written testimony details these and other provisions, but I
would like to focus on the mortgage interest deduction. Let me first
clarify who benefits from the MID. In 2010, 37 million tax filers



104

claimed the mortgage interest deduction. Of those filers, 63 percent
earned less than $100,000 and 91 percent earned less than
$200,000. Roughly half of those claiming the MID were under the
age of 45. Many of these filers also claimed dependents or credits
for children. Moreover, homeowners pay between 80 and 90 percent
of all Federal income tax.

If you want to know the majority beneficiary of the MID, the an-
swer is not the rich; rather, it is young middle-class families with
children who already carry more than their fair share of the tax
burden. If Congress were to eliminate the mortgage interest deduc-
tion, it could mean an average tax increase of over $2,500 per fam-
ily.

Realtors realize that most believe Congress would not attempt to
completely eliminate the MID. We hope they are right. However,
there have been several proposals to change the deduction or elimi-
nate it for certain taxpayers. Let me briefly respond to three of the
most frequently mentioned proposals.

One proposal would eliminate the deduction for second homes.
While critics portray second homeowners as millionaires with man-
sions by the ocean, this ignores the facts. NAR research shows that
the median income of a second-home buyer last year was $92,000
and the home they purchased cost $150,000. NAR research further
shows that second-home sales make up 10 percent of all home sales
each year. And all but one State has at least one county where 10
percent or more of their real estate market is composed of second
homes. The economic impact second homes have on these commu-
nities should not be ignored, either.

Another proposal is to cut the amount of eligible mortgage debt
that can be deducted in half. While $500,000 might buy the most
expensive house in some of your districts, in my own market, in
Southern California, it might buy a starter home. Homeowners in
high-cost markets already pay a higher percentage of their income
for housing than those in less expensive parts of the country. This
proposal would make home ownership even more expensive in mar-
kets where affordability is already a problem.

Finally, we have heard proposals to change the deduction to a
tax credit. While this discussion of credits versus deductions may
make for great debate, the bottom line for current homeowners is
this: If you are in a tax bracket higher than the credit amount, a
credit will cause your taxes to go up and the value of your home
to go down.

Housing has helped lead us out of four of the last six recessions,
and it appears to be doing so again. Americans are regaining con-
fidence in real estate. Demand is increasing, and so are home
prices. The greatest hurdle to full recovery in housing is uncer-
tainty here in Washington.

The mortgage interest deduction, along with other tax provisions,
makes sustainable home ownership more affordable for millions of
middle-class families who are the backbone of America. Congress
must remember this as it pursues tax reform, and first, do no
harm. I look forward to answering your questions. Thank you very
much.

[The prepared statement of Mr. Thomas follows:]
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Introduction

Chairman Camp, Ranking Member Levin, and members of the Committee; my name 1s Gary Thomas.

I am a second generation real estate professional in Villa Park, California. I have been in the business for
more than 35 years and have served the industry in countless roles. I currently serve as the 2013
President of the National Assocation of REALTORS® (NAR).

I am here to testify on behalf of the 1 million members of the National Association of REALTORS®.
NAR’s members are real estate professionals engaged i activities including real estate sales and
!J[Okel'age, pererty nla.uagement, resideutial and COlTlmEI.'CiRI ].easiug ﬂI'ld prf’ﬂ.isﬂl. Tlle IJuS.i.llESS
model of REALTORS® is a highly personal, hands-on, face-to-face model, focused on a family’s
fundamental needs for shelter. NAR has long prided itself as a voice for not only its members, but for
America’s 75 million homeowners, as well as the millions of Americans who aspire to one day own their
own home.

We thank you for the opportunity to present our views on how tax reform could affect residential real
estate. Residential real estate is touched by a number of highly popular tax provisions that are utilized by
millions of Americans. As it pursues tax reform, Congress must have a full understanding of the impact
these provisions have on residential real estate markets, as well as American taxpayers.

NAR Principles for Tax Reform

If one were design.i.ng a tax system for the first h'.me, one mighl: come up with sometl'ling that is
remarkably different from what we have today. But we're not starting from scratch, particularly in
the context of housing. Some provisions m the tax code, such as the deductions for mortgage
interest and state and local taxes paic], have been parct of the federal tax code since the income tax
was mntroduced 100 years ago. Thus, the values of such tax benefits are both directly and indirectly
embedded in the price of a home. While economists agree that there 1s no accurate measure of the
value of those embedded tax benelits, they all generally agree that the value of a particular home
includes tax benefits.

Real estate is the most widely-held category of assets that American families own, and for many
Anlericans, the largesl porlicm of their lhmily’s net wo::ﬂi, despil.e the price declines of the Great
Recession. Therefore, while NAR agrees that reform and revision to different portions of the
individual tax code may be warranted, we remamn comnutted to preserving the current law mcentives
for homeownership and real estate investment.

NAR believes that individual tax rates should be as low as possible while still prowiding for a
balanced fiscal policy. NAR further believes that there should be a meaningful differential between
the rates paid on ordinary income and capital gains on mvestments, However, NAR does not
endorse a particular rate, nor does it believe that long established provisions in the code should be
changed or eliminated solely to lower marginal rates. When Congress last undertook major tax
reform in 1986, 1t ehimmated a large swath of tax provisions, mcluding major real estate provisions,
in order to lower rates, only to increase those rates just five years later in 1991. Most of the
eliminated tax provisions never returned and in the case of real estate, a major recession followed.
Congress must be mundful that elminating widely-used and simple tax provisions can have harsh
ﬂ.lld daﬂgel:ous uIl.iIllEl]f]l.'d Consequences, Pﬂftic“]ﬂ.[l‘\' i.l‘ the SOlE pl'l[POS’E Of eli.m.i.uating an—a'Jus.i\'e
provisions is to obtain a particular margmal tax rate. NAR also notes that American homeowners

2
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now pay between 80 and 90 percent of all federal income taxes. Congress should aveid further
rﬂis.i.llg taxes on llomeo\vl]el's i.ll a quest l-clr ﬂdditiol]ﬂl revenue Wh.i]e l‘e&e.[‘al spelldiﬂg is at [El:ofd
highs. Congress must first look to reduce spending in order to get our nation’s fiscal house in order.

Homeownership and erican Culture

Policymakers should not dismuss or underestimate Amencans’ passion for homeownership,
notwithstanding the most recent economic crisis. Calling homeownership the “American Dream™ is
not a mere slogan, but rather a bedrock value. Owning a piece of property has been central to
American values since Plymouth and Jamestown. Homes are the foundation of our culture, the
place where families eat and learn together, the basis for community life. The cottage with a picket
fence 1s an scomic part of our hentage.

Research has consistently shown the impostance of the housing sector to the economy and the long-
term social and financial benefits to individual homeowners. The economic benefits of the housing
ﬂ'l?.rk.et ﬂ.ﬂd thEDW'ilel.'Sllip are immeuse ﬂlld WE]l dDCume]ltEd. n'le l'lousiﬂg sector d.i.fectl)'
accounted for approximately 15 percent of total economic activity in 2012, Household real estate
holdimgs totaled $17.7 trllion in the last quarter of 2012, After subtracting mortgage Liabilities, net
real estate household equity totaled $8.2 trillion.

In addition to tangible financial benefits, homeownerslup brings substantial social benefits for
l‘ﬂl]’l.‘llies, l:clmnnul.ities, ﬂ.lld the Co“.l'ltf}" as a \\’1]D]E‘ 'nlesf_‘ belleﬁts i.uc]ude increslsecl educaticm
achievement and civic participation, better physical and mental health, and lower crime rates.

The tax system does not “cause” homeownership. People buy homes to satisfy many social, family
and personal goals. The tax system jacifitates ownership. The tax system supposts homeownership
by making it more atfordable. While it 1s true that only about one-third of taxpayers itenuze
deductions i any particular year, it 1s also true that, over time, substantally more than one third of
taxpayers receive the direct benefit of the mortgage interest deduction. Over time, mortgages get
Pﬂid Cll‘f, Dﬂlel' new th'IlBO’W’ﬂ.E[S enter dle l‘nﬂfket Q.ﬂd farnﬂy tax Ci.rcllmslallces c]lange, Illdi‘-'id“ﬂls
who utilize the mortgage interest deduction (MID) in the years right after a home purchase are, over
time, likely to switch to the standard deduction.

Arguably, the standard deduction gives non-itemizing taxpayers a “better” deal than utilizing the
mortgage interest deductiou, so it is not clear that non-itemuzers are putata clisadvnntnge. Im:leel:]1
iﬂpmpmf?b}mf terms, the standard deduction can be characterized as a deqbe.-' subsid}' than ilemizi.ug
taxpayers recerve because the standard deduction (512,200 for marnied couples filing jomtly in 2013)
likely represents an amount that is significantly larger than the couple’s total itermized deductions. In
essence, the standard deduction, for many, is “free” money.

When academics talk about the MID and refer to it as an expenditure, they are speaking in the
language of macroecononucs. In reality, the bilhons of tax dollars they see as an expenditure are the
individual savings of millions of families. Every ime homeowners make a mortgage payment, even
in today’s market, they are generally creating non-cash wealth. Many of our seasoned REALTORS*
describe their satisfaction in helping a family secure its first house and then a larger home(s) for
raising famibies. The most satisfying of a long-term series of transactions 1s helping a couple buy its
last house without a miortgage. Those couples are able to make this “last” purchase because ownership
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over a long term of years has resulted in savings sufficient to meet their needs.

The federal policy choice to support homeownership has been in the Internal Revenue Code since
its inception. We see no valid reason to undermme that basic decision. Indeed, we believe that the
cmly viahle tax system 1s one that would continue to nurture lmmeownership.

Current State of the Housing Market

In 2012, the Census Bureau estimated that there were nearly 133 million housing units in the United
States. The vast majonty of these housing units—nearly 115 million—were occupied by households
while the remaining 18 million were vacant for a vanety of reasons'. Since 1965, the
homeownership rate has fluctuated between 63 and 69 percent, and in 2012 was 65 percent. That
translates to 75 mulion ewner-occupied households and roughly 40 million renter households.

In any given year, a good number of households are in transition. In 2012, 4.66 mullion existing
homes and an additional 370,000 new homes were sold for a total of 5 million properties for which
omlel:ship transitioned. While all homeowners mteract with the tax code, the transition of
ownership leads to additional tax interactions. Measured by sales activity, the housing market has
recovered substantially but not fully since the housing and economic crisis. Total sales in 2012 for
new ﬂl]d P_xisti.ug pl:operties exceeded 5 ]l]]].l.{Dll v/llel:eas f[om 1999 to 2008 ex.istiug lloﬂle 53155 alcll'le
exceeded 5 mullion every year, in spite of the fact that there were 5 to 10 million fewer households.
In addition to additional tax considerations as a result of a transition of ownership, research shows
that additional econonue activity is generated, ms.ki.ug a hen]ﬂi)' housi.ng market a foundation of
economic health. For example, the Harvard Joint Center for Housing Studies reports that 60
percent of owner-occupant purchasers made improvements averaging $11,100, and investor
purchasers spent more per unit on average”.

HOmEDW]lE[Sl'LiP i5 lelel'] referrecl to as ﬂ'le Alnerican Dl’Eﬂm., ﬂ.ﬂd Lhe reaﬁzﬂﬁou Dl" tllis dl:ean] takes
some time. A strong correlation between the homeownership rate and age of the household head is
the result—the older the head of household, the more likely the household is to own a home.
Further, the median or typical age of a first-time home buyer in the US was 31 in 2012 and has
ranged between 30 and 32 for the last decade”. Because homeownership delivers current
consumption value—it prcvides shelter—and investment va]ue, tDughly 90 percent of home buyers
E.ﬂﬂﬂl:e ﬂ]ei.l: I'IOITIE pu.l.‘cllase., ﬂl‘ld younger bu}‘el:s are more ].ikEI)' to fma(lce tlle llorne Pl.l.ﬂ:l'lﬂse.
These trends are long-standing and were Little-atfected by the recession.

A Roughly a third of these vacant properties are in some form of transition or being marketed for transition and a quarter
are seasonal properties not itended for vear-round occupancy, Census Bureau, 2012 Housing Vacancy Survey
2 Harvard Joint Center for Housing Studies. The US Housing Stock: Ready for Rewewal. January 23, 2013,
Imp:Xfwww.jchs.lm‘n.rd.edu.-" research/publications/us-housing-stock-ready-renewal
* National Association of Realtors. Profile of Home Buyers and Sellers, various years,
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2012 Home Ownership Rates, by Age
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Residential Real Estate Tax Provisions

There are a number of tax provisions that aftect residential real estate i one form or another.
These range from relatively small temporary provisions to major provisions of the tax code utilized
by mullions of taxpayers. While NAR generally supports tax provisions that encourage sustainable
homeownership and that incentivize investment and improvement of real estate, we will focus here
on the most prominent and widely used provisions for individual homeowners.

The Mortgage Interest Deduction

The deduction for mortgage interest paid has been part of the federal income tax code since its
mception in 1913, Despite a century of additions, modifications, deletions, and overhauls of the tax
code, Congress has left the mortgage interest deduction in place. Curtent law allows a homeowner
to deduct the interest on up to $1 million in total acquisition debt for a principal residence and a
second, non-rental, home. Homeowners are also allowed to deduct the interest on up to $100,000
in home equity debt.

Prior to 1986 there was no limit on the amount of home mortgage interest that could be deducted.
The Tax Reform Act of 1986 imposed the first imitation on the MID, allowing it for allocable debt
used to pu.l:chsse, construct or i.rnpl:ove a desi.gnslted Pﬁmar}" residence and one additional residence
(Second home).

The Omnibus Budget Reconciliation Act of 1987 further limited the deduction to interest allocable to up
to $1 million in acqusition debt. Thus hmt is not adjusted for inflation. Factonng in the impact of
inflation, the value of the cap has eroded by half since 1987; in 2013 dollars, the original cap would
be equal to just over $2 million today had it been mndexed.
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Who Benefits from the Mortgage Interest Deduction?

The mortgage interest deduction (MID) is often crticized on two fronts — that it favors wealthier
taxpayers at the expense of those with more modest i.ucclmes, and that it benefits onl}‘ those
relatively few taxpayers who are eligible to itemize their deductions. Since taxpayers who itemize are
often those with lugher incomes, these crticisms are related.

In 2010, the tax year for which the most complete data are available, 36.7 million tax filers claimed a
deduction for mortgage interest. There are many ways to frame this number in context, and the
conclusions drawn about the importance of the mortgage interest deduction (MID) are strongly
affected.

Tax filers claiming the MID account for only 25 percent of the total number of tax returns filed;
however, returns claiming the MID represent roughly half of owner-occupied households and
roughl)' three-quﬂrtel:s Dfl]ome—owtlers Wllose th'ﬂeS are lT]O[tgﬂgEd‘. How can tlleSE statements ﬂ].l
be true? When examining the question of who benefits from the mortgage interest deduction, it is
helpful to keep in mind that households are not the same thing as tax-umts and multiple tax filers
can and do come from the same household. In 2011, for example, there were roughly 114 million
households and 145.6 nullion individual income tax returns or more than 30 million tax returns filed
by those in a household with another tax filer”. Further, the MID would only apply directly to the
tax sitl.laticms Df Llle ?5 m.ill.iDu }IDITIE owners ﬂl']d more speciflca]l‘\' to ﬂle [Dl'l.glli)' SG l'ﬂ.i]licll]
homeowners nationally who have a mortgage or other debt on their residence. The tables below
detail these shares by state which vary due to state differences in homeownership rates, incidence of
mortgage c]eb[, and the mecidence of other itemized deductions. In some states, more than 90
percent of the target population of homeowners with a mortgage claims the MID.

B)‘ i.ul:onle, we see that the MID 1s valuable to households across the spectium. Sixt}’—l.luee percent
of those claming the MID in 2010 earned less than $100,000 and 91 percent earned less than
$200,000 in Adjusted Gross Income (AGDs. Breaking down the benefits of the MID by age, we see
further evidence of the lifetime it takes to achieve the American Dream. Roughly half of those
claiming the MID and half of the amount claimed went to households under the age of 45,

Some claim that since the economic downturn has reduced interest rates, we should look at data
from the economucally stronger years precec].ing the recession. Fair elloug}l. A look at 2007
indicates a very similar finding. Eighty-two percent of the value of the MID in 2007 went to those
making under $200,000, and this group represented 91 percent of all tax filers that year.

Furthermore, it is important to reahize that MID utihization data offer just a snapshot i time. Over
the course of an owner’s tenure in a home, an individual may itemize in the early years of

* National Association of REALTORS® Calculations of IRS and Census Burcau data.

5 Taking households that do not file taxes into account would push this number up while taking into account taxes filed
for those who are deceased would decrease thus figure. Filing for the economic stimulus boosted the number of retums
filed in 2007 vs 2006 or 2008 by roughly 15 million while roughly 2.5 million individuals passed away in 2011

® National Association of REALTORS® caleulations of IRS data,

?jcﬂ:' Curry and Jonathan Dent, “Individual Income Tax Retums, by Age of Pomary Taxpayer, Tax Years 1997 and
2007, Statistics of Income (SOT) Bulletin, Spring 2011.
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homeownership, when the mterest expense 1s high relative to the principal paid, but then not itemize
i.l] laler years. hr[cu:tgages get Pﬂ.i.d Off, Dﬂ]ﬂr l]Dll'h‘ﬂD deducl:ious l:ise ﬂ]'ld fﬂjl‘ i.lldi\’iduﬂls dDWI]'
size, divorces occur, a spouse dies or needs to simplity living arrangements. These and other life
events may convert itemizers into standard deduction taxpayers. Thus, in any given year, we may
not see ﬂlB fl].u COl]ti.lig(‘_'Ill ofho:ueowuers \\"}'IO use L]'le LHD.

Taking a longer view shows the real picture. Of the nearly 76 nullion homeowners m 2007, 62
percent had a mortgage on their home. However, about 85 percent of homeowners took out a
mortgage when they purchased the home. Of course, many taxpayers eventually pay off their
mortgages. Only a fourth of homeowners with heads of household age 65 and over have a
mortgage. Of households that still had one 1 2007, almost 90 percent claimed the MID. NAR
estimates that over 70 percent of homeowners will utilize the MID over their lifetimes, regardless of
i\-‘hether ﬂ'le)’ own or rent a llome iI'l a particuiﬂr year. T‘i‘n’s gre'aﬂ)' exceeds I:he 37 perl:eut Df
households that claimed the MID in 2007.
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Mortgage Interest Deduction Claimers as a Share of Various Target Groups

MID Claimers as a Share of
Mortgaged Home
Tax Filers Home Owners Owners
UNITED STATES 25.5% 49.0% T2.9%
ALABAMA 22.4% 37006 G0.8%
ALASKA 21.7% 49.9% T2.1%
ARIZONA 28.0% 50.1% 71.6%
ARKANSAS 18.8% 30.6% 53.0%
CALIFORNIA 27.4% 66.1% 88.1%
COLORADO 32.8% 60.1% 79.7%
CONNECTICUT 34.3% 64.1% 89.7%
DELAWARE 30.6% 54.6% 76.7%
DISTRICT OF COLUMBIA 25.3% T6.1% 98.7%
FLORIDA 19.4% 39.0% 61.1%
GEORGIA 21.2% 54.2% 76.2%
HAWALI 23.3% 59.0% 87.1%
IDAHO 27.4% 45.2% 63.8%
ILLINOIS 27.5% 51.6% 74.1%
INDIANA 22.8% 39.1% 55.8%
TOWA 24.4% 38.6% 61.8%
KANSAS 24.1% 42.0% 65.6%
KENTUCKY 23.9% 38.4% 61.8%
LOUISIANA 17.8% 31.0°% 55.5%
MAINE 25.7% 40.5% 62.2%
MARYLAND 36.8% 71.9% 94.0%
MASSACHUSETTS 31.4% 64.2% 88.9%
MICHIGAN 26.0% 43.3% 65.6%
MINNESOTA 32.7% 54.9% 77.9%
MISSISSIPPI 17.2% 29.3% 53.6%
MISSOURI 24.9% 41.3% 62.7%
MONTANA 23.4% 39.7% 67.2%
NEBRASEA 23.8% 41.9% 65.7%
NEVADA 24.6% 55.0% 72.3%
NEW HAMPSHIRE 30.3% 54.5% T8.3%
NEW JERSEY 32.1% 65.4% 92.0%
NEW MEXICO 21.0% 36.8% 60.5%
NEW YORK 23.0% 54.7% §4.2%
NORTH CAROLINA 28.2% 48.0% 71.5%
NORTH DAKOTA 15.0% 26.5% 49.6%
OHIO 25.6% 45.0%% G6.2%
OKLAHOMA 20.1% 33.0% 54.7%
OREGON 31.4% 58.1% 83.1%
PENNSYLVANIA 24.8% 43.9% T0.0%
RHODE ISLAND 29.7% 61.9% B4.8%
SOUTH CAROLINA 24.8% 42.0% 66.8%
SOUTH DAKOTA 15.5% 28.2% 48.2%
TENNESSEE 19.5% 33.4% 53.2%
TEXAS 19.9% 39.3% G2.8%
UTAH 32.6% 60.1% 850.9%
VERMONT 24.4% 42.9% 64.0%
VIRGINIA 33.2% 61.1% 84.9%
WASHINGTON 30.2% 58.2% 80.3%
WEST VIRGINIA 15.0% 21.2% 42.7%
WISCONSIN 29.3% 51.3% 75.5%
WYOMING 20.2% 36.0%% 59.8%
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The Enigma of the Standard Deduction

While it is true that a taxpayer must itemize in order to claim the mortgage interest deduction, it 1s
not true that those who do not itemize get no value from the MID. In order to appreciate this
com.uldm.m, one must look at the llislor)' of our modern tax system. In 1913, Ccmgress and the
President enacted the income tax. The original tax law provided for both a deduction for interest
paid and for state and local taxes paid (including property taxes). These two deductions, plus the
deduction for chantable contributions, which was added to the tax law in 1917, together comprise
the great majority of itemized deductions that are claimed each year.

For many years, the tax law provided that taxpayers who paid interest, state and local taxes, and/or
made charitable contributions could take a deduction for them. A few other deductions, such as for
casualty and theft losses or for medical expenses, were also allowed. However, n order to qualify
for these deductions, taxpayers actually had to incur these expenses and keep track of them.

This changed in 1944, when Congress decided to simplify the tax law by providing for the standard
deduction. Legislative lustory (both original and subsequent) shows that the standard deduction was
based on a composite basket of typical deductions that taxpayers claimed, including the MID, taxes
paid, chantable contributions made, and so forth. The simplification came about by Congress
deeming that all individuals were to recerve a certamn amount of genene deductions, represented by
the standard deduction. Taxpayers claiming the standard deduction did not need to prove that any
amounts were actually paid in order to take the standard deduction. Congress simply designated that
all taxpayers could claim the standard deduction whether they made the deductible expenditures or
not.

In enacting the standard deduction, Congress did not modify the deductions themselves. Rather,
taxpayers who paid deductible expenditures in excess of the standard deduction were allowed to
claim the actual amounts as what was (from then on) called itemized deductions. Taxpayers with
deductions totaling an amount below the standard deduction threshold could simply claim the
standard amount and not WorLry about even keepiug track of what was actuﬂﬂy paid. This
represented a huge step toward simplifying the lives of millions of American taxpayers.

What 1s often not :ecognizec] toda)' is that the standard deduction represents a tax giveawsl}' for
virtually all taxpayers who claim it. This is because if a taxpayer has deductions in excess of the
standard deduction, he or she may claim the higher amount. But those who have actual deductions
less than the standard are given the benefit of the standard deduction amount whether or not the}r
actually incurred the expenses. Thus, the giveaway equals a range of as much as the standard
deduction for taxpayers who have absolutely no deductions on the lugh end, to as little as $1 for
taxpayers whose actual deductions come just $1 short of the standard deduction amount on the low
end.

For exslmple, assume a marred couple’s actual expenses for state and loeal tax, mortgage interest,
and charntable contributions for 2013 total $§12,000. With the standard deduction for a couple
currently at $12,200, this family would be recerving an extra tax deduction for $200 in expenditures
they never made. If they were in the 28 percent bracket, this would amount to a $56 tax “freebie”
(5200 excess x 28%). Suppose another couple had just $2,000 of state and local taxes, but no
mortgage nterest and no charitable contributions. Tlus l'amﬂ)' would also get to take the standard
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deduction of $12,200, for a subsidy of $10,200 ($12,200-$2,000), which would be worth $2,856 in
tax savings, assumung they were also mn the 28 percent tax bracket ($10,200 x 28%).

The pomt is that whether a taxpayer is being subsidized a little bit (as wath the first couple), or a lot
(ﬂS Wiﬂ] 'Li‘]e SECOl]d CO‘IPIE), or not at ﬂ.u (as “’iﬂl l}lE case Ofﬂ CCIL\P}E “'llD l‘lﬂs EIlOl'lgll dedllcﬁcl[]s to
itemize), each couple is benefitting from the mortgage interest deduction. Just because the standard
deduction does not specifically indicate wlich portion of it 1s attubutable to the mortgage interest
deduction (or any other deductiou), does not mean that the MID is not part of the benelit |Jei.ug
given.

When Congress first established the standard deduction in 1944, more than 82 percent of taxpayers
were able to utilize this simplification tool, meaning that just 18 percent itemuzed. According to the
Joint Commuttee on Taxation (JCT), by 1969 this proportion had dropped to 58 percent. In
explaining the reason for Congress increasing the standard deduction in the Tax Reform Act of
1969, JCT stated that since 1944, “lugher medical costs, lugher interest rates, lugher State and local
taxes, im:reased 11Dlneownersh.ip, ﬂﬂd more Expensive llomes llave m‘ade it ad\'autngeous t'Df more
and more taxpayers to shift over to itemized deductions.”

Thus, it is clear that even though no speciﬁc pm.'l:'lou of the standard deduction 1s tied to the BI]D,
Congress crafted the standard deduction to be a proxy for allowable deductions (1.e., ttemuzed
deductions), ncluding the MID, and when the underlying amount of these deductions mcrease,
Ccmgress has believed that it is appropriste for the standard deduction to also merease. It is also
clear that Congress intended that very few people would have to itemize (18 percent in 1944) and
when this proportion was eroded by inflation and other factors, Congress increased the standard
deduction to keep it closer to its origi.ﬂa] percentage.

Arguments that the mortgage interest deduction benefits only those who itemize simply do not held
water.

