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One of the benefits of home ownership is the tax deductibility of mortgage interest. When combined with
property tax and state income taxes, this sum exceeds the standard deduction, lowering the home owner’s
tax liability. The new tax law limits the deductibility of these expenses. The result is a will house provide
less of a tax saving in the future than in the immediate past, which translates to higher federal income
taxes owed. This study estimates the present value of the increased tax liability. In the scenarios
examined, this value ranges from approximately 31000 to nearly $100,000.

INTRODUCTION

Nearly every list of “reasons to buy a house” includes the income tax advantages from such a
purchase. Mortgage interest, unlike interest paid on other types of debt, is income tax deductible, and can
lower the home owner’s tax liability. Other housing associated expenses, such as property taxes, are also
tax deductible. Once deductions total more than the standard deduction, then it pays the home owner to
keep track of other deductible items, such as charitable contributions. Renters usually do not itemize their
deductions, but home owners, with the sizable of mortgage interest paid, usually do itemize because of
the considerable tax savings it provides.

Buying a house, therefore, can be described as buying a physical shelter that also provides a cash flow
in the form of income tax saving. The recent tax legislation (S. 2254) is the first major tax legislation
since the Reagan era tax cut (H.R. 3838). These two tax reforms are similar in that both removed items
that were previously deductible from the tax code, as well as reduced the tax rates. One impact of the
recent tax reform legislation is the reduction in the tax savings related to home ownership in two ways.
First, some expenses that were previously deductible, such as state and local income tax and property tax,
are no longer be fully deductible. Mortgage interest, which previously was fully deductible, is now
deductible only for mortgages up to $750,000. Interest paid on a mortgage loan in excess of the $750,000
limit cannot be deducted (Horowitz, 2017). In addition, the standard deduction for 2017 has been raised
from $6350 to $12,000 for single fliers for the 2018 tax year ($12,700 to $24,000 for married filing
jointly). The personal exemption, which was $4050 per household member in 2017 (if the adjusted gross
income was less than $156,900), is also removed. This higher standard deduction, especially for married
filing jointly, makes it less likely that the sum of their itemized deductions will exceed the standard
deduction (Frankel, 2017).

While the individual may not pay any additional taxes under the new system, their house may provide
less financial benefit at tax time. Thus, a large incentive for home ownership has been diminished, and
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perhaps removed, for the home owner-taxpayer. Without the tax benefit, it is easy to imagine that the
demand for home ownership would decline. And in the absence of the beneficial cash flow from home
ownership, it is not unreasonable to expect housing prices to decrease.

This study examines the magnitude of the beneficial tax cash flow lost as a result of the 2018 tax
legislation. Three hypothetical houses will be examined: a $200,000 house; a $500,000 house; and a
$1,000,000 house. Each home is assumed to be purchased with a 20% down payment, with the balance
financed with a 4%, 30-year mortgage. Estimates are made assuming that the buyers file singly and also
as married filing jointly.

LITERATURE REVIEW

A quick internet search on the reasons to buy a house turns up millions of sites. While some of these
sites are actually reasons NOT to buy a house, the vast majority of the responses proclaim the wisdom of
home ownership. A common reason given was the income tax advantage home ownership provides. (For
instance, see Four Reasons ...2018, Top 5 Reasons ...2018, Neumann 2018, Weintraub 2018, or National
Association of Realtors, 2018.) Mortgage interest is tax deductible for federal income tax purposes. This
is, in effect, a government subsidy for borrowing money to buy a house. Mortgage-related interest
qualifies for such a deduction, while most other interest expenses, such as credit cards, automobile loans,
personal loans, etc., do not. (A notable exception is interest on student loan debt, which is deductible up
to $2500 per year (Shain, 2017).)

This tax deductibility of mortgage interest provides a tax savings only if your itemized deductions
exceed the standard deduction. But there are other common deductions that, when combined with
mortgage interest, increase the likelihood that itemizing deductions will be beneficial. Until the 2018 tax
legislation, state and local income taxes, as well as property taxes, were tax deductible. In addition,
charitable contributions are tax deductible, as are certain job expenses, losses, and medical expenses in
excess of 7.5% of your adjusted gross income. For many taxpayers, it is the mortgage interest expense
that pushes them over the standard deduction threshold.

Forty-three states tax some form of income, with rates ranging from 1% to 9%. The median state
income tax rate is 4% (Income Tax Rates by State). Charitable giving is also tax deductible for the tax
payer that itemizes deductions. Donations can be made in cash or non-cash items, such as the old couch
donated to the Salvation Army. The National Philanthropic Trust estimated that the average American
donates 3% of their income each year (Charitable Giving ...). Property taxes also qualify as deductions
from income for federal income tax purposes. Property taxes are a local tax, and therefore vary a great
deal. Some localities base the tax on the full appraised value of the property, while other communities tax
only a fraction of the appraised value. One study concluded that property tax is approximately 1% of the
property’s actual value (Property Taxes by State).

