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Abstract

Costly reversals of bad policies: the case of the mortgage interest deduction This paper measures the welfare effects of
removing the mortgage interest deduction under a variety of implementation scenarios. To this end, we build a life-cycle
model with heterogeneous households calibrated to the U.S. economy, which features long-term mortgages and costly
refinancing. In line with previous research, we find that most households would prefer to be born into an economy without
the deductibility. However, when we incorporate transitional dynamics, less than forty percent of households are in favor
of a reform and the average welfare effect is negative. This result holds under a number of removal designs.

Optimal property taxation How high should residential property taxes be? In this paper, I quantify the optimal property
tax rate and how it interacts with a tax on capital income. For this purpose, I employ a general equilibrium life-cycle model
with overlapping generations and incomplete markets calibrated to the U.S. economy. I find that the optimal property tax
for newborns in the long run is considerably higher than its current level of one percent. In the benchmark model, the
optimal property tax is about five times higher than today, and the corresponding capital income tax is reduced from 36
percent to close to zero. For current generations, however, the optimal policy is to keep the tax rates close to today’s levels.
They would incur substantial welfare losses on average from an implementation of the long-run optimal policy.

Mortgage lending standards: implications for consumption dynamics In this paper, we investigate to what extent
stricter mortgage lending standards affect households' ability to smooth consumption. Using a heterogeneous-household
model with incomplete markets, we find that a permanently lower loan-to-value (LTV) or payment-to-income (PTI)
requirement only marginally affects the aggregate consumption response to a negative wealth shock. We show that even the
distribution of marginal propensities to consume across households is remarkably insensitive to these permanent policies. In
contrast, households’ consumption responses can be reduced if a temporary stricter LTV or PTI requirement is implemented
prior to a negative wealth shock. However, strong assumptions need to be made for temporary policies to be welfare
improving.
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Abstracts

Costly reversals of bad policies: the case of the mortgage in-
terest deduction This paper measures the welfare effects of removing
the mortgage interest deduction under a variety of implementation
scenarios. To this end, we build a life-cycle model with heterogeneous
households calibrated to the U.S. economy, which features long-term
mortgages and costly refinancing. In line with previous research, we
find that most households would prefer to be born into an economy
without the deductibility. However, when we incorporate transitional
dynamics, less than forty percent of households are in favor of a reform
and the average welfare effect is negative. This result holds under a
number of removal designs.

Optimal property taxation How high should residential prop-
erty taxes be? In this paper, I quantify the optimal property tax rate
and how it interacts with a tax on capital income. For this purpose, I
employ a general equilibrium life-cycle model with overlapping gen-
erations and incomplete markets calibrated to the U.S. economy. 1
find that the optimal property tax for newborns in the long run is
considerably higher than its current level of one percent. In the bench-
mark model, the optimal property tax is about five times higher than
today, and the corresponding capital income tax is reduced from 36
percent to close to zero. For current generations, however, the optimal
policy is to keep the tax rates close to today’s levels. They would
incur substantial welfare losses on average from an implementation of
the long-run optimal policy.

Mortgage lending standards: implications for consump-
tion dynamics In this paper, we investigate to what extent stricter



mortgage lending standards affect households’ ability to smooth con-
sumption. Using a heterogeneous-household model with incomplete
markets, we find that a permanently lower loan-to-value (LTV) or
payment-to-income (PTI) requirement only marginally affects the
aggregate consumption response to a negative wealth shock. We show
that even the distribution of marginal propensities to consume across
households is remarkably insensitive to these permanent policies. In
contrast, households’ consumption responses can be reduced if a tem-
porary stricter LTV or PTI requirement is implemented prior to a
negative wealth shock. However, strong assumptions need to be made
for temporary policies to be welfare improving.
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Introduction

When I first encountered macroeconomics during my bachelor studies,
the models we used were stripped-downed versions of the economies
they were supposed to represent. Simple rules specified how much
of total income that was consumed. During my master studies, the
rules—that had appeared to come from nowhere—were now a result
of deliberate choices made by a household that wanted to maximize
its well-being.

The move from “rule of thumb” to a household that cares about
itself was reassuring. Yet, the models still carried assumptions that
were difficult to square with reality. There was only one household, i.e.,
no you and me. The household lived forever. Moreover, the household
could insure itself against all possible uncertainties.

It was not until I embarked on my doctoral studies in Stockholm
that I was formally introduced to a relatively new and important strand
of modern macroeconomics, which relaxes many of the assumptions
made in the models I had previously encountered. In the so-called
quantitative heterogeneous agent models, there is no longer only one
household, but many different ones as the words heterogeneous agent
hint at. Households can have finite rather than infinite lifespans, and
earnings and assets vary over the course of their lives. Households
face uncertainty about future earnings and cannot perfectly insure
themselves against these shocks. The gap between reality and theory
narrowed significantly.

This is not to say that the models without these additional features
are, by any means, outdated. In many cases, the simpler models are
highly relevant and can offer valuable insights where the new models
become too complex. Nevertheless, with the arrival of heterogeneous
agent models, economists could offer new perspectives on old questions
and ask new questions that our older models could not answer. Clearly,
when there is more than one household, distributional consequences
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and inequality become central parts of the analysis. Thus, the relatively
new strand in macroeconomics allowed the field to not only care about
the “size of the cake”, but also how it is divided across the population.

This thesis consists of three self-contained chapters where both
aggregate and distributional effects play important roles. The chapters
explore the implications of housing and mortgage market policies
that are actively debated in many countries. The current debates
make it clear that certain aspects of households should be part of a
fruitful analysis: some households are young, while others are old;
some households rent their home, while others own; and while some
households are poor, others are rich. To capture the complexity of
these policies, I use models that share key characteristics with those I
first learned about during my PhD.

Before I turn to the full-length chapters, I provide a somewhat less
technical overview of the chapters in what follows.

In Chapter 1, Costly reversals of bad policies: the case of
the mortgage interest deduction, jointly written with Markus
Karlman and Karin Kinnerud, we study how U.S. households are
affected by removing the mortgage interest deduction (MID) and
whether such a removal is a good idea.

The MID is a tax subsidy that has received a great deal of attention
in policy discussions in the U.S. The subsidy allows homeowners to
deduct mortgage interest payments from their taxable earnings. As
the MID can reduce the tax payments for homeowners, it effectively
lowers the cost of mortgage financing and therefore the cost of owning
a house. Thus, many households are affected by the MID, not only
in their decision to own as opposed to rent a home, but also when
it comes to how large a house to buy. However, the subsidy is often
criticized for mainly benefiting high-earners at the expense of other
tax payers. Almost half of the deductions go to households in the
top 20 percent of the earnings distribution, whereas households in the
bottom 20 percent hardly deduct any mortgage interest payments.
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To get a better understanding of who would benefit and who
would lose from repealing the MID, we perform experiments in a
model that is designed to represent the U.S. economy. We begin by
analyzing the long-run welfare effects, i.e., we compare if households
would prefer to be born into an economy with or without the MID.
We find that a vast majority of households would prefer an economy
where mortgage interest payments are not deductible. In an economy
without the tax subsidy, households with high earnings want smaller
houses. This leads to lower prices of owned and rental housing, which
is particularly beneficial for low-earning households. Additionally,
when the government no longer subsidizes mortgage interest payments,
other taxes can be reduced. Whereas only some households benefit
from the MID, all households appreciate a lower labor income tax.

Given the large welfare gains of removing the mortgage subsidy
in the long run, we proceed by investigating how current households
would be affected by a removal. The consequences of a removal are
very different for these households. Today, many households have
made long-term housing and mortgage decisions based on the premise
that they can deduct their mortgage interest payments. When the
subsidy is unexpectedly removed, there is a sharp drop in house prices,
which hurts the existing homeowners substantially. Further, many
households find themselves with too large houses and mortgages, when
they can no longer deduct their interest payments. Renters, on the
other hand, gain from the reform as they benefit from the fall in house
prices.

We find that households are on average worse off by an immediate
removal of the MID, and a majority of households are against such a
policy. 70 percent of U.S. households own their home and the gains
experienced by renters do not exceed the costs among homeowners.
Importantly, these results also hold for alternative removal policies
where the deductibility is removed gradually or when a removal is
preannounced. In fact, under these alternative implementation policies,
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even fewer households are in favor of a removal. Although more gradual
policies alleviate the losses of those hardest hit by the reform, they
also make the benefits smaller. Our results thus show that the costs
of reverting a bad policy can be substantial — even to the extent that
it might not be worthwhile.

In Chapter 2, Optimal property taxation, I analyze how much
we should tax residential properties.

In most countries, residential housing is either exempt from taxes
or taxed quite moderately. In contrast, the income from other invest-
ments, such as the return on savings accounts, is usually taxed at high
levels. Many economists argue that this tax system has unfortunate
consequences for households and the economy. They argue that a low
tax on housing, relative to other capital, causes households to save
too much in housing at the expense of capital that could be used in
firms’ production. Intuitively, non-housing capital is not as lucrative
when households do not receive the full return on their investment.
As a result, firms have fewer machines and less equipment per worker,
which reduces worker productivity. Therefore, firms are less willing to
pay high wages. If firms had more capital, households’ labor earnings
could be increased.

However, increasing the property tax, to reduce the tax on capital
income, also has its drawbacks. Higher property taxes make housing
more costly. Thus, households may not afford to live in the home they
would otherwise choose.

To quantify the trade-offs between a tax on housing versus a tax on
capital income, I use a model of the U.S. economy. The model includes
many of the salient features of the problem at hand: households can
invest in housing or deposits; a firm needs capital and labor to produce
goods and services; capital income and housing are taxed at different
rates; and the government may reduce the tax on capital income if it
increases the tax on residential property.

The results of my long-run analysis generally support the tra-
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ditional view held by many economists: property taxes should be
substantially increased. The optimal property tax is about five times
higher than today’s level of one percent. This allows the government
to reduce the capital income tax from 36 percent to close to zero.
Almost all households are better off. Households that are relatively
unproductive benefit the most from higher wages.

Does this mean that U.S. policymakers should change today’s
tax rates? Not necessarily. Indeed, the average well-being of current
generations is highest when the property tax is close to today’s level of
one percent. Whereas young households and renters would on average
be better off with a higher property tax level, other households would
be substantially worse off. In particular, I find that retirees and owners
of smaller homes generally want to reduce the current property tax
level.

Overall, the difference between optimal taxes in the long and short
run provides us with a way to understand how property taxes can
be beneficial for some (e.g., most future generations), but bad for
others (e.g., retirees). A key implication of my work is that any policy
recommendation concerning property taxation should take short-run
considerations seriously.

In Chapter 3, Mortgage lending standards: implications for
consumption dynamics, also coauthored with Markus Karlman and
Karin Kinnerud, we investigate whether stricter mortgage lending stan-
dards can dampen the fall in consumption during economic downturns.
Specifically, we study to what extent mortgage regulations affect how
much households change their consumption, when they experience a
temporary fall in wealth.

Governments in many countries have implemented stricter mort-
gage requirements in recent years. These policies are partly motivated
by the experiences of the Great Recession, where areas with a higher
growth in mortgage debt before the crisis experienced a stronger
drop in consumption when the crisis hit. Regulators hope that the
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new mortgage requirements will make future downturns less severe.
However, it is not obvious that the stricter lending standards are
successful in stabilizing the economy. One way in which households
can avoid a decrease in consumption is exactly by increasing their
debt. By restricting the possibility to borrow, households are left with
fewer options to cushion a fall in wealth. Therefore, the consumption
response may be stronger than without a policy.

In this paper, we use a model to perform experiments where the
loan-to-value (LTV) and the payment-to-income (PTI) requirements
are made stricter. The LTV limit specifies the maximum mortgage
a household can use, as a share of the house value. The PTI con-
straint limits the size of the mortgage in relation to earnings. In
our experiments, we first study a permanent shift of the LTV limit
from the current value of 0.90 to 0.70, or the PTI constraint from its
current value of 0.28 to 0.18. Then, we explore the same policies, but
when they are only implemented temporarily, in a year preceding an
economic downturn.

Our first finding is that permanently stricter policies only
marginally affect how much households reduce their consumption,
when they experience an unexpected fall in wealth. Still, the policies
do affect households in important ways. Fewer households own their
home, they have less debt, and they save slightly more on average.
Crucially, these changes in behavior are such that households’ overall
ability to handle economic downturns remains virtually unchanged.
This result also holds for larger changes in lending standards.

Our second finding is that temporary stricter mortgage standards
can successfully reduce the fall in consumption during an economic
downturn. A temporary policy prevents some people from buying
a house and it makes some households take up smaller mortgages.
Therefore, households have more savings available when the economic
downturn occurs than they would have had in the absence of the
policy. As a result, they end up better prepared to handle the fall
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in wealth. However, we only find that a temporary policy improves
the well-being of households under specific circumstances. First, the
economic downturn has to be large. Second, a policymaker needs to
have an informational advantage in that she can foresee the downturn,
whereas households cannot.

A more general takeaway from this thesis is that modern macroe-
conomic models do not only make the model economy richer and more
realistic. They can also be used to offer insights into political decision
making. Indeed, policies are rarely enacted solely out of efficiency
concerns, which is key in a one-household model. Thus, a policy that
is deemed bad in models with one household may still exist because
a sufficient number of people like it. Although I do not have a full
account of the political process in making these decisions, I believe
this thesis provides an insightful first step into thinking about why
certain policies are chosen.






Chapter 1

Costly reversals of bad policies:
the case of the mortgage
interest deduction”

*This paper has been jointly written with Markus Karlman and Karin Kinnerud.
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New York University. We gratefully acknowledge funding from Handelsbanken’s
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2 CHAPTER 1. MORTGAGE INTEREST DEDUCTIBILITY

1.1 Introduction

When the mortgage interest deductibility (MID) was passed into
law through the Revenue Act of 1913, it was largely insignificant.
Hardly any households paid federal income taxes, and those who did
predominantly faced a marginal tax rate of only one percent (Ventry,
2010). Today, the MID has become a symbol of the “American dream”
of homeownership and reduces the cost of housing for millions of
Americans.

The desirability of the MID has recently been called into question.
In public discussions, opponents of the MID argue that it is a costly
subsidy that does little to help households into the housing market
as a disproportionate share of total deductions are claimed by high
earners, who would be homeowners regardless (Desmond, 2017).!
Moreover, the results in the academic literature generally show that
most American households would be better off without the MID in
the long run.?

In this paper, we study how a removal of the MID affects households
both in the short and the long run. While our analysis of long-run
effects addresses the question whether households would prefer to be
born into an economy with or without the MID, the short-run analysis
specifically considers the welfare implications of those alive at the
time of the removal. The welfare effects may be substantially different
in the short run, as current households have already made long-term
housing and financing decisions based on the presumption that they
can deduct mortgage interest payments.

We find that although the vast majority of households would prefer
to be born into a world without the MID, the implementation costs

!Total tax expenditures due to the MID are estimated to 63.6 billion dollars in
2017 (JCT, 2017), which is close to the entire annual spending of the Departments
of Commerce, Energy, and Justice.

2See, e.g., Chambers et al. (2009), Floetotto et al. (2016), Gervais (2002), and
Sommer and Sullivan (2018).
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of a removal exceed the benefits. Less than forty percent of current
households are in favor of removing the subsidy and the average welfare
effect is significantly negative. Interestingly, more gradual removal
policies that enable homeowners to adjust their asset holdings before
the MID is removed do not increase the support for a removal. These
results are robust to including the tax code changes made in the 2017
Tax Cuts and Jobs Act. Further, we cannot find a one-time transfer
scheme that taxes winners and compensates losers, within the current
generation, that leads to a Pareto improvement under any of the
policies we consider. Our results thus show that the costs of reverting
a bad policy can be substantial — even to the extent that it might
not be worthwhile.

To arrive at this conclusion, we study the welfare effects of a
removal of the MID through the lens of a life-cycle model with over-
lapping generations and incomplete markets in which house and rental
prices adjust endogenously to clear the housing market. Households
can borrow against their house in the form of long-term mortgages.
These loans are subject to equity and payment-to-income require-
ments, and refinancing is costly. The tenure decision is endogenous
and there are transaction costs associated with both buying and selling
a house. We include the salient features of the U.S. tax code with
respect to housing, namely that imputed rents are not taxed and that
property taxes and mortgage interest payments are tax deductible.
Furthermore, households can choose between itemized deductions and
a standard deduction, where the former includes mortgage interest
payments. Both deductions are subtracted from earnings that are
subject to a progressive tax schedule.

We perform a series of decompositional exercises to better under-
stand: i) why the results in the long run differ so markedly from those
in the short run; and ii) why more gradual policies are ineffective in
bridging this gap. A natural starting point is to understand why it
is beneficial to remove the MID in the long run. We find that the
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positive welfare results in the long run are due to changes in several
equilibrium objects. Households benefit from lower rental and house
prices, a lower labor income tax rate, and higher bequests. The direct
effect of removing the MID is an increase in the user cost of owning a
house for households that itemize deductions. To accommodate the
lower housing demand of these households, house and rental prices
fall. Reduced prices make rental services more affordable and owned
housing more accessible. To ensure tax neutrality, we let the labor in-
come tax be reduced as the government no longer subsidizes mortgage
financing. In addition, more bequests are distributed to households as
the average net worth goes up. For most households, these positive
effects outweigh the direct negative effect of removing the MID.

In our analysis of the transitional dynamics, we begin by studying
the effects of an immediate removal and show that the fall in house
prices, which increases welfare in the long run, decreases welfare in
the short run. Lower house prices reduce housing equity, and thus the
wealth of homeowners and the values of bequests. This effect hurts
older homeowners in particular. Furthermore, the direct negative
effect of increasing the user cost of owner-occupied housing is more
prominent, especially for relatively young households that have just
entered the housing market and are highly leveraged.

Given that it is beneficial for the lion’s share of households to
remove the MID in the long run, we explore two alternative policies
that are less abrupt and give households time to adjust their asset
holdings before the MID is repealed. First, we analyze the effects of
linearly reducing the deductible share of mortgage interest payments
over fifteen years. Second, we consider an announcement policy in
which households can fully deduct their interest payments on mortgages
for another fifteen years, after which no payments can be deducted. We
find that the immediate policy actually results in the smallest average
welfare loss among the policies and has the highest share of households
who benefit from a removal. More gradual policies do successfully
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mitigate the welfare losses of older homeowners and households with
large mortgages and high earnings. Importantly, though, these policies
also significantly reduce the benefits associated with the immediate
policy. Renters prefer reforms in which prices and taxes fall rapidly as
they are not directly affected by an MID removal. Higher income and
property taxes under more gradual policies also push a considerable
share of homeowners that realize welfare gains under an immediate
reform into negative welfare territory.

There is a relatively new literature that uses dynamic models with
heterogeneous agents to evaluate the consequences of repealing the
MID. We build on this strand of the literature, in particular on the
work by Floetotto et al. (2016) and Sommer and Sullivan (2018) who
both show the importance of studying heterogeneous effects in the
implementation phase of housing tax reforms. We contribute to the
literature in three ways.

First, contrary to the findings in Floetotto et al. (2016) and Sommer
and Sullivan (2018), we find a large and negative average welfare effect
of an immediate removal policy and that a majority of households are
against such a reform. Although our model shares many similarities
with the models in these papers, there are some key differences leading
to the discrepancy in the results.® Of particular importance is that
housing equity is less liquid in our model, due to the refinancing costs
of existing mortgages. These costs are considerable, both in the data
and in our model, and make it more difficult for households to cushion
negative shocks.

Our analysis also differs from that of Sommer and Sullivan (2018)
along other important dimensions. We use a model that realistically
captures the full life cycle of households and show that the inclu-
sion of retirees is of quantitative importance for the welfare analysis.

3In terms of the long-run analysis, we corroborate the important result in
Sommer and Sullivan (2018) that homeownership increases when the MID is
removed.
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Specifically, we find that homeowners in retirement are worse off rela-
tive to the average working-age household when the MID is removed.
For retirees, housing wealth constitutes a greater proportion of total
resources, and they have fewer periods left to smooth the negative
wealth shock caused by the house price decline. Moreover, in our anal-
ysis, households incur negative welfare effects from receiving smaller
bequests along the transition due to the sudden house price drop.

Floetotto et al. (2016) study the short-run impact of an MID repeal
using a life-cycle model that includes a bequest motive. However,
in their analysis, mortgage interest deductions are claimed against
earnings that are subject to a proportional labor income tax rate,
and all homeowners are implicitly assumed to itemize deductions. In
contrast, homeowners in the U.S. and in our model face a progressive
labor income tax schedule, and a significant share of households with
a mortgage do not itemize deductions. These features allow our model
to replicate the pronounced skewness of mortgage interest deduction
claims towards high-earning households as seen in the data.

The second contribution of this paper is that we consider and
compare the welfare effects of alternative policies for removing the
MID. We believe that our analysis of alternative policies enhances the
understanding of why the MID has been challenging to repeal, and
what type of trade-offs a policymaker faces. Importantly, our results
suggest that natural candidates for removal policies — more gradual
policies — are not necessarily preferred by households. Overall, our
findings are closely related to those in Conesa and Krueger (1999), who
find negative welfare effects of a transition from a pay-as-you-go social
security system to a fully funded system, with the highest fraction of
households in favor of an immediate reform.

Finally, we contribute by assessing how the 2017 Tax Cuts and
Jobs Act affects the welfare consequences of removing the MID. The
tax reform substantially reduces the number of households who itemize
deductions, as the standard deduction is almost doubled and a cap on
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deductions for state and local income tax payments and property tax
payments is introduced. Although fewer households claim mortgage
interest deductions, we find that a majority of households are against
a removal and the average welfare effect is still negative in the short
run. The MID removal has a more moderate effect on taxes and prices,
which reduces the welfare losses for homeowners, but also the welfare
gains for renters.

The remainder of the paper is organized as follows. In Section 1.2
we present the model. We explore a simplified version of the model
in Section 1.3 and use it to discuss the net benefit of owner-occupied
housing and how it is affected by the MID. The calibration of the
baseline economy is presented in Section 1.4, along with a comparison
to both targeted and non-targeted data moments. Section 1.5 shows
and discusses the results of the different policy experiments, while
section 1.6 concludes the paper.

1.2 Model

To analyze the effects of removing the mortgage interest deductibility,
we construct a life-cycle model with overlapping generations and
incomplete markets. The model is in discrete time, where one model
period corresponds to three years. It features three types of agents:
households, rental firms, and a government. Households start their
lives with different levels of net worth. Further heterogeneity arises
from aging and idiosyncratic earnings shocks. Rental firms operate
in a competitive market with free entry and exit, and provide rental
services to households. The government taxes households and rental
firms in a manner that mimics the U.S. tax system. Importantly, we
include the main features of the U.S. tax code with respect to housing,
namely that imputed rents are not taxed, and that property taxes
and mortgage interest payments are tax deductible. Furthermore,
itemized and standard tax deductions are available to households,
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and are deducted from earnings that are subject to a progressive tax
schedule.

There are three assets in the economy: houses, mortgages, and
risk-free bonds. Houses are available in discrete sizes, and there are
transaction costs associated with both buying and selling a house. The
stock of housing is fixed in aggregate, but flexible in its composition.*
In equilibrium, house prices and rental prices adjust to clear the
housing market. The interest rates on mortgages and bonds are

exogenous and the supply of both assets is perfectly elastic.

1.2.1 Households

Households are born with initial assets as in Kaplan and Violante
(2014). Over the course of the life cycle, households are hit by id-
iosyncratic permanent and transitory earnings shocks. A household
retires with certainty after period J,.; and cannot live past period
J. The probability of surviving between any two ages j and j + 1
is ¢; € [0,1], and the agents discount exponentially with a factor
6. In each period, a household derives utility from a consumption
good ¢ and housing services s through a CRRA utility function with
a Cobb-Douglas aggregator

Coasl—a)l_a

Uj(c,s) = e ( ) (1.1)

l1-0
where e; is an age-dependent utility shifter that captures changes
in household size over the life cycle (see, e.g., Kaplan et al. (2020)).
There is also a warm-glow bequest motive similar to De Nardi (2004),

4The main focus of this paper is the short-run effects of a housing subsidy
removal. Therefore, we find the assumption of a fixed aggregate supply of housing
reasonable.
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given by the bequest function
UB(q/) = v (q, + q_)lio-

n (1.2)

where v is the weight assigned to the utility from bequests, ¢’ is the net
worth of the household, and ¢ captures the extent to which bequests
are luxury goods. The objective of the household is to maximize the
expected sum of discounted lifetime utility.

A household enters each period j with bonds b, mortgage m, and
house h, according to the choices made in the previous period. In
the current period, earnings y are realized, the household receives
bequests, and pays taxes I'. It then chooses consumption ¢, housing
service s, bonds o', mortgage m/, and house h'. Housing services are
either obtained via the agent’s owned house or from a rental company.
Each unit of housing costs py to buy and p, to rent. An owned house
of size b/ produces housing services through a linear technology s = h/.
These services have to be consumed by the owner of the house, which
implies that households cannot be landlords. We model landlords
implicitly through a rental market, as landlords are treated as business
entities in the U.S. tax code. In addition, since landlords are treated as
businesses, they are not directly affected by a removal of the mortgage
interest deductibility. Households can use mortgages m’, with the
interest rate r™, to finance their homeownership. Bonds o’ can be
purchased in any non-negative amount, earning interest r < r.

Mortgages are long-term and non-defaultable. In each period,
a homeowner with a mortgage needs to adhere to an amortization
schedule that specifies a minimum payment x;m, where x; is defined
as

v (Slarl) 9
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The maturity of the mortgage is given by M; = min{10, J — j}, which
implies that the minimum payment is similar to that of an annuity
mortgage with either 30 years remaining (10 model periods) or the
number of years until the households dies with certainty.® A household
that stays in a given house has the option to not follow the repayment
plan by taking up a new mortgage, but then it incurs a fixed refinancing
cost ¢".

A household that takes up a new mortgage, either when it purchases
a new house or refinances an existing mortgage, has to comply with
two constraints. First, a loan-to-value (LTV) requirement states that
a household can only use a mortgage to finance up to an exogenous
share 1 — 6 of the house value

m' < (1—6)pyh/. (1.4)

Second, a payment-to-income (PTT) constraint ensures that a house-
hold can only choose a mortgage such that the cost of housing-related
payments does not exceed a fraction ¢ of current permanent income
z. Formally,

Xjm + (7" + pph! < oz, (1.5)

where 7" and ¢! capture property tax and home insurance payments,
respectively.® The PTI and LTV requirements together with the
refinancing cost limit the possibility to extract housing equity. Thus,
instead of paying off a mortgage to increase the housing equity, liquid

5The 30-year mortgage contract is the most common plan in the U.S. For other
ways of modeling long-term mortgages, see, e.g., Kaplan et al. (2020) or Boar et al.
(2020).

SMortgage payments, property taxes, and home insurance costs are three main
components used by banks to assess the payment capability of mortgage applicants.
The home insurance payment does not enter the household budget constraint in
the model, but is included in the PTI requirement for calibration purposes, see
Section 1.4.1.
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bonds constitute a more suitable instrument for precautionary savings
purposes. In equilibrium, some households will therefore choose to
hold bonds and mortgages at the same time.

The household problem has five state variables: age j, permanent
earnings z, mortgage m, house size h, and cash-on-hand x. The first
two are exogenous, while the latter three are affected by a household’s
choices. State x is defined as

t=y+1+rb—1+r)m+ (1 —-<)pph—6"h+a—T, (1.6)

where (1—¢*)pp,h is the value of the house net of transaction costs.” The
transaction cost of selling a house is modeled as a share ¢* of the house
value. The maintenance cost §"h is paid by all homeowners, and is
proportional to the size of the house. Initial assets and inheritance are
captured by the term a. For a detailed description of how inheritance
is modeled, see Section 1.2.3. Total tax payments are represented by
I', and consist of five different taxes

T =7ly + 175y + 7°7b + 7"pph + T(5). (1.7)

Similar to the U.S. tax system, a household pays a local labor in-
come tax 7!, a payroll tax 7% (only paid by working-age households,
represented by the dummy variable 1), a capital income tax 7¢, a
property tax on owned housing 7", and a federal labor income tax
T(§).® The federal labor income tax is given by a non-linear tax and
transfer system, which is a function of earnings net of deductions .
In turn, deductions depend on a household’s mortgage, house value,
and gross earnings. For a detailed description of the non-linear tax

"For computational reasons, and without loss of generality, we define cash-on-
hand as including the net revenue of selling the house. Households who do not sell
their house between any two periods do not incur any transaction costs.

8The local labor income tax is mainly included to ensure that high-earning
households are more prone to itemize deductions.
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and transfer system see section 1.2.3, in particular equations (1.10)
and (1.11).

The household problem includes the discrete choice of whether to
rent a home, buy a house, stay in an existing house but refinance the
mortgage, or stay in an existing house and follow the repayment plan.
Therefore, we split the household problem into these four respective
cases, and solve it recursively. Let us define the expected continuation
value in the next period as

E [W;(2 2,0 m',¢)] = ¢;E [Vj (2, 2,0/ ,m!)] + (1 — ¢j)UB(q’).
If the household chooses to rent, the optimization problem is given by
VjR(z, r) = max Uj(ce,s) + BE [W;(, 2", b, m/, ¢)]

subject to

=y +1+rb+d -1

q/:b/
r=c+ps+b
ses

c>0,n =0,/ >0,m =0.

The problem is characterized by the Bellman equation, the law of
motion for cash-on-hand, the equation for bequests, the budget con-
straint where the current period cash-on-hand is given, and a number
of additional constraints. In this first case, the household rents a house
and can therefore not take up a mortgage, implying i’ = m’ = 0. The
choice of housing service is restricted to the ordered set of discrete
sizes S = {s, s2, s3, ..., §}.

If the household chooses to buy a house of a different size than what



1.2. MODEL 13

it entered the period with, such that A’ # h, the problem becomes

V~B(z, z) = max Uj(c,s)+ BE [W;(2, 2", h',m’, ¢')]

J e,h/ m! b
subject to

=y + A+ 4+d -T —A+r™"m + (1 —)p,h — 5"
¢ =b +ph/ —m

z=c+ 1+ +0 —m/

e H

c>0,s=hn>0m >0,

along with the LTV constraint (1.4), and the PTI constraint (1.5).
Since the household in this case buys a house, the budget constraint
allows for the use of a mortgage to finance expenditures. The parameter
¥ captures the transaction cost of buying a house, which is modeled as
proportional to the house value. Moreover, the household’s choice of
housing is limited to a set H, which is a proper subset of S. Specifically,
the smallest house size h in H is larger than the smallest available size
in S. Above and including that lower bound, both sets are identical.

If the household decides to stay in the same house as when entering
the period, such that A’ = h, but chooses to refinance its mortgage,
the problem is given by

VjRF(z, x,h) = max, Uj(ce,s) + BE [W;(, 2", 0, m/, ¢)]

9A minimum size of owner-occupied housing h is also assumed in, e.g., Cho and
Francis (2011), Floetotto et al. (2016), Gervais (2002), and Sommer and Sullivan
(2018).
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subject to

=y + A+ +d -T —A+r™)m + (1 —p,h — 6"
¢ =V +ph —m

r=c+b +(1-¢pph—m +¢"
c>0,s=h =hbt >0m >0,

along with the LTV constraint (1.4), and the PTI constraint (1.5). In
this case, the house size h enters as a state variable in the Bellman
equation, since it directly determines the housing choice h’. Moreover,
since x is defined such that it includes the value of the house when
sold, the budget constraint is corrected for the agent not selling the
house. This is done by adding (1 — ¢*)pph to the expenditures in the
budget constraint. The refinancing cost is captured by ¢".

Finally, if the household decides to stay in its house and follow the
repayment plan, the problem is

Vjs(z, x,h,m) = max Uj(c,s) + BE [W;(2' 2’ 1/ ,m/, )]

subject to

o=y + A+ +d T —A+r™)m + (1 -, — 5"
q/:b/+phh,_m/

z=c+b +(1—-¢)pph—m'
m' < (14 rp)m — x;m

c>0,s=h =hbt >0m >0.

The mortgage level m now enters as an additional state variable as
it determines the choice set for m/. Importantly, by following the
repayment plan, the household is not subject to the LTV and PTI
requirements.
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The solution to the household problem is provided by
Vj(z, 2, h,m) = max {VjR(z,x),VjB(z,ﬂc),VjRF(z,:E,h),VjS(z,x,h, m)}, (1.8)
with the corresponding set of policy functions

b (z,z,h, m)}

{cj(z,x,h,m)7sj(z7:c,h,m),h;(z,nh,m),m}(z,w,h7m), '

1.2.2 Rental market

The rental price p, is determined in a competitive rental market. This
market consists of a unit mass of homogeneous rental firms. Each
firm f chooses either to buy a stock of housing hy at price pj per unit
and rent it out to households, or to invest the value p,hs in risk-free
bonds. The present value of after-tax profits in the former case is

W?E"t =(1-79 (prhf 1 if {67" + Thp§1 + Apﬁl] hf).

Firm f’s revenue is given by its rental income p,hy. The firm can
deduct its operating expenses from these revenues before paying taxes
at the rate 7¢. The operating expenses comprise a maintenance cost
8" > 6" per unit of housing, a property tax on the value of the rental
stock in the next period Thp;lh t, and any negative price return on the
rental stock Ap),hy, where Ap) = py, — p},.!° All operating expenses
are discounted, as these costs are realized in the next period, at a rate
given by the after-tax return on bonds 7 = (1 — 7°)r.

In case firm f instead invests in bonds, the present value of after-tax

19The assumption that 6" > 6" is one common way in the literature to incor-
porate an advantage of owning (see, e.g., Piazzesi and Schneider (2016)). It was
first introduced in Henderson and Ioannides (1983), and can be thought of as
representing a moral hazard problem between owners of rental units and their
tenants. An alternative approach would be to assume that owned housing units
provide more housing services than rental units.
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profits is given by

Bonds _ (1 —T7°)
ﬂ—fons_il_i_f rpphy.

Imposing a free entry and exit condition, such that wf‘mt = Wf‘mds Vf,

the equilibrium rental price is

1
— 16" + rpp + 7'hp;1 + Ap), |- (1.9)

pT:1+r

Admittedly, the rental market can be modeled in other ways. This
formulation captures that the return of rental investments should be
closely related to the return of other assets. An additional advantage
of using this approach is that it yields a tractable closed-form solution
for the rental price and the net benefit of owning (see equation (1.16)),
which is key to understanding how the MID affects the demand for
owner-occupied housing.

1.2.3 Government

The role of the government in the model is to provide retirement ben-
efits to households, collect bequests and distribute these to surviving
households, and tax the agents in a manner that replicates the U.S.
tax system. Households pay five different taxes. The local level labor
income tax, the payroll tax, the capital income tax, and the property
tax are modeled linearly, as shown in equation (1.7). In contrast, the
federal labor income tax is given by a function that mimics the U.S.
federal tax and transfer system. The labor income tax function takes
earnings net of deductions ¢ as its argument and is assumed to be
continuous and convex, following Heathcote et al. (2017). Specifically,

TG =5-25"""", (1.10)
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where A\ governs the tax level, and 7P determines the degree of pro-
gressivity.

The type and amounts of deductions a household takes affect tax-
able earnings. Before retirement, households can itemize deductions,
opt for the standard deduction, or not deduct at all. Itemized de-
ductions, including mortgage interest payments, are only permissible
as long as the sum of these exceeds the standard deduction. During
retirement, households can only use the standard deduction or not
deduct at all. To summarize, households’ taxable earnings are such
that 7'(7) is minimized, subject to

je {{max(y —ID,0),max(y — SD,0),y}, ifj < Jpe and ID > SD (1.11)

{max(y — $D,0),y}, otherwise

where ID = 7™™m + "pph + Tly.

The max operators reflect the fact that taxable earnings must be
nonnegative. SD is the common exogenous amount that can be
deducted if households opt for the standard deduction, while I D is the
sum of itemized deductions that includes mortgage interest payments,
property tax payments, and local tax payments. These are among
the most important deductions in the U.S. tax code (Lowry, 2014).
The parameter 7" is the mortgage deductibility rate in the economy
and it is the parameter of interest in this paper. In line with the
U.S. tax code, 7™ is set to one in the benchmark model. In other
words, all mortgage interest payments are deductible from earnings
when calculating taxable earnings for an itemizing household. From
equations (1.6), (1.7), (1.10), and (1.11), we see that the MID reduces
taxable earnings, and hence increases cash-on-hand, provided that the
agent itemizes tax deductions and has a mortgage.

