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Abstract

Most households have most of their wealth in the form of housing.
We analyze how this distributional feature shapes the political economy
of housing taxation. We build a simple dynamic general equilibrium
model where households vote over the tax treatment of housing and
business capital. The model is calibrated so as to match the joint dis-
tribution of financial wealth and housing wealth among US households.
The median voter has a large share of his wealth in the form of housing
and most of his income is wage earnings. The key trade-off he faces is
that lowering the tax burden on business capital while increasing the
tax burden on housing leads to higher wages but also increases his own
share of the overall tax burden.

JEL Classification: E62, H31, P16

1 Introduction

The total stock of tangible capital in the US economy can be divided into two
parts of roughly the same size: the stock of business capital and the stock of
housing capital. The estimates of the effective tax burden on business and
housing capital vary. The general view, however, is that the effective tax rate
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on the return to business capital is much higher than the effective tax rate on
the return to housing capital, mainly because the return to owner housing, the
imputed rent, is not taxed.! This asymmetric tax treatment of the two capital
stocks is likely to increase the overall efficiency cost of taxation substantially.
See e.g. Skinner (1996) and Gervais (2002).2

An obvious question is then why the tax system favors housing despite the
efficiency losses involved. The purpose of the present paper is to analyze this
question by considering the tax status of housing from a political economy
perspective. To our knowledge, there exists no previous political economy
analysis focusing on the different tax treatment of housing and business capital.
Given the fiscal importance of housing’s tax status, this seems an important
gap in the existing political economy literature on taxation.?

The starting point of our analysis is the observation that housing wealth is
much more evenly distributed than financial wealth. Therefore, even though
housing wealth makes up about half of all household wealth in aggregate terms,
most households have most of their wealth in the form of housing.* These
households may see a low tax rate on housing together with a high tax rate on
other assets as a way of shifting the tax burden towards the very wealthiest
households. We are interested in whether such a distributional effect may
dominate efficiency arguments.

In order to analyze this question, we use a dynamic general equilibrium
model with wealth and labor income heterogeneity. In the model economy,
there are two assets: owner housing and a financial asset. Government ex-
penditures are financed by a capital income tax on the return to the financial
asset, a housing tax on the imputed rent to owner housing, and a labor tax.
The aggregate amount of the financial asset corresponds to the aggregate stock

'This is true for most OECD economies. See Hendershott and White (2000) for an
international comparison of housing taxation.

2Skinner (1996) and Gervais (2002) analyze the efficiency and welfare costs of not taxing
housing using dynamic general equilibrium models. Other quantitative analyses of housing
taxation include Berkovec and Fullerton (1992), Hendershott and Won (1992), and Poterba
(1992). Rosen (1985) presents a survey of the earlier literature on housing taxation.

3Berkovec and Fullerton (1992) and Gervais (2002) do consider the distributional effects
of various housing tax reforms, but present only steady state results. That is, they do not
consider the problem of households alive when the reforms are implemented. Therefore,
their results are not directly relevant for a political economy analysis. On the other hand,
both papers include aspects which are not present in our analysis but may be relevant for
the political economy issues as well. In particular, Berkovec and Fullerton take house price
risks into account and Gervais’ model includes rental housing.

4We are by no means the first to stress the fact that housing is the single most important
component of total wealth for most households. See e.g. Flavin and Yamashita (2002) who
focus on homeowners’ portfolio choice.



of business capital. Hence, the capital income tax is the effective tax rate on
business capital.

We focus on the capital tax structure by considering the tax mix between
the housing tax and the capital income tax. Specifically, we frame the polit-
ical problem so that households decide upon constant shares of housing and
business capital tax revenues in total tax receipts with the share of labor tax
revenue being fixed. We use the median voter approach to determine the
political outcome.?

A key part of our analysis is the calibration procedure. We use a sub-sample
of the 2001 wave of the Survey of Consumer Finances. We sort households in
the data into 25 different groups according to their financial wealth and housing
wealth. The structure of the model allows us to perfectly match the resulting
joint distribution of housing and financial wealth. This is done by choosing
the labor income distribution so that, given the steady state distribution of
financial wealth, households in the model economy choose the correct amount
of housing. Our interpretation is that each household’s housing wealth reflects
its permanent labor income.

Increasing the tax burden on housing while lowering the tax burden on
business capital would increase the tax bill of a large majority of households
having most of their wealth in housing. Only the wealthiest households having
a large part of their wealth in financial assets would see their tax bill reduced.
However, in the long-run, such a reform would also imply a higher wage rate.
The increased wage rate is especially beneficial to households having most
of their wealth in housing because most of their income is labor earnings.
Therefore, the tax burden effect and the general equilibrium effects have largely
opposing distributional implications.

The policy preferences of households with different levels of financial sav-
ings and housing turn out to depend on the transitionary dynamics. We find
that the tax burden effect is likely to dominate in the sense that households
having most of their wealth in housing prefer to collect a relatively small share
of all tax revenue with the housing tax. As a result, the politically determined
tax structure consists of a much lower tax burden on housing and a higher tax
burden on capital income than what would maximize aggregate efficiency.

In an extension, we consider the overall structure of taxation by letting the
households vote over labor taxation as well. Households then disagree both
on the structure of capital taxation, i.e. taxing housing versus taxing business

5Of course, we recognize that voters typically do not directly decide on tax rates. Still, for
instance, the state of California has a long tradition of direct democracy including frequent
referenda on taxation. The most famous example of these is probably the 1978 initiative on
property taxes that passed and reduced the property taxes by about 57%.



capital, and on how to split the overall tax burden between capital and labor.

We proceed as follows. In the next section, we describe the model. We
discuss calibration in section 3. Our results are presented in sections 4 and 5.
We conclude in section 6.

2 Model

We employ a version of the neoclassical growth model where infinitely lived
households, or dynasties, decide upon consumption, housing and saving. House-
holds are heterogenous in their initial financial wealth and labor productiv-
ity. Each household’s financial wealth and labor productivity determine the
amount of its owner housing through the consumption demand for housing.

There are two capital goods: business and housing capital. Business capital
is used in the production of an output good which can be converted into
a consumption good and new business and housing capital. The tax code
differentiates between interest income, labor income, and the imputed rent
from housing.

Housing and business capital are subject to adjustment costs. Adjustment
costs slow down the transition towards a new steady state. They also imply
that the relative prices of housing and business capital may change as a result
of changes in the tax system. In the absence of adjustment costs, after a
change in the tax system, part of the existing housing capital stock could be
freely and instantaneously converted into business capital, or vice versa, which
is unrealistic.”

