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ABSTRACT

Federal tax law provides several tax benefits for homeowners. This chartbook focuses on the home mortgage interest deduction. We provide updated
estimates of the distributional effects of the home mortgage interest deduction, show how those estimates could change if people pay down their
home mortgages in response to an elimination of the deduction, and provide estimates of revenue-neutral reform alternatives that replace the current
deduction with a tax credit.



Homeowners who itemize deductions on their individual income taxes may reduce taxable income by deducting interest paid on a home mortgage.
Before the Tax Cuts and Jobs Act of 2017 (TCJA), the mortgage interest deduction (MID) on owner-occupied homes was limited to interest paid on up
to $1 million of debt incurred to purchase or substantially rehabilitate a home. Homeowners also could deduct interest paid on up to $100,000 of home
equity debt regardless of how they used the borrowed funds. The TCJA trimmed this tax break for homeowners through the end of 2025. Under
current law, taxpayers can deduct interest on up to $750,000 of mortgage debt incurred after December 16, 2017, to buy or improve a first or second
home. But taxpayers can no longer deduct the interest from a loan secured by their home if the loan proceeds weren't used to buy, build, or

substantially improve the home no matter when the debt was incurred.

More importantly, the TCJA also temporarily reduced the number of taxpayers who itemize deductions by almost doubling the standard deduction
amount for individual taxpayers and limiting the annual deduction for nonbusiness state and local income and property taxes to $10,000. These changes
substantially reduced the number of taxpayers claiming the MID and increased the share of the deduction claimed by the highest-income taxpayers.

The purpose of this chartbook is to briefly examine the effects of the MID and several reform alternatives under current tax law. We generate new
estimates of how those effects might change if homeowners were to respond to elimination of the MID by selling off some of their financial assets to
pay down mortgage debt. Eliminating the deduction would provide taxpayers an incentive to pay down their mortgages because doing so would

enable them to reduce their tax liability without changing their housing consumption or net financial position.

When estimating the revenue and distributional effects of repealing the MID, we compare several assumptions about whether or how people pay down
their mortgages. Traditionally, the Tax Policy Center analyzes repeal of the MID assuming taxpayers do not pay down their mortgages. But because
repealing the MID increases the after-tax cost of mortgage interest, some homeowners would likely sell financial assets that generate lower after-tax
returns to pay down the mortgage debt. So, in addition to the no paydown assumption, we examined three potential paydown percentages: pay down
targets of as much as 100 percent, 50 percent, and 25 percent of their debt.! We also examine each paydown percentage under two financial scenarios:
one where homeowners pay down their debt by selling only tax-exempt municipal bonds? and taxable bonds and another where they pay down their

debt by selling tax-exempt municipal bonds, taxable bonds, and stocks.?

We also estimate the the distributional effects of replacing the current MID with tax credits. We find two versions of tax credits that would keep federal

tax revenue essentially unchanged: an 8.3 percent nonrefundable tax credit and a 7.3 percent refundable tax credit.

The following charts show the effects of repealing the MID under the different assumptions about whether and how people pay down their mortgages
and of replacing the current MID with the two tax credit alternatives. Figure 1 and 2 show the distribution of repealing the MID with the Tax Policy

1 The actual percentage of mortgage debt reduced from paying down one’s mortgage is constrained by the amount of available financial assets.

2 Because municipal bond interest income generally is tax-exempt for federal income tax purposes, taxpayers holding municipal bonds receive a lower interest rate than the rate on
comparable risk taxable bonds (including mortgage debt) that reflects the marginal benefit of tax-exemption. This lower rate of return can be viewed as an implicit tax on tax-exempt
bond interest.

3 We assume taxpayers would not use cash or other types of assets to pay down their mortgage because they need cash as an emergency fund, and selling assets such as real estate
and active business can incur significant transaction costs.
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Center's standard assumption that taxpapyers do not pay down their mortgages in response. Figure 3 summarizes the revenue changes of repealing the
MID under all paydown assumptions. Figure 4 compares the distributions using different paydown targets. Figures 5 and 6 compare the distributional
results between the scenario where homeowners do not pay down their mortgages and one of the paydown targets. Figures 7 and 8 show the

distributional effects of replacing the current-law MID with revenue-neutral tax credits.*

4The charts below reflect economic conditions as projected by the Congressional Budget Office in January 2019.

