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The Affordability of Housing in 1980 and Beyond

Nearly as widely acclaimed as the demographic surge of the 1980's is the
"fact" that only a small proportion of American families can afford the
median priced single family house. There is, of course, a long and hon-
orable tradition amoung housing analysts (including this author) declaring
"housing crises" related to the affordability of housing. In the 1960's
the cost of credit appeared to create major problems. In the 1970's the
rising price of houses was the prime villain. In late 1979 and 1980 a
combination of high prices and record high interest rates led to claims
that only 7% of families could afford the median price home. The collapse
of the single family home market in 1980 seems to provide some evidence
confirming these alarmist views.

On the other hand, there were also some offsetting positive develope-
ments in terms of the affordability of housing. The vast majority of house-
holds who were already homeowners made huge capital gains on their housing
investment in the 1970's. Alsc the majority of renters saw their "real
rent" (change in the rental éomponent of the CPI minus the change in the
overall CPI) decline substantially in the 1970's. Thus, there is a need
for a careful interpretation of the "affordahility question” before a
"crisis" can be declared and policies derived.

In analyzing the "housing affordability question” it is necessary to
segment housing consumers into at Jeast four categories: (1) households
occupying rental units, (2) households buying their first home, (3) house-
holds moving from one owned housing unit to another owned housing unit
and (4) households occupying an owner occupied unit and not planning to '
move from their present residence. Each of these housing consumer cate-
gories have faced very different cost experiences in the 1970's which
are likely to persist into the 1980's.

In add tion to categorizing housing consumers it is also essential
to carefully define our measure or measures, of affordability. The tra-
ditional measure of affordability is current annual housing expenses di-
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vided by current annual income. Using this criteria the traditional view
was that households should not spend more than 25 or 30% of their annual
income on housing. While this criteria may have been appropriate during

periods with stabie and Tow inflation rates, high inflationary environ-

ments may require a different criteria.

A simplistic, but commonly used, variation of this theme is comparing
changes in median home prices with changes in median family income. This
measure, of course, ignores the crucial roie of changing mortgage interest
rates and capital gains in the affordability question.

An increasingly popular alternative among economists (and judging
from market behavior, also among consumers) is to emphasize the invest-
ment aspect of housing. This concept, which applies to the homeowning
consumer, looks at the after tax cost of homeowning where expected capital
appreciation is explicitly considered. This cost concept could then be
compared with current and/or expected income of the consumer. It is
clear, however, that the interaction of consumer type with the appropriate
measure of "affordability" is the key to assessing the affordability
problem. We now turn tc a more detailed examination of measures of afford-
“ability.

Current Costs -- Current Income Concepts

A. First Time Home Buyers

In purchasihg a first home, the household is confronted with current
interest rates, current house prices, and ,of course, payments for prop-
erty taxes and utilities. Thus, measuring the cash costs the first-time
home buyer faces over time, requires a comparison of current values of each of
these costs. Fhe homeownership component of the consumer price index,
despite heavy criticism, is probably a good composite measure of the
costs faced by first time homebuyers. Table VIII shows the composite
index and various components of the index over the 1970's. The table also
shows the monthly payment (including interest payments), property taxes
(1.5%), and maintenance, repair and insurance (1.0%) on the median priced
existing home. The table also shows data on the other entry barrier to the



first time buyer -- median downpayment requirement on the median priced
existing single family home. Finally, the table shows median household
money income, our prime measure of current cash flows.

This data shows that there has been a startling deterioration in
housing affordability as defined by the monthly payment/income ratio
since the mid-1970's. In the early 1970's the 25-30% income ratio looked
quite reasonable. By 1978 the ratio had risen by nearly ten percentage
points reflecting almost exclusively the rise in house prices, as mort-
gaqe interest rates were virtually unchanged. In 1979 and 1980 the unpre-
cedented levels of mortgage interest rates rajsed the payment/income ratio
to an unbelievable 55%, nearly double the level of the early 1970's.

An alternative way of expressing the “affordability crisis" facing
first time homebuyers is to determine the income required to support an
80% mortgage on the median priced house assuming the household pays anly
30% of its income for the housing costs. In 1970 over 60% of households
qualified for a mortgage on the median price home using the same criteria.
In 1980 we estimate that less than 25% of households qualified for a mortgage on

the median priced home using the same criteria. These numbers show a substantial
deterioration in affordability, though they are less dramatic than those reported
in the popular press.