The Real Property Tax Deduction

The mncome tax system of the United States has provided a deduction for state and local taxes,
includi.ng property taxes, since its iﬂception. To do otherwise would violate two fundamental and
widely accepted principles of good tax policy — the avoidance of double taxation and the need to
recognize the taxpayer’s ability to pay.

Taxes paid at the state and local levels to benefit the general public are in nature and purpose similar
to the federal income tax in that they both fund essential government services. Therefore, allowing
a deduction for these state and local taxes for federal income tax purposes is essential to avoiding
double taxation on the same income (i.e. a tax on a tax). Our federal tax law follows this same
pri.ﬂciple iﬂ CDI‘ll']ECtIIDll “’iﬂ'l ﬂ'IE pe)-‘ment Ol. taxes to Ot.l'lel' llflﬁDI'lS. In thE case Ol‘ l'.Ol'Eigl'l tﬂ'XES,
however, the law goes even further and provides taxpayers with a choice of claming a deduction for
foreign taxes paid, or taking a credit, which is a dollar-for-dollar reduction in tax owed.

While state and local taxes vary greatly, two aspects that do not change are that they are ubiquitous
throughout the nation, in one form or another, and they are largely involuntary. It is true that we
can E’xer\:ise some dngee Df Cl'IDiCE over l'IOW lTl'LlCl'I we pay il'l state and lcll:a} taxes I:I)' decid.i.ug
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where we live and what we buy. However, avoiding these levies altogether is not a practical

opLion. Ob\'iously, paying taxes to state and local governments leaves taxpayers without the income
used to pay the taxes. The extraction of state and local taxes 15 tantamount to the money never
being earned by the taxpayer i the fist place. Our tax system recognizes thus fact by providing a
deduction for the payment of these taxes.

Eliminating the deduction for state and local taxes would fly i the face of these fundamental tax
pol.icy pl:i.nciplcs that have been iugraj.ned in our income tax law from its begi.uu.i.ngs,

Along with other state and local taxes, the Internal Revenue Code has provided a deduction for real
property taxes paid since its enactment in 1913. To be deductible, a real property tax must be levied
for the general public welfare. Thus, taxes paid for local improvements such as sidewalks and
simular betterments that cli.recﬂ_\' benefit the property are not deductible.

For homeowners, real property taxes represent an unending obligation, at least as long as they own
their homes. The other major deduction for most homeowners, the mortgage interest deduction,
does not continue if or when the mortgage is paid off, and it usually diminishes as the mortgage
prineipal 1s being paud down. Property taxes, on the other hand, often increase over the years, as
assessments on pl:opert}? iIlC[E‘RSE ﬂlld as IOCRI gD\’Eﬂ'I.l‘DEI]lS illeEﬂSE ﬂlﬂi.l' IEV"\' rates. FO[ ﬂ}ese
reasons, the deduction for real estate property taxes 1s often the one most-claimed by

homeowners. In fact, more taxpayers clam the real property tax deduction than claim the deduction
for mortgage interest. In 2010, for example, 41.1 million wrote off real property taxes while 36.7
million deducted mortgage iterest.

As with the mortgage iterest dednctiou, critics sometimes claim that the deduction for property
taxes is misguided because it gives the lion’s share of its benefit to the wealthy and little to the rest of
us. Howewer, thus 1s just not the case.

Much of this criticism 1s centered on the fact that taxpayers must itermize in order to take the
deduction. As discussed above (please see The Enigma of the Standard Deduction), taxpayers who
claim the standard deduction also benefit from the property tax deduction.

Fu.fﬂlﬁf, becﬂuse fEﬂl PI.'DPert‘\' taxes are ﬂssesse& bﬂsed on Prﬂpel‘r}'— v‘ﬂ]ues, one Would expel’:t tlle
deduction to be much more utilized at higher incomes. Moreover, most local governments grant
real property tax relief to lower-income taxpayers.

Surpnsingly, however, 75 percent of the value of real property tax deductions in 2012 went to
taxpayers with incomes of less than $200,000, according to an estimate prepared by the staff of the
Jomnt Comnuttee on Taxation. The typical real estate tax deduction beneficiary has an adjusted gross
income shightly less than $81,000,

In addition, the tax law already includes a provision designed to hmit the tax benefit of the real

property tax deduction to the “wealthy.” Specifically, the deduction is disallowed for purposes of
the alternative minimum tax.
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Estimated Tax Savings by State from Mortgage Interest and Property Tax Deductions at a

25% Marginal Rate
Average MID Esti d Tax Average Real
Claim Savings Estate Tax Claim Esti 1 Tax Saving:
UNITED STATES 10,640 2660 4232 1,058
ALABAMA 8,610 2153 1,286 321
ALASKA 11,120 2,780 3,943 986
ARIZONA 11,282 2,820 2458 613
ARKANSAS 7,764 1,941 1,589 397
CALIFORNIA 15,755 3,939 4,788 1,197
COLORADO 11,746 2936 2,404 601
CONNECTICUT 10970 2742 6,707 1677
DELAWARE 10,811 2,703 2,266 567
DISTRICT OF COLUMBIA 14,976 3,744 3,853 963
FLORIDA 11,163 2,791 4,202 1,051
GEORGIA 9,590 2,398 2,931 733
HAWAIT 14,955 3,739 1,920 450
IDAHO 9,461 2,365 2017 504
ILLINOIS 9,969 2492 5,909 1,477
INDIANA 7,157 1,939 2,043 511
TOWA 7177 1,794 2814 704
KANSAS 7846 1961 3,053 763
KENTUCKY 7,553 1,888 2,005 501
LOUISIANA 9,009 2,252 1,812 453
MAINE 8,297 2,074 3,580 895
MARYLAND 12,448 3112 4,141 1,035
MASSACHUSETTS 11,366 2,842 5,116 1,279
MICHIGAN 8,324 2,081 3,567 592
MINNESOTA 9,757 2439 3,251 813
MISSISSIPPL 7,649 1912 1,756 439
MISSOURI 8,332 2083 2,627 657
MONTANA 8973 2,243 2416 604
NEBRASKA 1479 1,870 3635 909
NEVADA 12,192 3048 2,828 707
NEW HAMPSHIRE 10,206 3,551 6,329 1,582
NEW JERSEY 11,411 2,853 8,944 2,236
NEW MEXICO 9,858 2465 2,239 560
NEW YORK 10,639 2,660 7,346 1,836
NORTH CAROLINA 9,050 2,262 2,493 623
NORTH DAKOTA 7,920 1,080 3241 810
OHIO 7,551 1,588 3,488 872
OKLAHOMA 7,645 1911 2,119 530
OREGON 10,533 2633 3,382 B46
PENNSYLVANIA 8,835 2209 EWET] 1,108
RHODE ISLAND 9,626 2407 4,851 1,213
SOUTH CAROLINA 9,021 2,255 1,815 454
SOUTH DAKOTA 8,580 2,145 3,230 807
TENNESSEE 9,419 2,353 2371 593
TEXAS 9,100 2277 5,109 1,300
UTAH 10,204 2,551 2,085 521
VERMONT 8,500 215 4,980 1,245
VIRGINIA 12,591 3,148 3,524 881
WASHINGTON 12,615 3154 3,865 966
WEST VIRGINIA 8,132 2,033 1,458 364
WISCONSIN 7,793 1,948 4,406 1,101
WYOMING 10,392 2,598 2,242 560

NAR ealeulations based on IRS Dara
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Proposals to Eliminate or Modify Itemized Deductions

Over the past several years different plans have emerged proposing the reduction, modification, or
complete elimination of itemized deductions. Each of these proposals would Lt the value of the
deductlou ﬂ.lldfﬂ[ hﬂve a IlEgﬂT.i\"E i[]'lpact on d'lE \'“ahlc 0{ llousi.ug. Il'.l u]ﬂll)" cases, dle l.argesl i.lnpacl
would be felt by middle-class families, not necessanly by the individuals or families categonzed by
the med:a as “the nch.” The following 1s an examumation of each of these proposals.

Capping Itemized Deductions

Two proposals have repeatedly been floated to cap the value of all itemized deductions. The first is
a Proposal made each year in President Obama’s budget to cap itemized deductions for upper-
income taxpayers at 28 percent. As itemuzed deductions follow taxpayers’ top margmal rate, this
would have the effect of lessening the value of all itenuzed deductions for individuals m the 33
percent, 35 percent and 39.6 percent brackets. It is important to note that many of these taxpayers
have already had the value of their deductions linuted by the reinstatement of the complex and
burdensome “Pease” imitation that now applies to individuals with adjusted gross income above
$250,000 ($300,000 for couples) as part of the American Taxpayer Relief Act of 2012.

The 28 percent cap focuses on the tax filer’s income, rather than the total dollar amount of itemized
deductions. Tlhus proposal adds, rather than removes, complexity from the tax code and would be
hard to plan for. An individual, particularly one who owns a business or who is self-employed, may
be in different tax brackets from year to year. These individuals have a particuladly difficult time
estimating their mcomes and tax hability, particularly 1n today’s uncertain economic and legislative
climate. The)' do not need added burdens of complexit}' or u.n.auLicipnled tax increases. A reduction
in the mortgage interest deduction (MID) would further complicate their family finances.

Some will say that putting a hmitation on the deductions of upper income taxpayers would cause no
harm for those in lower brackets. However, when reduced tax benefits reduce the value of a home,
'Lhe VZILIE Ofﬂ.u llomes decregses. A CDﬂﬂPSE or reduction i.l] 110me va]ues at LhE tDP E]ld Cll‘ L}IE
market causes downward pressure on all other homes. That is, when the value of my neighbor’s
house declines, then the value of my house declines, as well.

The second proposal to cap itemized deductions comes in the form of a hard dollar cap on all
itemized deductions. Most promunently proposed by Republican nominee Mitt Romney during the
2012 Presidential election, a dollar cap would disallow deductions above a certain dollar figure
regardless of income.

As ﬂ}e cap iS not IJﬂSEd on il'lCOmE, IJllt mﬂ'ler tl'IE amount le dEd'l'lCliCll]S Clﬂ.i.ﬂ'led, ﬂ'l.is P[OF)C'SRI
would potentially raise taxes on Americans of all income levels regardless of where the dollar
amount of the cap was sef. For example, if the cap on total deductions were set at 325,000,
households with cash incomes as low as $30,000 would be impacted, according to the Tax Policy
Center (TPC). TPC further estimates that 35 percent of households with cash mcomes between
$100,000 and $200,000 would see a tax increase averaging almost $2,500 if itemized deductions were
capped at $25,000.
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Not only does a dollar cap affect taxpayers of all income levels, it also penalizes those who live in
areas Witl'] hi.gller llous.i.ug costs or higher state a.lld loca] taxes. 'I'axpa)-‘ers ].i"’i.ﬂg iJl ﬂlese areas llave
somewhat “fixed” deduction costs when it comes to their mortgage and tax levels. Their property
tax levels are directly tied to the value of their property and the local tax rate. While, in theory, they
can pay down their mortgage amount and reduce their mterest pa.id if the}' have the hnancial ahi].il}'
to do so, neither the mortgage nor the tax amount paid are discretionary, as is a charitable donation.
Therefore, while it 1s widely viewed that charities would take the biggest hit from a dollar cap on
total itemized deductious, one could argue the b&ggesl losers would be younger farulies ﬁ\'iug in high
cost housmg markets who have both larger mortgage interest payments and lugh state and local tax
bills. Their tax increase would be the most pronounced and paimful, despite the idea that a dollar
deduction cap is designed to simply make “the rich” pay their fair share.

If a dollar cap were i.mp]emenled on itemnized decluctions, no matter the dollar amount, more and
more taxpayers would be subject to it if Congress failed to index that amount for inflation. This
would create the same kind of tax nightmare that came about as a result of the Alternative Mimmum
Tax, as more ﬂ".cl more m.liddle class tﬂxpa)-‘ers became SUIJiECl to ﬂ'le cap as home \rﬂlues and taxes
paid rose, simply because of inflation. After spending years trying to exempt most muddle class
taxpayers from the AMT, it would seem odd Congress would choose to proactively mtroduce
ﬂ.llDtl'lEl' one. A dD]lﬂ.[ cap fll[tl']ef ads one more l{ayer Df co:nplexit}' to t]le tax CDCIE and seems a
rather blunt instrument to raise revenue.

Converting the Mortgage Interest Deduction to a Tax Credit

Many econonusts have traditionally favored tax credits over tax deductions because tax credits
pl:ovide more benefit to those in lower tax brackets. Tlus ignol:es the rea]it)' ﬂml, na progressive tax
system like ours, an individual in the 15 percent bracket receives only 15 cents of tax reduction for
each dollar of interest deducted, wlile an individual in the 35 percent bracket recerves a tax benefit
of 35 cents on the dollar. The mathematics of this assertion are correct, but asymmetncal: The tax
benefit analysis of a deduction ignores the balance between tax rates and individual income taxation.
An mdividual in the 15 percent bracket pays only 15 cents of tax on the dollar, while an individual in
the 35 percent bracket pays tax of 35 cents on the dollar. Thus, tax rates balance, rather than distort,
the value of deductions.

In 2005, President Bush’s tax reform advisory council proposed converting the deduction to a 15
percent non-refundable tax credit. The Simpson-Bowles Commussion proposed a 12 percent non-
refundable tax credit slloug with its proposnls to eliminate the deduction for second homes and cap
the total amount of eligible mortgage debt at $500,000. Others have proposed credits of different
amounts and with different hmitations on the total amount of mortgage debt that could be claimed
or the number of homes. In order to more carefully weigh the pros and cons of converting the
deduction to a credit, NAR commussioned outside research in 2005 to study the effects of such a
COI'I\"EﬁiDIl.

While the conclusions are now somewhat dated, they present a strking contrast with the 12 percent
or even 15 percent credit proposals. In 2005, NAR asked its consultants to design a revenue-neutral
tax credit based on data then currently available. (Revenue-neutral was intended as a design under
which the total amount of the tax expenditure associated with mortgage interest was neither
increased nor decneasec].) That :ms.lys.is showed that in 2005, a revenue-neutral rate for a credit
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would have been 22 percent — markedly more beneficial to taxpayers than a 12 percent or 15 percent
credit.

The amount of the credit percentage would greatly affect the amount of winners and losers in any
CONVersion. HO\\'e\'cr, different studies have cons.isteuﬂy shown that the tax increases for the losers
would be far greater than the tax savings experienced by the winners. Furthermore, a conversion to
a credit would upend 100 years of established tax law. The effects that drastic of a change would
have on conswmers and the real estate markets are unknowable. In tlus case, we think Congress
would be well advised to adopt the mantra of “do no harm.”

Eliminating the Deduction for Second Homes

Se\'eral recent proposa.ls fDl' tax [El‘Dl'm, illl:i'l'ld.i.llg BD\VIES—S:“T]PSD]'I, ha\'e 1{]Cl'l'lded a pmposal to
eliminate the deduction for second homes. Cutics of the second home deduction argue that it
pramanly benefits rich owners of expensive vacation homes in resort areas like Aspen or Cape Cod.
Il] fEﬂlil)", tllClSe tﬂXPﬂYEIS are not dle IJE[]EI‘ICiﬂfiES Dl‘ the cleclucl.ion.

When a Second Home is not a “Second Home™

One overlooked reason for the code allowing a deduction for mortgage interest paid on a second
home mn a tax year 1s the most fundamental part of residential real estate: buymng and selling. Ifa
l‘ﬂlr].‘li}' llﬂs a le:tgage on ﬂ'leif Plilnﬂf}’ resideﬂ.ce, aIld Lllell Sel.ls ﬂlﬂt [es.ide]lce i.ﬂ Ofder to Pu.fch.ﬂse
another home in the same tax year, they have owned two homes in that year. Removing the
deduction for second homes would only allow the famuily to deduct the interest for one of those
residel]l:es ﬂ]ld esse]lﬁﬂu}’ i.l]t[DdllCE atax on mD\'i.llg. Fﬂln.ilies move fDr mﬂIl}’ d.‘ll}‘ere]l[ LeASDIS]
more space for a growing family, downsizing once the kids are gone, economic challenges, or a new
job. NAR estimates that as many as three nullion houscholds take part in a move that would quality
them for a “second home” deduction in a tax year even though none of those families would
consider themselves second home owners.

Second homes are both geographically concentrated and diverse

\Vhﬂe the image coniu.red lllJ b)’ l:‘ritics Df a SGCDI'I& I'IOITIE i5 a mu}ti-mﬂ]ion dollar properk)-‘ il] a tCIi]Y
resort area, the fact is that most of those homes are bought with cash. In reality, second homes
nationally have a lower median sales price than principal residences.

(It 1s important to note that for the discussion of second homes we are referring to the traditional
defimition of a vacation home used for recreational purposes by the owner. Homes rented for more
than 14 days in a tax year are considered rental properties and subject to different tax rules.)

Every year NAR conducts an Investment and Vacation Home Buyers Survey. Over the past decade,
the median price of a second home has always trailed the median price of a puncipal residence.
Moreover, the median price of a second home has decreased over the past decade. In 2003, the
median price of a second home was §190,000. Medians for second homes peaked in 2004 at
$204,100. Currently, the median price of a second home is $150,000 — nearly 25 percent less than it
was at the top of the 2004 market.
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The tax returns of second home owners show that more than half — 54 percent -- are in income
classes below $200,000. In fact, the largest single category of second home owners is 1 the
$100,000 - $200,000 AGI range. NAR data show that 1n 2012 the median income of a second
homebuyer was $92,100. While that income level is above the national median, it is not the
definition of “rich” that lawmakers targeted in recent tax debates.

NAR’s second-home survey also shows that the age of second-home purchasers 1s mncreasing. After
remaining flat at approximately age 45 durnng the period 2004 — 2008, the median age of second
home buyers in 2012 was creeping toward 50, suggesting that owning a second home 1s as much a
retirement strategy as it 1s a recreation proposition. In fact, NAR research shows that 27 percent of
second home purchasers in 2012 listed their top reason for purchase was to use the property as a
principal residence m the future,

Fmally, NAR has compiled data identifying all US counties in which more than 10 percent of the
housing stock 1s second homes. Currently, about 900 of the nation’s 3068 counties (roughly 30
percent) fall into this group. In some counties with very small populations, second homes can
represent about 40 percent of the housiug stock. In I\Ieagher Couul'_\', Montana, for example, the
population is only 1,891 people, but second homes represent 42 percent of the housing stock. That
area 15 doubtlessly dependent on the jobs and property taxes generated by those second homes.

Thus, about 30 percent of US counties have a stake in retention of the mortgage interest deduction
l‘b[ Secoﬂ.d 11Dm95. Tl']DSe PL'DPEI:&ES gellemte v‘ﬂl‘lable ]DIJS ﬂ.ﬂd pl.'DPEI:k)’ Rnd Sﬂles taxes fﬂf ll'le
communities. To eliminate the MID for second homes would have at least as dramatic an impact
on those commuuties as it would the taxpayer/owners themselves. Congress needs to carefully
CDI]S.idEr tl'le el’:Danil: i.mpzl:t on tllese Comlnu.ﬂities, DFtEI'l localed i(] mfz.l areas With I.{tt]E Dﬂlef
economic resources vs. the amount of revenue that could be raised from eliminating the deduction
for second homes. The decline in home values and economic activity in those areas where the
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economy 1s dnven by second homeowners could very well eclipse the small amount of revenue that
CD'L'Ild bE g?_iIle b}' iIlC[EﬂSi.ﬂg taxes on Lhese llolllEDWllel'S.

Another proposal to “raise revenue” is to lower the cap on the amount of acquisition debt eligible
for the mortgage interest deduction from $1 mullion to $§500,000. As previously discussed, the $1
mullion Limitation was put in p]ace i 1987 and is not indexed for mflation. Conseqneuﬂ}' the value
of the MID has eroded by roughly half m 25 years.

Cutics of the MID argune that lowering the himitation to $500,000 would affect a relatvely small
number of wealthy taxpayers. In fact, research conducted on behalf of NAR shows that individuals
in every adjusted gross income (AGI) class, even as low as $10,000, have mortgage debt in excess of
$500,000. Those in the lower income ranges likely include those who are self-employed with
munimal income after expenses, those who are business owners with significant losses or retired
individuals with other tax-exempt ncome. No matter what the income category, however, reclucing
the cap would make their economic positions worse, particularly where there have been losses.

F'L'l.fﬂ“!f E.lldil]gs ffDlT] reseﬂfcll CDlld'L'lctEd fc'f N_’\R Shw's over 1']alf Df ﬂ'le lﬂxpﬂ}"efs i[npﬂcled b)‘
imposing a $500,000 cap on MID have AGI below $200,000.

Among those who itemize and claim MID, the AGI classes below $100,000 comprise 56 percent of
all tax returns. These are pumanly working families. Moreover, the AGI classes below $200,000
represent almost 90 percent of all itenuzed returns. Thus, the overwhelmung majority of tax returns
with MID are certainly NOT in so-called “Warren Buffett” terntory.

Notably, taxpayers with AGI above $200,000 have far more resources with which to reduce their
mortgage debt than do those with AGI of less than $200,000. Iromeally, 2 $500,000 cap thus
becomes less punitive for very high income taxpayers than it would be for working families — even
fairly weﬂ—mmpensslted ones with AGI around $200,000. These famulies have more constraints on
their liquidity and cash flow than the very high income families.

A $500,000 cap has wildly divergent geographic implications. The burden of the cap would be
disproportionately bome by taxpayers in high costs areas, even though they might not be
CflrEngiZE{l as “l"i(:]‘l" and even tl]DHgll ﬂ'le)' mﬂ)’ hslve l:ﬂi.f]_\' lTlDdeSt IICIITIE.S, “IDSE ]i’Vi]lg iﬂ }'I.ig]‘l cost
areas pay a dispropo[tiolmtel)-‘ larger amount Ol‘ Lheir ﬂl‘tef tax illCDﬂle tOWa[d l]Dl'lSi.l]g t]lﬂl‘l dCI
taxpayers in other parts of the country. Eliminating part of the MID for them would exacerbate that
dispanity and m fact make home ownershup even less affordable for many families. Some have
proposed addressing this geographic issue by tying the imuts of the MID to area housing prices n a
way similar to formulas used to calculate loan limits for the Federal Housing Admunistration (FHA).
NAR would resist any effort to make the cap on the MID contingent on the taxpayer’s place of
residence. Such a change would impose significant complexaty on what is currently a very simple
provision.
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Additional Residential Real Estate Provisions

In addition to the deductions for mortgage interest and property taxes paid, there are two other tax
provisions that have a large impact on a fanuly’s ability to sell their home. One of these provisions
i5 pennauf_‘ut al'ld 5130“1(] IJE preser’ved WllﬂE ll'lE OL}]E[ i5 leIlllJOral"\' Rl'ld Shﬂuld be ruade Pef]lja.llellt.

Capital Gains Exclusion for Sale of a Principal Residence

Prior to 1997, the tax rules that governed the sale of a pancipal residence were complex and largely
ignored (Section 1034 of the Internal Revenue Code). The general rule was that there was no
recognition of gain, so long as the seller purchased a home of the same or greater value within a
speaified time. (Tlus was a particular disadvantage to individuals who relocated from a lugh cost
area to a lower cost area.) The deferred gain from the sale reduced the basis of the new home.
Other elaborate rules requ.ired taxpayers to track the adiusted basis of the homes they owned so that,
in the event that they did not purchase a replacement home or purchased a replacement home of
lesser value, the gain on that sale became taxable, as measured from the adjusted basis. Few
taxpayers had ndeq\mte uuderstanding of the law or sufficient records to enable them to comply with
these rules.

In 1997, the Clhinton Admumstration, without mput from NAR or others in the housing industry,
proposed a complete overhaul and simplification of these rules. Rather than require elaborate basis
computations on multiple residences over a term of many years, the new rule simply permitted the
seller to exclude up to $250,000 ($500,000 on a jomt return) of the gamn on the sale. Any excess
above these amounts would be cun'ellﬂ}-‘ taxable at the cnpilsl gai.us rate for the year of sale. The
reinvestment rules were eliminated, so taxpayers gained mobility and flexibility. The exclusion gives
them the ability to downsize, buy more than one property, purchase a non-real estate asset or do
anything they choose with the proceeds of the sale. The exclusion 1s restrcted to the sale of only a
prncipal residence, and certamn qualifications must be satishied in order to receive the benefit of the
exclusion.  As with the MID, the $250,000 and $500,000 amounts are not indexed for mflation.

Some have suggested reducing the amount of the exclusion on the rationale that home values have
declined so the amount of excludable gain should decline, as well. NAR rejects this reasoning. In
fact, homeowners have a very justifiable claim that they made a major contubution to any
appreciation in their home, and so should be allowed to retain what, for many, would be the full
va}ue Uf ﬂlat ﬂPP[ECiﬂtIIDIL

No data is publicly available that allows either NAR or its consultants to evaluate the impact of
possible changes to these rules. No public IRS records present information about Forms 1099 that
are filed for home sale transactions, and no capital gains data are separately presented to show the
amount of taxable gnin reportecl on homes sales ina parﬁcu]ar year. In acldition, there is no way to
ascertain the value of 1ul.|:ecoguized gaiu that has accumulated in homes that are not cu.r:eutly on the
market. Finally, long-term holders are far more likely to have larger appreciation amounts and so
should not be penalized for that long tenure.

We note that thus provision 1s among the most taxpayer-friendly sections in the entire Code. When
euslcted, it was a substantial simp].iﬁcatioll from prior law. Itallows a great deal of ﬂex_ibi]ity in the
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financial planning for families. Notably, the gamn on the sale of a principal residence 1s a sigmficant
l‘ﬂl:tol: il'l ll]('_' reliremeut savi.ugs P]ﬂl] Df many chler Americaus. 'I‘lle)’ Rlltic.ipﬂle dDW’ilSiZiIlg alld dlel']
using the remaining proceeds to supplement any retitement income they have. Prior law penalized
individuals over age 55 by limiting an exclusion to just once in a ifetime. Today’s rules reflect far
more accul'alel}' L]le 110[]1&0“’112[511‘][_’ paltel:ﬂs over a ]ifel;i.ﬂle. 'nle ExcluSiDI'l fu.ucLiOlls as a sort Of
“Housing Roth IRA™ in that the gains made over long periods (in many cases with improvements
made from after-tax dollars) are free of tax at the ume of sale. At a ime when policymakers are
conlemplati.ng changes to entitlement programs and Americans are snggl.i.ug to save more for
retirement, Congress should continue to recogmze the important role the principal residence
exclusion plays i supplementing retirement savings. NAR urges Congress to retan the exclusion at
current levels or secure its importance for future generations of homeowners by indexing it for
wflation.