For our purposes, the model has two very useful qualities. First, it allows
for a representative agent. That is, for any sequence of future tax rates, all
aggregate variables can be found by solving the problem of a household that has
the average amount of financial and housing wealth and average labor income.
The tax reform that maximizes the welfare of the representative household,
or aggregate efficiency, provides a natural benchmark to which the politically
determined tax reform can be compared.

Second, we can freely choose the initial steady state joint distribution of
financial wealth and labor productivity. This allows us to calibrate the model
so as to perfectly match, in a sense that we will make clear below, the joint
distribution of housing and financial wealth in the data. This is crucial for
our analysis and would not be possible in a model including, say, life cycle fea-
tures, uncertainties, or transaction costs. See Krusell and Rios-Rull (1999) and

6See Davis and Heathcote (2005) for a business cycle model with a much more detailed
modelling of the supply of housing. In particular, their model incorporates land.
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Caselli and Ventura (2000) for a detailed analysis of this type of representative
agent models with wealth and labor income heterogeneity.

Perhaps the most important simplification in our analysis is that we ab-
stract from rental housing. The main reason we consider only owner housing is
that the choice between rental and owner housing is closely related to life cycle
aspects. Rental housing is most common among relatively young households
and many renters presumably expect to become homeowners later in life.

Introducing renters would also add a new policy dimension, namely the
tax treatment of rental housing. The current US tax system favors owner
housing over rental housing. This is because rental income is taxed whereas
the imputed rent from owner housing goes untaxed. In a life cycle model,
Gervais (2002) models the choice between rental and owner housing with a
down-payment constraint, minimum house size constraints, and a tax system
favoring owner housing over rental housing. In his model, the non-taxation
of the imputed rent induces young households to strive to accumulate savings
for the down-payment thereby distorting their life cycle consumption profile.
This distortion is absent from our model.

In this section, we next present the model economy with given tax rates.
After that we discuss the voting process and the politico-economic equilibrium.

2.1 Neoclassical growth model with housing

Time is discrete and goes on forever. The supply side of the economy consists of
two representative firms. One of them combines business capital and labor to
produce output goods. The production function is of the usual Cobb-Douglas
form. Let K; and L; denote aggregate stock of business capital and aggregate
supply of effective labor in period t, o the capital share parameter, and d
the depreciation rate of business capital. Aggregate production, rental rate of
capital, and wage rate in period ¢ are given, respectively, by

Y, = KJL, (1)
= Otha’lL%’a — 0, and (2)
wy = (1—a)K]L;“. (3)

Changing the stocks of housing and business capital is subject to adjust-
ment costs. In period ¢, a representative construction firm buys ‘old’ housing
and business capital and output goods. The price of old housing capital is
denoted by p?, the price of old business capital by ¢7, and the price of the
output good is normalized to one. The construction firm then combines old
housing and business capital and output goods to produce ‘new’ housing and



business capital, which it sells at prices p}’ and ¢;'. Its problem is the following:

H, , — H,)?
max  {pj'Hip1 — p{H;, — (Hypa — (1= 0n)Hy) = o t+21H J (4)
Hyy1.He Ky, Ky t
P(Kiy1 — Kt)2}
2K, ’

where H; and K; are the stocks of old housing and business capital the con-
struction firm buys and H;,; and K;,; the amounts of new housing and busi-
ness capital it sells. Parameter ; denotes the depreciation rate of housing
capital and ¢ determines the adjustment costs associated with the two capital
goods. The problem of the construction firm implies the following prices:

pi = 1+ ¢(Hy — Hy)/H; (5)
P = (1=06n) + ¢(Hpy — Hy)/Hy + ¢(Hyy — Hy)?/(2H7) (6)
(7)
(8)

+‘L?Kt+1 - QfKt - (Kt+1 - (1 - 5k-)Kt> -

g = 1+ o(Ki — Ky)/ K, 7
q = (1—0r)+ (K — Kp) /Ky + o(Kin — Ki)?/(2K7) 8

It is straightforward to show that the construction firm makes zero profits in
every period.

There is also a financial institution which issues a financial asset and invests
in business capital which it rents to the firm producing output goods.” It is
the easiest to think of it as having a two-period problem. In period ¢, it sells
an amount A;,; of financial assets to the households and buys an amount
K+, of business capital with a unit price of ¢’ which it then rents to the firm
producing output goods. In period ¢+ 1 it pays and collects interest payments
related to the financial asset, the interest rate being r;,1, and sells the capital
goods for price ¢, ; to the construction firm. Formally, its problem is:

max {qy,  Ki1 + 71 K — (14 7re01) A } 9)

Kit1,A141

subject to
¢ Kiy1 = Avyr. (10)

We assume that the financial institution makes zero profits in every period.
This implies B
_ @+ =g

mn
i1

(11)

Tt

"The financial institution is introduced for ease of exposition only. Equivalently, we could
let the households trade directly with business capital goods and define the tax system so
that the capital income tax applies to the capital gains they make as well as the rental rate
of capital.



There are I types of infinitely lived households and a continuum of house-
holds of each type. The mass of households of type i is denoted by ¢ > 0.
The total mass of households is normalized to one. Different household types
have different labor productivities. We use ' to denote the relative labor
productivity of households of type ¢. We normalize so that Zi]:l g’ = 1.

The households derive utility from the consumption of a composite con-
sumption good, ¢, the consumption of housing services, and leisure. Their time
endowment is one and the time spent working is denoted by [. We follow Ger-
vais (2002), Broadbent and Cremer (2001), Davis and Heathcote (2005), and
others in assuming that housing services are proportional to housing capital,
h.

Periodic utility is given by

(e hn (1 — 1)A=7e=mm)] 1=

l—0o

u(c, h,l) = (12)
where v, > 0 is the utility share of consumption, v, > 0 the utility share
of housing, and o the inverse of the intertemporal elasticity of substitution.
As is well known, this utility function is consistent with the fact that hours
worked have remained roughly constant over a long period of time. As noted
by Kydland (1995), it is also consistent with the fact that historically US
households have spent a roughly constant fraction of their overall expenditures
in durable goods even though their relative price has declined.®

Households have two assets at their disposal: owner housing and a finan-
cial asset, a. Households pay flat rate taxes on the interest income from the
financial asset, labor income, and the imputed rent from owner housing. We
refer to these taxes as the capital income tax, 7%, the labor tax, 7!, and the
housing tax, 7". The imputed rent from a house of size h is defined as rh.’