While these numbers on current payments versus current income clearly

show a reduction in affordability they are however, somewhat misieading in
that they ignore some of the positive effects that inflation has on the
potential first time homebuyer --- by raising'his expected nominal income
and his expected capital gain by owning a house.

The interest on the mortgage loan is cruciai]y affected by the rate

of inflation. The mortgage interest rate is a function of the expected |
inflation rate and a real interest component. The high inflation rates of
the past sev eal years have raised the contract interest rate and so raised
the monthly carrying costs of a conventional mortgage by over 60%. Com-
pared with a 1-2% inflation world, the present monthly carrying costs of

a conventional mortgage are over four times higher than would be expected
in a low inflation economy. This rise in mortgage payments, and the
corresponding rise in the jnitial yearly payments/income ratio is of course
the genesis of the "affordability crisis". In fact it is not high nominal

mortgage rates that have created the crisis but rather it is high mort-
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gage rates jux posed with the archaic institutional mechanisms of the
mortgage market that has created the problem. If the institutional arrance-
ments of the mortgage market were flexible, then as long as the "real"
mortgage rate had not risen dramatically, there would be no affordability
problem. Unfortunately, however, the institutional arrangements in the
mortgage market today were basically established for a low inflation world.
The standard mortgage instrument is basically a Tevel payment, amortized
loan. This loan is not well adapted to an inflationary environment. It
takes no account of inflationary induced rises in money income or infla-
tionary induced increases in the underlying value of the property. Thus,
from the borrower's viewpoint, the standard mortgage instrument completely
ignores the positive inflation induced dynamics of the housing market.

In an inflationary environment, it makes no sense to use a criteria for
loan qualification based 6n an inflation bloated interest rate but a non-
inflated income. On the other hand, from the lender's point of view, the
standard mortgage instrument does attempt, even though very imperfectly,
to anticipate the influence of an inflationary environment on the parti-
cular contract. Through the calculation of the mortgage interest rate, the
lender attempts to incorporate expectations of inflation over the 1ife of
the loan. In the past decade lenders like the rest of society vastly
underestimated inflation.

It is this situation which has created a dvnamic mismatch between

the cost of the mortgage loan to the borrower and the borrower's ablity
to pay. This dynamic mismatch, is caused by the failure of the standard
mortgage instrument, and the standard mortgage qualifying ¢riteria, to
adapt to an inflationary environment. It is these archaic institutions
‘which are a major element of the housing crisis.

The extent of this mismatch can best be illustrated by a simple set
of examples. For this example, we assume that a household with an income
of $20,000 takes out a $50,000, 8%%, 25-year mortgage. Further, we assume
that the economy experiences a 5% annual average inflation over the life
of the mortgage, and that the household experiences a 2% real income growth
per year. As a second case, we raise our inflation assumption to 10% and
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our mortgage rate to 13%%. In a third case, we raise the inflation assump-
tion to 15% and our mortgage rate to 18%4%. In our final case we assume no
inflation and a 3%% mortgage rate. Table IX and Chart I show the dynam1c
payment streams in the 15%, 10%, 5% and no inflation world.

It is quite clear from these comparative examples that even a moderate
inflation rate induces a major distortion in the time path of payments
relative to income. A 5% inflation rate more than doubles the initial
payment/income ratio compared to the no inflation world. By the tenth
year, the household in the 5% worid with a 84% mortgage, is paying only
12% of his income to amortize the mortgage, while by the last year of
the mortgage he is only paying 4.2% of income for the mortgage. His real
payments would have dropped from $4831 per year to only $1273 per year
by the final year of the mortgage.

In the high inflation cases of 10% and 15% with mortgage rates at
13%% and 18%% respectively, the distortion is so large as to make the re-
sults ludicrous. In the 15% inflation world the nominal payments income
ratio is nearly 50% in the initial year (five times the payments in the
no inflation world). By the fifth year, the payment income ratio would have
dropped to a reasonable 20% and by the tenth year to less than 10%. By
the 25th year, the payments are less than 1% of the households modest
$1 million income.