Cancellation of Mortgage Indebtedness for Principal Residence

Ul‘ldef geuel:ﬂl tax pl:iﬂl:iples, Wllel] a 1Elldef Cﬂllcﬁ]s a PD[tiDl] or a]l Dl‘a dEbt, i[]l:ll.ld.i.ﬂg mclrlgﬂge
debt, the borrower 1s required to recognize the forgiven amount as income and pay tax on it at
ordinary income rates. An exception is provided for some mortgage debt that was or will be
forgiven between January 1, 2007 and December 31, 2013. When this relief was mitially considered
in 2007, the Ways and Means Comnuttee reported it as a permanent provision. The final version,
however, was temporary and in place only through December 31, 2009, That date was extended
through December 2012 as part of the flurry of legislation enacted at the height of the 2008 financial
crsts. The American Taxpayer Relief Act of 2012 subsequently extended the expiration date to
December 31, 2013,

While the volume of short sales and foreclosures has receded from record highs, there are still a
signuficant number of families struggling to keep up with their mortgage payments and banks are still
working to conduct loan modifications as a result.

NAR believes the tax code should not cl.iscou.rage homeowners from tryi.llg to take pl:oactive steps
to avoid foreclosure by taxing them on phantom income, especially when the federal government
has devoted considerable resources to help modify mortgages and lessen the impacts of foreclosure.

We urge Congress to make mortgage cancellation relief a permanent provision.
ge g gage P< P

Additional Views on Proposed Tax Systems — The Flat Tax and The Fair Tax

While we recogmze the prospect of converting the entire tax code to a completely new system of
taxation is not necessarily the goal of the Commuttee, we do wish to brietly note our views on the
proposed Flat Tax and Fair Tax models to indicate our opposition to them.

NAR aggressively opposed the flat tax as it was proposed in 1995 by then-Representative Dick
Armey (R-TX) and later duning the 1996 Presidential primary campaign of Steve Forbes, The
Armey-Forbes flat tax, based on the so-called Hall-Rabushka model, would have repealed all
deductions, including the mortgage interest deduction and state and local tax deductions and
mstituted a single income tax rate.
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Our internal research and the research of outside experts consistently has shown that an evernight or
even a phased Joss of these deductions would canse the value of excisting bousing to fall by as much as 25 percent. The
average loss of valwe wonld be 15 percent. This is simply unacceptable, particularly becanse onr research aiso bas shouwn
that this loss of valwe is never firlly reconped.

Under current law, no federal-level tax applies to the purchase of a house. Thus, we would oppose
any new, transaction-type tax on the sale or purchase of a house. We have no formal position on
the systemn set forth i the National Retail Sales Tax ("The Fair Tax”}, but we are d.isrna_\'ed that the
sales tax rate of that model would likely range between 30 percent and 45 percent of the purchase
price on a tax-exclusive basis.

We are unable to imagine how buyers, sellers or housing markets could bear the burden of The Fair
Tax as it WD“].CI iIl'lPDSB ﬂ'lis l']Eﬂvj" SﬂlES tax on d'le Sﬂle Cll‘ﬂ hOlT]E. We q'l.lESti.Dll \vheﬂler pruc]eut
lenders would or should finance the sales tax cost, as a long-term financing mechanism would
almost certamly require mortgages that would exceed erther the far-market value or the after-tax
value of the home.

It 2 home that had been subject to the sales tax were sold before the sales tax liability had been
exh‘.ugu.‘lshec] (\Vi]icl} we IJEi.iEVE woulcl IJE tlle geuem.i Case), Li'lE owner WCIU.ld likel}' rea]ize no cash, as
the outstanding tax and mortgage liabilities could easily use up most or all of the proceeds from the
sale. Short sales would be epidenue. Thus, a tax on home purchase 1s ill-advised.

Conclusion

NAR would like to thank the Commuttee for its open and collaborative process as it seeks to reform
our Nation's tax code. In order to devise a fairer and simpler tax code, the input of stakeholders at
all levels 1s imperative to avoid unintended consequences.

Tl'le resic]entia] re:ﬂ estate mﬂfket i.ll Aimefil:ﬂ iS a ].alge c].river Df tl‘le economy. W’hen llousing dDES
well, America does well. The Nation has been led out of four of the last six recessions by a recovery
1 the housing market and it appears that housing 1s poised to lead us to yet another economic
ecovery.

Despite the price declines, foreclosures, and economic hardship that has befallen our housing
market in the past five years, Americans remain commutted to the pl;i.nciples of 11D|neowner5]1ip,
They continue to hold the vast majority of their personal wealth in their homes. They continue to
believe that ownership of real property 1s part of the American Dream that was envisioned from the
very beginning by our Founders. That 1s why even high numbers of those who rent consistently
support tax incentives for home ownership. Congress should continue to support these same ideals
as it seeks to reform the tax code.
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Chairman CAMP. Well, thank you, Mr. Thomas.
Mr. Dietz, you are recognized for 5 minutes.

STATEMENT OF ROBERT DIETZ, ASSISTANT VICE PRESIDENT
FOR TAX AND POLICY ISSUES, NATIONAL ASSOCIATION OF
HOME BUILDERS, WASHINGTON, DC

Mr. DIETZ. Thank you for the opportunity to testify today. My
name is Robert Dietz, and I am an economist with the National As-
sociation of Home Builders. NAHB represents all sectors of residen-
tial real estate development, single family, multifamily, remod-
eling, and businesses connected with supplying and financing those
activities.

Homebuilding is an industry dominated by small businesses, so
the idea of a simpler, less complex Tax Code has great appeal. At
the same time, our industry remembers painful lessons from the
1986 Tax Reform Act when the commercial and multifamily sectors
experienced a downturn due to unintended consequences. For this
reason, we urge you to be cautious and thoughtful when it comes
to housing and tax reform.

We have seen over the last 5 years the influence housing can
have. When housing fares well, it is positive for the economy. The
year 2012 was a year of expansion off of great recession lows, but
recent data, such as NAHB’s measure of builder confidence, has
suggested the recovery will have starts and stops. In particular, the
share for some home buyers remains below historic norms.

Given the state of the industry, I would like to highlight a few
key tax issues. NAHB strongly supports the Low Income Housing
Tax Credit. Created in the 1986 reform effort, it is the most effec-
tive tool for the creation of affordable rental housing. Utilizing a
public-private partnership to attract investment, the tax credit has
created over 2 million affordable rental units. The needs for such
housing remain significant and we strongly urge the Committee to
protect this program.

Also, the completed contract rules in Section 460(e) are essential
to homebuilders and offer a case in point about tax reform. Absent
this fix to changes made in 1986, many builders would need to pay
taxes on homes prior to sale.

However, when it comes to housing, the spotlight typically falls
on the mortgage interest deduction, or MID. A few thoughts. First,
we frequently hear few homeowners benefit from the MID because
itemization is required. In fact, most homeowners will claim it. In
2009, for example, 35 million taxpayers claimed the MID out of 50
million homeowners with a mortgage. This means, of homeowners
with a mortgage, 70 percent claimed the MID in that year. And
typically more than 80 percent of mortgage interest paid by home-
owners is reported as a deduction. Over the course of a home-
owner’s time of ownership, the majority will claim the MID for
years at a time.

It is also claimed that the MID encourages the purchase of a
larger home. These claims ignore the role of family size. The data
show that larger families see a larger benefit, which is intuitive
with the notion that families with children require larger homes.
Also, the cost of housing varies greatly across the Nation, so what
may appear to be a large deduction may reflect a modest home.
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Moreover, the MID and the real estate tax deductions are two of
the few elements in the Tax Code that account for differences in
cost of living. Indeed, the real estate tax deduction is an important
reminder that homeowners pay over $300 billion in property taxes
each year. This fact is often ignored in Federal tax debates, be-
cause these taxes are collected by State and local governments.

There is also a connection between the age of a homeowner and
the resulting benefit of the MID. As a share of household income,
the largest deductions are for those 35 and younger. This makes
sense, because these are the homeowners that are paying more in-
terest in the early years of a mortgage.

Given this demographic connection, NAHB believes that any pol-
icy change that makes it harder to buy a home or that delays the
purchase of a home will have a significant impact on the wealth
accumulation and makeup of the middle class.

Now, a few thoughts on the MID rule for second homes. While
many think of expensive beach property, such homes are often
owned free and clear or rented, which excludes them from the MID.
In practice, the second home deduction is important for many who
do not think of themselves as owning two homes. For example, the
second home deduction facilitates moving when owning two homes
during the tax year. The second home MID rules also permit exist-
ing homeowners to claim interest on a construction loan for a fu-
ture home being built.

Repeal of the second home MID rules would affect large sections
of the country in nearly every State. There would be negative eco-
nomic consequences in terms of lost home sales, home construction,
and lost tax revenues.

How housing is treated in any future tax reform will shape the
economy going forward. This is particularly important now. Hous-
ing provides the momentum behind an economic recovery, because
homebuilding and associated businesses employ such a wide range
of workers. Housing could be a key engine of job growth that this
country needs.

As the Committee moves forward on tax reform, NAHB wants to
be a constructive partner. Thank you, and I look forward to your
questions.

[The prepared statement of Mr. Dietz follows:]
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On behalf of the 140,000 members of the National Association of Home Builders (NAHB), | appreciate
the opportunity to testify today. My name is Robert Dietz, and | am an economist and Assistant Vice
President for NAHB. My area of focus is housing tax policy. | received my Ph.D. in economics from The
Ohio State University in 2003.

NAHB is a Washington, D.C.-based trade association whose broad mission is to enhance the climate for
housing, homeownership and the residential building industry. We represent builders and developers
who construct housing ranging from single-family for-sale homes to affordable rental apartments and
remodelers. About one-third of NAHB's members are home builders and/or remodelers. The others are
associates working in closely related specialties such as sales and marketing, housing finance, and
manufacturing and supplying building materials.

The Internal Revenue Code currently provides numerous housing-related rules and incentives covering
both owner-occupied and rental units. There are key tax provisions geared toward rental housing,
which help facilitate the production of new rental housing and also specifically target affordable rental
housing. These include the Low Income Housing Tax Credit (LIHTC); accelerated depreciation; Section
142 multifamily rental bonds; and carried interest.

There are also a number of owner-occupied housing tax incentives that help make owning a home
affordable and accessible to millions of Americans. These include the mortgage interest deduction; the
deduction for local property taxes; the principal residence capital gains exclusion; and mortgage revenue
bonds.

MAHB has spent several years researching the housing tax incentives to determine how they impact
builders, remodelers, homebuyers, homeowners, and renters. Many assumptions are made about
various housing policies. NAHB has sought to move away from assumptions to a fact-based approach as
we evaluate these tax incentives in preparation for tax reform. My testimony explores the lessons
learned from that research.

Balance Between Rental Policies and Owner-Occupied Policies

Questions are frequently raised whether there is a balanced policy between rental and owner-occupied
housing. There exist justifiable reasons to support both forms of housing with policy = be it to ensure the
availability of high quality, affordable rental housing or support homeownership and enable its benefits
for families and communities. However, there is, in some circles, an assumption that renters are getting
the short end of the stick.

MNAHB has looked at the tax and spending policies that impact both rental and owner-occupied housing:
the mortgage interest deduction; the real estate tax deduction; capital gains exclusion; mortgage
revenue bonds; Section 108 relief; and HOME, CDGB, USDA, and other appropriations. According to
numbers published by the Joint Committee on Taxation (JCT) and the Congressional Research Service
(CRS) for Fiscal Year 2012, federal owner-occupied housing support totaled $120 billion.

NAHB also looked at policies supporting rental housing: Low Income Housing Tax Credit; preferential
rate on capital gains; accelerated depreciation on rental housing; bonds; like-kind exchanges; the

2
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historic credit; tenant-based and project-based Section 8; public housing funding; and other
appropriations such as HOME, CDBG, and USDA. According to numbers published by the Joint
Committee on Taxation (JCT) and the Congressional Research Service (CRS) for Fiscal Year 2012, rental
housing support totaled $61.6 billion.

To determine if the appropriate policy balance has been struck, it is necessary to look at the U.S.
population share living in each type of housing. Based on the numbers above, 66.1 percent of the policy
support goes towards owner-occupied housing; 65.35 percent of the U.S. population lives in owner-
occupied housing, according to the 2010 American Community Survey. In comparison, 33.9% of the
policy support is targeted to rental housing; 34.65% of the U.S. population lives in rental housing.

Based on the population living in each type of housing, the data indicate that policy support between
rental and owner-occupied housing is evenly balanced.

Rental-focused Tax Policies
Low Income Housing Tax Credit

According to Census data, over 40 percent of renters are rent-burdened, and the need for affordable
rental options remains acute. One of the major corporate tax provisions is the Low Income Housing Tax
Credit (LIHTC). The Low Income Housing Tax Credit (LIHTC) was created as part of the Tax Reform Act of
1986 as a more effective mechanism for producing affordable rental housing. We urge Congress to
maintain this critical affordable rental housing program.

The Low Income Housing Tax Credit is the most successful affordable rental housing production program
in U.5. history. Since its inception, the LIHTC has produced and financed more than 2 million affordable
apartments. As LIHTC properties must generally remain affordable for 30 years, they provide long-term
rent stability for low-income households around the country. But the demand for affordable housing is
acute and exceeds the availability of financing through the LIHTC program. We believe that the solution
is not to eliminate the most successful affordable housing program in the country, but to provide it with
the resources necessary to meet the nation’s affordable housing needs.
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As the preceding map shows, every state has a large population of rent burdened households.
Correspondingly, demand for credits greatly outstrips the resources available. According to the most
recently available annual survey released by the National Council of State Housing Agencies (NCSHA),
state housing finance agencies generally receive 52 in requests for every 51 in LIHTCs available. In 2010,
state agencies received applications for $2,235,447,946 in credits. Total allocations were 5917,428,932,
which means that for every tax credit allocated, there was a demand for approximately 2.4 tax credits.”

Demand does vary somewhat by state. In 2010, New York saw about $2.50 in requests for every $1
allocated; New Jersey experienced nearly 53.50 in reguests for every 51 allocated; and Texas had 52.10
in requests for every $1 allocated.

Nationally, demand varies somewhat from year to year but generally remains high. Itis useful to
compare the 2010 national numbers against 2008. 2008 was the height of the financial crisis, and
multifamily development generally was at a low point. Many traditional investors in LIHTC projects
were not investing during this time period, which made putting together deals much more challenging.
Nationally, there were applications for $1,873,311,018 in credits. Allocated in 2008 were $939,924,853

! state HFA Factbook: 2010 NCSHA Annual Survey Results, pg 90
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in credits’. At this point, demand fell, but was still double the amount of available credits, even in what
was one of the most challenging times for real estate development.

Again, looking back to better times in 2006, there were applications for $1,509,779,928 in credits.
Credits allocated were $691,073,326°. 2006 had approximately 52.20 in credit requests for every 51
available. We can see over several years in different economic environments, demand for tax credits
remained steady at double or mare of the available credits.*

LIHTC development remains stable over time because the need for affordable housing is significant. The
consistent demand for credits also reflects the advantage of creating this credit in the tax code.
Investors have confidence in the predictability of the tax code, which allow LIHTC developments to
continue even during economic downturns. The LIHTC enables a fairly constant demand for affordable
housing, as well as a financing mechanism that ensures long-term operation of affordable housing. In
fact, low income housing tax credit projects outperform the rest of the multifamily housing sector in one
key measure. These properties are very well managed, with an annualized foreclosure rate of less than
one tenth of a merr:em:.5 This is a third of the rate for other multifamily properties. The success of these
projects reflects, in part, the ever-present threat that the government can recapture tax credits if the
project fails.

A key component to the LIHTC success story is the flexibility the state agencies have to target specific
types of affordable housing developments. For example, a state with a large population of seniors may
offer a developer bonus points on an application for focusing on senior housing. Mationally, in 2010,
approximately 26% of LIHTCs were directed to senior i'l(:u.rs.if'|g.6 Other targeted projects include assisted
living; family housing; homeless; and housing for the disabled. Veterans housing is also increasing in
focus in some states. By allowing the states to direct tax credits, the program allows each state to
determine what types of affordable housing are best suited to the demographics of their state, rather
than applying a single, national standard. Ultimately however, a great deal of need remains unmet as
the demand simply outstrips the availability of credits.

The LIHTC is a unique private-public partnership. The benefits of this structure are evident in the quality
of the projects. Moreover, NAHB estimates that the LIHTC annually produces 95,000 new, full-time
jobs, adds $7.1 billion into the economy, and generates approximately $2.8 billion in federal, state, and

? State HFA Factbook: 2008 NCSHA Annual Survey Results, pg 92
? State HFA Factbook: 2006 NCSHA Annual Survey Results, pg 88
* These numbers represent all LIHTC credit types. There are several different types of credits: credits used for new
construction or for substantial rehabilitation (sometimes referred to as the 9% credit), which are design to provide
70% of the cost of construction; and a credit used for acquisition and light rehabilitation (sometimes referred to as
the 4% credit), which is designed to cover 30% of the cost of acquiring the property or for light rehabilitation. The
amount of credits available for each use is set in law. The data does not break out demand for the 9% and 4%
credits separately, but anecdotally, NAHB hears from developers that the competition for 9% credits is the
fiercest. Demand for 9% credits is likely much higher than double the amount of available credits.
**The Low Income Housing Tax Credit: Assessment of Program Perfarmance & Comparison to Other Federal
Affordable Rental Housing Subsidies,” by Novogradac & Company, LLP, 2011, Page 4
http://www.novoco.com/products/special_reports/Novogradac_HAG_study_2011.pdf
® State HFA Factbook: 2010 NCSHA Annual Survey Results, pg 109
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local tax revenue. Unfortunately, the supply of private, affordable housing stock is rapidly shrinking.
According to a 2011 Harvard study:

.. the private low-cost stock is rapidly disappearing. Of the 6.2 million vacant or for-rent units
with rents below 5400 in 1999, 11.9 percent were demolished by 2009. Upward filtering to
higher rent ranges, conversions to seasonal or nonresidential use, and temporary removals
because of abandonment added to the losses. On net, more than 28 percent of the 1999 low-
cost stock was lost by 2009.”

And the private marketplace is simply unable to replace those lost units with new construction. The
Harvard study notes that “[t]he rising costs of construction make it difficult to build new housing for
lower-income households without a subsidy.”® In 2009, the median asking rent for new unfurnished
apartments was $1,067; for minimum-wage workers, an affordable monthly rent using the 30-percent-
of-income standard is just $377.” The study calculates that to develop new apartments with rents
affordable to households with incomes equivalent to the full-time minimum wage, the construction
costs would have to be 28 percent of the current average.'®

Without federal assistance, it is financially infeasible to construct new, unsubsidized affordable rental
units. Itis a critical program, and as noted in the study, “[a]t present, the Low-Income Housing Tax
Credit (LIHTC) program is nearly alone in replenishing the affordable stock, supporting both new

construction and substantial rehabilitation of existing properties including older assisted
developments.

»11

Under the Low Income Housing Tax Credit (LIHTC) program, affordable housing developments receive
tax credits which are used to attract equity capital. There are two types of tax credits: one credit
provides 70% of the financing cost and is used for new construction and substantial rehabilitation; and a
second credit that provides 30% of the financing cost which is used to acquire an existing property for
rehabilitation. These are often referred to as the 9% and 4% credits respectively because that was the
original credit amount when the program was created in 1986.

The Tax Reform Act of 1986 did not fix those credit rates at 9 and 4 percent, but rather created a floating
rate system where the credit rates are adjusted on a monthly basis. The IRS calculates the monthly
values of the credits based on the cost of borrowing by the federal government. As a result, today's low
federal borrowing costs produce very low credit rates, which reduces the amount of private equity
invested in LIHTC development. For April 2013, the 9% credit was only worth 7.43%; the 4% credit was

7 “America’s Rental Housing: Meeting Challenges, Building on Opportunities” Joint Center for Housing Studies of
Harvard University, 2011. Page 6.
http://www.jchs.harvard.edu/publications/rental/rh11_americas_rental_housing/AmericasRentalHousing-
2011.pdf

“pg23

? page 23 and 21

- Page 24

" page 5



133

worth 3.19%. These low rates reduce the amount of equity properties could receive by more than
fifteen percent, making it more difficult to do LIHTC developments, particularly as state and federal
governments cut back on direct spending that is used to fill financing gaps for LIHTC properties. The
“floating rate” system also creates uncertainty for owners and investors and complicates state
administration of the program.

In response to the declining rates, the Housing and Economic Recovery Act of 2008 (HERA) set the rate
for new construction and substantial rehab credits from each state’s allocation at no less than 9 percent,
which was the rate when the program was created. The provision was then extended for credits
allocated by the end of 2013 through the American Taxpayer Relief Act of 2012 (ATRA). However, this
provision expires at the end of 2013,

If this provision is not extended, developments will need to be underwritten at the floating rate, which
would mean a sudden and substantial reduction in the amount of equity that a development could
receive for its allocation. Making the fixed floor rate permanent would not increase the number of
LIHTCs allocated, as they are capped annually; it just affects how much allocation each project may
receive. NAHB strongly supports making the 9 percent credit rate floor permanent.

While neither HERA nor ATRA addressed the 4% credit, NAHB also strongly believes that the LIHTC
program would benefit greatly by fixing both credit rates. In addition to the 9% LIHTC, states are
allowed to provide credits from their capped allocation for the acquisition of existing property, an
important tool for affordable housing preservation. Acquisition Housing Credits are currently set by the
floating rate system just like new construction. Applying the fixed floor rate for acquisition Housing
Credits at no less than 4 percent would similarly remove the uncertainty and financial complexity of the
floating rate system, simplify state administration, and facilitate preservation of affordable housing at
little or no cost to the federal government. According to the National Council State Housing Agencies,
Acquisition Housing Credits are less than 10 percent of all allocated Low Income Housing Credits so the
incremental additional cost of extending the fixed floor rule to acquisition Credits would be minimal.

Carried Interest

The taxation of a capital gain due to a carried interest is an important issue for the real estate industry
and particularly for the multifamily housing sector, both market-rate rental and Low Income Housing Tax
Credit. Under present law, a capital gain classified as a carried interest is taxed like any other capital
gain. Carried interest has come under attack for how it is used by the hedge fund industry, but broad
attacks on carried interest ignore the key role it plays in real estate development.

The use of partnerships and other pass-thru entities is common in the home building industry and the
construction sector generally. In a common arrangement, a builder/developer performs the role of the
general partner and outside investors act as limited partners, who provide much of the initial equity
financing. Typically, the general partner receives a developer’'s fee (and possibly subsequent fees for
owning and operating the property) and the limited partners receive a specified rate of return on their
investment. Any residual profits are split between the multifamily builder/developer/property owner
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and the investors as defined by the partnership agreement. Of course, the particulars differ depending
on the nature of the project, the types of developers, and the role of outside investors.

In many cases, the developer’s share of the residual profit, if it is realized {uncertain at the time of the
deal), is classified as a “carried interest ,” which is an allocation of profit that as a share of total profit
exceeds the share of the developer's initial equity investment in the project.’ The carry can be
ordinary income or capital gain, but the current policy debate is limited to a carried interest that is due
to a capital gain at the partnership level. Carried interest that is paid as ordinary income is unaffected
by the proposals being debated in Congress. Capital gain typically arises in such arrangements through
the sale of a tangible, depreciable asset that is held for more than one year. For example, this situation
would include a building that was constructed, owned and operated for a period of time and then sold
to other investors.

Table 1 illustrates this in more detail for a hypothetical partnership with $100 million in initial equity
financing (595 million from outside interests, and 55 million from the home builder), a 10% preferred
return for the limited partners, and a 50%-50% division of residual profit. Under this example, the
multifamily developer’s capital gain income is a carried interest (portion in excess of 5% - the initial
equity stake) and would be subject to additional tax under existing proposals.

Table 1: lllustration of Partnership Income Digributions and Tax Consquences
Home Builder: Outs ide Finance:
Partnership Lewel General Partner Share Limited Partners Share

ity |mvested $100.00 ] =00 200% $96.00 55.00%
Capital Gairs Incoma: First Districution 5.5 I 50.00 0.00% $9.50 100.00%
Residual Capital Gains $10.50 525 50.00% 8525 50.00%
Total Return $20.00 $5.25 20 25% 51475 73.75%
———e ———
Carriad Interest Test under HR. 4213 20.25% > 5% TI.75% > 9%
Carried Interest Yeas No
Tax Rate under Present Law 1% 15%
Taxes Paid under Present Law 50.7875 215
Tex Rate under Propos sl % 5%
Taces Paid under sl 51.6375 522128
|Cifference in Taxes Faid 50.8500 50.0000

Dollar amounts inmsions

Project ylelos 20% retum ower time periog

Al Income I3 CapERIQains & parmership ievel

LP3 receive frs! 10% retam

Resioual aing Beyond Ar3t T0% Bre S50 S0% @Ch 1 GFang LFs
Farthers face oraary mcome S rate of 35%

Putting aside the tax issues, the carried interest in the above multifamily development example serves
two important economic purposes. First, it provides an incentive for the multifamily developer and

property owner to control costs and operate the property efficiently in order to generate a profit for the
outside investors. This incentive makes the investment more attractive for investors, helping to attract

2 Note that technically this definition describes both promoted and carried interests. A “promote” is often used to
refer to any share of profit allocation greater than the initial equity stake, and a “carry” is a type of promote for
which there is little or no equity stake. However, in the current debate, the term “carried interest” now captures
all of these scenarios.
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investment for multifamily projects, particularly those in higher risk environments, such as
economically-distressed areas.

Second, the carried interest transfers business risks associated with the development project to the
multifamily builder and owner, who may be more familiar with market conditions and in better position
to manage the risks. These risks include changes in administrative expenses, local regulations, and of
course local market conditions, which is of particular importance given the existing weakness in many
local housing markets. Further, a multifamily developer may assume additional risk by making additional
guarantees to the outside investors. For example, the developer can guarantee the completion of the
project, or the servicing of debt used to finance the project. Carried interest allows multifamily builders
to be compensated for making these guarantees and assuming the risks. Hence, partnerships with
carried interest mechanisms are excellent financial arrangements for allowing multifamily developers
and outside investors to share business risks efficiently.

Increasing the tax on carried interest for the real estate sector also results in a transfer of tax revenue
from state and local governments to the federal government by reducing the value of multifamily
investments, thereby lowering property tax collections at the local level.” Based on proposals
considered by Congress in 2010 which would tax carried interest as ordinary income, NAHB estimated
that the total amount of property taxes lost to state and local governments for the real estate sector
would be approximately $1.2 billion per year.”* Given that the federal revenue estimate for the carried
interest proposal, at that time, was $24.6 billion, this 512 billion ten-year estimate demonstrates that
the proposal generates a significant transfer of tax revenues from state and local governments to the
federal government.

