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ABSTRACT

This report considers thremptions for restructuring the home mortgage interest deductiorplacing the deduction
with a 15 percent nomefundable interest credit, reducing the ceiling on debt eligible for an interest subsidy to
$500,000, and combining the substitution of the dréar the deduction with the reduced limit on the interest subsic
All three options would raise federal tax revenue and make the tax system more progressive. Distributional effe
would differ by state of residence and, within states by income gréigdisplay distributional effects by income
group in California, Kentucky, lllinois, Michigan, New Yorgp@ré&exas, Utah, and Wisconsin
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CURRENT LAW AND FRFOPTIONS

About 30 percent of individual taxpayers itemize deductions to their federal income tax returii$, and
percent of those who do so claim a deduction for home mortgage interest. Under current law, taxpayers
can deduct interest on up to $1 million in acquisition debt used to buy, build, or improve their primary
residence or a second designated residencey Tan also deduct interest on up to $100,000 in home
equity loans or other loans secured by their properties, regardless of the purpose df loans.

The value of the deduction differs across taxpayers because of their different marginal tax rates.
A taxpagr in the top tax bracket of 39.6 percent would save $39.60 whereas someone in the 15 percent
bracket would save only $15 from $100 additional interest deductions.

Four out of five taxpayers do not claim the mortgage interest deduction, many of whom are
lower-income taxpayers. Most of them instead claim the standard deduction because it is larger than
the sum of all their potential itemized deductions. Others are itemizers who either do not own a home
or have paid off their home mortgage loans.

We consiér three options to reform the deduction for home mortgage interest:

Option 1 Replace the mortgage interest deduction with a 15 percertraimdable tax credit
that can be claimed by both itemizers and fi@mizers, while maintaining the $1 millicap on the
eligible debt.

Option 2 Reduce the maximum amount of debt eligible for the mortgage interest deduction to
$500,000.

Option 3 Replace the deduction with a 15 percent iefundable credit, and reduce the cap on
the size of the mortgage eligifier the tax preference from $1 million to $500,000.

For each of the three options, we present feddeakl revenue and distributional effects: we
display (1) revenue effects for fiscal years 2017 through 2026, (2) distributional effects of beneficiaries
and benefits from the mortgage interest subsidy in 2016, and (3) distributional effects of federal tax
changes under different options compared with current law. In addition, using a method the Tax Policy
Center (TPC) developed of imputing state weighsatoples of federal taxpayers, we analyze the
effects of the options by state of residence and by income within selected states. Specifically, we
display: (4) federal income tax changes by state of residence, and (5) the distributional effects of federal
income tax changes by income group within each of nine selected states.

1The amounts of $1 million and $100,000 are not indexed for inflatid®010, an IRS ruling allowed taxpayers with acquisition debt over
$1 million to recharacterize the debt in excess of $1 million as a homeyelgan. This effectively raised the ceiling on acquisition debt
that is deductible to $1.1 million, which remains the allowable maximum on the sum of acquisition debt and home eqtlist laens
deductible.
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Here are five key takeaways (one for each section):
1 All three options would raise federal tax revenue, and Option 3 would raise the most.

1 More taxpayers would benefit from the creditin from the deduction, but the average benefit
per recipient from the credit would be substantially lower than that from the deduction.

1 Under Options 1 and 3, the biggest winners are the leamekmiddle-income taxpayers while
the biggest losers are highcome people who are not at the very top of income scale. Option 2
would impose relatively higher tax increases on uppeome taxpayers.

1 Both Options 1 and 3 would increase the average amount of federal tax paid in 46 states and the
District of Columiai; Option 2 would increase average federal taxes in all states. Taxpayers in
some states would face a much larger federal tax increase than taxpayers in others.

1 The distributional effects within the selected states are similar to the distributional dffects
the entire country, but do differ from each other. Under Options 1 and 3, higbeme states
would have a higher percentage of taxpayers experiencing federal tax increases than the
national average and a lower percentage of taxpayers experiengiogt&because relatively
fewer people in higincome states are neitemizers who do not benefit from the mortgage
interest deduction, but would benefit from a credit.

PHASHN SCHEDULEBRSSUMPTIONS

Revenue estimates are based on three assumptiarss, &ach option would be phased in over 5
years, for tax years beginning on January 1, 2017. For options that convert the deduction to a credit (i.e.
option 1 and 3), they would: (1) allow taxpayers to claim only 80 percent of eligible mortgage interest i
2017, decreasing by 20 percentage points each year until the mortgage interest deduction is completely
eliminated in 2021; and (2) allow taxpayers to claim a nonrefundable credit equal to 3 percent of eligible
mortgage interest in 2017, increasing bye3gentage points per year until hitting 15 percent in 2021
and thereafter. Options that reduce the cap (i.e. option 2 and 3) would gradually lower the current law
maximum of $1,000,000 to $900,000 in 2017 and by an additional $100,000 for each subgeguent
until the permanent limit of $500,000 is reached in 2021. Since Option 3 would both convert the
deduction to a credit and impose a limit on the amount of eligible mortgage, we use Option 3 as an
example to illustrate how the phase schedule works éble 1 and Figure 1).