Rental firms pay two taxes: the property tax on their rental stock
and the capital income tax on their accounting profits. In total, the
government’s tax revenues from households and rental firms are given
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by

J 1 1
TR:ZHj/ I dz’—l—/ (r°rhy + 7"puhy) df, (1.12)
= o 0

where 7 indexes households, f indexes rental firms, II; is the age distri-
bution of households, and I" are total taxes as defined in equation (1.7).
We assume that both households and rental firms are of unit measure.
The government uses part of the tax revenues to finance the retirement
benefits. The remaining revenues are allocated to spending that does
not affect the other agents.

The government collects bequests in the form of bonds, houses,
and mortgages from households who die. After the government has
received these bequests, it earns the interest on bond holdings, sells
the houses and incurs the transaction costs of selling, and pays off
any outstanding mortgages including interest. Thus, the net amount
collected from households is given by

-1

J
BQ =Y ;01— @-)/ (0 )0l + (1= )iy — (1+ r)mty) di (1.13)

j=1 0

In the initial economy with MID, the government distributes some
of these bequests to cover the initial asset holdings of newborns,
whereas the remainder is, for simplicity, assumed to cover wasteful
government spending. Thus, in the initial steady state, inheritance a
in equation (1.6) is zero for all households of age j > 1.

Altering the MID is likely to affect the amount of bequests left
behind. To capture the welfare effects of changes in the bequests
collected, we assume that any increase or decrease in bequests is
distributed to surviving households (except newborns) in proportion
to a household’s permanent earnings in the previous period, i.e.,
a; = yzj—1 for j > 1. Specifically, the parameter v is adjusted such
that the amount distributed equals the change in bequests collected.
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1.2.4 Equilibrium

In the equilibrium of the model, house and rental prices are endoge-
nously determined and they adjust to ensure that the demand for
housing equals the supply of housing. The model setting can be inter-
preted as a small open economy, where houses can only be purchased
by residents and the interest rates on risk-free bonds and mortgages
are taken as given.

In the initial steady state with MID, i.e., 7,,, = 1, we set the house
price p,, equal to one. House values (price times size) are comparable to
the data as the supply of housing quantity (size) is perfectly elastic and
households’ preferences ensure that a realistic share of expenditures
is spent on housing. With the house price at hand, the rental price
pr is easily computed from equation (1.9). The rental market clears
automatically as we let the rental companies cater any demand for
rental units. Taking house and rental prices as given, we solve for the
value and policy functions of the households and proceed by simulating
the economy. The aggregate housing supply is then given by the overall
demand for housing services. In the remainder of the analysis, the
housing supply is fixed at this initial level, but its composition is
flexible.

When we solve for the steady-state equilibrium without MID, i.e.,
Tm = 0, the demand for housing is affected and the house and rental
prices adjust to clear the housing market. Further, we solve for the
average labor income tax rate A, such that the government’s tax
revenues are the same as in the initial steady state, and the bequest
rate =, such that any changes in bequests left behind are distributed
to the households. Additionally, a change in the house price affects the
purchasing power of a household that receives bequests. To capture
the change in purchasing power, the net worth ¢’ that enters the utility
function for bequests is deflated by a price index a + (1 — a)pp,.

To compute a transitional equilibrium, we first choose a sequence
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of mortgage interest deductibility parameters {7/"}{=1 where T is
the last transition period. We then solve for the sequences of house
and rental prices, {pn¢, pre }i=1, and the sequences of the parameters
governing the average labor income tax rate {\;}!=7 and the bequest
rate {v}i=T, such that for all t € {1,..., T}, total housing demand
equals the initial housing stock, tax neutrality is achieved, and any
changes in bequests are distributed to the households. In the transition,
the removal policies are implemented unexpectedly and households
have perfect foresight of the transition paths of the deductibility
parameter, house and rental prices, as well as the tax and bequest
parameters. Any unexpected change in the house price in the first
period of the transition, affects the profits of the rental companies.
We assume that any profit changes in the first period of the transition
are distributed to the homeowners in proportion to their cash-on-
hand x. For a detailed description of the equilibrium definitions,
the computational methods, and the solution algorithms, see the
Appendices.

1.3 The MID and the benefit of owning

To better grasp the mechanisms behind the results in this paper, it
is useful to understand why households want to own a house in the
model and how this is affected by the MID. Our discussion builds upon
previous work on the user cost of owning by, e.g., Diaz and Luengo-
Prado (2008), but here we distinguish between those who itemize
deductions and those who do not, as this is central to our analysis.
We compare a household who owns a house of size h' to a similar
household who instead obtains the equivalent housing service s = h’/
on the rental market. The ex-post net benefit of owning NB¥", in
any period, is given by

NBOwn _ UCRent _ UCOwn7 (114)
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where UCT™ is the user cost of renting and UCP"" is the user cost
of owning. Intuitively, the net benefit of owning is positive whenever
owning is less costly as compared to renting.

The user cost of renting is given by p;s, i.e., the rental price times
the size of the rental unit. The user cost of owning is more complicated,
as an owned house is an asset that comes with the possibility of debt
financing. To keep the analysis in this section tractable, we make a
few simplifying assumptions as compared to the full model. First,
we abstract from any risk by assuming that prices are constant over
time and that the earnings in the next period 3’ are known. Second,
we assume that the interest rate on mortgages r is equal to the
risk-free rate r. Third, we abstract from the possibility of selling and
buying a house and hence, from the transaction costs that occur when
doing so. Fourth, we assume that local labor income taxes are not tax
deductible.

Given the modifications to the full model, the user cost of owning
includes the sum of four costs. First, there is a maintenance cost of
6"h!. Second, there is an opportunity cost of equity. If the equity
had not been invested in the house, it would have yielded an after tax
return of 7(pph' —m’), where 7 = (1 — 7°)r is the net of tax risk-free
rate. Third, a homeowner needs to pay a property tax on the house.
This property tax cost is modeled as a fixed share of the house value,
and is given by Thp%h’ . Last, a homeowner incurs a cost whenever it
uses a mortgage to finance its dwelling. The borrowing cost is simply
the interest payment on the mortgage rm’.

The costs of owner-occupied housing can be reduced whenever a
homeowner chooses to itemize deductions rather than simply opt for
a standard deduction. The sum of the itemized deductions amounts
to ID' = 7p} B + 7™rm’, and is subtracted from earnings which, in
turn, are subject to the progressive tax schedule T'(3’). Importantly,
any itemized deductions in excess of the standard deduction reduce
the tax liabilities of the homeowner and therefore lower the effective
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cost of property taxes and mortgage financing. The total benefit from
being able to itemize deductions is given by

1D’ A

I Ty (y — D)dD,

SD
where I¢ is an indicator variable for itemized tax deductions. The user
cost of owning is the present value of the sum of all costs, adjusted
for deductions

1 1D’ A
Ucovn = 157 <(5hh' + 7(pph! = m') + 0+ rm! — 19 Ty (y — D)dD> . (115)
T SD

Substituting equations (1.9) and (1.15) into (1.14), we get

1D’

1 (57- - 5h)h/ + Tcr(phh/ _ m’) + ¢ n Tg/(y/ — D)dD:| . (116)

NBOwn —
1+7

The first term is the benefit of owning due to a lower depreciation of
owned housing as compared to rental housing. The second term is the
benefit of investing equity in an asset (housing) where the return is
not taxed, compared to investing in bonds where the return is taxed at
a rate 7¢. This benefit to owner-occupied housing arises because the
imputed rent is not taxed. The last term consists of the tax benefits
of owner-occupied housing due to property tax and mortgage interest
deductions. Thus, the above measure of the net benefit of owning
encapsulates the main features of the U.S. tax treatment of housing.
To see how the net benefit of owning is affected by the deductibility
parameter 7, it is useful to take the derivative of equation (1.16)
with respect to mortgages
Own 1 c d / N m
NBOI™ = ——— =7 + [Ty (y — ID')7™r] . (1.17)

™ L

An increase in the mortgage level, and consequently a reduction in
equity, has two effects on the net benefit. On the one hand, the
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reduction in equity means a smaller benefit resulting from the lack
of taxation of imputed rent, which is captured by the first term. On
the other hand, since mortgage interest payments are tax deductible
(7™ =1 in the initial steady state), the increased mortgage results in
larger deductions and hence a higher net benefit.

Overall, equations (1.16) and (1.17) are key to understanding how
the MID affects the net benefit of owning and, subsequently, the
demand for owner-occupied housing. First, the MID increases the
net benefit of owning by decreasing the cost of mortgage financing
only for those who itemize deductions. In the full model, itemizing
households are those with relatively large mortgages, houses, or earn-
ings, or a combination of the three. Second, the net benefit of owning
due to mortgage interest deductions is increasing in the marginal
tax rate. Figure 1.2 illustrates that the marginal tax rate differs
substantially between households, leading to significant differences in
the user cost of owning between households. Third, the net benefit
of owning is positive regardless of the MID, due to the difference
in the depreciation rates, the lack of taxation of the imputed rent,
and the property tax deduction. In the full model, transaction costs,
borrowing constraints, the mortgage interest spread, and the minimum
size of owner-occupied housing hinder some households from owning
and make some households prefer renting.

1.4 Calibration

We calibrate the model to the U.S. economy. To avoid capturing
business-cycle movements in the data, calibration figures are taken
from pooled data over the period 1989 - 2013, subject to data avail-
ability. Most of our parameters are calibrated independently, based
on data or previous studies, whereas the remaining parameters are
calibrated using simulated method of moments.
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1.4.1 Independently calibrated parameters

Yearly parameter values taken from other studies or calculated directly
from the data are listed in Table 1.1.

Parameter Description Value
o Coefficient of relative risk aversion 2
Tt Local labor income tax 0.05
T¢ Capital income tax 0.15
755 Payroll tax 0.153
rh Property tax 0.01
T Mortgage interest deductibility 1
r Interest rate 0.03
K Yearly spread, mortgages 0.014
¥ Bequest rate 0
0 Down-payment requirement 0.20
[ Payment-to-income requirement 0.28
o Depreciation, owner-occupied housing  0.03
I~ Home insurance 0.005
b Transaction cost if buying house 0.025
S Transaction cost if selling house 0.07
< Refinancing cost 3.0
R Replacement rate for retirees 0.5

Bma Maximum benefit during retirement 51.1

Table 1.1: Independently calibrated parameters, based on data and other
studies

Note: The table presents calibrated parameter values. The values are annual
for relevant parameters. When simulating the model, we adjust these values to
their three-year (one model period) counterparts. The refinancing cost ¢" and the
maximum benefit during retirement B"™“* are in 1000’s of 2013 dollars.

Demographics and preferences

The households enter the economy at age 23. The probability of a
household dying between two consecutive ages is taken from the Life
Tables for the U.S. social security area 1900-2100 (see Bell and Miller
(2005)). We use the observed and projected mortality rates for males
born in 1950. In the model, the retirement age is set to 65, and we
assume that all households are dead by the age of 83. Using data
from the Panel Study of Income Dynamics (PSID), we specify the



1.4. CALIBRATION 25

equivalence scale e; as the square root of the predicted values from a
regression of family size on a third-order polynomial of age. In the
CRRA utility function, we set the coefficient of relative risk aversion
o to 2, which is widely used in the literature.

Assets and bequests

The initial asset holdings for households are calibrated as in Kaplan
and Violante (2014). We divide households aged 23-25 in the Survey
of Consumer Finances (SCF) into 21 groups based on their earnings.
For each of these groups, we calculate the share with asset holdings
above 1,000 in 2013 dollars and the median asset holdings conditional
on having assets above this limit. The median asset value for each
group is scaled by the median earnings among working-age households
(23-64) in the SCF data. For model purposes, we rescale these asset
values with the median earnings of working-age households in our
model.

The parameter «y, which determines how much bequests each
household receives, is set to zero in the initial steady state. When
conducting the policy experiments, this parameter is adjusted to
account for changes in bequests.

Tax system

The local labor income tax rate 7' is set to 0.05, which is the average
state and local labor income tax rate for itemizers in 2011 (Lowry,
2014). The capital income tax 7¢ is set to 0.15, to match the maximum
rate that applies to long-term capital income for most taxpayers. In
the U.S., the payroll tax is levied equally on both the employer and
the employee, and amounts to 15.3 percent of earnings (Harris, 2005).
Since there is no explicit production sector in our model, we let
the full tax burden fall on the worker by setting 7°° to 0.153. The
American Housing Survey (AHS) shows that the median amount of
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real estate taxes per $1,000 of housing value is approximately 10
dollars.'! Following this estimate, we set the property tax parameter
7" t0 0.01.

The mortgage interest deductibility rate 7 is our parameter of
interest. In the analysis we alter this parameter from one to zero,
where the benchmark economy is characterized by full deductibility
(t"=1).

Market setting

The interest rate is estimated from market yields on the 30-year
constant maturity nominal Treasury securities, deflated by the year-
to-year headline Consumer Price Index (CPI). The average real rate
over the period 1997 to 2013 is 3.4 percent (Federal Reserve Statistics
Release, H15, and the Bureau of Labor Statistics, Databases & Tables,
Inflation & Prices). We set the real interest rate r to 0.03. Using
the Federal Reserve’s series of the contract rate on 30-year fixed-rate
conventional home mortgage commitments over the period 1997 to
2013, we find that the average yearly spread to the above Treasuries
is 1.4 percentage points. Consequently, we choose a yearly spread for
mortgages x of 0.014, implying a mortgage interest rate r™ of 0.044.

Similar to Floetotto et al. (2016) and Sommer and Sullivan (2018),
we set the minimum down-payment requirement 6 to 0.20 in the model.
The payment-to-income requirement v is taken from Greenwald (2018)
and is set to 0.28.

The depreciation rate of owned housing is set to 3 percent. This
follows from the estimate of the median depreciation rate of owned
housing, gross of maintenance, in Harding et al. (2007). The transac-
tion costs of buying and selling a house are taken from Gruber and
Martin (2003). They use the median transaction costs from CES data

HSee table C-10-00 in the 2011 and 2013 American Housing Survey, and table
3-13 in the 2009 wave.
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and estimate the costs of buying and selling to be 2.5 and 7 percent
of the house value, respectively. The home insurance is calibrated to
match the median property insurance payment in the AHS. In the
2013 AHS, this is roughly half of the median property tax payments,
thus we set ¢/ to 0.005.

The fixed refinancing cost ¢" is set to 3,000 in 2013 dollars and is
the sum of application, appraisal, inspection, and survey fees, along
with attorney review, and title search and insurance costs. Data on
the different costs are taken from the Federal Reserve. We use the
average of the low and high estimates for these costs.?

Labor income

In this section, we outline the central elements of our estimation
procedure, and relegate a more detailed description of the data and
estimation method to Appendix 1.D. The labor income process is
similar to that of Cocco et al. (2005). We estimate a deterministic
life-cycle profile of earnings and include the idiosyncratic earnings
risk via permanent and transitory shocks. At each age j, household ¢
receives exogenous earnings y;;. For any household, the log earnings
before retirement are

log(yij) = o; + g(]) + 145 + Vi for 7 < Jret, (1.18)

where «; is a household fixed effect with distribution N(0,02). The
function g(j) represents the hump-shaped life-cycle profile of earnings.
The remaining two terms, v;; and n;;, capture the idiosyncratic earn-
ings risk. The former is an i.i.d. transitory shock with distribution
N(0,02). The latter, n;;, allows for households’ earnings to perma-
nently deviate from the deterministic trend, and is assumed to follow

12For the estimates of the different costs, see ”A consumer’s guide to mortgage
refinancing”, available at
https://www.federalreserve.gov/pubs/refinancings/default.htm.
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a random walk
nij = nij-1+1m;  for j < Jrer, (1.19)

where 7;; is an i.i.d. shock, distributed N(0,0’%). All shocks are
assumed to be uncorrelated with each other. Note that log earnings
are represented by the sum of a permanent component, log(z;;) =
a; + g(j) + nij, and a transitory component v;;. The permanent
earnings state variable in the model is given by z;;.

During retirement there is no earnings risk. Households receive
benefits given by

log(yi;) = min (log(R) + log(2; J,..), log(B™**))  for j €]Jres, J], (1.20)

where R is a common replacement rate for all households and B™**
is the maximum amount of benefits a household can receive. For
simplicity, retirement benefits are a function of permanent earnings in
the last period before retirement only.

Equations (1.18) and (1.19) are estimated using PSID data for the
survey years 1970 to 1992, following Cocco et al. (2005). The deter-
ministic life-cycle profile g(j) is estimated by regressing log household
earnings on dummies for age, marital status, family composition, and
education. We control for household fixed effects by running a linear
fixed effect regression. A third-order polynomial is fitted to the mean
predicted earnings by age.

The variances of the transitory o2 and permanent 0% shocks are
estimated in a similar fashion as in Carroll and Samwick (1997). The
variance of the fixed effect shock o2 is identified as the variance of
earnings, net of the deterministic trend value in the first period of
working life, that is not explained by the estimated variances of the
transitory and the permanent shocks. Table 1.2 presents the resulting
variances.
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Parameter Description Value

a2 Fixed effect  0.095
ol Permanent  0.030
o’ Transitory  0.028

Table 1.2: Estimated variances of three-year shocks

Note: During working age, households receive permanent and transitory earnings
shocks. In addition, households obtain a fixed effect shock when they enter the
economy. During retirement there is no earnings risk. Estimated using PSID data.

The maximum allowable benefit during retirement, B™** in equa-
tion (1.20), is calculated using data from the Social Security Adminis-
tration (SSA). The common replacement rate R is set to 50 percent,
as in Diaz and Luengo-Prado (2008).

1.4.2 Estimated parameters

Table 1.3 shows the structural parameters calibrated by simulated
method of moments, along with a comparison between data and model
moments. Unless otherwise stated, we use data from the SCF, where
we pool the 1989 to 2013 survey years.

Although all the parameters are jointly determined in the simulated
method of moments, some parameters are especially important for
some moments. The discount factor § impacts households’ savings
and borrowing decisions. Hence, this parameter is used to match the
median LTV. The depreciation rate of rental housing 6" affects how
favorable owner-occupied housing is relative to rental housing, which
in turn impacts how early in life households become homeowners.
Therefore, this parameter is used to target the homeownership rate
for those under the age of 35. The minimum owner-occupied house
size h is calibrated to match the overall homeownership rate. The
parameter « determines the weights on consumption and housing
services in the utility function. We use this parameter to calibrate
the median house value relative to earnings, conditional on owning.
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Parameter Description Value Target moment Data Model

B Discount factor 0.93  Median LTV 0.35  0.35
o Depreciation rate, rentals 0.047 Homeownership rate, age < 35 0.44 0.44
h Minimum owned house size 137.0 Homeownership rate 0.70 0.70
o Consumption weight in utility — 0.76  Median house value-to-earnings 2.30  2.30
q Luxury parameter of bequest ~ 135.6 Net worth p75/p25, age 68-76 5.30 5.61
v Utility shifter of bequest 6.5  Median net worth, age 75/50 1.43 1.43
A Level parameter, tax system 1.66  Average marginal tax rates 0.13 0.13

SD Standard deductions 8.02  Itemization rate 0.53  0.53
TP Progressivity parameter 0.14  Distr. of marginal tax rates See text

Table 1.3: Estimated parameters

Note: Parameters calibrated by simulated method of moments. The third column
shows the resulting parameter values from this estimation procedure. The values
are annual when applicable. When simulating the model, we adjust these parameter
values to their three-year (one model period) counterparts. The minimum owned
house size h and the standard deduction SD are in 1000’s of 2013 dollars. The fifth
column presents the values of data moments that are targeted. The last column
shows the model moments that are achieved by using the parameter values in
column three.

The bequest function has two parameters; ¢ determines the extent to
which bequests are luxury goods, and v determines the strength of the
bequest motive. The former is calibrated to capture the dispersion in
net worth among old households, measured as the ratio of net worth
in the 75th percentile to the 25th, for ages 68 to 76. The latter is
calibrated to fit the difference in net worth between working-age and
retired households. As a target, we use the ratio of median net worth
for ages 75 and 50. We use the parameter A, which governs the level
of the convex tax and transfer function 7'(7), to target the average
marginal tax rate. The target is taken from Harris (2005). We calibrate
the standard deduction to match the fraction of the working-age
population that itemize tax deductions. Using self-reported rates for
working-age households, the itemization rate is 0.53.13 Our calibrated
standard deduction is about 8,000 in 2013 dollars, which is within

131n this case, we do not include households aged 23-25 when we compute the
model moment. These ages correspond to the first model period, where households
by construction cannot deduct property taxes or mortgage interest payments.
Hence, the itemization rate is artificially low in the model for this age group.
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the range of standard deductions available to single filers ($6,100) and
married households filing jointly ($12,200) in 2013.

The parameter determining the progressivity of the federal labor
income tax 7P, is set to match the distribution of households exposed
to the different statutory marginal tax rates. We minimize the sum of
the absolute values of the differences between the shares of households
exposed to the statutory tax brackets in data compared to in the
model. For this estimation procedure, we allocate households to their
nearest tax bracket in the model, and we use data on shares from the
Congressional Budget Office in 2005 (Harris, 2005). The statutory tax
brackets we use are consistent with the tax code from 2003 to 2012
(The Tax Foundation, 2013). The resulting progressivity parameter
value is 0.14, which is close to that in Heathcote et al. (2017). Figure
1.1 displays the fractions of the working-age population exposed to
the different statutory marginal tax rates in the data (Harris, 2005)
versus in the model.

0.5

Il Model (interpolated to nearest)
0.4 [IData (CBO, 2005)

0.3
0.2

0.1

0 10 15 20 25 28 33
Statutory tax bracket

Figure 1.1: Fractions of taxpayers facing different marginal tax rates
Note: The model refers to the results from the initial steady state with MID. For
comparison purposes, we interpolate households’ marginal tax rates to the nearest

tax brackets, as the labor income tax schedule is continuous in the model. The
data is from Harris (2005).
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1.4.3 Model fit

As is evident in Table 1.3, the calibration enables the model to success-
fully hit the target moments. However, the reliability of our results
does not only depend on how well the model performs with respect to
aggregate measures. It also depends on the distributions and life-cycle
profiles of relevant variables.

The life-cycle profiles of homeownership, LTV, and mortgage-to-
earnings are key indicators of the heterogeneity in exposure to the
mortgage interest deductibility. Comparisons to SCF are displayed in
Figure 1.2. The model performs well with respect to these variables,
both in terms of magnitudes and life-cycle patterns, although there
are some discrepancies. The model also produces a decent fit of the
median house-to-earnings, which is a measure of exposure to price
changes in the housing market. The jump in the median house-to-
earnings at age 65 in the model is a result of households retiring with
certainty at that age.

Data on U.S. tax returns and the SCF show that the fraction of
households that itemize deductions is increasing in earnings and that
there is a strong skewness in MID claims.!4 In the 2013 tax filings, only
about four percent of those earning less than $15,000 (24 percent of
all returns) itemized deductions, and they merely claimed two percent
of all mortgage interest deductions. This stands in sharp contrast
to comparable numbers for those earning more than $100,000 (top
15 percent). They claimed 55 percent of the total mortgage interest
deductions, and more than 82 percent used itemized deductions. A
similar skewness is apparent in the SCF, although somewhat less
pronounced. As seen in Figure 1.3a and Figure 1.3b, our model is able
to replicate these important patterns: high earners itemize the most

The tax return data is publicly available at the IRS webpage. We use data
from “SOI tax stats - individual statistical tables by size of adjusted gross income”,
tables 1.4 and 2.1.
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Figure 1.2: Comparison of model versus data: non-targeted profiles

Note: The model refers to the results from the initial steady state with MID. The
data is taken from Survey of Consumer Finances (SCF), survey years 1989-2013.

and claim a disproportionately large share of the mortgage interest
deductions.
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(a) Fractions that itemize (b) Fractions of mortgage interest de-
ductions

Figure 1.3: Ttemizers and MID claims in the initial steady state, across
earnings quintiles

Note: Working-age households only. The data is taken from the SCF, survey
years 1995-2013 (the data on itemization is missing in the 1989 and 1992 waves).
Mortgage interest deductions are computed from reported mortgages and interest
rates for those who itemize.

1.5 Results

1.5.1 What are the long-run effects of removing the
MID?

What would the level of house prices in the U.S. be if households
were not able to deduct mortgage interest payments? Does the MID
promote homeownership? What fraction of American households
would prefer to be born into a world without the MID, and how much
would they gain or lose?

These questions regarding the long-run implications of removing
the MID are all addressed in this section. Although the focus of
this paper is on the transitional dynamics of repealing the MID, the
answers to these questions are also relevant for our purpose. Indeed,
it is difficult to motivate a study of the short-run dynamics if the
long-run welfare effects are negative. Moreover, the key mechanisms
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in the long run are also at work in a transition.

In order to study the long-run effects of removing the MID, we
compare the initial steady state with MID to a new steady state
in which the possibility to deduct mortgage interest payments is
repealed. Specifically, we study the effects of changing the deductibility
parameter 7" from the initial value of one to zero, while imposing tax
neutrality and accounting for changes in bequests. The labor income
tax level parameter A is adjusted so that the net tax revenue for the
government is unchanged between the steady states. We alter the
bequest parameter v to distribute any changes in bequests.

Prices and aggregates

Table 1.4 presents a comparison of the two steady states for a num-
ber of key variables. Overall, the new steady state without MID is
characterized by lower house and rental prices, higher homeownership,
reduced indebtedness, lower taxes, and more bequests. The price
decrease is driven by a downward shift in the demand for housing
among homeowners who often itemize. These households experience
an increase in the user cost of owning, as discussed in section 1.3.
If the house price is held constant, households in this group would
wait longer until they buy their first house, and buy smaller houses.
When the house price is allowed to decline, households who often
itemize do no longer postpone their house purchases, but they still
demand smaller houses. Overall, in the new steady-state equilibrium,
the homeownership is virtually unchanged for this group of households,
whereas they demand smaller houses.

For those who seldom itemize, the lower house price has a positive
effect on homeownership. Some households who would never own a
house in the initial steady state are homeowners in the new steady
state. Indeed, the fraction of households that own a house at some
point in life increases by about one percentage point (see fraction ever-
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owner in Table 1.4). Moreover, those who own a house but seldom
itemize in the initial steady state choose to buy their first house earlier
in the new steady state. Overall, the homeownership rate increases by
approximately one percentage point to around 71 percent. This result
confirms the findings and the underlying mechanism in Sommer and
Sullivan (2018). They document that removing the MID is associated
with an increase in the homeownership rate due to the fall in the house
price.

In Table 1.4, we see that the mean mortgage level decreases sig-
nificantly. This is primarily driven by households that often itemize.
The fall in the mortgage level is not only caused by the higher cost of
mortgage financing, but also by the change in house sizes and the fall
in the house price. Since it is the itemizing households that demand
smaller houses and are directly affected by the MID, they are also
those that decrease their mortgage levels the most.

MID No MID Relative
difference (%)

House price 1 0.965 -3.47
Rental price 0.238 0.234 -1.66
Homeownership rate 0.70 0.71 1.88
Fraction ever-owner 0.88 0.89 1.59
Mean owned house size 215 211 -2.15
Mean LTV 0.36 0.31 -12.09
Mean mortgage 74 60 -19.29
Mean bond holdings 20.6 21 1.81
Mean marginal tax rate 0.150 0.146 -2.59
Mean bequest collected 152 158 3.57

Table 1.4: Long-run effects on prices and aggregates of removing the MID

Note: The first column shows prices and aggregate measures in the initial steady
state with MID, whereas the second column shows the corresponding values in the
steady state without MID. The rental price corresponds to a three-year (one model
period) cost of renting. “Fraction ever-owner” is the fraction of households that
own a house at some point during their life. The mean house size, LTV, and the
mortgage level are conditional on owning. The mean owned house size, mortgage,
bond holdings, and bequest collected are in 1000’s of 2013 dollars. The mean
marginal tax rate is gross of deductions.
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Why are U.S. households better off without the MID in the

long run?

We use the ex-post consumption equivalent variation (CEV) as our
welfare measure. This is defined as the per-period percentage change
in realized consumption that is required in the steady state with
MID to make a household indifferent to an economy without MID.
Formally, let V be the discounted welfare and (¢ ;, 3 j, q; ;) be the
realized consumption, housing services, and net worth in the steady
state without MID,

1%

J j—1
> (ﬁj_l 11 ¢k) U@ 515) + B0 = 6)U”(d )]
j=1 k=1

Then, for each household we solve for A that makes the discounted
welfare under the two tax regimes equal

j—1

J
2 (Bj‘l II ¢k) U3 (14 D)eigysig) + B = 6)U"(dl)] = V.

J
k=1

where (c; j, si 5, ql’-J) are the realizations of each variable in the steady
state with MID. If we set A to zero, the left-hand side of this equation
is simply the discounted welfare in the initial steady state. In the
remainder of the paper we will refer to A as CEV. We are also
interested in what fraction of households that benefit from a removal,
which we define as the share of households with a CEV greater than
or equal to zero.

An overwhelmingly large fraction, 88 percent of households, are
better off being born into the steady state without MID, see the last
column in Table 1.5. On average, the welfare gain of being born
into the steady state without MID is equivalent to that of increasing
consumption by 0.91 percent in all periods in the initial steady state.

The direct effect of no longer having the mortgage subsidy is
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negative as seen in the first column of Table 1.5. Yet a large fraction
of households experience a small or no loss. Even with MID in place,
many households do not itemize deductions. In addition, as seen in
Figure 1.3b, the amounts of mortgage interest deductions are highly
skewed. Households with higher earnings claim a disproportionately
large share of the total mortgage interest deductions. Most itemizing
households deduct relatively modest amounts of mortgage interest
payments.

There are three equilibrium effects that improve households’ wel-
fare: the lower house and rental prices, the lower labor income taxes,
and the increased bequests. The lower house price in the steady state
without MID makes both rental and owner-occupied housing more
affordable, which increases welfare. Importantly, the lower house price
reduces the equity requirement and makes the PTI requirement less
stringent. This enables more households to become homeowners and
allows some households to purchase a house earlier. In the second
column in Table 1.5, we see that the price adjustment is sufficient
to create significant positive welfare effects, and 74 percent would
prefer to live in a world without MID. The lower labor income tax
and the increased bequests in the new steady state further increase
the welfare for all households. Households at the top of the earnings
distribution constitute the only group for which the direct negative
effect of removing the MID outweighs the benefits of lower equilibrium
prices and taxes and higher bequests.

1.5.2 What are the effects of an immediate removal of
the MID?

Our results in the previous section suggest that U.S. households would
be considerably better off in a world in which they cannot deduct
mortgage interest payments. However, the long-run analysis does not
touch upon another important question: is a repeal of the MID also
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Mean CEV (%) -0.54 0.32 0.78 091
Fraction in favor 0.15 0.74 0.85 0.88
Rental and house prices adjust - v v v
Tax neutrality - - v v
Bequests adjust - - - v

Table 1.5: Long-run welfare effects of removing the MID, for newborns

Note: Mean CEV (%) refers to the average consumption equivalent variation in
percent, for newborns. For example, the average welfare effect of removing the
MID when house prices, taxes, and bequests adjust is equivalent to a 0.91 percent
increase in consumption in all periods, in the initial steady state. The fraction in
favor is the fraction of newborns with a CEV greater than or equal to zero.

beneficial for current households? To shed some light on this question,
we need to consider the short-run effects. In this section, we present
the results of an immediate removal of the MID, i.e., 7/ = 0 for all
t>1.

Who are the winners and losers from a reform?

In order to evaluate the welfare effects of the immediate removal, we
consider the lifetime gains and losses incurred by households alive when
the policy is implemented. These welfare effects can differ markedly
from the long-run analysis, as households have made long-term deci-
sions based on the presumption that they can deduct mortgage interest
payments. As is shown in the analysis below, the welfare effects there-
fore tend to be significantly lower and much more dispersed.

Similar to the steady-state analysis, there are four main factors
influencing how a household is affected by the removal policy. First,
households that itemize deductions and have a mortgage are directly
negatively affected by a reduction of the MID. Second, the sudden
fall in the house price, as seen in Figure 1.4, reduces the home equity
for existing homeowners, while renters benefit from less stringent
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constraints in the housing market and lower rental prices. Third, all
households are positively affected by an instant fall in the labor income
tax level since the government no longer subsidizes mortgage financing.
Finally, the unexpected fall in the house price lowers the values of
bequests, which affects all households negatively. A detailed overview
of the transitional dynamics is presented in Section 1.5.3, where we
compare the immediate policy to alternative removal policies.

1
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Figure 1.4: House price dynamics from an immediate removal of the MID

On average, the immediate removal policy results in significant
welfare losses for current U.S. households. The average welfare effect
of an immediate removal is equivalent to a 0.4 percent decrease in
consumption in all remaining periods in the initial steady state and
only 39 percent would gain from such a reform. This stands in sharp
contrast to the long-run analysis, where 88 percent would benefit from
a world without MID.

Furthermore, we could not find a one-time cash transfer scheme
that, in combination with the removal, would lead to a Pareto improve-
ment. Taxing all winners and compensating all losers such that every
household is indifferent between a reform and no reform would produce
a transfer-scheme deficit of 1.2 percent of average cash-on-hand.

The aggregate results mask important heterogeneous welfare effects.
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Figure 1.5 displays the distribution of welfare changes in the first period
of the transition. Based on this distribution, we allocate households
into four groups as indicated by the vertical lines in the figure. The
first group contains the households who experience the largest welfare
losses in the transition. The second group contains the households
with less extreme, but still sizable negative CEVs. The third group is
made up by a mass of households that have CEVs around zero. The
households in the right bell of the distribution are allocated to the
fourth group. Table 1.6 presents key characteristics for the different
groups.

The bimodal shape of the CEV distribution stems from differences
in welfare effects between homeowners and renters. The mass around
the right-hand peak consists of renters, while the mass around the
left-hand peak, groups one to three, consists of homeowners. Renters
are not directly affected by the removal of the MID, but benefit from
the lower rental price, relaxed LTV and PTI constraints in the housing
market, and lower taxes.

0.015
0.01
0.005
0 ,.../
-4 -2 0 2
CEV (%)

Figure 1.5: The distribution of welfare effects under the immediate removal
policy

Note: CEV (%) refers to the ex-post consumption equivalent variation in percent,
for all households that are alive in the first period of the transition. The vertical
lines allocate households into different groups based on their welfare effects. See
Table 1.6 for key characteristics of these groups.
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Group: 1 2 3 4
CEV range: <—-25 [-2.5,-0.5] [-0.5,0.5] >0.5
Working age:
Mean CEV -3.09 -1.18 -0.13 1.23
Homeownership rate 1 0.98 0.87 0.03
Itemization rate 0.99 0.84 0.56 0.01
Age 38 45 47 37
Earnings 133 106 85 44
House size 310 231 180 165
Mortgage 219 119 67 71
LTV 0.71 0.54 0.41 0.42
Retirement age:
Mean CEV -4.57 -1.39 -0.19 1.19
Homeownership rate 1 1 1 0.03
Age 79 70 68 74
Earnings 42 40 28 15
House size 235 218 161 146
LTV 0.02 0.03 0.05 0.07

Table 1.6: Characteristics of winners and losers in the short run

Note: Groups 1 to 4 correspond to the four groups indicated by the vertical lines
in Figure 1.5. Thus, the welfare effects are those experienced under the immediate
removal policy. Other measures correspond to mean values of households in the
event that the MID is not repealed. House size, mortgage, and LTV are conditional
on owning a house. Earnings, house size, and mortgage are in 1000’s of 2013
dollars.

Homeowners realize several negative effects in the short run, but
the extent to which they are affected varies with the household charac-
teristics. By comparing the three groups of homeowners in Table 1.6,
we see that the CEV is decreasing in mortgages, permanent earnings,
and the itemization rate for working-age households. Homeowners
with larger mortgages and higher earnings benefit more from itemizing
deductions. Consequently, they are relatively worse off when they can
no longer deduct mortgage interest payments, as represented by the
long, thick tail of negative values in Figure 1.5. Table 1.6 also shows
that households with lower CEVs on average own larger houses, which
primarily reflects that these households are high earners. In addition,
younger homeowners tend to be worse off. This mainly follows from
younger homeowners having higher LTVs. For retired households, the
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very old with large houses are the biggest losers. These households
rely heavily on housing equity as they have low earnings relative to
wealth, and thus suffer significantly from the house price fall.