NAHB supports the current carried interest tax rules as they apply to commercial and residential real
estate. Should Congress decide to make changes to current law, it is absolutely essential that the
transitional rules include a grandfathering provision for current contracts. As many multifamily projects
are held for years before a gain is realized, a sudden shift in tax policy will have a significant and
negative impact on real estate. As a word of caution, Congress failed to include adequate transition
rules when it sharply limited the ability of individual taxpayers to claim passive losses in the 1986 tax
reform act. As a result, there was a collapse of the commercial and multifamily real estate sectors that
ultimately contributed to the S&L crisis.

Depreciation

Rental property can be depreciated on an accelerated timeframe over a period of 27.5 years, versus a 39
year depreciation schedule for commercial real estate. In addition, individual components can be
depreciated under various, shorter timeframes through the use of cost segregation rules.

Maintaining a reasonable depreciation period for rental housing is critical. If the period is too long, it
will increase costs and make it harder to develop rental housing. Changes to the depreciation schedule

** For more detail on how NAHB calculated the impacts, see:
http://www.nahb.org/generic.aspx?sectionID=1081&genericContentiD=131457#top2
¥ NAHB's analysis was based on H.R. 4213 in the 111" Congress
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will impact the financial viability of existing multifamily buildings, which could result in foreclosures and
price declines. Depreciation is also a key to attracting outside investors.

For these reasons, NAHB opposes changes to the depreciation rules that would extend the depreciation
period of property associated with residential rental property. It is also worth noting that while
Congress has enacted and continues to debate the value of various expensing proposals (e.g. bonus
depreciation), such rules typically exclude structures such as apartment buildings (property with more
than 20 years of economic life).

Owner-Occupied Tax Policies

The Benefits of H ship

Homeownership offers a wide range of benefits to individuals and households.” These include
increased wealth accumulation, improved labor market outcomes, better mental and physical health,
increased financial and physical health for seniors, reduced rates of divorce, and improved school
performance and development of children. These beneficial financial and social outcomes are due to
the stability offered by homeownership, as well as the incentives created by the process and
responsibilities of becoming and remaining a homeowner.

An important motivating factor in the pursuit of homeownership is the investment opportunity it offers
for many families. Despite recent price declines, equity in a home constitutes a substantial proportion
of a typical American family's wealth. According to the 2010 Federal Reserve Survey of Consumer
Finances (SCF), the median family net worth of a homeowner is $174,500; for renters, it was $5,100.

Homeownership also provides advantages for seniors. A significant proportion of a household's wealth
is in the form of equity of owner-occupied housing, and this wealth provides significant advantages in
retirement. Mayer and Simons (1994) indicate that equity in the home and the use of a reverse
mortgage could increase liquidity for senior households by as much as 200%.'°

Data from the 2010 SCF illustrates the importance of housing wealth, particularly for moderate and low
income senior households. For example, for seniors aged 55 to 74 and income of $25,000 to 550,000,
total housing assets constituted 48% of household net worth. For those with slightly higher incomes, the
importance of housing wealth remained but declines somewhat. Housing is also a significant portion of
wealth for seniors above age 75: for those with incomes of $25,000 to 550,000, housing wealth made up
58% of net worth. For lower income seniors abowve age 75 (incomes below $25,000), housing wealth
totaled 55% of net worth.

These data illustrate the importance of housing wealth and suggest caution with respect to policies that
would reduce these wealth holdings, based on decisions made over a lifetime, via direct policy changes

% R.D. Dietz and D.R. Haurin, The social and private micro-level consequences of homeownership, Journal of Urban
Economics 54 (2003) 401-50.
®iEy Mayer, K. V. Simons, Reverse mortgages and the liquidity of housing wealth, AREUEA Journal 22 (1994) 235-
55.

10



137

(such as weakening the section 121 gain exclusion for principal residences) or indirect changes (such as
price declines induced by weakening the mortgage interest deduction).

Overall, economists, sociologists and other social scientists have found significant, positive
homeownership-related impacts on a large set of outcomes associated with households and
communities.”” For these and other positive impacts, homeownership has and should continue to have
a favorable place in the tax code.

Completed Contract Rules
Brief History of the Rules

Under current law, a long-term contract is defined as a building, installation, construction, or
manufacturing contract that is not completed by the end of the taxable year in which it is entered into.

Prior to the changes made in the Tax Reform Act of 1986, taxpayers could generally elect to account for
income and expenses attributable to long-term contracts under the percentage of completion method
or the completed contract method. Under the completed contract method, the gross contract price is
included in income in the taxable year in which the contract is completed. Under the percentage of
completion method, income is taxed according to the percentage of the contract completed during each
taxable year.

Certain other limitations and rules applied, and there were additional rules for “extended period” long-
term contracts—contracts not expected to be completed within 24 months. An exception to these
“extended period” rules was provided for contracts for the construction of real property if the contract
was expected to be completed within three years, or if the contractor’s average gross receipts for the
previous three years did not exceed $25 million.'®

Changes in the Tax Reform Act of 1986

Congress believed that the completed contract method permitted an “unwarranted deferral of the
income from those contracts.”™® Specifically, the Joint Committee on Taxation reported to Congress that
certain large defense contractors had negative tax rates due to net operating loss carryforwards
generated through use of the completed contract method. In response, the Tax Reform Act of 1986
adopted a modified percentage of completion method that would apply to all long-term contracts.

The Act did include a modest exception for small construction contracts. Contracts for the construction
or improvement of real property, if the contract is expected to be completed within two years, could be

7 Two comprehensive literature reviews detailing the impacts of homeownership are:

W. M. Rohe, G. McCarthy, S. Van Zandt, The social benefits and costs of homeownership: A critical assessment of
the research, Research Institute for Housing America, Working Paper No. 00-01 (2000).

R. Dietz and D. Haurin, The social and private micro-level consequences of homeownership, Journal of Urban
Economics 54 (2003) 401-50.

'* General Explanation of the Tax Reform Act of 1986, published by the Jeint Committee On Taxation (JC5-10-87),
pg. 524-526

* Ibid, pg 527
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accounted for under the previous completed contract rules. However, the exemption was limited to
taxpayers whose average gross receipts in the previous three tax years fell below 510 million.

Unintended Impacts on New Home Construction and the Home Construction Contract Exemption

Congress’ intent in changing the completed contract rules was aimed largely at defense contractors who
were deferring income taxes on projects that had a multi-year contract, such as during the lengthy
construction period for an aircraft carrier. Defense contractors generally received substantial progress
payments from the government, and taxing these types of contracts under the percentage of
completion method is appropriate. In enacting the Tax Reform Act of 1986, Congress also attempted to
ensure that residential construction was largely unaffected by these changes, as seen by the inclusion of
the exception for small construction contracts. At the time, home builders largely believed these
changes did not impact them because their agreements with their customers were viewed as sales
contracts, not construction contracts.

However, in 1988, the IRS released Advance Notice 88-66, which would have adversely affected the
operations of home builders. NAHB realized at this time that the protections Congress included through
the exemption for small construction contracts fell short. Prior to this notice, residential real estate
developers took the position that the typical agreements of sale entered into for the sale of a new home
were not “construction contracts” subject to the accounting rules under Section 460. Home sales
agreements differed considerably from a typical construction contract, particularly when compared to
the contracts a defense contractor entered into with the government. A home sales agreement involves
a developer agreeing to sell the home to the buyer in the future, with the developer retaining title to the
property and bearing all economic risks until closing, with no progress payments, and typically only
backed by a small deposit. Builders normally do not realize any profit until closing, which occurs after
the home is constructed.

The IRS was proposing to tax home builders on income they had not yet received. Due to the length of
home construction, it is common for a new home to straddle two tax years. Although home builders
viewed these agreements as contracts of sale rather than as construction contracts as defined by
Section 460, the IRS Advance Notice revealed that the government viewed these sales contracts as long-
term construction contracts subject to the new accounting rules. This change would mean that home
builders would need to significantly alter their business model.

Although buyers put down a deposit, the deposit is generally kept in an escrow account and cannot be
used to cover construction costs or tax payments. Moreover, unlike with defense contracts, progress
payments are not typical because most homes are financed by a mortgage at closing. If these homes
were subjected to the new accounting rules, most builders are very small businesses, so they would be
forced to finance the tax payments through a construction loan, which would increase the cost of home
construction for the buyer.

Certainly, the proposed changes would have caused significant cash-flow problems for home builders
and imposed a larger barrier for smaller homebuilders who lack the financial means to cover the tax
payments. In response, Congress included relief in the conference report for the Technical and
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Miscellaneous Revenue Act of 1988 by clarifying in Section 460(e) that "home construction contracts”
were not subject to the percentage of completion accounting methods. The conference report
describes a home construction contract as one where “80 percent or more of the estimated total costs
to be incurred under the contract are reasonably expected to be attributable to the building,
construction, reconstruction, or rehabilitation of, or improvements to real property directly related to
and located on the site of, dwelling units in a building with four or fewer dwelling units.”*°

NAHB believes that Section 460(e) is consistent with both Congress’ intent in 1986 to shield the
residential construction industry but also with the unique contractual agreements used for home
construction. This is a case where a broad definition of “construction” resulted in unintended
consequences that were potentially harmful to home builders and buyers alike. NAHB believes that it
did not make sense to apply an accounting method to home builders that was really targeted to address
other tax problems, and that same rationale continues to support maintaining Section 460(e) as
Congress considers tax reform.

Capital Gains Exclusion
Brief History of the Capital Gains Exclusion

Prior to 1997, capital gain due to sale of a principal residence was governed by a complicated set of
rollover and exclusion rules.

The Revenue Act of 1951 allowed a taxpayer to “roll over” the capital gains received from the sale of a
principal residence if, within one year, the taxpayer used the gain to acquire a new residence of equal or
greater value. The roll over period was later extended to 18 months under the Tax Reduction Act of
1975 and to 24 months in the Economic Recovery Tax Act of 1981. Thus no capital gains taxes were
generated until a homeowner purchased a principal residence of smaller value than their previously
owned residence or ceased to be an owner of a principal residence.

The Revenue Act of 1964 introduced the first exclusion of capital gains arising from the sale of a principal
residence. Under this law, taxpayers 65 years or older could exclude up to 520,000 in capital gains if
they owned the house for at least eight years and lived in the home for at least five. The Tax Reform Act
of 1976 later increased this exclusion to 535,000,

The Revenue Act of 1978 made a series of additional changes to the tax treatment of capital gains on the
sale of principal residence. It lowered the minimum eligible age for the gains exclusion from 65 to 55
and increased the exclusion amount to $100,000. It also allowed a taxpayer to elect a one-time capital
gains exclusion on the sale of a principal residence as long as the taxpayer lived in the home for three of
the last five years. The Economic Recovery Tax Act of 1981 increased the $100,000 exclusion to
$125,000.

Simplification Arrives: The Changes of 1997

HR. Conf Rep. No. 100-1104, pg 118
13



140

The Taxpayer Relief Act of 1997 vastly simplified the complicated roll over and gains exclusion rules by
repealing them and starting over. In their place, Congress allowed a taxpayer to exclude up to $250,000
(5500,000 if married filing a joint return) of gain realized on the sale or exchange of a principal
residence. The exclusion could be claimed no more than once every two years. To be eligible for the
exclusion, a taxpayer must have owned the residence and occupied it as a principal residence for at least
two of the five years prior to the sale or exchange.

These changes represented a significant improvement over what was, according to the Joint Committee
on Taxation, “among the most complex tasks faced by a typical taxpayer.”*' As Joint Tax noted, despite
the fact that most homeowners never paid tax on the sale of their principal residence due to the
previous rollover and exclusion roll rule, it was necessary to keep detailed records of both purchase and
sales transactions, but also remodeling expenditures in order to accurately calculate the tax basis of
their home. Adding complexity to this recordkeeping requirement was separating expenditures for
repair and improvement that added basis to the home and those that did not. Finally, the deferral of
gain based on purchasing a more expensive home as a homeowner moved through their lifecycle was
also inefficient in that it may have deterred some homeowners from moving from high-cost to low-cost
areas,

Congress has adopted one subsequent change that was included in the Housing and Economic Recovery
Act of 2008 (HERA) to prevent speculators from abusing the capital gains exclusion. The 1997 reforms
established the “two-of-five” test that defined a principal residence as one where a homeowner had
used the home as a primary residence for two years of the five year window prior to sale. This created a
scenario whereby an owner of a residence could hold the property for a long period of time, reside in it
for two years, and then claim the gain exclusion. While this taxpayer may have owned the residence,
they were most likely using it as a rental property for the majority of the years of ownership. This
“gaming” of the system was inconsistent with the spirit of the law, which had a focus on principal
residence ownership.

The National Association of Home Builders supported the fix Congress passed to prevent a taxpayer
from excluding the gain earned during periods of nonqualified use. The HERA change effectively shut
down the ability of speculators to use the gain exclusion while protecting the 1997 enacted reduced
recordkeeping and calculation requirements.

Impacts from Eliminating the Gains Exclusion

Removing or otherwise weakening the gain exclusion for the sale of a principal residence would have
two strongly negative effects for existing homeowners. First, it would lay a direct and unexpected tax
bill on homeowners who expected to use housing equity as a source of retirement wealth. Second,
weakening the gain exclusion would reduce demand for housing by increasing the lifetime tax burden on
principal residences. A reduction in demand would push housing prices down, thereby inflicting a

* General Explanation of Tax Legislation Enacted in 1997, Joint Committee on Taxation, December 17, 1997, JCS-
23-97).
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windfall loss on existing homeowners. Of course, since a significant share of homeowner wealth is due
to housing equity, eliminating the gains exclusion would have far reaching consequences.

While much of the attention of the tax policy community is on the gain rules for principal residence
sales, in an environment where home prices are down 29% on a national basis (per Case Shiller), it is
also worthwhile to note the limitations on claiming a tax loss from the sale of a principal residence. In
general, a loss incurred on the sale of a personal residence is a nondeductible personal loss for income
tax purposes. It is worth noting this rule is different than losses for the sale or exchange of a financial
investment for which the loss can be deducted against capital gains income.

Overall, it is also important to remember that there are various—and sometimes differing—tax benefits
and burdens that are levied on investments, both housing and financial. Analysts debating federal tax
policy often ignore the state and local government tax burden placed on housing via property tax. Such
tax on property value differs from income tax in that the tax is levied on the value of the asset rather
than a flow of net income. While housing receives some unique benefits in the tax code, like the capital
gains exclusion, housing also faces a tax burden unlike other investments.

With a minimum two year ownership period, the requirement that the home be used as a principal
residence, and the closing of the second home loophole in 2008, the gains exclusion is targeted in a
manner where real estate speculators or investors seeking a tax shelter will find no benefit. This is a tax
benefit aimed exclusively at long-term owners of a principal residence. As a home is typically the largest
source of household wealth, the home has become a retirement vehicle for many Americans. In some
ways, the capital gains exclusion functions much like a Roth IRA, where the retirement gains are also
completely excluded from the taxpayer's income.

State and Local Real Estate Deduction
Brief History of the State and Local Real Estate Tax Deduction

The deductibility of state and local real estate taxes has been part of the tax code since the U.S. income
tax code was enacted in 1913. This deduction aligns with a general principle of fair taxation: taxes paid
to a local or state government should not be taxed as income by the federal government. If the goal of
an income tax regime is to tax changes in wealth, income which is ultimately paid out as a tax does not
represent a change in wealth.

Housing is taxed in many ways unlike other investments, particularly via property taxes. While other
investments are taxed when sold and the tax is based on their gain in value, housing is the only
investment which is taxed annually on the value of that investment, irrespective of any increase in value.
This tax burden faced by homeowners is often lost in the federal debate since these revenues are not
collected at the federal level. It is not, however, lost on the homeowner paying property taxes. For
2012, total property tax collections by state and local governments summed to 5474 billion. NAHB
estimates that two-thirds of these collections were due to housing for a total of $316 billion. Data from
the Census Bureau indicates that the average homeowner pays property tax at an effective tax rate of
1.1% of the market value.
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Who Benefits from the State and Local Real Estate Deduction?

A common criticism of deductions is that taxpayers in higher income brackets realize a higher dollar
benefit from the deduction. This leads some critics of the current tax code to suggest that deductions
are inherently unfair. However, looking at tax fairness in nominal dollars ignores that these higher
income taxpayers also pay a larger dollar amount in taxes. NAHB believes that the most even-handed
approach to looking at the progressivity of a deduction is as a percentage of a taxpayer's adjusted gross
income.

Using IRS data, for taxpayers with an adjusted gross income (AGI) of less than $200,000, NAHB
calculated that the average real estate deduction is worth 0.7% of AGl. For taxpayers with an AGI above
$200,000, the benefit falls to 0.5% of AGI.™

Table 5: Real Estate Tax Deduction

AGI NAHB Estimates
Based on AGI

Returns Amount Average

Number Share | Amount | Share RE Tax

(Ths) ($M) Benefit,
Percentage

of AGI
Under $10,000 4 0% 50 0% 0.6%
$10,000 under $20,000 757 2% $107 1% 0.9%
$20,000 under $30,000 2,027 6% $399 2% 0.8%
$30,000 under $40,000 3,340 10% $739 4% 0.6%
$40,000 under $50,000 3,940 11% $1.231 6% 0.7%
$50,000 under $75,000 9,366 27% $3.747 19% 0.6%
$75,000 under $100,000 7110 20% $3889 20% 0.6%
$100,000 under $200,000 7,342 21% $6,757 34% 0.7%
200,000+ 1,103 3% $2918 15% 0.5%
Total 34,989 100% $19.788 100% 0.7 %

Source: 2004 Statistics of Income (S0I), IRS, NAHB Estimates

As a result, elimination of this tax provision would result in a higher tax burden, as measured by a
percentage of AGI, on middle class taxpayers.

Another way to look at progressivity in the tax code is to measure the share of the benefit flowing to an
income class relative to taxes paid. According to the latest estimates by the Joint Committee on
Taxation, 75% of the benefit from the real estate tax deduction goes to taxpayers with an economic
income® below $200,000*. The same taxpayers pay approximately 40% of all income taxes. Because

*\Who Benefits from the Housing Tax Deductions?

http://www.nahb.org/generic.aspx?section|D=7348&genericContentID=150471&channellD=311

3 It should be noted that the income classifier used by Joint Tax for these distribution analyses is economic

income, a definition that generates incomes higher than adjusted gross income (AGI) (for example, economic
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this class of taxpayers receives a larger percentage benefit relative to their actual taxes paid, by this
measure, the real estate deduction increases the progressivity in the tax code.

Mationally, for taxpayers with an AGI of less than $200,000, the mean real estate tax deduction is
$3,581. There are significant variances on a state-by state basis: those same taxpayers in Texas have an
average deduction of 54,265, while in New Jersey their deduction averages 57,398. But the principle
behind the deduction remains valid 100 years after the first income tax code was adopted: real estate
taxes paid should not be considered as taxable income.

Mortgage Interest Deduction
Brief History of the Mortgage Interest Deduction

When Congress created the modern income tax code in 1913, Congress recognized the importance of
allowing for the deduction of interest paid on debt incurred in the generation of income. In this early
code, taxpayers were permitted to deduct a wide-range of interest from business and personal debts,
including mortgage interest. The mortgage interest deduction came into its own after World War 11,
when home ownership became more accessible and a rite of passage for the middle class. Deductions
for mortgage interest grew in absolute numbers, homeownership rates increased during this period, and
today two-thirds of American households own a home.”

In reforming the tax code in 1986, Congress disallowed the deduction of interest payments for certain
types of debt but maintained the popular deduction for mortgage interest. In doing so, “...Congress
nevertheless determined that encouraging home ownership is an important policy goal, achieved in part
by providing a deduction for residential mortgage interest.”** Aside from some adjustments in 1987, the
mortgage interest deduction remains unchanged since Congress’ historic rewrite of the tax code 26
years ago.

Tax Rules for the Mortgage Interest Deduction

Homeowners may deduct interest from up to 51 million of acguisition debt and up to $100,000 of home
equity loan debt. Mortgage debt from the taxpayer’s principal residence, as well as a second, non-rental
home qualifies. Mortgage interest paid for the purposes of acquiring, building, or substantially
improving a qualified home may also be claimed against the Alternative Minimum Tax (AMT).

income includes employer-paid health insurance premiums and payroll tax). Accordingly, these estimates
understate the benefits collected by the middle class on the more recognized AGI income definition.

# Estimate of Federal Tax Expenditures for Fiscal Years 2012-2017, published by the Joint Committee on Taxation,
February 1, 2013, (JCS-1-13)

* U.5. Census Bureau: http://www.census.gov/hhes/www/housing/hvs/qtr211/g211ind.html
* “General Explanation of the Tax Reform Act of 1986”, Joint Committee Print, Prepared by the Staff of the Joint
Committee on Taxation, May 4, 1987, Pg 263-264.
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its to the Mortgage Interest Deduction

Starting with the first tax code in 1913, there was no limit on the amount of home mortgage interest
that could be deducted. However, the Tax Reform Act of 1986 imposed limits on the deduction. This
law limited the deduction to interest allocable to debt used to purchase, construct or improve
(acquisition debt) a designated primary residence and one other residence.

The Omnibus Budget Reconciliation Act of 1987 further limited the deduction to interest allocable to up
to 51 million in acquisition debt. This limit is not adjusted for inflation. Factoring in the impact of
inflation, the value of the cap has eroded by half since 1987; in 2013 dollars, the original cap would be
equal to just over $2 million.”’

Who Benefi

from the Mortgage Interest Deducti

Within the tax policy circles, there are a number of repeated criticisms of the mortgage interest
deduction. Some of these claims are misleading, while others ignore the importance of debt, lifecycle,
and geography in attainment of homeownership. NAHB has published a number of papers using
Internal Revenue Service Statistics of Income data, estimates from the Joint Committee on Taxation, and
general housing data from the U.S. Census to examine these claims.

A commoen, though misleading, criticism of the mortgage interest deduction is that it is claimed by a
relatively small number of taxpayers, and the benefits accrue mostly to higher-income taxpayers. When
viewed relative to the reporting of taxable income, the distribution of tax liability, and the use of other
tax preferences, these claims lack merit. These inaccurate observations also lead to flawed conclusions
regarding the distribution of impacts associated with these housing deductions.

The Mortgage Interest Deduction is Progressive

A progressive tax system is one for which low-income taxpayers pay a smaller percentage of their
income in taxes than high-income taxpayers pay. A policy that reduces tax liability for low-income
taxpayers lowers their average tax rate and thus makes the income tax system more progressive.

One of the most common erroneous claims we hear is that the mortgage interest deduction is
regressive and only benefits the wealthy. Not only is the mortgage interest deduction a middle-class tax
break, but it makes the tax code more progressive. According to the distributional tax expenditure
estimates from the Joint Committee on Taxation (JCT), 86% of mortgage interest deduction beneficiaries
earn less than $200,000 in economic income. And 65% of the net tax benefits are collected by
homeowners with economic income of less than $200,000, yet these same taxpayers pay only about
40% of all income taxes.™

* Bureau of Labor Statistics CPI Inflation Calculator. $1,000,000 in 1987 equates to $2,043,715 in 2013.
http://www.bls.gov/data/inflation_calculator.htm
* Estimates of Federal Tax Expenditures for Fiscal Years 2012 - 2017.
https://www.jct.gov/publications.htm|?func=startdown&id=4504

18



145

One way of measuring progressivity is as a percentage of income. Using IRS data, NAHB has calculated
that for taxpayers with AGI less than $200,000, the mortgage interest deduction is worth on average
1.76% of AGI. For taxpayers with AGls above $200,000, it is worth less, only 1.5% of AGI. * Not only is
the benefit of the mortgage interest deduction realized predominantly by the middle class, but the data
clearly shows that the benefit declines in value as a percentage of income as income rises.

As seen in the chart below, Figure 1, using 2005 IRS data, illustrates the critical point when considering
the income distribution of the housing tax deductions relative to other tax expenditures.

Figure 1: Distribution of Tax Deductions
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The progressive nature of these tax preferences can be seen by noting that claims of the mortgage
interest deduction (as well as the real estate tax deduction) exceeds final tax liability for AGI classes up
to $200,000. Figure 1 presents deduction amounts, but it can also be seen for the final distribution of
tax benefits (i.e. tax expenditures) relative to taxes paid. Figure 2 demonstrates this with 2009 JCT data.
Again, the benefit of the mortgage interest deduction exceeds taxes paid for income classes up to
$200,000.

 Who Benefits from the Housing Tax Deductions?
http://www.nahb.org/generic.aspx?section|D=734&genericContent|D=1504718&channellD=311
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Figure 2: Distribution of Taxes Paid and MID Benefit: 2009

B % of taxes paid

® % of MID benefit

540k and less$40k to $50k $50k to $75k  $75k to $100kto 5200k and
$100k $200k up

Using 2010 tax year data, NAHB has further broken down the distributional data to examine how many
taxpayers, with AGI below $200,000, claim the mortgage interest deduction, by state:

Percentage of MID Claimants with Incomes of Less than $200K AGI

Percent of MID Claimants
with Incomes of Less than $200K AGI

Bolow 50%
U s0o% -a1a%
I s20% - 93.5%
| P

These numbers range from a low of 82.3% in Washington, DC, which is a small geographic area with high
housing costs and high incomes, to a high of 95.4% in Idaho. In large part, there is little variance from
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state to state, with nearly all states ranging from 88% to 93%. The data is clear that the mortgage
interest deduction is overwhelmingly a middle class deduction, regardless of where a homeowner lives.

It is worth noting a technical point about all of these distribution claims. First, the JCT analysis use
economic income, which includes items many pecple would not consider “income,” thus placing them in
a higher income class than they would expect. Examples would be employer paid payroll tax and
employer paid health insurance. Second, these are household income measures. Thus, married couples
with dual incomes are going to be concentrated at the top. Given the connection between marriage and
homeownership, it is important to keep in mind what household economic income of $200,000 means:
it could be a married couple both earning $85,000.

The Majority of Homeowners Will Claim the Mortgage Interest Deduction

Another misleading claim is that few homeowners benefit from the MID because itemization is required.
Opponents of the mortgage interest deduction note, for example, that only a quarter of tax filers
itemize, leading some to conclude that only a small percentage of homeowners claim the MID. This is
false.