TAX POLICY CENTERURBAN INSTITUTE & BROOKINGS INSTIRUTION



TABLE 1

lllustration of Phase-In Schedule for Option 3 TPC
Amount of Mortgage Eligible for an Interest Deduction or Credit Per Tax Unit, 2016-2026

2020 2021-2026

Percent of home mortgage eligible for an interest deduction 100% 80% 60% 40% 20% 0%
Percent of home mortgage eligible for a tax credit 0% 20% 40% 60% 80% 100%
Tax credit rate 0% 3% 6% 9% 12% 15%

Amount of home mortgage eligible for an interest deduction ($) 1,000,000 900,000 800,000 700,000 600,000 500,000

Note: Reform Option 3 is to replace the deduction with a 15 percent non-refundable credit, and to reduce the cap on the size of the mortgage eligible for the tax
preference from $1 million to $500,000, allowing for second mortgages and home equity loans under the cap.

FIGUEE 1

Nustration of Phase-In Schedule for Option 3
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Second, taxpayers optimally pay down their mortgage in response to a smaller tax preference for
mortgage interest. For example, if the mortgage interest deduction was eliminated, taxpayers with
positive sources of investment income would sell some casisaits to pay down some of their
mortgage debt. Third, our revenue estimates are mR@® Y | YA OT | (I ELI} @ SNDR& NB
responds to changes in his or her statutory marginal tax rate. However, we do not incorporate any
possible impacts of thgolicy changes on home values, homeownership rates, mortgage interest rates,
or new investment in housing.
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For distributional estimates, each option is on a fully phasédsis, starting on January 1, 2016.
The distributional estimates assume no bebraliresponses, other than tax form optimization (e.g.,
choosing the itemization status that minimizes tax liability).

REVENUE EFFECTS

The deduction for home mortgage interest is among the largest federal tax expenditures. The Joint
Committee on Taxatioastimates that the federal revenue cost of the deduction for home mortgage
interest deduction will total $77 billion in fiscal year 2016, increasing each year thereafter to $96 billion
in 20192

All the options would increase federal revenues, with tineual increase rising over time as the
options are phased in (Appendix Table 2 and Figure 2). Phasing out the deduction and phasing in the 15
percent nonrefundable credit, while maintaining the current cap on the amount of eligible debt, will
raise approxnately $191 billion between fiscal years 2017 and 2026. Simply imposing a $500,000 cap
on the amount of eligible debt for the mortgage interest deduction will raise approximately $87 billion
over the same time period. Phasing out the deduction, phasithg i15percent credit, and imposing a
$500,000 cap will raise approximately $241 billion over 10 years.

FIGURE 2
Tax Revenue Increase EEECE
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Source: Urban-Brookings Tax Policy Center Microsimulation Model (wersion 0516-1).

2 Joint Committee on TaxatigA015). Estmates of Federal Tax ExpenditurasFiscal Years 268:2019.
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DISTRIBUTIONAL ERSEOF BENEFICIARMNES BENEFITS

In this section, we address three key questions under current law and each of the threatiaks: (1)

how many taxpayers in each income group would get the benefits, (2) what are the average benefits per
taxpayer, and (3) what is the approximate relationship between the size of benefit and income of a
beneficiary. We present the distributi®of beneficiaries and average benefits by income group under
current law and each option. Three key findings are:

1 More taxpayers would benefit from the credit than from the deduction (Figure 3).

1 For taxpayers receiving benefits, the average benefit thencredit would be substantially
lower than that from the deduction (Figure 4): for example, under current law and option 2,
beneficiaries receive an average benefit of $1950 and $1820, respectively, while under options 1
to 3 they receive $990 and $95@spectively. The same patterns hold for almost every income
group, except for those at the very bottom of the income scale.

1 Under current law or any of the reform options, the average size of the benefit always increases
with income. But replacing the daction with the tax credit, and imposing a lower cap would
both mitigate this regressive distributional pattern because the higioerme beneficiaries
would see a larger decline in their average benefit. (Figure 4).

FIGURE 3
Percent of Tax Units with Benefits from Tax Expenditures for Home Mortgage Interest TPC
By axpanded cash incoms level, 2018
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FIZUEE 4
Average Benefits from Tax Expenditures for Home Mortgage Interest |
Far all beneficiaries, By expanded cash income level, 2016 T PC
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Source: Urban-Brookings Tax Policy Center Microsimadation Model (version 0516-1].