To summarize, the first homebuyer in a high inflation world with
our archaic mortgage instrument and qualifying criteria based on a first
year payment/income ratio does indeed face an "“affordability arisis”.
we would contend, however, that as long as the intrinsic real rate of in-
tarest has not changed, the "affordability crisis" is in fact merely a
phoney artifact of a lending system which is inappropriate for an inflation-
ary environment. Several alternative mortgage instruments, such as the
Equity Adjusted Mortgage, the Graduated Payment Mortgage, or the Shared
Equity Mortgage, could be used to alleviate this "crisis". These instru-
ments will be described in the policy section of the chapter.



TABLE IX: Impact of Inflation on the Mortgage Instrument

No Inflation World

3%% Mortgage Interest Rate

$50,000 Mortgage

(1) (2) (3) (4) (2)/(4)
Annual Nominal Annual Real Annual Nominal Payment
Year Payment Payment Income Income
] 2119.91 2119.91 20,000 10.60
5 2119 81 2119.91 22,082 9.60
10 2119.91 2119.91 24,380 8.70
15 2119.91 2119.91 26,917 7.88
20 2119.91 2119.91 29,719 7.13
25 2119.91 2119.91 32,812 6.46
5% Inflation Worid
8%% Mortgage Interest Rate
$50,000 Mortgage
1 4831.38 4831.38 20,000 24.16
5 4831.38 3551.50 28,050 17.22
10 4831.38 2748.08 39,342 12.28
15 4831.38 2126.41 55,179 8.75
20 4831.38 1645.38 82,808 5.83
25 4831.38 1273.16 116,142 1€



TABLE IX (con't.) : Impact of Inflation on the Mortgage Instrument

10% Inflation World
13%% Mortgage Interest Rate
$50,000 Mortgage

(1) (2) (3) (4) (2)/(4)
Annual Nominal Annual Real Annual Nominal Payment
Year Payment Payment Income Income
1 6993.86 6993.86 20,000 34.97
5 6993.86 4342.63 35,247 19.84
10 6993.86 2696.43 62,117 11.26
15 6993.86 1674.27 109,471 6.39
20 6993.86 1039.59 192,926 3.62
25 6993.86 645,51 340,000 2.06
15% Inflation World
13%% Mortgage Interest Rate
$50,000 Mortgage
1 9345 9345 20,000 46.72
5 9345 4646.11 43,849 21.31
10 9345 2309.3%4 96,137 9.72
15 9345 1148.45 210,774 4.43
20 9345 570.98 462,111 2.02
25 9345 283.88 1,013,156 .92



B. Existing Home Owners

Households who already own their -own home are in a far different
affordability situation than first-time home buyers. Housing analysts
(including this author) have derived much publicity from the statement
that only a small portion of present homeowners could afford to buy
their present house at current interest rates and current prices.
Wwhile it is true that many current owners could not afford to buy the
home in which they now live, given current interest rates and prices,
they in fact do not have to face current interest rates and prices.

If they are non-movers they face historic interest rates and historic
prices which are fixed at the time of purchase, while at the same time
their nominal income is presumably rising. Thus, non-movers who have
purchased homes in the past are in that portion of the curve (shown in
the previous table) where their house payment/income ratio is falling.
In a cash flow sense their real cost of housing is declining (assuming
that property taxes and utility and maintainence costs are not rising
too rapidly). In an opportunity cost sense, however, their cost of
housing is not declining as rapidly. While the mortgage payments are
fixed at historic values, because of the rising value of their house, the
implicit rental on the equity component of the housing expenditure is
rising. As a result, one must combine the fixed mortgage payments with
the rising implicit rental cost of housing equity to arrive at an over-
all opportunity cost-of homeowning.

Existing homeowners who decide to move face a cash payment/income
problem similiar to first-time homebuyers. They are forced to pay
current prices and current mortgage rates. This can be an especially
severe problem if they move from a low cost housing area to a high
cost housing area, or move dﬁring a period of cyclical tightness in the
market. Offsetting this current price/income squeeze on homeowner movers
is the large capital gain they have probably made on their previous
home. They can directly use this capital gain to reduce monthly pay-
ments on the newly purchased home by putting up a larger down payment.
Alternatively, they could invest the eauity from the capital gain
and use the income to offset the higher monthly pavments. While the
homeowner-mover can take full advantage of his eauity accumulation,
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unless his mortgage is assumable he cannot capitalize the value of his
low interest fixed rate mortgage.