The most important determinant of taxpayer itemization is homeownership. IRS data reveal that 36.7
million taxpayers claimed the MID for tax year 2010. While this number represents approximately a
quarter of all tax returns, it is nearly half of all taxable returns and about 70% of itemizing returns. The
more relevant numbers, however, are the shares of homeowners. There are nearly 75 million
homeowners in the U.S., so approximately half in a given year claim the MID. However, approximately
25 million of that 75 million own their homes free and clear of a mortgage (but likely benefited from the
MID in the past). This means of the homeowners with a mortgage, more than 70% claim the MID.

Of those who do not, most are older homeowners in the later years of the mortgage when they are
paying relatively more principal and relatively less interest. For these homeowners, the standard
deduction is a better option.

Using Bureau of Economic Analysis data, NAHB estimates that over the last decade, 80-90% of all
mortgage interest paid has been claimed as a deduction on Schedule A. Clearly, the mortgage interest
deduction is broadly claimed. Itis also important to keep in mind that taxpayers benefit from the
homeownership tax deductions at specific times during their lives. And cumulatively, these numbers
illustrate that over the tenure of homeownership, almost all homeowners will claim the MID for years at
time, particularly as first-time homebuyers paying large amounts of interest and relatively little
principal.

As an analogy, consider the following non-housing example. The 2005 IRS 501 data reveal that only 8
million taxpayers benefited from the tax code’s interest deduction for student loans. This represents
approximately 6 percent of all taxpayers. Nonetheless, the student loan interest deduction is, like the
mortgage interest deduction, a tax preference claimed at a particular time in an individual's life, and
does not represent a tax preference that benefits only a narrow set of taxpayers, despite its low number
of claimants in a single year.
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Family Size Matters

The lifecycle aspects of homeownership also produce another interaction with housing tax preferences.
It is often claimed that the mortgage interest deduction encourages homeowners to purchase a larger
home. This presents a rather narrow view. Homeowners with a larger family need a larger home and
will therefore have a large mortgage interest deduction. The need for a larger home created the larger
mortgage interest deduction, not the other way around. And NAHB analysis of SOI data confirms this.*
Taxpayers with two exemptions — a proxy for size - who claimed the MID had an average tax benefit of
$1,500. Taxpayers with four exemptions had an average benefit of approximately $1,950. In fact, the
benefit increased correspondingly from one exemption to five-plus exemptions, which is intuitive with
the notion that larger families require larger homes.” Moreover, the cost of living, particularly for
housing, varies greatly from city to city, so what may appear to be a large deduction for a given home in
one area, may in fact reflect a modest home in a high cost area. Indeed, the MID and the real estate tax
deductions reflect one of the few elements in the tax code that account for differences in cost-of-living.

Along with the lifecycle associated with family size, we also see a direct correlation between the age of
the homeowner and their resulting benefit from the housing tax incentives. Unlike other itemized
deductions, the total benefits of housing-related deductions, such as the mortgage interest deduction,
generally decline with age. After all, it is younger households who typically have new mortgages, less
amount of equity, and growing families.

Using IRS data, NAHB has examined the age characteristics of taxpayers claiming the mortgage interest
deduction. Figure 3 plots the average mortgage interest deduction™ by age cohort.

Figure 3: Average Mortgage Interest
Deduction
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** Who Benefits from the Housing Tax Deductions?
http://www.nahb.org/generic.aspx?section|D=734&genericContentlD=150471&channellD=311

! The data also show that income rises with the number exemptions for those claiming the MID. For taxpayers
with AGI less than $50,000 who claim the MID, the mean number of exemptions was 2.01 in 2004, It was 2,57 for
those with AGI $50,000 to 575,000, 2.89 for those with 575,000 to $100,000 in AGI, and 2.98 for those between
AGI $100,000 and $200,000 and 3.03 for those above these AGI levels.

*2 This includes the deduction for home equity loans and real estate tax deductions. See Housing Tax Incentives:
Age Distribution Analysis, by Robert Dietz, May, 2, 2010.
http://www.nahb.org/fileUpload_details.aspx?contentiD=1492848&fromGSA=1
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This is consistent with the deduction for mortgage interest peaking soon after the taxpayer moves from
renting to homeowning and then declines as homeowners pay down their existing mortgage debt.

Figure 4 shows this data as shares of AGl. The data reveal that the mortgage interest and the real estate
tax deductions fall as a share of taxpayer income for older taxpayers.

Figure 4: Aggregate Deductions Claimed
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As a share of household income, the largest benefit goes to those aged 18 to 35. Together, this data
highlights the fact that the mortgage interest deduction strongly benefits younger households who tend
to be recent homebuyers with less home equity.

The importance of this deduction to younger buyers can be seen by looking at the United Kingdom.* In
the 1980s and 1990s, the U.K. phased out its mortgage interest deduction. Some opponents of the
mortgage interest deduction cite the U.K. when calling for eliminating the deduction in the U.S.
However, the changes in the U.K. have had a dramatic impact on younger homebuyers. From 1984 to
just recently, the average age of a first time homebuyer in the UK rose from 31 to 38, Thisisa
significant delay that will have dramatic demographic impacts.

NAHB believes that any policy change that makes it harder to buy a home, or delays the purchase of the
home until an older age, will have significant long-term impacts on household wealth accumulation and
the makeup of the middle class as a whole. Delayed investment in homeownership may translate into
lower assets at retirement or a later retirement. It is also worth noting in this vein that the largest
homeownership declines as a result of the Great Recession have occurred among younger homeowners.

B Analysts often make cross country comparisons when discussing the MID, noting differences or similarities in
homeownership rates. We note that there are multiple factors that determine the homeownership rate, which is
the number of homeowning h holds divided by the ber of households. Thus policies that discourage
household formations can have complicated impacts. Additionally, factors like average population age (older
populations will have more homeownership) and urbanization rates (more urbanized nations will have lower
homeownership) matter as well. For example, the U.5. is a “younger” nation (36.9) compared to the U.K. (40.5)
and Canada (40.7). The U.S. is also more urbanized (82.4%) than the U.K. (79.6%) and Canada (80.7%).
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This has two causes. One, fewer households are being formed as younger individuals double up or, as a
second reason, such individuals choose to live with their parents or other family. NAHB estimates that
2.1 million households have not formed for these reasons, and thereby constitute “pent-up housing
demand.” The Census Bureau has found similar estimates.™

Given that the MID offers large benefits, as a share of household income, for younger homeowners, the
loss of this benefit will only make homeownership less-accessible to those younger households who
have been devastated by the ongoing housing crisis. Weakening the mortgage interest deduction,
particularly in high cost areas (which are high cost because housing demand is high, typically because
jobs are in supply), means shutting out younger, aspiring middle class Americans from homeownership,
which could have far reaching social and economic outcomes. As an example, CDC fertility rate data
indicate that as a result of the Great Recession, the number of births in the United States is declining,
and this decline is particularly being recorded among those future middle class Americans.

When evaluating options for tax reform, NAHB would urge the Committee look beyond the typical
income distribution analysis. The conclusions presented here suggest that proposals to change these
deductions should also examine the generational or age-cohort consequences. Generational impacts
are not typically discussed by tax policy analysts in lieu of traditional income distributional analysis, but
the long-term effects are potentially significant. This is why NAHB believes that part of designing a fair
tax system involves looking at the effects on both income distribution and across age groups.

Home Prices, Affordability, and Household Net Worth

Most studies find that elimination or significant weakening of the mortgage interest deduction would
reduce prices for owner-occupied homes, perhaps by as much as 15% depending on local market

).>* The exact amount

conditions (average income, housing supply response, and other economic factors
depends to a great degree on how much of the tax benefit is capitalized into prices, which in turn
depends on the ease of home builders to provide additional housing units. In markets where new
supply is difficult to add, the capitalized value may be large. In markets where new supply is easier to

add, the capitalized value may be small.

This is important because one claim made by opponents is that eliminating the deduction would cause
prices to fall and affordability to increase. But this claim ignores the role that debt plays in buying a
home. If the after-tax cost of servicing the mortgage increases due to the removal of the interest
deduction, the cost of homeownership can actually rise even as the price of the home falls. For example,
assume a married couple earning 590,000 and in the 25% tax bracket. Suppose the household buys a
$200,000 home and puts down 20% (540,000). They obtain a $160,000 mortgage at a 5% interest rate.
In the first year of their mortgage, they will pay approximately $2,159 in principal and 57,289 in interest.

* http://blogs.census.gov/censusblog/2011/09/households-doubling-up.html
* some recent analysis suggests that recent data yield uncertain price effects. This has been interpreted
incorrectly by some as suggestive of no price impact. This is incorrect. The inconclusive results are just that -
inconclusive — given the historic movements in price and interest rates in recent years. NAHB looks to studies of
older periods with less statistical noise as better guides of policy impact.
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Now the value of their mortgage interest deduction is based on the amount of the interest payment that
exceeds the difference between the standard deduction and the sum of their other Schedule A items. If
the sum of their Schedule A possible deductions is less than the standard deduction, they of course do
not itemize. If only $1,000 of mortgage interest exceeds the standard deduction, when stacked on top
of all other itemized deductions, then only that 51,000 yields a tax benefit from the MID.

Using 2009 Statistics of Income data from the IRS, we can estimate reasonable values of these itemized
deductions for a taxpayer in this income class. Assume the couple pays 54,500 in state/local income
taxes, $2,200 in property taxes (Census data indicate an average 1.1% effective tax rate on homes),
$2,500 for charitable deductions, and a little more than 51,500 for all other Schedule A items. This
yields a total of $10,700 for non-mortgage interest deduction Schedule A items, and total deductions of
517,989,

To properly account for the tax benefit from the mortgage interest deduction, we subtract the 2009
values of the standard deduction for a married couple ($11,600) from the total of non-mortgage interest
deductions ($10,700), for a difference of $900. The mortgage interest deduction benefit should then be
reduced by 5900 to a total of 56,389 in order to estimate the realized benefit: 56,389 times 25% or
$1,597.

Suppose, as a counterfactual, the mortgage interest deduction has been eliminated and home prices fall
by 10%. The couple now purchases a revised priced 5180,000 home. They use a 20% downpayment and
obtain a mortgage of 5144,000 at a 5% interest rate. They now pay 56,560 in interest and 51,943 in
principal in the first year.

Despite the 10% decline in price, the total cost of servicing the debt for the home increased. The after-
tax interest payment in the MID regime is 55,692 (57,289 minus the 51,597 MID benefit) compared to
56,560 with no MID and a 10% price reduction. In other words, despite the price decline, the after-tax
user cost of the home actually increased $868°. And all existing homeowners suffered a 10% windfall
loss to housing wealth due to the price decline. The winners from this policy change are cash and
investor buyers, for whom the housing market is currently historically dependent on for homebuyer
demand. These are not the typical owner-occupants that generate and collect the private and social
benefits of homeownership.

Besides affordability, price declines would affect net worth of homeowning households. Even small price
shocks can have huge impacts on housing wealth. According to the first quarter 2013 Federal Reserve
Flow of Funds, household owned housing real estate totaled $17.65 trillion. At these levels, a one
percentage point decline would wipe out 5176 billion in wealth. A 6% decline would eliminate more
than a trillion dollars of homeowner wealth. And a 15% decline would destroy more than 52.5 trillion of
housing asset value. These are no trivial numbers, even at the low end. Even opponents of the MID
acknowledge these points. The message is clear. Raising revenue through weakening of the MID is an
expensive way to raise tax revenue, in terms of effects on homeowner wealth, and the resulting

* 5 principal payments, which represent savings, are included, housing costs increase by $652.
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spillover effects in terms of reduced consumption by these households and reduced property taxes for
state and local governments.

Second Homes and the Mortgage Interest Deduction
Tax Rules for the Second Home

Homeowners may deduct interest payments on up to two homes in a given tax year: a primary
residence and one other residence. The amount that may be deducted is still limited to the combined
cap of $1 million in acquisition debt. A second home is one that is not rented” and is not the
homeowner's primary residence. In addition, a second home can also be a home under construction for
which the homeowner has an outstanding construction loan.

When is a Second Home not a Second Home?

In practice, the second home deduction is important for many households who in fact do not think of
themselves as owning two homes. For example, the second home deduction facilitates claiming the
mortgage interest deduction during a period of homeownership transition, such as when a family
relocates and will own two separate principal residences in a given tax year—even if both homes are not
owned concurrently. Without the second home MID, this family would only be able to claim an interest
deduction on a portion of their total mortgage interest payment. This would not only act as a tax on
moving, but it could distort consumer behavior by discouraging relocation or leading to homeowners
moving only at the start or end of a tax year in order to minimize the tax implications.

Further, the second home rules allow up to 24 months of construction loan interest on a newly-
constructed home to be claimed while the family resides in their existing principal residence.” This rule
provides parity for custom home building where the eventual homeowner finances the cost of
construction. This form of construction is a larger share of home building today due to the recent
decline in the housing market. While both of these issues are technical and easily fixed as part of
transition, NAHB raises them for consideration because no reform proposal that eliminates the second
home deduction has ever considered the implications on homeowners who move or take on a
construction loan.

The Geographic Distribution of Second Homes

NAHB estimates that there are 6.9 million non-rental second homes, which totals more than 5% of all
housing units in the United States. When most Americans think of second homes, thoughts typically go
to expensive beach homes. However, such homes are more likely to be owned by higher-income
families who own the home free and clear of a mortgage—or rent out the home, in which case the
owner does not claim the mortgage interest deduction. The face of the typical second home owner is
more varied than most realize.

* Interest on debt used to acquire rental units may also in general be deducted under the tax code, but not under
the mortgage interest deduction; it is a general business expense.

* Treasury Regulations 1.163.
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Using Census data, NAHB estimated the stock and share of such tax definition-based second homes and
the results contrast with the stereotyped view of the second home mortgage interest deduction
favoring beach homes. Nearly every state has areas with significant numbers of second homes; 49 states
have a county where at least 10 percent of the housing stock consists of second homes.” The data
showed 26 counties where 50 percent or more of the housing stock is second homes. Six of those
counties are in Michigan; five in Colorado, two each in Pennsylvania, Utah, Massachusetts, and
California, and one each in New York, Alaska, Idaho, Missouri, Wisconsin, Texas, and New Jersey. Asthe
next map shows, second homes are found throughout the country.

Second Home Housing Stock

Share of Total Housing Stock
Allocable to Second Homes
5% or less
601 10%
J 1001-10%
B 001 35%
I 3501 50%

I 5001% or higher

It is also important to look at geographical breakout based on aggregate numbers of second homes.
Dense urban areas may have a significant number of second homes but they may represent only a small
number of the total housing stock. In fact, there are 12 states with at least one county with 25,000 or
more second homes: Florida, California, New Jersey, New York, Texas, Delaware, Michigan, South
Carolina, Nevada, Massachusetts, lllinois, and Arizona. The next map illustrates the count of second
homes throughout the country.

* Connecticut is the only state that did not have at least one county where 10 percent of the housing stock was a
second home.
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Second Home Housing Stock

Second Homes
per County
500 Units or Less
501- 1000
B 1.001 - 5000
I 001 - 10000

I 10.001 o Mose

An examination of the geographic location of second homes also shows that most second homes are
located in areas of the country that are generally affordable. Based on this observation, NAHB believes
that homeowners using the second home deduction for a vacation home may have lower incomes than
commonly recognized. Because the IRS does not require homeowners to differentiate between
principal and second home mortgage interest on their tax forms, there is no IRS data available.
However, NAHB has used the Consumer Expenditure Survey released by the Bureau of Labor Statistics to
match the average household income to homeowners who have a mortgage on a second home.
According to NAHB's analysis, the average household income is only 571,344, This is, frankly,
significantly lower than many would expect. And for homeowners living in high cost areas, such as
Washington, DC, or New York, having two homes at this income level may appear unfeasible, but for
many areas of the country, it is possible. And the maps above correspond with many of those
affordable markets. In fact, according to the 2011 survey by the National Association of Realtors, the
median sales price of a second home was just $121,300.

Clearly, the issue concerning second homes and the mortgage interest deduction is more complicated
than many expect. Repeal of the second home mortgage interest deduction rules would impact large
sections of the country and nearly every state. There would be negative economic consequences
throughout the nation in terms of lost home sales, home construction, as well as price impacts. And
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those price declines would of course be more significantly realized in those areas of the country for
which second home ownership is more common. As home values directly correlate with property taxes,
repealing the second home mortgage interest deduction would not just touch the homeowner, but the
broader community, as local governments would face additional revenue shortfalls. This is particularly
important as many impacted communities lack a diverse tax base, and second homeowners are the ideal
taxpayers, often paying a higher property tax rate while not placing heavy demands on local government
Services.

Home Equity Deduction

Present tax law also permits homeowners to deduct interest allocable to up to $100,000 of home equity
loan debt. Such loans are defined as mortgages that are either used for purchase, construction or
improvement purposes or as a means to access equity. The type of use of the home equity loan is
important in the rules for the Alternative Minimum Tax. In general, deductions for mortgage interest
may be claimed against AMT taxable income. However, interest on home equity loans not used for
home improvement purposes may not be claimed against AMT tax liability.

According to the 2009 American Housing Survey, half of all home equity loans are used for remodeling
purposes. Remodeling is, of course, another form of housing investment which creates jobs and
improves the nation’s housing stock, particularly with respect to energy efficiency. Disallowing a
deduction for interest for home remodeling provides a disincentive for homeowners to improve the
nation’s existing housing stock and hurts job creation in the remodeling industry.

There is no data that indicates what the remaining half of home equity loans are used for, but anecdotal
evidence suggests that those purposes include college expenses, health emergencies and some
consumption purposes.

Remodeling and home improvement are important economic activities for a nation with an aging
housing stock. Remodeling expenditures totaled 5147 billion for professional remodeling jobs, according
to 2009 American Housing Survey data. Every $100,000 in remodeling expenditures creates 1.11 full-
time equivalent jobs according to NAHB estimates.*” So this economic activity supported 1.63 million
jobs in the construction and related sectors (such as manufacturing and retail).

Recent Proposals to Reduce the Mortgage Interest Deduction
National Commission on Fiscal Responsibility and Reform: Simpson-Bowles

Under the auspices of the National Commission on Fiscal Responsibility and Reform, a tax reform
proposal was released by the two co-chairmen, Alan Simpson and Erskine Bowles. While their proposal
was not adopted by the Commission, their illustrative example for tax reform has drawn much
attention.

9 http://www.nahb.org/generic.aspx?sectionID=734&genericContent|D=1035438&channel D=311
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In their illustrative example, they proposed to create three marginal tax rates—12%, 22%, and 28%--in
exchange for eliminating nearly every deduction and tax credit. The plan does not eliminate the
mortgage interest deduction but would convert it into a 12% non-refundable tax credit. The current 51
million mortgage cap would be lowered to $500,000. And no deduction/credit would be permitted for
second homes or home equity.

This proposal would have a significant impact on middle-class homeowners. For example, suppose a
married couple, both of whom work and earn 545,000 for a total household income of $90,000. The
family faces a 25% marginal income tax rate. Under present law, a dollar of mortgage interest paid for
an itemizer with other Schedule A deductions is worth on a marginal basis 25 cents of reduced tax
liability. Under the commission’s proposal, the marginal value would fall more than half to 12 cents.
Further increasing the homeowner’s tax burden, this proposal would also completely eliminate the
deduction for state and local real estate taxes.

The plan also would eliminate the capital gains exclusion and would tax capital gains at ordinary income
rates. This would have a dramatic impact on older homeowners, particularly those depending on their
home equity for retirement. Without the gain exclusion, sale of a home may result in the taxpayer
appearing to be a high income earner, when they are really just reporting a year's worth of capital gains
due to a home sale in a single tax year. This "King for a Day” effect would likely push the homeowner
into the top tax brackets, a significant tax increase from a gain that is currently excluded from any tax.
This effect can also be true for stocks and other financial investments, but of course the nature, size and
scale of a home make this problem a much more significant issue for homeowners.

In total, the Simpson-Bowles proposal imposes a significant tax increase on homeowners. As the data
shows that the mortgage interest deduction largely benefits younger, middle class households,
particularly those with families, the dramatic cuts proposed by moving to a mortgage interest credit,
eliminating the gains exclusion, and eliminating the deduction for real estate taxes, would make
homeownership much more difficult to achieve for millions of middle class families. And while some
proponents of this approach have suggested that the lower marginal rates would offset the loss of these
tax benefits, they ignore the fact that, according to the proposal’s own distributional analysis, every
taxpayer would face a large tax increase, ranging from 4.1% to a 13.5% increase, with an average
increase across all tax ranges of 9.3%."" Surprisingly, the largest tax increase falls not on the top end,
but rather on the 2™ quintile.

In fact, the use of a quintile-based table based on household income is a less transparent way of
examining distributional changes compared to the income-based tables the Joint Committee on
Taxation prepares. The largest problem with using the quintile approach is that it is essentially
measuring whether a taxpayer is married or not. Based on 2011 Census data, the top quintile begins at
5101,582 in household income—an income level considered solidly middle-class—but also reflects a
taxpayer class where 78.2% are married couples. So while a married couple, both earning $55,000 a
year, falls into the top quintile, a single taxpayer earning 555,000 sits within the middle quintile;

“ The National Commission on Fiscal Responsibility and Reform, “The Moment of Truth,” December 2010, pg. 32
figure 8.
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correspondingly, only about half of taxpayers in the middle quintile are married. The marriage rate falls
to 16.7% of taxpayers who are in the bottom quintile; these taxpayers have household income under
$20,262. What the Commission’s report actually shows is that household income increases when
taxpayers get married.

Since the utilization of the mortgage interest deduction increases when a taxpayer is married with
children, it is also interesting to note the homeownership rates within each quintile, as reported by the
2011 Consumer Expenditure Survey. The second quintile, which has a household income between
$20,262 and $38,520, 35.7% of these households are married and 53% own their home. At the middle
quintile, with a household income between 538,520 and 562,434, 48.3% are married and 65% own their
home. The fourth quintile, with household incomes between $62,434 and $101,582, 64.5% are married
and 79% own their home. In the top quintile, 78.2% are married and 88% own their home. Of course,
what is missing in the Commission’s report is both an income distributional analysis for high-income
taxpayers, but also a breakdown of the income levels for each of three proposed tax brackets.

SOI data for those claiming the MID show a similar pattern. Almost 57% of the total deductions claimed
(not final tax liability impact) of the MID for married taxpayers are claimed by taxpayers filing joint
returns with more than $100,000 in AGL. It is only 17% for single taxpayers with more than $100,000 in
AGI. Married taxpayers filing separately offer a useful check. They should reflect the distribution of
single taxpayers more than joint returns, and this is the case. Only 14% of MID is claimed by married-
separate returns with more than $100,000 in AGI.

Back to Simpson-Bowles—while the low tax rates promised have certainly caught a lot of attention, itis
important to note that the Commission appeared to use tax expenditure estimates to calculate the
revenue necessary to achieve them. Many in the tax community have also used these estimates to
propose lower rates, but a tax expenditure estimate is not a revenue estimate. A revenue estimate
includes microdynamic changes in taxpayer behavior (while still holding GDP constant). And weakening
the mortgage interest deduction would certainly cause changes in behavior that would lower the
anticipated revenue. This is true of other tax expenditures as well. Moreover, summing tax expenditure
estimates generates double counting due to the role of the standard deduction and other more
complicated tax factors. On the whole, the result is that actual revenue estimates would be significantly
lower than the summation of tax expenditure estimates. If the Commission had used conventional
revenue estimates, they would not be able to achieve the rates proposed.

But another issue is worth considering. Lower rates do not necessarily imply lower tax liabilities. While
lower marginal income tax rates can spur economic growth, average tax rates (taxes paid divided by
income) matter as well. Lower rates on a larger tax base can yield higher taxes paid. And in fact, the
Commission’s report indicated that all taxpayers would face a tax increase despite the lower marginal
tax rates. This is important to keep in mind when considering the impacts on comprehensive tax reform
proposals and their effect on housing and other economic activities. Since so much of the benefits from
the housing tax incentives flow to the middle class, the proposals to eliminate or curtail them will
certainly impact the middle class more significantly.
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Also often lost in the debate is that the Illustrative Example, in its sweeping note that “nearly all other
tax expenditures are eliminated,” is proposing to end key affordable housing programs such as the Low
Income Housing Tax Credit, as well as a multitude of other tax provisions that impact real estate.

NAHB would also note that several other reform proposals, including Rivliin-Domenici and the 2005 tax
reform advisory panel under then-President Bush, both made recommendations similar to Simpson-
Bowles. In NAHB's opinion, these reform proposals all fail to recognize the impact of real estate on the
economy or an understanding of how the tax code impacts housing.

Limiting Deductions to the 28% Bracket

On several occasions, President Obama has proposed limiting itemized deductions to the 28 percent
bracket. This proposal would limit the size of certain deductions and exclusions to a 28 percent rate for
high-income taxpayers (single taxpayers reporting more than $200,000 in adjusted gross income (AGI)
and joint filers who report more than $250,000 in AGl). As in previous versions of this proposal, the
change would reduce the value of the mortgage interest deduction and the real estate tax deduction.
For a taxpayer who lives in a high cost area and faces a 33% marginal tax rate, the value of the housing-
related tax deductions could be reduced by up to 15%, thereby producing significant tax increases.

The impact of this proposal would not be limited to tax increases of affected homeowners. According to
an analysis done by the Tax Policy Center, such a move could reduce housing prices in large
metropolitan areas by as much as 10 percent.”’ As we have seen in the past few years, price declines
result in significant market disruptions and cause ripple effects across the economy.

The Administration’s 28 percent cap proposal would also impact other areas. Under the most expansive
variant of the 28 percent cap, tax-exempt bonds would no longer be tax-exempt. A portion of the bond
income would now be taxable for high-income taxpayers, who being a significant portion of bond buyers
could produce negative impacts for state and local governments to raise funds. Among the bonds that
would be affected would be Section 142 multifamily rental bonds and Section 143 mortgage revenue
bonds, which provide funds for affordable mortgage financing for homebuyers.

Moreover, the proposed 28 percent cap would also affect a number of above-the-line deductions
(deductions that can be claimed by itemizers and non-itemizers), such as the adjustment for qualified
moving expenses, as well as the section 199 domestic production activities deduction. The reduction of
the section 199 deduction, which can reduce taxable income up to 9 percent for home builders and
other construction and manufacturing businesses, is particularly troublesome in that it would single out
businesses organized as pass-thru entities (such as S Corporations and LLCs) but leave C Corporations
unaffected.