METHODOLOGY

It is clear that one result of the 2018 tax legislation is to reduce the tax benefits from home ownership.
This study seeks to provide a framework to estimate the lost cash flow that results from the reduced tax
benefits to the home owner. These lost cash flows are assumed to continue into the future, so the sum of
the present values of cash stream is estimated. This amount, expressed as a single sum, represents the lost
value to the home owner.

The tax value of home ownership results from the difference between the itemized deductions the
home owner could claim and the standard deduction. The increase in the standard deduction in the 2018
tax legislation obviously reduces this difference, thereby reducing the tax benefit derived from home
ownership. Eliminating or reducing itemized deductions also reduces the tax benefits of home ownership.
As mentioned previously, itemized deductions come from a variety of sources, which include housing
related expenses, such as mortgage interest and property tax. It also includes other state and local taxes,
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such as state income tax. Charitable contribution to qualified non-profit institutions are also tax
deductible.

For the purposes of this analysis, a 4% 30-year mortgage will be assumed to calculate the mortgage
interest paid. Since federal income taxes are paid annually, 30 annual mortgage payments will be used.
This will also facilitate the presentation of the results, as a table of 30 years is easier to view than one a
table of 360 monthly payments. Three home values will be assumed: $250,000; $500,000; and
$1,000,000. It is also assumed that the home owner financed 80% of the home’s value, resulting in
mortgages of $200,000, $400,000, and $800,000. Annual payments for these 4%, 30-year mortgages
were $11,566, $23,123, and $46,264, respectively. The loans were amortized, with the principal and
deductible interest portion of the payment being identified.

An estimate of the home owner’s income was developed estimated in the following manner.
Mortgage companies generally require the principal, interest, taxes and insurance (PITI) to be less than
28% of the borrower’s monthly income (Regeher, 2017). This study limited the principal and interest
portion of the payment to approximately 20%, leaving 8% to cover the monthly property taxes and home
owner’s insurance portion of the payment. A payment of $11,566 per year (for a $200,000 30-year
mortgage at 4%) would be 20% of $57,830 annually. For simplicity, this figure was rounded up to
$60,000 per year. Following this process, the $23,123 payment ($400,000 mortgage) was supported by
an annual income of $120,000, and the $46,264 mortgage payment ($800,000 mortgage) corresponded to
an annual income of $235,000. (The monthly payment-to- monthly income ratio was 19.3%, 19.3%, and
19.7% respectively for the three home owners.) These incomes are used to estimate the home owner’s
state income tax liability and their charitable donations for tax deduction purposes.

The relevant incremental cash flow resulting from home ownership was developed in the following
manner. For each income and mortgage, the taxable income was found by subtracting the deductions
(mortgage interest, state taxes, property taxes and charitable giving) from the income. The analysis
assumed that the taxpaying home owner paid the previously reported national average figures for these
amounts. Thus, state income taxes were assumed to be 4% of income, charitable contributions were 3%
of income, and property taxes were 1% of the property’s value. (Incomes and property values were
assumed to be constant in the analysis.) After the qualifying exemption was applied (one of filing single,
two if married filing joint), the resulting figure was taxable income. The federal tax liability is calculated
using the tax rates for 2017 and 2018. The tax liability is also found for this same level of taxable income
but using the standard deduction. The incremental tax benefit from home ownership is the difference
between these two values. This difference is calculated for entire 30-year mortgage period. The present
value of this incremental cash stream estimated using a discount rate of 5%. This discount rate was
selected as it approximates the average 10-year US government bond rate. (The arithmetic average is
5.15%, while the geometric rate is 4.91% (Annual Returns ...). The results of these computations are
found in the Tables 1 through Table 12.)

RESULTS

Tables 1 and 2 assume a taxpayer with an annual income of $60,000 an income tax filing status of
single. These tables show the present value of the tax savings as a result of home ownership (derived
from being able to itemize tax deductions that exceed the standard deduction). Table 1 is based on the
previous income tax structure, while Table 2 is based on the 2018 tax revisions. The present value of the
home-related tax savings for this taxpayer under the former system is $23,547. Table 2 shows that value
falls to $22,462 under the 2018 tax revision guidelines. Tables 3 and 5 represent taxpayers with annual
incomes of $120,000 and $235,000 and a tax filing status of single. Under the previous tax structure, the
present value of the tax savings from home ownership is $79,052 and $210,740, respectively. Under the
2018 revisions (Tables 4 and 6), the present value of tax savings from home ownership falls to $62,735
and $147,030. In each case, the 2018 tax revision reduces the values of the tax savings from home
ownership. For the home owner earning $60,000, this decline in the value of the tax savings cash flow,
$1085 (=$23,547 - $22,462) represents a 4.6% decline in the cash flow’s value. For the home owner
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earning $120,000, the decline is a 20.6% reduction in value, and 30.2% for the single home owner earning
$235,000.