The transition also entails positive effects for homeowners, although
these are generally outweighed by the negative effects. All homeowners
benefit from the lower labor income taxes when the MID is removed,
as well as the decreased property tax payments following the fall in
the house price.

The results in Table 1.6 also help explain why a one-time cash
transfer between households cannot achieve a Pareto improvement.
Not only is a majority of households against the reform, but those
who are hurt by the removal tend to have higher life-time earnings.
This negative correlation between income and welfare implies that
relatively large transfers in absolute terms are required to compensate
the losers.

Why do we find negative welfare effects?

Other papers that have studied the short-run welfare effects of remov-
ing the MID find that a majority of households would benefit from
an immediate policy; see Floetotto et al. (2016) and Sommer and
Sullivan (2018). Our model differs from those in earlier papers along
a variety of dimensions. Although our model does not nest theirs,
three major modeling features account for most of the differences
in the welfare effects relative to Sommer and Sullivan (2018), which
is arguably the paper closest to ours in terms of modeling. These
features include having a refinancing cost of mortgages, an explicit
modeling of households in retirement, and accounting for changes in
bequests caused by a lower house price in the transition.

A refinancing cost of mortgages makes housing equity less liquid
and it is more difficult for homeowners to cushion negative shocks.
The refinancing cost makes it costly to increase a mortgage, and it is
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only worthwhile to increase a mortgage by a relatively large amount.
In the transition, the house price decline limits the amount by which
households can increase their mortgage, through the LTV constraint.
Thus, households who receive negative shocks during the transition
are less inclined to use housing equity to smooth their consumption,
resulting in lower welfare. Furthermore, refinancing costs lead to a
larger house price decline early in the transition, through a similar
mechanism. In an economy where mortgage refinancing is costly,
households are more inclined to get access to their housing equity by
selling their home, which has a negative impact on the aggregate price
level.

As we explicitly model the full life-cycle of households, we are able
to study the welfare effects of retirees. We find that homeowners in
retirement are relatively worse off when the MID is removed. Older
households hold more housing wealth, and their housing wealth rel-
ative to earnings is substantially higher as depicted in Figure 1.2d.
Furthermore, older households have fewer periods left to smooth the
negative wealth shock resulting from the house price drop. Finally,
because retirees have a higher probability of dying, they care more
about the bequests they leave behind. Thus, for many retirees, the
unexpected fall in net worth in the transition lowers their welfare.

In our analysis, households are also negatively affected by a reduc-
tion in the values of bequests received. This is crucial at the beginning
of the transition when the house price fall sharply reduces wealth.
When households receive less bequests, there is a reduction in welfare.
In contrast, Sommer and Sullivan (2018) use a standard assumption
that any accidental bequests are fully taxed and that the government
spends this revenue on activities that do not affect any agents in the
economy.

In a calibration where we remove the cost of refinancing, consider
the welfare effects of the working-age population only, and do not
distribute changes in bequests, we find a positive average welfare effect
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Mean CEV (%) 0.03 -0.14 -0.22 -0.40
Fraction in favor 0.52 046 041 0.39
Include welfare retirees - v v v
Bequests adjust - - v v
Refinancing cost - - - v

Table 1.7: Model features that can explain our negative welfare result

Note: Welfare results of an immediate removal policy. The first column shows the
results from a model specification where we do not: i) include the welfare effects
of retirees; ii) adjust bequests received by households; and iii) include refinancing
costs of mortgages. The last column shows our benchmark result. The fraction in
favor is the fraction of households with a CEV greater than or equal to zero. For a
description of CEV (%) see Note below Figure 1.5.

that is more in line with previous studies. In the first column of Table
1.7, we can see that under these assumptions, the average CEV is 0.03
percent and a majority (52 percent) of households are in favor of an
immediate removal of the MID. Moreover, the results in this table
suggest that all three model features are central for understanding
why our welfare results are lower than those in Sommer and Sullivan
(2018).

1.5.3 Do households prefer more gradual removal poli-
cies?

In the previous section, we show that an immediate removal of the
MID results in considerable negative welfare effects on average. The
negative effects are primarily driven by homeowners who can no longer
deduct mortgage interest payments and who suffer from losses in
their housing equity. Given the large positive long-run welfare effects
of an MID removal, an investigation of alternative removal policies
that could potentially improve the welfare effects for homeowners is
warranted.

To enable homeowners to adjust their asset allocations before
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the MID is repealed, we consider two policies in which the MID
is removed less rapidly.!® Under a gradual policy, households can
deduct mortgage interest payments for another 15 years (5 model
periods), but the deductible share is reduced stepwise over that period
such that {7/"}!=%° = {1,0.8,0.6,0.4,0.2,0,0, ...}. We also study an
announcement policy in which households are informed that all interest
payments can be deducted for another 15 years before the MID is
removed permanently, i.e., {7/"}I=%° = {1,1,1,1,1,0,0,...}. These
policies together with the immediate reform are depicted in Figure
1.6a.

How do short-run dynamics depend on the timing of poli-
cies?

Figure 1.6 shows the short-run dynamics for the house price, the rental
price, the average marginal labor income tax rate before deductions,
and the bequest rate, for all three policies. The house price falls most
rapidly under the immediate policy. The price fall under a given
removal policy is mainly driven by changes in the housing demand of
young itemizing households. As seen in the second row of Figure 1.2,
young households have high LTVs and mortgage-to-earnings when they
enter the housing market. As these households also tend to itemize
deductions, they respond strongly to changes in the deductibility rate.
Under the gradual and announcement policies, the response in housing
demand is smaller due to the extended possibilities to deduct mortgage
interest payments.

5For an analysis of a grandfather policy, see Appendix 1.E.
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Figure 1.6: Short-run dynamics from removing the MID, across policies

Note: Panel (a) shows how the deductibility rate is decreased under the three
policy reforms. All policies are implemented unexpectedly and households have
perfect foresight of the transition paths of prices, taxes, and bequests. Panels
(b)-(e) show how the house price, the rental price, the average marginal tax rate
before deductions, and the bequest rate behave in the short run, in response to the
paths of the deductibility rate. The rental price corresponds to a three-year (one
model period) cost of renting.
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Although the instantaneous drop in the house price is the largest
under the immediate policy, more than fifty percent of the total
price fall occurs in the first transition period for the gradual and
announcement policies. The higher present value of the future user
cost of owning instantly results in a lower demand for owned housing,
under all policies. The demand effect is reinforced by the transaction
costs associated with buying and selling a house. The transaction
costs restrain households from frequently re-optimizing their house
size, which makes a house purchase a long-term investment.

The short-run dynamics of the rental price is fully explained by the
path of house prices, as shown in equation 1.9. Under the immediate
policy, the rental price closely follows the house price, whereas the
rental price remains elevated for some periods under the more gradual
policies.

The differences in the labor income tax levels between policies
are driven by the paths of the deductibility rate and the house price.
A lower mortgage deductibility rate decreases the government’s tax
expenditures, and allows the government to reduce the labor income
tax level. On the other hand, a fall in the house price decreases the
property tax payments, which worsens the government’s budget. Under
the immediate policy, the labor income tax level can be reduced at
once. Under the gradual and announcement policies, the labor income
tax rates initially increase, as the revenue from property taxes falls
and the government still spends large amounts on interest deductions.

The initial drop in the bequest rate is driven by the unexpected
fall in the house price, which decreases the value of collected bequests.
As the fall in the house price is the largest under the immediate policy,
so is the negative effect on bequests. Along the transition, the bequest
rate increases as households’ asset holdings become increasingly similar
to those in the new steady state, where the average net worth is higher.
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How do welfare effects depend on the timing of policies?

Although the less abrupt policies give households more time to adjust
their allocations, we find that the immediate policy is actually preferred
to those policies. As seen in Table 1.8, the immediate policy has both
the highest mean CEV and is the policy with the highest share of
households experiencing welfare improvements. Thus, we find that
none of the policies are able to achieve a majority support or positive
welfare effects on average. Even in an analysis where we consider the
discounted welfare of all households that enter the economy along the
transition, the average welfare effect remains negative for all policies.'6
Moreover, we cannot find a one-time cash transfer scheme that results

in a Pareto improvement under any of the policies considered.

Immediate Gradual Announcement

Mean CEV (%) -0.40 -0.52 -0.52
Fraction in favor 0.39 0.35 0.27

Table 1.8: Welfare effects of households alive in the first period of the
transition

Note: The fraction in favor is the fraction of households with a CEV greater than
or equal to zero. For a description of CEV (%) see Note below Figure 1.5.

There are substantial differences in the CEV distributions across
policies, as seen in Figure 1.7. Naturally, the direct effect of removing
the MID is negative under all policies. The average welfare loss
from this channel is dampened under the gradual and announcement
reforms, which reduces the left-hand tail of the CEV distribution.

The slower fall in rental prices and house prices under the grad-
ual and announcement policies affects both renters and homeowners.
Renters prefer the immediate policy, since they benefit from a faster

163pecifically, the mean discounted CEV (%) would be —0.08, —0.14, and —0.16
under the immediate, gradual, and announcement policy, respectively. We discount
the welfare of newborns by $'~', noting that t = 1 is the first period of the
transition.
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decline in prices. As a result, the right-hand peak of the distribution
in Figure 1.7 is shifted to the left under the gradual and announce-
ment policies. For homeowners, the accelerated fall in the house price
under the immediate policy reduces the housing equity more rapidly,
and the losses distributed from the rental companies are higher. The
overall effect of changes in rental prices and house prices is a decrease
in average welfare. Quantitatively, this negative effect is similar in
magnitude under all policies.!”

The fall in house prices also leads to a reduction in bequests during
the first periods of the transition and has a negative impact on all
households. This negative effect is somewhat less pronounced under
the more gradual policies when the house price fall is smaller.

A lower labor income tax level benefits all households and shifts
the whole CEV distribution to the right. Households benefit the most
from labor income tax changes under the immediate policy, which
has the lowest tax rate in the first five periods of the transition. The
short-term differences in tax rates between policies have important
implications for welfare and constitute a key reason why the immediate
policy achieves the smallest welfare loss.

1.5.4 An MID removal after the Tax Cuts and Jobs Act

At the end of 2017, the Tax Cuts and Jobs Act (TCJA) was enacted
(see, e.g., Gale et al. (2019) for a summary). In this section, we take a
closer look at the welfare effects of an MID removal after incorporating
some of the main changes of the tax reform. Specifically, we focus
on two changes to the tax system: the near doubling of the standard
deduction and the new cap on deductions for state and local income
taxes and property taxes. These changes are likely to be particularly
important for an MID removal. They reduce the fraction of households

For a detailed account of the welfare effects under different equilibrium as-
sumptions, see Figure 1.10 in Appendix 1.F.
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Figure 1.7: Distributions of short-run welfare effects, across policies

Note: Distributions of welfare effects of the three policies, for households alive in
the first period of the transition. For a description of CEV (%) see Note below
Figure 1.5.

that choose to itemize deductions and thus the number of households
that benefit from the MID. There are other features of the fiscal reform
that we have not incorporated in the model because we believe that
they are unlikely to have large effects on our results.®

'8There are primarily three parts of the tax reform that are related to our
modeling framework that we have chosen to not incorporate. First, under the
TCJA it is no longer possible to deduct interest payments for home equity lines of
credit. We have no explicit role for home equity lines of credit in the model and
only 5 percent of total mortgages are home equity loans in the SCF 2013 wave.
Second, the cap on total mortgage interest payments that can be deducted was
reduced from 1M to 750k. In our model, this change affects very few households,
especially since the new cap on property tax deductions reduces the house sizes of
high-income households. Finally, the TCJA reduced the tax rates and altered the
thresholds for most federal income tax brackets. In the model, we calibrate the two
parameters of our labor income tax function to match the average marginal tax
rate in data, and the distribution of households exposed to the different statutory
marginal tax rates. We do not have data for this after the new tax rates and
thresholds were implemented, and it is therefore not obvious how the changes
should be translated into changes of the parameters. However, with lower marginal
tax rates for high-income households, the benefits of the MID are likely further
reduced with the new tax schedule. As a result, the negative effects of a removal
may be smaller.
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We operationalize the TCJA by increasing the baseline standard
deduction by a factor of 1.9 and by setting the maximum deduction for
the sum of state and local income taxes and property taxes to 10,000
in 2018 dollars.!® For simplicity, we assume that the new legislation
is permanent, although these individual tax code provisions are all
scheduled to expire at the end of 2025. Note that we do not require
the TCJA to be tax neutral, i.e., the labor income tax level is not
changed. However, we do adjust the bequest parameter ~, taking into
account that the bequests left behind may change. We proceed by
repeating the policy experiments in the previous section, but take as a
starting point the steady state with taxes set according to the TCJA.

Table 1.9 summarizes the results of the short-run policy experi-
ments, whereas the long-run results are provided in Appendix 1.G.
For all removal policies, a majority of households are against a re-
moval and the average CEV is negative. Quantitatively, the average
welfare effects are less negative compared to our benchmark results,
as the direct effect of removing the MID is reduced under the new tax
code. Under the TCJA tax code, only households with considerable
mortgages find it worthwhile to itemize tax deductions, resulting in
an itemization rate of just 9 percent. Since removing the MID affects
fewer households directly, the removal also has a more muted effect
on taxes and prices. For example, the house price fall is only about
half as large as under the baseline calibration. As a result, the welfare
losses for homeowners are smaller, but so are the welfare gains for
renters.

¥Under prior law, the 2018 standard deduction would have been 6,500 dollars
for single filers, 13,000 dollars for joint filers, and 9,550 dollars for head of household.
Under the TCJA, the standard deduction is 12,000 dollars for single filers, 24,000
dollars for joint filers, and 18,000 dollars for head of household; see Gale et al.
(2019).
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Immediate Gradual Announcement

Mean CEV (%) -0.28 -0.30 -0.26
Fraction in favor 0.39 0.38 0.35

Table 1.9: Short-run welfare effects: Tax Cuts and Jobs Act

Note: The fraction in favor is the fraction of households with a CEV greater than
or equal to zero. For a description of CEV (%) see Note below Figure 1.5.

1.6 Concluding remarks

A growing academic literature consistently shows that, in the long run,
most American households would be better off without the MID. Much
less is known about how a repeal of the MID would affect current
households and, in particular, how these effects depend on the design
of the removal policy. In this paper, we attempt to fill this gap by
taking into account transitional dynamics and studying the welfare
effects of several MID removal policies.

Our results show i) that the welfare effects of an unexpected
and immediate removal policy are negative on average and less than
forty percent of households benefit from the reform, and ii) that
more gradual policies do not improve these outcomes. The results
materialize despite our finding that 88 percent of households would
prefer to be born into a world without the MID. We argue that the
inclusion of mortgage-refinancing costs, which reduce the liquidity of
housing wealth, and an explicit modeling of retirees, are the main
reasons why we find considerably lower welfare effects as compared to
the existing literature. In our analysis, we find that both aggregate
and distributional welfare measures depend significantly on how the
MID is removed and that households differ in their preferred policy
design. More gradual policies, which give households more time to
prepare for an MID removal, are successful in mitigating the losses
for those who suffer the most under an immediate policy. However,
a majority of households actually prefer an immediate removal with
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large and instantaneous equilibrium effects of lower prices and taxes.

Our analysis highlights the importance of including realistic life-
cycle dynamics and key frictions to understand the welfare effects of tax
policies in the housing market. To further increase our comprehension
of how government policies affect households differentially, this class of
heterogeneous agent models provide a promising platform. There are
a number of extensions that are worthwhile considering in future work
on housing tax reforms, in particular when studying a removal of the
MID. First, potential demand effects on output from, e.g., lower house
prices could be explored. To the extent that such changes in output
can have important feedback effects into house prices, these effects
are omitted from our analysis. Second, it would be interesting to
explore whether a Pareto improvement can be achieved by combining
the removal with more elaborate transfer schemes. In this paper, we
do not find a one-time transfer scheme between winners and losers of
the current generation that would make everyone better off. However,
since future generations benefit from the removal, it might be possible
to obtain a Pareto improvement by allowing the government to take up
debt and redistribute gains from coming generations. Last, expanding
the analysis by allowing house prices to be non-linear in house size
may have implications for homeownership and welfare. Our analysis
shows that a removal of the MID reduces the demand for larger houses,
whereas more households buy smaller homes. Although we find these
considerations interesting, we leave them as suggested avenues for
future research.
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Appendices

1.A Equilibrium definitions

1.A.1 Stationary equilibria

Households are heterogeneous with respect to age j € J = {1,2, ..., J},
permanent earnings z € Z = Ry, mortgage m € M = R, owner-
occupied housing h € H = {0,h,...,h = 5}, and cash-on-hand z €
X =Ryt Let U = Z2 x M x H x X be the non-deterministic
state space with u = (z,m, h,z) denoting the vector of individual
states. Let B(Ry1) and B(Ry) be the Borel o-algebras on R, and
R, respectively, and P(#) the power set of H, and define Z(U) =
B(Ri4) x B(Ry) x P(H) x B(Ry4). Further, let M be the set of all
finite measures over the measurable space (U, Z(U)). Then ®;(U) € M
is a probability measure defined on subsets U € #(U) that describes
the distribution of individual states across agents of age j € 7. Finally,
denote the time-invariant fraction of the population of age j € J by
Hj.

Stationary equilibrium with MID

Definition 1. A stationary recursive competitive equilibrium with
MID (7™ = 1) is a collection of value functions Vj(u) with associated
policy functions {c;(u), s;(u), k) (u), m}(u),

vi(u)} for all j; prices (pn = 1,pr); a quantity of total housing stock
H; government’s total tax revenue T'R; a quantity of total bequests
left behind BQ; and a distribution of agents’ states ®; for all j such
that:

1. Given prices (p, = 1,pr), Vj(u) solves the Bellman
equation (1.8) with the corresponding set of policy functions

{cj(u), sj(u), hj(u), m);(u), b (u)} for all 5.
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. Given p; = 1, the rental price per unit of housing service p, is

given by equation (1.9).

. The quantity of the total housing stock is given by the total

demand for housing services?’

S
U

=301 [ (), (v).
J

. The government’s net tax revenue TR is given by equation

(1.12).

. Total bequests BQ are given by equation (1.13).

. The distribution of states ®; is given by the following law of

motion for all j < J
@00 = [ Q(u.th)ad, (V)

where Q; : U x B(U) — [0, 1] is a transition function that defines
the probability that a household at age j transits from its current
state u to the set U at age j + 1.

Stationary equilibrium without MID

Definition 2. A tax neutral stationary recursive competitive equilib-

rium without MID (7™ = 0) is a collection of value functions V;(u)
with associated policy functions {c;(u), s;(u), h}(u), m(u),b;(u)} for
all j; prices (pn,pr); a quantity of the total housing stock H; a pa-

rameter governing the average labor income tax level \; a bequest

parameter 7; and a distribution of agents’ states ®; for all j such that:

20We assume a perfectly elastic supply of both owner-occupied housing and

rental units in the initial steady state. This implies that supply always equals
demand, and we thus have market clearing.
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. Given prices (p,p,) and parameters (v, ), Vj(u) solves the

Bellman equation (1.8) with the corresponding set of policy
functions {c;(u), s;(u), k) (u), m}(u),d;(u)} for all j.

. Given py, the rental price per unit of housing service p, is given

by equation (1.9).

. The housing market clears:

H=H
where H = an/ sj(u)d®;(U)
7 U

and H is the housing stock from the equilibrium with MID.

. The government’s net tax revenue is the same as in the steady

state with MID:

TR=TR
where TR is given by equation (1.12)

and TR is the tax revenue from the equilibrium with MID.

. The bequest parameter v is the solution to

L J—1
BQ-BQ =3 IL¢, / v2(u)dd; (U)
j=1 v

where BQ are given by equation (1.13)
and BQ are the bequests from the equilibrium with MID.

. Distributions of states ®; are given by the following law of



62 CHAPTER 1. MORTGAGE INTEREST DEDUCTIBILITY

motion for all j < J
Dy1U) = [ Q)(ul)d,(v),

1.A.2 Transitional equilibrium

Let @, +(Uy) € M be a probability measure defined on subsets Uy €
P (U) that describes the distribution of individual states across agents
of age j € J at time period ¢.

Definition 3. Given a sequence of mortgage interest deductibil-
ity parameters {7/"}i=%° and initial conditions @y, ;1(U7) for all j,
a tax neutral transitional recursive competitive equilibrium is a se-
quence of value functions {Vjt( )}=%° with associated policy func-
tions {c;¢(u), s;e(0), b, (w), m(u), b, (u) };=3° for all j; a sequence
of prices {(pht,prt)}ii‘fo; a sequence of quantities of total housing
demand {H;}!=$°; a sequence of parameters governing the average
labor income tax level {\}!=5°; a sequence of bequest parameters
{7 }i=3°; and a sequence of distributions of agents’ states {®y, j; }/=5°
for all J such that:

1. Given prices (pp.t, prt) and parameters (v, A¢), Vji(u) solves the
Bellman equation with the corresponding set of policy functions

{ejt(u), sje(u), Ay (), mj;(u), b5 (u)} for all j and ¢.

2. Given pp; and pp, 41, the rental price per unit of housing service
is p,; for all ¢.

3. The housing market clears:
Hy=H WVt

where ZH / S]t d(bt,n’]t(Ut) Vit

and His the housing stock from the equilibrium with MID.
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4. The government’s net tax revenue is the same as in the steady
state with MID:

TR; =TR Vt
where T R; is the total tax revenue in period ¢, Vt

and TR is the tax revenue from the equilibrium with MID.

5. The bequest parameter ~; is the solution to:

J-1
BQt—BiQ: ZHJ¢]/[] 'ytz(u)dq)tr,jt(Ut) Vit
j=1 ¢

where BQ); is the value of bequests in period ¢, Vt
and BQ are the bequests from the equilibrium with MID.

6. Distributions of states ®;, ;; are given by the following law of
motion for all j < J and t:

Dy jp1,041(U) Z/U Qtrjt(0,U)dPy; 1 (Uy),
t

where Q. jt : U x B(U) — [0,1] is a transition function that
defines the probability that a household of age j at time ¢ transits
from its current state u to the set I/ at age 7 + 1 and time ¢ + 1.

1.B Computational method

We discretize the state space by choosing a finite grid for permanent
earnings Z; = {zj1, ..., zj,n, } and cash-on-hand X = {z1,...,zn, }.2
Permanent earnings are age specific with Nz = 9 grid points. We
set the number of cash-on-hand grid points Nx to 30. Moreover, we

2'We do, however, allow households to have permanent earnings z and cash-on-
hand z off grid. We linearly interpolate in cases where z and = are off grid.
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take into account the concavity of the value function by letting the
spacing between two grid points increase with the level of cash-on-
hand. Housing is assumed to be available in discrete sizes only and we
let the grid for housing be H = {0, hy, ..., hi,, } where hy is calibrated
and N H — 9.

To solve for the value and policy functions, we use the general
generalization of the endogenous grid method G2EGM by Druedahl
and Jgrgensen (2017). The method allows for occasionally binding
constraints and non-convexities, while reaping the speed benefits
associated with the traditional EGM as in Carroll (2006).

We approximate expectations to solve for the value and policy
functions. The transitory earnings shocks are approximated by five
Gauss-Hermite quadrature nodes, whereas the permanent earnings
shocks are approximated using Markov chains. We use the method in
Tauchen (1986), but allow the support for shocks to fan out over the
life cycle (see, e.g., Storesletten et al. (2004)). For each age, we let the
outermost grid points be myz = 3 standard deviations from the mean.
For simulation purposes, we draw both shocks from their respective
continuous distributions. To avoid extrapolation of permanent shocks
outside the myz = 3 standard deviation bound, we force permanent
income to be on the outermost grid point whenever necessary.

Similar to the traditional EGM, we use grids for the post-decision
states to solve for the value and policy functions. The post-decision
states in our model are bonds &’ € R, mortgages m’ € M = R, and
housing /' € H. We force m’ to be on grid whenever the household
chooses a positive amount of bonds, and mortgages are not given by
a constraint. For computational convenience, we let b; and [tV be
post-decision states instead of b’ and m’, respectively, where b’y denotes
bonds as a fraction of earnings and [tv’ denotes loan-to-value.??

Let € be a very small positive number. We choose a finite grid

*Note that both b’ and m’ can easily be backed-out from b, and Itv’, for given
earnings y, housing h’, and house price py,.
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for bonds over earnings By = {b,1 = 0,b,2 = €,by 3, ..., by N } where
Np = 25 and the grid points are denser at lower levels of bonds over
earnings. The finite grid for loan-to-value is LTV = {ltv; = 0, ltvy =
€, .uny (1 -0 — 6), (1 - 9), (1 -0+ 6), "'?ltUNLTV} where Npry = 21
and 6 is the down-payment requirement. Between [tvg and (1 — 6 — €)
spacing is linear. Spacing is also linear between (1 —60+¢) and ltun, ., -
We allow policy functions for b;, and ltv’ to be off grid by using linear
interpolation.

From the definition of the finite grid LTV, we can see how the
alternative formulation of post-decision states is particularly conve-
nient in the case of mortgages. First, we ensure that the loan-to-value
requirement is on the discretized grid. Second, we can easily specify
loan-to-value levels that are very close to the occasionally binding
constraints. Both these features help facilitate more efficient and
accurate solutions.

To solve for the equilibrium, we simulate 150, 000 households for
J periods. When aggregating, each age group is assigned a weight
IT;, where the weight reflects the true population density in the U.S.
Households are born with some initial assets. During their lives, they
receive earnings shocks from continuous distributions, along with some
bequests, at the beginning of each period. Households then pay taxes
before they make their choices.

All policy reforms are unexpected and we adjust individual states
for changes in the house price and taxes. Specifically, cash-on-hand z
needs to be adjusted due to the fact that (i) the value of the house
falls; (ii) the property tax payment falls; (iii) there are lower tax
deductions due to changes in the MID and lower property taxes; (iv)
there are changes in the tax level parameter \; (v) there are changes
in the bequest parameter ~; and (vi) there are losses incurred by
rental companies. In addition, we need to adjust for changes in the
loan-to-value due to a lower house price.

At any time t during the transition, new households enter the
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economy and replace the households that die between periods ¢ — 1
and t. We assume that newborns are hit by the same sequences of
exogenous earnings shocks as the households they replace.

1.C Solution algorithm

1.C.1 Steady state
Solving the initial steady state with MID (7" = 1):
1. Impose house price p, = 1 and compute p, from equation (1.9).

2. Solve the household problem recursively, and obtain the value
and policy functions.

3. Simulate using optimal decision rules.

4. Use simulated values to compute the total housing stock H,
the government’s total tax revenue TR, and total bequests BQ.
From the simulation, we also get the distribution of agents’ states
®; for all j.

Let Ajui¢ be the parameter value of the labor income tax level in the
initial steady state. Then, solving the new tax and bequest neutral
steady state without MID (7™ = 0) can be divided into 2 stages.
In the first stage, we solve the steady state without MID given that
A = Aini¢ and v = 0, i.e., we do not impose tax neutrality and do not
consider changes in the amount of bequest:

1. Guess pp and compute p,.

2. Recursively solve for the value and policy functions, and simulate
using optimal decision rules. Use simulated values to compute
the total housing demand H.

3. Compute excess demand for housing EDy = H — H.
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(a) If |[EDp| is larger than some tolerance level, update pj
using bisection and return to step 1.

(b) If |EDp| is within the tolerance level, convergence in the
first stage is achieved. Denote the equilibrium house price
under stage 1 as pp.

In the second stage, we solve for the tax and bequest neutral steady
state:

1. Guess (pn,A,7), where the first guess is pp, = P + €p,, A =
Ainit + €x, and 7 = 0 + €.

2. Given py, compute p;.

3. Recursively solve for the value and policy functions, and simulate
using optimal decision rules. Use simulated values to compute
the total housing demand H, government’s total tax revenues
TR, total bequests distributed E@, and total bequests collected

BOQ.

4. Compute excess demand for housing, excess government tax
revenue, and the excess bequest, EDy, ED7rr = TR — TR, and
EDpg = (BQ — BQ) — BQ), respectively.

(a) If |EDg|, |ED7R|, and/or |[EDpg| are larger than some
tolerance levels, update the guess for (pj, A,7y) using the
rule ¢ = ¢+ EDjy, * ¢, where q € {pp,\,v} and k = H if
q=pn k=TRif = X and k = BQ if ¢ = . Return to
step 2.

(b) Ifallof |EDy|, |EDrg|, and |ED,| are within the tolerance
levels, convergence is achieved.
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1.C.2 Transition

Let ®;,;¢,; be the distribution of households’ states in the initial steady
state, and let Apew and Ypew be the equilibrium A and ~ from the tax
and bequest neutral steady state without MID. Further, let ¢ denote
the transition period, and assume that the economy is in the new
steady state in t = T'+ 1. Choose T large enough so that by increasing
T the transition path is unaltered.?> The solution algorithm for the
transitional equilibrium can be described in two stages. In the first
stage, we solve for the transitional equilibrium assuming A\ = Apew
and v = Ynew VE €T ={1,...,T}:

1. Guess {pp}}=T and compute {p,;}}=T.

2. Recursively solve for the value and policy functions for all ages
j € J and time periods t € T. To solve for value and policy
functions at time period t = T, assume that the value and policy
functions in ¢t = T + 1 are those from the new steady state with
neutrality.

3. Given the price p; 1 and parameters v; and Aq, for each j € 7,
adjust the initial individual states such that the initial distribu-
tion ®;y,i; ; reflects unexpected changes in the house price, the
tax level, and bequests from the initial steady state.

4. Simulate using the adjusted initial distribution and optimal
decision rules. Use simulated values to compute the sequence of
total housing demand {H }!=T.

5. Compute the sequence of excess demand for housing { ED ¢ }i=7,
and the Euclidean norm of this sequence.

(a) If the norm is larger than some tolerance level, update
{pnH=T using the rule Pht = Pht + EDp, * ¢, for all

BWeset T = J +5.
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t € T and return to step 1.

(b) If the norm is within the tolerance level, convergence in the
first stage is achieved. Denote the equilibrium house prices
under stage 1 pp,¢ for all t € T.

In the second stage, we solve for the tax neutral transitional equilib-
rium:

1. Guess {(pnt, M, ve) =1, where the first guess is ppy = P,
At = Anew, and V¢ = Ynew for all t € T

2. Given {pp;}=T, compute {p,;}i=7T.

3. Recursively solve for the value and policy functions for all ages
and time periods, adjust the initial individual states such that
the initial distribution ®;,;; ; reflects unexpected changes in the
house price, the tax level and bequests from the initial steady
state, and simulate using the adjusted initial distribution and
optimal decision rules. Use simulated values to compute the se-
quences of total housing demand { H}!=T the government’s total
tax revenues {TR}=T the total bequests distributed {BQ}=T
and the total bequests collected { BQ}!.=T.

4. Compute the sequences of excess demand for housing, excess
government tax revenue, and excess bequests, {EDpy}=T,
{EDTR’t}EF{, and {EDBQ’t}ﬁi{, respectively. Compute the
Euclidean norm of all three sequences.

(a) If the norm of either sequence is larger than some tolerance
level, update the guess {(pnt, A, 1) }=1 using the rule
¢ =q+ EDjx¢, for all t € T, where ¢ € {pn+, \e, 7} and
k= Hyif ¢ =pps, k = TRy if ¢ = N, and k = BQy if
q = ¢ Return to step 2.

(b) If all norms are within the tolerance levels, convergence is
achieved.
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1.D Labor income process

1.D.1 Data sample

Equations (1.18) and (1.19) are estimated using PSID data for the
survey years 1970 to 1992. Following Cocco et al. (2005), we drop
households where the head was i) a nonrespondent, ii) part of the
Survey of Economic Opportunities subsample, iii) disabled or retired,
iv) a student, or v) a housewife. Due to few female headed households,
we exclusively focus on households with male heads.

In line with Guvenen (2009), we further restrict the sample by
only keeping households for which i) earnings are strictly positive,
ii) annual hours worked by head are between 520 (10 hours per
week) and 5110 (14 hours a day, everyday), iii) the head’s average
hourly wage is between $2 and $400 (inclusive) in 1993 dollars, where
we adjust the bounds backwards using the growth rate in average
weekly earnings from “Current Employment Statistics” published
by the Bureau of Labor Statistics. Series ID: CES0500000030.
iv) the head is between 20 and 64 years old, and v) the
head appears in the sample in at least 15 out of 23 possible survey years.

1.D.2 Estimation

In order to simulate the exogenous earnings process according to
equations (1.18) and (1.19), we estimate the deterministic earnings
profile g(j) and the variances of the fixed-effect component o2, the
permanent shock 0727, and the transitory shock ¢2. Estimating the
deterministic wage component ¢(j) is done in two steps. First, we
estimate it on an annual basis, and then we convert it to suit the
model period length of three years.

Step 1: Using the yearly observations in the data, we estimate a

yearly version of the deterministic component. That is, we estimate
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Jannual(age), where age € {20,21,...,64}. We regress log(y;) on dum-
mies for age (not including the youngest age), marital status, family
composition (number of family members besides head and, potentially,
wife), and a dummy for whether the agent has a college education or
not. We control for household fixed effects by running a linear fixed
effect regression. We fit a third-order polynomial to the predicted
values of this regression, which gives us the estimate of the annual
deterministic earnings profile Junnuar(age).

Step 2: We convert annual estimates to three-year periods as
follows

g(]) = gannual(j * 3+ 21) for ] € []-) Jret]- (121)

Equation (1.21) states that the deterministic earnings in period j = 1
are the annual deterministic earnings at adult age 24 and the earnings
in period j = J,e are the annual earnings at adult age 63. As such,
the deterministic earnings in period j are equal to those of the middle
adult age that period j is assumed to represent.

With an estimate of the deterministic earnings profile at hand,
the variances of the transitory (o7) and permanent (07) shocks are
estimated in a similar fashion as in Carroll and Samwick (1997).
Define 1og(y;‘j) as the logarithm of earnings less the household fixed
component and the deterministic earnings path

log(y;;) = log(yij) — &i — 3(j)
= njj + Vjj for j € [1, Jret],

where the equality follows from equation (1.18). Since we have three-
year periods in the model, we define log(y;;) as the sum of earnings

from the three adult ages to which the model period corresponds. For
25 annual

example, log(yi1) = log(3_gge—23 Yiage ™). Similarly, §(j) is defined as
the sum of the annual deterministic earnings components, for example

g(1) = log (2326223 exp(gannual(age))). Next, define household 7’s
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d-period difference in log(y;;) as

— * *
Tid = log(yi,ﬁd) - 10%(%3‘)
= Nij+d T Vig+d — Nij — Vij

=Nj i1+ Mo+ ... +Njjra + Vijid — Vi

In the last step, we recursively apply equation (1.19). Using that the
transitory and permanent shocks are i.i.d., it follows that

Var(riq) = Var(n;j+1) + Var(ng j42) + ... + Var(n; jyq)
+ Var(ui,jer) + Var(yl-’j)

2 2
=do; +20,.

We estimate these variances by running an OLS regression of
Var(r;q) = rizd on d and a constant term. Then, the coeflicient of d is
our estimate of the variance of the permanent shock, whereas the
constant term divided by two is our estimate of the variance of the
transitory shock.

Finally, the estimate of o2 is the residual variance in period j = 1
as follows

&2 = Var (log(yi1) — §(1)) — 62 — &2.

1.D.3 Variable definitions

Age of head is constructed by taking the first observed age and then
adding the number of years between a given survey year and the
first survey in which the individual was observed. This is to avoid
non-changes and two-year jumps in the age variable between two
consecutive survey years. The variable name of age is V20651 in the
1992 PSID survey.

CPI is taken from the BLS. We use the historical CPI for all urban
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consumers (CPI-U), U.S. city average, all items.

Family composition is the number of family members besides head
and, potentially, wife. We define it as family size less adults. Family
size is the number of members in the family unit at the time of an
interview. Adults are defined as the number of major adults (head
and wife only). The variable names are V20398 and V20397 in the
1992 PSID survey for family size and adults, respectively.