How Voters View the Housing Tax Incentives

On behalf of the National Association of Home Builders, Public Opinion Strategies and Lake Research
Partner conducted a national survey of 2,000 likely 2012 voters. The survey was conducted May 3-9,

“ http://www.taxpolicycenter.org/UploadedPDF/1001364_reforms_metra_housing.pdf
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2011, and has a margin of error of +2.19%. Due to the large sample size of our survey (2,000
respondents compared to the typical political survey ranging from 900 to 1,200), we are able to show
key data among both homeowners and renters.

Despite the housing crisis, the survey results showed that owning a home is still very much a part of the
American dream. Americans believe that owning their own home is as important as being successful at
their job or being able to pay for a family member’s education. Seventy-five percent of Americans said
that owning a home is worth the ups and downs of the housing market, and 67 percent of renters say
that owning a home is the best long-term investment they can make. In fact, 73 percent of voters who
do not currently own a home say that it is a goal of theirs to eventually buy one. This is even higher
when looking at the 18 to 54 age bracket, where 83 percent aim to eventually buy a home.

When looking at the housing tax incentives, Americans across party lines believe it is appropriate and
reasonable for the federal government to provide tax incentives to encourage homeownership; 73
percent agree this is a good idea. And a strong majority of voters oppose eliminating the home
mortgage interest deduction, with 71 percent opposed.

Although the housing market continues to struggle in this economy, for many Americans, owning a
home is part of their American dream, and the housing tax incentives play an important role in making
that dream come true.

Conclusion

NAHB is an organization that represents all facets of the residential construction industry, including for-
sale builders of housing, multifamily developers, remodelers, manufacturers, and other associate
members. As such, NAHB defends housing choice. While homeownership offers communities and
households numerous benefits, it is important to recognize that for every family there is a time to rent
and a time to own a home.

For these reasons, NAHB also supports policies that promote a healthy rental housing sector, including
support for the Low-Income Housing Tax Credit, which was created as part of the Tax Reform Act of
1986 and has become a successful public-private partnership that assists in the development of
affordable housing.

Since most homeowners benefit from the mortgage interest deduction, and most of that benefit flows
to younger, middle class families, making homeownership less accessible is likely to diminish the
financial success of future generations. And as owning a home is a significant means for savings for
most homeowners, the capital gains exclusion protects that investment. Without the mortgage interest
deduction, NAHB believes that disparity in economic income would increase, and the middle class would
continue to shrink.

Home ownership is the major path to wealth for the middle class. We believe that any policy change
that makes it harder to buy a home, or delays the purchase of the home until an older age, will have
significant long-term impacts on household wealth accumulation and the makeup of the middle class as
a whole.
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Unfortunately, none of us have to guess what will happen if we have a prolonged decline in home
prices. We are living it. The housing market remains in a depression, and further weakening demand, or
increasing user costs, will further restrict economic growth or risk a double-dip recession.

Some policymakers have suggested converting the mortgage interest deduction to a credit because it
would be “fairer.” As previously mentioned, Simpson-Bowles is one of the more recent proposals to
make this recommendation. But when these proposals have been brought forward and detailed, it
turns out that transforming the deduction to a credit is just a means of reducing the benefits going to
homeowners, particularly the middle class. As noted earlier, in the Simpson-Bowles illustrative example
even modest-income homeowners would see their housing costs—and taxes—increase. NAHB does not
see a circumstance where raising taxes on these homeowners is fair.

Many in Congress have looked back to the tax reform efforts in 1986 as a guide forward for today. And
there are some important lessons to remember from that experience. First, it is possible to achieve
those low rates and maintain strong incentives for housing. But we also saw for commercial and
multifamily real estate the perils of significant tax policy changes. Most economists agree that the
changes in the 1986 Act led to a crisis in commercial and multifamily real estate. How housing is dealt
with in tax reform will shape the economy moving forward. Housing can be a key engine of job growth
that this country needs.

NAHB supports the goal of many in Congress to reform the tax code. NAHB believes that lower rates,
simplification, and a fair system will spur economic growth and increase competitiveness. And that's
good for housing, because housing not only equals jobs, but jobs means more demand for housing. To
foster that virtuous cycle for economic growth, we believe strongly that you must look upon changing
the homeownership tax incentives with caution. As the Committee moves forward on tax reform, NAHB
wants to be a constructive partner and help this committee with this important issue.
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Chairman CAMP. Thank you very much.
Mr. Moran, you are recognized for 5 minutes.

STATEMENT OF THOMAS F. MORAN, CHAIRMAN AND MAN-
AGING PARTNER, MORAN & COMPANY, CHICAGO, IL, ON BE-
HALF OF THE NATIONAL MULTI HOUSING COUNCIL AND
THE NATIONAL APARTMENT ASSOCIATION

Mr. MORAN. Thank you. Chairman Camp and Ranking Member
Levin, the National Multi Housing Council and the National Apart-
ment Association would like to thank you for this opportunity to
testify on the multifamily industry’s priorities for tax reform.

My name is Tom Moran. I am the Chairman of Moran & Com-
pany from Chicago. I have been in the multifamily business for 40
years. My firm operates nationwide. We develop, own, manage, and
sell apartments. I happen to also be a CPA and a lawyer, and I am
acutely aware of the critical tax issues confronting our apartment
industry.

The apartment industry builds vibrant communities by offering
housing choices. Currently, there are 19.3 million apartment units
with 35 million residents, which contribute $1.1 trillion annually to
the economy and helps support nearly 26 million jobs. The demand
for apartments continues to grow thanks to the changing demo-
graphic. Harvard University research shows that half of all the
new households formed this decade could be renters, which is up
to 7 million. Home ownership has declined from 69.2 percent to
65.5 percent in December of 2012. A 1 percent change in home
ownership represents approximately 1.1 million new apartment
households.

The demand for apartments is surging, but supply is not keeping
up. We need to build at least an estimated 300,000 to 400,000 units
per year, yet last year we delivered only 158,000 units.

Like many small businesses, the apartment industry has a con-
siderable stake in tax reform. We ask that tax reform take special
care not to harm the thousands of existing real estate businesses
which provide housing for 35 million residents.

First, we believe that tax reform must be comprehensive and en-
compass both individual and corporate taxes, but done at the same
time.

Second, more than 75 percent of all real estate businesses are
formed as partnerships or LLCs, which are flow-through entities
where the owners and individuals are taxed individually each year
at ordinary income tax rates except in the year of sale. These enti-
ties set forth the risk and obligations of the operating partner, the
financial obligations of the investing partners. These documents
are extensively negotiated and are an integral part of the real es-
tate industry as well as other small businesses. Tax reform should
not affect the way that business is transacted in the future, and
the current regulations pertaining to capital debt and bases should
not be changed.

Third, the carried interest proposal as drafted should not apply
to real estate since real estate developers and owners take substan-
tial risks in developing and rehabbing real estate. They take devel-
opment risks in buying the land, zoning the property, and guaran-
teeing the construction costs. They take financial risks in securing
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a construction loan with a 100 percent construction guarantee and
a 25 percent payment guarantee. They have investor risk. If you
do not find an investor, you can lose your entire investment. If you
secure an investor, he will receive a negotiated return and recoup
his investment prior to any return on the carried interest.

The current interest proposals do not have a current effective
date. It applies to all buildings and partnerships retroactively.
Thus, if you have owned a building for 30 years and have a sub-
stantial profit, primarily due to cost inflation, the carried interest
proposal would be retroactively recharacterizing the capital gain to
ordinary income. This retroactive recharacterization of ordinary in-
come is most unfair and would cause transactional havoc in part-
nerships, where the general partners would be taxed at 40 percent
and the limited partners at 20 percent. Real estate developers take
the risk, create the jobs, and should be taxed at lower capital gain
rates, the same as founder shares and other capital assets.

Tax reform must retain 100 percent deduction for business inter-
est. Real estate buildings are expensive and debt is a major portion
of the capital stack. Thus, interest is an ordinary and necessary ex-
pense of doing business.

Fourth, we must protect and make permanent the Low Income
Housing Tax Credit, since Harvard is currently estimating that we
have a shortage of at least 3 million affordable units.

Fifth, tax reform should respect and not change the estate tax
legislation enacted in January of this year.

Finally, we strongly support extending and modifying the 179
energy provisions by enabling more properties to qualify for the in-
centive.

On behalf of the apartment industry and our 35 million resi-
dents, we thank you for the opportunity to testify today and we
look forward to answering any questions you may have.

[The prepared statement of Mr. Moran follows:]
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Chairman Camp and Ranking Member Levin, the National Multi Housing Council (NMHC) and
the National Apartment Association (NAA) would like to thank you for this opportunity to testify
on the multifamily industry’s priorities for tax reform. We applaud your efforts to examine the
nation’s tax code with an eye toward enacting tax reform that simplifies the nation’s tax laws

while promoting economic growth and job creation.

NMHC/NAA represent the nation’s leading firms participating in the multifamily rental housing
industry. Our combined memberships engage in all aspects of the apartment industry, including
ownership, development, management and finance. NMHC represents the principal officers of
the apartment industry’s largest and most prominent firms. NAA is a federation of 170 state and
local apartment associations comprised of approximately 60,000 multifamily housing companies

representing more than 6.6 million apartment homes throughout the United States and Canada.

Background on the Multifamily Housing Sector

Prior to addressing the multifamily housing industry’s recommendations for tax reform, it is
worthwhile to take a moment and note the fundamental role multifamily housing plays in provid-
ing safe and decent shelter to millions of Americans, as well as the sector’s considerable impact

on our nation’s economy.

In communities across the country, apartments work — helping people live in a home that is right
for them. Whether it is young professionals starting out, empty nesters looking to downsize and
simplify, workers wanting to live near their jobs, married couples without children or families
building a better life, apartment homes provide a sensible choice to meet their specific housing

needs.

Apartment homes and our 35 million residents contribute $1.1 trillion annually to the economy.
That is nearly 26 million jobs in construction, operations, leasing, management and skilled
trades, as well as all the local businesses supported by apartments and the millions who live

there. This tremendous economic impact is comprised of the following:

e New apartment construction produced $14.8 billion in spending, supported 323,781 jobs,
and had a total economic contribution of $42.5 billion.



165

e The operation of the nation’s existing apartments accounted for $67.9 billion in outlays,
2.3 million jobs, and a total economic contribution of $182.6 billion.

e Apartment resident spending totaled $421.5 billion, supporting 22.8 million jobs and a to-
tal economic contribution of $885.2 billion.

Demand for apartments continues to grow. With 77 million Baby Boomers who may consider
downsizing and nearly 80 million Echo Boomers beginning to enter the housing market, it is no
surprise that Harvard University research suggests that up to seven million new renter house-

holds will form this decade.

Unfortunately, supply is already falling short of meeting this demand. An estimated 300,000 to
400,000 units a year must be built to meet expected demand; yet just 158,000 apartments were
delivered in 2012 — not enough to even replace the units lost every year to demolition and obso-
lescence. Furthermore, while the market continues to work through an oversupply of single-
family housing, the nation could actually see a shortage of multifamily housing. The shortage is
particularly acute for low- and moderate-income households. The Harvard Joint Center for

Housing Studies estimates a nationwide affordable housing shortfall of three million units.

Key Priorities for Tax Reform

Like many other small businesses, the apartment industry has a considerable stake in tax re-
form. In addition, we provide homes for millions of Americans covering the entire socioeconomic
spectrum. We pay taxes when properties are built, operated, sold, or transferred to heirs. As
the Committee drafts legislation, we ask that tax reform takes special care not to harm the thou-

sands of businesses in the industry or the 35 million residents who call an apartment home.

Priority 1: Tax Reform Must Not Harm Pass-Through Entities

The multifamily industry is dominated by “pass-through” entities (e.g., LLCs, partnerships and S
Corporations) instead of publicly held corporations. Indeed, over three-quarters of properties are
owned by pass-through entities. This means that a company’s earnings are passed through to
the partners, who pay taxes on their share of the earnings on their individual tax returns. This

treatment contrasts with the taxation of large publicly held corporations or C corporations that
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often face two levels of tax. Those entities remit tax at the corporate level under the corporate

tax system. Shareholders are then taxed upon the distribution of dividend income.

The multifamily industry opposes any tax reform effort that would lead to higher taxes or compli-
ance burdens for pass-through entities. For example, given that Congress recently raised mar-
ginal tax rates on ordinary income to as high as 39.6 percent as part of the American Taxpayer
Relief Act of 2012, rates should certainly not be increased once again. Additionally, while many
are calling for a reduction in the nation’s 35 percent corporate tax rate, flow-through entities
should not be called upon to make up the lost revenue from this change. Nor should flow-
through entities be subjected to a corporate-level tax as President Obama proposed be exam-
ined in the White House’s February 2012 report, The President’s Framework for Business Tax
Reform. Finally, a corporate rate cut should not be financed by denying flow-through taxpayers

credits and deductions.

Priority 2: Maintain the Current Law Tax Treatment of Carried Interest

NMHC and NAA would also like to use this opportunity to underscore our strong opposition to
proposals to change the current law governing the tax treatment of carried interest. If enacted,
this proposal would significantly reduce the ability to develop or rehab apartments across the

nation.

A “carried interest,” also called a “promote,” has been a fundamental part of real estate partner-
ships for decades. Carried interest was designed to offset the considerable financial risks our
firms take — including recourse debt on construction and rehabilitation loans, litigation, refinanc-
ing risk, cost overruns, and environmental remediation. In fact, one in ten multifamily projects
never break ground. These risks have major financial consequences that carried interest helps

offset, justifying capital gains treatment.

Current tax law, which treats carried interest as a capital gain, is the proper categorization of
this income because carried interest represents a return on an underlying long-term capital as-
set, as well as risk and entrepreneurial activity. Extending ordinary income treatment to this
revenue is inappropriate. Notably, any fees that a general partner receives that represent pay-

ment for operations and management activities are today properly taxed as ordinary income.
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Taxing carried interest at ordinary income rates will adversely affect real estate partnerships. At
a time when the nation already faces a three million unit shortage of affordable rental housing,
increasing the tax rate on long-term capital gains will discourage real estate partnerships from
investing in new construction. Furthermore, such a reduction will translate into fewer construc-
tion, maintenance, on-site employee, and service provider jobs during a period in which the un-

employment rate remains abnormally high.

For these reasons, in 2010, both the U.S. Conference of Mayors and the National Association of
Counties passed resolutions opposing this proposal as it relates to real estate partnerships and
urged Congress to maintain the current law-capital gains treatment of “carried interest,” noting
that any change would bring extremely negative consequences to “main streets” throughout the

country.

Additionally, it should be noted that proposals that have been made to tax carried interest at or-
dinary income rates as opposed to capital gains tax rates would retroactively recharacterize in-
come from capital gain to ordinary. It is extremely unfair to change not just the tax rate, but also
the characterization of income in such a retroactive manner, which, in many cases, could be
well over a decade after the underlying partnership was formed. Moreover, modifying the tax
treatment of carried interest would force the general partner to face ordinary income tax rates
while the limited investment partners would see capital gains rates. There is little justification for
such a disparity that would certainly disrupt the decision making of real estate partnerships that
never anticipated that the character of income would be changed. Thus, if Congress were inter-
ested in modifying the tax treatment of carried interest, it should do so only with respect to real

estate that comes into existence after the effective date of the proposal.

Finally, some in Congress see the tax revenue generated by the carried interest proposal as a
way to offset the cost of other tax changes. Enacting a bad tax law, such as changing the taxa-
tion of carried interest, merely to gain revenue to make other tax changes, is a distorted view of

tax policy, which demands that each tax proposal be judged on its individual merits.
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Priority 3: Retain the Full Deductibility of Business Interest

Under current law, business interest is fully deductible. However, efforts to prevent companies
from overleveraging are leading to an examination of whether the current 100 percent deduction
for business interest expenses should be curtailed. Unfortunately, reducing this deductibility
would greatly increase the cost of debt financing necessary for multifamily projects, curbing de-

velopment activity at a time when supply is falling well short of demand.

As mentioned above, over three-quarters of multifamily properties are owned by pass-through
entities. Because such entities often look to debt markets to garner capital, the full deductibility
of interest expenses is critical to promoting investment. Indeed, according to the Federal Re-
serve, as of September 30, 2012, total multifamily debt outstanding was $846.6 billion. Reduc-
ing the full deductibility of interest would undoubtedly increase costs for owners and developers

of multifamily housing and negatively impact aggregate construction.

In addition to harming the multifamily industry, it is also instructive to note that modifying the full
deductibility of business interest would be precedent setting. In fact, Drs. Robert Carroll and
Thomas Neubig of Ernst & Young LLP concluded in their analysis, Business Tax Reform and
the Tax Treatment of Debt:

The current income tax generally applies broad income tax principles to the taxa-
tion of interest. Interest expenses paid by borrowers are generally deductible as
a business expense, while interest income received by lenders is generally in-
cludible in income and subject to tax at applicable recipient tax rates. With this
treatment, interest income is generally subject to one level of tax under the grad-
uated individual income tax rates. This is the same manner in which most other
business expenses, such as wages payments to employees, are taxed, and also
follows the practice in other developed nations.

Priority 4: Protect the Low-Income Housing Tax Credit and Make Permanent the Flat 9
Percent Credit

The Low-Income Housing Tax Credit (LIHTC) has a long history of successfully generating the
capital needed to produce low-income housing while also enjoying broad bipartisan support in
Congress. According to the National Council of State Housing Agencies, the program has led to
the construction of more than 2.4 million units since its inception in 1986. Maintaining this sup-

ply of affordable housing is critical given that the market is short at least three million affordable
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rental units, according to Harvard University estimates. The program has also been an im-
portant source of economic development for many communities, helping to revitalize struggling
neighborhoods. At its peak, the LIHTC program created approximately 140,000 jobs and $1.5

billion in state and local tax revenues annually.

The LIHTC has two components. The so-called 4 percent tax credit can be used to subsidize 30
percent of the unit costs in an acquisition of a project and can be paired with additional federal
subsidies. In contrast, the 9 percent tax credit supports new construction by subsidizing 70 per-

cent of the costs.

Developers receive an allocation of LIHTCs from state agencies through a competitive applica-
tion process. They generally sell these credits to investors, who receive a dollar-for-dollar reduc-
tion in their federal tax liability paid in annual allotments, generally over 10 years. The equity
raised by selling the credits reduces the cost of apartment construction, which allows the prop-
erty to operate at below-market rents for qualifying families; LIHTC-financed properties must be
kept affordable for at least 30 years. Property compliance is monitored by state allocating

agencies, the Internal Revenue Service, investors, equity syndicators and the developers.

First and foremost, Congress should retain the LIHTC as part of any effort to overhaul the na-
tion’s tax code. It should also improve the LIHTC by making the flat 9 percent and 4 percent tax
credit rates permanent. Because these rates float and are not fixed, their value can be reduced
by as much as 50 basis points, which, in turn, reduces the amount of resources available to fi-

nance affordable housing.

Notably, in January 2013, Congress enacted the American Taxpayer Relief Act of 2012 that ex-
tends the temporary fixed rate on the 9 percent tax credit for projects that received a LIHTC al-
location prior to January 1, 2014. Given the current low interest rate environment, the actual
value of the credit is likely to fall below the 9 percent mark for projects receiving an allocation
following the deadline, reducing investors’ activity in the affordable housing sector. For this rea-
son NMHC and NAA propose to make the fixed 9 percent credit permanent and to extend the

fixed rate policy to the 4 percent tax credit, keeping financing flowing for acquisitions.
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Priority 5: Preserve Current Law Estate Tax

As part of the American Taxpayer Relief Act of 2012, Congress has enacted permanent estate
tax relief legislation. The Act sensibly establishes an exemption level of $5.25 million (indexed
for inflation) and a top tax rate of 40 percent. It also retains the stepped-up basis rules applica-
ble to inherited assets. NMHC and NAA believe that the current structure of the estate tax effec-
tively enables owners, operators and developers of multifamily housing to transfer assets to fu-

ture generations. The law should not be further modified as part of tax reform.

There are three key elements to the estate tax: (1) the exemption level; (2) the estate tax rate;
and (3) the basis rules. While all three elements are important for all types of estates, estates
with significant amounts of depreciable real property are especially concerned with how various

types of basis rules may affect them.

e Exemption Levels: The estate tax exemption level is, in simplified terms, the amount that a
donor may leave to an heir without incurring any federal estate tax liability. In 2013, there is
a $5.25 million exemption.

e Tax Rates: The estate tax rate applies to the value of an estate that exceeds the exemption
level. The maximum rate is 40 percent.

e Basis Rules: The basis rules determine the tax basis of inherited property. There are gen-
erally two different types of basis rules—stepped-up basis and rollover basis. The estate tax
today features stepped-up basis rules, and under this regime, the tax basis of inherited prop-
erty is reset to reflect the fair market value of the property at the time of the inheritance. By
contrast, under rollover basis, the tax basis of the inherited properties is the same for heirs
as it was for the donor. This includes any decreases in tax basis to reflect depreciation al-
lowances claimed by the donor in prior years. Retaining a stepped-up basis rule is critical for
estates that contain significant amounts of depreciated real property as it helps heirs reduce
capital gains taxes and maximize depreciation deductions.

Priority 6: Provide Incentives for Improving Energy Efficiency in Commercial Buildings
and Large Multifamily Properties

As the Committee considers how the tax code could be used to facilitate national priorities in the
energy sector, we wish to call your attention to the Energy Efficient Commercial Buildings Tax
Deduction (Sec. 179D of the Internal Revenue Code of 1986) and the importance of this incen-

tive in achieving improved environmental quality, reinforcing our national security, creating jobs
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in the construction and manufacturing sector and increasing housing affordability by decreasing

utility expenses for millions of Americans who live in apartment homes.

S. 3591, the Commercial Building Modernization Act, which was introduced in the 112" Con-
gress, provides a responsible plan for enhancing the current Sec. 179D to assist property own-
ers to make meaningful improvements in the energy performance of their properties. Many old-
er properties have been unable to fully utilize the current-law incentive because they have had
difficulty in achieving the requisite 50 percent improvement in building energy performance over
the level specified in the 2001 version of the American Society of Heating, Refrigerating and Air-
Conditioning Engineers (ASHRAE) 90.1 code. While S. 3591 includes updated energy code
references against which whole building performance will be measured for many properties, it
also includes a pathway for older properties to qualify for incentives that will assist property

owners in making building system upgrades that will yield significant energy savings.

Older building structures face technical limitations in achieving the energy performance metrics
specified by the current code, let alone reaching the incremental “above-code” performance
characteristics required to claim the current deduction under Sec. 179D. S. 3591 establishes a
sliding scale of energy improvements, using the property’s current energy performance as the
baseline. This pathway of significant improvement in energy performance relative to the proper-
ty’s own baseline performance will provide a much-needed financial tool for property owners

who want to make these types of investments but have not been able to do so.

Advances in residential construction methods have improved the energy use profile of new
buildings; however the majority of the nation’s building stock predates the use of highly energy
efficient products and techniques. The U.S. Department of Energy (DOE) reports that housing
built after 2000 used 14 percent less energy per square foot than housing built in the 1980s and
40 percent less than housing built before 1950." As such, there is considerable room for im-
provement in energy performance even among well designed, constructed and maintained
properties. A recent study conducted by CNT Energy and the American Council for an Energy-
Efficient Economy finds that “[b]Juilding owners often need financial incentives to adopt new

technologies or equipment with higher up-front costs. Despite this, studies have documented

1 U.S. Department of Energy, 2011 Buildings Energy Data Book. March 2012. Chapter 2.
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that affordable housing, often multifamily, receives a disproportionately small share of available

energy efficiency funding.™

According to the American Housing Survey (2009), almost 81 percent of the nation’s stock of
apartment properties (with 5 or more units) was constructed prior to 1990, which marks the dec-
ade in which the first building energy codes were implemented. This older stock of housing,
which is an important source of affordable housing, represents a significant opportunity for
achieving energy savings while at the same time adding to the available spending capacity of
individuals who live in these apartment homes. This is a significant consideration given that in
2010 approximately 70 percent of renter households had incomes below the national median
and more than 40 percent had incomes in the bottom quartile.* Furthermore, “energy costs as a
share of gross rents rose from 10.8 percent to 15.0 percent between 2001 and 2009. Lowest
income renters saw the largest increase in their utility share, a jump from 12.7 percent to 17.4
percent.”

There is a direct relationship between the age of a residential building and energy expenditures.
The per-square-foot energy costs of housing constructed between 1980 and 1989 is 16 percent
higher than that of a building constructed after 2000. Those expenditures soar to a 28 percent
increase in residential buildings built between 1970 and 1979 over post-2000 properties.* En-
ergy efficiency in multifamily properties could be economically improved by 30 percent with a
savings of $9 billion in averted energy costs not to mention the substantial savings in green-

house gas emissions.®

NMHC/MAA believe that a sound national tax policy can be used to catalyze a market transfor-
mation marked by significant improvements in building energy performance. A meaningful and
predictable tax incentive would leverage private investment in qualified building retrofits and
would have a positive effect on the economy as it would result in increased demand for con-

struction services, materials and equipment.

* CNT Energy and American Council for an Energy-Efficient Economy, Engaging as Partners in Energy Efficiency:
Multifamily Housing and Utilities. January 2012. hitp./iwww. cntenergy org/media/Engaging-as-Fartners-in-Energy-
Efficiency-MF-Housing-and-Utilities-Final-012512 pdf. p.4.

? Joint Center for Housing Studies of Harvard Unwersny Amenca s Rental Housing- Meetlng Chﬂllenges Building on
Opportunities. 2011. p. 17 http-iiwww | ] f,
U.S. median household income fell from $51,144 in 2010 to $50,502 in 2011 according to the Unifed States Cmsus,
American Community Survey Briefs, September 2012, Appendix Table 1, page 5.

* U.S. Department of Energy, supra note 1, at p. 2-20 derived from Table 2.3.12.
% Joint Center for Housing Studies of HﬂNEI’d University, supra note 2, at p.33.
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Conclusion

In closing, NMHC/NAA look forward to working with the House Ways and Means Committee, as
well as the entire Congress, to craft tax reform legislation that would promote economic growth
and the nation’s multifamily housing needs. On behalf of the apartment industry and our 35 mil-
lion residents, we stand ready to work with Congress to ensure that the nation’s tax code helps

bring apartments, and the jobs and dollars they generate, to communities nationwide.
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Chairman CAMP. Well, thank you, Mr. Moran.
Mr. Moss, you are recognized for 5 minutes.

