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The Affordability of Housing in California
by -

' Kenneth T. Rosen
Un1vers1ty of California at Berkeley

Working Paper 81-32

The popular press has in the past several years declared an "afford-
ability crisis" in housing in both California and around the nation. This
crisis is said to arise because of skyrocketing housing prices and the
dramatic rise in long-term mortgage interest rates. This combination has
produced a popular press conception that-only a small percentage 6f Cali-
fornians can afford to purchase housing. It is often stated that less
than 5 percent of Californians can afford to buy the median priced home.

Contradicting this pessimistic view of the potentia] of homeowner-
ship are the statements, often in the same'newspaper only pages apart,
that housing is the best investment one can make and that more families
and individuals are opting‘fbr homeownership than ever before.

This same dichotoméus and seemingly contrédictory view of the
affordability problem with respect to owner occupied housing is also
~prevalent in -the rental market. Tenants compléin about skyrocketing
rents and demand rent regulations, while builders and investors cite in-

adequate returns to capital as the major source of the rental housing

E3 . .

I would 1ike to thank Karen Alpert for assistance in the prepar-
ation of this paper. This work was partially supported by a grant from
the State Department of Real Estate.
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problem. |

The purpose of this paper is to carefully bresent the best avail-
able "hard numbers" concerning the affordability problem in California.
It is only through a clear presentation of and agreement on the affbrd-'
ability "facts" that anylso1ution to the affordability problem can take

place.

Definitions and Measures of Affordability

As a starting poinf in an analysis of affbfdabi]ity one must dis-
~ tinguish between categories of consumers and segments of the housing

| market. Five méjor categories of consumers must be considered: (1)
first timé homebuyers, (2) first time entrants to the "coastal metro-
politan" California housing market who were homeowners invanother area,
(3) existing owners of "coastal metropoTitén" property in California ,
who move to another home,v(4) an existing California home owner who does
not plan to move, and (5) California renters. The focus of our re-
gearch is on the first entrant to California housing and in particular
on ihe first time homebuyer. A brief discussion of the affb}dability
problem for the other categories of consumer is also provided.

" Two basic\measd?es'of affordability for homeowners are usually

- examined. The most popular, and the one often -used by flnancial in-

‘stltut1ons to qualify potential borrowers 1s the ratio of current be-
fore tax hous1ng expenses to household income. Traditionally, an ex~
pense-income ratio- of 25 percent was considered as the maximum afford-

ability criteria. Increasingly, this traditional criteria is being
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' modifiea to recognize the fact that nearly 80 percent of current housing
costs represent deductible mortgage interest and property tax payments.
'Thus, for a household in the 30 percent tax bracket a 35 percent curéent
expense-income ratio represents, after deducting tax benefits, no greater
an expense burden~than the traditional.criteria. A household in the 50
percent income tax bracket cou]d'spend 40 - 50 percent of current income
for housing and still be.paying at only a 25 - 30 percent expense-income
ratio after tax deductions. Given the very high level of nominal mort-
gage interest rates it is incumbent on all participants in the housing
market to adjust the old rules of thumb to an after tax calculation. In
order to avoid a cash ffow problem it is also important that households
adjust their withholding tax to reflect their annual deductions of mort-
gage interest and property tax payments.

Whiie an adjustment to traditional lending criteria to reflect the
tax benefits of homeownership is essential, even this change will not ade-
quateiy take into account the investment character of housfng. Rapid
price appreciation in California housing markets in the past five years has,
perhaps incorrectly, made large numbers of households aware of the in-
vestment as well as the shelter component of housing. Thus, housg—
holds mé} desire to speﬁd more currently on housing, viewing part of
this expense.as an investment rather than a consumption expenditure. As

" aresult,a more. comprehensive measure of housing affordability would

include all capital costs of homeownership. The capital cost of hous-

ing includes all current expenses minus current tax deductions plus the
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‘opportunity cost of equity invested in housing minus the .expected cap1ta]
gain from a change in the value of the house. Equat1ons (N, (2), and
(3) de11neate the current before tax, the current after tax, and the

capital cost of housing, respectively.

(1) Current Cost of Houﬁing
CC =l(1-8) * P * {]+ T* P

(2) After Tax Current Cost of Hous1ng
Acc = [(1- 6)*P*1 +T*P]*(1 t)*v

(3) Capital Cost of Housing
CCX = [(1-6) *P * 4 + T % P] * (1-t) *y +[5 * pr - p%]

where

‘6 Down Payment Percent

P - = House Price

| i = Mortgage Interést Rate

T = Depreciation and Property Tax Raté

t = Marginal Tax Rate

Y = PrOportion_of Current Costs Deductible
r = Riskless Capital Market Interest Rate

: ﬁ? = Expected Capital Gain on the House.