Head’s education is divided into two groups: households with a
college degree and households with no college degree. Between 1970 to
1990, we define the education groups by using the categorical groups
defined in the PSID. For example, in the 1990 survey we use the
variable name V18898, and define that no college consists of levels
1 to 6, and college comprises levels 7 and 8. After 1990, we use a
variable for years of completed education (variable name V21504 in
1992 survey). Then, no college households comprise levels 0 to 15 and
households with a college degree comprise levels 16 and 17. We drop
observations where individuals have no appropriate answer (NA or
don’t know) and individuals who before the 1984 survey answered
“Could not read or write; DK grade and could not read or write”.

Head’s annual labor hours are the total annual work hours on all
jobs including overtime. The variable name is V20344 in the 1992
PSID survey.

Head’s average hourly wage is computed as the head’s wage divided
by the head’s annual labor hours.

Household earnings y;; are the sum of labor income for both head
and wife. FEarnings are deflated with the CPI using 1992 as the
base year. Labor income is defined as the sum of salary income,
bonuses, overtime, commissions, the labor part of farm, business,
market gardening, roomers and boarders income, and income from
professional practice or trade. The variable names are V21484 and
V20436 in the 1992 PSID survey for head and wife, respectively.

The mazimum allowable benefit during retirement, B™%* in equa-
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tion (1.20), is computed using data from the Social Security Admin-
istration (SSA). Specifically, we use the maximum monthly benefit
level that was available for a person retiring at age 66 in 1992 ($1,113)
and multiply it by twelve to get a yearly benefit level. We adjust the
yearly level for the difference in the SSA’s average wage per worker in
1992 ($22,002) and the average earnings in the model.

1.E A grandfather policy

To investigate the effects of a removal policy in which we discriminate
between cohorts, we study the effects of a policy where new households
are not allowed to deduct mortgage interest payments, while existing
households can continue to do so. We refer to this policy as the
grandfather policy. Figure 1.8 shows the transition paths for the house
price, the rental price, the average marginal tax rate, and the bequest
parameter.
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Figure 1.8: Short-run dynamics from removing the MID, across policies

Note: All policies are implemented unexpectedly and households have perfect
foresight of the transition paths. The respective panels show how the house price,
the rental price, the average marginal tax rate before deductions, and the bequest
rate behave in the short run, in response to the changes in the deductibility rate.
The rental price corresponds to a three-year (one model period) cost of renting.

Naturally, the convergence for the grandfather policy is slower
than for the alternative policies. There is also a smaller immediate
fall in the house price, as only the households that enter the economy
are directly affected by the MID removal. The slower fall in the house
price leads to a correspondingly slower fall in the rental price. Under
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the grandfather policy the labor income tax rate increases initially, as
the government still spends large amounts on interest deductions and
the revenue from property taxes falls. As new cohorts replace older
cohorts, the labor income tax level slowly declines towards the lower
level of the new steady state. The value of bequests falls immediately
under this policy as well, since the house price decreases. Over time,
this amount slowly converges to the new steady state.

Table 1.10 presents the average CEV, and the fraction in favor, for
the four policies. The grandfather policy is able to limit the welfare
losses quite substantially for many homeowners, which leads to an
average welfare effect close to that of the immediate policy. However,
the fraction of households with a welfare gain is still low. The reason
for this low support is that a significant share of renters are not in
favor of the reform.

Immediate Gradual Announcement Grandfather

Mean CEV (%) -0.40 -0.52 -0.52 -0.38
Fraction in favor 0.39 0.35 0.27 0.31

Table 1.10: Welfare effects for households alive in the first period of the
transition

Note: The fraction in favor is the fraction of households with a CEV greater than
or equal to zero. For a description of CEV (%), see Note below Figure 1.5.

Figure 1.9 displays the distribution of CEV for the four policies.
Compared to the other policies, the grandfather policy has a higher
house price, and a relatively high rental price and taxes for most
of the transition. All these effects contribute to the lower welfare
of renters, and combined with the initial drop in bequests, pushing
some of these households into negative CEV territory. Similar to the
other policies, most homeowners experience welfare losses from the
grandfather reform. Homeowners are negatively affected by the fall in
the house price and the instantaneous increase in the labor income
tax level and fall in the bequest rate. However, since they can still
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deduct mortgage interest payments, their welfare losses are limited,
especially for households with high earnings and high LTV-ratios.

Overall, the analysis of the welfare effects of the grandfather policy
is similar to that of other more gradual policies. By removing the
MID slowly, the welfare distribution is compressed. The households
who lose the most from a repeal of the MID realize smaller welfare
losses, and the households who benefit the most experience smaller
welfare gains.

=—Immediate O

0.015 = Gradual

Announcement # H
«=+ Grandfathering ?, ta
N\ :’
0.01 § %

0.005

CEV (%)

Figure 1.9: Distributions of short-run welfare effects across policies,
including grandfathering

Note: Distributions of welfare effects for all policies, for households alive in the first
period of the transition. For a description of CEV (%) see Note below Figure 1.5.
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1.F Welfare effects: equilibrium assumptions
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Figure 1.10: Short-run welfare effects under different equilibrium assump-
tions

Note: The first column shows the mean CEV for those alive in the first period of
the transition, when we only consider the direct effect of removing the MID. We
account for rental companies’ losses in the first period of the transition when we
allow for prices to change. For a description of CEV (%) see Note below Figure
1.5.
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1.G. TAX CUTS AND JOBS ACT: LONG-RUN RESULTS
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Chapter 2

Optimal property taxation®
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2.1 Introduction

Residential property taxation is a potential source of substantial
revenue for governments in many countries. Many economists are of
the view that residential property should be taxed much more than it
currently is.! They worry that households save too much in housing
at the expense of other forms of capital which could increase overall
earnings and consumption. Still, the tax continues to be low in most
countries.

Despite the call among economists to increase property taxes,
research on the subject is largely missing from the vast literature on
optimal taxation.? This is unfortunate, as the extent to which housing
should be taxed is not easily inferred from the existing literature. On
the one hand, housing provides housing services and is thus similar
to consumption. On the other hand, housing is also an asset and
hence shares similarities with capital. Moreover, housing has some
special features: houses can either be owned or rented; there are large
adjustment costs when buying and selling houses; and, importantly,
although it is a valuable asset for households, it does not add to the
stock of productive capital that affects the wage level and the interest
rate.

In this paper, I study the optimal tax on residential property to
fill this gap in the literature. To this end, I first consider the optimal
long-run policy by comparing the lifetime welfare of newborns across

IFor example, before the 2014 general election in Sweden, a group of leading
Swedish economists compiled a list of proposals that they believed most economists
would agree on (see Ekonomistas (2014)). One of these suggestions was to increase
the tax on residential property.

20One notable exception is the work by Eerola and Misttianen (2013) and below
I discuss how my paper relates to theirs. A list of key papers on the more general
topic of optimal taxation includes, but is not limited to, Summers (1981), Auerbach
et al. (1983), Judd (1985), Chamley (1986), Aiyagari (1995), Imrohoroglu (1998),
Atkeson et al. (1999), Domeij and Heathcote (2004), Conesa et al. (2009), and
Straub and Werning (2020).
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steady states. I complement that analysis by studying the optimal one-
time policy change in the short run, taking into account the welfare
effects of today’s generations.? To keep the analysis tractable, I follow
a standard assumption in the literature and assume that taxes are
proportional.

The tax policies in this paper are revenue neutral. Whenever the
property tax changes, the capital income tax rate adjusts to keep
government expenditures constant. Thus, there are important trade-
offs between the cost of property taxation and the capital income tax.
In the long run, the property tax mainly distorts the intratemporal
decision between housing and non-housing consumption. A higher
property tax reduces the consumption of housing, which is negative
for welfare. In contrast, the capital income tax chiefly distorts the
intertemporal decision, as it affects the price of consumption today
versus the future. A higher capital income tax is unappealing as it
decreases households’ deposit savings and thus capital and wages in
the economy.

The short run is more complicated. First, households have already
made long-term housing decisions. Large adjustment costs of selling
and buying houses make households’ choices less elastic. Thus, in
terms of efficiency, it may be desirable to tax property. At the same
time, a higher property tax may also lead to significant individual
welfare losses as households are locked into house sizes that are not
optimal in their view. Second, capital is also a good candidate to tax
for efficiency reasons as it is largely predetermined in the short run.

Two main results follow from my quantitative analysis. First, if a
social planner can choose a property tax without caring about current

3Tt would be computationally infeasible to allow for fully time-varying optimal
policies. All policies are assumed to be credible and implemented unexpectedly.
Similar assumptions are made in, e.g., Domeij and Heathcote (2004), Bakis et al.
(2015), and Krueger and Ludwig (2016) who study optimal capital taxation,
optimal progressivity of the income distribution, and the optimal provision of social
insurance, respectively.
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generations or the transition to the new economy, the property tax
should be almost five times as high as today’s level of one percent. The
corresponding optimal capital income tax is close to zero, but slightly
negative, and is much lower than the current level of 36 percent. I
show that this result is broadly in line with the theoretical predictions
of a Chamley (1986) model adapted to include housing in a simplified
and tractable manner.

On average, newborns benefit substantially from a move to the
optimal steady state. In the benchmark model, the welfare effect
is equivalent to an average increase in the initial steady-state con-
sumption of 3.9 percent every period. This result does, however,
mask important heterogeneity. In particular, I find that the optimal
property tax is falling with the labor productivity of newborns. For
instance, the average welfare of newborns in the top quintile of labor
productivity is highest when the property tax is 3.7 percent, whereas
the average welfare of newborns in the bottom quintile is maximized at
a property tax level that is more than forty percent higher. Due to the
presence of borrowing constraints, low-productivity households benefit
more than other households from a higher capital stock. Crucially, a
higher wage level, as a result of more capital, pushes these households
away from the constraint. As I will show, high-productivity house-
holds, which usually become homeowners when they are young, benefit
less from a lower capital income tax. They earn an excess return on
their housing asset as long as the capital income tax is positive.

The second main result is that current generations want to keep
tax rates relatively close to today’s levels. In terms of the benchmark
model, the optimal property tax rate in the short run is 0.7 percent,
which implies a capital income tax of 40 percent. The welfare gain
of a reduced property tax is small. In contrast, the short-run welfare
costs of setting the property tax rate at its long-run optimal level
are substantial on average. In fact, I find that a social planner who
also values the welfare of future generations of newborns only finds it
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optimal to set the property tax at the long-run optimal level if the
social discount rate is significantly lower than the private discount
rate.

Although the optimal property tax is considerably lower in the
short run as compared to the long run, it is still positive. This result
is seemingly at odds with a well-known result in the literature on
optimal taxation, namely that capital income should be taxed 100
percent at the time of a policy change. With the assumption of
revenue neutrality, this would leave no room for additional taxes on
property. There are several reasons why this result does not hold
here. First, I only consider one-time changes in the property tax level
and capital is only predetermined in the first period. Second, and
perhaps more importantly, in a housing model, the cost of taxing
capital is higher as households have access to housing as an alternative
savings vehicle (Eerola and Mééttanen, 2013). Third, housing is also
somewhat inelastic due to lumpy transaction costs. Finally, households
are heterogeneous. Thus, the welfare consequences differ across the
distribution of households. For example, I find that retirees and
owners of smaller houses generally want a lower property tax, whereas
newborns and renters tend to be better off with a property tax level
above the current levels.

The quantitative analysis is carried out using a model that includes
four types of agents, namely, heterogeneous households, a represen-
tative production firm, a financial intermediary, and a government.
Households enter the economy with unequal amounts of initial assets,
face uncertain labor productivity during their working age, and are
subject to an age-dependent probability of dying. They derive utility
from non-housing consumption, housing services, and from leaving
bequests. Housing services can either be obtained by renting from a
financial intermediary or by owning a house. Housing purchases are
considered to be long-term investments due to lumpy transaction costs
of buying and selling houses. Households can thus save by investing
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in deposits or by building up housing equity. Borrowing is limited to
homeowners and they have to adhere to a loan-to-value constraint.
Proportional taxes decrease households’ disposable income and are
levied on labor income, capital income, and housing.

A representative firm produces goods using labor and capital as
input, where labor is supplied inelastically by households and capital
is borrowed from a financial intermediary. The intermediary also
provides homeowners with mortgages and rent out housing services to
tenants. Its operations are financed by households’ deposit savings.
The government operates a pay-as-you-go social security system, col-
lects and distributes bequests, and taxes households and the financial
intermediary to fund government expenditures. In the benchmark
model, the interest rate adjusts to clear the capital market, the wage
level and the price of rental housing are endogenous, and the house
price is constant as aggregate housing is assumed to be perfectly
elastic.

I test the sensitivity of my main results along four important
dimensions. The general results are relatively robust to these tests,
both qualitatively and quantitatively. First, I double the intertemporal
elasticity of substitution (IES) from 0.5 to 1 as a higher IES should
increase the cost of a non-zero tax on capital income. Second, I
assume that the planner does not want any redistribution across
households. Specifically, I apply so-called Negishi weights and weigh
the welfare effect of each household by the inverse of its marginal
utility of consumption.* Third, I decrease the elasticity of housing
supply and allow for endogenous changes in housing prices. Finally,
I test if the short-run results are sensitive to the initial property tax
rate. Interestingly, in an economy with taxes set according to the

4The Negishi weights, after Negishi (1960), effectively equalize the marginal
benefit of an extra dollar of income across households. It is a common approach in
climate economics to avoid that optimal policy involves large transfers from rich to
poor countries; see, e.g., Nordhaus and Yang (1996).



2.1. INTRODUCTION 87

long-run optimal rates, the short-run optimal policy for households
alive at the time of a policy change would be to revert the tax rates
to current levels.

To the best of my knowledge, Eerola and Maétténen (2013) is
the only other paper that has studied optimal property taxation
in a dynamic framework.” Their paper differs from my work in
two important ways. First, the economy in my model is populated
by heterogeneous agents. This allows me to carefully analyze the
distributional effects of property taxation which is not possible in their
representative-agent framework.® Second, they study an optimal tax
on the return to housing, whereas this paper studies a tax on the
house value.

Overall, my findings suggest that the apparent disconnect between
the view of economists and what we see in reality can be understood by
differences in what is optimal for newborns in the long run and what is
optimal for current generations. A key policy implication is that any
policy recommendation should take short-run welfare considerations
seriously.

The rest of the paper is organized as follows. To gain some intuition
for my quantitative results, I study the theoretical implications of
adding housing and a property tax to the Chamley (1986) model in
Section 2.2. In Section 2.3, I present the quantitative model. The
calibration of this model is then discussed in Section 2.4. In Section
2.5, I show and discuss the quantitative results and I go through
a series of sensitivity analyses. Finally, I provide some concluding
remarks in Section 2.6.

®Nakajima (2019) studies optimal capital income taxation in a model with
housing, but takes as given the property tax policies.

5Their study also differs along other dimensions. For example, there are no
transaction costs of buying and selling housing and there is no tenure decision.
They do, however, allow for time-varying policies and elastic labor supply.
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2.2 Property taxation in the Chamley (1986)
model

An important result in the literature on optimal taxation is the so-
called Chamley-Judd result, after Chamley (1986) and Judd (1985).
According to the Chamley-Judd result, the capital income tax should
be zero in the long run.” A popular intuition for this finding is that
a positive tax on capital income in the long run works as an ever-
increasing tax on consumption, which cannot be optimal (see Judd
(1999)).8

In this paper, I study optimal property taxation, where I keep
government expenditures fixed by adjusting the capital income tax.
To develop an intuition for later results, I add the concept of housing
and property taxation to the discrete-time version of the Chamley
model presented in Atkeson et al. (1999).% Specifically, I separate
consumption into non-housing consumption and consumption of hous-
ing services, and I allow for a tax on housing services rather than
labor income. To simplify the exposition, I abstract from labor income,
except when I discuss results in an overlapping-generations (henceforth

"Straub and Werning (2020) show that this result does not necessarily follow
from the models in Chamley (1986) and Judd (1985). For example, the Judd
(1985) model would entail positive capital income taxation in the long run if the
intertemporal elasticity of substitution is below or equal to one. The critique
against the Chamley (1986) model is less strong, and Straub and Werning (2020)
show that with additively separable utility, the zero-tax result also applies to
models with an intertemporal elasticity below or equal to one. However, for this to
hold, the upper bounds on capital income taxes must be slack in the long run.

8Straub and Werning (2020) show that this argument does not hold if the
initial government debt is sufficiently large. When government expenditures are
high, it is beneficial to tax capital income to alleviate the efficiency costs of taxing
labor income. With upper bounds on capital income taxes, it may be optimal to
tax capital even in the long run.

9Importantly, this version of the Chamley model is not subject to the critique
in Straub and Werning (2020) as it assumes an additively separable utility function
and bounds on the capital income tax are only imposed in the first period.
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OLG) model. This simplification is not as stark as it may first appear.
In fact, all results still hold if I allow for an endogenous labor supply
and an additively-separable disutility of labor.

In line with the original Chamley-Judd result, I find that the
capital income tax rate should be zero in the long run and that the
property tax should cover government expenditures. However, for this
result to hold in an OLG model, I need to place certain restrictions
on the utility functions. Furthermore, I argue that there is a need
to move beyond the theoretical models presented in this section. In
particular, there are important features of housing that are not present
in the theoretical framework.

2.2.1 Representative agent

Assume that there is a representative household that lives forever and
has the discount factor 8 < 1. The expected discounted utility is given
by

i,@tU(Ct,St), (21)
t=0

where ¢; is non-housing consumption and s; is housing services in
period ¢t. Households maximize (2.1) subject to a budget constraint

Zpt (Ct+(1+7'th)5t+kt+1) :Zpt(l-H:t)kta (2.2)
t=0 t=0

with kg > 0. The price level in period t is p;, and I normalize prices
in period zero to 1. Similar to the benchmark model in Section 2.3, 1
assume that the housing supply is perfectly elastic, which implies that
the pre-tax price of ¢; and s; is the same. The property tax in period
tis Tth, whereas k; is capital at the start of the period and k. are
savings in capital from period ¢ to period t + 1. The after-tax return
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on savings in capital is 7 = (1 — 7F)(R; — 6%), where 7} is the capital
income tax at time ¢, R; is the rental price of capital at time ¢, and
6% is the depreciation rate of capital.

The household chooses ¢, s¢, and k:y1 and the first-order conditions
of the household problem are

BtUct = )\pt (23)
B'Us = Ape(1+ 77')
Apt = Apr1 (1 + Te41),
where ) is the Lagrange multiplier on the budget constraint (2.2), and
U and Ug are the derivatives of the utility function with respect to

¢ and sg, respectively. The household’s Euler equation is derived by
substituting (2.3) into (2.5):

Uet = B(1 + Tt41)Uc,t41. (2.6)

A representative firm produces output goods y; = F(k) using
capital k; as input. The firm’s maximization problem is

H}CaX F(kt) — Rtkt. (27)
13
The firm’s first-order condition with respect to capital implies

Fk‘t - Rta (28)

where Fj; is the derivative of F'(k;) with respect to k;. The govern-
ment’s revenues from taxing housing and capital income are spent on
government expenditures g, which are assumed to be fixed throughout.
Formally, the government budget constraint is

Zptg = Zpt (Tthst + Ttk(Rt - (5k)k‘t) .
t=0 t=0
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Finally, there is a resource constraint which must hold every period
ci+ ¢+ ki1 +9=F(ki) + (1 - 5k)kt-

A competitive equilibrium can be fully characterized by the re-
source constraint and an implementability constraint. The imple-
mentability constraint is the household budget constraint (2.2), where
I substitute for the first-order conditions of the household (2.3)-(2.5)
and the first-order condition of the firm (2.8), i.e.,

Z BYUetcr + Ustse) = Ueo(1 + 7o) ko,
=0

where 79 = (1 — 7§)(Fyo — 6%) and 7§ is given.

Assume that the government can perfectly commit to any sequence
of tax rates 7' and 7F for all time periods t. Assume further that
the government needs to choose policies that are compatible with a
competitive equilibrium. Denote the social welfare function in period
t as

W (e, st 1) = Uler, 5¢) + pp(Ucrer + Uggsi),

where p is the multiplier on the implementability constraint. Then
the Ramsey allocation problem can be summarized as follows
oo
max Y "W (e, se, 1) — pUeo(1 + To)ko
ct,st,ket1 =0

+ Xt (F(kt) +(1- 5k)kt —C— 8 —¢g— /'Ct+1) ,

where y; is the multiplier on the resource constraint in period ¢. The
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first-order conditions yield

Wct
Wst

Wer = fWegt1 (Fk,t+1 +1- 5k) fort >1 (2.10)

=1 (2.9)

Weo = BWer (Fia + 1= 0%) + pUceo(1 + o)k for £t =0.  (2.11)

Equation (2.10) is key to the Chamley (1986) result on zero capital
income taxation in the long run. Since the Ramsey equilibrium is
a competitive equilibrium, both the intertemporal condition for the
planner (2.10) and the Euler equation (2.6) must hold. Suppose that
the economy reaches a steady state with (¢, s¢, ki) = (¢, s, k) for all
t, such that Wy = W1 and Uy = Ucyq1. It then follows that the
Euler equation (2.6) is equal to the intertemporal optimality condition
of the planner (2.10) if and only if (1 — 7F)(Fj 41 — 6%) is equal to
Fiit1 — 6%, In turn, this implies that 7% has to be zero in the long
run. Overall, the addition of housing and a property tax rate does not
change the key finding of the Chamley model.

2.2.2 Heterogeneous agents

Atkeson et al. (1999) show that the basic Chamley result is robust to
allowing for households with heterogeneous capital endowments. The
important insight is that in a model with heterogeneous agents, there
is one Euler equation for each agent and a corresponding intertemporal
condition for the planner for each agent. Thus, the planner finds it
optimal to set the capital income tax rates to zero. This also has the
stark implication that independently of the weight placed on different
agents, the optimal capital income tax is zero. Although their result
is based on the trade-off between taxing labor versus capital, it is
relatively easy to see, given the previous analysis, that the result holds
if housing rather than labor is taxed.
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2.2.3 Overlapping generations

The result that capital income taxes should be zero in the long run
is not confined to models of an infinite horizon. In Appendix 2.A, 1
show that a similar conclusion can be reached using an OLG model
with one young and one old generation alive at each point in time.
However, stronger assumptions about the utility functions need to be
made compared to the models presented earlier. Specifically, assume
that the young generation in period ¢ maximizes its discounted utility

U (c1e, 1, m11) + BU (2641, S2,041),

where c1¢, $1¢ and nj; are non-housing consumption, consumption of
housing services, and efficiency hours worked when young (indexed
1), respectively, 3 is the discount factor, and c441 and sg;y1 are
non-housing consumption and consumption of housing services when
old (indexed 2).19 Then, utility functions of the following types are
needed to ensure that capital income taxes are zero in steady state

U (1, s16,m1e) = (€551, )7 /(1 = 0) + V(nay)

and

U?(co,t41, S2,441) = (CS‘,mS%}ﬁl)l_”/(l —0),

where « is the expenditure share on non-housing consumption and o
is a parameter of relative risk aversion. As the model I consider is
similar to that in Atkeson et al. (1999) — again adapted to include a
role for housing services and property taxation — I relegate details
on the exact model framework and derivations to Appendix 2.A.

19T include a labor choice in the first period because it makes the derivations
easier.
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2.2.4 Why is a quantitative model required?

Based on the results presented thus far, it appears that the addition
of housing and property taxation does not alter the main message
of the Chamley result: capital income taxes should be zero in the
long run. Why then is there a need for taking the costly step of
using a quantitative model? First, results in the previous literature
on optimal capital taxation have shown that model features such
as borrowing constraints and earnings uncertainty can lead to other
conclusions about the optimal capital income tax level (see, e.g.,
Aiyagari (1995) and Imrohoroglu (1998)). Incorporating these features
generally requires a quantitative framework.

Second, in the models considered so far, housing has simply been
another consumption good. Important features of housing have been
omitted: households do not only save through deposits but also by
increasing their home equity; households decide whether to rent or
own; households’ ability to borrow is often limited by the amount of
housing they own; there are considerable transaction costs of buying
and selling houses. The implications of including these model elements
for optimal taxation are largely unknown.

Finally, in the context of optimal policy, we are also interested in
the short-run welfare effects. The welfare effects of current generations,
who have already made decisions based on today’s tax system, can
potentially differ markedly from those in the long run. Arguably, a
quantitative heterogeneous agents model is better suited to capture
the distributional consequences of unexpected changes to the tax

system.11

HThere is another difference between the theoretical models and my quantita-
tive framework. Specifically, the theoretical models include, either implicitly or
explicitly, government debt, whereas there will be no role for government debt in
the quantitative model. In this regard, my model assumption is similar to that
in Conesa et al. (2009). As noted by these authors, the optimal capital income
tax need not be zero in the long run when there is no government debt. It can be
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2.3 Quantitative model

To study the optimal level of a property tax on housing, I use a
general equilibrium life-cycle model with overlapping generations and
incomplete markets. The model is in discrete time, where one model
period corresponds to three years. It features four types of agents:
households; a representative production firm; a financial intermediary;
and a government. For ease of notation, I only write variables with
subscripts for individuals 4, age j, and time ¢ in cases where they are
needed to avoid confusion.

2.3.1 Households

Demographics: The economy is populated by a measure one of
households. Households can live at most 20 model periods, i.e., 60
years. They enter the economy at age 7 = 1, work until j = J, and
cannot live past j = J. The probability of surviving between any two
ages j and j+ 11is ¢; € [0, 1].

Endowments and labor earnings: Households have one unit of
time available, which is supplied inelastically to the labor market. Dur-
ing working age, households face uncertain labor productivity, whereas
households’ time is unproductive during retirement. Specifically, the
productivity of household 7 at age j is given by

gimi; Vi< Jp
0 Vi > J,

’I”Lij =
where g; is a deterministic age-dependent component common across
households, and ;; is a persistent productivity component. Specif-

ically, the logarithm of the persistent component follows an AR(1)

negative as well as positive.
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process

log(mi;) = plog(mij—1) +viy Vje€{2, ...}
’ vij + & for j =1,

where p € [0, 1] captures the persistence of productivity, v;; is an i.i.d.
shock distributed N(0,02), and &; is an initial shock component with
distribution N (0, ag).

Pre-tax earnings are given by y;;: = wyn;; during working age,
where w;y is the wage level per labor-efficiency unit at time t. Re-
tirement benefits are capped at w;Ss. Retirement benefits below the
cap are given by w;7""n; ;. , where 7" € [0, 1] is the replacement rate
and n; s, is the productivity in the last working-age period. Formally,
Yijt = wymin(7""n,y,, $s) during retirement. A more detailed de-
scription of the productivity components and earnings is provided in
Section 2.4.1.

Households are born with initial assets a;1+ as in Kaplan and Vi-
olante (2014). During working age, households receive a;j; = wyyen; j—1
in the form of bequests, where 7 € [0, 1] and n; j—; is the labor pro-
ductivity in the previous period. As labor is unproductive during
retirement, retirees receive bequests as a fraction of their benefits, i.e.,
a;jt = YtYijt for j > J,. In equilibrium, aggregate bequests received
by households who are alive equal the amount left by households that
die.

Preferences: Households derive instantaneous utility from a
consumption good ¢ and housing services s. Formally

_ l1—0o
(Casl a)

Uj(c,s) = {ejl_g ifo>0,0#1 (2.12)

ej(alog(c) + (1 —a)log(s)) ifo=1,

where e; is an age-dependent equivalence scale that captures changes
in household size over the life cycle (see, e.g., Kaplan et al. (2019)), o
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is a parameter of relative risk aversion, and « is the expenditure share
on consumption.

There is also a warm-glow bequest motive similar to that of De Nardi
(2004), given by the bequest function

B/ U% if o >0,0#1
U”(q) = A
vlog(d' +¢q) ifo=1,

where v is the weight assigned to the utility from leaving bequests, ¢/
is households’ net worth, and ¢ captures the extent to which wealthier
households care more about leaving bequests relative to poorer house-
holds. For example, higher values of ¢ mean that poorer households
have less incentive to increase their net worth for the purpose of leav-
ing bequests. The private discount factor is 5 and the objective of
households is to maximize the expected sum of discounted lifetime
utility.

Deposits: Households can invest any non-negative amount in
deposits d’. The interest rate on deposits invested at time ¢ is r¢11.

Houses: Housing services can either be obtained by owning a
house or renting from the financial intermediary. Each unit of housing
costs pp ¢ to buy and pr¢ to rent. An owned house of size ' produces
housing services through a linear technology s = h/. These services
have to be consumed by the owner of the house, which implies that
households cannot be landlords.

Buying and selling owner-occupied housing is subject to transaction
costs. The transaction cost of buying is gbp;mh’ with ¢<® € [0,1].
Similarly, the cost of selling a house is ¢*pj,1h with ¢* € [0, 1], where
h is the amount of owner-occupied housing a household enters the
period with. Housing depreciates at the rate 6" € [0, 1] in each period,
and maintenance of 5hph7th must be paid by homeowners.

Housing is available in discrete sizes.'> The choice set of rental ser-

121t is thus convenient to require homeowners to pay for maintenance, as the
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vices is restricted to the ordered set of discrete sizes S = {s, s2, s3, ..., §}.
Owner-occupied housing is limited to a set H, where the smallest
house size h in H is larger than the smallest available size in S.!3
Above and including that lower bound, both sets are identical.

Mortgages: Households can use mortgages m’ to finance their
homeownership. The interest rate on a mortgage taken up at time ¢
is ity = ryy1 + K, where k > 0. Mortgages are long-term and non-
defaultable. Negative mortgage levels are not allowed, and a household
cannot choose a positive level of mortgages in the last period J. The
only other restriction is a loan-to-value (LTV) requirement which
states that a household can only use a mortgage to finance up to an
exogenous share 1 — 6 of the house value

m' < (1—6)pyh/. (2.13)

The LTV requirement is potentially binding for a household that takes
up a mortgage when purchasing a new house or for a household that
increases its current mortgage. A household that stays in its home and
does not increase its mortgage is not subject to the LTV constraint.
Taxes: Households are subject to a range of linear taxes. Labor
income is subject to both an income tax 7" and a payroll tax 7°°
(only paid by working-age households, represented by the dummy
variable I%). Both of these taxes are fixed throughout the analysis.
For ease of notation, let y = (1 — 7" — [*7°%)y denote after-tax labor
income gross of deductions. Mortgage interest payments are deductible
from labor income, which implies that the after-tax interest rate is
7" = (1—=7")r{". The return on deposits is subject to a capital income
tax 7F, which gives an after-tax return of 7, = (1 — 7F)r;. Lastly, the
value of an owner-occupied house is subject to a property tax Tth that

house size could otherwise effectively end up between the specified discrete values.

13 A minimum size of owner-occupied housing h is also assumed in, e.g., Cho and
Francis (2011), Floetotto et al. (2016), Gervais (2002), and Sommer and Sullivan
(2018).
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is proportional to the house value. The capital income tax and the
property tax are the only tax rates that will potentially vary across
time.

Recursive formulation of the household problem: House-
holds have one deterministic individual state: j for age. They also have
non-deterministic individual states, which I will denote z = (n, x, h, m).
Recall that n is total labor productivity, h is the size of owner-occupied
housing, and m is the mortgage. Let cash-on-hand be x = y + a for
j=1and

c=g+0+7)d—-1+7)ym+((1-<) =" —7")prh+a

for j > 1. For computational reasons, and without any loss of general-
ity, I define cash-on-hand as including the net revenue of selling the
house (1 — ¢*)pph. Households who do not sell their house between
any two periods do not incur any transaction costs. Initial assets and
inheritance are captured by the term a.

The household problem includes the discrete choice of whether to
rent a home (R), buy a house (B), or stay in an existing house ().
Then, for each household of age j and living situation k € {R, B, S},
the recursive problem can be formulated as follows:

Vi(z) = max  Ujle,s)+ B (6B [Virren(@)] + (1 - ¢)U”()) (2.14)

~ o ’ ’ U
¢,s,h/ ;m/ d

subject to

ctd + 1,5 + TP (1 + Pyppyh! +15(1 = F)ppyh < @+ m/
¢ = (d +ppih —m') ) (a+ (1 —a)pns)

h'=s ifh >0

=0 ifk=R

m' >0 if >0

m'=0 if ' =0and/orj=J
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and ¢ > 0,s € S,h' € H,d > 0. The first constraint in the recursive
problem is the budget constraint, where the left-hand side of the
inequality is total expenditures and the right-hand side of the inequality
is the total funds available to spend. For all k € {R, B, S}, a household
chooses how much to consume ¢ and how much to save in deposits d'.
Additional costs occur depending on the specific living situation. In
the renter case I® = 1, the household needs to pay the cost of renting
prts. In the buyer case IZ = 1, the household needs to pay for the
house purchase and incurs transaction costs by doing so. The total
cost is thus (1 + ¢®)py¢h/. As cash-on-hand = is defined such that
it includes the value of the house when sold, (1 — ¢*)py+h is added
to the budget constraint as an expenditure in the stayer case, i.e.,
whenever I° = 1. Households can cover their costs by spending their
cash-on-hand z or by lending m’ > 0 whenever they buy or stay in
an owner-occupied house. Stayers that increase their mortgage and
buyers of new homes have to comply with the LTV constraint (2.13).

The second constraint in the recursive problem shows that the net
worth ¢/, which goes into the warm-glow utility function, is deflated by
a price index a+ (1 —a)pp¢. This captures the fact that any change in
the house price affects the purchasing power of the agent that receives
the bequests. The additional constraints are relatively standard. The
solution to the household problem is given by

Viu(z) = max {V}(2), V/5(2), Vii(2) }
with the corresponding set of policy functions
{eja(2), 554(2), 1 (2), m0] (2), ], (2) }

2.3.2 Production

A representative firm uses capital K; and labor N as inputs into a
standard neoclassical production function to produce output goods Y;.
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Formally,
F(K;, N)=Y; = AKM N1

where A is aggregate productivity, aj is the capital share, and N; =
N Vt since labor is supplied inelastically. As usual the interest rate
and wages w; are given by

N l—ay
re = Aay, (m) — " (2.15)
K\ %k
wy = A(1 — ay,) (Nt) , (2.16)

where 6% is the depreciation of capital.

2.3.3 Financial intermediary

There is a financial intermediary that operates as a bank and the sole
provider of rental services. All Deposits (Dy;) saved by households
are invested in the intermediary at the interest rate r4;1 and used to
finance the intermediary’s operations. The subscript f indicates that
the variable is specific to the financial intermediary. The intermediary
provides mortgages to households, buys and rents out housing stock
to households, and lends capital to the production firm. For simplicity,
assume that the intermediary only lives for two periods and earns zero
profits.

Mortgages (My;): Mortgage lending provides the intermediary
with a net return of ryy1. Although households pay an interest rate of
rit1 = Tt41 + kK, I assume that the mortgage spread « is a wasteful
intermediation cost.

Capital (K¢;): The net return on capital lending to the produc-
tion firm is also given by 741.

Rental Stock (Hjf;): The gross return of rental operations is
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given by the rental income p,; and accrues already in the first period.
The operational costs comprise a depreciation cost 6", an interme-
diation cost n, and a property tax Tt’fi_l that are all proportional to
the value of the rental stock in the second period. Additionally, the
intermediary incurs a financing cost r41 as it uses deposits to finance
the purchase of the rental stock. During the transition, house prices
may change. Let the capital losses per unit of the rental stock be
Apht = (Pht — Phi+1)/Phyt, i-e., if house prices fall capital losses in-
crease. Expected capital losses and gains are reflected in the rental
price, and will lead to higher and lower rental rates, respectively. The
rental price that ensures zero profits is given by

Drit ((5h 0+ T )Phar1 + (Tee1 + Aph,t)ph,t) . (2.17)

I

2.3.4 Government

The government runs a balanced pay-as-you-go (PAYG) retirement
system, collects and redistributes bequests, and taxes the agents in a
similar way as the U.S. tax system. The net tax revenues are spent
on (wasteful) government expenditures G, which are assumed to be
fixed throughout.