The problem of a household of type i in period s is the following:

8We have also experimented with a more general CES function. The results were not
very sensitive to moderate changes in the elasticity parameter. It should be noted, however,
that even within a CES function, we have to restrict the elasticity parameter to be the same
between any two of the three goods. This is because we have to restrict the utility function
to be homothetic. If the utility function was not homothetic, the model would not allow
for a representative household and we could not freely choose the initial distribution (see
Krusell and Rios-Rull, 1999, p. 1161-62).

9The imputed rent is defined as the rental price of housing services. If rental markets
existed, the return to rental housing should equal the return to the financial asset. Thus,
the rental price of housing would be r+ Jj, assuming that landlords pay for the depreciation
and that the tax rate on rental income equals the capital income tax rate. Hence, the tax
base for an amount h of housing capital is the imputed rent net of depreciation, i.e. rh.



max Y Bu(d], hi, 1)) (13)

{eblihiain b

subject to
ch+ aiH +p?hi+1 =1+ 1=7ra + (1 —7H)etw,ll + (pf — T?'f’t) hi, (14)

where 5 € (0,1) is the discount factor.

Households may hold debt, i.e. @ may be negative. In that case, the
financial asset can be interpreted as a mortgage. It should be noted that
in the model the mortgage interest payments are fully tax deductible at the
capital income tax rate. This is roughly in line with the current US tax system,
where households can deduct mortgage interest payments from their taxable
income.

The first-order conditions for household of type i are the following;:

Ui

— = B+ (=7 )re) (15)
Cit1
uhiﬂ _ k % h
— = D (1 + (1 — 7't+1)7“1f+1) - (Pt+1 - 7't+17“t+1) (16)
Cit1
Ui I\ i
— = —(1 —7,)e"w; (17)

i
Ct

Note that equation (15) implies that the steady state after-tax interest rate
depends only on j.

The government finances a fixed amount of government expenditures, G,
each period and faces a balanced budget constraint. Let H denote the aggre-
gate capital stock. The government budget constraint then reads as:

Tfftht + Tf’l“tAt + T?Tth =dG. (18)

The three tax rates correspond to effective average tax rates on labor,
business capital, and housing. Of course, in reality, these effective tax rates
are formed as a combination of a number of taxes levied on both households
and firms. Here, it is immaterial whether capital and labor taxes are paid by
firms or households.

2.2 Politics

Initially, the economy is in a steady state. We refer to this initial steady state
as period 0. The tax structure in the initial steady state is calibrated so as
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to match the actual tax structure in the US economy. We consider once and
for all voting over the tax structure and use the median voter approach to
determine the political outcome. Voting takes place in the beginning of period
1, before households make other decisions.

We frame the political problem so that households vote over the shares in
total tax revenues to be collected by different taxes. Let us denote the shares
in total tax revenue collected by the housing tax, the capital income tax, and
the labor tax in period ¢ by 7, zX and zf, respectively. Given the balanced
budget constraint, these shares can be computed as:

H h

xy = 1.r:H/G,

K = kA /G, and
r, = 7,1A4;/G, an
.TtL = T?tht/G.

We first assume that households vote over the capital tax structure in the
sense that they choose a constant share of housing tax revenue in total tax
receipts, to be in place from period 2 onwards, with the share of labor tax
revenue being fixed. That is, xif = 2l oI = 2K and 2f = 2L, for all t > 1.
The voting is over 27 = x1 for t > 2. Hence, for all ¢t > 2, the capital income
tax revenue share is determined as 25 = 2 = 1 — 2 — zf. A higher housing
tax revenue share will therefore mean a lower capital income tax revenue share,
and vice versa.

Each housing tax revenue share is associated with certain sequences of tax
rates, wages, interest rates, and prices of new and old housing and business
capital, all consistent with the general equilibrium. When voting, households
take these transitionary dynamics into account.

In solving for the political equilibrium, we need to check that the policy
preferences of the households are such that the median voter theorem applies.
A sufficient condition for this is that the preferences are single-peaked. When
this is the case, households may be ordered by their most preferred z/. The
equilibrium housing tax revenue share is then the median of the most pre-
ferred housing tax revenue shares. In all the cases we considered, the policy
preferences were indeed single-peaked.

In an extension, we consider the overall structure of taxation by letting the
households vote over labor taxation as well. To keep the analysis simple, we
assume the following sequential voting procedure: Again voting takes place
in the beginning of period 1 and concerns tax revenue shares from period
2 onwards. Households first vote over a constant labor tax revenue share

xl = 2L, for all t > 2, and after that over a constant housing tax revenue



share, 2/ = zH, for all t > 2.1 When voting over the housing tax revenue

share, households take the labor tax revenue share as given. When voting over

x, they correctly anticipate what will be the equilibrium z*! for any given x’.

Again, % is determined residually as % =1 — 21 — 2%,

We solve for the political equilibrium recursively by first finding the median
voter’s choice for 27 given each possible z¥. This gives us the equilibrium %
as a function of ¥, Since the policy preferences over =% are single-peaked, we
can apply the median voter theorem again to find the equilibrium z*.

There are three reasons why we consider once and for all voting instead of
repeated voting. First, housing taxation is not always on the political agenda.
WEe find it reasonable to assume that whenever the question is on the agenda, it
is to be resolved for a relatively long period of time. Second, focusing on once
and for all voting makes it easy to illustrate how transitional dynamics affect
policy preferences. As we will show, the transitional dynamics play a key role
in this respect. Third, once and for all voting is computationally much simpler
than repeated voting with fully forward looking agents (as in Krusell et al.,
1997, and Krusell and Rios-Rull, 1999). With once and for all voting, we can
have a large number of household types. This is very useful when considering
the distributional features that we are interested in. We discuss this point in
more detail in section 3.

It should also be noted that the way we frame the political problem rules
out, by construction, a second best tax reform with time-varying tax revenue
shares. The solution to a standard Ramsey problem in this set-up would
involve very high tax rates on both capital stocks during the first periods of
the transition and zero long-run tax rates on both capital stocks.!!

2.3 Equilibrium

For a given initial distribution of assets {a}, h¢ }._,, and sequence of tax revenue
shares {z, zk 2K} satisfying 21 + 2F 4+ 2K = 1, for all ¢, a competitive
economic equilibrium consists of aggregates { Ky, Hy, L;}$2,, household policies
{a’iJrlv h’:‘,Jrlv C:‘,u lzz‘,}z?il for all i = 17 I I: prices {Ttv T't, wtapgvp?u QtOv Qf}toip and
tax rates {7F, 77 7112, such that:

10Simultanous voting would imply a multidimensional policy space and we could not apply
the median voter theorem. An example of a paper employing the same political procedure
within a quantitative model is Tmrohoroglu et al. (2000).