TAX POLICY CENTER | URBAN INSTITUTE & BROOKINGS INSTITUTION 2



FIGURE 1

Share of Tax Units with Tax Increase from Repealing the Home Mortgage
Interest Deduction

Assuming tax units do not pay down mortgage, by income percentile, calendar year 2019

Bottom quintile
Second quintile
Middle quintile
Fourth quintile
80th to ?9th percentiles

Top 1 percent

60.9%

All

0% 10% 20% 30% 40% 50% 60% 70%

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Note: Baseline is the law in place as of January 1, 2020.

What Share of Tax Units Benefits
from the MID?

The share of tax units benefiting
from the MID is defined as the
share of tax units whose taxes
increase when the MID is
repealed.

Only 8.4 percent of all tax units
currently benefit from the MID.
This has declined from the pre-
TCJA level of about 20 percent.’

The share of tax units benefiting
from the MID increases with
income. Only 0.2 percent of tax
units in the bottom income
quintile benefit from the MID,
but more than 60 percent of the
tax units in the top 1 percent of
the income distribution benefit.

5Tosee the TCJA’s impact on the tax benefits of the home mortgage interest deduction, see Urban-Brookings Tax Policy Center. T18-0008 - Impact on the Tax Benefit of Home

Mortgage Interest Deduction (MID) of H.R.1, The Tax Cuts and Jobs Act, By Expanded Cash Income Percentile, 2018.
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FIGURE 2

Percent Change in After-tax Income from Repealing the Home Mortgage
Interest Deduction

Assuming tax units do not pay down mortgage, by income percentile, calendar year 2019

Bottom quintile
Second quintile
Middle quintile
Fourth quintile
-0.38% 80th to 99th percentiles

Top 1 percent

All

-0.4% -0.3% -0.2% -0.1% 0.0%

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Note: Baseline is the law in place as of January 1, 2020.

How Would Repeal of the MID
Affect Tax Units in Different Income
Groups?

Repealing the MID would on
average decrease the after-tax
income for all tax units by 0.22

percent.®

The lowest-income tax units
would see almost no income
reduction from repealing the MID
because they currently benefit

little from it.

Repealing the MID would affect
the tax units in the 80th to 9%9th
percentiles the most, averaging
an 0.38 percent decrease in after-

tax income.

The top 1 percent receives a
smaller benefit from the MID as a
share of income because their
housing consumption rises less
than proportionately with

income.

4 The change in after-tax income is the average percent change across all tax units in each income group, including those who currently benefit and do not benefit from the MID.
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FIGURE 3

Federal Tax Revenue Change from Repealing the Home Mortgage
Interest Deduction

TPC

Comparison among different paydown assumptions, $ billions, calendar year 2019

= Paying down as much as 100% of mortgage

= Paying down as much as 50% of mortgage

= Paying down as much as 25% of mortgage

With bonds and stocks

With bonds only
274

Not paying down 28.9

20 21 22 23 24 25 26 27 28 29 30

Federal tax revenue change ($ billions)

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Note: Baseline is the law in place as of January 1, 2020.

How Much Federal Tax Revenue
Would Repeal of the MID Raise?

If we assume tax units do not pay
down their mortgages, repealing
the MID would raise $28.9 billion
in 2019. Less revenue would be
raised if tax units were to to pay
down their mortgage in response
to the repeal of the MID.

Paying down larger amounts
would lead to smaller tax
revenue increases. This is true
both in terms of the scale of
mortgage payment (e.g., a target
of 50 percent versus 25 percent)
and in terms of the assets used
to pay it down (e.g., selling
bonds and stocks versus selling
bonds only).

However, even with a mortgage
paydown target of 100 percent
from both bonds and stocks, the
revenue gain from repealing the
MID would be reduced only
about 16 percent.”

7 In the following three figures, we choose to illustrate paydown options that use both bonds and stocks as resources to pay down the outstanding mortgage. The options that use

bonds only as the resources for paying down a mortgage have very similar patterns.
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FIGURE 4

Average Federal Tax Change from Repealing the Home Mortgage
Interest Deduction

OO0

Comparison among different paydown targets, by income percentile, calendar year 2019
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Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).

Note: Baseline is the law in place as of January 1, 2020. Figure includes only paydown options that use both bonds and stocks to pay down mortgage.
The average tax increase is the average tax increase across all tax units, including those who currently benefit and currently do not benefit from the MID.
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If the MID Is Repealed, How Do
CLL B R Different Paydown Targets Affect

T PC the Average Tax Increase?

If tax units do not pay down their
mortgages in response to the
MID’s repeal, on average tax
units would pay about $180
more tax. If instead they target
paying down as much as 25
percent of mortgage debt by
selling bonds and stocks, the
average annual income tax
increase is only about $165.

