critical variable, there should be a strong relationship between housing values in the past and the tax
value of the deduction. In 1980, before the Reagan marginal tax rate cuts, for instance, a dollar of
home mortgage interest cost an upper-income taxpayer only 30 cents. In 1988, that same taxpayer
paid 72 cents out of pocket for every dollar in interest payments. As Chart 2 indicates, however, the
tax value of the deduction had no discernible impact on the value of housing over the period.

Why the Realtors’ Study Is Flawed

If the historical evidence and economic projections suggest that a flat tax will increase home val-
ues, why did the realtors’ study predict a sharp decline? The reason is that it used several very ques-
tionable assumptions. For example:

©® DRI/McGraw-Hill analyzed a flat tax with an initial rate of 25 percent, gradually
phasing down to 21 percent. The DRI/McGraw-Hill study used a much higher tax rate
than is used in existing flat tax plans. Crucially, the lower the rate, the larger the economic
gains under a flat tax, and the higher the positive impact on home values. Even the Clinton
Administration’s Treasury Department, no friend of the flat tax, refused to use a rate higher
than 21 percent when estimating the effects of a flat tax on the economy.

@ DRI/McGraw-Hill did not properly estimate the drop in interest rates under a flat
tax. According to the Kansas City Feciﬂral Reserve Bank, interest rates wnuld drop by 25
percent to 35 percent under a flat tax. 3 Other experts have similar estimates. ® DRI/McGraw-
Hill stands alone in basing its estimate of likely interest rate declines—and thus the positive
effect on home values—on the comparison between municipal bond rates and 10-year fed-
eral bonds, rather than interest-bearing assets of equal risk such as high-grade corporate
bonds.

® DRI/McGraw-Hill overestimated by 30 percent the average marginal tax rate which
applies to homeowners. Doing so significantly overstates the tax benefits of the deduction
and exaggerates the change in a taxpayer’s cost of morigage interest under a flat tax.

@ The study assumed that financial assets would lose value under a flat tax. This as-
sumption is at odds with academic analyses of the flat tax and defies common sense. Lower
taxes on savings and investment actually would boost the value of financial assets by increas-
ing the after-tax stream of income they produce.

® DRI/McGraw-Hill failed to include the impact of higher disposable incomes on
home values. The study does conclude that the flat tax would increase economic growth
but fails to factor back in the effects on house prices. This is inexplicable.

The flat tax represents a direct threat to powerful vested interests that feel they benefit from to-
day’s deductions. Unfortunately, many of these special interests are willing to disseminate errone-
ous information to Americans in an effort to preserve the tax breaks they now enjoy. The
DRI/McGraw-Hill study 1s based on an unsound methodology which leaves it alone in its dire pre-
dictions that housing values will fall. Historical evidence on the relationship between performance
of the economy and house prices, however, clearly shows us that a flat tax would be a bonanza for
homeowners.

5 John E. Golub, “How Would Tax Reform Affect Financial Markets?,” Federal Reserve Bank of Kansas City
Economic Review, Fourth Quarter, 1995.
&  Robert Hall and Alvin Rabushka, The Flar Tax (Stanford, Cal.: Hoover Institution Press, 1995).
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