America’s Housing Challenges

Although the vast majority of Americans is exceptionally well housed, millions of families still have serious housing problems. Affordability is the single greatest housing challenge facing the nation. In 1999, one in nine households reported spending more than half its income on housing, while hundreds of thousands went homeless on any given night. Wide gaps also remain between the homeownership rates of whites and minorities, even among those with comparable incomes. And while greatly reduced from a few generations ago, housing quality problems also persist.

In an effort to reduce housing costs for lower-income households, the federal government has gone from assisting fewer than 100,000 renters before the 1950s to providing direct assistance to nearly 5 million today. The government also assists more than one million additional rental units through tax credits and block grants. Nevertheless, only about one in three households eligible for rental assistance receives it.1 In addition, hundreds of thousands of federally subsidized apartments are in very poor physical condition, starved of cash flow to meet backlogged repairs so that they are at risk of loss.2 And one million privately owned apartments are under short-term federal subsidy contracts that allow owners to exit the program and convert their properties to market rents when the contracts expire.

The nation’s lowest-cost rentals, along with those affordable to low- and moderate-income renters, are being lost at alarming rates. Preservation of the remaining affordable rental stock has thus taken on a new sense 
of urgency, as has the need to stimulate production of new rental housing. Gaps between the supply of and 
the demand for affordable rental housing are greatest for extremely low-income households, but losses of housing affordable to low- and moderate-income households underscore the need to stimulate rental production for all three income groups. Currently, however, no federal program is dedicated to preserving 
or producing housing for extremely low- or moderate- income households.

Adding to affordability problems, house price increases since the 1980s have outstripped income growth. Partly as a result of this, and partly as a result of the fact that many new homes are too expensive for lower- and moderate-income Americans to buy, the number and share of homeowners with housing affordability problems now stand at record levels. Moreover, these increases have occurred despite significant reductions in mortgage interest rates.

The other most significant housing challenge facing the nation is the gap in homeownership rates between whites and minorities, as well as between high- and low-income households. Not all households that want to buy homes and are capable of managing the responsibilities of homeownership have been able to do so. Homeownership has the potential to help families build their assets and wealth, stabilize their housing costs and living arrangements, and gain greater control over their home environments. A balanced housing policy must therefore make addressing both the homeownership gaps and the rental affordability challenges urgent national priorities.


Definitions of Income Groups Used Throughout This Report

Extremely Low Income 
(ELI)

=
At or below 30 percent of area median income (AMI)

Very Low Income

(VLI)

=
30.1 to 50 percent of AMI

Low Income


(LI)

=
50.1 to 80 percent of AMI

Lower Income




=
At or below 80 percent of AMI

Moderate Income 

(MI)

= 
80.1 to 120 percent of AMI

High Income 


(HI)

=
Above 120 percent of AMI

Scope of the Affordability Challenge

Most federal programs measure affordability by the relationship of income to housing costs. Spending 30 percent to 50 percent of income on housing is the generally accepted definition of a moderate affordability problem; spending more than 50 percent is considered a severe affordability problem. In reality, however, spending more than 30 percent of income for many lower-income households is a significant hardship that prevents them from meeting other basic needs or saving and investing for the future.

Under these definitions, 13.4 million renter households and 14.5 million owner households have housing affordability problems (Fig. 4). For cost-burdened renters, the struggle is to pay rent and utilities; for cost-burdened owners, the problem is keeping up with property maintenance as well as holding on to home equity.3 Elderly and disabled owners, in particular, may be unable to perform the upkeep necessary to keep their homes in good repair.
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Figure 4

Many Owners as well as Renters Face Severe Affordability Problems
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Households cannot afford housing for several reasons. In some cases, their incomes are too low to cover even modest rental housing costs. In others, they live in high-cost markets where having even a moderate income is insufficient to afford housing. In yet others, working families are unable to earn enough wages to manage their housing costs and basic needs because of age, disability, or difficulty finding full-time jobs.

In rare instances, families may choose to spend more than 30 percent of their incomes on housing simply because they consider it a top priority. But the fact that the average American household in 1999 devoted only about 20 percent of income for housing suggests that spending more than 30 percent is bred of necessity, not choice.