Paying down mortgage debt
reduces tax liability more for the
higher-income groups because
they have larger mortgages and
more financial assets to use to

pay down their debt.

Paying down as much as 25
percent of mortgage debt could
on average save tax units in the
top 1 percent of the income
distribution $675 (i.e., reduce the
tax increase for 2019 from

$4,481 to $3,8006).



FIGURE 5
Share of Affected Tax Units Benefitingfrom Mortgage Paydown,
Following Repeal of the Home Mortgage Interest Deduction

Assuming tax units paying down as much as 25 percent of mortgage by selling bonds and stocks, o
by income percentile, calendar year 2019

Bottom quintile

Second quintile

Middle quintile

Fourth quintile

80th to 99th percentiles

Top 1 percent 92.1%

All 47.8%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Source: Urhan-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Note: Baseline is the law in place as of January 1, 2020.
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If the MID Is Repealed, How Many
Tax Units Would Benefit from
Paying Down Their Mortgages?

Nearly half of all tax units could
benefit from paying down their
mortgage out of existing
financial assets.

The share of tax units able to
benefit from paying down their
mortgage debt increases with
income because higher-income
tax units own more financial
assets they can use to pay down
their mortgage.

While less than 10 percent of tax
units in the bottom quintile could
benefit from paying down their
mortgage, more than 90 percent
of the top 1 percent of tax units
could benefit.



FIGURE 6

Tax Benefit from Paying Down Mortgage, Following Repeal of the Home
Mortgage Interest Deduction

Percent difference in tax increase, comparison of paying down as much as 25 percent of mortgage

by selling bonds and stocks against not paying down mortgage,

by income percentile, calendar year 2019

Bottom quintile

Second quintile

Middle quintile

Fourth quintile

80th to 99th percentiles
Top 1 percent

-15.1%

All

-16% -14% -12% -10% -8% -6% -4% -2% 0%

Source: Urhan-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Note: Baseline is the law in place as of January 1, 2020.

8 See Figure 4 for the specific dollar amounts.
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What Is the Tax Benefit from
Paying Down a Mortgage if the

T PC MID Is Repealed?

Paying down as much as 25
percent of a mortgage would
reduce the average additional
annual income tax liability from
repealing the MID by 7.4
percent.®

The size of the average benefit
ranges from 2.1 percent of
additional tax for the second
quintile of tax units to 15.1
percent for tax units in the top 1
percent of the income
distribution.

Tax units in the bottom 80
percent of the income
distribution would see much less
benefit from paying down their
mortgage.



FIGURE 7
Share of Tax Units with Tax Decrease and Tax Increase from Replacingthe
Home Mortgage Interest Deduction with Revenue-Neutral Tax Credits

Comparison between an 8.3 percent nonrefundable credit and a 7.3 percent refundable credit,
by income percentile, calendar year 2019

= Nonrefundable 8.3 percent credit
m Refundable 7.3 percent credit

Bottom quintile With taxdecrease 6.7% 88:;" With tax increase

Second quintile

Middle quintile

o 48.3%
Fourth quintile 50,79

80th to 99th percentiles 551&‘7{%,
Top 1 percent

All

60% 40% 20% 0% 20% 40% 60%

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2),
Note: Baseline is the law in place as of January 1, 2020.

TAX POLICY CENTER | URBAN INSTITUTE & BROOKINGS INSTITUTION

If the MID Is Replaced by a
Revenue-Neutral Tax Credit, What
Are the Distributions of Winners
and Losers?

e Replacing the MID with a
revenue-neutral tax credit would
expand the number of
beneficiaries because
nonitemizers could claim the
benefit. (Replacing the MID with
an 8.3 percent nonrefundable tax
credit would cut taxes for 22.6
percent of tax units and increase

taxes for 5.6 percent.)

¢ Only tax units in the top 1
percent of the income
distribution would have more
losers than winners if a tax credit

were to replace the MID.

e The tax system would be more
progessive with a refundable or a
nonrefundable tax credit than
with the current-law MID.

e Compared with the
nonrefundable tax credit, the
refundable credit would benefit
more tax units with lower

incomes.



What are the Distributional
Consequences of Replacing the MID
with a Revenue-Neutral Tax Credit?

FIGURE 8

Percent Change in After-Tax Income from Replacing the Home
Mortgage Interest Deduction with Revenue-Neutral Tax Credits

Comparison between an 8.3 percent nonrefundable credit and a 7.3 percent refundable credit, e Using a refundable or
by income percentile, calendar year 2019 nonrefundable tax credit to
= Nonrefundable 8.3 percent credit replace the MID would reduce
® Refundable 7.3 percent credit average after-tax income for the

tax units in the top income
Tax increase Tax decrease

quintile and raise average after-

I 0o01% tax income for those in the
I 0.10% .
— bottom 80 percent of the income

— gy distribution.