To summarize, existing homeowners, whether movers or non-movers,
in general do not face an "affordability crisis". In fact, as another
section of this chapter will show, adding in their investment return
has dramatically reduced the cost of owner-occupied housing over the
past decade.

C. Rénters

Analyzing the current payment/current income ratio of renters would
appear to be straight forward. If one compares median rents with med-
ian household income over the past decade we find a declining payment/
income ratio. Table X shows that this payment/income ratio was essen-
tially flat since the 1970's even though the ratio did drop to 14.4% in
1979. In fact, these numbers give a somewhat incorrect view of the
affordability problem of renters as the all household income figures
overstate the income of renters. Table X also shows the income of rent-
ers and the rent-renter income ratio for selected years. This shows
a higher rent/income number, but with a trend which is also essentially
flat through 1978. Thus, from the available numbers there does not
appear to be an affordabi1ity'prob1em in the rental segment of the
housing market.

After Tax Capital Cost of Homeownership

An increasingly popular measure of the cost of homeownership is
an index which incorporates the current cash costs of homeownership,
the opportunity cost of the implicit rental on the owners eguity, the
tax benefits (reduction) from owning and the expected capital gains
of the owners. This measure of homeownership is far more representative
of the "affordability of homeownership" than the current cash cost/
current income measure. Table XI shows each of the major components of this
measure for the 1970's as they would be perceived by a potential home-

buyer purchasing a home in any particular year.
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TABLE X: Rental Costs

Rent/A11

Rental Compon- Median Rent Household Income of Rent/Renter

ent CPI $ (Annual) Income Renters Income
1970 110.1 1446 16.6 6300° 22.9
1971 115.2 1513 16.8
1972 119.2 1565 16.1
1973 124.3 1633 15.5
1974 130.6 1716% 15.5 7700% 22.9
1975 137.3 1804 16.1
1976 144.7 20042 17.0 g100? 24.7
1977 153.5 2116 16.7
1978 164.0 2254 16.6 10378 21.7
1979 176.0 2412 14.4
1980F 198.5 2708 14.4

a Calculated using Annual House Survey, 1977-1980, calculated using ratio of
Annual Housing Survey/1974 Rental CPI * Rental CPI + 100. 1970-1973, 1975
the same methodolgy without + 100 was used.

b Money Income of Households in 1978, Consumer Income, CPS
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The trends in mortgage interest costs have already been discussed and
clearly taken in isolation they have reduced the ability of households
to buy homes . 0Offsetting this negative impact of inflation on interest
is the increased tax benefits because of the deductability of nominal
mortgage interest payments and property taxes. Tax benefits have risen
because of the sharp rise in mortgage interest payments and the inflation
induced marginal tax bracket creep of the median family income household. On the
other hand, the benefit to itemizing deductions has been reduced by substan-
tial real increase in the standard deduction.

Wwhile the tax benefits to owning have increased moderately, the ex-
pected capital gains component of owning has increased dramatically, re-
flecting accelerating economy-wide inflation as well as specific housing
market conditions. In fact, in recent years, the expected capital gains
component has been so high as to offset much of the other costs of ownership.
Thus, if financial institutions used the capital cost of ownership as their
loan qualifying criteria there would be no "affordability crisis" at all.
In fact, the behavior of households indicated that they are fully aware
that the capital cost rather than the current cost is the appropriate
decision-making variable. If they can somehow overcome the monthly pay-
ment and down payment constraints they feel they can clearly afford to
buy a home. -

The Current Payment/Current Income Ratio and the Capital Cost of Housing

in the 1980°s

The outlook for the most commonly used measure of affordability, current
payment/current income, is not especially bright in the 1980's. Even if
double digit inflation rates of the past several years recede to the
8-10% level, nominal mortgage rates are still likely to stay in the 11-13%
range. This sets a minimum payment income ratio, given present housing
prices, of around 45%. This is the relatively good news, as at least nominal
mortgage rates will not rise further to exacerbate the affordability prob-
lem. On the other hand: it does appear that given a 8-10% overall inflation rate,
house prices will rise ahout 12.2% per year. At the same time, median
household income is expected to rise at only 10.8%. This Teads to a
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widening income price gap over the decade. The net effect of high but
stable mortgage interest rates and rising relative house prices is that the
median payment/median income ratio of about 45% in 1979 will rise to

about 55% by 1990. Table XII shows these cost trends. Of course, we had
already achieved thedistinctive 55% in 1980. Thus, based on the current
payment/income ratio affordability will be reduced somewhat further in the
1980's relative to the 1970's.