PAY G: The payroll tax 7% is adjusted to make the PAYG system
clear

J

S 1,1 / 7%, (z;) d®(z;) :inju —™) / min{r"ny, (z;), 55} d(z;), (2.18)
=1 j=1
where II; is the age distribution of households with Z‘jjzl II; =1 and
® is the cross sectional distribution of the non-deterministic individual
states at age j, i.e., z;. The left-hand side of equation (2.18) is the
average payroll tax paid by all households. The right-hand side is equal
to the average amount of pension benefits received by all households.
The wage level wy plays no role in finding 7%%, as it is a scaling factor
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to both sides of the equation.

Bequests: The government collects bequests in the form of de-
posits, houses, and mortgages from households who die and redistribute
the funds to newborns and surviving households. The net amount
collected at time ¢ from a household that died after age j is given by

Gt(2zj—1) = L+ r0)d;, 1 (2j0-1) + (1= <* = " )pnehls, 1 (250-1)
— (L +r)mf e (zj-1)-

The first term says that the government receives deposits plus any
interest. The second term reflects the net amount received in terms of
housing. Specifically, the government needs to pay the depreciation
cost of the house before it sells the house and incurs the transaction
cost of doing so. The last term shows that the government pays off
any outstanding mortgages including interest. The total net amount
collected is then

J
a =) I(1—¢;) / qjt(Zj1—1) dP(zjt—1). (2.19)
j=1

Part of these bequests are distributed to newborns so that a new-
born household has initial assets a1¢(z1;) similar to those in the data,
where the index 1 indicates period j = 1. The remainder is given
to households that are still alive. Recall that bequests received are
ajt(zjt) = yewinj—1(z4e) for j € {2,..., J;-} and aj(zj:) = vy (z;5¢) for
j€{Jr+1,..,J}. The parameter -, is adjusted such that

qthH [ astzie) v (a) (2.20)

where q; is given by equation (2.19).
Taxes and expenditures: Total government expenditures G
are given by the government’s tax revenues from households and the
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financial intermediary as follows

G = ZH /th z;t) d®(zjt) + 7/'ppiHp i1, (2.21)
7j=1

where taxes I'j;(z;;) are
Uji(zje) = 7" (yju(zse) — ri*mye(z50)) + 7 red;i(250) + 7' phihii(250)

and property taxes paid by the financial intermediary Tthph,tH Fi—1
are levied on the rental stock bought by the financial intermediary
in period t — 1. The capital income tax 7F adjusts to ensure that
government revenues equal government expenditures.

2.3.5 Aggregate variables and market clearing

An aggregate resource constraint ensures that the agents in the econ-
omy do not spend more than what is available to them

Ci+pnHi +G+ K+ <Y+ (1- 5k)Kt + pre(1 — 5h)Ht—1, (2.22)

where C} is aggregate consumption, H;_1 is the total housing stock at
the beginning of time ¢, G is government expenditures, K; is capital
at the start of period ¢, Y; is total output, and €2; is the sum of the
transaction costs related to buying and selling houses as well as the
intermediation costs of mortgages and those related to the rental
business. Specifically, consumption is given by

ZH / cjt(z;t) d®(zj1). (2.23)
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G is given by equation (2.21), whereas H; is

ZH / sjt(zj1) d®(zj1). (2.24)

The transaction costs €); associated with housing transactions, mort-
gage intermediation, and rental services are

Q=+ Q7 + Q" + Q. (2.25)

The sum of the transaction costs related to housing purchases is given
by Q2, and is equal to ijl 11, f]Ingph,th;‘t(th) d®(zj), where again
I8 is an indicator value equal to one for households that choose to
buy a house. All houses that are bought end up being sold, either
voluntarily or by the government upon death, which means that the

transaction costs of selling are

J
= Z H~/]Ih FROP0CS i (z) dD(z0)
7j=1

J
Z (1= ¢5) / S Phthf 1 (zg-1) dP(2Z54-1)-

The first term is the transaction cost of selling for households that

. !
are alive, where I"#hNh>0

is an indicator value equal to one if
a household decides to sell. The second term is the transaction
cost for those who died between time period t — 1 and ¢ and left
owned housing behind. The cost of mortgage intermediation is
Q= 3-7:1 I [ kmf, 1(z;1-1) d®(zj4-1). The total intermediation
cost related to rental services is

Q? = UphtHf,t—h
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where Hy;_ 1 is the amount of rental housing bought by the financial
intermediary in period t — 1.
Aggregate labor is fixed throughout and is given by

N = ZH /nj z;t) d®(zj1). (2.26)

In equilibrium, capital demand from the production firm equals
capital supplied by the financial intermediary

Ki= Ky (2.27)
Kf,t = Df,t - (1 - pr,t)PhtHf,t - Mf,t; (2‘28)

where capital supplied K;; departs slightly from models without
housing as part of households’ savings are used to fund the rental
services provided to tenants (1 —py.¢)pnH s+ and to cater to households’
demand for mortgages My ;. The financial intermediary receives rental
income immediately after it provides rental services to its tenants,
and invests the income by lending to the production firm. Thus, only
(1 — prt)pre per unit of the rental stock is effectively needed to cover
rental-service operations. Aggregate deposits, the rental stock, and
aggregate mortgages are given as follows

th_ZH /dﬁ () d®(zj1) (2.29)
7j=1
Hpp = Hy — ZH /hﬁ z;i) d®(zj). (2.30)
7=1
Mft_Zn /m 2;1) d (). (2.31)
7=1

A formal equilibrium definition is relegated to Appendix 2.C.
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2.4 Calibration

2.4.1 Independently calibrated parameters

The model is calibrated to match salient features of the U.S. economy.
Table 2.1 shows the full set of parameters that are based on estimates
from the literature or computed based on data. Although a model
period is three years, I show annualized values of the parameters to
ease the interpretation.

Demographics: Households enter the economy at the age of
23 —25 (j = 1). The last working period corresponds to the age group
62 — 64 (J, = 14), and I assume that no household can live beyond
the age group 80 — 82 (J = 20). The probability of dying between any
two periods j and j + 1, i.e., ¢; is computed using the Life Tables for
the U.S. social security area 1900-2100 (see Bell and Miller (2005)).
Specifically, I use the observed and projected mortality rates for males
born in 1950.

Endowments and labor earnings: The parameters related to
labor productivity are based on the estimated earnings process in
Karlman et al. (2020). Earnings and productivity levels map one-for-
one as I set wy = 1 in the initial steady state. Specifically, I take the
deterministic life-cycle profile of productivity g; to be the deterministic
life-cycle earnings in their paper. The other parameters need some
adjustments before they can be used. Indeed, the income process in
Karlman et al. (2020) is assumed to consist of an initial productivity
shock, a transitory shock, and a permanent shock, whereas in this
paper, I assume that productivity follows an AR(1) with an initial
shock and a persistent shock. I set the persistence parameter p such
that the variance of log productivity is increasing roughly linearly
up until retirement. I let o2 and Jg adjust such that the variance
of log productivity for the age group 47 — 49 and the variance of
log productivity for the age group 23 — 25 are the same for the two
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Parameter Description Value
Demographics
Jr Last working period 14 (ages 62-64)
J Last possible period alive 20 (ages 80-82)
o Survival probability Bell and Miller (2005)

Endowments and labor earnings

Preferences

€

o
Houses
Ph
b
S
5h

S

Mortgages
0

K

Tazxes

Tk

Th
Production

r

6k

Qg
w
A

Deterministic labor productivity
Persistence of prod. shock

Var of persistent prod. shock
Var of initial prod. shock
Replacement rate retirees
Maximum benefit retirement
Initial assets

Equivalence scale
Coefficient of relative risk aversion

House price

Transaction cost buying house
Transaction cost selling house
Depreciation, housing

Down-payment requirement
Yearly spread, mortgages

Capital income tax
Property tax

Interest rate
Depreciation, capital
Capital income share
Wage

Aggregate productivity

Karlman et al. (2020)

0.995

0.038

0.119

0.5

29.6

Kaplan and Violante (2014)

See text
2

1
0.025
0.07
0.023

0.20
0.01

0.36
0.01

0.066
0.067
0.265
1

1.4

Table 2.1: Independently calibrated parameters, based on data and other

studies

Note: The values are annual for the relevant parameters. When simulating the
model, I adjust these values to their three-year (one model period) counterparts.
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processes. The age group 47 — 49 was chosen since this is the period
with the highest labor productivity.

Following Diaz and Luengo-Prado (2008), the replacement rate
for retirees 77" is 50 percent. The maximum allowable benefit during
retirement ss is calculated using data from the Social Security Admin-
istration (SSA). The value of 29.6 corresponds to around 61 percent
of average earnings for working-age households, which is 48.8 in the
model. The retirement benefits scale with w; as shown in Section
2.3.1, which means that the benefits received by retirees move with
the wage level.

The initial asset holdings for households a; are calibrated as in
Kaplan and Violante (2014). I divide households aged 23-25 in the
Survey of Consumer Finances (SCF) into 21 groups based on their
earnings.' For each of these groups, I calculate the share with asset
holdings above 1,000 in 2013 dollars and the median asset holdings
conditional on having assets above this limit. The median asset value
for each group is scaled by the median earnings among working-age
households (23-64) in the SCF data. For model purposes, I rescale
these asset values with the median earnings of working-age households
in my model. Since the initial assets are scaled by earnings, they will
move with changes in the wage level.

Preferences: The equivalence scale e; is equal to the square root
of the predicted values from a regression of family size on a third-order
polynomial of age. Predicted values were obtained using data from
the Panel Study of Income Dynamics (PSID) for the years 1970-1992.
In the benchmark model, I set the coefficient of relative risk aversion
o to 2, a standard value in the literature.

Houses: I set the house price p to one in the initial steady state.
If the housing stock is perfectly elastic, the house price will remain one
for all levels of the property tax. I do allow for changes in the house

141 use the survey years 1989 to 2013 for the SCF, where all waves are pooled.
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price whenever the housing stock is less flexible. The transaction
costs of buying and selling a house are taken from Gruber and Martin
(2003), who estimate these costs to around 2.5 and 7 percent of the
house value, respectively. Based on data from the Bureau of Economic
Analysis (BEA), covering the years 1989-2013, I set the depreciation
rate of owned housing to 2.3 percent.

Mortgages: The minimum down-payment requirement when
purchasing a house or increasing an existing mortgage is set to 0.2,
which is a standard value in the literature. I choose a yearly spread
for mortgages k of 0.01. This is approximately the spread between
the contract rate on 30-year fixed-rate conventional home mortgage
commitments and market yields on the 30-year constant maturity
nominal Treasury securities over the period 1997 to 2015.

Taxes: Following Trabandt and Uhlig (2011), I let the capital
income tax 7% be 0.36. This is broadly in line with what papers in
the optimal capital taxation literature have been using. Acikgoz et al.
(2018), Davis and Heathcote (2005), Domeij and Heathcote (2004),
and Imrohoroglu (1998) all used a capital income tax rate in the
range of 0.36 — 0.4. The key tax rate in this paper is the property
tax 7", which is 0.01 in the initial economy. This is based on data
from the 2013 American Housing Survey (AHS), which show that the
median amount of real estate taxes per $1,000 of housing value is
approximately 10 dollars.®

Production: The interest rate r is equal to the rental rate of
total capital RT less the depreciation of total capital 67. Assuming a
Cobb-Douglas production function for the total economy, the rental
rate is equal to (YT /KT)a}, where Y7 is the gross domestic product
(GDP) less investments in defense-related capital, K7 includes all
non-defense capital, i.e., both residential and nonresidential capital,
and a;‘f is the capital income share for total capital K7 which I assume

15See table C-10-00 in the 2013 American Housing Survey.
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to be 1/3. Using data from the BEA for the years 1997 — 2013, I find
that the rental rate of total capital R was 0.117 on average. The
depreciation rate §7 is 0.051 and it is computed as the depreciation
of total capital divided by total capital. Overall, the values for the
rental and depreciation rates imply an interest rate of 0.066.

To compute 6%, the depreciation rate for production capital in
my model, I divide the depreciation of nonresidential capital by the
stock of nonresidential capital. This gives a yearly depreciation rate
of 0.067.

The capital income share «j for the production capital in my
model is computed as (RVKY)/YN | where RN = r + 6" is the rental
income of nonresidential capital, K is nonresidential capital, and
YN is GDP, Y7, less consumption of housing services. With the
assumption that r is the same for all capital types, the capital income
share is easily computed and it is equal to 0.265. Thus, the capital
income share for nonresidential capital is slightly lower than that for
total capital.

Aggregate productivity A can be computed using the equations
for the interest rate (2.15) and the wage (2.16). First, solve (2.15) for
K;/N and substitute into (2.16). Second, impose w; = 1 and solve for

A to get
() ()
1— o g

Since ay, r, and d; are known, A is also known and equal to 1.4.

2.4.2 Internally calibrated parameters

Table 2.2 shows parameters internally calibrated by simulation, along
with a comparison between data and model moments.'® Unless other-

6The computational method to solve the model is similar to the one in Karlman
et al. (2020).
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wise stated, I use data from the SCF.

Parameter Description Value Target moment Data Model

Preferences

«a Consumption weight in utility 0.82  Median house value-to-earnings 2.32 2.32

v Utility shifter of bequest 1.3 Share of net worth held by j = J 0.03 0.02

q Luxury parameter of bequest 2 Homeownership rate, age 74-82 0.80 0.79
Houses

n Intermediation cost, rentals 0.031 Homeownership rate, age < 35 0.43 0.34

h Minimum owned house size 39 Homeownership rate 0.68 0.68
Tazes

T Labor income tax 0.12  Gov. consumption to GDP (G/Y) 017  0.17
Equilibrium objects

B8 Discount factor 0.97  Asset market clearing See text

¥ Bequest rate 0.09  Bequest clearing See text

Table 2.2: Internally calibrated parameters

Note: Parameters calibrated either by simulation or as the result of equilibrium
conditions. The third column shows the resulting parameter values from this
estimation procedure. The values are annual when applicable. When simulating
the model, I adjust these parameter values to their three-year (one model period)
counterparts. The fifth column presents the values of data moments that are
targeted. The last column shows the model moments that are achieved by using
the parameter values in column three.

Preferences: The parameter o determines the weight on con-
sumption and housing services in the utility function. I use this
parameter to calibrate the median house value relative to earnings,
conditional on owning a house. The strength of the bequest motive v
affects how much net wealth households want to leave behind if they
die. Thus, I calibrate it to target the share of net worth held by house-
holds in the last period. The other bequest parameter ¢ determines
the extent to which bequests are luxury goods, and it will affect the
fraction of households who would want to remain homeowners as they
age. For this reason, I calibrate g to target the homeownership rate
among those who are between 74 and 82 years old.

Houses: I set the intermediation cost of rental housing 7 to target
the homeownership rate for those aged below 35, as it affects how
early in life households become homeowners. For example, a higher
value of 1 increases the cost of rental units relative to owner-occupied
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housing and will, all else equal, increase the homeownership rate for
the young. The minimum owner-occupied house size h is calibrated
to match the overall homeownership rate.

Taxes: I let the tax rate on labor income 7" adjust such that
G/Y is 0.17, which was the average value of government consumption-
to-GDP over the years 1989 — 2013 based on data from the BEA.
For GDP, I use the model counterpart which excludes investments in
national defense and consumption of housing services.

Equilibrium objects: The discount factor g is an equilibrium
object in the initial steady state. Specifically, 5 affects how much
households save and adjusts to ensure that capital supply Ky equals
capital demand K, where the latter is fixed in the initial steady state
as r is taken from data. In all other steady states, the discount factor
is held constant and the interest rate varies. The bequest rate = is
also an equilibrium object and it is the solution to the bequest scheme
given by equation (2.20). The value of v will vary with the different
policy experiments.

2.5 Results

2.5.1 Optimal property taxation in the long run

The Chamley-Judd result discussed in Section 2.2 is concerned with
optimal capital income taxation in the long run. The analysis of
optimal property taxation presented in this section begins with a
similar long-run perspective. Specifically, what property tax level
maximizes welfare when it can be set without considering its impact
on current generations and the transition to the new steady state?
In order to answer this question, I need an interpretable measure
of welfare to compare policies. Let 7" be a specific policy, where 7" is
a proportional tax on the house value. Moreover, let 37 = 37 Hi:l Ok

be the effective discount factor for streams of utility at age j from the
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perspective of a newborn. Then, the ex-post value function (welfare)
for newborn 4 under policy 7" is

J
Vi) = 337 U (e (7). si(7h) + 81— 6)U” (af;(7)]

J=1

where ¢;;(7"), si;(7"), and gj;(7") are the realized values of consump-
tion, housing services, and net worth of household 7 at age j under
policy 7".

To evaluate the welfare effects across policies, I use the consump-
tion equivalent variation (henceforth CEV). CEV is the per-period
percentage change in consumption needed to make a household in-
different between the initial steady state and the steady state with
policy 7. Let A;(7") denote the household-specific CEV which solves
the following equation

J
>0 AU ([ A s (), 51 () + 80— 6)U” (a7 | = Vitr"),
j=1

where ¢;; (8, sij (), and ql’-j(Tél) are the realized values of consump-

tion, housing services, and net worth for household ¢ at age j in the
initial steady state with policy 7'61. When 7" = Té‘ , there is no change
in policy and A;(7") = 0 for all i. The new policy is welfare improving
whenever A;(7") is greater than zero. The higher is A;(7"), the better
off is the household.

I assume that the social planner wants to maximize the average
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ex-post CEV of newborns.!” Specifically, the planner problem is

max /1 Ay(Th) di.
ThJo

The planner chooses 7" freely, but must take a series of restrictions
into account. First, the government constraint (2.21) needs to hold. As
government spending G is assumed to be fixed, I let the capital income
tax rate 7% adjust to ensure that the government’s net revenues equal G.
I do not allow the government to borrow or lend. Second, the amount
of bequests left should equal the amount received by households. The
bequest parameter v adjusts such that bequests balance under all
policies. Third, any equilibrium must be a competitive equilibrium,
where the interest rate adjusts to ensure that capital demand by the
production firm equals capital supply. Finally, in the benchmark
model, I assume that the housing supply is perfectly elastic, which
implies that the house price is unity across all policies considered.
In Section 2.5.3, I show the results of an analysis where the housing
supply is less than perfectly elastic.

I find that the optimal property tax for newborns is significantly
higher than its current level. Figure 2.1a shows the average CEV
for newborns across a range of policies 7. The vertical dashed line
indicates the initial property tax level of 1 percent. As discussed
above, average welfare is zero at this point. Average welfare has a
clear hump-shaped pattern and reaches its maximum at a property
tax level of 4.8 percent, as indicated by the dotted vertical line. There

"Sommer and Sullivan (2018) and Karlman et al. (2020) also compute welfare as
the average CEV of households in their analyses. I will later discuss heterogeneous
welfare effects across households, and the chosen welfare measure makes the
mapping between individual and average effects easier. Note that in steady state,
the planner problem is reminiscent to maximizing total welfare, i.e., utilitarian
welfare, because of the functional form of the utility function. As a robustness
check, I have also computed the optimal property tax rate for a utilitarian planner
and find an optimal tax rate of 4.8 percent in that case as well.
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are large gains from the considerable increase in the property tax rate.
Specifically, moving to the optimal property tax level is equivalent to
an average per-period increase in the initial steady-state consumption
of 3.9 percent. On the other hand, average welfare is negative for
property tax rates below the initial level. A property tax rate of zero
would lead to an average CEV close to negative 3 percent.

Figure 2.1b shows the capital income tax rate needed in order to
keep government expenditures G constant. Clearly, the higher is the
property tax, the more the capital income tax rate can be reduced.
At the optimal property tax level, the capital income tax is slightly
negative, but close to zero (-4.8 percent).

4 \ 60—
I I
! 40\
2f 1 1 |
1 20 ¢ ]
1 I
0 0 : ~
: 200 \
2/ j |
Initial Optimal -40 I
1 I
4 level level 60 .
0 2 4 6 8 0 2 4 6 8
Property tax (%) Property tax (%)
(a) Average ex-post CEV (%) for (b) Capital income tax (%)
newborns

Figure 2.1: Optimal taxation in the long run

Note: Figure 2.1a shows the average CEV in percent for newborns across different
property tax levels. “Initial level” refers to the property tax level currently in
place in the U.S., which is one percent. “Optimal level” refers to the property
tax rate which maximizes the average CEV for newborns. Figure 2.1b shows the
capital income tax rate needed to keep government expenditures G constant across
different property tax levels.

The trade-off between keeping down the cost of housing and in-
creasing the production capacity of the economy is evident in Table
2.3, which compares aggregate variables and prices between the initial
and the optimal steady state. One the one hand, the higher property
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tax in the optimal steady state increases the user cost of housing for
both owner-occupied housing and rental services. The rental price, for
example, is up by 16 percent. In response to the higher cost, housing
demand falls and the housing stock is down by almost one fourth.
Fewer households find it worthwhile to become homeowners, and the
fraction of homeowners drops from more than two thirds to less than
one half, a change particularly driven by the response of young house-
holds. On the other hand, a lower capital income tax rate increases
the demand for savings in deposits which, in turn, drives up capital,
output, and wages. With more capital, the pre-tax return falls to 4.2
percent from 6.6 percent. However, there is actually a small increase
in the after-tax return to capital as the fall in the capital income tax
rate more than outweighs the drop in the pre-tax return. Households
benefit from higher earnings by, e.g., an increase in consumption of
around 7 percent.

Overall, it is clear that the gain from not distorting the intertem-
poral savings decision of households is a crucial determinant of the
optimal property tax rate. To some extent, this may not be surprising
given that the utility function (2.12) is of the form needed to arrive
at the zero-tax result in the OLG model specified in Section 2.2.3.
Still, it is interesting that the theoretical result survives all bells and
whistles added in the quantitative model in Section 2.3. As I will show
in Section 2.5.3, the result is sensitive to allowing for a less elastic
housing supply function, however.

The aggregate results do not inform us about the extent to which
households agree on the optimal property tax level. Therefore, Figure
2.2 shows the optimal property tax rate across initial labor productivity
ns1.18 The optimal property tax rate decreases with the level of initial
productivity. Whereas the welfare of households at the bottom 20

18Based on their initial productivity, households are divided into quintiles and
each marker shows the property tax rate that maximizes the average CEV within
a specified quintile.
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Variable Initial Optimal
steady state steady state

Normalized variables

D: Deposits 1 1.36
K Capital 1 1.36
Y: Output 1 1.09
C: Consumption 1 1.07
H: Housing stock 1 0.76
w: Wage level 1 1.09
pp: House price 1 1

pr: Rental price 1 1.16

Other

r: Interest rate (%) 6.60 4.16
7: Interest rate after tax (%) 4.22 4.36
Fraction homeowners 0.68 0.45
Fraction homeowners, below age 35 0.35 0.18

Table 2.3: Change in key aggregate variables: initial versus optimal steady
state

Note: In the initial steady state, the property tax is one percent and the capital
income tax rate is 36 percent. As shown in Figure 2.1a, the optimal property tax
rate is 4.8 percent. The optimal capital income tax rate is —4.8 percent, as seen in
Figure 2.1b.

percent of the distribution is maximized when the property tax is
5.3 percent, the top 20 percent are best off when the property tax
rate is 3.7 percent. The corresponding capital income tax rates are
—8.6 percent and 5.5 percent, respectively. Recall that the model with
heterogeneous agents in Section 2.2.2 implied that all households want
a capital income tax rate of zero percent.

The departure from the theoretical results in Section 2.2.2 is driven
by two distinct mechanisms. First, in the theoretical framework, house-
holds could borrow more easily from their future income as they were
merely subject to a natural borrowing limit. In the quantitative model,
negative deposits are not allowed and poorer households are likely to
be constrained. A higher property tax, resulting in a subsidy on capital
income, increases the wage level and pushes poorer households away
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1 2 3 4 5
Quintiles of initial productivity

Figure 2.2: Optimal property tax rates (%) across initial productivity

Note: Initial productivity refers to labor productivity n;1, i.e., the productivity
of household 7 at age j = 1. Households are divided into quintiles based on their
productivity and each marker shows the property tax rate which maximizes the
average CEV within a specific quintile. The horizontal line indicates the optimal
property tax rate for the economy as a whole, i.e., the property tax rate at which
the average CEV for all newborns is maximized.

from the constraint. As a result, low-productivity households generally
favor a higher property tax level as compared to other households.

The second mechanism relates to how the tax policies affect the
rate of return to owner-occupied housing. In my model, the return
to owning a house is the cost of rental housing less the cost of owner-
occupied housing. Clearly, the return is positive as most households
become homeowners in the initial economy, despite large transaction
costs for buying and selling houses.

The cost per housing unit, ignoring discounting, for providing
rental services in steady state is

Cr=5h+n+7h+r.

For a homeowner, the flow cost, i.e., the cost excluding transaction
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costs is
Co=0"+7+7",

where the second term 7 = (1 — 7%)r captures the opportunity cost of
investing in housing rather than deposits. For simplicity, I abstract
from the cost of mortgage financing. Thus, the net benefit of owning
is

N,=C,—C,=mn+71"r (2.32)

Equation (2.32) shows that the return to owning a house increases in
the intermediation cost of providing rental services, the capital income

tax, and the interest rate. Intuitively, the term 7%

r is the tax savings
from not investing in deposits. It shows up because there is no tax on
the imputed rent of owner-occupied housing. Notice that the property
tax considered in my experiments is not a tax on imputed rent as any
change in the property tax affects the rental cost and the flow cost for
owner-occupied housing to an equal extent.

Highly productive households benefit less from a lower capital
income tax than other households because owned housing becomes
a less lucrative savings option. Households in the top quintiles have
higher earnings and a larger probability of being born with some initial
assets, both of which make it easier for them to enter the housing
market. In the initial steady state when 7% and 7 are relatively high, a
substantial fraction of these households choose to buy a home instead
of saving through deposits. Importantly, a higher return of owner-
occupied housing relative to deposits is possible due to high transaction
costs and the down-payment requirement. When the planner sets a
higher property tax rate, the excess return to owner-occupied housing
becomes lower as both 7% and r fall.

The above discussion sheds some light on an additional positive
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effect of leaving capital income untaxed. A previous branch of the
literature has considered a tax on the imputed rent of owner-occupied
housing to reduce the preferential tax treatment of housing relative
to other types of capital, see, e.g., Gervais (2002) and Floetotto et al.
(2016). Another way of avoiding the tax distortion, however, is simply
to stop taxing capital income.'® This also shifts savings from housing
to more productive capital. Echoing the results of Gervais (2002), I
find that high-productivity households delay their housing purchases
and allocate more of their funds to deposits. This additional channel
may also help explain why the long-run optimal capital income tax
rate is close to zero in my model, despite the inclusion of a life-cycle
structure, uncertain earnings, and borrowing constraints.

2.5.2 Optimal property taxation in the short run
Current generations

Thus far, the analysis has been limited to the study of optimal property
taxation in the long run. The analysis has fully disregarded any welfare
effects of current generations due to changes in the tax system. To
capture the consequences for these generations, this section is devoted
to studying the optimal property tax rate for households alive at the
time of a policy change.

Assume that the social planner chooses a policy 7" to maximize
the average ex-post CEV for households alive today. Formally,

J 1
max 21 Hg/o Agy(h) di,
g:

where g is a generation of age g at the time of policy change, Il is
the age distribution of households, and A (7h) is the ex-post CEV
for household i in generation g under policy 7. Specifically, AVE ()

9Tn concurrent work, Nakajima (2019) makes a similar claim.
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is the percentage per-period change in initial consumption needed to
make the household indifferent between the policy 7/ and the initial
steady state with policy 7'(’)‘. As the planner cares about all current
generations in the short-run analysis, the welfare computations are
somewhat more complicated than in the long run. The interested
reader is referred to Appendix 2.B for detailed information on how
Ay (") is derived.

I consider one-time changes in the property tax rate and assume
that any policy 7" is credible and implemented unexpectedly.?® For
each policy, I solve for the transition path of the economy from today’s
policy 7§ to the steady state with policy 7. Along the transition
path, there will be a sequence of the capital income tax rate {7F};,
a sequence of the bequest parameter {;}7_;, and a sequence of the
interest rate {r;}7_;, where T is the last period of the transition.
Specifically, for each period, the capital income tax rate ensures that
the tax revenues exactly cover government expenditures GG, the bequest
parameter ensures that bequests received equal bequests left behind,
and the interest rate clears the capital asset market. Again, I assume
that the housing supply is fully elastic. In Section 2.5.3, I show the
results when I assume a housing supply which is less elastic.

Figure 2.3a shows the average welfare effect of households alive at
the time of a policy change across a range of policies 7. The optimal
property tax rate is 0.7 percent, which renders a capital income tax
rate of around 40 percent. The positive welfare effect is modest,
with an average CEV of 0.03 percent. Alternatively, suppose that
the planner chooses to increase the property tax rate to 4.8 percent,
which is the optimal level in the long run. Such a policy would entail

2ONote that since the policy change is unexpected, I adjust households’ cash-on-
hand in the first period of transition in two ways. First, cash-on-hand is adjusted
for the new property tax rate and the capital income tax rate 7f. Second, the
profits of the rental business are affected by unexpected changes in the property tax
rate. Any loss or gain is distributed to households in proportion to their deposit
holdings just before the policy announcement.
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substantial losses to current generations, equivalent to an average per-
period reduction in the initial steady-state consumption of almost two
percent. As a comparison, the average and positive CEV of newborns
in the long run was almost four percent at the same tax rate.

The fraction in favor of each policy is shown in Figure 2.3b, where
a household is in favor if its CEV is greater than or equal to zero.
Around 51 percent of households would be in favor of setting the
property tax rate to the optimal level of 0.7 percent. In contrast, only
thirty percent of households would be in favor of a move to the optimal
property tax rate in the long run. Clearly, the optimal property tax
rate in the short run is very different from that in the long run.

1

0.8 §
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Figure 2.3: Optimal taxation in the short run: current generations

Note: Figure 2.3a shows the average CEV in percent across property tax reforms,
for households alive at the time of a policy change. “Initial level” refers to the
property tax level currently in place in the U.S., which is one percent. Figure 2.3b
shows the fraction of households that are in favor of a reform across property tax
reforms. The fraction in favor is not defined at the initial tax level, which explains
the gap in the series. The dotted horizontal line indicates the 50 percent threshold.

One possible explanation for why the optimal property tax is lower
in the short run is a well-known result in the literature on optimal
taxation. Because capital income is predetermined, and therefore
fully inelastic, it should be heavily taxed in the first period of a
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transition. Still, the above results also show that capital income
should not be taxed at 100 percent. Why is that? First, as argued
by Eerola and Maattanen (2013), the incentive to tax capital income
is reduced when households have access to another savings vehicle,
namely, housing. If the tax on capital income becomes too high, too
much of households’ savings would be devoted to housing in the years
following the policy reform. Second, housing is also somewhat inelastic
as lumpy transaction costs create some inertia in the aggregate housing
stock. Thus, even if the housing supply is allowed to be fully elastic,
housing demand is not. Finally, in my model the economy is populated
by heterogeneous agents that are differentially affected by changes in
tax rates. As I will show next, this has implications for the optimal
policy.

The trade-offs faced by the planner can be better understood
by dividing households into groups based on their age and housing
situation. Figure 2.4a compares the welfare effects of three different
age-groups, namely, “Newborns”, “Other working-age households”,
and “Retirees”. As in the long-run analysis, newborns are negatively
affected by a reduction in the property tax rate and would, on average,
prefer a higher property tax. However, as the economy is slow to adjust,
newborns do not want a tax level similar to the optimal property tax
rate in the long run. It takes time for the capital stock to grow and
the wage will only gradually reach its new, higher steady-state level.
Since newborns in the first period of a transition do not reap all the
benefits of a lower capital income tax rate, there is a downward shift in
welfare relative to the long-run analysis. Indeed, many newborns with
a high productivity experience negative welfare effects of increasing
the property tax rate.

Retirees are worse off on average when the planner increases the
property tax rate, and are on average better off with a lower property
tax. These households tend to own their homes, are less affected by
changes in the wage, have started to eat off their deposit savings, and
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have fewer periods left to live. They are negatively affected by an
increase in the property tax rate and they gain less from lower capital
income taxes and higher wages. The last group of households, “Other
working-age households”, would on average prefer a decrease in the
property tax rate to 0.8 percent.

-6 ——Newborns -6 | —Renter ~d
8t = '=Other working-age households ] 8 . == Smaller owned houses
===+=Retirees . ====+Larger owned houses

-10 : -10
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Property tax (%) Property tax (%)
(a) Average ex-post CEV (%) (b) Average ex-post CEV (%)

by age groups by housing situation

Figure 2.4: Optimal taxation in the short run: decomposition of aggregate
welfare results

Note: Figure 2.4a shows the average CEV in percent for households alive today,
where households are divided into three age groups. “Newborns” constitutes ages
23 — 25, “Other working-age households” covers the ages 26 — 64, whereas “Retirees”
includes the remainder. Similarly, Figure 2.4b shows the average CEV based on
the housing situation of a household prior to the policy change. “Smaller owned
houses” refers to households that own h, whereas “Larger owned houses” refers to
households that own houses of a size larger than h. In both figures, the vertical
dashed line refers to the initial property tax level of one percent.

Figure 2.4b shows the welfare effects of renters, owners of small
houses, and owners of larger houses. Renters are relatively poor
households that benefit from higher wages and lower capital income
taxes. Moreover, they can freely adjust how much housing services
they consume. The optimal property tax rate for renters is close to the
long-run optimal tax rate for newborns. For homeowners, it is more
difficult to adjust the housing size due to the large transaction costs
of selling and buying. Although transaction costs make the aggregate
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housing stock more inelastic, which implies that housing is a good tax
source from an efficiency perspective, the same transaction costs lock
homeowners into house sizes that are no longer optimal in their view.
Additionally, a lower capital income tax and interest rate reduce the
net benefit of owning as previously discussed. I find that owners of
smaller homes on average want a property tax rate of zero, whereas
owners of larger homes want a property tax rate of 0.8 percent. In
my model, there is a strong positive correlation between housing and
deposits of 0.61. This implies that households with larger homes also
tend to have larger deposit holdings and thus benefit more from a
reduction in capital income taxes.

What if the planner also cares about future generations?

The social planner may also want to assign some weight to future
generations. Formally, suppose that the planner problem is

J 1 o0 1
m%X Z AgtHg / Aig(Th) di + Z Alt / Ailt(Th) di,
™ g=1 0 t=2 0

where the first term captures the welfare effects of the current gen-
erations and the second term comprises the welfare of all future
generations of newborns. Here, Am(Th) corresponds to the CEV for
newborn ¢ at time t under policy 7. The parameter Ayt determines
the weight assigned to generation g at time ¢. Denote the normalized
population distribution by ﬁg = II,/II;, such that each generation of
newborns is normalized to one. Then,

~Hg@tfl
=110+ 2, 0t

Agt =

where ©!~1 € [0, 1[ is the social discount factor. In the denominator
there is no © in the first term because there is no need to discount
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the welfare of current generations, and there is no II in the second
term because of the normalization.

I find that a social planner who values future generations wants
to increase the property tax level to 2.6 percent, when the social
discount factor © equals households’ subjective discount factor 3 of
0.97 (annualized). The optimal level is markedly below the optimal
property tax rate in the long run, however.

I also explore the implications of alternative values for the welfare
weight ©. Overall, I find that the long-run optimal tax system only
becomes optimal if the social discount factor is very close to 1. For
example, even at a high social discount factor of 0.99 (annualized),
the optimal property tax rate is no more than 4 percent. That is
almost one percentage point lower than the optimal long-run level.
Finally, note that the average effective discount factor for households
is considerably lower (0.91) than 3, as households are also subject to
a death probability. The optimal property tax is around 1.5 percent if
© equals the average effective private discount factor.

2.5.3 Robustness

The previous results are potentially sensitive to a number of assump-
tions I have made. In this section, I check the robustness of the results
to changing three key ingredients in my analysis: the elasticity of
intertemporal substitution; the elasticity of housing supply; and the
weighting scheme to compute average welfare. For all these robustness
checks, I recalibrate the model to match the same data moments as
in the benchmark model. As a last sensitivity analysis, I also consider
the extent to which the optimal property tax rate in the short run
depends on the initial property tax level.
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Higher intertemporal elasticity of substitution

The intertemporal elasticity of substitution (IES) is a measure of how
willing households are to move resources across time and may thus
affect the cost of taxing or subsidizing capital income. In particular,
the higher the IES, the larger are the distortions of a non-zero capital
income tax. The important parameter affecting households’ TES is the
parameter o, which is two in the benchmark model.