STATEMENT OF ROBERT MOSS, SENIOR VICE PRESIDENT,
BOSTON CAPITAL, BOSTON, MA, ON BEHALF OF THE HOUS-
ING ADVISORY GROUP

Mr. MOSS. Chairman Camp, Ranking Member Levin, Members
of the Committee, thank you for inviting me to appear today to dis-
cuss the Low Income Housing Tax Credit. My name is Bob Moss
and I am the Senior Vice President for Affordable Housing at Bos-
ton Capital, a real estate finance and investment firm that raises
capital for investment in affordable rental housing. I am here today
also on behalf of a broad coalition of over 450 State, national and
local affordable housing organizations, the Affordable Rental Hous-
ing Action Campaign.

The housing credit is a bipartisan product of tax reform and a
permanent feature of the Tax Code. Today the housing credit is
generally recognized as the most successful housing production and
preservation program. The housing credit is actually two programs.
First, it is a capped tax credit program where States receive an an-
nual amount of tax credits based on their population, and second,
it is a bond credit program which combines fewer tax credits with
tax-exempt multifamily bonds.

One of the essential elements of the housing credit program is
the role that State housing finance agencies play in administering
the program. States annually prepare and publish qualified alloca-
tion plans that lay out State housing needs and priorities after so-
liciting public input through a transparent and open process.

Our Nation is experiencing a crisis in affordable housing. This is
not a new crisis, but it has grown worse in recent years. One quar-
ter of all renters pay half or more of their income in rent. Nearly
two-thirds of extremely-low-income household renters pay at least
half of their income in rent. And the reason low-income households
face such high rent burdens is the shortage of affordable housing.
On average, State housing finance agencies receive applications an-
nually for more than twice as much housing credit as they have
available.

Federal priorities have a major impact in how States run their
housing credit program. And while the statute permits targeting to
households with incomes up to 60 percent of area median income,
according to a recent study by the Furman Center at New York
University, the program in fact reaches much further down the in-
come scale, where the need is greatest.

Since the housing credit program was established in 1986, it has
made possible the development of more than 2.5 million rental
homes. Each year about 100,000 new rental homes are developed
or preserved under the program. This program also accounts for
95,000 jobs annually. This produces almost $8 billion of local in-
come through wages for workers and profits for small businesses,
and about %1 billion in taxes and other revenues for local govern-
ments.

The housing credit serves the full spectrum of housing need,
including housing for families, seniors, people with special needs,
veterans, and the homeless, in all geographic areas. Many local
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governments have used the housing credit over the years to spark
neighborhood revitalization and help restore blighted areas.

There are several key elements of the program that have led to
its success. First, State housing finance agencies administer the
program. This ensures that properties are developed according to
local housing needs. Second, the private sector provides market dis-
cipline. And, third, the housing credit program is well designed
within the Internal Revenue Code. Tax credits are not earned until
the development is completed, it is in operation and housing quali-
fied residents. This means that real estate construction and other
risks are borne by the private sector, not the Federal Government.

This threat of recapture imposes a powerful discipline on the pro-
gram that ensures the properties are properly underwritten at the
outset and diligently managed throughout the compliance period.
Housing would not be built or preserved but for the capital contrib-
uted because of the housing credit. It is a safety net program that
requires continued Federal support.

This Committee did great work in 1986 when it created the hous-
ing credit. You designed a critically important program to maxi-
mize its efficiency, ensure investment occurs where it is needed the
most, and harness private sector business discipline to achieve an
important public policy objective.

I thank you for the opportunity to address you today. Thank you.

[The prepared statement of Mr. Moss follows:]
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Testimony of Robert Moss
Senior Vice President, Boston Capital

Committee on Ways and Means
Hearing on Tax Reform and Residential Real Estate
April 25, 2013

Chairman Camp, Ranking Member Levin, and members of the Ways and Means
Committee, thank you for inviting me to appear before you to discuss the Low-
Income Housing Tax Credit program.

My name is Bob Moss and I am Senior Vice President for Affordable Housing
Origination at Boston Capital, a real estate finance and investment firm that raises
capital for investment in affordable rental housing. I also serve as Chairman of the
Housing Advisory Group, an organization founded to advocate on behalf of
affordable housing.

I appear today on behalf of a broad coalition of over 450 national, state and local
affordable housing organizations, the Affordable Rental Housing A.C. T.I.O.N.
campaign. Through advocacy and education efforts around the Housing Credit, the
A.C.T.I.O.N. campaign focuses on ensuring that low-income working families
throughout the nation have access to decent, safe, affordable rental housing. The
mission of the A.C.T.I.LO.N. campaign 1s to protect and preserve the Housing
Credit as a means of providing a wide variety of affordable rental housing options
to low-income families, sentors and veterans in communities across the nation.

The Housing Credit is a product of tax reform. It was enacted into law the last
time this Committee undertook the enormous task of reforming the federal income
tax system in the Tax Reform Act of 1986. According to the “General Explanation
of the Tax Reform Act of 1986” as prepared by the Joint Committee on Taxation,
the Housing Credit was enacted because “Congress was concerned that the tax
preferences” then in effect “were not effective in providing affordable housing for
low-income individuals. Congress believed a more efficient mechanism for
encouraging the production of low-income rental housing could be provided
through the low-income rental housing tax credit.”
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Today, the Housing Credit is a great success across the nation. It is generally
recognized as the most successful housing production and preservation program in
the nation’s history.

Program Basics

The Housing Credit 1s actually two programs: First, it 1s a capped tax credit
program where states receive an annual amount of tax credits based on their
population, and then allocate those credits to developers who build rental housing
according to the affordable housing needs of the state. Second, it is a bond credit
program which combines fewer tax credits with tax-exempt multifamily bonds.

The allocated tax credits are provided to property developments over a ten-year
period and are designed to subsidize up to 70% of the cost of new and rehabilitated
property, and up to 30% of the cost of acquiring existing affordable housing
property. The bond tax credits are also claimed over a ten-year period and are
designed to subsidize up to 30% of the cost of the property.

Under the Housing Credit program, developers have the option of setting aside at
least 20% of the apartments within a development for residents with incomes at or
below 50% of the area median income (AMI); or they may set aside 40% of the
apartments to residents with incomes at or below 60% of AMI. In practice,
however, most developments are 100% targeted to qualified residents. Residents
pay rent limited to 30% of qualifying income.

Developments must remain affordable and subject to IRS compliance rules for 15
years, but the program requires the property to remain affordable for 30 years,
though many state and local governments require longer affordability periods.

One of the essential elements of the Housing Credit program that has made it so
successful is the role that state housing finance agencies play in administering the
program. States annually prepare and publish Qualified Allocation Plans (QAPs)
laying out state housing needs and priorities, after soliciting public input through a
transparent and open process. States typically use a scoring system that awards
points based on meeting the detailed housing priorities of the state. Developers
compete to score the highest points under the QAP so that they are awarded an
allocation.
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The tax credits enable developers to raise equity capital from investors who earn
their return from the tax benefits, not from the property’s cash flow.

Properties are developed primarily with equity capital instead of debt capital as is
typical in other real estate transactions. Affordable housing must rely on equity
financing as opposed to debt financing because the limited rents on the property
prevent there being sufficient cash flow to service high debt costs.

Affordable Housing Needs
The Housing Credit serves a great need.

Our nation is experiencing a crisis in affordable housing. This is not a new crisis
but it continues to worsen every year. Several factors -- including national
economic weakness, years of stagnating income at the low-end of the economic
spectrum, and increasing demands for rental units -- have exacerbated the
affordable housing crisis. This means that a rising percentage of renters face high
rent burdens.

One quarter of all renters pay half of their income in rent. Nearly two-thirds of
extremely low-income renters (those with incomes at or below 30% of area median
income) pay at least half their income in rent. When housing costs claim such a
high proportion of family income, fewer resources are available for other basic
needs such as food and health care, transportation, and education costs. High
housing costs often lead to great stress and family instability.

One major reason low-income households face such high rent burdens is the
shortage of affordable housing. For every 100 extremely low-income households,
there are only about 36 affordable available rental homes. Nationally, the gap
between the number of available affordable rental homes and extremely low-
income households that need them is more than 6.5 million homes.

State housing finance agencies recognize this problem. There are too few
resources available to address needs. On average, state finance agencies receive
applications annually for more than twice as much Housing Credit as they have
available, while calls increase for the program to meet more and more needs,
including for permanent supportive housing and preservation of federally assisted
housing.
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Because of the acute affordable housing needs of this nation, and the growing
claim on the Housing Credit program to serve various needs, the Housing
Commission of the Bipartisan Policy Center recommended in a February 2013
report that annual Housing Credit authority be increased by 50 percent to address
these unmet needs.

Meeting the Nation’s Affordable Housing Priorities

The Housing Credit is largely run by the states which go through a rigorous
process to determine their affordable housing needs. However, there are three
priorities required under federal law. The Internal Revenue Code requires that
states give preference to developments: a) serving the lowest income tenants; b)
obligated to serve qualified tenants for the longest period of time; and ¢) located in
qualified census tracts and the development of which contributes to a concerted
community revitalization plan.

These federal priorities have a major impact on how states run their Housing Credit
program. While the statute permits targeting to households with incomes up to
60% of AMI or less, according to a recent study by the Furman Center at New
York University, the program in fact reaches much further down the income scale
where need is greatest.

*  About 40% of LIHTC residents have incomes at or below 30% of area
median income.

*  About 60% of LIHTC residents have incomes at or below 40% of area
median income.

* Approximately a third of LIHTC residents are charged rents that are at least
20% below the maximum allowable rent.

LIHTC Program Economic Contribution

Since the Housing Credit program was established in 1986, it has made possible
the development of more than 2.5 million affordable rental homes.

Each year about 100,000 new rental homes are developed or preserved under the
program.
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The program also accounts for about 95,000 jobs annually. This produces almost
$8 billion of local income through wages for workers and profits for small
businesses, and about $1 billion in taxes and other revenues for local governments.

The Housing Credit serves the full spectrum of housing need, including housing
for families, seniors, people with special needs, and the homeless, in all geographic
areas, including urban, suburban, and rural areas. States tailor their allocation
plans each year to respond to emerging needs; most recently to housing homeless
veterans, providing supportive housing for those with special needs, and preserving
existing federally assisted housing at risk of being converted to market rate
housing. Many local governments have used the Housing Credit over the years to
spark neighborhood revitalization and help restore blighted areas.

The Keys to Success

There are several key elements of the program that have led to its success.

First, is the role that state housing finance agencies have in administering the
program. This has ensured that property 1s developed according to local housing
needs, and without excessive subsidies. Each state underwrites the award of tax
credits to determine the amount of tax credits necessary for financial feasibility and
long-term viability. Each state also imposes limitations on developer fees.

Second. is the role of the private sector in providing market discipline to the
underwriting of the properties. Almost all equity capital in the program today is
raised from large corporate investors who carefully underwrite their investments to
ensure the long term viability of the property. Most investment capital is raised
from financial institutions, largely commercial banks but also from insurance
companies.

Third, the Housing Credit program is well-designed within the Internal Revenue
Code. Tax credits are not eamed until the project is completed, in operation, and
housing qualified residents. This means the real estate risk is borne by the private
sector not the federal government. The equity capital from investors is contributed
up front to develop the properties, but the tax credits are received over ten years
and subject to credit recapture over 15 years.
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This threat of recapture imposes a powerful discipline on the program that ensures
the properties are underwritten correctly at the outset and managed correctly
throughout the compliance period. As a result, according to a 2011 study by the
national accounting firm CohnReznick, the cumulative foreclosure rate for
Housing Credit financed property since the program was created in 1986 is less
than 1%. This is a truly remarkable record, far lower than any other real estate
asset type.

Conclusion

Unlike most tax expenditures before this Commuttee, which largely encourage
activity at the margin -- activity that would occur at some level without the tax
support -- there would be virtually no affordable housing development without the
Housing Credit program.

The reason is that the construction of affordable multifamily housing, rented to
lower income families at controlled rents, is fundamentally uneconomic without a
subsidy.

Housing would not be built or preserved but for the capital contributed because of
the Housing Credit. It 1s the key financing source in almost all affordable rental
housing development in this country.

This Committee did great work in 1986 when it created the Housing Credit
program. You designed a critically important program to maximize its efficiency,
ensure investment occurs where it is most needed, and harness private sector
business discipline to achieve an important public policy objective.
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Chairman CAMP. Well, thank you. Thank you all very much.

Mr. Thomas, this is directed at you. What is the biggest hurdle
for people when they are buying a home? Is it having enough for
the downpayment, especially now that we moved away from the
zero-down loans that really helped fuel the subprime mortgage cri-
sis? Is it interest rates? Is it some other factor, in your opinion?

Mr. THOMAS. Well, it depends on the time of which you are
speaking. If you are speaking of today, it is probably downpayment,
because leaders are requiring more downpayment on loans other
than FHA or VA, and so you have a bigger hurdle with the down-
payment.

Chairman CAMP. All right.

Mr. Dietz, any comment on that? Is that your thought as well?

Mr. DIETZ. The downpayment is a challenge. Labor market sta-
bility, wage growth, as the previous panel mentioned. Appraisals
are a serious challenge. You can qualify for a mortgage, but if the
appraisal comes in and says the home is inconsistent with where
the appraisal is, then the sale falls through. And that is a problem
for building as well as for home buyers.

Chairman CAMP. All right. Just to sort of educate me and the
Committee about the actual real estate market, what percentage of
the market is first-time home buyers?

Mr. THOMAS. It is generally about a third. At the present time
it may not be quite that high because there has been such an in-
flux of investor buyers, and so it has forced a lot of the first-time
home buyers out of the market, because they are having to compete
for homes. It is very difficult. In my own area, we have a 1-month
supply of homes, and so the first-time home buyer is really at a dis-
advantage.

Chairman CAMP. Sure. And what percentage would be so-called
second homes? And is that obviously in regions of the country——

Mr. THOMAS. Sure.

Chairman CAMP [continuing]. You know, second homes probably
make up a larger portion of that.

Mr. THOMAS. Like in yours.

Chairman CAMP. Yes. Especially in the northern part.

Mr. THOMAS. Correct.

Chairman CAMP. Just in general, though, I mean.

Mr. THOMAS. Typically it is about 10 percent.

Chairman CAMP. All right. What percentage of that second-
home market is, as I think some of you said, and I think you said
in your testimony, people that are, say, maybe moving and they
have two homes or they are getting ready for retirement and they
buy a second home 5 years before they are going to retire? What
percentage of that second-home market is that sort of-

Mr. THOMAS. Unfortunately, we don’t have statistics based on
exactly what that is, but we know that as people are moving across
the country or even within a given area, that this is a factor. But
there are a lot of people that do buy second homes in anticipation
of retiring into them, so that is a big percentage.

Chairman CAMP. That is what I was wondering about.

Mr. THOMAS. Yeah.

Chairman CAMP. And in terms of home values, how do home
values break down nationwide? I mean, what are between, say,




183

zero and 100, 100 to 200, 200 to 300? Do you have that, or if not,
can you get that to me?

Mr. THOMAS. I can get it to you.

Chairman CAMP. All right.

I wondered, Mr. Moss, if you just wanted to comment on the pre-
vious panel. There was a lot of testimony about the incentives in
the Low Income Housing Tax Credit and maybe it should go more
to the individual as opposed to the way it is structured now. I don’t
know if you had a chance to think about that and if you had any
comment on that.

Mr. MOSS. Well, in looking at——

Chairman CAMP. You may want to hit your microphone.

Mr. MOSS. Sorry.

If you look at most of the tax credit properties right now, in
terms of achieving deeper targeting, they do. If you look at the
Furman Center study and the type of targeting that is going on
across the country, most tax credit properties are not just set at 60
percent of area median income. They serve levels at 40, at 30 per-
cent of median income. So there is some targeting going on there
that would not be achievable under any other program. And espe-
cially with the private capital coming in to leverage these prop-
erties, it is not achievable under any other type of spending pro-
gram.

Chairman CAMP. In terms of the supply of low-income housing,
is it in a shortage all over the country or are there regions that
that is less the case?

Mr. MOSS. The universe of affordable housing, when you start
to talk about all the population types, is dramatic. As I mentioned
in my testimony, we are now doing a lot of housing for veterans,
returning veterans. There is a shortage. There is a great shortage
of affordable housing in the United States in all areas. The nice
and the great part about the credit is it is flexible and it can serve
to provide housing for a lot of different housing types.

Chairman CAMP. I guess I didn’t ask that the right way. Are
there areas of the country where the need is greater than others?

Mr. MOSS. Certainly in higher population areas where there is
more employment, there is probably more of a need. But also you
have to remember that the bond program serves as a useful tool
in those areas as well, not just the capped credit. And you are
going to see that there is, if you look at the credits across the coun-
try with the per capita allocation formula, there is very little that
spills over into the national pool that is unused, if any at all.

Chairman CAMP. Mr. Thomas, what is your view on the 28 per-
cent cap in the President’s budget?

Mr. THOMAS. We don’t support that. We think that is going to
raise the rate for many people as to what they actually pay. So it
has generally a detrimental effect.

Chairman CAMP. All right.

Mr. Dietz, do the Home Builders have a position on that?

Mr. DIETZ. We are opposed to the 28 percent cap, too. And just
to add an item, you know, something you don’t see discussed a lot
is that the proposal has grown over time as it has appeared in the
President’s budget proposals year by year. It now includes the Sec-
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tion 199 deduction, which would affect a lot of pass-through busi-
nesses, other exclusions. So that is an issue.

Chairman CAMP. All right. Thank you.

Mr. Levin is recognized.

Mr. LEVIN. Welcome. You know, I think it is so important for
us to dig out the facts, and I think what you have testified to helps
us.

I am not in favor of the status quo. I am also not in favor of
changes that don’t take into account the realities. For example, sec-
ond homes, Mr. Chairman, I think you and I might agree, I-75 peo-
ple come up your way on Fridays, and I try to move up I-75 in the
suburban area. And when you take into account who is traveling
up I-75 from Detroit and suburban Detroit up north, my guess is
I think a lot of them are going to small second homes. And I think
we simply need to be careful about our proposals.

I also think, though, that we need to make sure that we are not
opposed to everything. The 28 percent proposal of the President re-
lates to some of the facts that came out earlier, and that is, who
is benefiting, who is taking advantage of accessing the deduction.
And in terms of numbers, the largest numbers by far are people
under $200,000. It is also true that proportionately a very substan-
tial amount goes to people in higher income brackets. And so I
think we just need to take a hard look at that.

Also, I think we would welcome you, if you don’t have time
through my questions, to take a look at the testimony of others be-
fore you, because, for example—by the way, Mr. Moran, I am not
going to ask you questions about carried interest, because it doesn’t
really relate directly to this hearing. The carried interest issue cov-
ers more than real estate. So let’s have that discussion some other
time. Okay? We have been working hard on it and want your
views. So many people take risk of all kinds, and they pay ordinary
income tax on the benefits. Sometimes they don’t receive any bene-
fits from the risky economic effort.

But I think it would be useful if you would take a look at the
testimony that came before. And it was really striking, Mr. Toder,
if I pronounced his name correctly, on page 7 has this paragraph:
“Some empirical research and observations confirmed this lack of
a relationship between the MID and home ownership rights.”

I think you need to look at testimony like this and give us fur-
ther indications as to the relationship. For example, I think maybe
it was you, Mr. Renacci, I am not sure, who said that when people
buy a house they don’t look at what their mortgage payment will
be in terms of taxation. I find that somewhat hard to understand.
I would think most people who are going to itemize if they buy a
house would take note of what their monthly payment really would
be on their mortgage. I think all of us do that all the time who
have mortgages.

So I think it would be useful for you to take a look at the testi-
mony that came earlier—and thank you for your patience—and
give us your views on that.

And the same on low-income housing, because while the testi-
mony has been basically positive, I am afraid that there may be
suggestions that we would significantly change that. And I am not
in favor of the status quo, but I think going after these important
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policies, it is not a loophole, the Low Income Housing Tax Credit,
it is a policy adopted by this country on a bipartisan basis, and I
think we better be careful before we significantly tamper with it.

My time is up. But give us your further ideas. Go back over the
testimony that we heard earlier and give us any comments, if you
would.

Chairman CAMP. All right. Thank you.

Mr. Johnson is recognized.

Mr. JOHNSON. Thank you, Mr. Chairman.

I would like to start with Mr. Thomas and Mr. Dietz, if you don’t
mind. On July the 11th, the Joint Committee on Taxation issued
a report on the tax treatment of household debt, and in that report
there is a chart which shows a surge in home mortgage debt from
around 2002 through 2007. I asked them about that at a hearing
we had back in July a couple years ago, and I wanted to share with
you what Joint Tax had to say in a followup letter addressed to me
and get your reaction.

According to Joint Tax, “Given that the home mortgage interest
deduction has become less valuable over time, the deduction does
not appear to explain the increase in home mortgage debt from
2002 to 2007.” T would like to know your thoughts about this. First,
Mr. Thomas.

Mr. THOMAS. Well, I am not sure there is a correlation there.
I think that the basics of having the mortgage interest deduction
allows people to take that deduction and it allows for people to buy
a home, especially a first-time home.

You know, the thing that most people don’t understand is that
you can’t take a snapshot at any one given time and get a clean
picture of the people that are taking advantage of the mortgage in-
terest deduction. It is really more like a movie, because the major-
ity that take advantage of the deduction are younger and they are
building their families and they are starting out, so that a greater
portion of their income goes toward the debt of a home. And the
mortgage interest deduction is very important to them, because it
allows them to buy the size home they need in the community they
are in. And that is all factored in when they apply for a loan, be-
cause the lender will look at what the mortgage deduction is going
to do for them, and that allows them to purchase as much as they
can.

Over time, as they pay the mortgage down, the interest deduc-
tion is less meaningful, or if they pay their home off, or if they de-
cide in later years to downsize. So all of those factors have to be
taken into consideration.

A lot of what we saw in the buildup during that period of time
was really due to the price of housing. It had nothing to do with
what the mortgage interest deduction did to it. It was really in the
pricing of homes.

Mr. JOHNSON. Mr. Dietz.

Mr. DIETZ. I agree with the Joint Tax conclusion. When you look
at the run-up in debt, the run-up in housing earlier in the decade,
it was a lot of speculative bubbles, flippers and such. The way that
the mortgage interest deduction’s benefits accrue are, as he men-
tioned, sort of life cycle, and so they are over a number of years.
The MID is not going to fuel a speculative bubble.
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And if you want a cross-country comparison, an experiment, so
to speak, you can look at when we had housing bubbles in a num-
ber of countries around the world. They obviously don’t have the
same tax laws that we do, so, you know, it is hard to make a con-
nection between the two, so I think Joint Tax is correct.

Mr. JOHNSON. Well, I thank you for that.

Mr. Thomas, and also Mr. Dietz, I wanted to get your reaction
to some points made by a couple of the witnesses on the first panel.
Two of them, Eric Toder from the Tax Policy Center and Mark
Calabria from Cato, both argue the mortgage interest deduction
has really no effect on home ownership. I would like to know your
thoughts on that.

Mr. THOMAS. Well, I would greatly disagree with that. I think
that it does affect home ownership. If you look at Great Britain,
which is just in the process of reducing the mortgage interest de-
duction, the average homeowner entry level into home ownership
is now advanced by 7 to 8 years, so it means that they are delaying
home ownership by 7 to 8 years. A lot of that is due to the fact
that they can’t deduct their mortgage interest anymore.

We think we would have the same problem. So we think that
there is quite a correlation there.

Mr. JOHNSON. It makes it cost more to get in it, doesn’t it?

Mr. THOMAS. Absolutely.

Mr. JOHNSON. Yeah.

Mr. DIETZ. I agree. I think it is not only an impact on the home
ownership rate, the number of home-owning households in the
country, but the timing of when they become homeowners. And
that 7 years, using the United Kingdom as a good example, those
are big years in terms of family events, household formations, mar-
riage, children, and most importantly wealth accumulation over a
long period of time, because home ownership is a vehicle for accu-
mulating family wealth.

Mr. JOHNSON. You know, the Tax Policy Center also argues
that the mortgage interest deduction encourages upper-middle-
class households to buy larger and more expensive homes. Cato
makes a similar argument, in that the benefits of deductions are
highly concentrated among both the highest income and mostly le-
veraged household. I would like your thoughts on that.

Chairman CAMP. Yeah. Just briefly, please.

Mr. THOMAS. Well, again, if you look at the statistics in our
written testimony, that is contrary to what we have, which is that
the vast majority of the benefit goes to people that are under
$200,000 in income, and that a high percentage goes to those earn-
ing under $100,000.

Chairman CAMP. Thank you. I do think we have to be careful
in our comparisons to England, because they have large chunks of
their country where you cannot get fee simple, you can only get a
long-term lease, and that is a very different sort of model than we
have in the United States.

Mr. Rangel is recognized.

Mr. RANGEL. Thank you so much, again, for your patience and
for sharing your views with us.

I was intrigued by Congressman Johnson’s question as relates to
the connection between mortgage interest deduction and purchases.
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About 10 years ago, or whatever time it was, in Miami, Florida,
and throughout Florida, there seemed to be an overdevelopment of
luxury condos, and there was the worry that wealthy people in
New York could get a condo at a reasonable price without any
downpayment based on the tremendous mortgage deduction that
they would enjoy and the fact that there was continuous rapid ap-
preciation of the property.

Does that concept make any sense, that they wouldn’t need a
downpayment, just go down and buy a million-dollar condo based
on that concept, appreciation and deductibility?

Mr. THOMAS. Well, I think a lot of them did it because of their
anticipation of appreciation. However, that makes no economic
sense. No, it never did. And the type of lending that was allowed
at that time, we don’t want to see that again. So, you know, those
were not good elements that went into buying a property. Those
were not wise investments, obviously.

Mr. RANGEL. Yeah, but I think if they still own the property
and it did appreciate, I doubt whether they didn’t pay any down-
payment, but, you know, these wealthy people get together and
share with each other the great economic ventures that they have
had. And I am asking, is it possible that this could have happened,
no matter what it looked like, that wealthy people could acquire
property without any downpayment just based on appreciation and
the fact that the tremendous monthly payments were—the interest
was deductible and most of the early payments are interest and not
principle?

Mr. THOMAS. The majority of them are interest in the early
months of——

Mr. RANGEL. Yeah.

Mr. THOMAS [continuing]. Early years of a mortgage.

Mr. RANGEL. Yeah.

Mr. THOMAS. Absolutely.

Mr. RANGEL. And so isn’t it logical that those who did it,
whether it is bad economics or not, if they still have those places,
notwithstanding the fact that they have leveled off, that at that
time it seemed like a good deal and it was?