Another negative trend in affordability for the 1980's is the expected
rise in the down payment requirement on the typical house. This reduction
in median loan to value ratio is a function of an emerging "mortgage
credit gap" we see emerging in the 1980's.

The fairly strong demographic demand for housing and rising relative
house prices creates a strong demand for mortgage credit. At the same
time, high inflation rates and a tax system which discourages savings and
investment has produced a lag in the supply of loanable funds. This dif-
ference between demand for and supply of credit will create this "mort-
gage credit gap". One of the consequences of this "gap" will be an adjust-
ment of mortgage rate terms to bring the supply and demand for credit
into balance. Thus, we expect relative mortgage interests to rise over the
decade and median loan to value ratios to fall over the 1980's.

The alternative measure of housing affordability shows just the op-
posite trend as the current payments /current income ratio. This arises
because of two factors. First, the tax benefit component becomes substan-
tially more important in dollar terms in the 1980's than in the 1970's
because of the rise in nominal interest rates and because of our assump-
tions that the excess standard deduction remains at 5.4% of median house-
hold incomes and that the marginal tax rate of the median household remains
at 25%.

Second, the rising reiative price of'housing means that the expected
capital gains component of the cost of homeownership continues to nearly
outweigh the mortgage interest and opportunity coast of homeowning. The
net effect of these various factors is that the capital cost/income ratio
continues its decline of the 1970's in the 1980's. As Table XII illus-
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trates the capital cost/income ratio declines from an average of 7.4% in the
1970's to 2.7% in the 1980's. Thus, by this measure, homeownership is becoming
more affordable in the 1980's.

The final measure of housing costs, the rent/income ratio, shows remark-
able stability in the 1980's. This confirms the trend of the 1970's and
again leads us to the conclusion that there will be no rental affordability
problem in the 1980's.

To summarize, using the conventional measure of affordability, current .
payment/current income, the late 1970's and the 1980's showed and will show
an "affordability crisis" for first time home buyers. Using the capital
cost of housing measure provides just the opposite conclusion -- housing
has become more affordable if only the household could overcome the initial
entry barriers represented by the fixed payment mortgage and down payment
requirements. The challenge of the 1980's is to devise an fnstitutionaT
structure which will allow the first time homebuyer to purchase the home
which, by an investment criteria, he certainly can afford. It is to these
alternative institutional mechanisms that we now turn.

Given the substantial institutional difficulties with the present housing
finance system, it seems appropriate to propose an alternative package of
housing market policies. The package we propose consists of two elements:
(1) an equity adjusted mortgage (EAM) instrument and (2) an individual hous-
ing account (IHA). The former (EAM) is an attempt to correct the dynamic '
mismatch between mortgage payments and income induced by inflation. The
EAM necessitates 1ittle change in the existing institutional and legal sit-
uation. It merely involves formalizing a simple incremental borrowing pro-
cedure on the part of households This annual increment in borrowing is
based on the assumption that both property values and money incomes normally
rise at a minimum of one half the rate of inflation on an annual basis.

The latter proposal, the individual housing account (IHA) is an attempt
to provide a mechanism for the first homebuyer to accumulate the substantial
downpayment requirement for a home purchase.
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Equity Adjusted Mortgage

The mechanism for obtaining an equity adjusted mortgage would be as
follows. The individual would contract with the mortaage lender to borrow
on the identical terms that now obtain. There would, however, be a pro-
yision in the agreement to allow the borrower automatically to receijve an
additional loan each year, equivalent to one half of his average equity

accumulation in the previous three years. For the first year an expected
appreciation component would have to be included in the calculation. This
loan would then be applied directly to his annual payments due in that year,
thereby reducing his monthly payments by the amount of the incremental loan
(after the additional amount necessary to amortize the additional annual
loans have been taken into account). The additional loan would of course be
made at current market rates.