HEerola and Méittinen (2005) analyze the optimal tax treatment of housing capital in
a similar neoclassical growth model but without distributional features.
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i) For all ¢t > 1, tax rates satisfy

h H
Ty Tth = Iy G
l L
Tttht = Ty G
A, = 2KG

ii) Prices satisfy (1)-(3), (5)-(8), and (11).

iii) Household policies solve household’s problem in (13)-(14) (together with
a transversality constraint).

iv) Markets clear:

I

> dlap = A (19)
=1
I

> ¢'hy = H, (20)

1=1

I
Zqici = (21)
i=1

I
Zq%ili = I (22)
i=1
G Kivr = A (23)
v) Aggregate consistency condition

O(Hepr — Hy)?  p(Kpy1 — Ky)?
K H 24
Cy+ Ky + Hiy + o, + oK, +  (24)

G = KL+ (1—0,)K, + (1 —6,)H,

holds.

vi) Government budget constraint (18) is satisfied.

As explained above, we consider two different politico-economic equilibria.
In our benchmark case, we consider only the structure of capital taxation
and fix the labor tax revenue share at its initial steady state level. That
is, we set #¥ = xk. A politico-economic equilibrium then consists of an z¥
which wins any other 2 in a pair wise voting with majority rule together
with the corresponding system of prices, household policies, and tax rates that
are consistent with the competitive economic equilibrium. The equilibrium z

determines the capital income tax revenue share residually as 2% = 1—zf —zf.
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In an extension, we consider the overall tax structure by assuming that
households first vote over ¥ and then over 2. A politico-economic equilib-
rium then consists of tax revenue shares 2 and z7 both determined by the
majority rule according to the procedure explained in the previous subsection,
together with the competitive equilibrium associated with them.

3 Calibration

In the calibration procedure, we first fix the labor tax, the housing tax, the
technological parameters, and some of the preference parameters at empirically
plausible levels. We then choose other parameters so that the model replicates
certain aggregate ratios. Finally, we calibrate the distributional features.

We use the 2001 wave of the Survey of Consumer Finances (SCF). We
construct two variables for the analysis: ‘housing wealth” and ‘financial wealth’.
We define housing wealth as the value of primary residence and the value
of other residential real estate. Financial wealth is defined as the sum of all
financial assets, the net equity in non-residential real estate, and the value
of net equity in businesses less all debt (including mortgages).'> We consider
only homeowners between 35 and 60 years of age (the age of the household
head). We focus on middle-aged households because our model abstracts from
life cycle features. There are 9824 households in our sample.

There are various estimates for the effective tax rates on housing, capital
income, and labor in the US. We set the housing tax at 7/ = 0. This is in the
range of estimates for the effective tax rate on housing presented by Fullerton
(1987). Property taxes are usually considered as user fees for housing-related
community services, rather than distorting taxes, see e.g. Fullerton (1987)
and Skinner (1996). If property taxes were included, the effective tax rate
on housing would of course be higher. Based on the results in Carey and
Rabesona (2004), we set the labor tax at 7 = 0.2307.13

We take the model period to be 4 years. Having a relatively long model
period helps in solving the model accurately over a large range of housing
tax revenue shares especially when we have high adjustment costs. We also
believe that 4 years is a reasonable assumption about the time it would take to

12We use the extract of the full public data set from the 2001 survey results. In the
extract file the relevant variables are: FIN (total financial assets), NNRESRE (net equity in
non-residential real estate), BUS (business interests), HOUSES (value of primary residence),
ORESRE (other residential real estate) and DEBT. Total financial assets in the data include,
for instance, savings accounts, stocks, retirement accounts, and bonds.

13The figure in Carey and Rabesona (2004) is 0.23. We adjust it slightly in order to get
a revenue share of labor income tax, 2%, exactly equal to 0.75.
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first decide, through a political process, about a major tax reform concerning
the tax status of housing and then to implement it (recall that in period 1
households vote over the capital tax structure that will be in place from period
2 onwards).!

Greenwood et al. (1995) have estimated the share of business capital in the
production function when total capital stock is disaggregated into housing and
business capital. Based on their estimate, we set a = 0.29. The depreciation
rates of business capital and housing are set at d;, = 0.3439 and §;, = 0.2193.
These correspond to annual deprecation rates of 0.1 and 0.06, respectively.
The National Income and Product Accounts suggest an annual depreciation
rate for housing capital around 0.015. By choosing a higher depreciation rate,
we want to take maintenance costs into account.

In our benchmark calibration, the inverse of the intertemporal elasticity of
substitution (or risk aversion) is set at ¢ = 3, which is a relatively standard
value in the literature. Empirical estimates about capital adjustment costs
vary substantially. We set the adjustment cost parameter, somewhat arbitrar-
ily, at ¢ = 2. In the sensitivity analysis, we will consider changes to these two
parameters.

Parameters (3, v., 7,,, and G are chosen so as to match the following ag-
gregate ratios. 1) Housing-to-business capital ratio Hy/Ky = 0.6863. 2) Total
capital-to-total output ratio (Ko + Hy)/Yy = 0.78, where Y = KL + rH.
3) Government expenditure-to-total output ratio G/Yy = 0.202. 4) Aggregate
supply of effective labor Ly = 0.333. The first target is calculated from our
sample by dividing average housing wealth by average financial wealth. The
second and third targets are taken from Castafieda et al. (2003), where the an-
nual capital-to-output ratio is 3.13. The fourth target means that individuals
spend on average one third of their overall time endowment at work.

These targets imply the following parameter values: . = 0.3059, v, =
0.0680, 8 = 0.8874, and GG = 0.0548. The capital income tax is determined as
a residual from the government budget constraint and is 7§ = 0.4625. In terms
of tax revenue shares, the initial steady state features z = 0, 2% = 0.75, and
zl’ = 0.25. The interest rate is 7o = 0.2361, which corresponds to a yearly
interest rate of 0.0651.

In order to calibrate the distributions, we sort the households in our sample
along two dimensions: financial wealth and housing wealth. We first determine
for each household the financial wealth quintile and the housing wealth quintile
it belongs to. This creates 25 groups of households with different levels of

14We also experimented with a model period of two years and found that the results of
section 4.3 were not affected very much.
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financial wealth and housing wealth. Accordingly, we also create 25 different
household types in the model, i.e. I = 25.

It should be stressed that it is important to sort the households in the
sample along both financial and housing wealth. If we sorted them only along
one dimension - financial wealth, housing wealth, or perhaps total wealth -
the political outcome would depend on the sorting dimension. In addition, we
would obviously get less information about the political preferences of different
households.