Federal housing policymakers have responded to these affordability challenges in a variety of ways: by producing additional units, by preserving existing low-cost units, and by assisting families in paying their rents or mortgages. While the Commission endorses such a balanced program, it has also concluded that more can and should be done to couple housing programs with measures to increase employment opportunities for working families and expand affordable housing options in areas of rapid job growth.

Measuring Affordability

Housing affordability is clearly a serious and growing national concern plaguing millions of Americans. Official estimates and those used throughout this report, however, overstate the magnitude of the nation’s affordability problems, especially among lower-income households.

There are two reasons for the overestimates. First, the American Housing Survey (AHS), which was used to produce the estimates, undercounts income—perhaps by as much as $329 billion or more, or 14 percent of total money income.4 Second, the estimates are based on housing costs as a share of pre-tax income. This leads to overstating the housing affordability problems among many of the more than 19 million low-income families that take the earned income tax credit (EITC), many of whom have higher after-tax than pre-tax incomes. It is also worth noting that noncash benefits, such as food stamps, are not counted toward income in determining eligibility for housing programs and therefore in estimating housing cost burdens.

Recent research suggests, however, that including the EITC has only a modest impact on estimates of “worst-case housing needs.”5 HUD defines households with worst-case housing needs as very low-income unassisted renters spending more than half their incomes on housing or living in severely inadequate units. This research reveals that correcting for the EITC reduces the number of worst-case needs in 1999 by only about 7 percent.6 

During the preparation of this report, the Commission roughly simulated the impact of income undercounts. In one simulation, the Commission adjusted all incomes upward to account for the estimated 14 percent average understatement of income. This reduced the number of worst-case needs by 18 percent. In a second simulation, the Commission deleted every household reporting income of $1,000 or less, a rent of less than $50, or a rent greater than income. After re-weighting the renters for these deletions, these very aggressive adjustments reduce the number of “worst-case housing needs” by as much as 22 to 31 percent depending on the re-weighting method used.7 The true magnitude of worst-case needs, however, is likely much closer to official estimates than these simulation results, because many of the deleted households were likely to have had severe cost burdens. 

While further study of these issues and of the general approach to defining affordability8 are clearly warranted, there is little doubt that housing affordability problems are widespread.
Household Income and Housing Affordability

Although concentrated among extremely low-income households, housing affordability problems reach across all but the highest income groups.

Most of the nation’s very low-income households earn enough to cover the utility and other operating costs of many units, but not enough to support the cost of new construction or of the major repair or rehabilitation of distressed properties. With an ability to pay of about $675 for housing, low-income households have enough income to rent a modest but adequate home in most markets and, in some, to purchase an existing 
or new starter home with some effort and perhaps modest assistance. Meanwhile, except in high-cost markets, moderate-income households at or above the median income can generally find housing they can afford, although they often have only limited choice of type and location. In high-cost markets and among those earning near the bottom of the moderate-income range, many must spend more than they can readily afford or trade off neighborhood quality to lower their housing costs. Among those with high incomes, housing affordability problems are rare and choice of location is the broadest of all income groups.

Figure 5 shows the monthly median housing costs for renters, owners, and then all households across the income spectrum. Costs are based on incomes as reported by households.
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Housing Costs Far Exceed Lower-Income Households’ Ability to Pay

Households Number  Share Median Monthly Housing Costs Cost as %
(Millions) (%) Reported of Income
Income Affordable Actual

Renters
Extremely Low Income 8.5 25 $7,000 $175 $426 58
Very Low Income 6.2 18 $17,000 $425 $509 35
Low Income 73 21 $26,541 $664 $565 25
Moderate Income 6.6 19 $40,000 $1,000 $643 19
High Income 5.3 16 $68,000 $1,700 $736 12
All 34.0 100 $24,400 $610 $560 25

Owners
Extremely Low Income 6.4 9 $6,500 $163 $300 50
Very Low Income 71 10 $15,613 $390 $324 25
Low Income 10.7 16 $27,000 $675 $453 21
Moderate Income 14.3 21 $41,200 $1,030 $633 17
High Income 30.3 44 $81,000 $2,025 $908 13
All 68.8 100 $45,400 $1,135 $617 17

All
Extremely Low Income 14.9 15 $7,000 $175 $369 54
Very Low Income 13.3 13 $16,000 $400 $426 31
Low Income 18.0 18 $27,000 $675 $520 23
Moderate Income 20.9 20 $40,050 $1,001 $637 18
High Income 35.6 35 $79,000 $1,975 $865 13
All 102.7 100 $36,000 $900 $585 19

Source: HUD tabulations of the 1999 American Housing Survey prepared for the Millennial Housing Commission.