The impact of the equity adjusted mortgage can probably best be seen
by examining a simulated example of the loan. For this illustration, it is
assumed that a household with an income of $20,000 in the initial year pur-
chases a $60,000 house, with a $50,000, 13%% mortgage Toan amortized over
30 years. These terms and prices closely reflect the median conditions and
terms currently prevailing in the market. It is also assumed that there
will be a constant 10% rate of inflation over the life of the mortgage, that
real income of the household will rise at 2%, and that the value of the house
will rise at the rate of inflation. We can then compare the dynamic aspects
of the standard mortgage instrument and the equity adjusted mortgage.

In examining the comparative paths (see Table XIII), we find that month-
1y payments in the initial yeér fall dramatically for the equity adjusted
mortgage loan. They drop nearly 40% compared to the payments due on a stan-
dard mortgage. Moreover, initial monthly payments drop from 35% to 20% of
the household's income. This implies that given the existing institutional
rule-of-thumb, a household earning only $15,000 per year would now be able to
purchase the median priced ($60,000) home.

The focus on the initial year of mortgage payments is extremely rel-’
evant, since lenders view the relationship of these payments to money income
as the major determinant of the amount of the mortgage Joan ( and thus the
amount of housing) the consumer can purchase. Of course this is the essence
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of the so-called affordability crisis. It is quite clear that in this respect
the (EAM) is superior to the standard mortgage instrument and can alleviate
without any government subsidy a significant portion of the affordability

problem of first time homebuyers.

In terms of the dynamic relationship of monthly payments to income, the
equity adjusted mortgage again provides a better match between payment ob-
ligations and household income levels. In both instruments, payments as a
percentage of money income declines over the life of the mortagage. The only
difference is that the payment-income ratio declines more slowly in the case
of the EAM than in the standard mortgage.* It is not until the 11th year of
the loan that the payment-income ratio of the equity adjusted mortgage is as
high as that on the standard mortgage loan. In terms of actual monthly
payments, the EAM mortgage naturally shows a rising payment stream. Again,
however, it is not until the 11th year of the loan that the payments on this
loan exceed those on the conventional mortgage. Moreover, it should be empha-
sized that the rise in money income has more than offset the rise in actual

monthly payments.

To summarize, the EAM allows a better matching of mortgage loan payments
and the borrower's income by taking advantage of inflation induced rises in
income and property values. If instituted, this will substantially increase
home ownership opportunities for middle income and young families and will
alleviate the need for a costly government program to solve the affordability
probiem. '

Several objections may be raised concerning the EAM. The first poten-
tial objection concerns the fact that for most of the mortaage
Toan the nominal amount of the loan outstanding may increase. While this
may be perceived as a "oroblem" by some lenders, it in fact makes perfect
economic sense. As long as money income and property values rise faster

*It is possible to design an equity adjusted mortgage loan that would allow
the payment-income ratio to remain constant at the initial level. This would
further reduce initial year payments and lower the entry income Tevel even
further
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than the increase in the mortgage liability there is no increase in Tender
risk. This point leads directly to the second problem, that the individual
borrower's income and the individual property value may not rise at a rate of
1 the rate of inflation. In these individual cases, increased risk and
increased debt burden may be incurred. These cases could be handled by some
type of co-insurance scheme. In most normal economic circumstances, and for
the vast majority of properties and individuals, however, the expected sec-
ular rise in money income and property values will of course materialize.

The final problem with the EAM concerns the supply of mortgage funds
during periods of tigh t money. Since the essence of equity adjusted mortgage
is the automatic borrowing provision, the mortgage lender would be obligated
to provide approximately 5% of the value of the home on an annual basis.
This obligation would of course provide competition for funds which might
otherwise be used to finance new construction or turnover in the existing
stock. This effect must be weighed against the lower initial payment effect,
which would reduce the household's sensitivity to changes in nominal interest
rates. The combination of these two effects would determine the impact on
the housing cycle.