[ 0.10%
I  0.13% o

I 0.10% .
I 0.09% nonrefundable credit, the

refundable credit would provide

Bottom quintile
Second quintile

Middle quintile .
Compared with the

Fourth quintile

80th to 99th percentiles

more benefit to tax units in the
-0.19%

Top1l t ..
op % percen -0.20% bottom three quintiles of the
Al :g-gg: income distribution, but because
of its lower rate, it would provide
-0.25% -0.20% -0.15% -0.10% -0.05% 0.00% 0.05% 0.10% 0.15% . . .
less benefit (or impose higher
Source: Urhan-Brookings Tax Policy Center Microsimulation Model (version 0319-2). taxes) for higher—income groups.

Note: Baseline is the law in place as of January 1, 2020.
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APPENDIX |. TABLES

TABLE 1
Repeal the Home Mortgage Interest Deduction,
Assuming No Tax Units Pay Down Mortgage

by income percentile, calendar year 2019

Expanded cash income Share of tax units with Change in after-tax Average federal tax
percentile tax increase income (% points) change ($)

Bottom quintile 0.2 0.00° 0°
Second quintile 1.3 -0.02 5
Middle quintile 5.4 -0.07 44
Fourth quintile 13.5 -0.18 180
Top quintile 33.2 -0.34 983
All 8.4 -0.22 179

Breakdown of top quintile

80th to 90th percentiles 24.4 -0.27 427
90th to 95th percentiles 34.2 -0.36 792
95th to 99th percentiles 49.0 -0.51 1,866
Top 1 percent 60.9 -0.26 4,481
Top 0.1 percent 53.8 -0.06 4,766

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Notes: Baseline is the law in place as of January 1, 2020. Proposal would repeal the home mortgage interest deduction, assuming tax units
do not pay down their mortgages.

@ Nonzero value rounded to zero.
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TABLE 2

Repeal the Home Mortgage Interest Deduction,

Assuming Tax Units Paying Down as Much as 25 Percent of Mortgage

by Selling Bonds and Stocks

by income percentile, calendar year 2019

Expanded cash income

percentile

Bottom quintile
Second quintile
Middle quintile
Fourth quintile
Top quintile
All

80th to 90th percentiles
90th to 95th percentiles
95th to 99th percentiles
Top 1 percent

Top 0.1 percent

Share of tax units with Change in after-tax
tax increase income (% points)

0.2 0.00°

1.3 -0.02

5.3 -0.07

13.4 -0.17

32.9 -0.31

8.3 -0.21

Breakdown of top quintile

24.0 -0.26

337 -0.34

48.7 -0.47

60.8 -0.22

53.8 -0.05

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Notes: Baseline is the law in place as of January 1, 2020. Proposal would repeal the home mortgage interest deduction, assuming tax units
pay down as much as 25 percent of mortgage by selling bonds and stocks.

? Nonzero value rounded to zero.
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Average federal tax
change ($)

Oa

43
173
899
165

408
746
1,700
3,806
3,938
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TABLE 3

Repeal the Home Mortgage Interest Deduction,

Assuming Tax Units Paying Down as Much as 50 Percent of Mortgage

by Selling Bonds and Stocks

by income percentile, calendar year 2019

Expanded cash income

percentile

Bottom quintile
Second quintile
Middle quintile
Fourth quintile
Top quintile
All

80th to 90th percentiles
90th to 95th percentiles
95th to 99th percentiles
Top 1 percent

Top 0.1 percent

Share of tax units with Change in after-tax
tax increase income (% points)

0.2 0.00°

1.3 -0.02

53 -0.07

13.4 -0.17

32.8 -0.30

8.3 -0.20

Breakdown of top quintile

24.0 -0.26

33.6 -0.33

48.7 -0.45

60.8 -0.19

53.8 -0.04

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Notes: Baseline is the law in place as of January 1, 2020. Proposal would repeal the home mortgage interest deduction, assuming tax units
pay down as much as 50 percent of mortgage by selling bonds and stocks.

? Nonzero value rounded to zero.