Mortgage Interest Deduction with$1 million Cap (Current Law)

Under current law, in 2016, about 35 million tax units, or 20 percent of the total, will benefit
from the itemized deduction for mortgage interest (Appendix Table 3 and Figure 3). Among tax units
with cash incomes less th&50,000, just 2.1 million, or 2.4 percent, benefit from the deduction. Most
tax units with incomes below $50,000 do not claim a mortgage interest deduction either because they
have no mortgage or because, compared with the standard deduction, their iregpense, combined
with other deductible expenses, is too low to provide a benefit from claiming the deductiofou@ine
of taxpayers with incomes between $50,000 and $125,000 benefit from the current deduction. Almost
two-thirds of those with incomesegter than $125,000 benefit from the deduction. Among these-high
income taxpayers, those at the very top of the income scale benefit slightly less than those with slightly
lower incomes; thredourths of the taxpayers with incomes between $200,000 anaiiibn benefit
while threefifths of those with incomes above $1 million benefit. This is because a smaller percent of
taxpayers at the very highest incomes have mortgages.

Overall, under current law in 2016, the average benefit for taxpayers who baaeduction
will be $1,950. The average size of the benefit increases with income. For example, the average benefit
for taxpayers claiming the deduction in the $40,000 to $50,000 income group is less than $500, while
that for taxpayers claiming the dediart with cash incomes of more than $1 million is more than
$8,000. This increase in the average benefit results from two factors: (1)-lmgbere taxpayers with
mortgage debt have larger mortgages on average, and (2) the value of the deduction fgeany gi
FY2dzyd 2F Y2NI3IF3IS AYyGSNBad AyONBlFasSa ¢AGK GKS

15-Percent Credit with a $1 Million Cap (Option 1)
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Under the option to convert the current deduction to a 15 percentredandable credit, the
number of tax units whbenefit would rise by 15 million, to a total of 50 milticapproximately 29
percent of all tax units (Appendix Table 3 and Figure 3). Compared to the deduction, a tax credit would
benefit many more taxpayers in lower income groups. The number of taxwithitincomes less than
$50,000 who benefit would more than double from 2.1 million under the deduction to 4.6 million, or 5.2
percent of tax units, with the mortgage credit. The percent of units benefiting would rise from 25 to 44
percent of those withnicomes between $50,000 and $125,000, but only from 65 to 73 percent of those
with incomes greater than $125,000. While only itemizers can claim the deduction, both itemizers and
those who claim the standard deduction can claim the tax credit. Becausgdespalower income
levels are less likely to have sufficient itemized deductions to exceed the value of the standard
deduction, they do not benefit from the mortgage interest deduction, but would benefit from the tax
credit.

Given that more taxpayers wigl benefit from the credit, the average benefit from the credit
would be substantially lower than that from the deduction. Overall in 2016, under Option 1, the average
benefit for taxpayers who claim it will be $990, significantly lower than the avezagétiof $1,950
under current law mortgage interest deduction (Figure 4). The average benefit would decline for all
expanded cash income groups, except for taxpayers with incomes less than $30,000. The average
benefit would decline most for beneficiariesthe highest income groups. For example, the average
benefit for beneficiaries with incomes between $20,000 and $30,000 increases from $360 to $370; the
average benefit for beneficiaries with incomes between $50,000 and $75,000 decreases from $730 to
$530; and, at the other extreme, the average benefit for beneficiaries with incomes of more than $1
million declines from $8,020 to $3,270. The changes in average benefits reflect differences in marginal
tax rates faced by taxpayers at different levels, bsedigher marginal rates raise the value of current
law deduction but would not affect the value of tax credit.

Mortgage Interest Deduction with a $500,000 Cap (Option 2)

Under the option to reduce the maximum amount of debt eligible for the mortgageesit
deduction to $500,000, the number of beneficiaries would be the same as under current law because
those who benefit from the deduction under the $1 million cap would still benefit under the $500,000
cap, though by a lesser amount (Figure 3 and Appérable 3). The cap would have different effects on
the average benefit in different income groups. Overall in 2016, the average benefit for taxpayers who
claim the deduction will be $1,820, compared with an average benefit of $1,950 with current law $1
million cap. The effect of imposing the cap increases with income: the cap has little effect on taxpayers
with incomes below $75,000 and it reduces the average benefit for taxpayers with incomes between
$75,000 and $100,000 only by $10, from $1050 to $1Bvontrast, for taxpayers with cash incomes
of more than $1 million, the cap reduces the average benefit by over $2,000, from more than $8,000 to
less than $6,000. Compared to current law, the average benefit still increases with income under Option
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2, bhut the increase is smaller due to the lower cap because higheme taxpayers are more likely to
have mortgages larger than the cap.