The EAM is of course only one of a number of alternative mortgages which
might be used to cope with the jnflation induced distortions affecting the
traditional fixed payment mortgage. The apparent most popular policy altern-
ative is a variation of the EAM, the graduated payment mortgage (GPM). The
GPM sets the inflation parameter at a fixed level for five to ten years. As
a result monthly payments start low and move up at the graduated rate to the
fixed payment level for the remaining 1ife of the mortgage. If the graduation
level is choosen at % the rate of inflation in house prices and the inflation
rate is constant then the EAM and GPM provide very similiar payment streams.
If the inflation rate varies then the EAM provides a more flexible payment
stream which is directly related to equity accumulation in the house. The
GPM, since it fixes the graduation in advance, does not have this flexibility.
On the other hand, the GPM provides both the borrower and lender a certain
payment stream which might be more desirable than the uncertain payment stream
inherent in the EAM.

Another variation of this attempt to lower initial nominal payments for
the first time homebuyer could be dubbed a Shared Equity Mortgage (SEM).
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Under this plan the household might give up % if its equity appreciation rights
to the lender in return for a mortgage interest rate that might be 60% of normal.
Thus, the lender would achieve part of his return from the inflation in house
prices and would not have to front Joad all of the inflation premium into the
mortgage interest rate. The essence of all these alternative mortgages is
that they attempt to recognize the positive as well as the negative impacts
of inflation on homeownership affordability.

Individual Housing Account (IHA) Policy Proposal

The second policy proposal involves devising a mechanism to allow the
moderate-income, first-time homebuyer to accumulate the substantial down pay-
ment required to purchase a new home.

It is proposed that households with adjusted gross incomes of less than
$30,000 be allowed to deduct up to $2500 per year from their gross federal
income, and put this money in a segregated individual housing account (IHA).
They would be allowed to accumulate up to $10,000 in this account. At any point
after an initial one-year holding period, the household would be allowed
to withdraw this money and use it toward the purchase of a home. Providing
that the IHA is applied toward the purchase of a home, no tax would have to
be paid on this sum or the interest income that has accrued in this account.
These special IHA accounts should be restricted to first-time homebuyers
(that is, persons who have never owned a home before), as this group of
households would not have had the advantage of equity accumulation in an
existing‘home.> | '

It is clear that the I[HA account idea is auite similar to the Individual
Retirement Accounts (IRA) which have recently been introduced. The same sets
of institutions would presumably respond to this incentive scheme. However
the individuals participating would be very different. Since the program
would be restricted to first-time homebuyers with incomes less than $30,000,
it would benefit young and low-and moderate-income households.

A concept very similar to the Individual Housing Account is presently
being used in Canada. The Canadians have adopted a plan known as the Registered
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Home Ownership Savings Plan (RHOSP). Essentially the RHOSP enables taxpayers
who do not own a home to contribute up to $1,000 peryear to a lifetime max-
imum of $10, MO in a RHOSP. The contributions to the plan and the plan's
earnings are exempt from tax provided that, when the plan is collapsed, the
proceeds are used for the purchase of a house or for furnishings at the time
of first occupancy. Both husband and wife can have plans provided that they
do not own a home, soO that a family can contribute up to $20,000. No de-
duction for tax purposes may be made in any tax year in which a home is owned.

For the 1974 year, 231,000 RHOSP's were started and contributions
totalled some $199.4 million. For 1975 tax purposes, 215,000 new RHOSP's
were started.

The major objection to the IHA idea concerns the potential loss in tax
revenue. Clearly, the IHA involves a tax expenditure. While it is difficult
to provide precise estimates of revenue loss, the behavioral response to
the Canadian program indicates that first-year costs would be about $600
million, and steady-state costs would be about $2-3 billion. Despite this
revenue loss, the IHA could be a potentially valuable tool for it allows the
government to stimulate housing without disrupting the entire set of finan-
cial markets, and it provides a direct subsidy to those households who have
become disadvantaged in the housing market.

Summar

The net effect of these policies suggestions are two-fold. First, by
the better matching of the households’ income and mortgage payment stream
they will reduce the initial monthly payment barrier by nearly 25%. This will
substantially increase the homeownership market, bring it within the reach
of nearly 60% of all American families (versus only 25%of all families who
can afford homeownership at present). Second, by helping the household accum-
ulate the downpayment requirement they will increase funds available to the
housing industry, encourage increased savings, and assure that homeownership
will become financially feasible.

In this way, this program contributes to the goal of a decent home in &
suitable living environment at an affordable cost.
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