Table 2.4 shows how the benchmark results are affected by changing
o to one, i.e., assuming log utility. In the long run, the optimal
property tax rate is then 4.5 percent, which is close to the optimal
rate in the benchmark model of 4.8 percent. At the optimal level,
the capital income tax rate is somewhat closer to zero, reflecting the
larger efficiency costs of distorting savings in productive capital. The
welfare gains of increasing the property tax rate are similar to those
in the benchmark model. Overall, the long-run results appear robust
to changing the IES.

The short-run results of a change in the IES are also relatively
similar to those in the benchmark model. The optimal property tax
rate in the short run is the initial level of one percent. This is somewhat
higher than in the benchmark model, where the optimal rate was 0.7
percent. The welfare gain in the benchmark model was small, however.
The higher cost of capital taxation due to the increased IES is thus
sufficient to make the initial property tax level optimal.

What if the planner does not care about redistribution?

Due to the concavity of the utility function, the social planner has an
incentive to redistribute from rich to poor households. Ex ante it was
not obvious that this would be important for an optimal policy — at
least not concerning the long-run results. As shown in Section 2.2.2,
the capital income tax should be zero independently of the weighting
scheme in the heterogeneous agents version of the Chamley model.
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Ex post, it is evident that households do disagree about the optimal
property tax level, both in the short and long run.

In climate economics, a common approach is to weigh countries’
welfare by so-called Negishi weights (after Negishi (1960)). This
approach is taken in, e.g., Nordhaus and Yang (1996) who study
optimal policies within a regional integrated model of climate and the
economy. Specifically, the welfare of each country is multiplied by the
inverse of its marginal utility of consumption. This way the marginal
benefit of an extra dollar of income is equalized across countries.
Without Negishi weights, any optimal climate policy would involve
large transfers from rich to poor countries, a policy recommendation
often perceived as infeasible.

Property tax Capital income  Welfare  Fraction

(%) tax (%) (CEV, %) in favor

Long run

Benchmark 4.8 -4.8 3.9 0.95

Higher IES (log utility) 4.5 -1.6 3.8 0.96

Negishi weights 4.2 0.6 2.9 0.93

Less elastic housing supply 8.3 -31.4 7.6 0.99
Short run

Benchmark 0.7 0.40 0.03 0.51

Higher IES (log utility) 1 0.36 0 N.A.

Negishi weights 0.8 0.38 0.01 0.43

Less elastic housing supply 1.8 0.26 0.05 0.52

Table 2.4: Sensitivity analyses of optimal property taxation

Note: In the initial steady state, the property tax is one percent and the capital
income tax rate is 36 percent. Short-run results refer to what is optimal for current
generations.

In the context of optimal property taxation, I apply Negishi weights
to solve for the optimal property tax rate without the incentive to
redistribute from rich to poor households. As seen in Table 2.4, the
optimal property tax in the long run is 4.2 percent and thus it is lower
than in the benchmark model. At the optimal level, the capital income



130 CHAPTER 2. OPTIMAL PROPERTY TAXATION

tax is very close to zero. Intuitively, with Negishi weights, efficiency
plays a bigger role and the cost of a non-zero tax on capital income
increases. Furthermore, the results are closely aligned with Figure 2.2,
which shows that households with a high initial productivity typically
want a lower property tax rate. The short-run results are robust to
the alternative weighting scheme. The optimal property tax with
Negishi weights is 0.8 percent for current generations, but the average
welfare gain of lowering the property tax rate by 0.2 percentage points
is almost negligible.

Less elastic housing supply and endogenous house prices

In the benchmark model, I assume that the aggregate housing supply
is perfectly elastic. This has the strong implication that the house
price pp; is fixed at unity under all policies. Thus, in response to an
increase in the property tax rate, the user cost of housing increases
without any change in the cost of buying a house. With a less elastic
housing supply, house prices will decrease whenever the property tax
increases. This can potentially affect the cost of taxing property, both
in the short and long run.

To investigate the robustness of my results to changing the elasticity
of housing supply, I assume that investment in the housing stock at
time t takes the following reduced form

IH,t = Lpzm

where L is a fixed amount of new land made available every period,
pre is the house price in period ¢, and € is the elasticity of housing
investment with respect to the house price. Following Favilukis et al.
(2017), L can be interpreted as a flow of government-issued permits. 1
assume that the government sells these permits at a price such that
no profits are made in the production of new housing. The extent to
which newly available land is turned into actual housing units is then
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given by pj,. The higher the price and the higher the elasticity, the
more housing is made available. Similar to Kaplan et al. (2019), I set
e = 1.5. The aggregate housing stock evolves according to

Hyp1 = (1—6"H, + Ipy.

In the initial steady state, I still assume a house price of one. Since
H; = H,,, = H in steady state, L is equal to 6"H, i.e., the new land
covers the depreciated housing stock. Across policy changes, I keep L
fixed at the initial level.

The optimal property tax in the long run is considerably higher
when housing is less elastic. Table 2.4 shows that the optimal property
tax rate is 8.3 percent in the long run, and that capital income should
be subsidized by 31.4 percent. The positive welfare effect is almost
twice as high as in the benchmark model. At the optimal level, the
house price is about 18 percent lower. Despite the house price fall,
the aggregate housing stock is down by more than one fourth and
the homeownership rate falls to 39 percent. The housing stock and
homeownership rate fall by similar amounts in the optimal steady
state with a perfectly elastic housing supply, but then the property
tax is substantially lower.

The results for the optimal property tax for current generations are
less sensitive. Table 2.4 shows that the optimal property tax increases
from the initial level of one percent to 1.8 percent when the housing

21 The average welfare effect of the policy is

supply is less elastic.
small and equivalent to an average CEV of 0.05 percent and thus
similar in magnitude to the welfare gain in the benchmark model. In
this robustness check, I effectively add another stock that is perfectly
inelastic in the first period of transition, i.e., the stock of housing. A
priori it is therefore tempting to believe that the optimal property

tax should be much higher compared to the case when housing was

21With Negishi weights, the optimal level is 1.7 percent.
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fully elastic. However, such an argument does not take into account
that the aggregate house value is still flexible as house prices react
instantaneously to any policy change. Whenever the property tax
increases, homeowners will experience, potentially large, negative
wealth effects.

Does the initial property tax matter for the short-run opti-
mal policy?

In this section, I explore whether the initial tax level is important for
the short-run results. In particular, suppose that the economy starts
off at today’s property tax level T(’)”, but that the government decides
to change the property tax rate to some level 7§ and that the economy
converges to the new steady state. I then take this new steady state as
the point of departure and solve for the short-run optimal tax levels.

In Table 2.5, I consider two values for the new property tax level Tlh
and find that the benchmark result is surprisingly robust to changing
the tax level from which short-run policies are evaluated. First, I
assume that the economy has converged to a steady state with a
property tax of zero percent. As in the benchmark model, the optimal
property tax is 0.7 percent for households that are alive at the time of
the policy change. Second, assume that the economy has converged to
a steady state where the property tax is at the optimal long-run rate,
i.e., 7] is 4.8 percent. Then, the optimal tax rate in the short run is
0.9 percent, which is only 0.2 percentage points higher than when the
economy starts off at a rate of one percent. Almost three fourths of
households would be in favor of reducing the property tax rate, and
the average welfare gain of reducing the property tax is large, with an
average CEV of about two percent.

Why do households want to move away from the long-run optimal
level? Recall that the optimal tax level in the long run was defined as
the property tax rate which maximizes the average welfare of newborns.
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This is a natural measure for comparing steady states, as the welfare
of a newborn takes into account the utility throughout its life. Adding
the welfare of other generations would effectively lead to a too high
weight on older households. The welfare of older households would be
counted both for the old directly and as discounted welfare for younger
households; see, e.g., Conesa et al. (2009). In a short-run analysis,
however, households at different ages are also different households.

Initial property tax (%) 0 1 4.8
Households alive
Optimal property tax (%) 0.7 07 09
Fraction in favor 0.55 0.51 0.70
Average CEV (%) 0.07 0.03 1.96

Social planner’s optimal property tax (%) 2.6 2.6 2.3

Table 2.5: Optimal property taxation in the short run: different initial
property tax rates

Note: The table shows the results of optimal property taxation in the short run
when starting from different initial levels of the property tax rate. The first row
indicates the starting value of the property tax. The column with one percent
shows the benchmark results. The column with 4.8 percent shows the results of
starting from the tax rate that is optimal in the long run.

Households that are alive in the long-run optimal steady state at
the time of a policy change prefer a lower property tax and a higher
capital income tax for at least two key reasons. First, older generations
consume more housing services as compared to younger households
and thus benefit substantially from a lower property tax rate. Second,
the capital stock is less elastic in the short run, alleviating the costs
of taxing capital.

In the last row of Table 2.5, I show the optimal property tax
rate in the view of a social planner with welfare weight of © = §.
Independently of the initial property tax rate, the planner wants a
property tax close to the benchmark result of 2.6 percent.

To sum up, the optimal property tax rate is relatively robust to
the initial property tax rate. In particular, there are strong forces in
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the short run that drive the property tax rate away from the long-run
optimal level and towards today’s tax system. A long-run perspective
can indeed be very misleading for setting the actual policy.

2.6 Concluding remarks

The purpose of this paper is to enhance our understanding of how
we should tax residential property. As a step towards this goal, 1
let housing play a main role in the otherwise established framework
of optimal taxation. The results of my long-run analysis generally
support the traditional view held by many economists: property taxes
should be substantially increased. I find that, in the long run, the
optimal property tax is about five times higher than today’s level of one
percent. The optimal policy allows the government to set the capital
income tax close to zero. Households’ welfare improve significantly as
a lower capital income tax expands the stock of productive capital.
However, in the short run, I show that the optimal policy for current
generations is to keep the property tax close to today’s level. It is
less costly to tax capital in the short run as capital is more inelastic.
Moreover, it is costly to tax property in the short run as it will affect
many homeowners and retirees negatively.

The core results in this paper are qualitatively, and to a large
extent also quantitatively, robust to a range of additional tests. First,
I double the intertemporal elasticity of substitution to increase the
cost of taxing capital. Second, I allow for endogenous house prices
to reduce the cost of taxing residential property. Third, I consider
a planner that does not care about redistribution. Finally, I show
that the short-run results are surprisingly insensitive to the initial
steady-state level of the property tax.

Overall, my findings offer an explanation for the apparent discon-
nect between the view of many economists and the tax rates currently
in place in the U.S. Yet, there are interesting extensions to my study
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that should be considered in future research. First, it would be useful
to see how the property tax relates to taxes on non-housing consump-
tion and labor income. Second, to concentrate on the interactions
between housing and other capital, I assume that labor is inelastically
supplied by households. A natural way forward would be to relax
this assumption and consider the effects of including endogenous la-
bor supply. Finally, in the analysis of short-run effects, I study the
consequences of a one-time change in the property tax rate. This de-
parts from the typical Ramsey literature which allows for time-varying
optimal policies, and future research should work to close this gap.??

22In this regard, the parametric approaches in Dyrda and Pedroni (2018) and
Itskhoki and Moll (2019) may serve as a useful starting point.



136 CHAPTER 2. OPTIMAL PROPERTY TAXATION

References

Acikgoz, O., M. Hagedorn, H. Holter, and Y. Wang (2018). The
optimum quantity of capital and debt. CEPR Discussion Paper No.
DP12952.

Aiyagari, S. R. (1995). Optimal capital income taxation with in-
complete markets, borrowing constraints, and constant discounting.
Journal of Political Economy 103(6), 1158-1175.

Atkeson, A., V. V. Chari, P. J. Kehoe, et al. (1999). Taxing capital
income: a bad idea. Federal Reserve Bank of Minneapolis Quarterly
Review 23, 3—18.

Auerbach, A. J., L. J. Kotlikoff, and J. Skinner (1983). The efficiency
gains from dynamic tax reform. International Economic Review,
81-100.

Bakig, O., B. Kaymak, and M. Poschke (2015). Transitional dynamics
and the optimal progressivity of income redistribution. Review of
Economic Dynamics 18(3), 679-693.

Bell, F. C. and M. L. Miller (2005, August). Life tables for the United
States Social Security Area 1900-2100. Actuarial study No. 120,
Social Security Administration.

Chamley, C. (1986). Optimal taxation of capital income in general
equilibrium with infinite lives. Fconometrica, 607-622.

Cho, S.-W. and J. Francis (2011). Tax treatment of owner occupied
housing and wealth inequality. Journal of Macroeconomics 33,
42-60.

Conesa, J. C., S. Kitao, and D. Krueger (2009). Taxing capital? Not
a bad idea after alll American Economic Review 99(1), 25-48.



REFERENCES 137

Davis, M. A. and J. Heathcote (2005). Housing and the business cycle.
International Economic Review 46(3), 751-784.

De Nardi, M. (2004). Wealth inequality and intergenerational links.
The Review of Economic Studies 71(3), 743-768.

Diaz, A. and M. J. Luengo-Prado (2008). On the user cost and
homeownership. Review of Economic Dynamics 11(3), 584-613.

Domeij, D. and J. Heathcote (2004). On the distributional effects
of reducing capital taxes. International Economic Review 45(2),
523-554.

Dyrda, S. and M. Pedroni (2018). Optimal fiscal policy in a model with
uninsurable idiosyncratic shocks. Working paper (SSRN 3289306).

Eerola, E. and N. Maattanen (2013). The optimal tax treatment of
housing capital in the neoclassical growth model. Journal of Public
Economic Theory 15(6), 912-938.

Ekonomistas (2014). Ekonomista’s election manifesto (Ekonomistas
valmanifest). Accessed 2020-08-3. www.ekonomistas.se.

Favilukis, J., S. C. Ludvigson, and S. Van Nieuwerburgh (2017).
The macroeconomic effects of housing wealth, housing finance, and

limited risk sharing in general equilibrium. Journal of Political
Economy 125(1), 140-223.

Floetotto, M., M. Kirker, and J. Stroebel (2016). Government inter-
vention in the housing market: who wins, who loses? Journal of
Monetary FEconomics 80, 106—123.

Gervais, M. (2002). Housing taxation and capital accumulation. Jour-
nal of Monetary Economics 49(7), 1461-1489.



138 CHAPTER 2. OPTIMAL PROPERTY TAXATION

Gruber, J. W. and R. F. Martin (2003). Precautionary savings and
the wealth distribution with illiquid durables. International Finance
Discussion Papers T73.

Imrohoroglu, S. (1998). A quantitative analysis of capital income
taxation. International Economic Review, 307-328.

Itskhoki, O. and B. Moll (2019). Optimal development policies with
financial frictions. Econometrica 87(1), 139-173.

Judd, K. L. (1985). Redistributive taxation in a simple perfect foresight
model. Journal of Public Economics 28(1), 59-83.

Judd, K. L. (1999). Optimal taxation and spending in general com-
petitive growth models. Journal of Public Economics 71(1), 1-26.

Kaplan, G., K. Mitman, and G. Violante (2019). The housing boom
and bust: Model meets evidence. Journal of Political Economy
(forthcoming).

Kaplan, G. and G. Violante (2014). A model of the consumption
response to fiscal stimulus payments. FEconometrica 82(4), 1199—
1239.

Karlman, M., K. Kinnerud, and K. Kragh-Sgrensen (2020). Costly
reversals of bad policies: the case of the mortgage interest deduction.
Working Paper.

Krueger, D. and A. Ludwig (2016). On the optimal provision of social
insurance: progressive taxation versus education subsidies in general
equilibrium. Journal of Monetary Economics 77, 72-98.

Nakajima, M. (2019). Capital income taxation with housing. Working
Paper.

Negishi, T. (1960). Welfare economics and existence of an equilibrium
for a competitive economy. Metroeconomica 12(2-3), 92-97.



REFERENCES 139

Nordhaus, W. D. and Z. Yang (1996). A regional dynamic general-
equilibrium model of alternative climate-change strategies. American
Economic Review, 7T41-765.

Sommer, K. and P. Sullivan (2018). Implications of US tax policy
for house prices, rents, and homeownership. American Economic
Review 108(2), 241-74.

Straub, L. and I. Werning (2020). Positive long-run capital taxation:
Chamley-judd revisited. American Economic Review 110(1), 86—
119.

Summers, L. H. (1981). Capital taxation and accumulation in a life
cycle growth model. American Economic Review 71(4), 533-544.

Trabandt, M. and H. Uhlig (2011). The laffer curve revisited. Journal
of Monetary Economics 58(4), 305-327.



140 CHAPTER 2. OPTIMAL PROPERTY TAXATION

Appendices

2.A A two-period OLG model

Assume that at each time ¢, there is one young generation (indexed 1)
and one old generation (indexed 2) alive. The young generation wants
to maximize its discounted utility over the two periods

U (c1e, 1, n11) + BU (24415 S2.441), (2.33)

where ci¢, $1¢ and nj; are non-housing consumption, consumption of
housing services, and efficiency hours worked when young, respec-
tively, § is the discount factor, and cp 41 and s3 41 are non-housing
consumption and consumption of housing services when old.

The budget constraint for the young is

c1e+ (L+ 703)s1e + kiga + bryr = wyny (2.34)

and for the old it is

o1+ (1470 1)s2.001 = (L4 Fepr) (keen + beyn) (2.35)

where T{lt is the property tax for young households in period ¢, Tz’ft 11
is the property tax for old households in period t + 1, 71 = (1 —
1) (Ris1 — 6) is the after-tax return on savings, by41 is government
debt held by the young generation, and the young generation has no
initial capital as there is no bequest motive. I allow for type-specific
tax rates to simplify the analysis. The household chooses ci¢, $1¢, n1t,
kit1, bey1, corr1, and sopr1. The corresponding first-order conditions
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are

ULy =\ (2.36)

Usie = Aie(1+73) (2.37)

Up1y = —Arswr (2.38)

Mt = A1 (14 Tg1), (2.39)

At = A1 (14 Teg1), (2.40)

BUB 41 = Azttt (2.41)

BUZ 141 = Ao (1+ 7'2h,t+1) (2.42)

where Ay is the Lagrange multiplier on the budget constraint for the
young, and Ag ;41 is the Lagrange multiplier on the budget constraint
for the old. Note that these multipliers are not necessarily constant
across time. The Euler equation is as follows

Ucllt = BU32,t+1(1 + ’FtJrl)' (2-43)
The firm problem is
max F(l{it, nlt) - Rtl{?t — WiNg. (244)
ke,mat

The rental rate and the wage level are given by the firm’s first-order
conditions of capital and labor

Ry = Fy (2.45)
Wt = Fn1t~ (246)

The government constraint is

g+ Fiby = TIs1y + Tovsor + T (R — 0F)ky + by (2.47)
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The resource constraint is given by
c1e+ ot + 51+ sor + ki1 + g = F(ke,nye) + (1= 6%k, (248)

where ko > 0. The derivation of the implementability constraint (IC)
is slightly different in this case. Start by substituting in for the first-
order conditions for ¢14 (2.36), s1¢ (2.37), and ny¢ (2.38) in the budget
constraint for the young generation (2.34)

Unecrt + Udysie + Unygnae = =Aue(kir + bera)- (2.49)

Continue by substituting in for the first-order conditions for cp 11
(2.41) and s2441 (2.42) in the budget constraint for the old (2.35)

B (Ufz,t+102,t+1 + Us,22,t+152,t+1) = Aot 1(1 4 7ep1) (Fer1 + beg1)
B (chz,t+102,t+1 + U522,t+152,t+1) = A1t(Kegr1 + bey1), (2.50)

where I used equation (2.39) to get from the first to the second equation.
Setting (2.49) equal to (2.50), I get the implementability constraint

Ubserr + Ubysi + ULy = -8 (Uczz,t+1c2,t+1 + U522,t+182,t+1> . (2.51)

Note that the resource constraint (2.48) and the implementability
constraint represented by (2.51) constitute a competitive equilibrium.
Denote the social welfare function in period ¢

1
W (cit, S1t, Nt €241, 52,041, fe) = U~ (c1e, S1e, n1e) (2.52)
2
+ BU= (2,41, S2,641)
1 1 1
+ pe[Ugyere + Ugyysie + Uppynae

2 2
+ 6(U027t+lc2:t+1 + U52,t+152,t+1)]7

where p; is the multiplier on the implementability constraint. In this
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model, the Ramsey planner needs to assign a weight ©! with © < 1
to agents in generation t. Specifically, the planner wants to maximize

U(c20) | S o
max —o="+ > OW (cir, 16, m1t5 Co1, 52,041, it (2.53)
=0

where the utility of the current old is given by U?(cg). The plan-
ner maximizes (2.53) subject to the resource constraint (2.48). The
optimality conditions are

@thlt = @tXt ( )
@thlt = @tXt ( )
O Whit = —O'x¢ Frre (2.56)
O'Weo = O x4 (2.57)
O'Wea = O\ q ( )

Oy = 0" x4 (Fk,t+1 +1- 5k) ; (2.59)

where ©%y; is the multiplier on the resource constraint in period t.
Rearrange the optimality conditions to get

Weir = OWer 441 (Fk,tﬂ +1-— 5’“) : (2.60)

Assume that the economy converges to a steady state such that
(c1t, S1t, N1ty Coty S2t, k1) = (c1, 81, m1, C2, S2, k) for all t. Then I can
rewrite (2.60) as

0 t=F,+1-6" (2.61)
From the Euler equation (2.43), I have

U}

C

BUS

=1+ (1—7F(F, —"). (2.62)
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Comparing (2.61) and (2.62) we see that the capital income tax in
steady state for this economy is zero only if

Ul

o t=_—9. 2.63
BUZ, (263)

The next step is to figure out what © is in steady state. Use the
first-order condition for cj; (2.54) and ca+41 (2.57) to arrive at the

following expression in steady state

W62
Wc 1

We
Ufj U022

= i (2.64)
UL et

@:

W62 / Wcl
Uz Ul
tax is zero in steady state. I now show that this holds for the following

It is relatively easy to see that if

= [, then the capital income

utility functions

Uler,s1,m1) = (¢¥s17 )7 /(1 — o) + V(1) (2.65)
U?(cg, 82) = (555" )77 /(1 — o). (2.66)

Derive W1 /U}Y

Wea = Ucll + 1t {Ucldcl + Ucll + U;dsl + Urlzclnl}

=1+ [l —o]. (2.67)

Derive Weo /U2

We = (UEQ + pit {Uc20262 + Uc22 + U52c252]>

Weo
A =B+l -o]). (2.68)
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Together (2.64), (2.67), and (2.68) imply ©~! = U}, /(BU3). Thus, in
steady state, the capital income tax is zero.

2.B Welfare measure for current generations

Let total utility, including the warm-glow bequest motive, at time ¢
for household 7 of age j be

Wigt (") = Uy (eije(7"), si50(7") ) + B(1 = U (fju(+"))

where ¢;j¢, 8454, and qgjt are realized values of consumption, housing
services and net worth, and 7" is a policy which is assumed to be
credible and fixed over time.

Let generation g be households of age g at the time of the policy
change. Then, the value function for household i of generation g under
a specific policy 7"

J .
= Z 'th 7

where t = j — g + 1 is the time period for the utility flow, and
B = pBI79(1/pg) TTe_ o @k is the effective discount factor for streams
of utility at age j for a household of generation g. For example, when
g = j, we are in the first period of the transition so there should be no
discounting of utility, i.e., 8% =1 and (1/¢g) ITj.—, ¢k = (dg/¢9) = 1.
I denote the ex-post CEV for household ¢ of generation g under
policy 7" as A;,(7"), which is the percentage per-period change in
initial consumption needed to make the household indifferent between
the policy 7" and the initial steady state with policy 7'0 Formally,

J
2 [0 (14 Aug ). i) + 80— )0 (dlnr) ] = Vol
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where t = j — g+ 1. Whenever there is no policy change, i.e. 7" = 7'(’)1,

then A;y(7") is zero for all households.

2.C Equilibrium definitions

Households are heterogeneous with respect to age j € J = {1,2, ..., J},
labor productivity n € N' = Ry, cash-on-hand z € X = Ry,
owner-occupied housing h € H = {0,h,...,.h = 5}, and mortgage
meM=R,. Let Z=N x X x H x M be the non-deterministic
state space with z = (n,x,h, m) denoting the vector of individual
states. Let B(R;4) and B(R4) be the Borel o-algebras on Ry and
R respectively, and P(H) the power set of H, and define #(2) =
B(R;i4) x B(Ryy) x P(H) x B(Ry). Further, let M be the set of all
finite measures over the measurable space (Z,%(Z)). Then ®;; € M
is a probability measure defined on subsets Z € #(Z) that describes
the distribution of individual states across agents with age j € J at
time t. Finally, denote the time-invariant fraction of the population
of age j € J by 1I;.

Definition 1. Given a sequence of property tax rates {7}'}!=3°,
government expenditures G, and initial conditions ®;; for all j, a
recursive competitive equilibrium with perfectly elastic housing supply
is a sequence of value functions {Vj;(z)}/=¢° with associated policy
functions {c;i(2), sj¢(2), b}, (z), m,(z), d},(2) }=7° for all j; a sequence
of prices {(pn,prt, e, we) =75 a social security tax 7°%; a sequence
of bequest parameters {;}!=5°; a sequence of capital income taxes
{7F}1=%°; a sequence of production plans for the production firm
{N, K, }i=%°; a sequence of rental stocks {H,;}/=3°; and a sequence
of distributions of agents’ states {®;; }i=%° for all j such that:

1. Given prices (pn,pri,wi,m:) and parameters (tF, 755 v,),
Vjt(z) solves the Bellman equation (2.14) with the
corresponding set of policy functions for all j and t:
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{cji(2), 5u(2), 1y (2), my(2), djy(2) -

. The relative price of housing is one, i.e., pp = 1.

. The interest rate r, and the wage level w; satisfy (2.15) and

(2.16), respectively.

. The rental price p,; satisfies the financial intermediary’s opti-

mality condition (2.17).

. The payroll tax 7% satisfies (2.18).

. The bequest parameter «; balances bequests left and bequests

received (2.20).

. The capital income tax 7} balances the government budget

(2.21).

. The aggregate resource constraint (2.22) holds, where

e aggregate consumption Cy is given by (2.23);

e aggregate housing H; is given by (2.24);

e aggregate transaction costs €); are given by (2.25);
e aggregate labor supply N satisfies (2.26);

e and aggregate capital K; is given by (2.27).

. The capital market satisfies (2.28).

The rental stock Hy, satisfies (2.30).

Distributions of states ®;; are given by the following law of
motion for all j < J and t:

Qit1441(2) :/Z Tji(z, Z2)d®;i(Zy),
t
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where Tj; : Zx%B(Z) — [0,1] is a transition function that defines
the probability that a household of age j at time t transits from
its current state z to the set Z at age j + 1 and time ¢ + 1.

Definition 2. A stationary equilibrium is a competitive equilib-
rium in which all tax policies, value functions, policy functions, prices
and other market-clearing parameters, as well as aggregate quantities,

are constant.
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3.1 Introduction

Since the Great Recession, there has been an increased concern that
high household debt makes the economy more vulnerable to adverse
events. This concern partly stems from findings in the literature
on the causes of the recession.! A prominent result in this line of
work is that the rise in household debt in the early 2000’s led to a
stronger consumption response among households when the crisis hit.
Policymakers in many countries have reacted to these findings by
introducing stricter lending regulations, with the ambition to reduce
the sensitivity of consumption to future shocks. As mortgages are the
most common type of debt contract held by households, they have
received special attention.?

It is not obvious, however, that stricter mortgage regulations
dampen the consumption responses. First, by constraining how much
households can borrow, households may find it more difficult to smooth
consumption as their access to credit is reduced. Second, a household
that chooses to take up less debt due to new regulations may also
respond by lowering its buffer of liquid savings. Thus, households may
adjust their asset holdings such that they are no better prepared to
handle unexpected shocks.

In this paper, we study whether stricter mortgage lending standards
affect consumption responses to shocks. Specifically, we investigate
to what extent a permanent or temporary tightening of loan-to-value
(LTV) and payment-to-income (PTI) requirements influences house-
holds’ marginal propensity to consume (MPC) out of a wealth shock.

We have two main findings. First, we show that permanent policies
do not materially affect aggregate consumption dynamics. In fact, a

!There is a rich literature that studies the causes of the Great Recession and the
role of relaxed lending standards, through, for example, securitization of mortgage
debt, and increased household debt. See, for example, Mian and Sufi (2014).

2For example, Sweden has implemented stricter guidelines on loan-to-income.
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permanent tightening of the LTV or PTI constraint only marginally af-
fects the distribution of MPCs across households. Second, a temporary
one-period policy, implemented in a year prior to a negative wealth
shock, can successfully reduce the consumption fall during the bust.
However, such policies are, on average, only beneficial to households
under very particular circumstances. The negative wealth shock needs
to be large, and the policymaker must have an informational advantage
in that she can perfectly foresee the bust, whereas households cannot.

To explore the role of mortgage lending standards for consumption
dynamics, we use a heterogeneous-household model that includes
housing and long-term mortgages. Since housing tenure and mortgage
choices are strongly linked to age, we explicitly model the life cycle.
Further, markets are incomplete in the sense that there is idiosyncratic
earnings risk that is not fully insurable. Households derive utility
from non-durable consumption goods and housings services, where
housing services can be obtained by either renting or owning a house.
A household can save in liquid, risk-free bonds, but also in housing.
Importantly, housing equity is illiquid. First, there are transaction
costs associated with both buying and selling a house. Second, there
are LTV and PTI constraints that limit the size of new mortgages.
Finally, it is costly to use cash-out refinancing to access housing equity.

The model produces a rich distribution of marginal propensities
to consume across households.? Portfolio choices, both in terms of
leverage and liquid bond holdings, play an important role in determin-
ing households’ MPC. A significant portion of renters hold no or very
little liquid bonds and are so-called poor hand-to-mouth households
with high MPCs. Moreover, a substantial fraction of homeowners

3We compute MPC as the change in non-durable consumption in response to
an unexpected shock to wealth (cash-on-hand), relative to the size of the shock.
The use of the word marginal is clearly abused, since we consider shock sizes of
varying magnitudes, some of which are quite large. Further, to focus on the direct
effects on demand, we abstract from possible propagation mechanisms through
changes in, e.g., prices caused by the wealth shocks.
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have most of their wealth in illiquid housing, as the return on housing
is higher than for risk-free bonds. These households resemble the
wealthy hand-to-mouth, as described in Kaplan and Violante (2014).
However, not every homeowner with low bond savings behaves as a
hand-to-mouth consumer. Some homeowners expect to pay off more
on their mortgage than what is stipulated by their amortization plan,
and can thus choose to costlessly pay off less in response to an adverse
shock. As a result, they endogenously choose to hold small amounts of
liquid bonds, but are not liquidity constrained. Lastly, households who
change their discrete choice, e.g., become renters instead of buying a
home in response to a negative wealth shock, tend to have large and
negative MPCs.

To quantify the effects of introducing permanently stricter lending
standards, we study two considerable changes in the LTV and PTI
requirements. In the LTV experiment, homeowners can only borrow
up to 70 percent of the value of their home instead of the baseline
limit of 90 percent. In the PTI experiment, we lower the maximum
ratio of housing-related expenses to earnings that is allowed when
taking up a new mortgage, from 0.28 to 0.18.* Both policies cause
significant changes in the economy. For example, with the stricter
LTV requirement, the homeownership rate falls by seven percentage
points and the median LTV among homeowners is more than halved.

Despite the considerable changes in policies, we find very small
changes in both the aggregate consumption response and the distri-
bution of MPCs across households. This holds for negative wealth
shocks of various magnitudes, as well as for larger changes in the
lending standards. The main reason for the small differences in MPCs
is that households’ precautionary savings in the long run are primarily
driven by the income risk to which households are exposed and by
deep parameters, e.g., households’ risk aversion.

4For each of these experiments, we solve for a new steady state and the house
price changes endogenously to clear the housing market.
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In a second round of experiments, we study the effects of LTV
and PTI requirements that are temporarily tightened for one period.
In these experiments, the negative wealth shock materializes in the
period when the constraint returns to its baseline value. A temporary
policy of this kind causes some households to save more than they
otherwise would, which makes them react less strongly to the bust.

Although temporary policies do affect consumption responses to
wealth shocks, there is a trade-off in terms of welfare. On the one hand,
households can potentially benefit as the increased savings may make
them better equipped to handle a negative wealth shock. On the other
hand, temporary policies restrict consumption in the year prior to the
bust, and households may already save sufficiently for precautionary
reasons. Thus, the temporary policies produce both winners and
losers. The winners are mainly households who abstain from buying,
and thereby avoid being liquidity constrained during the bust. The
losers are typically households with low earnings realizations in the
year prior to the bust. These households want to extract housing
equity through cash-out refinancing, but the possibility to do so is
limited by the policies. Overall, we find that a temporary tightening
of mortgage lending standards is only welfare improving on average
under certain conditions. First, the negative wealth shock must be
very large. Second, a policymaker needs to have an informational
advantage in terms of predicting the bust.

This paper is related to the growing strand of literature highlighting
how differences in liquidity across asset classes play an important role
for a broad range of macroeconomic questions. In their seminal
contribution, Kaplan and Violante (2014) show that the inclusion of
an illiquid asset is key for producing the high MPCs among wealthy
households that are observed in data. We focus our attention on
one specific type of illiquid asset, housing, and construct a model
with detailed housing and mortgage markets to consider changes in
mortgage lending standards. Boar et al. (2020) provide a thorough
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analysis of the constraints in the U.S. housing market. They show that
mortgage forbearance policies, which provide relief to households with
a temporary low income, can be welfare improving. Consistent with
their findings, we show that households in need of refinancing, i.e.,
those with a low transitory income, are significantly hurt by temporary
stricter LTV and PTI requirements. Greenwald (2018) finds that PTI
requirements are more effective than LTV limits in counteracting
cyclicality, and highlights their role in the Great Recession. Our
model includes a richer heterogeneity among households, which allows
us to explore differences in consumption responses across households.
Moreover, we consider both permanent and temporary stricter LTV
and PTT limits.

On the empirical side, Lim et al. (2011) perform cross-country
regressions and find that stricter LTV and debt-to-income limits are
linked to a lower cyclicality of debt. Aastveit et al. (2020) show that
stricter LTV limits in Norway are associated with lower debt levels,
but also a fall in liquid savings, thereby having an uncertain effect on
financial vulnerability. This result is much in line with our findings.

There are also a number of papers that consider macroprudential
policies and their interactions with monetary policy, of which Angelini
et al. (2012) provide a review. Ferrero et al. (2018) focus on the
interaction between LTV requirements and monetary policy, and find
that the optimal LTV limits are countercyclical. Using a model
with richer heterogeneity on the household side and a more detailed
mortgage market, we confirm their findings that countercyclical policies
can dampen consumption fluctuations. We further emphasize that
this result requires strong assumptions on the information availability
of policymakers.

The remainder of the paper is organized as follows. In Section 3.2
we describe the model, followed by a calibration and comparison to
the data in Section 3.3. Section 3.4 presents the results, and Section
3.5 concludes the paper.
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3.2 Model

To study how changes in mortgage lending standards affect the con-
sumption responses of households to shocks, we build a life-cycle model
with heterogeneous households and incomplete markets. Households
differ in terms of their age, earnings, wealth, housing tenure status,
housing wealth, and mortgage debt. Importantly, housing wealth
is illiquid due to transaction costs in the housing market as well as
debt constraints in the mortgage market. Specifically, households
face loan-to-value (LTV) and payment-to-income (PTI) constraints
when taking up a new mortgage. To further capture the constraints
in the U.S. housing market, mortgages are long-term and subject to
amortization plans. To smooth consumption, households may use
cash-out refinancing to access their housing equity, but this comes at
a cost.

The assets in the model are houses and risk-free liquid bonds. The
only source of debt is mortgages. The supply of both mortgages and
bonds is fully elastic, and the returns are exogenous. The aggregate
housing supply, on the other hand, is inelastic and consists of both
owned and rental housing units that are available in discrete sizes. In
steady state, the house and rental prices adjust to clear the housing
market. In addition to households, there are rental firms that provide
rental housing services, and there is a government that taxes the agents
and provides social security. Time is discrete, and a model period
corresponds to one year. Overall, the model shares many features
with the model in Karlman et al. (2020).