Table 1 displays the relative size of the household groups. For instance,
figure 5.1 in the first row and second column means that households belonging
to the first financial wealth quintile and the second housing wealth quintile
constitute 5.1% of the overall population in our sample.!> Parameters {q'}/_,
are calibrated based on this table. For instance, letting type ¢ = 2 correspond
to households in the first financial wealth quintile and the second housing
wealth quintile, we have ¢? = 0.051.

Housing wealth quintile

Financial wealth quintile 1 2 3 4 5
1 1.2 51 48 54 3.6

75 50 35 25 1.5
85 43 37 26 1.0
26 34 56 44 4.0
1.1 16 29 47 98

T W N

Table 1: Population shares (in percents).

For each of the 25 groups, we compute the average financial wealth and
the average housing wealth in our sample. We then divide the average finan-
cial wealth in each group by the average financial wealth of all households in
our sample and similarly for the housing wealth. Table 2 shows the result-
ing financial and housing wealth distributions. The left-hand part shows the
relative financial wealth and the right-hand part the relative housing wealth
in each group. For instance, figure —0.23 in the first row and first column of
the table means that households in the first financial wealth quintile and the
first housing wealth quintile hold debt, the average size of which is 23% of the
average financial wealth of all households in the sample. Similarly, figure 0.27
in the first row and the sixth column means that the average housing wealth of

15The figures in each row and column do not add up to exactly 20%. This is because house-
holds have very different weights attached to them and we do not ‘split’ any observations
into two groups.
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households belonging to the first financial wealth quintile and the first housing
wealth quintile is 27% of the average housing wealth in the sample.

Housing wealth quintile

Financial wealth Housing wealth
Financial
wealth q. 1 2 3 4 5 1 2 3 4 5
1 -0.23 -0.27 -0.29 -0.36 -0.57 | 0.27 0.43 0.64 1.02 2.33
2 -0.09 -0.09 -0.10 -0.09 -0.08 |0.20 0.40 0.62 0.96 1.96
3 0.03 0.06 0.07 0.07 0.09 |0.17 041 0.62 097 2.38
4 0.37 036 040 042 0.41 |0.21 041 0.63 0.98 2.06
5 1.51 246 232 281 759 |0.18 042 0.65 0.99 3.45

Table 2: Relative distributions of financial wealth and housing wealth.

Consider first the left-hand side of table 2. In the first financial wealth
quintile, higher housing wealth is accompanied by lower financial wealth, that
is, bigger mortgages. In the second to fourth financial wealth quintile, house-
holds with different housing wealth have roughly the same amount of financial
wealth. In the last financial wealth quintile, higher housing wealth is asso-
ciated with much higher financial wealth. The right-hand part of the table
shows a similar pattern for the housing wealth distribution. The main differ-
ence between the two distributions is that housing wealth is much more evenly
distributed than financial wealth.

We replicate the joint distribution of financial wealth and housing wealth
displayed in table 2. As a first step, we assign financial wealth holdings {ai}._,
for each household type, so that the relative financial wealth distribution across
the 25 different types matches that in the table. After that, we choose the labor
productivity parameters {e'}/_; so that, given the distribution of financial
wealth, the initial steady state distribution of housing wealth also matches the
empirical distribution presented in table 2. In practice, this is done by using
the households’ first-order conditions (15)-(17) and budget constraints.

Table 3 displays the resulting labor productivity distribution as well as the
amount of labor, [?, supplied by each household type in the initial steady state.
For instance, figure 0.28 in the first row and first column means that the labor
productivity of households in the first financial wealth quintile and the first
housing wealth quintile is 28% of the average labor productivity. Denoting the
corresponding household type by i = 1, we have ¢! = 0.28.

In any given financial wealth quintile, households with more housing have a
higher labor productivity. This is why they can afford their housing. Note that
the labor supply is fairly constant across different household types (except for
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Housing wealth quintile

Labor productivity Labor supply
Financial

wealth quintile 1 2 3 4 5 1 2 3 4 5
0.28 0.46 0.67 1.07 243|038 0.37 037 0.37 0.36
0.21 042 0.64 1.01 2.04]|037 036 036 0.36 0.36
0.18 043 064 1.01 246|035 035 0.36 0.36 0.36
0.21 041 064 1.00 2.13]|031 034 034 035 0.35
0.12 0.34 058 0.92 3.29 | 0.05 0.18 0.26 0.28 0.30

T = W N =

Table 3: Labor productivities and initial steady state labor supplies.

the extreme case in the fifth financial wealth quintile and first housing wealth
quintile). This is a realistic property of the utility function we employ.

In the calibrated model economy, labor income is more evenly distributed
than capital income (which is proportional to financial wealth).!> The rea-
son why this implies that housing is more evenly distributed than financial
wealth is simple: Households’ demand for housing is proportional to the sum
of their after-tax capital and labor income, or total income. Since labor income
is more evenly distributed than capital income, total income is more evenly
distributed than financial wealth. Hence, the distribution of housing wealth,
which is proportional to the distribution of total income, is more even than
the distribution of financial wealth.

There are three distributional dimensions - financial wealth, housing, and
labor income - in the model. As discussed above, we can always perfectly match
two of them. Instead of matching the joint distribution of financial wealth and
housing, we could match the joint distribution of financial wealth and labor
income. The problem with this approach is that annual labor income observed
in a cross-section data may be a poor proxy for permanent labor income. In
matching housing wealth and financial wealth distributions, our underlying
assumption is that given a household’s financial wealth position, its housing
wealth reflects its expectations about its future average labor income.

4 Results

In this section, we present our main results. In order to highlight the workings
of the model, we start by displaying the aggregate dynamics following a change

16This reflects the well-known fact that total wealth is much more unevenly distributed
than labor income. See e.g. Diaz-Giménez et al. (1997).
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in the capital tax structure. We then show how taxing housing would affect
the distribution of the tax burden across different households. After that, we
display the policy preferences of different household types and compare the
median voter outcome to the tax reform that would maximize the welfare of a
representative household. Finally, we discuss the importance of transitionary
dynamics and present some sensitivity analysis.

4.1 Aggregate dynamics

In this subsection, we display the aggregate dynamics of the economy following
a tax reform which increases the share of housing tax revenue in total tax
receipts (z7) from 0 to 0.1. As a result, the share of capital income tax
revenue (%) decreases from 0.25 to 0.15. In all figures, period 0 refers to the
initial steady state.

