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Abstract
This paper studies the impact of the preferential tax treatment of housing capital in a
dynamic general equilibrium life-cycle economy populated by heterogeneous individuals. The
model includes the main housing tax provisions currently in place in the U.S. and a minimum
downpayment requirement upon purchasing non-divisible houses. The tax code makes the
return on housing capital larger than that on business capital, which distorts the lifetime
proﬁle and composition of individuals’ savings. The wedge between the two rates of return
emanates from the failure to tax imputed rents and is ampliﬁed by the presence of mortgage
interest deductibility. Simulations show that individuals at all income levels would rather live
in a world where imputed rents are taxed or one where mortgage interest payments are not
deductible. Furthermore, distributional effects are much smaller than conventionally believed.
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1. Introduction
It has long been understood that housing capital receives preferential tax
treatment relative to other types of capital in the U.S. The two most important
housing tax advantages are that the service income provided by owner-occupied
housing (generally referred to as imputed rents) is untaxed and mortgage interest
payments are deductible from taxable income.1 The potential distortions caused by
this asymmetric treatment of different sources of capital income are substantial,
especially in light of the fact that housing capital, broadly deﬁned, accounts for well
over 50 percent of the capital stock in the U.S. (D!ıaz-Gime! nez et al., 1992). The
object of this paper is twofold. First, it studies the distortions introduced by this
preferential tax treatment of housing. The second objective is to quantitatively assess
its impact on the composition of the aggregate stock of capital and to estimates its
long-run welfare and distributional consequences.
This study emphasizes two channels through which housing tax provisions distort
individuals’ behavior. One is that the tax code provides an incentive for individuals
to own rather than rent. The other is that, should they own, individuals have an
incentive to own larger houses. Through these channels, housing tax provisions
distort the lifetime proﬁle and composition of individuals’ savings. In both cases,
distortions are due to the fact that the tax code makes the return on housing capital
larger than that on business capital. The wedge between the two rates of return arises
from the failure to tax implicit rental income from owner-occupied housing. The
presence of mortgage interest deductibility, although neither sufﬁcient nor necessary
for the existence of a wedge between the two rates of return, increases the size of the
wedge.
The impact of these tax provisions is analyzed in a general equilibrium life-cycle
economy populated by heterogeneous individuals. Individuals can either own their
house or rent housing services. If they own, there is a minimum size house that can
be purchased and a downpayment is required. Renting allows individuals to avoid
the downpayment requirement. In addition, rental units come in smaller sizes than
houses, thus allowing renters to consume smaller amount of housing services.2
Implicit in the model is that the costs of co-owning a house—e.g. moral hazard,
privacy issues, separation costs—are sufﬁciently high to prevent individuals from coowning and co-occupying a house. The benchmark model is calibrated to the U.S.
economy where imputed rents are not taxed and individuals have the ability to fully
1

Rosen (1985) reports that 96.2 percent of government revenue losses from the special tax treatment of
housing emanates from owner-occupied housing. Fullerton (1987) estimates the effective tax rate on
owner-occupied housing to be 19 percent while his estimate of the tax rate on non-housing capital is 36
percent. These ﬁgures become 5 and 25 percent, respectively, when property taxes are regarded as a fee
for government services rather than a tax.
2
In 1998, when the homeownership rate was 66 percent, owner-occupied housing accounted for 75
percent of the stock of residential ﬁxed assets (Survey of Current Business, 2000). On average, rental units
were thus 65 percent smaller than owner-occupied houses. This may be due, in part, to lower bounds on
the size of houses imposed in many areas. Other areas, where lower bounds are not imposed, specialize in
smaller rental units.