15-Percent Credit with a $500,000 Cap (Option 3)

Under the option to replace the current deduction with agescent nonrefundable credit on
interest for a mortgage of no more than $500,000, the number of taxpayers who benefit would rise to
almost 50 million, or 29 percent of the total, the same as under Option 1 because the cap would not
affect eligibility for the creditn 2016, the average benefit for taxpayers who claim the credit will be
$950, which is $1,000 lower than the average benefit under current law and $40 lower than the average
benefit under Option 1. The cap would reduce the average benefit mostly for-uingpene taxpayers
and would have almost no effect on the benefit received by taxpayers with incomes below $100,000.
For example, with the mortgage credit, the $500,000 cap would reduce the average benefit for
beneficiaries with incomes between $75,000 ah@G000 by only $10, but would reduce the average
benefit for taxpayers with cash incomes of more than $1 million by $800, from $3,270 under option 1 to
$2,470 under option 3. In total, both the mortgage cap and the conversion from deduction to a credit
reduce the average benefit received by very high income beneficiaries, with the bigger decline in benefit
produced by the conversion from a deduction to a credit.

DISTRIBUTIONAL EREEOF FEDERAL TAMNGHES

In this section, we report both the national astdte-level distributional effects for each option. We

show: (1) the distributional effects by income group nationwide; (2) the distributional effects by state of
residence; and (3) the distributional effects by income group within each of nine satatesd All the
distributional estimates are for tax year 2016 and assume the options are fully phased

Distributional Effects by Income Growgibhwide

We show the average tax changes and the percent changes htaafiacome among all
taxpayers,tie percent of tax units who experience tax cuts or tax increases, and the average tax
changes for the affected taxpayers (Appendix Tables 4 through 7 and figures 5.1 through 6.3). Three key
findings are:

1 Interms of average tax changes for all taxpaydirthree options would increase taxes for
taxpayers with incomes above $100,000. Options 1 and 3 would slightly cut taxes for those with
incomes below $100,000 (Figure 5.1).

1 Interms of the percent changes in aftax income for all taxpayers, under afythe reform
options, those with incomes between $30,000 and $125,000 would receive the largest benefit
(except for Option 2), while those with incomes begw&200,000 and $1 million aifee groups
most adversely affected (Figure 5.2 and Appendix T4like§).
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1 Interms of winners and losers, Options 1 and 3 would have very similar distributional effects
(Figure 6.1 and Figure 6.3), though Option 3 would impose larger tax increases but smaller
decreases on the high@mcome taxpayers than Option 1 (Fig:.3). Option 2 would affect the
fewest taxpayers: it would hardly affect any taxpayers whose incomes are below $100,000
(Figure 6.2); however, it would impose larger tax increases on the affected-inighae
taxpayers, though not at the very high etitgn the other two options (Figure 5.3).

FIGURE E.1

Awverage Federal Tax Change for All Tax Units, Options 1-3
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FIGURE 8.2
Average Percent Change in After-tax Income for All Tax Units, Options 1 -3
By expanded cash income Levael, 2016 TPC
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FIGURE 3.3
Average Faderal Tax Changes for Affected Tax Units, Options 1-3
By axpanded cash mcome Lewed, 2018 T PC
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Option 1 vs. Current Law

Replacing the current mortgage interest deduction with a 15 percentefondable tax credit
while maintaining the $1 million cap on the eligible debt will raise taxes by anee€iBtO0 per tax
unit (Appendix Table 4, Figure 5 and Figure 6.1). Taxes will decline for 14 percent of tax units by an
average of $370 and increase for 13 percent of tax units by an average of $1,250. With this option, most
affected taxpayers with casmcomes of less than $125,000 will experience a tax cut, while most
affected taxpayers with incomes over $150,000 will see their taxes rise. Tax units with incomes between
$30,000 and $125,000 receive the largest benefit as a percentage of theitaafierome, 0.1 percent,
while tax units with incomes between $200,000 and $500,000 are most adversely affected, with a
decline in afteitax income of 0.6 percent.
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FIGUEEB.1

Percent of Affected Tax Units, Option 1
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Source: Urban-Brookings Tax Policy Center Micrasimulation Model (version 0516-1).