The Burden on Working Families

Working full time does not guarantee immunity from acute housing affordability problems. Of the 11.3 million lower-income households with severe housing affordability problems in 1999, nearly one-quarter had earnings at least equivalent to full-time work at the minimum wage ($10,712 annually). To meet the needs of employers, however, many jobs are seasonal, temporary, or part-time so that not all employment-seekers are able to find year-round, full-time work. As a result, another 13 percent of low-income households with severe housing affordability problems were under-employed but still earning at least half of the minimum wage equivalent.

Moreover, many families with earnings significantly higher than the full-time, minimum wage equivalent also face moderate and severe housing affordability problems. Consider household heads working in retail sales (with a median income of $15,940), licensed nursing ($27,850), or law enforcement ($37,560).9 Among the 11.8 million households with earnings between the median for retail sales workers and the median for licensed nurses, fully 34 percent had moderate housing cost burdens, and 10 percent had severe problems. Among the 11.4 million with earnings between the medians for licensed nurses and law enforcement, 19 percent had moderate problems, and 5 percent had severe problems.

The Shrinking Rental Supply

Comparisons of renter households by income and the stock of units they can afford (at 30 percent of income) show a critical shortage of affordable apartments for extremely low-income households (Fig. 6). National figures, however, mask wide variations in affordability both within and across metropolitan areas. In addition, a substantial portion of the rental housing that is affordable to lower-income households is old and located in neighborhoods with little access to jobs or adequate facilities and services. Making matters worse, higher-income households outbid lower-income households for rental units in an effort to limit their housing expenses, sharply reducing the number of affordable units for others.10
Despite the limitations of national comparisons, though, the aggregate numbers do reveal quite starkly 
the mismatch between the supply of and the demand for housing affordable to extremely low-income households. Only 6.7 million units have costs in the range that the nation’s 8.5 million ELI renter households can afford to pay. In addition, most ELI households tend to have incomes well below the top of the ELI income range, while most of the units, unless subsidized, have costs at the upper end of the range. The key point, however, is that even if all the units in the range were appropriately located, the right size, of good quality, and available, there would still be a shortage of 1.8 million units affordable to ELI households.
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The pressures on the affordable rental stock will only increase as the number of households headed by persons under age 25 and over age 65 gradually rises over the next 10 years, and then sharply thereafter. Since both groups tend to have relatively low incomes, their growing numbers will add even more to the demand for affordable rental housing.

No single tool or approach can solve the related problems of housing affordability and lack of supply. Where the stock of affordable rentals is adequate and available, vouchers can effectively assist families with incomes too low to pay the costs of providing and operating rental housing. But vouchers alone will not be enough in housing markets where the supply is inadequate or to provide housing opportunities in areas with fast-growing employment. Addressing this problem will require concerted efforts both to expand the supply of rental housing and to preserve the existing stock of subsidized and unsubsidized low-cost housing.

In the course of its deliberations, the Millennial Housing Commission considered the level of production that might be needed to make a substantial impact on the gap between the number of ELI households and the supply of affordable housing available to them. The addition of 150,000 units annually would make substantial progress toward meeting the housing needs of ELI households, but it would take annual production of more than 250,000 units for more than 20 years to close the gap.11 

Affordability and Supply Trends

Given the favorable economic conditions of the 1990s, it is perhaps surprising that housing affordability problems stand at record levels for owners and near-record levels for renters. One might have expected that unusually strong income gains among low-income households, coupled with unusually slow growth in rents, would have led to a sharp reduction in the number of renters with severe affordability problems, but it did not. Similarly, one might have expected that the combination of rising incomes, markedly lower mortgage interest rates, and strong mortgage refinancings would have reduced the number of owners with severe housing affordability problems, but it did not.

The number of ELI renters with severe problems edged slightly higher between 1985 and 1999, although the share with these problems was flat. Among VLI renters, the share fell as many families made the move to homeownership, but the absolute number with severe problems remained flat. Meanwhile, both the number and share of ELI homeowners with severe housing affordability problems rose sharply as house price increases outdistanced income growth and the supply of homes available for sale shifted toward the high end.