TAX POLICY CENTER | URBAN INSTITUTE & BROOKINGS INSTITUTION

TPC

Average federal tax
change ($)

03

42
172
862
160

403
733
1,644
3,383
3,198
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TABLE 4

Repeal the Home Mortgage Interest Deduction,

Assuming Tax Units Paying Down as Much as 100 Percent of Mortgage

by Selling Bonds and Stocks

by income percentile, calendar year 2019

Expanded cash income

percentile

Bottom quintile
Second quintile
Middle quintile
Fourth quintile
Top quintile
All

80th to 90th percentiles
90th to 95th percentiles
95th to 99th percentiles
Top 1 percent

Top 0.1 percent

Share of tax units with Change in after-tax
tax increase income (% points)

0.2 0.00°

1.3 -0.02

5.3 -0.07

13.3 -0.17

32.8 -0.29

8.2 -0.19

Breakdown of top quintile

23.9 -0.25

33.6 -0.33

48.7 -0.44

60.6 -0.18

53.7 -0.03

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Notes: Baseline is the law in place as of January 1, 2020. Proposal would repeal the home mortgage interest deduction, assuming tax units
pay down as much as 100 percent of mortgage by selling bonds and stocks.

? Nonzero value rounded to zero.
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Average federal tax
change ($)

Oa

42
171
837
156

401
725
1,612
3,042
2,495
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TABLE 5
Repeal the Home Mortgage Interest Deduction, TPC
Comparison between Not Paying Down Mortgage and Paying Down as

Much as 25 Percent of Mortgage by Selling Bonds and Stocks

by income percentile, calendar year 2019

Share of tax units

Expanded casP:l income Ty Average federal tax Re.duction in tax
percentile Serree Fad change ($) increase (%)
Bottom quintile 9.5 (0 2.7
Second quintile 13.9 0* 2.1
Middle quintile 23.9 -1 3.0
Fourth quintile 35.3 -7 3.7
Top quintile 61.9 -84 8.6
All 47.8 -13 7.4

Breakdown of top quintile

80th to 90th percentiles 45.7 -18 4.3
90th to 95th percentiles 59.5 -47 5.9
95th to 99th percentiles 76.5 -165 8.9
Top 1 percent 92.1 -674 15.1
Top 0.1 percent 92.5 -828 17.4

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).

Notes: Baseline is the law in place as of January 1, 2020 with home mortgage interest deduction repealed, assuming tax units not paying
down their mortgages. Proposal would repeal the home mortgage interest deduction, assuming tax units paying down as much as 25
percent of mortgage by selling bonds and stocks.

@ Nonzero value rounded to zero.
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TABLE 6
Replace the Home Mortgage Interest Deduction with an 8.3 Percent
Nonrefundable Credit

by income percentile, calendar year 2019

TPC

Expanded cash income Share of tax units with Share of tax units with Change in aftertax
percentile tax cut tax increase income (% points)

Bottom quintile 0.8 0.0° 0.01
Second quintile 7.9 0.4 0.05
Middle quintile 27.9 2.8 0.10
Fourth quintile 48.3 9.2 0.10
Top quintile 49.4 24.4 -0.11
All 22.6 5.6 -0.02

Breakdown of top quintile

80th to 90th percentiles 56.1 16.1 0.06
90th to 95th percentiles 51.8 24.2 -0.06
95th to 99th percentiles 38.3 38.9 -0.27
Top 1 percent 8.3 58.1 -0.19
Top 0.1 percent 1.9 52.6 -0.04

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Notes: Baseline is the law in place as of January 1, 2020. Proposal would replace the home mortgage interest deduction with an 8.3 percent
nonrefundable credit.

? Nonzero value rounded to zero.
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TABLE 7

Replace the Home Mortgage Interest Deduction with a 7.3 Percent TPC

Refundable Credit

by income percentile, calendar year 2019

Expanded Cash Income
Percentile

Bottom quintile

Second quintile
Middle quintile
Fourth quintile
Top quintile
All

80th to 90th percentiles
90th to 95th percentiles
95th to 99th percentiles
Top 1 percent

Top 0.1 percent

Percent of Tax Units Percent of Tax Units
with Tax Cut with Tax Increase

6.7 0.0°

19.1 0.5

36.4 2.8

50.8 9.3

48.8 25.5

28.7 5.8

Breakdown of Top Quintile

55.6 171

50.9 253

37.7 40.2

8.3 58.6

2.1 52.6

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0319-2).
Notes: Baseline is the law in place as of January 1, 2020. Proposal would replace the home mortgage interest deduction with a 7.3 percent

refundable credit.
# Nonzero value rounded to zero.
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Change in After-Tax
Income (% points)

0.10
0.12
0.13
0.09
-0.14
-0.02

0.02
-0.09
-0.29
-0.20
-0.05
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