Option 2 vs. Current Law

Reducing the maximum amount of debt eligible for the mortgaigeest deduction to $500,000
will raise taxes by an average of $20 per tax unit (Appendix Table 5, Figure 5 and Figure 6.2). No
taxpayer will experience a tax cut and hardly any with incomes below $75,000 will experience a tax
increase. The 1 percent@ix units who are affected by the option, however, will see their taxes rise by
an average of $3,100 (Figure 5 and Figure 6.2). Tax units with incomes between $500,000 and $1 million
see the largest decline in afteax income, 0.2 percent, but even inglgroup less than a fifth of tax
units will experience a tax increase.
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FIGUEEG.2 BE
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Option 3 vs. Current Law

Converting the current mortgage interest deduction to a 15 percentraiimdable tax credit
on the first $500,000 of debt will raise taxes by an avera§&2{ per tax unit (Appendix Table 6,
Figure 5 and Figure 6.3). Since the only difference between this option and Option 1 is the cap on the
eligible debt, the patterns of distributional effects between these two options are silabaas will
decline forl4 percent of tax units by an average of $370, but at the same time will increase for 13
percent of tax units by an average of $1,350. Most affected taxpayers with cash incomes of less than
$125,000 will experience a tax cut, while most affected taxpayidrsncomes over $150,000 will see
their taxes rise. Tax units with incomes between $30,000 and $125,000 receive the largest benefit as a
percent of their afteitax income, 0.1 percent, while tax units with incomes between $200,000 and $1
million are mosadversely affected, with a decline in aftax income of 0.6 percent.
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FIGURE 6.3
Percent of Affected Tax Units, Option 3

By expanded cash income level, 2016 TPC
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Source: Urban-Brookings Tax Policy Center Micrasimulation Model (version 0516-1).

Option 1 vs. Option 3

We also compare Options 1 and 3, using Option 1 as the baseline. By doing this, we are able to
estimate the distributional effect of the $500,000 cap, assumim@pave already replaced the
deduction with a 15 percent nerefundable tax credit. Reducing the maximum amount of debt eligible
for the 15 percent credit from $1 million to $500,000 will raise taxes by an average of $10 per tax return
(Appendix Table 7Jaxes will increase for less than 1 percent of tax units by an average of $1,590. The
$500,000 cap on the size of the mortgage eligible for tax credit would affect taxpayers with cash
incomes of more than $75,000. More than 20 percent of tax units méthmes more than $1 million
are adversely affected by the cap. Tax units with incomes between $500,000 and $1 million see the
largest percentage reduction in aftexx income, 0.1 percent.

The cap on eligible debt raises taxes more when homeowners gamaafaortgage interest
deduction than if the subsidy is in the form of agEscent nonrefundable credit. This occurs because
the highest income taxpayers, who are the ones primarily affected by the cap because they are the
people with the most expensiv®mes, receive a larger subsidy with a deduction than with a 15
percent credit.
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Distributional Effects by State of Residence

The effects of the three reform options vary across states (Appendix Tables 8 through 10). We
look at the following questions. Wildl tax units in all states experience a net federal tax increase, as do
taxpayers nationally, under the reform options? Would taxpayers in some states contribute
disproportionally large shares to the total tax increase? In which states would taxpaysisreethe
largest reductions in their afteéax income? To illustrate the answers to these questions, we focus on
three variables in the discussions below: the average federal tax change in absolute dollars, the share of
total tax change, and the averatg rate change in percentage points.

Three key findings are:

1 Both Option 1 and Option 3 would increase the average amount of federal tax taxpayers pay in
46 states and the District of Columbia. Option 2 would increase average federal tax payments in
all states.

1 For all the options, taxpayers in five stat€alifornia, New York, New Jersey, Virginia and
Marylandg would contribute more than half of the total federal tax revenue increase, although
they account for less than a fourth of all tax unitsuffeg).

1 Taxpayers in the District of Columbia and three staf&difornia, Maryland, and Virgirgare
always among the most affected; they would see the highest federal tax rate increase in
percentage points for all three options.

For example, under dipn 3, taxpayers in all states except four (Wyoming, West Virginia, South
Dakota and North Dakota) would see their federal tax increase (Appendix Table 10). The national
average federal tax increase would be $120, but among the states (including DQj whereJ: & S N& Q
federal taxes rise, the tax increase varies from less than $10 per tax unit in Mississippi to $350 per unit
in the District of Columbia.

Households in some states would account for a much larger share of the total tax change than
the others.PbJdzf | A2y S Ay O2YSS | YR K2dzAAy 3 LINAROSa 02 dz
change.

For the three options, residents of just three stateSalifornia, New York and New Jersey
contributed between 42.8 and 49.6 percent of the total nadildax increase. California taxpayers alone
would pay for more than onfurth of the national revenue increase under Option 3. This is driven by
the following three forces. First, 12 percent of total US tax units live in California. Second, California
would see a larger percentage of taxpayers with tax increase than the nation as a whole (15% vs 13%),
and a smaller percentage of taxpayers with a tax decrease (12% vs 14%). Finally, among those who
would pay more tax, the average increase is Calif@$a,100, over 50 percent more than the national
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average ($1,350), and among those who would pay less, the average reduction is $360, slightly less than
the national average ($370). The latter two reflect the facts that Californians on average have higher
incomes and face higher housing prices.