It is the difference between the Current énd.capital cost of housing that,

in-my view,lhas created the dichotomy between the "affordability crisis" and

the "best(investmeht" viéw of homeownership. The affordability crisis in



California has mainly been a cash flow problem caused by the traditional

level payment mortgage and the inability of households to contiﬁua]ly
monetize their expected or actual capital gains in housing. We now turn

to a more detailed analysis of the data.

First Time Homebuyers--Current Costs

First time homebuyers are frequently constrained by the current
costs of housing. These costs, both before and after taxes, are Shown
in Table 1. The table shows that, before tax deductions, current hous-
ing costs for the median priced house, have risen from almost 25 percent
of median income in California to over 58 percent of median income by
1980. The June 1981 numbers are even more shocking--current costs before
taxes were 71 percent of the median households income. After-tax costs
are lower because of the deductibilify‘of interest and pfoperty tax ex-
_penses. -Still, in June 1981, afterftax costs for the median priced home
had risen to almost 50 percent of median household income.

The sum of mortgage payments maintenance cdsts;and property taxes
must usuafly fall below a certain percentage of income in order to qualify
for a loan, Also the down payment must be raised to be able to buy a home.
A rough rule of thdmb used by many lenders is that current housing costs
should not exceed 35 percent of income. Using this rule, if tax bene-
fits &re not taken ihto'account, a California household with the médian
income has not been able to qualify for a mortgage on a median priced
'existfng home since'1976. If, however, tax benefits are considered,

the median priced existing home could have been bought by'a household
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with the median income until early 1979, Thus, high current cash flow

costs, the major portion of which consists of mortgage payments, pre-

vent first time homebuyers from obtaining a mortgage. Clearly this cash

flow constraint is severe for many households.

Throughout the decade, current housing costs (before taxés) in
the United States as a whole were smaller relative to income than in
California, as seen in Tables 2 and 3. Furthefmore, Ca]ifornia;s béfore-
tax.costs rose at a faster rate, by 1981 being almost 25 percent higher

relative to income than in the United States. For the first half of

the sevent1es however, after-tax costs in the United States were
comparab]e to those in California. There are two reasons for‘th1s
apparent disparity. First, the calculation of tax benefits in both

cases is not strictly comparable -- the data on marginal tax rates

~and iurp]us standard deductions used in the calculations for the United

States were not available for California. Second, interest rates and

‘ home prices were somewhat higher in California throughout the decade,

and thus deductions were higher. While these factors were still evident
in the second half of the decade, before-tax costs rosé so mich faster

in California than in thévrest of the nation that by 1981 after-tax hous-
ing cqst§ were almost 11 percent more of the medianhouséhsldincome in
California than in the United ‘States. Still this difference is not as
]arge as the difference in housé prices, with California pr1ces nearly
60 percent hlgher than the rest of the country.

It is the difference in house prices which mékes it especia11y

difficuTt for new residents.of the California coastal metropolitan areas
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Table 3
Comparisons of Current Costs - United States and California
1970-1975, 1975-1980

California United States

Annua] Rates of Change 1970-1975

Homeownership CP1 _ 7.3% .7.2%
Median sales price new hﬁme ‘ . 11.0
Median sales pfice existing home 11.2 - 9.0
Effective interest rates : 0.7 1.5
Annual paymehts : 12.2 ' 10.8
Downpayment ) 10.1 7.5
Income ' ‘ 5.7 ' 5.1

Annual Rates of Change 1975-1980

Homeownership ' 11.2 11.6
Median sales price new home - " . 10.5
Median sales price existing home 18.9 12.0
Effective interest rates 7.0 ‘_ 10.2
Annual payments , 26.2 18.2
Downpayment 18.6 | 13.1

Income ’ 10.2 11.0

Payment/Income Ratios

Before  After Before After

970 24,7% 18.5% 23.9% - 22.2%
1975 33.1 24.7 - 28.9 28.3
1980 58.5 - 43.1 139.9 35.6

1981 70.6 50.4 - 44.6 39.7



-10-

to phrchase‘a home even if they owned one in another metropolitan area.
Median house pri;es in the key California metropolitan areas were nearly all
over $100, OOO'in early 1981. Th1s compares with a median house price
. of only $64,000 in the Centra] Valley in California and with a United
States median price of_$66,700. ‘These price numbers are reflected in a
national median price to median income ratio of 2.89 and in Ca11forn1a
a ratio of median price to median income of 4. 7

~ While most attention fbcuses on the affordability of. the median
priced house by thé median income family, in fact, there is a wide dis-
tribution of both incomes ang house~prices in California. Thus the afford- -
ability crisis might be eased by an above median income family buying a
below median briced house. Of course, many professional families (with
three times medfan income) often comp]ain‘they cannot find a "median"
priced house. In essence, what they are saying is that the& want ‘a house
higher than median qua]ity-Qbut they do not want to pay for it. Table 4a and
4b provide the distribution of hduse prices, for homes sold in December
1980, and of income for all California households and families households

aged 25-34 for 1980.