3.2.1 Households

The model is a life-cycle model with overlapping generations. There
is a unit measure of households ¢ of each age j. When households
enter the economy at age j = 1, they are provided with different
levels of initial net worth. The distribution of net worth among the
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entering cohort is matched to data, as in Kaplan and Violante (2014).
Throughout their lives, households are subject to idiosyncratic earnings
risk, consisting of permanent and transitory shocks. There are also
age-dependent and households-specific fixed components of earnings.
At age Jyet, households retire, and from then on they receive social
security benefits that are only a share of their permanent earnings in
the period before retirement, subject to a cap. In retirement, there is
no permanent earnings uncertainty, but households still face transitory
income shocks to proxy for expenditure shocks that older people
often experience. Households in retirement face an age-dependent
probability of surviving to the next period ¢; € [0, 1], where ¢; = 0.

In each period, households choose how much to consume of non-
durable consumption ¢ and housing services s. Non-durable consump-
tion is the numeraire good in the model. Housing services can be
obtained either by renting at a unit price p,, or by owning a house at
a unit price py. There is a linear technology that transforms owned
housing units A’ to housing services s, such that s = b’ if A’ > 0.5
Thus, homeowners themselves enjoy the full housing services provided
by their house and are not allowed to rent out part of their property.

Households have two ways of saving. One is to buy risk-free bonds
b, the other is to invest in housing. While the housing supply is fixed
in the aggregate, it is flexible in its composition of rental housing and
owned housing. There is a set of discrete house sizes available for rent
S = {s, s2,83,...,5}. The sizes available for ownership constitute a
proper subset H of those available for rent. Specifically, the smallest
housing size available for purchase is larger than the smallest size
available for rent.® There are transaction costs associated with both

5Primes indicate the current period choice of variables that affect next period’s
state variables.

5Tt is common in the literature to restrict homeownership and create a selection
of wealthier households among homeowners by limiting the smallest size available
for purchase; see for example Cho and Francis (2011), Floetotto et al. (2016),
Gervais (2002), and Sommer and Sullivan (2018).
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buying and selling a house. These costs are proportional to the house
value, and are given by the parameters ¢* and ¢*, respectively.

If a household chooses to purchase a house, it can take up a long-
term, non-defaultable mortgage m’. The interest rate on mortgages
r™ i strictly larger than the interest rate r on bonds. A mortgage
has an age-dependent repayment plan that specifies the minimum
payment to be made in each period. Specifically, x; is the share of a
mortgage that needs to be paid by a household of age j, where

—1
M;

= (Slamrl) &

k=1

M; denotes the maturity of the mortgage. To imitate the most
commonly used mortgage contract in the U.S.; the 30-year fixed-
payment mortgage, the maturity is set to M; = min{30,J — j}.
This specification stipulates that the repayment period cannot extend
beyond the age of certain death, thus capturing the fact that older
people tend not to take up long-term mortgages. A household that
wishes to deviate from the minimum-payment schedule provided in
equation (3.1) can use cash-out refinancing by paying a fixed cost ¢".

The use of mortgage financing is further limited by LTV and PTI
constraints. Whenever a household takes up a new mortgage, either
when buying a new home or when using cash-out refinancing, these
constraints need to be fulfilled. The LTV requirement states the
maximum allowable mortgage as a fraction 1 — 8 of the house value,

m' < (1 —0)pyh’. (3.2)

The payment-to-income (PTI) constraint, on the other hand, restricts
the use of a mortgage by specifying that housing-related payments,
including mortgage payments, cannot exceed a share v of current
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permanent earnings z,

Xjm' + (7" + pph < oz (3.3)

h and

The housing-related payments also include property taxes 7
home insurance payments ¢!, both proportional to the house value.”
Households have CRRA preferences over a Cobb-Douglas aggrega-

tor of non-durable consumption and housing services.

Cocsl—oc)l_g

Uj(e,s) = e; ( ; (3.4)

l1-0
where e; is an age-dependent utility shifter that captures the ten-
dency of household size to vary with the life cycle (see, e.g., Kaplan
et al. (2020)). Further, we include a warm-glow bequest motive for
households in retirement. The utility from bequests is given by

for j € [Jret, J], (3.5)

where v controls the strength of the bequest motive, and bequests ¢
are given by the net worth of a household, deflated by a price index
o+ (]‘ - a)pha

/_b/+phhl_m/

Ca+(1—a)py’ (36)

By deflating, a household takes into account the purchasing power of
the bequests.

There are five state variables in the household problem: age j,
permanent earnings z, mortgage m, house size h, and cash-on-hand x.
The state variable cash-on-hand x is defined as

"The home insurance payment is only included in the PTI requirement for
calibration purposes, as it is an important cost for most homeowners, but it does
not enter the budget constraint of the household.
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(3.7)

A+rb—1+r™)ym+y—T—86"h+ (1 —c)pph ifj>1
y—T+a if j =1,

where y is current period earnings or social security benefits, depending
on the age of the household; I' captures all taxes paid by a household;
6"h is a maintenance cost that a homeowner has to pay, which is
modeled as proportional to the house size; (1 — ¢*)pph is the value of
a house net of the transaction cost for selling the house; and finally, a
represents the initial assets of the newborn cohort.

The households face three different taxes. The total tax payment I"
of a household includes social security taxes, property taxes on owned
housing, and labor income taxes.

[ =17y + "pph + T(9), (3.8)

where the social security tax is paid only by the working age population,
as indicated by the dummy variable I*. The labor income tax is
modeled by the progressive tax and transfer function 7'(y), which
takes taxable labor income after deductions § as its argument. For a
richer description of the tax system, see Section 3.2.3.

To solve the household problem, we compute the value function
in each period separately for four mutually-exclusive discrete cases
related to the housing tenure choice of the household. A household
can choose to rent a house (R), buy a home (B), stay in an owned
house that it enters the period with and follow the repayment plan of
any outstanding mortgage (S), or stay in an owned house and take up
a new mortgage by refinancing (RF). In each period, the household
chooses the tenure status that yields the highest value. The renter
case is characterized by a household choosing not to own a house, and
it is therefore not allowed to take up a mortgage, i.e., B’ =m/ = 0. In
the buyer case, the household buys a new house of a different size than
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the previous one, i.e., h’ > 0 and A’ # h. In the stayer and refinancing
cases, a household chooses to stay in the owned house it enters the
period with, i.e., A’ = h.

Foreach k € {R, B, S, RF'}, the household problem is characterized
by the following Bellman equation, where [ is the discount factor, and
the set of constraints listed below. Formally,

VF(z,z,h,m) = max Uj(c,s) + BWiga (2,2, b ,m)

J c,s,h! ;m/ b

where

Wi (22! W m!) = {]E[V}'+1(Z/a$/ah/am')] if j < Jret
J IR -

/B [Viar (2,2 1 om')] + (1 — 6,)UB () otherwise

subject to

e+ b +18ps +T8(1 + P)pph! + TRES (1 — ¢%)pph 4+ TR ¢ < z+m (3.9)

“Expenditures” “Money to spend”
12 REm! < (1 — 0)pph’ LTV constraint
L am! h I h!
[B.RF (XJ—H + (A < PTT constraint
z

¥m’ < (14 rm)m — x;m Min payment
s="hn if B >0
m' >0 ifh >0
m =0 if ¥ =0

c>0,s€S,hecHbY>0.

Equation (3.9) states the household’s budget constraint. The variables
I* are indicator variables that equal one for the relevant tenure status
case k € {R, B, S, RF}, and zero otherwise. These capture that only
renters pay rent, only refinancers pay the refinancing cost, and only if
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you buy or sell a house do you pay the associated transaction costs.
In addition, only buyers and households who refinance have to comply
with the LTV and PTI requirements, while other homeowners have
to adhere to the minimum payment requirement of the amortization
schedule. The solution to the household problem is given by
Vj(z,x,h,m) = max {V-R(z, x,h,m), V-B(z, x,h,m)

’ ’ (3.10)

S RF
Vi (z,2,hym), Vi (2,0, h, m)} ,

with the policy functions that maximize the Bellman equation for the
chosen discrete tenure status

{cj(z, x, h,m),sj(z,z, h,m), h(z, , h,m),mj(z,z, h,m),b(z,z,h, m)} .

3.2.2 Rental market

There is a unit mass of homogeneous rental firms f that operate in
a competitive market with free entry and exit. Rental firms offer
rental housing to households, and are owned by foreign investors.
The required rate of return of the investors is equal to the return on
risk-free bonds r. The competitive rental rate p, for a unit of rental
housing is given by the user-cost formula,

rpn + 6" 4+ Tpy | (3.11)

Pr= 14+
Hence, the rental rate is such that it covers the cost of capital rpp,
the maintenance cost of the rental property ¢”, where 6" > §", and
the property taxes 7"py,.8 Since the operating expenses are realized
in the next period, these costs are discounted at the required rate of

8The assumption that rental property requires higher maintenance costs than
owned housing is motivated by the potential moral hazard problem of rental housing.
This is also a common feature of housing models to generate a benefit of owning
compared to renting a house (see, e.g., Piazzesi and Schneider (2016)).
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return of the investors.

3.2.3 Government

The main role of the government in the model is to tax households and
rental firms, and provide social security benefits to those in retirement.
Overall, the government runs a surplus, which it spends on activities
that do not affect the other agents in the economy.

The government collects property taxes from the rental firms,
and taxes the households using three different taxes, as described in
equation (3.8). The labor income tax is modeled using a non-linear
tax and transfer function 7'(g), as in Heathcote et al. (2017). This
function is continuous and convex, and is meant to proxy for the
progressive federal earnings taxes in the U.S.

T@) =9- """, (3.12)

where A governs the level of the income tax, and 7P controls the degree
of progressivity. The argument § is taxable labor income, which
consists of labor income or social security benefits, net of deductions.
If beneficial, a household deducts mortgage interest payments and
property taxes before paying labor income taxes. Thus, we include
some of the main features of the U.S. tax code with respect to housing;
that is, imputed rents are not taxed, mortgage interest payments and
property taxes are tax deductible, and labor income after deductions
is subject to a progressive tax schedule.

3.3 Calibration

The model is calibrated to the U.S. economy. As our aim is to capture a
steady state of the economy, we conduct the calibration using long-run
averages of parameter values and moments. As this class of models has
a hard time matching the strong skewness in wealth that we see in the
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data, we choose to focus on the bottom 90 percent of the population in
terms of net worth. In this paper, we are interested in how households’
consumption responses to shocks are affected by different policies in
the mortgage and housing markets. Households with very high levels
of wealth are likely to be unconstrained in their spending, and their
responsiveness to shocks will presumably not depend much on frictions
in mortgage and housing markets. Thus, restricting our attention to
the bottom 90 percent of the wealth distribution should not materially
affect our findings.

3.3.1 Independently calibrated parameters

Most of the parameters are calibrated independently, either computed
from data or taken directly from other studies. These parameters are
listed in Table 3.1. In the next section, we move on to estimate the
remaining parameters using simulated method of moments.

Parameter Description Value
o Coefficient of relative risk aversion 2
58 Social security tax 0.153
rh Property tax 0.01
r Interest rate, bonds 0

rm Interest rate, mortgages 0.036
0 Down-payment requirement 0.10
P Payment-to-income requirement 0.28
o Depreciation, owner-occupied housing 0.03
¢! Home insurance 0.005
b Transaction cost if buying house 0.025
IS Transaction cost if selling house 0.07
Replacement rate for retirees 0.5

Bmar Maximum benefit during retirement 60.4

Table 3.1: Independently calibrated parameters, taken from the data and
other studies

Note: Where relevant, the parameter values are annual. The maximum benefit
during retirement B™“* is stated in 1000’s of 2018 dollars.
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Demographics and preferences

Households enter the model economy at age 23. At age 65, all house-
holds retire, and by age 83 all households have exited the economy.
Before retirement, households do not face a risk of dying, but in
between age 65 and 82 the probability of surviving to the next period
¢; is taken from the Life Tables for the U.S., social security area
1900-2100, for males born in 1950 (see Bell and Miller (2005)).

The coefficient of relative risk aversion ¢ in the utility function
is set to 2, in line with much of the literature. The age-dependent
utility shifter e;, which captures how household size changes with the
life cycle, is calibrated from the Panel Study of Income Dynamics
(PSID), survey years 1970 to 1992. Specifically, we estimate e; with a
regression of family size on a third-order polynomial of age, and then
take the square root of the predicted values.

Taxes

Based on Harris (2005), the social security tax 7°° is set to 15.3
percent of earnings, which corresponds to the total payroll tax for
both employers and employees. The property tax rate 7" is taken
from the 2009, 2011, and 2013 waves of the American Housing Survey
(AHS). The median real estate tax as a share of the housing value is
approximately 1 percent.

Bonds, housing and mortgages

Using yearly data from 1997 to 2013 on 3-month Treasury bill rates,
deflated by the Consumer Price Index (CPI), the mean real rate is
0.06 percent.”? The interest rate on risk-free bonds is therefore set to

We use data from the Federal Reserve Bank of St Louis of the 3-month
Treasury bill rate from the secondary market, seasonally adjusted, and the CPI
data is the U.S. city average CPI for all urban consumers, all items.
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zero. The average real interest rate on long-term mortgages for the
same period is equal to 3.6 percent. This is computed from the Federal
Reserve’s series of the contract rate on 30-year fixed-rate conventional
home mortgage commitments, deflated by the CPI. Hence, we choose
a yearly mortgage interest rate of 3.6 percent.

Between 1976 and 1992, the average down payment of first-time
buyers in the U.S. ranged from 11 to 21 percent of the house value
(U.S. Bureau of the Census, Statistical Abstract of the United States
(GPO), 1987, 1988, and 1994). We use the lower bound of this interval,
and set the down-payment requirement 6 for new mortgages to 10
percent, as this helps us capture the upper tail of the LTV distribution.
The payment-to-income requirement 1 is set to 0.28, consistent with
Greenwald (2018). The depreciation rate of owned housing is taken
from Harding et al. (2007) who estimate the median depreciation
rate of owned housing, gross of maintenance, to be 3 percent. The
transaction costs for buying and selling a house are set to 2.5 and 7
percent of the house value, respectively. These values are taken from
Gruber and Martin (2003). The home insurance rate ¢ is set to 0.005
percent of the house value, which is roughly in line with the median
property insurance payment in the 2013 AHS.

Initial assets

To match the distribution of wealth and the correlation between
earnings and wealth among the young, we distribute initial assets a
to the newborn cohort in the model similarly to Kaplan and Violante
(2014). In the model, we divide newborns into 21 equally-sized groups
based on their earnings. The probability of being born with initial
assets and the amount of these assets vary across earnings bins. These
probabilities and amounts are estimated based on data from the Survey
of Consumer Finances (SCF). Specifically, we divide households of age
23-25 in the SCF for survey years 1989 to 2013 into 21 equally-sized
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groups based on their reported earnings. We assume that a household
has positive initial assets in the data whenever its asset holdings are
larger than 1,000 in 2013 dollars. Within each earnings bin, we then
compute the share of households that meet this requirement and the
median net worth of these households. For each bin, we scale the
median net worth by median earnings for the working-age population
in the data. We rescale by median earnings in the model when we
allocate the initial assets to households in the model economy.

Labor income

The labor income process is inspired by Cocco et al. (2005). There
is an age-dependent and a household-specific component of earnings.
Further, households of working age face permanent and transitory
earnings risk, while households in retirement only experience transitory
shocks to their social security benefits. The estimation of the earnings
process is described in detail in Appendix 3.C.

Log earnings for household ¢ of age j are given by

log(yij) = ci +9(j) +nij + v for j < Jpey, (3.13)

where q; is the household fixed effect, distributed N(0,02), and g(j)
is the age-dependent component of earnings, which captures the hump-
shaped life-cycle profile. n;; is an idiosyncratic random-walk com-
ponent, which evolves according to a permanent income shock 7;;,
distributed N(0,07). The household also draws an i.i.d. transitory
shock v;, distributed N (0, ¢2), which is uncorrelated with the perma-
nent earnings shock. The log of the permanent earnings state z;; in the
model is given by the sum of the household-fixed component, the age-
dependent component of earnings, and the random-walk component,
ie., log(zij) =q; + g(]) + 145.

The social security benefits in retirement are given by a fixed
proportion R of permanent earnings in the period before retirement,



3.3. CALIBRATION 169

subject to a cap B™**. The common replacement rate R is taken
from Diaz and Luengo-Prado (2008) and is set to 50 percent, whereas
B™ is computed from Social Security Administration data. Further,
the benefits are affected by transitory shocks, drawn from the same
distribution as the transitory earnings shocks. Formally,

log(yi;) = min (log(R) + log(zi s,.,), log(B™*)) +v;  for j > Jyer. (3.14)

To estimate equation (3.13), we use PSID data from the survey
years 1970 to 1992. In the estimation of the age-dependent components
of earnings g(j), we follow Cocco et al. (2005). We estimate the
variances of the permanent and transitory shocks as in Carroll and
Samwick (1997). The variance of the fixed-effect shock is estimated
as the residual variance in earnings of the youngest cohort, net the
deterministic trend value and the variances of the permanent and the
transitory shocks. The estimated variances of the earnings shocks are
displayed in Table 3.2.

Parameter Description  Value

o Fixed effect 0.156
o2 Permanent  0.012
0737 Transitory — 0.061

Table 3.2: Estimated variances of earnings shocks

Note: Household earnings contain a fixed household component. Throughout
working life, earnings are subject to permanent and transitory shocks, while in
retirement there is only transitory earnings risk. Estimated with PSID data, years
1970 to 1992.

3.3.2 Estimated parameters

The parameters that are estimated to match a set of data moments
are listed in Table 3.3. Unless otherwise noted, we use data from the
SCF, pooled across the 1989 to 2013 survey years. All parameters in
Table 3.3 are jointly estimated, taking the independently calibrated
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parameters in Table 3.1 as given.!®

Parameter Description Value Target moment Data Model
@ Consumption weight in utility ~0.80  Median house value-to-earnings, age 23-64 2.26 2.26
63 Discount factor 0.956 Mean net worth, over mean earnings age 23-64  1.38 1.38
v Strength of bequest motive 5.60 Net worth mean age 75 over mean age 50 1.64 1.64
o Depreciation rate, rentals 0.076  Homeownership rate, age 23-35 0.44 0.44
h Minimum owned house size 199  Homeownership rate, all ages 0.67  0.67
<" Refinancing cost 2.77  Refinancing share, homeowners 0.08 0.08
A Level parameter, tax system 1.69  Average marginal tax rates 0.13 0.13
TP Progressivity parameter 0.14  Distribution of marginal tax rates N.A. NA.

Table 3.3: Estimated parameters

Note: Parameters estimated using simulated method of moments. The first two
columns list the parameters and their descriptions. The third column shows the
estimated parameter values. The fourth column contains the descriptions of the
targeted moments, while column five lists their respective values in the data.
Finally, the last column states the values of the corresponding model moments,
achieved by using the parameter values in column three. The minimum owned
house size h and the fixed refinancing cost ¢" are in 1000’s of 2018 dollars.

The consumption weight in the utility function « controls the
share of expenditures that is allocated to consumption versus housing
services. This weight is set to 0.80 to match the median house value-
to-earnings ratio, among the working-age homeowners. The discount
factor § affects the savings decisions. It is therefore used to match
the mean net worth over mean earnings, among households of age 23
to 64. The resulting yearly discount factor is 0.956. To capture the
strength of the bequest motive, the utility shifter of bequests v is used
to match the mean net worth of households aged 75 over the mean
net worth of households aged 50. The parameter value is estimated to
be 5.60.

The decision to buy a house instead of renting housing services
is affected by a number of factors in the model. Abstracting from
frictions in the mortgage and housing markets, households generally
prefer to own. This positive net benefit of owning is partly due to the

10WWhen we solve the baseline model, the housing supply is chosen such that the
price of a unit of owned housing is equal to the price of a unit of consumption, i.e.,
pr, = 1. In turn, the rental rate is given by equation (3.11). See the Appendices
for a detailed description of the solution method and the equilibrium definition.
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preferential tax treatment of owned housing, i.e., mortgage interest
payments and property taxes are tax deductible and imputed rents
are left untaxed. However, because there are frictions in the mortgage
and housing markets, an additional benefit of owning is required
to incentivize households to buy when they are young. Therefore,
we estimate the depreciation rate of rental housing d" to match the
homeownership rate among young households, aged 23 to 35. The
depreciation rate needed to meet this target is 7.6 percent. The
minimum house size available for purchase h, which is strictly larger
than the minimum house size available for rent, is set to match the
overall homeownership rate in the data. To capture the liquidity of
housing equity, we estimate the fixed refinancing cost ¢". With a
cost slightly below 2,800 in 2018 dollars, we match the 8 percent
refinancing rate among homeowners as stated in Chen et al. (2020).

The two parameters of the tax and transfer function 7'(y) are
estimated to match the level and the progressivity of earnings taxes
in the U.S. The level parameter A is set to 1.69, to match the average
marginal earnings tax rate after deductions among the working-age
population. The progressivity of the earnings tax is controlled by
parameter 7P. This parameter is set to 0.14, to minimize the sum of
the absolute difference between the fraction of households exposed to
the different statutory tax brackets in the data compared to the model.
Since the tax schedule is continuous in the model, households are
allocated to their nearest tax bracket in the data for this calibration
exercise. The data on tax rates is taken from Harris (2005).

3.3.3 Data versus model: distributions

At the heart of our research question is the need for the model to
capture the extent to which households are constrained. Households
may be constrained in their spending if they have low levels of liquid
bond savings. How constrained a homeowner is also depends on
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Figure 3.1: Comparison of data versus model: non-targeted distributions

Note: The data is from the SCF, survey years 1989-2013. The model refers to the
baseline economy. In Figure 3.1a and Figure 3.1c, only working-age households are
included, and Figure 3.1b only displays homeowners.
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Figure 3.2: Comparison of data versus model: non-targeted life-cycle
profiles

Note: The data is from the SCF, survey years 1989-2013. The model refers to the
baseline economy. The median LTV is computed among homeowners.

how much equity is available in the house, and if increased mortgage
financing is possible. In Figure 3.1, the distributions of liquid savings-
to-earnings, LT'Vs, and house value-to earnings are shown for the
model and for data from the SCF.!!' Further, the life-cycle profiles
of LTV and homeownership inform us about who the constrained
homeowners are. Housing and mortgage choices are tightly linked to
the age of households, as seen in Figure 3.2.

3.4 Results

Equipped with our model, we now turn to the quantitative analysis.
We start by carefully analyzing the determinants of MPCs in our

1We define liquid savings in the SCF as the sum of cash, checking, savings,
money market, and call accounts, prepaid cards, directly-held mutual funds, stocks,
and bonds, less any credit card debt balance. Cash is assumed to be five percent
of the balance in the variable lig in the SCF, similar to Kaplan and Violante
(2014). We define net worth to be the sum of liquid savings and housing wealth
less mortgages.
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baseline model. Then, we consider how permanent and temporary
changes in LTV and PTI requirements affect individual and aggregate
consumption responses to wealth shocks. In the case of temporary
policies, we complement the analysis by solving for optimal policies
and investigate how they vary depending on the magnitude of the
wealth shocks.

We define the marginal propensity to consume for household ¢ of
age j as

Cij(:’:wr + A:Ea ham) - Cij(zwxa ha m)

MPCZ] = Aw s

(3.15)

where ¢;j(z, 2, h,m) is consumption for household i of age j if there
is no shock, and ¢;j(z, z + Ay, h,m) is consumption when there is a
shock of size A,. Intuitively, the MPC is the fraction of the shock A,
that is spent on non-housing consumption. The unexpected change
in cash-on-hand A, is referred to as a wealth shock. This shock is
meant to capture a change in available resources that could stem from
various sources, such as unexpected changes in asset prices or labor
income.'?

As more stringent lending standards are often introduced to allevi-
ate the costs of large shocks in the economy, A, will take on sizable
values in our experiments. When subject to larger shocks, some house-
holds may want to change their discrete tenure choice. We refer to
these households as switchers, whereas households who do not change
their discrete choice are referred to as non-switchers. For example, a
household is a switcher if it were to have been a renter, but chooses
to become a homeowner due to the wealth shock.

12We think of a negative wealth shock as representing an economic downturn,
though admittedly a stylized one.



3.4. RESULTS 175
3.4.1 Dissecting MPCs in a housing model

Before we study the impact of stricter mortgage lending standards, it
is useful to understand the underlying determinants of MPCs in the
model. We begin by showing the MPCs of a negative wealth shock of
1,000 dollars.'® Later, we also explore how the MPC varies with the
sign and magnitude of the shock.

Figure 3.3 shows that there is considerable heterogeneity in MPCs
across households. At the right-hand tail, there is a large group of
households that have an MPC of one, and thus reduce their spending
one-for-one with the fall in cash-on-hand. They are so-called hand-
to-mouth households. In contrast, other households increase their
non-housing consumption in response to the negative shock, which
implies that their MPCs are negative. In between these extremes,
there is a significant mass over the whole support.

0.05
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0.01

0
0 0.25 0.5 0.75 1

Figure 3.3: Distribution of MPCs
Note: Wealth shock of —1,000 dollars.

To gain further intuition about the distribution of MPCs, we first
consider three groups of non-switchers, i.e., those who do not change
their discrete choice in response to the shock. The first group consists
of renters. We call the second group constrained owners, which we

13Hereafter, dollars refer to 2018 dollar value.
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define as owners who choose an LTV above 0.8 and/or follow the
mortgage repayment plan in the absence of the wealth shock. The
last group, unconstrained owners, comprises households who choose
an LTV below 0.25 and a mortgage level below that implied by the
amortization plan in the case when there is no shock. Clearly, there
are households that do not fall into either of these groups. The chosen
groups are only meant to illustrate the key determinants of MPCs.

Figure 3.4a shows how MPCs depend on the ratio of liquid sav-
ings to earnings that households would choose if there was no shock.
Naturally, households that expect to hold considerable amounts of
liquid bonds are better prepared to handle negative shocks and thus
have lower MPCs. For renters and constrained owners, lower bond
holdings signal that these households were already constrained before
the shock. When hit by a negative wealth shock, they respond by
decreasing non-housing consumption. Renters with no savings (poor
hand-to-mouth) rent in a frictionless rental market, so their drop in
non-housing consumption equals the consumption expenditure share
a = 0.8. This explains the spike around 0.8 in Figure 3.3. Constrained
owners, with low levels of liquid savings (wealthy hand-to-mouth),
cannot freely access their housing equity. As a consequence, they re-
spond by reducing non-housing consumption and have MPCs around
one. These households thus comprise the right-hand tail in Figure 3.3.
The MPCs of unconstrained owners remain relatively moderate even
for low levels of liquid assets-to-earnings. These households expect
to pay off more on their mortgage than what is stipulated by their
amortization plan, and can thus adjust by paying off less in response
to the shock.

In Figure 3.4b, we show that households with a higher transitory
income tend to have lower MPCs. This observation complements the
findings in Figure 3.4a. Households with a high transitory income
component are more likely to save in order to smooth consumption over
time. Thus, when hit by a negative wealth shock, these households
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have the possibility to save less than planned. Households with a low
transitory shock are relatively poor today and expect higher earnings
in the future. Therefore, they want to save little to begin with, and
respond strongly to the negative wealth shock by consuming less.
Again, the MPC of unconstrained owners is generally lower.

A key feature of Figure 3.3 that we have not discussed thus far is
the large portion of households with an MPC of around 0.1. Our results
in Figure 3.4a and Figure 3.4b indicate that these are households with
a high transitory income and/or those who can use their liquidity
buffer to cushion the negative wealth shock. Thus, these households
are fairly unconstrained in their spending.

1 0.7
——Unconstrained owners ——Unconstrained owners
0.8 = =Constrained owners 06=~a .. ~ = =Constrained owners
TR e Renters 0.5 b \ e Renters

0.6 \ 0.4
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(a) MPC across liquid (b) MPC across transitory earnings
savings-to-earnings

Figure 3.4: Decomposing the mean MPC of non-switchers
Note: MPCs for working-age households from a wealth shock of —1,000 dollars

The households who change their discrete choice, i.e., the switch-
ers, behave quite differently from the non-switchers described above.
Almost all switchers have sizable negative MPCs, most of them much
lower than what is shown in Figure 3.3. On average, their MPC is
approximately —8. As the group of switchers account for less than
one percent of the population in the case of a wealth shock of —1, 000
dollars, the mean MPC in the economy is still relatively high and
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equal to 0.19.

For a negative wealth shock, there are two important groups
of switchers. The first group consists of households who choose to
abstain from buying a house due to the shock. These households
are, on average, younger and have a lower income than other buyers.
Although their total spending may decrease due to the wealth shock,
their non-housing consumption increases as they avoid paying the down
payment and the transaction cost of buying. Out of all households
that would buy a house in the absence of the wealth shock, 4.1 percent
of them decide not to.

The second group of switchers comprises households who choose to
refinance their mortgage instead of following their amortization plan,
due to the negative wealth shock. They have illiquid housing wealth
that they access by paying the refinancing cost. As the refinancing
cost is sizable, it only makes sense for households in dire need of
liquidity to pay the cost. Households who choose to refinance, due to
the shock, only make up one percent of all initial stayers, and they
tend to have a low transitory income. Once these households access
their housing equity, they significantly increase their consumption.

In Figure 3.5, we decompose the effects of non-switchers and
switchers for the mean MPC across shock sizes. Figure 3.5a shows
that the average MPC of non-switchers is close to 0.3 for most shocks,
although the MPC is falling somewhat for larger positive shocks as
households become increasingly unconstrained. Clearly, the MPC of
switchers, as depicted in Figure 3.5b, differs remarkably from that of
non-switchers. For smaller wealth shocks, the MPC is very low. As
the shocks become more significant, the MPC becomes less negative.
When households change a discrete choice, this leads to a jump in
non-housing consumption. Contingent on switching, the absolute
size of the jump in consumption largely depends on the level of the
down-payment requirement and the transaction costs of buying and
refinancing. For example, the savings from not paying the down
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payment and the transaction cost of buying do not depend on the
shock size, for a household who abstains from buying. The lower the

transaction costs are, the lower is the change in consumption.'*
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Figure 3.5: Decomposing the mean MPC across shock size (thousands of
dollars)

Note: Switchers are those who change their discrete choice in response to a shock.

Despite that the average MPC of switchers is sensitive to the shock

14GQee Appendix 3.D.1 for a comparison of the average MPCs of switchers in a
setting where there are no refinancing costs or no transaction costs for buying and
selling a house.
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size, Figure 3.5d shows that the mean MPC among all households is
close to 0.19 for the range of shock sizes we consider. There are two
reasons for this result. First, the fraction of switchers increase in the
magnitude of the wealth shock, as seen in Figure 3.5¢. Thus, even
if the MPC of switchers becomes less negative for larger shocks, the
extensive margin acts as a counter weight. Second, the fraction of
switchers grows faster for negative than for positive wealth shocks.
This off-sets the slight fall in MPCs among non-switchers as the shock
becomes larger and positive.

3.4.2 Permanent changes in LTV and PTI

As shown in the previous section, there is a significant heterogeneity
in MPCs, which arises due to costs and constraints in the housing and
mortgage markets. Constrained homeowners are among the households
with particularly high consumption responses to wealth shocks. Their
debt levels are considerable and they generally have a limited access
to liquid funds. As such, policymakers may find it reasonable to
introduce stricter lending requirements. After all, higher debt levels
are associated with higher MPCs.

A natural argument against stricter requirements is that they
strengthen the financial frictions in the economy. By making it more
difficult to borrow, the ability to smooth consumption in response to a
wealth shock may worsen, causing an increase in MPCs. Moreover, one
has to take into consideration the behavioral responses by households.
The distribution of asset holdings is bound to change in response to
new regulatory requirements. For example, a household that chooses
to hold less debt due to a stricter LTV requirement may also choose to
hold less liquid bonds now that it has more housing equity. Ultimately,
the question of how mortgage lending standards affect consumption
dynamics requires a quantitative analysis.

In this section, we study how the aggregate consumption response
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to a wealth shock and the distribution of MPCs across households
change as a result of tougher LTV and PTI regulations. To quantify
the effects of stricter policies on MPCs, we consider two relatively large
changes. In the first experiment, we consider a permanent tightening
of the LTV limit from 0.9 to 0.7. In the second experiment, the PTI
requirement is 0.18 instead of the baseline value of 0.28. In both
experiments, we solve for a new steady state, where we allow house
prices to change under the assumption that the aggregate housing
stock is fixed.'

The policies we consider impact the model economy in several
important ways. Table 3.4 shows steady-state prices and moments
across policies. When stricter regulations are in place, it is more
difficult for households to buy houses. As a result, the homeownership
rate is lower. Unsurprisingly, the policies reduce the average loan-to-
value ratios in the economy. The mean net worth over mean earnings
remains relatively stable, although it increases somewhat in the case
of stricter LTV. In general, the LTV policy leads to larger changes in
steady-state moments as compared to the PTI policy, even if the price
effects are similar.

Baseline  Stricter LTV Stricter PTI

Max LTV 0.90 0.70 0.90
Max PTI 0.28 0.28 0.18
House price 1 0.965 0.959
Rent 0.086 0.086 0.086
Homeownership rate 0.674 0.605 0.647
Median house-to-earnings ratio 2.259 2.164 2.134
Mean net worth age 75 over 50 1.637 1.401 1.633
Median loan-to-value ratio 0.339 0.147 0.250
Mean net worth, over mean earnings 1.381 1.477 1.379
Mean liquid savings-to-earnings 0.752 0.765 0.765

Table 3.4: Steady-state prices and moments under permanent changes in
lending policies

5 The pair of policies was chosen such that the percentage change in house
prices is roughly the same.
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Although the debt levels are substantially reduced, the aggregate
consumption response to wealth shocks and the distribution of MPCs
are largely unaffected by the permanently stricter LTV and PTI
policies. Figure 3.6a shows the aggregate consumption dynamics up to
10 years after a wealth shock of —4,000 dollars.'® There are virtually
no differences in the dynamics across policies. In Appendix 3.D.2,
we show that this result holds for shock sizes of varying magnitudes
and is independent of the sign of the shock. Moreover, Figure 3.6b
shows that the distributions of MPCs are almost identical under all
policies. These results are also robust to considerably larger changes
in policies. A permanent change in the LTV limit to 0.5 or the PTI
constraint to 0.1 produces very similar MPCs to those of the baseline
model, as seen in Appendix 3.D.2. As there are no large changes in
the distributions, there are also no significant changes in the role of
switchers and non-switchers in the case of permanently stricter lending
standards, see Appendix 3.D.2.

Overall, the behavioral responses of households are crucial for
understanding why permanently stricter lending standards have such
a small impact on MPCs. When considering permanent policies in
steady state, households are free to re-optimize, taking into account
the new regulatory environment. How much households save in liquid
assets is driven by their desire to insure against negative earnings
shocks. The amount of precautionary savings is governed by deep
parameters, e.g. the risk-aversion parameter o, rather than lending
standards set by the government. As such, there are only small
differences in liquid bond holdings across policies, as indicated by the
mean liquid savings-to-earnings ratio in Table 3.4.

6We assume that the shock is unexpected. To focus on the direct demand
effect, we assume that prices are constant during the transition.
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Figure 3.6: MPCs for different permanent policies

Note: MPCs from a wealth shock of —4, 000 dollars in ¢t = 1. In the baseline model,
the LTV limit is 90 percent and the PTI constraint is 28 percent.

3.4.3 Temporary changes in LTV and PTI

Can temporary changes in LTV and PTI affect consumption
responses?

A key conclusion from the previous section is that permanent policies
appear to have a limited ability to affect consumption responses to
wealth shocks. We now move on to analyze whether temporary policies
can more effectively impact households’ MPCs. Just like in the analysis
of permanent policies, we begin by studying a wealth shock of —4, 000
dollars. We let this wealth shock occur in time period t = 2. The shock
is not expected by households, but we make the strong assumption
that a hypothetical regulatory authority has perfect foresight. In an
attempt to cushion the negative consumption response in t = 2, a
stricter credit policy is enforced in t = 1, but then returns to its
baseline value in ¢t = 2. The policy is unexpectedly implemented in
t = 1, but households know with certainty that the lending standards
will be back to normal in the next period.