Figure 1 shows the evolution of the two capital stocks, aggregate consump-
tion, and aggregate supply of effective labor. Following the tax reform, the
business capital stock increases and the housing capital stock decreases. Both
stocks adjust gradually towards their new steady state levels.
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Figure 1. Evolution of capital stocks, consumption and labor supply after
setting 7 = 0.1.
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Figure 2 shows the dynamics of the three tax rates. All tax rates converge
close to their new steady state levels in a few periods. Note that the capital
income tax decreases already in period 1, even though the capital income tax
revenue share is held fixed until period 2. This is because the interest rate
peaks in period 1 (see figure 3 below) which in turn increases the tax base of
the capital income tax. Also the labor income tax is slightly altered already
in period 1 because of changes in the labor supply.

o
3

Capital income tax
o
» N
Il

N3 N3 N3 N3 N3 N3 N3 N3 N3 NS % 4 Ng 4 L
0.3 sk f— ek — f—

o 2 4 6 8 10 12 14 16 18 20
0.4 ¥
8
2 02t 1
(%]
>
o
T
0 I I I Il Il I I I I
0O 2 4 6 8 10 12 14 16 18 20
0-235 T T T T T T T T T

Labor tax

0.23F A
0.225 - A

0.22

Figure 2: Evolution of tax rates after setting 2% = 0.1.

Figure 3 shows the price effects. The price of new housing capital falls
and the price of new capital stock increases on impact. Both prices eventually
return to their steady state levels. The prices of old housing and business
capital (not shown) follow very similar patterns. The wage rate increases
gradually towards its new steady state level. The net interest rate peaks in
period 1 because of the increase in the price of old business capital.

The capital price effects depend on the adjustment costs: the larger the
adjustment costs, the bigger are the price effects of a given tax reform. In this
example, the first period fall in the price of new housing is about 11% and the
increase in the price of new business capital is about 6%. We find these to
be relatively moderate effects given the dramatic increase in the tax burden
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on housing and the decrease in the tax burden on business capital. Therefore,
we believe that our benchmark value for the adjustment cost parameter is not
unrealistically high.

Adjustment costs affect not just the dynamics of housing investment and
the price of housing capital but also the dynamics of business capital invest-
ment and hence also wage and interest rates. Without adjustment costs, the
wage rate would reach the new, higher steady state level much faster while the
temporary increase in the after-tax interest rate would remain more modest.
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Figure 3: Evolution of prices after setting z/ = 0.1.

The general equilibrium price effects are very important for households’
welfare. The increase in the wage rate benefits especially households whose
main source of income is labor. The temporary increase in the after-tax interest
rate benefits households with positive holdings of the financial asset. However,
many households hold debt in the initial steady state. They are of course
adversely affected by this interest rate effect.

4.2 Distribution of tax burden

Changing the capital tax structure changes the distribution of the tax burden
across different households. Table 4 shows, for each household type, the rel-
ative change in the discounted sum of all taxes paid following the tax reform
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discussed in the previous section.!” When computing taxes paid under the
new tax system, we have taken the transitional dynamics into account.

Housing wealth quintile

Financial wealth quintile 1 2 3 4 )
1 22 18 15 13 11

14 11 10 9 9
6 6 7 7 8
9 -2 1 3 6
=34 -28 -20 -16 -12

U = W N

Table 4: Relative change in the present value of taxes paid (in percents).

Increasing the housing tax and lowering the capital income tax leads to
most households paying more taxes. Only the households in the last financial
wealth quintile and those in the fourth financial wealth quintile with little
housing would pay less. For many households, the difference is also very large.
For instance, for households in the first financial wealth quintile, the discounted
sum of taxes paid is between 11% and 22% higher than in the initial steady
state. Households in the fifth financial wealth quintile in turn would pay
between 12% and 34% less taxes.

4.3 Policy preferences and political outcome

In order to determine the policy preferences of the households, we consider
s from —0.10 to 0.25 (with a grid step of 0.0025). The tax revenue share of
the labor tax is kept fixed at 2% = 0.75 and hence 2% = 0.25 — 27, Note that
a negative housing tax revenue share implies a housing subsidy, whereas the
highest housing tax revenue share we allow for, (0.25) implies a capital income
tax equal to zero.

We first determine for each x¥ the associated paths for tax rates, interest
rate, and wage rate. We then solve for each household type and for all z’s
the optimal consumption, housing, and labor supply paths given the initial
financial and housing wealth of the household. Finally, we compute the asso-
ciated discounted sums of periodic utilities and determine the most preferred
xf for each household.

17"The discount rate is the after-tax interest rate.
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Table 5 shows the most preferred housing tax revenue shares. The first
thing to note is that households in different groups have very different pol-
icy preferences. Households with little financial and housing wealth prefer to
subsidize housing whereas some households with lots of financial wealth would
actually like to collect more than 25% of capital tax revenue from housing.
Since the labor tax revenue share is fixed at 75%, this means that they would
like to subsidize financial savings.

Housing wealth quintile

Financial wealth quintile 1 2 3 4 )
1 -3.25  -1.50 0.25 0.50 1.25
2 -0.25  1.25 2.00 225 2.75
3 4.50 4.00 4.00 3.50 2.25
4 14.75 9.25 750 6.00 4.50
5 25.00 25.00 23.75 20.50 17.25

Table 5: Most preferred housing tax revenue shares (in percents).

The table displays a systematic pattern along the financial wealth dimen-
sion: in any given housing wealth quintile, households with more financial
wealth want a larger fraction of capital income taxes to be collected by using
a tax on housing. An increase in the housing tax implies a lower capital in-
come tax and hence a higher after-tax interest rate during the transition. This
benefits households with a positive financial wealth and hurts households who
hold debt (as can be seen from table 2, all households in the first two financial
wealth quintiles hold debt).

Things are more complicated when we look at policy preferences along the
housing wealth dimension. In the first two financial wealth quintiles, house-
holds with more housing wealth prefer a higher tax burden on housing. This
reflects the importance of general equilibrium effects: Households with little
financial wealth and a lot of housing wealth have high labor income (otherwise
they could not afford their housing). A higher housing tax implies a higher
wage rate and is therefore beneficial for households relying mostly on labor
income. For households in the other financial wealth quintiles, the tax burden
effect considered in table 4 dominates so that households with more housing
wealth prefer a lower housing tax.

In order to determine the political outcome, we first order the most pre-
ferred housing revenue shares in table 5 and then find the median revenue
share by using the population shares in table 1. The median voter belongs to
the third financial wealth quintile and the second housing wealth quintile.
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In table 6, we display the capital tax structure that is chosen by the median
voter and compare it to the tax structure that would maximize the welfare of
a representative household. In addition to the equilibrium tax structures, we
show some aggregate ratios and the wage rate in the two cases.