Existing Homeowners

Homeowners who do not plan to move do not féce tﬁe same housing
costs as those who plan to buy a home. Their costs are based on historical
costs: the interest rate and home price that existed when they bought the1r
homes.  Those homeowners who plan to move however, will face current
home prlces and may face current interest rates 1f their home is not "cre-

atively financed." They will also reap the benefits of rising home prices
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Table 4-@

California Housing Price Distribution
- December 1980--Ca]ifornia

Price Category : Percent of Sales

Under 49,999 ' 5.1
50,000 - 69,000 o 14.9
70,000 - 79,999 10.6
80,000 - 89,999 | C12.2
90,000 - 99,999 ' 9.5
100,000 - 119,999 , 13.2
120,000 - 139,999 10.5
140,000 - 159,999 . 7.5
- 160,000 - 179,999 . 4.7
180,000 - 199,999 | 2.9
200,000 - 249,999 | 4.2
250,000 and over - 4.9
Median | $97,754
Soqrce: California Real Estate Trends, published by the California

Association of Realtors.
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Table 4-b

California Income Distribution - 1980

Price Category 'A11 Households ~ Families 25-34
0 - 4,999 ~ 62 | 4.1
5,000 - 9,999 16.7 | - 9.5
10,000 - 14,999 13.9 12.6
15,000 - 24,999 . 24.1 28.2
25,000 - 49,999 30.9 - 40.5
50,000 and over | 8.2 _ 5.0

Mean . 23,507 | 23,828

Source: Regional Data Associates.
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in the capital gains they receive on their current house. These capital
gains can either be used to make a larger down paymenf and reduce monthly
payments,-or be invested and the interest income received used to offset

the mortgage payments. Thus in a cash flow sense, existing homeowners face

no affbrdability crisis. In the opportunity cost.sense the cost of hous~
ing is substantially higher. The cost of housing Shou]d include the value of
the home owner's equity, as that could be invested elsewhére and earning a
return for the homeowner. Realistically, unless the homeowner moves to

South Dakota or Indiana, he cannot effectively monetize his equity.

Rental Affordability

The late 1970s have seen the spread of rentaT control and the gen-
eral complaints by tenants that rents aré.rising too fast, In fact,
just the opposite has been true,on average, in California. Rents have risen
far less than the overall inflatidn rate and less than the income of renters.
Reﬁtalvcosts during the séventies are outlinedin Table 5. Median rent rose
at a 6 percent annual rate during the decade, whiie median renter income
rose at a 7 percent annual rate. Thus,'fental costs wére a declining portibn
of income for renters, falling from 22.6 percent of income in 1970 to 20.7
percent of ihcomg.in 1980. In general, the national figures for rental
costs show the same trend as the California numbers. Rental costs nationwide
were a slightly higher portion of income in the United States as a whole than
in California throughout the decade.
v

It is quite clear from these numbers that in generél there is no

"rental affordability" problem, though specific individuals, of course, may
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Table 5

Rental Costs in California

' Rent/Al1 Median**  Rent/
Rental Median* Household Renter Renter
Year - CP1 Rent Income Income Income
1970 144.7 $'1,534 16.2 % $ 6,787 22.6 %
1971 151.0 1,601 16.7 6,938 23.1
1972 154.6 1,639 16.0 7,354 22.3
1973 159.1 1,686 15.5 7,850 215
1974 166.8 1,768 15.3 8,223 21.5
1975 175.2 1,857 14.9 8,627 21.5
1976 187.0 1,982 14.8 9,316 21,3
1077 202.9 2,151 15.0 10,157 212
1978 220.5 2,337 14.7 11,110 21.0
1979 242.5 2,570 14.5 12,363 20.8
1980 268.7 2,848 14.1 13,789 20.7
Annual
Rate of
Change 6.38% 6.38% 7.35%

* Median Rent'is calculated from the Annual Housin
and the ratio of median rent to rental
CPT to obtain values

** Median Renter Incomé is
Survey (1970, 1974, and
. for years for which ther

a weighted avera
1975) -- growth
e were no data.