As a share of their incomes, taxpayers in the District of Columbia, California, Maryland, and
Virginia would face the largest tax increase. Their federal tax rate would increase by 0.3 percentage
points under refornoption 3 (Appendix Table 10).

FIGURE 7 1
State Shares of Total Federal Tax Change EEE =
Crptions 1 1o 3, 2016

m California
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Source; Urban-Brookings Tax Policy Center Microsimulation Model {version 0516-1)

Distributional Effects by Income Group withiteseS

We also estimate the distributions of federal tax change by income group within each of nine
selected states in 2016: California, Illinois, Kentucky, Michigany biéwOregon, Texas, Utah, and
Wisconsin (Appendix Tables 12 through 20). Below, we compare and summarize the distributional
effects of Option 3 by broader income groups in four diverse states: California, Kentucky, New York, and
Texas (Table 11). Calif@and New York are examples of higtome and highax states. Kentucky is
an example of a loomcome state. Texas differs from the others by not having a state income tax, which
means that any level of income, fewer Texas residents are itemizers thtaerrstates.

The four key findings are:

1 The overall patterns of distributional effects are similar between the states and the nation as a
whole. The options raise taxes on upper income taxpayers and reduce taxes on lower income
taxpayers, with the large increases of income borne by taxpayers with high incomes, but less
with the very highest.
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1 Compared to the other states we examine, California households would see the largest federal
tax increase, both in absolute dollars and as a percentage of income.

1 California and New York would have a higher percentage of taxpayers experiencing federal tax
increases and a lower percentage of taxpayers experiencing tax cuts than Kentucky and Texas.

1 The directions of impacts are the same across states in all income groups except for taxpayers
with incomes between $75,000 and $200,000. For this group, taxpayers in California and New
York would see average federal tax increases but Kentucky and xgeg®ta would see
average tax cuts.

Looking more deeply into the data, we illustrate these four points. First, there are three main
similarities between the four selected states and the US nationwide:

1 Lowincome taxpayers would generally receive a nsbtix cut. The average federal tax rate for
taxpayers with less than $75,000 income would decrease by about 0.1 percentage points in all
four states.

1 Taxpayer with incomes between $75,000 and $200,000 would have the largest percentage of tax
units expemncing tax cuts.

1 Highincome tax units (but not those at the very top of the income scale with incomes of $1
million or over) would have the largest percentage of tax units experiencing tax increases and
the largest tax increase as a percentage of income.

Second, the distributional effects of average federal tax changes do differ somewhat across
states. California residents within each income group would see larger tax increases than residents in
the other states. For example, for taxpayers with incomésden $200,000 and $1 million, Option 3
would increase federal income taxes in California on average by more than $2,500, much higher than in
Kentucky and Texas (less than $1,000). In terms of increases in average tax rates, Option 3 would
increase the avage federal income tax rate in California by 0.8 percentage points, much higher than in
Kentucky and Texas (0.3 percentage points in each state).
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TABLE 11

Distributional Effects of Option 3
By expanded cashincome level, 2016

Number of Tax

ECI (thousands of Uit i Share Qf Tax Percerl1t gf Itemizers  Percent with  Percent with Average Federal Average Federal Tax R.ate
2016 dollars) o) Units Within Class Tax Cuts Tax Increase  Tax Change ($) Change (percentage points)
The United States

Less than 75 114,590 66.1 4.8 8.7 1.3 -20 -0.1
75-200 45,330 26.1 34.8 30.9 25.3 60 0.1
200-1,000 11,600 6.7 77.6 5.5 72.0 1,490 0.5
More than 1,000 670 0.4 89.9 5.7 58.3 3,360 0.1
All 173,400 100.0 17.8 14.2 125 120 0.1
California

Less than 75 13,390 65.7 4.7 7.9 15 -10 -0.1
75-200 5,090 25.0 42.3 25.2 31.0 260 0.2
200-1,000 1,620 7.9 87.4 2.2 78.0 2,510 0.8
More than 1,000 100 0.5 96.2 2.3 69.1 5,050 0.2
All 20,380 100.0 21.1 11.6 15.3 280 0.3
Kentucky

Less than 75 1,510 68.6 4.0 9.4 1.2 -20 -0.1
75-200 580 26.4 29.1 37.0 22.1 -50 0.0
200-1,000 100 4.5 76.3 6.6 70.6 920 0.3
More than 1,000 * * *x o x - *x
All 2,200 100.0 13.9 16.5 9.8 20 0.0
New York

Less than 75 7,430 66.0 6.2 7.4 11 -10 -0.1
75-200 2,850 25.3 48.5 22.4 27.1 120 0.1
200-1,000 830 7.4 88.7 2.3 70.6 1,440 0.4
More than 1,000 80 0.7 96.4 2.4 66.4 4,020 0.1
All 11,260 100.0 23.6 10.8 13.3 150 0.2
Texas

Less than 75 9,110 67.5 3.6 7.5 0.9 -20 -0.1
75-200 3,330 24.7 25.2 33.9 16.2 -50 0.0
200-1,000 910 6.7 61.8 115 61.3 980 0.3
More than 1,000 60 0.4 69.1 17.9 37.8 1,830 0.1
All 13,500 100.0 13.2 14.3 8.9 50 0.1

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0516-1).