Tables 7, 9, and 11 represent couples with the same $60,000, $120,000, and $235,000 income under
the previous tax structure, but using a tax filing status of “married filing joint.” Tables 8, 10, and 12
are the same income and tax status, but calculate the cash flow from the tax savings using the tax structure
defined by the 2018 tax revision. Under the old tax structure, the present value of the tax savings from
home ownership was only $1597 for a couple earning $60,000. That value disappears completely under
the new tax code. As incomes increase, the present values from the tax savings associated with home
ownership increase significantly. For the $120,000 couple, the present value is $47,551, while the value
is $158,637 for the couple earning $235,000. The 2018 tax revisions see these values fall to $7637 and
$59,244, respectively. These decreases in value equate to 84% and 62.7% of the values from tax savings
from home ownership under the prior tax code. The decreases in value are summarized in Table 13.

CONCLUSIONS

This analysis illuminates the effect that the 2018 tax revision will have on hypothetical home owners.
The combination of increasing the standard deduction and limiting the itemized deduction levels of
mortgage interest and state and local taxes reduces the tax savings from home ownership under the 2018
tax revisions. While the decline in the tax savings were expected, the magnitudes of the declines were
surprising. For the taxpayer who earned $60,000 annually and owned a $250,000 house (with an initial
mortgage of $200,000), the declines in value are nearly the same, $1083 for the single filer and $1597 for
the married couple. The near equivalency of these lost values is not surprising, as this income and home
value produces itemized deductions that are very nearly equal to the standard deductions available to
those tax filers. The present value of the decreased cash flows represented 0.43% of the value of the
home to the single taxpayer, and 0.64% to the married couple.

However, as incomes and home values rise, the tax savings lost due to the 2018 tax revision increase.
If the home value was $500,000, the loss was $16,317 for the single taxpayer and $39,914 for the couple.
Those losses equate to 3.26% and 7.98% of the home’s value. For the million-dollar home owner, the
losses are $63,710 and $99,393 for the single filer and married couple, respectively. Those numbers
correspond to 6.37% and 9.94% of the home’s value.

The loss of cash flows associated with home ownership as a result of the 2018 tax revisions,
especially at the higher incomes and home values, is not an insignificant amount. It is reasonable to
assume that this loss of cash flow from home ownership must have a negative effect on the subsequent
home value. While the house may have the same value as a residence in a certain school district, it has
lost some value in the decreased tax savings it generates.

This analysis has used three home values, a single mortgage interest rate, and a common state income
tax rate. Incomes and home values were assumed to be constant. These simplifying assumptions do not
negate the results derived nor their implications. If higher mortgage rates are used, then more mortgage
interest is lost for mortgages in excess of $750,000. Allowing incomes to increase yields a similar result,
as the taxpayer hits the combined $10,000 limit on state income taxes and local property taxes earlier.
Increasing home values would have the same effect of reaching the combined $10,000 maximum
deductibility sooner, as a portion of the higher property tax could not be deducted. Therefore, relaxing the
assumptions of constant income and home values only exacerbates the decreases in the tax value of home
ownership.

The results of this analysis are not intended to imply that home values will decrease an amount equal
to the present value of the lost tax cash flows. Other variables also impact the value of homes in a
locality, most notably, the current demand and supply of houses on the market. This analysis does,
however, provide a framework to evaluate the impact of the new tax legislation on an individual situation.
The reader is also reminded that the elimination of credit card interest deductibility as a result of the Tax
Reform Act of 1986 did not strike a death knell for credit card use (Can I Write Off...). However, the
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loss of significant tax benefits from home ownership as a result of the recent tax legislation will certainly
have a negative effect on the appeal of home ownership.
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TABLE 13

Filing status 2017 2018 SUMMARY
Single Present value Present value
Income of tax savings of tax savings | Difference | % Decline | Difference/Home value
$60,000 $23,547 $22,462 $1,085 4.6% 0.43%
$120,000 $79,052 $62,735 $16,317 20.6% 3.26%
$235,000 $210,740 $147,030 $63,710 30.2% 6.37%
Filing status 2017 2018
Married, filing
joint Present value Present value
Income of tax savings of tax savings | Difference | % Decline | Difference/Home value
$60,000 $1,597 0 $1,597 100.0% 0.64%
$120,000 $47,551 $7,637 $39,914 83.9% 7.98%
$235,000 $158,637 $59,244 $99,393 62.7% 9.94%
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