g Survey (1970, 1974, and '1975)
CPI ($10.5998) is multiplied by rental
for remaining years. - '
ge of data from the Annual Housing
rates are applied to derive values
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have a rental-income squeeze. Far more serious, from the viewpoint of
the housing market, is the failure of rents to keep pace with infla-
tion and induce a supply of new construction. If anything public

policy should attempt to accelerate rather than control rent increases.

bapital Costs of Homeownership

The capital cost of homeownership is a more inclusive and economic-
ally valid measure of the.cost of homeownership. It includes mortgage
interest payments, the opportunity cost of the equity invested in the home,
-and the costs of insurance, maintenance, repairs, and property taxes. In
addition, homeowners receive the benefits of being able to deduct interest
and property tax payments on their federal income tax. Homeowers, espec-
ially in the seventies, could also expect the value of their home to ap-
preciate. Thus, the capital cost of housing includes a measure of the
change in the household's wealth due to house-price appreciation. The
capital gains included in this calcu]ation, while properly a'component of
wealth, are not realized until the house is sold. Thus capital costs must
be carefully distinguished from the cash flows which were measured in -
Table 1.

Table 6 outlines the capital costs and benefits of homeownership
in California during the seventies. The'mbst striking aspect of the table
is ﬁhat the capita]lcosts of homeownership were actually negative throughout
most of the decade. The net gain homeowners experienced in the last hélf
of the decade rose to nearly 50 percent of median household income. These

gains haVe been decliningsince 1978, partially because of the rapid increase
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in mortgage interest rates, and the deceleration of home prices dur-
ing that period. As of 1981, the capital cost of ownfng a home is
almost zero. In the nation .as a whole, however, the capital cost
‘figures are somewhat different, starting the decade lower relative to
income but remaining positive throughout the decade. Both the national
and California numbers indicate that the net gains experienced from
homeownership have declined in the last several years due to rising
mortgage interest costs and smaller expected capital gains. Homes

may no longer be the great investment they were five years ago,

- but homeowners in California still obtain shelter at a fraction of

the costs faced by those who do not own their own home.

Alternative Mortgage Instruments and the Affordability Ckisis'

The affordability crisis in California has mafn1y been a cash flow
problem. High_cash payments required by traditional mortgage financing
have made it extremely difficult to buy a first home. Alternative mort-
gage instruments may help alleviate this problem. In Table 7 the current
costs presented inTable1 are calculated using a Graduated Payment Mort-
gage rather than the traditional mortgage. It is quite clear that the
GPM mortgage reduces the initial payment burden of households and goes a
Tong way towards solving the affordability crisis. The after-tax payment/
income ratio is reddced froh 50 percent to 29 percent in 1981 using a GPM

mortgage rather than a traditional fixed-payment mortgage.



~18-

Table 7

Current Initial Costs with Graduated Payment Mortgage

Initial Year

Payment/Income
- Annual Before Tax After Tax

Year - Payments Deduction.

1970 - $ 907 14.9 4 8.7 %
197 912 163 1001

1972 978 16.5 10.3

1973 1,118 17.6 10.9

1974 1,388 "~ 19.8 12.1

1975 1,626 21.3 12.9

Annual

Rate of 12.38%

Change . -

1976 . $2,05 2.4 15.3 %
1977 ; 2,557 28.9 | 17.5
1978 3,041 28.1 16.7
1979 - 4,186 33.5 19.6
1980 ' 5,579 37.3 21.6
1981 - 8,119 B 46.5 26.3
Annual '

Rate of

Change g , 37.94 g4
"1975-1980

Annual

Rate of

Change

1970-1980 a5y
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Conclusion

Doeé an affordability crisis really exist in California? Given
that the capital cost of homeownership is 5% (assuming a capital gain
of 10 percent per year), an affordability crisis would not exist in a

world of perféct capital markets. In such a world the prospective home-

owner would be able to obtain financing which wou]d take into account the
tax benefits of homeownership as well as expected income increases and capi-
tal gains. Many of the alternative mbrtgage instruments currently béing used
and being considered take these factors into account. A§ seen above, the GPM
reduces initial mortgage payments, making mortgages affordable for a much
larger portion of the population. Another alternative mortgage, the
Shared Appreciation Mortgage (SAM), explicitly takes into actount the
expected capital gains arising from homeownership. with_a SAM the
lender offers a lower mortgage rate in return for a percentage of the
capital gains. Working Paper 81-34 describes these instruments in detail.
It is the widespread use of the inflexible traditional mortgage instrument
which has made homeownership an almost unattainable dreamvfor most first
time homebuyers. New mortgage instruments promise a partial solution to

the "affordability" problem in California.
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