Third, the distribution of affected tax units would also differ across states (Figures 8.1 and 8.2).
Fa example, 14 percent of taxpayers in the United States would experience tax cuts, but the number
would be higher in Kentucky (16 percent) and lower in California (12 percent) and New York (11
percent). On the other side, 13 percent of taxpayers in theed@tates would experience tax
increases, but the number would be lower in Kentucky (10 percent) and Texas (only 9 percent) and
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higher in California (15 percent). This pattern holds for almost every income group. Many factors
contribute to this pattern. @xas does not have a stdtvel income tax, thus fewer taxpayers itemize

their deductions. This results in fewer Texas residents being affected by the elimination of the mortgage
interest deduction. In addition, California and New York have relativetylmgdr income families than
Kentucky and Texas (and thus higher shares of itemizers) and higher housing prices, resulting in their
taxpayers being more adversely affected.

Fourth, the directions of impacts are the same across states in all income gxoapsfer
taxpayers with incomes between $75,000 and $200,000. For taxpayers in this income range, average
federal taxes would rise in California by $260, more than four times that of the national average, and in
New York by $120, but would decrease by i#Fentucky and Texas.

FIGURE 8.1
Percent of Tax Units with Tax Cut, Option 3
Selected states and the U.S., by expanded cash income level, 2016
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Source: Urban-Brookings Tax Policy Center Microsimulabon Model (wersion 0518-1).
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FIGURE 8.2

Percent of Tax Units with Tax Increase, Option 3
Selected states and the U.S., By expanded cash income level, 2016

90

B

F0
W Less than 75K
B0
| 75K - 200
S0
W 00K-1,000K
A0 Crvar 1,000K
305 Al
s 15.9%
13.3% 12.5%
9.8%
105 P
[
Ca KY MY X us

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0516-1).

CONCLUSION

Policymakers, advocates, and the public have been calling for reform of the mortgage interest
deduction. All three options considered in this report would raise federal tax revenue and make the tax
system more progrssive. More taxpayers would benefit from a 15 percent credit than from the
deduction, though the average subsidy per recipient from the credit would be lower than that from the
deduction. The biggest winners from replacing the deduction with the credibawerand-middle

income households and the biggest losers are higher income households, except for the small share at
the very top of the distribution. The credit would increase the average federal tax paid in 46 states and
the District of Columbia, artexpayers in some of these states would pay more than the others. Higher
income states would have a higher percentage of taxpayers experiencing federal tax increases than the
national average and a lower percentage of taxpayers experiencing federalktax cut
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APPENDIX: TABLES

TABLE 1

lllustration of Phase-In Schedule for Option 3
Amount of Mortgage Eligible for an Interest Deduction or Credit Per Tax Unit, 2016-2026

Year 2016 2017 2018 2019 2020 2021-2026
Percent of home mortgage eligible for an interest deduction 100% 80% 60% 40% 20% 0%
Percent of home maortgage eligible for a tax credit 0% 20% 40% 60% 80% 100%
Tax credit rate 0% 3% 6% 9% 12% 15%
Amount of home mortgage eligible for an interest deduction ($) 1,000,000 900,000 800,000 700,000 600,000 500,000

Note: Reform Option 3 is to replace the deduction with a 15 percent non-refundable credit, and to reduce the cap on the size of the mortgage eligible for the tax preference from
$1 million to $500,000, allowing for second mortgages and home equity loans under the cap.
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TABLE 2
Options to Reform the Mortgage Interest Deduction TPC
Impact on Tax Reverus (bilions of aurrert dollars), 2007-26 '

Dptien 1: Reakice the MaAgage Inladin Didatios with & 15 Pereil Momshsdable Cradin 11 s g7 155 08 43 5.0 78 Fen 1.6

Option 2 Aeduce the Maximum Amounl of Detst Bigible for the

Monpege Ineen Deduoion o $500,000 02 oe 22 a1 T4 09 2% 143 16.1 18.1 T2
Option & Replacs the bleigege intsrest Deslenfion with n 18 Parcant bonesfancilsin Gt o the Frat $400,000 nf Dabt 13 54 114 s 4 02 10 wr 3.6 a7 241.2
Source: Lrban-Brookings Tax Policy Center Mcrosimulation Model (vwerson 0516:1).