Changes in the supply of affordable rental housing are more complicated to interpret. There are two ways of looking at these trends. One is to consider what happened to the number of units renting at inflation-adjusted rent levels in each local market. This approach shows significant losses of the lowest-cost stock between 1985 and 1999.

The alternative approach considers how many affordable rental units were lost or gained over the period by adjusting income limits for both general price inflation and real income growth. This calculation takes into account how rising incomes redefine the rents considered affordable at each income level. Put another way, it accounts for the fact that, as incomes rise, rents affordable to each income class also rise. This approach gives a clearer picture of which rentals are truly affordable (using the 30-percent-of-income standard) to households with incomes at the upper limit of each income category at each point in time.

Use of this method reveals that the number of units affordable to households in the extremely low- and very low-income ranges increased as a result of rising incomes. But the number of units affordable to those with incomes between 60 percent and 120 percent of area medians fell sharply (Fig. 7).
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Affordability Pressures Are Mounting as the Moderate-Income Rental Supply Plummets
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It would be incorrect to conclude from this analysis that there is no need to add directly to the stock of rentals affordable to ELI households. After adjusting for income growth, the supply of units affordable to such households is actually growing, but the existing gap between the number of ELI renter households and units in their affordable range reinforces the need for production. Even more important, a closer look at the rentals that are affordable and available to ELI households reveals that the supply remained dead flat despite the growth in number of units affordable to them. Apparently, the drop in the number of affordable rentals in the middle-income ranges led to increasing numbers of other renters occupying units affordable to ELI households.

This result underscores the importance of producing many more units for working families with incomes between 60 percent and 120 percent of area medians. These units are disappearing at an alarming pace. 
As a result, a potentially important source of rentals that might later become available to lower affordable ranges is being lost.

In addition, rental housing production has tilted toward units affordable only to the upper reaches of the income distribution. In 2000, only 13 percent of all completed two-bedroom apartments were affordable to renters earning the median income in that year. Only about one-third of completed two-bedroom apartments rented for less than $750.12 This largely reflects the fact that the private sector cannot produce apartments in most areas that are affordable to households with incomes under 70 percent of area median (and sometimes even higher) without a subsidy.13
It is clear that the nation’s housing affordability problems have not retreated, even under the unusually favorable conditions of the 1990s and current levels of government aid. The federal government must therefore expand the resources and tools available to stimulate production of units both for extremely 
low-income households, where the greatest needs exist, and at the low- and moderate-income levels, 
where losses of affordable units are increasing the pressures on working families.

Constraints on Production and Preservation

Several factors deter developers from producing affordable housing, particularly affordable multifamily housing. These obstacles include a lack of appropriate financing and the imposition of development controls. High development costs, reflecting stricter standards of construction and constraints on land supply, also play a role.

Inadequate financing for housing development. Builders of multifamily rental housing want financing with certain characteristics (such as early interest-rate lock-in, long amortization periods, and non-recourse development and construction financing) to limit their risk and enhance project feasibility.14 Developments involving government subsidies entail added risks—appropriations risk (that the flow of necessary subsidies will be interrupted), operating risk (that restrictions on rents and rent increases will be too great to cover operating cost increases), and contract risk (that government will fail to honor original contractual agreements). FHA is the major insurer of capital on the terms that multifamily developers need and want, but limitations on credit subsidies and costs, as well as on processing capacity, constrain FHA’s ability to support multifamily housing production.

The lack of a secondary market for development and construction loans also inhibits lending for both single-family and multifamily housing. Lenders hold these loans in portfolio, which means that costs are pegged to local markets. As a result, the loans carry interest rates with large spreads over comparable Treasury securities and are subject to credit crunches when concerns about credit quality drive lenders out of the market. These disruptions add to development costs. Small multifamily properties (containing 5 to 49 units), in particular, lack access to efficient secondary markets. These small properties accounted for 37 percent of all rentals in 1999 and are most often located in cities.15 The limited availability of financing is significant for lower-income renters because these older, smaller properties are frequently more affordable than other structure types.16 

Development controls. Zoning rules that sharply restrict or preclude development of multifamily and manufactured housing in some jurisdictions—as well as factors that add to land, construction, and infrastructure costs—also deter affordable housing development. For example, the capitalization into land values of superior job accessibility, public services, or other amenities places the cost of housing out of reach for lower-income families.