The main role of the temporary policy is to reallocate consumption
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over time. Since we abstract from price changes in this part of the
analysis, cumulative consumption over time will be largely independent
of whether there is a policy in place or not. Thus, the temporary
policy may only be effective at dampening the consumption response
in t = 2 if it can lower the spending in ¢t = 1.

Qualitatively, the aggregate consumption effect in t = 1 is ambigu-
ous. The policy affects households who would otherwise choose larger
mortgages than what is allowed under the new policy. Thus, only
households who refinance or buy a house in the absence of the policy
are potentially affected. The group of households who would refinance
without the policy lower their consumption in response to the policy
for two reasons. First, households who refrain from refinancing cut
back on consumption as they no longer extract any housing equity.
Second, those who continue to refinance also need to reduce their
consumption as the amount of equity extraction is restricted by the
policy. Furthermore, households who continue to buy a house need to
finance their home with more equity and thus decrease consumption.
Households who abstain from buying a house, however, increase their
consumption since they no longer have to finance the down payment
or pay any transaction costs.

Quantitatively, the consumption responses in ¢ = 2 are dampened
as a result of the temporary stricter lending standards. Figure 3.7a
compares the consumption dynamics of the baseline model where
there is no policy change to the case where the LTV limit is lowered
to 0.7 in t = 1. Contrary to the results for permanent policies,
the aggregate MPC out of the negative wealth shock is considerably
reduced on impact (t = 2), and stays below the no-policy case for
several years. The muted consumption response is made possible
as the temporary stricter LTV requirement makes households cut
consumption in ¢t = 1.17

"Note that the fall in consumption in ¢ = 1 shows up as a positive MPC in the
figure, as the consumption response is normalized by the negative wealth shock.
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Figure 3.7b shows that a temporary change in the PTI limit can
also reduce the consumption response in ¢t = 2, although this policy
appears somewhat less effective at achieving this goal. It is important
to note, however, that it is also possible to get strong consumption
responses from a temporary change in PTI. In results that we do not
report, a temporary change in the PTI requirement to 0.1 leads to
consumption responses that are quantitatively similar to reducing the
LTV limit to 0.7.
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Figure 3.7: MPCs for different temporary LTV and PTI policies

Note: Consumption responses under a temporary stricter policy in ¢ = 1, that
is reversed in t = 2. Unexpected wealth shock of —4,000 dollars in ¢ = 2. The
consumption responses are normalized by —4, 000 dollars also in ¢ = 1, where there
is only a change in policy and no shock has occurred. In the baseline model with
no temporary policy, the LTV limit is 90 percent and the PTI constraint is 28
percent.

Can temporary policies be welfare improving?

Although temporary policies may successfully dampen the consump-
tion response to a negative wealth shock, it is not obvious whether
and under what circumstances temporary policies improve welfare.
On the one hand, households may benefit from the policy as it makes
them increase their savings, thus making them better prepared to face
the wealth shock. On the other hand, any fall in consumption in ¢ =1
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reduces welfare in that period. Also, households may already save
sufficiently for precautionary reasons. If the policy makes households
save more than necessary, it has a negative impact on welfare.

To better understand the welfare implications of temporary lending
policies, we solve for optimal LTV and PTI requirements in ¢t = 1.
We define an optimal policy as a policy that maximizes the mean
ex-post consumption equivalent variation (henceforth CEV). More
specifically, for each household alive at t = 1, we compute the per-
period percentage change in consumption under the no-policy scenario
needed to make the household indifferent between a policy and no
policy. Our welfare measure is then the mean of these household-
specific CEVs.'® We do not consider policies that are more lenient
than the benchmark lending requirements.

We find that temporary policies can be optimal, but only if the
bust is sufficiently large. For example, the optimal policy for the
wealth shock of —4, 000 dollars is to keep lending standards at baseline
levels throughout. However, when we consider a more extreme case,
where all households are exposed to a wealth shock of —12,000 dollars,
a temporary stricter LTV limit of 0.86 is optimal.'® Yet, it continues
to be optimal to leave the PTT requirement untouched at 0.28.

At the optimal LTV level, the mean MPC in the bust period is
only slightly reduced and the average welfare gain is small. The nearly
negligible changes in aggregate consumption dynamics are shown in
Appendix 3.D.3. In terms of welfare, we find that the mean CEV is
0.0004 percent under the optimal LTV policy.

One reason for the small average welfare effect is that a vast
majority of households are unaffected by the policy, and thus have a

'8 A more thorough description of the welfare measure is provided in Karlman
et al. (2020).

19 As this shock is very large, we assume that no household can end up with
a cash-on-hand lower than the lowest grid point used in the baseline calibration.
This corresponds to about 1,800 dollars.
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CEV of zero. The welfare effects can be substantial at the household
level. Figure 3.8 shows the mean CEV across labor income shocks
in t = 2, for a temporary LTV policy of 0.86. We limit the sample
to only include households that change their mortgage decision in
response to the policy change. The filled markers correspond to the
welfare effects of introducing the policy when an unexpected shock
of —12,000 dollars follows, whereas the hollow markers indicate the
welfare effects of implementing the policy when there is no shock.
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Figure 3.8: Mean CEV (%) with or without wealth shock in ¢ = 2

Note: The figures show the welfare effects of households that are directly affected
by a temporary LTV policy of 86 percent in ¢ = 1. The markers illustrate the
mean welfare effect of ten equally sized groups, ordered by the variable on the
x-axis. “No shock” refers to the welfare effects of introducing the policy when
no subsequent wealth shock occurs. “Shock” refers to the welfare effects when a
wealth shock of —12,000 dollars occurs in ¢t = 2.

When there is a large bust, the policy is positive for households
whose income realization is low. Intuitively, a household with an
unlucky income draw in t = 2 benefits from the increased savings in
t = 1. Figure 3.8a shows that households whose permanent income is
about 20 percent lower than expected have a mean welfare gain of 0.2
percent. Similarly, Figure 3.8b shows that households with a very low
transitory income have a mean welfare gain of more than 0.6 percent.
As indicated by the hollow markers in Figure 3.8, the policy is mostly



188 CHAPTER 3. MORTGAGE LENDING STANDARDS

negative for households if there is no bust in t = 2.

The welfare costs of a temporary stricter policy can be considerable
for households who experience better income draws in ¢ = 2, even
when the bust is large. These households are simply better equipped to
handle the negative wealth shock. Thus, the costs of lower consumption
in t = 1 outweigh any potential benefit from increased savings.

To shed some further light on the welfare effects, let us once more
divide households into groups based on how they respond to the
policy change. Recall that the policies only bind for households whose
mortgage choice becomes limited by the new policy, i.e., refinancers
and house buyers who would choose a larger mortgage absent the policy.
Refinancers in ¢ = 1 have usually drawn a very low transitory shock
and are therefore in need of liquidity already in the first period. As a
temporary stricter policy limits the extraction of housing equity in a
period where liquid funds are valuable, these households have negative
welfare effects on average. Households who continue to buy even after
the policy has been introduced are also negatively affected on average.
As more equity is needed to buy a house, their consumption drops
in t = 1. Moreover, when they are hit by the negative wealth shock,
they have a large fraction of their wealth in the illiquid housing asset
and therefore find it difficult to smooth consumption. The only group
that benefits from a temporary stricter policy are households who
abstain from becoming homeowners in the boom. They increase their
consumption in ¢ = 1 and avoid being liquidity constrained in ¢ = 2.

What are the effects of alternative shock scenarios?

There are alternative wealth-shock scenarios that are worth exploring.
In particular, it can be argued that stricter LTV or PTT policies can be
usefully implemented during a boom phase, as an exuberant economy
may signal future busts.

To study the effects of including a boom period, we add a positive
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wealth shock of size A, in t = 1, followed by a bust of the same
magnitude in ¢t = 2.2 Figure 3.13 in Appendix 3.D.3 shows that
temporary stricter LTV and PTI requirements continue to dampen
the consumption responses in ¢t = 1 and ¢t = 2. Yet, for a given
strictness of a temporary policy the consumption effect is lower, as
the boom phase makes the policy less binding.

We find that the optimal policies are stricter when we consider a
pronounced boom-bust episode, as compared to a scenario without
a boom phase. For example, when the wealth shocks are of the size
12,000 dollars, the optimal LTV and PTI policies are 0.8 and 0.18,
respectively. Recall that with no boom phase, the optimal limits
are 0.86 and 0.28. Why is that? First, during a boom there are
fewer households who want to refinance and therefore the number of
households who suffer from a stricter policy is lower. In the model,
households who refinance often have a low transitory income. As
the positive wealth shock in ¢ = 1 is similar to receiving a higher
transitory income shock, fewer households find it optimal to tap into
their housing equity. Second, when the bust is larger, the benefits
from making households abstain from buying are greater.

When the boom-bust episode is more muted, the optimal policy
is to leave the lending standards unchanged. For example, this is
the case if we consider a boom of 4,000 dollars followed by a bust
of —4,000 dollars. When the boom is less strong, many households
still want to refinance and thus the costs of stricter policies are larger.
Furthermore, the benefit of keeping households from buying is reduced
as the bust is less severe.

In the above analysis, we assume that the regulatory authority
has perfect foresight and knows that there is a bust in ¢ = 2. This
informational advantage creates a rationale for the government to
intervene. Clearly, this assumption is very strong. At the very least,

20 Admittedly, this example is highly stylized, but it still offers valuable insights
into the effects of temporary policies.
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we would expect there to be some noise in the government’s signal
about the future. Therefore, we also consider a case where there is
a boom, but that no bust follows. Under this scenario, the optimal
policy is to avoid temporary stricter policies. There is little to gain
by restricting households from buying if there is no bust. Further,
we consider a scenario where not only the policymaker but also the
households have information about the coming bust. Also in this case,
the optimal policy is to keep mortgage lending standards constant at
current levels.

3.5 Concluding remarks

Since the Great Recession, policymakers in many countries have con-
sidered and implemented stricter mortgage lending standards. These
policies aim at lowering household debt and, ultimately, reducing
households’ vulnerability to shocks. In this paper, we investigate if
households’ consumption responses to shocks depend on mortgage
lending standards. Specifically, we study two types of policies in the
mortgage market: stricter LTV and PTI requirements.

We find that permanently lower LTV and PTI limits reduce the
debt level in the economy, but they are unsuccessful in dampening
the aggregate consumption response to wealth shocks. In fact, the
distribution of MPCs is only marginally affected by the permanently
stricter policies. As the underlying incentives to insure against shocks
are unchanged, households adjust their asset portfolio such that the
more stringent borrowing requirements have little impact on their
consumption sensitivity to shocks.

In contrast, we do find that temporary policies can dampen the
consumption responses to shocks, but it does not come without any
costs. Specifically, we find that LTV and PTI requirements introduced
in a period before a downturn reduce the consumption fall during the
bust. However, for such policies to be beneficial for households on
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average, strong assumptions about an informational advantage of the
policymaker are needed, and the bust needs to be large.

There are a number of extensions to the analysis that would be
worthwhile exploring in future work. First, in our analysis we abstract
from propagation mechanisms through changes in prices or output,
and focus on the immediate demand response from a wealth shock.
A fruitful way forward would be to incorporate additional feedback
effects of changes in demand to our framework. Arguably, households’
direct endogenous responses to stricter mortgage regulations will be
central even in a richer setting. Second, it would be interesting to see
whether the results are generalizable to other types of shocks, such as
changes to house prices.
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Appendices

3.A Definitions of stationary equilibrium

Households are heterogeneous with respect to age j € J = {1,2, ..., J},
permanent earnings z € Z = Ry, mortgage m € M = R, owner-
occupied housing h € H = {0,h,...,h = 5}, and cash-on-hand z €
X =Rip. Let U = Z x M x H x X be the non-deterministic
state space with u = (z,m, h,x) denoting the vector of individual
states. Let B(R;4) and B(R;) be the Borel o-algebras on R and
R, respectively, and P(H) the power set of H, and define B(U) =
B(Ri4) x B(Ry) x P(H) x B(Ry4). Further, let M be the set of all
finite measures over the measurable space (U, Z(U)). Then ®;(U) € M
is a probability measure defined on subsets U € Z(U) that describes
the distribution of individual states across agents with age 7 € J.
Finally, denote the time-invariant fraction of the population of age
Jj € J by 1I,.

Stationary equilibrium, the baseline economy

Definition 1. A stationary recursive competitive equilibrium is a
collection of value functions Vj(u) with associated policy functions
{Cj(u)v Sj(u)7 h;(u)> m;‘(u)>

b;(u)} for all j; prices (pr = 1,p,); a quantity of total housing stock

H; and a distribution of agents’ states ®; for all j such that:

1. Given the prices (p, = 1,p;), Vj(u) solves the Bellman
equation (3.10) with the corresponding set of policy functions
feg(w),s50). B (w), ) (w), B ()} for all j.

2. Given pp = 1, the rental price per unit of housing service p, is
given by equation (3.11).
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3. The quantity of the total housing stock is given by the total

demand for housing services?!

a= an/ 5;(u)dd; (V).
7 U
4. The distribution of states ®; is given by the following law of
motion for all j < J

@y1(t0) = [ Qa0 (),

where Q; : U x B(U) — [0, 1] is a transition function that defines
the probability that a household at age j transits from its current
state u to the set U at age j + 1.

Stationary equilibrium, after a permanent policy change

Definition 2. A stationary recursive competitive equilibrium after a
permanent policy change is a collection of value functions Vj(u) with
associated policy functions {c;(u), s;(u), k}(u), m;(u),b;(u)} for all j;
prices (pp, pr); a quantity of total housing stock H; and a distribution
of agents’ states ®; for all j such that:

1. Given prices (pp,pr), Vj(u) solves the Bellman equation
(3.10) with the corresponding set of policy functions
{C]‘ (u)7 Sj(u)v h; (ll), m; (u)a b;(ll)} for all j.

2. Given py, the rental price per unit of housing service p, is given
by equation (3.11).

21'We assume a perfectly elastic supply of both owner-occupied housing and
rental units in the baseline steady state. This implies that supply always equals
demand and thus we have market clearing.
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3. The housing market clears:

H=H

where H—;Hj/Usj(u)dcbj(U)

and H is the housing stock from the equilibrium of the baseline
economy.

4. Distributions of states ®; are given by the following law of
motion for all j < J

@y1U) = [ Q)ut)dd,(v),

3.B Computational method and solution algo-
rithm

The computational method and the solution method are similar to
those in Karlman et al. (2020). To summarize, we use the general
generalization of the endogenous grid method G2EGM by Druedahl
and Jgrgensen (2017) to solve for the value and policy functions. The
number of grid points for permanent earnings Nz, cash-on-hand Ny,
housing sizes Ny, bonds-over-earnings Np, and loan-to-value Nprv,
are 9, 140, 30, 25, and 41, respectively. The grid points are denser
at lower levels of cash-on-hand and bonds-over-earnings. Further, we
simulate 300 000 households for J = 60 periods.
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3.C Labor income process

3.C.1 Data sample

Equation (3.13) is estimated using PSID data, survey years 1970 to
1992. The variable definitions and sample restrictions are the same as
in Karlman et al. (2020).

3.C.2 Estimation

In this section, we describe how the exogenous earnings process in
equation (3.13) is estimated. First, we estimate the deterministic
life-cycle earnings profile ¢g(j), and then we move on to the variances
of the fixed-effect component o2, the permanent shock 0727, and the
transitory shock o2.

To estimate the deterministic age-dependent earnings component
g(j), we use yearly observations in the data for ages 20 to 64. Log
household earnings log(y;) are regressed on dummies for age (not in-
cluding the youngest age), marital status, family composition (number
of family members besides head and, potentially, wife), and a dummy
for whether the household head has a college education. Household
fixed effects are controlled for by running a linear fixed-effect regression.
Finally, a third-order polynomial is fitted to the predicted values of this
regression, which provides us with the estimate of the deterministic
life-cycle earnings profile (7).

We follow Carroll and Samwick (1997) when we estimate the
variances of the transitory (o7) and permanent (o7) shocks. Define
log(y;;) as the logarithm of household i’s earnings less the household
fixed component &; and the deterministic life-cycle component.

log(y;;) = log(yij) — &i — 9(j)
= Nyj + Vij for j S [1, Jret],
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where the equality follows from equation (3.13). Define r;4 as house-
hold i’s d-period difference in log(yfj),

J— * *
ria = 10g(y; j1q) — 10g(y;;)
=N jt+d T Vij+d — Nij — Vij

= N+l + Nijj42 + oo+ Nijd + Vijrd = Vigj-
Since the transitory and permanent shocks are i.i.d., it follows that

Var(riq) = Var(n;j+1) + Var(ng j42) + ... + Var(n; j1q)
+ Var(ui,jer) + Val"(VZ"j)
=202+4d (7727.

These variances are estimated by running an OLS regression of
Var(r;q) = rizd on d, including a constant term. The estimate of
the variance of the permanent shock is given by the coefficient of d,
and the estimate of the variance of the transitory shock is equal to
the constant term divided by two. The estimate of the variance of
the household fixed-effect component of earnings 62 is given by the
residual variance in period j =1,
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Additional results

Baseline model

e Baseline
¢ Zero refinancing cost

-8 + * Zero transaction costs
L] L]

4 -3 -2 -1 1 2 3 4
Shock size

Figure 3.9: MPCs of switchers: no refinancing costs or transaction costs

Note: Mean MPC across shock size (thousands of dollars) among switchers, com-
paring the baseline model to a setting where there are no refinancing costs or no
transaction costs for buying and selling a house. Switchers are those who change
their discrete choice in response to a shock. For each new setting we solve for a
new steady state, where we allow house prices to change under the assumption
that the aggregate housing stock is fixed.
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3.D.2 Permanent policies

201
0.3
0257 FEEELE trrea,
0.2
0.15¢
0.1
0.05 ¢
0—4 3002 -1 1 2 3 4
Shock size

(b) Mean MPC, non-switchers
0.04

0.3
0.25
028 ¢ ¢ 8843 $ 664640
0.15
0.1
® Baseline
0.05+t = LTV 70
4 PTI18
0
4 3 2 -1 1 2 3 4
Shock size
(a) Mean MPC, all
0
) 3
2 ¢ : H
H H
4 . :
L] L]
-6 n *
-8
[} L]
2 *
-10
4 3 2 -1 1 2

Shock size

L]
0.03% *°
i .
2 e =
0.02 : «sd
i -
l o A
. 3
0.01 | LI H
H H
0
4 -3 2 -1 1 2 3 4
Shock size

(c) Mean MPC, switchers

(d) Share who switches

Figure 3.10: Decomposing the mean MPC across shock size (thousands

of dollars)

Note: Switchers are those who change their discrete choice in response to a shock.
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Baseline  Stricter LTV ~ Stricter PTI

Max LTV 0.90 0.50 0.90
Max PTI 0.28 0.28 0.10
House price 1 0.893 0.846
Rent 0.086 0.085 0.085
Homeownership rate 0.674 0.527 0.568
Median house-to-earnings ratio 2.259 2.022 1.803
Mean net worth age 75 over 50 1.637 1.343 1.617
Median loan-to-value ratio 0.339 0.015 0.013
Mean net worth, over mean earnings 1.381 1.458 1.367
Mean liquid savings-to-earnings 0.752 0.790 0.803

Table 3.5: Steady-state prices and moments under permanent changes in
the lending policies

0.25 0.25
e Baseline Il Baseline
) = LTV50 [ = LTV 50
0.24 + PTIIO 02 4 PTI10
0.15
0.1 ¢
b L
0.05
Tt LI 1
0
2 4 6 8 10 0 0.25 0.5 0.75 1
Years MPC
(a) Mean MPC over time (b) Distribution of MPC in ¢t = 1

Figure 3.11: MPCs for different permanent policies

Note: MPCs from a wealth shock of —4,000 dollars in ¢ = 1. In the baseline model,
the LTV limit is 90 percent and the PTI constraint is 28 percent.
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3.D.3 Temporary policies
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Figure 3.12: Mean MPC, for optimal temporary loan-to-value policy, over
time

Note: Consumption responses under a temporary stricter LTV policy of 86 percent
in t = 1, that is reversed in t = 2. Unexpected wealth shock of —4,000 dollars in
t = 2. The consumption responses are normalized by —4, 000 dollars also in t = 1,
where there is only a change in policy and no shock has occurred. In the baseline
model with no temporary policy, the LTV limit is 90 percent.

0.2 0.2‘
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(a) Mean MPC over time (b) Mean MPC over time
Figure 3.13: MPCs for temporary LTV or PTI policy in boom-bust
episode

Note: Consumption responses under a temporary stricter policy in ¢ = 1, that is
reversed in ¢ = 2. Unexpected wealth shock of 4,000 dollars in ¢ = 1 and —4, 000
dollars in ¢ = 2. The consumption responses are normalized by 4,000 dollars in
all periods. In the baseline model with no temporary policy, the LTV limit is 90
percent and the PTT constraint is 28 percent.






Sammanfattning

Forsta gangen jag kom i kontakt med makroekonomi under mina
studier till en fil kand, var de modeller som vi anvinde avskalade
versioner av de samhéllen som de avsags representera. Enkla regler
specificerade hur stor andel av den totala inkomsten som konsumerades.
Under mina masterstudier var reglerna — som verkade ha kommit fran
ingenstans — nu resultatet av medvetna val som gjorts av ett hushall
som maximerar sitt vilbefinnande.

Overgangen fran en “tumregel” till ett hushll som bryr sig om
sig sjilv var betryggande. Anda innebar modellerna fortfarande anta-
ganden som det var svart att fa att 6verensstdmma med verkligheten.
Det fanns enbart ett hushall, dvs inget du och jag. Hushallet levde i
all evighet. Vidare kunde hushallet forsékra sig emot alla ténkbara
osékerheter.

Det var inte forran jag paborjade mina doktorandstudier i Stock-
holm som jag formellt introducerades till en relativt ny och viktig
del av makroekonomi, vilken mildrar manga av de antaganden som
gbrs i de modeller som jag tidigare hade stott pa. I den s k kvan-
titativa heterogena agent modellen finns det inte langre enbart ett
hushall, utan manga olika hushall vilket orden heterogen agent antyder.
Hushéllen kan ha éndliga liv snarare én leva for evigt och inkomsterna
och tillgdngarna varierar under deras livstid. Det finns en osékerhet
for hushallen nér det géller framtida inkomster och de kan inte helt
forsdkra sig emot dessa risker. Klyftan mellan verklighet och teori

205
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blev betydligt mindre.

Detta betyder inte att de modeller som inte har dessa ytterligare
egenskaper ar forlegade. I méanga fall 4r de enklare modellerna hogst
relevanta och kan erbjuda véirdefulla insikter nér de nya modellerna
blir fér komplicerade. Icke desto mindre, ndr den heterogena agent-
modellen kom kunde ekonomer erbjuda nya perspektiv pa gamla fragor
och stélla nya fragor som vara aldre modeller inte kunde besvara.
Nar det finns mer én ett hushéll kunde férdelningskonsekvenser och
ojamlikhet bli centrala delar av analysen. Salunda gjorde den relativt
nya grenen av makroekonomi det mojligt fér &mnet att inte enbart
bry sig om ”storleken pa kakan”, utan ocksd hur den férdelas Gver
befolkningen.

Den hér avhandlingen bestar av tre fristdende kapitel dar saval
aggregerade effekter som fordelningseffekter spelar betydande
roller. Kapitlen utforskar konsekvenserna av bostadsmarknads- och
boldnemarknadspolitiken som aktivt debatteras i manga ldnder. Den
pagaende debatten klargoér att vissa aspekter vad géller hushallen
borde vara en del av en givande analys: vissa hushall ar unga medan
andra &r gamla, vissa hushéll hyr sina hem medan andra &ger dem
och medan vissa hushall ar fattiga sa ar andra rika. For att finga
komplexiteten i denna politik, anvinder jag modeller som bygger pa
de som jag forst fick kunskap om under mina doktorandstudier.

Innan jag gar vidare till de fullstdndiga kapitlen f6ljer hér en nagot
mindre teknisk 6versikt av kapitlen.

I kapitel 1, Kostsamma reformer av déliga subventioner — fallet
med ranteavdraget (Costly reversals of bad policies: the case of the
mortgage interest deduction), tillsammans med Markus Karlman och
Karin Kinnerud, studerar vi hur hushall i USA péaverkas om man tar
bort rianteavdraget for bolan och huruvida detta ar en bra idé.

Rénteavdraget ar en skattesubvention som har fatt en hel del
uppmaérksamhet i de politiska diskussionerna USA. Subventionen gor
det mojligt for husdgare att dra av rdntebetalningar pa hypotekslan
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fran sina skattepliktiga inkomster. Eftersom avdragsratten for hy-
potekslan kan minska husdgarnas skatter, minskar det i praktiken
kostnaden fér bolan och ddrmed kostnaden for att dga en bostad.
Salunda paverkas manga hushall av rédnteavdraget, inte bara i sina
beslut att dga eller hyra en bostad, men ocksa nar det géller hur stort
hus man véljer att kdpa. Subventionen kritiseras emellertid ofta for att
framst framja hoginkomsttagare pa andra skattebetalares bekostnad.
Ungefar hilften av avdragen gar till hushéll i de 6vre 20 procenten av
inkomstférdelningen, medan hushéllen i de lagsta 20 procenten knappt
gbr nagra ranteavdrag.

For att skapa en béttre forstaelse for vem som skulle dra nytta av
och vem som skulle forlora pa att avskaffa avdragsréatten for réante-
betalningar pa hypotekslan, utfér vi experiment i en modell som &r
utformad for att representera det amerikanska samhéllet. Vi borjar
med att analysera de langsiktiga vilfdrdseffekterna, dvs vi jamfor om
hushéllen skulle foredra att fodas in i ett samhélle med eller utan av-
dragsritt for hypoteksldn. Vara resultat visar att en stor majoritet av
hushallen skulle féredra ett samhélle utan rédnteavdrag. I ett samhélle
utan skattesubventionen véljer hushall med hégre inkomster att bo
i mindre egendgda bostdder. Detta leder till lagre priser for dgda
och hyrda bostéder, vilket &r speciellt gynnsamt for hushall med laga
inkomster. Vidare, nér regeringen inte lingre subventionerar rante-
betalningar pa hypotekslan kan andra skatter sénkas. Medan enbart
vissa hushall drar nytta av avdragsriatten for hypotekslan gynnas alla
hushéll av en ldgre inkomstskatt.

Givet de stora vélfardsvinsterna av att ta bort hypotekslane-
subventionen pa lang sikt, fortsdtter vi med att undersdka hur nu-
varande hushéll skulle paverkas av ett borttagande. Effekterna av
ett avlagsnande ar véldigt annorlunda for dessa hushall. I dag har
manga hushall tagit langsiktiga bostads-och bolénebeslut baserat pa
antagandet att de kan gora rédnteavdrag. Nar subventionen ovantat
tas bort faller bostadspriserna kraftigt, vilket drabbar de existerande
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huségarna avsevirt. Vidare inser manga hushall att de har for stora
hus och bolén, nir de inte ldngre kan dra av sina rdntebetalningar.
De som hyr, & andra sidan, vinner pa reformen da de drar nytta av
fallet i bostadspriserna.

Vara resultat visar att hushéllen i genomsnitt far det sdmre om
ranteavdraget omedelbart tas bort i sin helhet och en majoritet av
hushallen &dr negativt instéllda till en sddan reform. 70 procent av
hushéllen i USA &dger sina hem och de positiva effekter som hyres-
gasterna far overstiger inte de negativa effekterna for husdgarna. Vi
visar ocksa att dessa resultat dven haller om avskaffandet av rén-
teavdraget tas bort gradvis eller om det tillkdnnages i forvag. Vara
resultat tyder pa att &nnu farre hushall &r positiva till ett avskaffande
under dessa alternativa implementeringar. Trots att ett mer gradvist
borttagande mildrar forlusterna for dem som drabbas vérst av refor-
men, minskar det ocksa vinsterna. Dérmed visar vara resultat att
kostnaderna for att reformera en dalig politik kan vara avsevéirda —
dven i en sadan utstrackning att det kanske inte ar virt det.

I kapitel 2, Optimal fastighetsbeskattning (Optimal property tax-
ation), analyserar jag hur mycket vi bor beskatta bostadsfastigheter.

I de flesta lander ar bostadsfastigheter antingen undantagna fran
skatter eller dr ganska milt beskattade. Daremot &ar skatten pa inkom-
ster fran andra investeringar, sa som avkastningen pa sparkonton, ofta
hoég. Manga ekonomer hédvdar att detta skattesystem har olyckliga
konsekvenser for hushallen och samhéllet. De hédvdar att en lag skatt
pa bostédder, relativt annat kapital, gor att hushallen sparar fér my-
cket i bostader pa bekostnad av kapital som skulle kunna anvéndas
i foretagens produktion. Intuitivt &r kapital som inte &r investerat i
bostéder inte lika lukrativt ndr hushallen inte far behalla den totala
avkastningen pa de investeringarna. Foljaktligen har foretagen farre
maskiner och mindre utrustning per arbetstagare vilket minskar ar-
betskraftsproduktiviteten. Foretagen ar darfér mindre benédgna att
betala hoga l6ner. Om foretagen hade mer kapital skulle hushallens
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inkomster fran arbete kunna oka.

Emellertid finns det ocksé nackdelar med att hoja fastighetsskatten
for att sanka skatten pa kapitalinkomster. Hogre fastighetsskatt leder
till ett dyrare boende f6r manga hushall. Salunda kan det bli sa att
hushallen inte har rad att bo i det hem de annars skulle vélja.

For att kvantifiera avvigningen mellan en skatt pa bostdder gen-
temot en skatt pa kapitalinkomster, anvander jag en modell av det
amerikanska samhéllet. Modellen inkluderar ménga av de viktiga
aspekterna vad géller problemet i fraga: hushall kan investera i
bostédder eller finansiella investeringar; ett féretag behéver kapital
och arbetskraft fér att producera varor och tjénster, kapitalinkomster
och bostédder beskattas enligt olika skattesatser; och regeringen kan
sdnka skatten pa kapitalinkomster om den héjer skatten pa bostads-
fastigheter.

Resultaten av min analys av de langsiktiga effekterna av fastighets-
beskattning stodjer generellt det traditionella synsidtt som manga
ekonomer har: Fastighetskatten bor oka avseviart. Den optimala
fastighetsskatten ar ca fem ganger hogre én dagens niva pa en procent.
Detta gor det mojligt for regeringen att sédnka kapitalinkomstskatten
fran nuvarande 36 procent till ndra noll procent. Detta leder till
att ndstan alla hushall far det battre. Hushall som har relativt lag
produktivitet drar storst nytta av den resulterande hogre 16nen.

Betyder detta att beslutsfattarna i USA borde dndra dagens skat-
tesatser? Inte nodvandigtvis. De genomsnittliga véalfardseffekterna hos
nuvarande generationer ar i sjilva verket storst nér fastighetskatten
ligger nédra dagens niva pa en procent. Medan unga hushall och de
som hyr sin bostad i genomsnitt skulle f& det battre med en hogre
niva pa fastighetsskatten skulle andra hushall fa det betydligt sdmre.
Framfor allt vill pensionarer och dgare till mindre bostédder generellt
sédnka den nuvarande nivan pa fastighetsskatten.

Generellt ger skillnaden i de optimala skatterna pa kort och lang
sikt oss en logisk grund for att férsta hur fastighetsskatten kan gynna
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somliga (t.ex. framtida generationer) men inte andra (t.ex. pen-
siondrer). En huvudslutsats av mitt arbete ar att policyrekommenda-
tioner vad géller fastighetsbeskattning bor ta de kortsiktiga Gverva-
gandena pa allvar.

I kapitel 3, Utlaningsregler fér boldn: implikationer for fluktua-
tioner i konsumtion (Mortgage lending standards: implications for
consumption dynamics), dven detta samforfattat med Markus Karl-
man och Karin Kinnerud, studerar vi huruvida mer strikta regler for
bolan kan minska fallet i konsumtionen under ekonomiska nedgangar.
Mer specifikt studerar vi i vilken utstrickning bolaneregler paverkar i
vilken omfattning hushall &ndrar sin konsumtion, nir de upplever en
tillfallig minskning av sina tillgdngar.

Myndigheter i manga ldnder har infort striktare krav for boldn un-
der senare ar. Denna utveckling ar delvis motiverad av erfarenheterna
frén den stora recessionen, dir omraden med en hogre tillvixt i skuld-
sdttningen via bolan innan krisen upplevde en kraftigare minskning av
konsumtionen nér krisen slog till. Med de nya boldnekraven hoppas
man att framtida nedgangar blir mindre allvarliga. Det ar emellertid
inte uppenbart att de striktare utlaningskraven ar framgangsrika nér
det géller att stabilisera ekonomin. Ett sétt pa vilket hushallen kan
undvika en tillfallig minskning av konsumtionen &r just genom att 6ka
sin skuldséttning. Genom att begransa mojligheterna att lana har
hushallen farre mojligheter att mildra konsekvenserna av en minskning
av sina finansiella resurser. Dérmed kan konsumtionsresponsen till
och med vara starkare nér striktare regleringar ar pa plats.

I den hér artikeln anvénder vi en modell for att utfora experi-
ment dar belaningsgradskravet (med andra ord kontantinsatskravet)
och skuldkvotskravet gors mer strikta. Belaningsgradskravet speci-
ficerar det maximala bolanet ett hushall kan erhalla, som en andel
av bostadens viarde. Skuldkvotskravet begrinsar storleken pa bolénet
i forhallande till inkomsten. I vara experiment studerar vi forst en
permanent forskjutning av belaningsgradskravet fran det nuvarande
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vardet pa 0,90 till 0,70, eller skuldkvotskravet fran dess nuvarande
varde pa 0,28 till 0,18 (det nuvarande vérdet specificerar att inte mer
an 28 procent av den arliga inkomsten far laggas pa bostadsrelaterade
kostnader, dessa kostnader inkluderar réntebetalningar och amorter-
ing av bolan). Vi utforskar sedan en temporir implementering av de
striktare kraven, under ett ar som foregar en ekonomisk nedgéng.

Vart forsta resultat ar att permanent striktare boldneregleringar
enbart marginellt paverkar hur mycket hushallen minskar sin kon-
sumtion, vid en ekonomisk nedgiang. De striktare kraven paverkar
emellertid hushallen pa flera viktiga sétt. Férre hushall dger sina
bostéder, de har lidgre skuldsédttning och sparar i genomsnitt aningen
mer. Av yttersta vikt &r dock att dessa beteendeférandringar dr sé-
dana att hushallens totala férmaga att hantera ekonomiska nedgangar
i princip forblir oférandrad. Det hér resultatet haller dven for storre
férdndringar av kraven for utlaning.

Vart andra resultat ar att tillfdlligt striktare krav for bolan kan
framgangsrikt begrdnsa konsumtionsminskningen under en ekonomisk
nedgang. Temporéart striktare krav for bolan forhindrar vissa mén-
niskor fran att kopa hus och leder till att vissa hushall tar ut mindre
bolan. Till f6ljd av detta har hushallen mer disponibla besparingar
ndr den ekonomiska nedgangen intréffar &n de skulle ha haft utan de
striktare regleringarna. Darmed ar de battre férberedda att hantera
en minskning av sina tillgangar. Det dr emellertid enbart under speci-
fika omstadndigheter som temporért striktare bolanekrav leder till
att hushallen far det béattre. For det forsta maste den ekonomiska
nedgangen vara stor. For det andra behover en beslutsfattare ha en
informationsférdel genom att denne kan férutse nedgangen, medan
hushallen inte kan gora det.

En mer generell slutsats i den héir avhandlingen ar att moderna
makroekonomiska modeller inte bara erbjuder en rikare och mer
realistisk modellmilj6, men de kan ocksa anvindas for att férsoka
forstd politisk beslut. Det &r trots allt séllan som policyfordndringar
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genomfors enbart baserat pa effektivitetsvinster, vilket ar fokus i
ekonomiska modeller med enbart ett hushall. Darmed kan en policy
som framstar som dalig i en modellmiljé med endast en typ av hushall
fortfarande anvindas i praktiken da tillrdckligt manga ménniskor
gynnas av den. Den héar avhandlingen gor inte ansprak pa att ge en
fullstdndig beskrivning av den politiska beslutsprocessen, men jag
hoppas att den berikar var forstaelse kring varfér viss politik och
policy véljs.
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