Motes:

1] Fiscal years. Estimates assume a 40-60 fiscal sphit; the actual eMect on the timing of receipts could ditfer. Revesue estimates include the elfects of microd; Ioshavioral and assume that taspayers would adjust theyr investment portfolio and pay down their morgage balance

if their tax berefit from mompage imerest was reduced.

(2] Dpaion 1 woidd replace the deduction for sompage imenest with a 15 pencent non-nefundabie credin subjoct o current kv Bmis (51, 000000 of debt on & primany nesidence or second horme, and 5100,000 in hoene eguity ans ). Option 2 wouold reduce the sasiem amoust ol debs
ehgible Tor the mortgage interest deduction te §500,000 of debt om a primary residence. second home, and/or a home equity lnan. Option 3 would replace the deduction Tor merigage isterest with a 15 percent non-refundable credit on the first S500,000 of debt on a primary residence,
second homs, and’or & home equity loan. Froposals are phased-in oeer 5 years beginning 01,/001/2017 scconding to the following schesdule: (] in Dotions 1 asd 3, the deductible percentage of home morigage interest paid would be reduced by 20 percemape points sach year [B0% in 2017,
B0R% i 2008, 40% in 2019, 20% in 2020, ssd fully eimisgted in 2027 and beyond) and the credit rote would increase by 3 percentage points each yeor (3% in 2017, 6% in 2018, 3% in 2019, 12% n 2020, and 1 55 in all loaer years); #) in Options 2 and 3, the lmet on elgible debt would
egual $300.000 in 2007, $R00.030 in 2018, $T00.000 in 2003, S500,000 in 2020, and $330.000 in tax year 2027 and beyond.

TABLE
Benesfits from Mortgage Intarest Deduction and 15 Parcent Non-refundable Credit
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TABLE 4

Option 1: Replace the Mortgage Interest Deduction with a 15 Percent Non-refundable Credit
Distribution of Federal Tax Change by Expanded Cash Income Level, 2016 *

Tax Units with Tax Increase or Cut * Average Federal Tax Rate®
ET:::? Cashr::::fna Percent Change in After-Tax Share of Total Federal Tax ~ Average Federal Tax
" With Tax Cut With Tax Incraasas [p—— Change Change
2016 dollars) 7 of Tax Avg Tax
Avg Tax Cut
Less than 10 * = * b 0.0 0.0 [} [} b6
10-20 1 -180 * ** 0.0 -0.2 0 0 3
20-30 26 -240 0.1 250 0.0 -0.7 -10 [} 4.6
30-40 7.4 -250 0.6 320 0.1 -1.5 =20 <01 79
40-50 14.8 -280 1 300 0.1 -2.9 -40 <01 105
5075 235 -300 49 3%0 01 -7.2 -50 -01 131
75-100 33 -380 13 540 0.1 -5.0 -60 <01 15.7
100-200 258 -460 Nne 780 <01 181 110 0.1 1%
200-500 5.8 -470 n7 1760 -0.6 7.3 1,240 0.4 235
500-1,000 32 -680 735 3,480 -0.5 17.5 2,530 0.4 28.6
Mere than 1,000 59 -1,4%0 58.2 5,050 -0.1 106 2,850 0.1 338
All 143 =370 125 1.250 -0.2 100.0 100 0.1 19.9
Addendum
100-125 371 -460 16.8 &70 01 -39 -60 <01 17.4
125-150 297 -470 0.2 &80 <01 3.0 70 0.1 188
150175 244 -440 461 820 -0.2 B3 270 0.2 199
175-200 16 -440 &0 920 -0.3 107 480 03 209
Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0516-1).
MNotes:

* Non-zero value reunded to zere; ** Insufficient data

(1) Calendar year. Baseline is current law. Proposal would replace the deduction for mortgage interest with a 15 percent non-refundable eredit subject to current law limits

(31,000,000 of debt on a primary residence or second home, and $100,000 in heme equity loans). Estimates are static and do not assume that taxpayers would adjust their investment

portfolic and pay down their mortgage balance if their tax benefit from mortgage interest was reduced. For a description of TPC's current law baseline, see

http:/fwww taxpolicycenter.org/taxtopics/Baseline-Definitions.efm

{2) Includes beth filing and non-filing units but excludes those that are dependents of other tax units. Tax units with negative adjusted gross income are excluded from their respective income class but are included in the totals. For a description of expanded cash income, see
http:/fwww taxpolicycenterorg/TaxMedel/income.efm

{3) Includes tax units with a change in federal tax burden of $10 or more in absolute value.

{4) After-tax incomne i expanded cash income less: individual income tax net of refundable eredits; corporate income tax; payroll taxes (Social Security and Medicare); estate taxes; and excise taxes.

(5) Average federal tax (includes individual and corporate income tax, payroll taxes for Social Security and Medicare, the estate tax, and excise taxes) as a percentage of average expanded cash income.
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