In addition, many communities impose impact fees and exactions on developments to cover the marginal costs of providing infrastructure and public services to new residential developments.17 Other communities choose to lower public infrastructure costs by zoning for residential lots large enough to provide safely for private wells and septic systems, and by exacting land for parks, roads, and community facilities. At the 
same time, local electorates can resort to the ballot box to control the pace and direction of residential development. Although guided by other important public policy objectives, all these actions add costs18 
and raise barriers to both market-rate and low-income rental housing production.

Impediments to preservation. Complementing the importance of additional multifamily production is the necessity of preserving the existing stock of affordable housing. In 1995, nearly one-quarter of privately owned, federally assisted housing units were the unintended victims of programs that grossly under-budgeted for operations, maintenance, and renovations.19 In addition, HUD set rent increases rather than allowing the market to do so and built in disincentives (such as limits on profits) for owners to maintain their properties.20 For public housing, the culprits were policies that limited initial construction quality, local policies that funneled public housing to distressed markets, and, most importantly, insufficient appropriations for operating costs and modernization. Fixing the problems of these publicly and privately owned distressed properties will take additional federal investment, since the properties lack the cash flow to address their own problems.

Impediments to preservation include federal tax policies that leave many owners with liabilities upon sale that exceed the property’s value after paying off the mortgage, and codes that are oriented toward new construction and thus deter moderate rehabilitation. Also important is the inadequacy of government subsidies necessary to cover the gap between what poor tenants can pay and the cost of operating rental housing.

 Persistent Homeownership Gaps 

While most Americans aspire to homeownership, many face formidable barriers to achieving their goal. These obstacles include the high cost of housing generally, the costs specifically associated with buying 
a home, the underwriting standards applied by mortgage lenders, and the cost and availability of mortgage credit.

Owning a home provides many unique benefits and is an important step up the ladder of economic opportunity. Ownership creates greater security of tenure, greater control over one’s own home environment, and opportunities to build equity while locking in current costs with fixed-rate loans. Homeownership also helps stabilize communities by increasing the number of resident owners who care about the quality of neighborhood life. Helping those willing and able to own homes to overcome the obstacles thus remains 
a significant national priority.

After a period of stagnation in the 1980s, evident progress was made in reaching out to low-income and minority homebuyers in the 1990s. Between 1994 and 2000, the number of lower-income homeowners increased by about 2.5 million, African-American owners by about 1.2 million, and Hispanic owners by about 1.2 million.21
Because the largest single constraint on lower-income borrowers is lack of savings,22 the dramatic reductions in down payment requirements opened the doors to home buying for many. In 1990, only 3 percent of all loans were made with down payments of 5 percent or less. By 2000, that share had risen to 16 percent.23 

Introduction of new risk management tools enabled lenders to relax underwriting standards and extend credit to low-downpayment borrowers. These tools also revealed that credit could be extended at higher housing-debt-to-income ratios than originally thought, provided borrowers have strong credit histories as measured by commercially available credit scores. Furthermore, the expanded use of automated underwriting systems lowered housing finance charges and removed individual discretion (and bias) from loan approvals. Finally, heightened regulatory pressures on Fannie Mae, Freddie Mac, banks, and thrifts to boost their purchases of loans to lower-income borrowers led to expanded marketing and outreach.

Even with all of these innovations, though, the homeownership rates of low-income families and minorities still lag those of higher-income families and non-Hispanic whites by large margins. As of 1999, the gap between black and white homeownership rates stood at 27.2 percentage points, the gap between Hispanic 
and white homeownership rates at 28.6, and the gap between lower-income (defined as 80 percent or less 
of AMI) and high-income (defined as greater than 120 percent of AMI) rates at 32.3 percentage points 
(Fig. 8).24 A slim majority of lower-income households owns homes.
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Despite Recent Gains, Minority and Low-Income Homeownership Rates Still Lag
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Differences in the average incomes and ages between minorities and whites explain some, but not all, 
of these gaps. Even if minorities owned at the same rate that whites of comparable ages and incomes do, 
the minority homeownership rate overall would still fall more than about 12 percentage points below that 
of whites.25
Lagging minority homeownership rates are a serious concern. Minority households are expected to account for two-thirds of household growth over the coming decade. Improving the ability of such households to make the transition to homeownership will be an especially important test of the nation’s capacity to create economic opportunity for minorities and immigrants and to build strong, stable communities.
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