ZISH(%) ,7_h Tk 7_l % H;K w

Median voter 4.00 0126 0.406 0.227 0.614 0.786 0.544
Representative  10.00 0.399 0.311 0.222 0.520 0.792 0.556

Table 6: Equilibrium tax rates, some aggregate ratios, and wage rate in new
steady state.

As the table shows, the two tax structures are very different. The reform
that is preferred by the median voter implies a long-run housing tax 7" =
0.126 and a capital income tax 7% = 0.406. The representative household
would choose a much higher tax burden on housing, implying 7" = 0.399
and 7% = 0.311. The reform chosen by the median voter naturally leads to a
higher housing-to-business capital ratio, a lower capital-to-output ratio, and a
lower wage rate than the one that would maximize the welfare a representative
household.

Recall that for a given sequence of tax rates, the aggregate dynamics of
the model economy are independent of the distribution. Hence, the difference
between the median voter outcome and the representative outcome is solely
due to the distributional conflict between households with different asset po-
sitions and labor productivities. Following an increase in the tax burden on
housing, the median voter enjoys positive general equilibrium effects but also
pays more taxes. The negative tax burden effect is immediate, whereas the
positive general equilibrium effects come with a delay.

4.4 Importance of transitionary dynamics

Transitional dynamics are crucial in the political conflict between different
households. In order to highlight this, we determine the preferred housing
tax revenue shares under the counterfactual assumption that after a perma-
nent change in the capital tax structure, all prices and tax rates converge
immediately to their new steady state levels. To this end, we follow the same
procedure as in section 4.3 with the difference that when determining the dis-
counted sums of periodic utilities for different household types and for different
tax reforms, we assume that the households face the new steady state tax rates
and prices from period 1 onwards.
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Housing wealth quintile

Financial wealth quintile 1 2 3 4 )
1 25.00 17.25 16.25 16.00 15.50
2 16.25 15.25 15.00 14.75 14.50
3 13.50 13.75 14.00 14.00 14.25
4 7.00 10.75 11.75 12,50 13.50
5 -0.10 -0.10 -0.03 1.75 5.00

Table 7: Most preferred housing tax revenue shares (in percents) with new
steady state prices.

Table 7 displays the results. The pattern of the most preferred housing
tax revenue shares is completely different from that in table 5. Recall that
the true transition towards a new steady state following an increase in the
housing tax features a temporary increase in the after-tax interest rate and
gradually increasing wages (see figure 3). This experiment, in contrast, features
a constant after-tax interest rate and a wage rate that increases immediately
to its new steady state level. The immediate increase in the wage rate explains
why households receiving most of their income as wage earnings now prefer
taxing housing at a very high rate. The absence of a temporary increase in the
after-tax interest rate in turn explains why households with lots of financial
wealth and little housing wealth now prefer a very low housing tax. Since they
have very little wage income (at least in relation to total income), the increase
in the wage rate is not enough to compensate them for the increased cost of
housing.

4.5 Sensitivity

Given our calibration targets, we have two ‘free’ parameters: the intertemporal
elasticity of substitution, o, and the parameter determining the adjustment
costs, ¢. In this section, we consider the sensitivity of our results to changes
in these parameters.

Compared to the benchmark case, where o = 3 and ¢ = 2, we change only
one of the parameters at a time. Changes in these two parameters affect the
transitionary dynamics but not the initial steady state.

Table 8 shows the tax rates chosen by the median voter and the represen-
tative household under different parameter values. For instance, the first row
of the results corresponds to the case where 0 = 1 and ¢ = 2. In order to
make the comparison of the different cases easier, we also display (twice) the
tax structures associated with the benchmark case.
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Median voter Representative

Parameter values z7(%) 7" ™ oH(%) Tk

o=1 4.50 0.144 0.398 10.00 0.399 0.311
oc=3 4.00 0.126 0.406 10.00 0.399 0.311
o=>5 3.50 0.108 0413 10.00 0.399 0.311
¢o=0 11.25 0472 0.289 10.25 0.413 0.307
¢ =2 4.00 0.126 0.406 10.00 0.399 0.311
o=4 -0.50  -0.013 0.469 9.75 0.392 0.319

Table 8: Equilibrium tax structures for different parameter values.

Consider first the intertemporal elasticity of substitution. It affects the way
households feel about changes in consumption, housing, and leisure over time.
However, the results are not very sensitive to changes in this parameter. The
median voter’s preferred housing tax revenue share decreases only very slowly
as we increase ¢ while the efficient housing tax revenue share stays constant.
Consequently, for all parameter values considered, the median voter prefers
a capital tax structure with a much lower tax burden on housing than the
representative household.

In line with the above analysis on the importance of the transitionary
dynamics, the results are very sensitive to the adjustment cost parameter.'®
When adjustment costs are high, wages increase slowly after an increase in the
housing tax revenue share. In addition, the temporary increase in the after-
tax interest rate is rather pronounced. Therefore, higher adjustment costs
aggravate the conflict of interest between different households: Households
relying mostly on labor income and having a mortgage prefer a lower tax
burden on housing and households with substantial capital income prefer a
higher tax burden on housing. The end result is that the median voter prefers
a smaller housing tax revenue share when adjustment costs are higher. Indeed,
when ¢ = 4, the median voter prefers a housing tax rate that is just below
zero. The efficient housing tax revenue share, in contrast, is almost unaffected
by changes in the adjustment cost parameter. As a result, when adjustment
costs are high, the politically determined tax structure involves a dramatically
lower tax burden on housing than what would correspond to an efficient tax
structure. On the other hand, in the (unrealistic) case where there are no
adjustment costs, the median voter prefers a slightly higher tax burden on

18We have also experimented with different adjustment costs for the two capital stocks
changing one of the adjustment cost parameters while keeping the other fixed. The results
(not shown) indicate that the two adjustment costs have a similar effect on the median voter
outcome.
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housing than the representative household. In this sense, even the question
of whether the median voter prefers to tax housing more or less than the
representative household is purely quantitative.

5 Labor taxation

So far, we have considered the tax mix between housing and capital income
taxes alone. In this section, we analyze how the political conflict over the
capital tax structure is influenced by changes in the tax burden on labor.

We consider first a situation where the society has somehow decided to
change the labor tax revenue share to some given new level from period 2
onwards. The initial steady state, with the labor tax revenue share equal
75%, is the same as in the previous sections. We ask how the new labor tax
revenue share affects the difference between the capital tax structures chosen
by the median voter and the representative household. Table 9 displays the
corresponding housing tax revenue shares for different labor tax revenue shares.

z* (%)
=7 (%) 55 65 7 85
Median voter 13.50 8.75 4.00 -0.50
Representative 18.00 14.00 10.00 6.25

Table 9: Equilibrium housing tax revenue shares for different labor tax revenue
shares.