Mr. THOMAS. Well, at the time they purchased it, I am sure
they thought it was a good deal.

Mr. RANGEL. No, no. I didn’t ask what they thought. They did
it. But I don’t know what happened to them since then.

Mr. THOMAS. Well, a lot of those properties dropped in value
dramatically.

Mr. RANGEL. Okay. Let me get to the question of carried inter-
est. I assume because you get a favorable and much lower rate
with capital gains, that all of you would support it. I am trying to
figure out why. What work would you do that would be different
from anybody else that is not investing in the project so that their
income would be an investment on capital, and therefore they gain,
where other people, especially in the venture capital area, who do
the same type of work, get taxed at a much higher rate because
it is ordinary income?

So with the real estate, recognizing that you take a risk, it is my
understanding that anyone who opens a business or takes a posi-
tion hoping that the business would increase is taking a risk. But
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what makes the real estate industry different so that their profits
should be treated differently than someone that is being taxed at
an ordinary income rate? Mr. Thomas.

Mr. MORAN. Well, I am not sure they should be treated dif-
ferently than somebody else taking the same type of risk, but the
risk that we take in the real estate industry in building buildings,
as you know, you are buying land and you are taking the risk on
the land, you have to get it zoned, you are getting it zoned, you
have to go hire architects, you hire lawyers, and you try to put
your package together. And once you have spent a lot of money to
put all that together, the key point is, are you generating an eco-
nomic return that somebody will invest in? And if somebody doesn’t
invest in it, then you are going to lose all your money.

Mr. RANGEL. But they would be the investor.

Mr. MORAN. Pardon me?

Mr. RANGEL. The investor would be the person that you are
turning it over to.

Mr. MORAN. No, no. I am not turning anything over to the in-
vestor.

Mr. RANGEL. You don’t keep the property

Mr. MORAN. The investor is coming to me because I have the
asset. He is looking to make a return on his money. And I am the
one that is going to take all the risk to build the project, to go get
the bank loans, to guarantee everything.

Mr. RANGEL. Are all of you satisfied with——

Mr. MORAN. And the only thing the investor would——

Chairman CAMP. Well, —

Mr. MORAN. Pardon me?

Chairman CAMP. I think time has expired, but——

Mr. RANGEL. I just want to know.

Chairman CAMP. I think, Mr. Thomas, we want to hear your an-
swer on this, too, so we will make an exception here.

Mr. RANGEL. You are a good Chairman.

Chairman CAMP. I will remember that, Charlie.

Mr. THOMAS. Well, we actually agree with the other speaker,
and that is that this is something that we do a lot of work for. In
many cases we forgo our commissions to put into the project, and
so therefore we are invested in the project just like anybody else.
It just doesn’t mean that we write a check out of it. I guess we
could if we took the commission and then turned around and put
it back in. But there are rationales for making it the same as the
investor.

Chairman CAMP. All right. Thank you.

Ms. Jenkins is recognized.

Ms. JENKINS. Thank you, Mr. Chairman.

As I am sure you are all aware, this Committee has spent the
last 2 years having hearings and releasing discussion drafts, and
we have been meeting with stakeholders from every industry to
build a foundation as we seek to achieve what others have warned
us is a nearly impossible feat of giving our constituents a simpler
and fairer Tax Code.

Mr. Thomas, in your testimony I read that the effect of the 1986
Act had an effect on the real estate industry. Can you just elabo-
rate for us on what lessons the Committee Members can draw from
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the last time we overhauled the Tax Code as it concerns the real
estate industry?

Mr. THOMAS. Well, what it did to the commercial arena is that
it really negatively affected prices and the exchange of property
through that Tax Code change. So if you look at that as history and
see that it decimated that particular industry and what it did to
savings and loan institutions at the same time, you realize that is
the negative effect that you are going to see or could potentially see
if you did the same thing on the mortgage interest deduction.

Ms. JENKINS. Okay.

Yes, Mr. Moran.

Mr. MORAN. May I respond to that question? On the 1986 Tax
Act there were two things that were very, very detrimental to the
commercial part of the business. One of them was retroactive. So
a lot of people had made investments 2 or 3 years prior antici-
pating they would receive certain income tax deductions and the
law would remain the same. Obviously, it did not. It changed.

But the major change that caused all the problems was the pas-
sive loss rules. What happened is all the capital was coming into
the commercial industry and all of it was coming into the apart-
ment industry from individuals. That was your source of capital.
And when you passed the passive loss rules and they couldn’t take
any of their deductions and they were making all these invest-
ments, therefore what we told them when they went in, we couldn’t
deliver, because the law changed.

But the passive loss rules have taken the individual out of the
market. Therefore, he wasn’t supplying capital. Therefore, you had
a recession from 1986 to 1994 before we started getting trans-
actions going again and capital coming back into the business. And
it started coming back in through the REITs and through the pen-
sion fund advisors, so you had two other types of entities.

Today, for example, individuals are still not investing in real es-
tate because of the passive loss rules. When you get to small towns
and you get to secondary and tertiary towns where people in those
towns used to invest in real estate, they don’t do it because of the
passive loss rules. Not only was it devastating between 1986 and
1994, you can still feel the effects today because you are saying
where is the capital going to come from to help us fund our busi-
nesses?

Mr. DIETZ. One more thing. As I mentioned in my testimony,
the completed contract rules were another example in the 1986 Act
where a change was made and a fix had to be made 2 years later.
It is a reminder in general that real estate, the tax rules manifest
themselves in the value of real estate. And so any impact on hous-
ing, for example, you get a 1 percentage point drop in housing
prices today, it is going to destroy about $177 billion of net worth.
You only need a 6 percent decline from where we are today to de-
stroy a trillion dollars. So housing and the tax rules are very much
connected.

Ms. JENKINS. Okay. Great. The first panel today discussed
some recent options that have been proposed as part of major tax
reform, drafts to reform our tax policy as it relates to housing
policy and promoting home ownership. Today’s testimony noted
that recent major tax reform proposals, including Simpson-Bowles,
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President Bush’s 2005 Tax Reform Advisory Panel, and the Bipar-
tisan Policy Center have all recommended moving from an interest
deduction to a tax credit. And I understand that these proposals
are concerning to some of you and potentially threaten our recov-
ering housing industry.

So could you just share with us, has the housing industry con-
ducted any analysis on what these policies—what effect they would
have on home prices?

Mr. DIETZ. The real problem with the housing credits we have
seen as a replacement for the MID is that the rates are so low they
become nonstarters. A 12 percent rate is the most common. A rev-
enue neutral tax credit would be something like 20 percent. So
when it is down at 12 percent, you are really looking at a big tax
hike for homeowners.

In terms of price impacts, the impacts are going to be the largest
in those high-cost areas. Where the average income is higher, the
marginal income tax rate is going to be higher, so that represents
a larger tax hike.

Ms. JENKINS. Okay. I yield back.

Chairman CAMP. Thank you.

Mr. McDermott is recognized.

Mr. MCDERMOTT. Thank you, Mr. Chairman. Mr. Moss, see, 1
come from Seattle where we spend a lot of effort politically passing
initiatives for low-income housing and we have passed levies on al-
most a continuing basis for the last few years to build housing. So
we have a lot of low-income housing that is managed by a variety
of public agencies in some instances, and sometimes private non-
profits are running them. And we have Section 8 going on in our
State like everybody else does.

Tell me, from your point of view, the place where we ought to
put our emphasis on low-income housing. Where should the money
go if you are going to be the most effective? Is it in government
building houses as we did before Ronald Reagan or is it in the low-
income tax credit stuff in 1986 and thereafter or is it in Section 8?

Because I see us coming to a point where we are having more
and more old people in this society who are going to be looking for
housing as they are forced out by taxes and other things. I am try-
ing to figure out for the community where is the most effective—
or what is the most effective way to put the housing up?

Mr. MOSS. Well, first of all, starting in 1986 when the tax credit
was put in place, the low-income housing tax credit, it started to
replace all the failed Federal programs that had gone on prior to
that time, programs that did not have the private sector involved,
that did not have the private sector with risk in the game.

And, today, the low-income housing tax credit is the highest per-
forming real estate class in the United States of any real estate
class because of the private sector involvement, because of the
State agencies doing the oversight and the underwriting and as-
sessing housing need, and due to the nature of the type housing
that is being built, which is very high-quality housing.

The programs from the past, the Federal programs, are now
being preserved using the low-income housing tax credit. They are
being regenerated by bringing in the private sector.
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Mr. MCDERMOTT. You mean you are taking the old federally
built ones and turning them into low-income housing tax——

Mr. MOSS. Yes, sir. We are bringing in the investors, renewing
the projects, making sure that the units are rehabbed in a sustain-
able fashion so they will last another 40 years. It is a very impor-
tant role that the credit plays, in that it can play every position
on the team. It can really fix rehab—housing that needs rehab,
Federal housing, it can do new construction, it can build housing
for those individuals that have disabilities. It can build veterans
housing. It is a very, very flexible program. I hope that answers
your question.

Mr. MCDERMOTT. There is one in Seattle named the McDermott
Place which has 54 homeless veterans living in it, so I know about
how it is done. But you didn’t say anything about Section 8. Where
does Section 8 fit in all of this?

Mr. MOSS. Well, Section 8 is not an operating new construc-
tion—production program.

Mr. MCDERMOTT. I know it doesn’t produce, but it is a way of
saying you haven’t got a house, so here is a voucher. Go find some-
place in the private sector that will take it. Is that a more effective
way than building and operating it as low-income housing?

Mr. MOSS. No, I don’t believe it is. I believe that having the pri-
vate sector involved——

Mr. MCDERMOTT. The private sector is involved in Section 8,
aren’t they?

Mr. MOSS. They can be, where the project receives project-based
funding or vouchers to support extremely low incomes which sup-
port the debt service for the property. But those Federal programs
also had subsidies for debt when the properties are redone and
rehabbed under the tax credit program. It is at conventional debt
rates and the vouchers and the subsidy provide subsidy to the
renter, not to the property.

Mr. MCDERMOTT. What do you think the deficit is—excuse me.
Go ahead.

Mr. MORAN. On the Section 8 question, I agree. When prior to
1985 we did several projects and those projects were Section 8-
based projects, that was when passive losses were not a limitation,
so we had all private capital doing those. We still have those prop-
erties today and those investors are happy with that investment
over all the years, but they needed the passive loss rules in order
to get that deduction in order to bring that capital into the busi-
ness. Project-based Section 8 works better than vouchers.

Chairman CAMP. Mr. Renacci.

Mr. RENACCI. Thank you, Mr. Chairman. I want to thank the
panel for being here today. This morning I was talking with the
earlier panel about simplification, how we have to make this
program simpler, because that person that comes in with just a
W-2 needs to be able to get their return done without a profes-
sional. As I said, I was a professional, I had a CPA practice for
many years prior to coming here.

On the other hand, I also indicated there are some people that
aren’t even aware that the interest deduction helps them, although
it does, because of the complications of the Tax Code. And I think,
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after everything, they found out that the interest deduction was
helpful to them.

But one of the interesting comments in the earlier panel was
somebody had indicated that repealing the mortgage interest de-
duction would reduce home prices by roughly 13 to 15 percent. Any
comments on that? I thought that was an interesting number.

Mr. THOMAS. Well, our number is very similar. The number
that our economist has come up with is about 15 percent. That
would be devastating to this economy if we were to do that. Do you
understand what that would do, putting that many more people
under water, that would increase the number of foreclosures again.
It would blow way out of proportion. We believe it would throw the
country back into a recession. So that would be devastating if it
were 15 percent.

Mr. DIETZ. Our numbers are—it is smaller, but similar. You
could have dueling economists, what is the right price effect? It is
going to differ by area, it is going to be larger in high-cost areas.
But the big thing is it will impact. And I mentioned before, for
every 1 percentage point, it is about $177 billion off of household
net worth. If you are talking 15 percent, you are talking up to a
$2 trillion windfall loss for homeowners.

Mr. RENACCI. Mr. Moran, President Obama has proposed low-
ering the corporate tax rate to 28 percent. I heard in your testi-
mony not only are you a CPA but you represent an industry that
has a lot of partnerships and LLCs. What would you say to those
who advocate for doing corporate tax reform only and how would
it affect your members?

Mr. MORAN. Our position has always been we are looking for
comprehensive tax reform and to do both the corporate and the in-
dividual at the same time, because there would be crossovers on
certain provisions. And we don’t think one should be penalized—
to bring down the rate over in the corporate, we shouldn’t penalize
the individual. So I think it should be looked at at the same time.
We are not averse to the rate coming down. We think the rate
should come down overall, because on a competitive basis to bring
money into the United States we need to have a global rate that
makes sense. And our global rate is higher than that of other peo-
ple.

Mr. RENACCI. But you are saying corporates, LLCs, partner-
ships should all be looked at as one corporate rate?

Mr. MORAN. No, no, no, I do not say that. There is 2.5 million
partnerships in this country. They control about $12 trillion of as-
sets. They generate $400 billion a year in income. And all of those
partnerships are there for a reason. There are different people put-
ting up money. There are different people taking risks and they are
allocated differently. So they don’t run like corporations.

Mr. RENACCI. I understand that, but when we look at corporate
tax reform, I am saying we should be looking at all the entities?

Mr. MORAN. Yes.

Mr. RENACCI. One other question. Mr. Thomas, this is for you
but others can answer. The Tax Code currently allows deduction
for interest on mortgages up to $1.1 million. Do you think that is
appropriate? What is an appropriate level?
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Mr. THOMAS. I think it is appropriate because of the area in
which I live and work. So, obviously, I think it is appropriate. It
is taken where it is needed. Across the country there aren’t that
many people that go all the way up to the maximum. But, again,
in my particular area, $500,000 buys a starter home. If you were
to reduce the limit down to $500,000 that is going to negatively af-
fect most of the coastal areas of the country where the prices are
much higher. So it would have a negative effect.

Mr. DIETZ. In addition to high-cost areas, you could also have
stocking issues. If you have multiple home ownership, for instance
someone who is about to retire and they have one home where they
work and one home where they plan to retire soon, two they own
simultaneously, that limit is for both mortgages, both homes under
Section 163.

Mr. RENACCI. Mr. Chairman, I yield back.

Chairman CAMP. Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman. Just a quick comment
based on previous experience in terms of dealing with Section 8s.
It is the saturation point on Section 8s that begin to change neigh-
borhoods, it is the concentration of Section 8s. I think that is one
of the challenges, because as I pointed out to the other panel, there
are few issues that are more complex in urban economics than
housing. In the experiments we had in the 50s and 60s with many
of our veterans coming back, it worked very well. And then as the
housing grew much older and there was less money to keep it up
to date, in old cities landlords began to walk away from properties.
And one of the phenomena during those years was abandonment.
For those of us who had to deal with that abandonment issue, it
was very significant because we had great difficulty tracking down
the landlord. And I think having the private sector involved in
helping to discipline the aspects of the marketplace is terribly im-
portant.

Mr. Moss, I am surprised that you mentioned the shortage of af-
fordable housing. And it is always important I think to use the
term “affordable housing,” because the connotation of low-income
housing, again, is that you are going back to high-rise develop-
ments and that you are going back to a concentration of Sector 8s.
But you mentioned that there is a shortage of affordable housing
in your testimony. Would you speak to that issue, please?

Mr. MOSS. Yes, the Harvard study that was most recently
published, the report showed that only four eligible low-income
households out of ten were finding an apartment that achieved af-
fordability for them. Four out of ten. So there are six households
out of ten that cannot find an apartment where their rental costs
are 30 percent of their monthly income or less. They are paying 50
percent, 60 percent of their monthly income in rent. And so the
rent burden is tremendous in this country.

The Harvard report demonstrates that, sir, and also the recent
Bipartisan Policy Housing Center report.

Mr. MORAN. One of the confusing things—on affordability, we
need to define it. Some people say affordability is 80 percent of the
median income. And if you do 80 percent of the median income,
like the apartment industry, 90 percent of the available housing is
affordable. The low-income, where you can only afford to pay 50 or
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60 percent or 40 percent of the median income, is where the real
problem is. So it is the low-income which needs to be subsidized
and needs to have the credits and needs to have the Section 8s if
that gap that is currently there is going to be closed.

Mr. NEAL. But I also think it is fair to say that management
is a key issue.

Mr. MORAN. Yes.

Mr. NEAL. On how those units are managed.

Mr. MORAN. Yes.

Mr. NEAL. If you get some first-class management teams nobody
would even know it is affordable housing or subsidized housing.
And then if you get a bad management team that simply accepts
the subsidy and walks away from the property when things start
to go south for them on their other investments, and that is fre-
quently what happens, they stop any sort of upkeep to the prop-
erty. And I think we need to be mindful of that.

How would you strengthen the low-income credit? I have been a
supporter of new markets and low-income housing credits. I think
it works. How would you propose strengthening the option?

Go ahead.

Mr. DIETZ. Your bill with Mr. Tiberi that——

Mr. NEAL. I was hoping you would say that.

Chairman CAMP. I don’t see a prompt here, do I?

Mr. DIETZ. Without that the credit rate on the tax credit falls
and it results in 18 percent less equity in the deal. So fixing that
rate ensures that a sufficient amount of equity is available, because
this is a production program. And we heard in the earlier panel,
economists like vouchers in theory. But vouchers don’t help build
the property. They help allocate the demand after the fact. This
program is really useful in the sense that it provides safe afford-
able housing on the production side.

Mr. NEAL. Thank you, Mr. Chairman.

Chairman CAMP. Thank you. I will go to Mr. Blumenauer and
then we will close with Mr. Griffin.

Mr. BLUMENAUER. Thank you very much. I appreciate the spe-
cial emphasis that several of you have made in terms of the low-
income tax credit. I think it is important to drive that home when
there is so much in flux. I would just put three things on the table
because you all represent groups that have certified smart people
and it might be useful to get a little context and feedback from you.
So I will put the three and then I will get out of your way.

One, you may have heard comments that I made earlier about
the impact of the Federal Tax Code subsidizing people who live in
areas that are frequently prone to disaster, and in fact some of
them are in areas that by Federal law were not supposed to pro-
vide infrastructure support from the Federal Government. Yet we
are subsidizing, for example, on a second home and then after we
pay Federal money to help clean things up, then they go right back
and are able to qualify for a deduction. And I would appreciate it
if, again, this might be something that some of your certified smart
people might be able to help us with in terms of some feedback.

The second deals with strengthening the provisions—I have long
felt comfortable with the notion of having the capital gains exclu-
sion for residential real estate, because nobody paid it except the
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dumb, the distressed, or the divorced. But there have been in-
stances that have been described to me where people use the provi-
sions under current law where it is two out of the five, but they
use it to sort of serially flip, bouncing back and forth with a resi-
dential property and switching that advantageously to be able to
serially harvest the capital gains exclusion. It is not something that
is a long-term residence that they are a part of. If you have some
thoughts, or if there is some smart person there that could give us
a written response, it would be appreciated.

The final question that is of interest to me is, today, the extent
to which residential property represents people’s retirement secu-
rity. Notwithstanding the fact that a lot of folks are under water
and they are up and down, but we are watching pensions dis-
appear, we are watching 401(k)s become 201(k)s, we are watching
a number of people tapping early retirement because of financial
problems. They are retiring early with Social Security. They are
taking things out of their 401(k)s, their IRAs. If you could help us
identify the role you think residential property plays in retirement
security going forward, it would be something that I would be very
interested in.

Mr. DIETZ. On the gain exclusion in 2008 in HERA, the Housing
Economic Recovery Act, there was a change made in Section 121
to address that two of five provision. And it was a change that was
supported by the industry at the time. It stipulates that you can’t
claim the gain exclusion for years in which you don’t use the prop-
erty as your primary residence. So someone who is using it for
speculation or an independent landlord or owning it for a long pe-
riod of time

Mr. BLUMENAUER. My question is, is that tight enough to pre-
vent people from intent to reside being able to game the system?

Mr. DIETZ. And on the third issue that you raised, we have pa-
pers and research on the importance of housing wealth. It did take
a big hit. Household net worths declined 40 percent. Polling sur-
veyed consumer finances from 2000 to 2010. But recent price gains
have begun to repair that, and, obviously, for those reasons the
housing tax incentives will go in the opposite direction.

Mr. BLUMENAUER. Thank you, Mr. Chairman. I would just
welcome any of those little papers that you have in those areas.

Mr. THOMAS. Sure. On the first question that you had I might
comment that is really a local land use issue. Because if authorities
are going to continue to allow building there, people are going to
continue to build. That is where the problem lies.

We, as realtors, supported phasing out subsidized flood insurance
last year. So, you know, we understand.

Mr. BLUMENAUER. But if we get rid of the tax deduction it
would be recommended. Thank you, Mr. Chairman.

Chairman CAMP. Mr. Griffin is recognized.

Mr. GRIFFIN. Thank you, Mr. Chairman. Thank you all for
being here today. And I know that you all share our general goal
of simplifying the Code and having a pro-growth Tax Code. There
are certainly provisions in it that I know you favor. But we can all
agree that it is a mess. And we are trying to make it better.

You have—I assume you heard some of the folks on the first
panel give some of their ideas on what they would prefer to see in-
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stead of the mortgage interest deduction that we have. One of
those proposed is some sort of credit. I would like to first hear from
you four—whoever wants to speak—what your opinion is on the
credit, and how it would impact what we consider middle-income
Americans who rely on the mortgage interest deduction.

Mr. DIETZ. The first problem with the credit is the rates. We
saw a 15 percent rate proposed in 2005. A 12 percent rate proposed
by recent commissions, including the Bowles-Simpson commission.
That rate is so low compared to the marginal tax rates, which is
still the comparable value, that it reports a significant tax hike for
homeowners.

So the question is who are the winners and who are the losers?
There might be some winners, but we most definitely know who
the losers would be moving to that kind of credit from the existing
deduction. It would be young folks who have to use a mortgage to
buy a home in high-cost areas.

Mr. GRIFFIN. I think that it is fair to say and I think you would
agree with this, that credits suggested or changes suggested also
assumed that marginal tax rates are changed. And some of the
analysis that I have seen or heard of the credits—and we discussed
this a little bit with the earlier panel—assume that you have to
have some sort of change in that marginal tax rate.

Can you comment on it? Because clearly if you took the marginal
tax rate down to a high of 25 percent, for example, clearly that is
going to be favorable to people like me who count on the mortgage
interest deduction, along with a lot of middle-income Americans. So
how does that change in any way your analysis?

Mr. DIETZ. Pro-growth tax policy that creates jobs, would raise
wages and make the economy grow faster. That is good for housing.
But, as you say, there are a lot of assumptions. And, for example,
one of the assumptions with moving to a tax credit is what hap-
pens to the real estate property tax deduction? The proponents al-
ways focus on the MID to a tax credit, but they don’t explain, well,
we assume the property tax deduction is completely eliminated.
That could also reduce the value for home buyers.

Mr. GRIFFIN. Is there anyone else that wants to comment on
that? Okay. I thank you all for being here.

Quickly, I think I have another minute, there was a comment
made on the previous panel that the mortgage interest deduction
incentivizes debt as opposed to equity. Do you have any comment
on that?

Mr. DIETZ. My reaction when I hear that is, people don’t take
out debt to make money. You pay interest; it is a cost. Mortgage
interest deduction offsets the cost of that debt. The question is who
needs debt to buy homes? Well, it is particularly younger house-
holds and, in fact, our research has shown the primary bene-
ficiaries of the mortgage interest deduction with shared household
income, is younger households that need the mortgage to buy a
home. If you get rid of it, prices are going to fall and who wins?
Cash buyers, investor buyers. That is not good policy for a stable
middle class.

Mr. THOMAS. Yes, and I would also say that increasing the debt
and the amount that you pay on that debt, you are not getting that
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entire amount back in a tax benefit so the law doesn’t really en-
courage you to take on more debt.

Mr. GRIFFIN. Well, I think we are all looking very carefully at
this because we understand that whatever changes we make are
going to have an impact, positive or negative, on a lot of Americans
that count on this that are having a hard time making ends meet
anyway. But we are focused on having a simpler, fairer Code that
encourages economic growth which will benefit us all.

Thank you all for being here today. It was really thoughtful and
we appreciate it.

Chairman CAMP. Thank you. We do have one more questioner,
Mr. Young, and then we will conclude the hearing.

Mr. YOUNG. Thank you, Mr. Chairman. It has really been a
very informative hearing here. I thank all our panelists for appear-
ing here today and for delivering your testimony.

Earlier, we had a panel where we received testimony that a dis-
proportionate share of the home mortgage deduction benefits go to
taxpayers in the largest metropolitan areas. One witness testified
}:‘hat 20 percent of the tax benefit is claimed by taxpayers in Cali-
ornia.

First, do you have any reason to believe that that testimony was
incorrect? And, if not, then do you have concerns about this? Con-
cerns about the disparate benefits between geographic areas and
between types of communities across our country as reflected in the
Tax Code?

Mr. DIETZ. You know, the mortgage interest deduction obviously
is on a nominal dollar basis more valuable in high-cost areas. But,
as I mentioned in our testimony, that is actually one of its merits
in the sense that it is one of the elements, one of the few elements
in the Tax Code that does account for differences in the cost of liv-
ing. Property tax deduction is the same way. You want an incentive
that encourages young home buyers to be able to buy in high-cost
areas. Why are they high-cost? They are high-cost because they
have dense concentrations of population. That is where things are
growing. That is where wages are growing. And if you shut out
those younger home buyers from those kinds of markets, that is
going to have a distinct economic impact.

Mr. THOMAS. And those areas are obviously very, very con-
centrated in numbers of households and so you are going to have
a disproportionate share. The number of households in California
is much higher than in most of the rest of the country anyway. So
you are going to have that effect. Plus, just the sheer cost of build-
ing in those areas produces higher costs.

Mr. YOUNG. If there is no other thoughts or perspectives on
that, I thank you again and I yield back.

Chairman CAMP. Is the 20 percent accurate?

Mr. THOMAS. I don’t know that it is. We would have to do re-
search on that. That seems awfully high.

Chairman CAMP. I want to thank this panel. You have been an
excellent panel. And I appreciate your views and your perspectives
and, obviously, as I have said, tax reform is a critical issue to this
Committee and we remain committed to moving forward in an open
and transparent manner. And your participation today is obviously
a very important part of that process.
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I would ask that you promptly respond in writing to any areas
where that was requested or would be appropriate, and as we pre-
pare the formal hearing record we will make those written submis-
sions a part of that. So, again, thank you very much for being here.
The Committee stands adjourned.

[Whereupon, at 1:05 p.m., the Committee was adjourned.]
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