For any labor tax revenue share, the median voter prefers a lower housing
tax revenue share than the representative household. However, the relative dif-
ference between the median voter outcome and the efficient outcome depends
on the labor tax revenue share. For instance, when the labor tax revenue
share is just 55%, the representative household prefers to collect 13.5% and
the median voter 18% of all tax revenue with the housing tax. On the other
hand, when the labor tax revenue share is as high as 85%, the representative
household prefers a housing tax revenue share of 6.25% whereas the median
voter prefers a small subsidy on housing.

We next ask what would be the most preferred overall tax structure of
different households. Table 10 shows the combinations of housing and labor
tax revenue shares that would be chosen by each household if it could just
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dictate both the labor and housing tax revenue shares. Here we consider labor
tax revenue shares between 0.5 and 0.8 (with a grid step of 0.01) and housing
tax revenue shares between 0 and 0.2 (with a grid step of 0.0025).

Housing wealth quintile

24 (%) 2H(%)
Financial
wealth quintile 1 2 3 4 5 1 2 3 4 5
1 50 50 50 50 50| 13.75 6.25 750 850 9.75
2 50 50 51 53 54| 875 9.75 10.25 10.75 11.00
3 59 58 57 56 55| 12.25 12.00 12.00 11.75 11.50
4 80 77 71 64 59| 20.00 16.25 14.75 13.75 12.25
5 80 80 80 80 80| 20.00 20.00 20.00 20.00 20.00

Table 10: Most preferred labor and housing tax revenue shares.

The left-hand side of table 10 shows that households with less financial
wealth prefer a smaller labor tax revenue share than households with more
financial wealth. In our benchmark case with a fixed labor tax revenue share
(table 5), households with less financial wealth preferred a lower housing tax
revenue share than households with more financial wealth. Hence, a small labor
tax revenue share serves a similar distributional purpose as a small housing
tax revenue share.

In contrast to the benchmark case, households with less financial wealth do
not in this experiment always prefer a lower housing tax revenue share than
households with more financial wealth. However, they still prefer to collect a
smaller fraction of all capital taxes from housing. For instance, all households
in the first financial wealth quintile would choose the lowest labor tax revenue
share we allow (50%). Of the remaining tax revenue, they would collect only
around 30%, or less, with the housing tax. In contrast, all households in the
fifth financial wealth quintile would choose the highest labor tax revenue share
we allow (80%), and collect all the remaining tax revenue with the housing
tax.

Finally, we consider how the overall tax structure would be determined
through a political process. As explained in section 2.2, we assume that house-
holds vote separately and sequentially over the two revenue shares: they first
vote on =¥ and then on z/. This timing assumption means that the house-
holds first determine the share of capital tax revenue of all tax revenue and
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after that determine how the capital tax burden is divided between housing
and capital income.!? Table 11 displays the tax structures associated with the
median voter outcome and the representative household’s choice as well as the
related tax rates, some aggregate ratios and the wage rate in the new steady
states.

Median voter Representative

(%) 58 82

(%) 12 7.50
25 (%) 30.00 10.50
Th 0.353 0.319
Tk 0.520 0.232
7! 0.179 0.240
2 0.590 0.520
ok 0.706 0.824
w 0.525 0.564

Table 11: Equilibrium tax revenue shares, tax rates, some aggregate ratios,
and wage rate in new steady state.

As in our benchmark case with a fixed labor tax revenue share (table 6),
the median voter chooses to collect a much smaller share of all capital tax
revenue with the housing tax than the representative household. The share of
housing tax revenue of all capital tax revenue is about 0.29 (12.00/42.00) in the
median outcome and about 0.42 (7.50/18.00) in the representative outcome.

However, in contrast to our benchmark results, the median voter now
prefers a bigger housing tax revenue share than the representative household
and the new steady state housing tax rate implied by the median voter out-
come is higher than the one associated with the representative household’s
preferred tax structure. This because the median voter prefers a much lower
labor tax revenue share than the representative household and hence an unre-
alistically high tax burden on the two types of capital. In other words, while
our results concerning the structure of capital taxation appear to be robust
to letting the households vote over labor taxation as well, the model fails to
explain the distribution of the overall tax burden between all the three tax
bases.

It seems to us that in order to explain the overall tax structure, we would
need more dimensions of heterogeneity. In the present model, households with

9Tn this example the median voter outcome - a pair of housing and labor tax revenue
shares - remains the same if the timing of the votes is reversed so that households vote first

on zH.
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most of their wealth in the form of housing also have high labor income relative
to their wealth. As a result, households preferring a low tax burden on housing
vis-a-vis business capital, also prefer a relatively low tax burden on labor. In
order to explain the overall tax structure, we would need a situation where
some households with most of their wealth in the form of housing have little
labor income. Perhaps the most natural extension to this direction would be
to consider a life cycle model. Many old households have little labor income
compared to their housing wealth. We conjecture that they would prefer a low
tax burden on housing together with a high tax burden on labor.?’

6 Conclusions

Housing wealth is much more evenly distributed than financial wealth across
US households. We have analyzed how this distributional feature shapes the
political economy of housing’s tax status. In particular, we were interested
in seeing whether it can explain the current very asymmetric tax treatment
of housing and business capital with a relatively high tax burden on business
capital and a low tax burden on housing.

Using a calibrated general equilibrium model, we isolated two mechanisms
that determine the policy preferences of different households. The first one
is a direct tax burden effect: a revenue neutral tax reform that consists of
increasing the tax burden on housing while lowering the tax burden on business
capital would increase the tax bill of households having most of their wealth in
housing. The second one is a general equilibrium effect: a higher tax burden
on housing and a lower tax burden on business capital imply a higher wage rate
resulting from increased business capital accumulation and a temporary rise in
the net interest rate. The median voter benefits from the general equilibrium
effect because most of her income is labor earnings, but also pays more taxes
because most of her wealth is in the form of housing.

The trade-off between the tax burden effect and the general equilibrium
effect is determined by the transitional dynamics. We found that the tax
burden effect is likely to dominate in the sense that the median voter prefers
to collect a much smaller share of all capital tax revenue from housing than
the representative household.

20We would also expect that introducing life cycle aspects would tend to imply a lower
housing tax revenue share when the labor tax revenue share is fixed. This is because older
households do not have much time to enjoy from the beneficial general equilibrium effects
of a lower tax burden on business capital.
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