Crisis in Affordable Housing: Search for Financial Solutions
By Paul Losleben, Orcas Research Group*
While most people agree that we have a serious problem, taking the next step to look for serious solutions is much more difficult.  People have shared lots of ideas with us, but the best response came from local builders who said, “The most constructive thing you can do is to find ways to finance affordable homes.”  We have taken that advice to heart.

This second article in a series of five will delve into defining the limits of what is possible using private financing and when public financing becomes necessary.  In what follows, we attempt to strike a balance between what is reasonable for investors and what is fair to homeowners.  We use the income guidelines defined by the Department of Housing and Urban Development (HUD) to define income ranges:  

In 2006, median family income for a family of four for San Juan County is $60,300.
· Low income is defined as $30,150 to $48,240.
· Moderate income is defined as $48,240 to $57,285.
· Middle income is defined as $57,285 to $72,360.

Slightly lower or higher ranges are defined for smaller or larger families.
Our local affordable housing organizations are finding it increasingly difficult to finance projects due to cuts in federal programs and increasing competition for state grants.  Even with their best efforts, nearly all homes provided by these groups are restricted to low income and below.  The result is situations where families with moderate and middle income cannot qualify for these homes, but still cannot afford homes in the islands.  
The role of the Housing Bank as recently approved by the County Council is to serve as a financial organization that will address the full spectrum of need including moderate and middle income.  The Housing Bank will build no homes, but will pull together sources of financing including both private and public funds to be used by existing and future local organizations to assure long term availability of affordable homes.  As such, the Housing Bank and these local organizations will apply these funds within the constraints imposed by the funding sources.  For example, the proposed real estate excise tax is constrained to moderate income and below. 

There are literally hundreds of approaches to financing and there is only limited space in this article for detail.  We will use a baseline home price of $300,000 for what follows.  Practically speaking, we cannot expect to attract and/or retain skilled workers with homes less expensive than this.  For those who are interested, we would be pleased to provide additional detail to support our conclusions.
What we know won’t work:  
With conventional 30 year fixed rate mortgages now at 6.125%, with a 10% down payment it would take a family income of over $75,000 to qualify for a mortgage to purchase a $300,000 house—an income well above middle income.  Likewise, Adjustable Rate Mortgages (ARMs) at 5.875% only reduce qualifying income by about $2,000, still above middle income.  In today’s climate of increasing interest rates, even with a cap, ARMs can spell financial trouble for families in the 3-5 year time frame and we do not encourage their use at this time.  
Shared equity is an approach that has been used in commercial real estate and has become popular in residential real estate in the last 15 years.  Basically, a third party investor becomes a co-owner of the property with the goal of refinancing or selling after 5 to 7 years so that the homeowner can buy out the investor.  Both the homeowner and the investor benefit from significant tax breaks.  On the surface, this sounds like a great idea, but the devil is in the details.  Once annual real estate appreciation rates reach levels of approximately 10%, well below our current rate of 27% for 2005, the homeowner never catches up.  This is especially true when increasing interest rates inhibit refinancing.  For our example, the homeowner would have to increase family income by at least 50% to afford to refinance if the same interest rates as today were available.  More typically, the homeowner would be forced to sell and would not have accumulated enough equity to purchase an equivalent home.
What might work:  
Longer term mortgages might help.  40 year mortgages at 6.125% bring the income requirement for that $300,000 house down to $70,000, just within the middle income range, but still far above moderate income.  

Second mortgages might help.  We have proposed and hope to form a local investment group to help solve the problem of affordability.  The strategy is simple.  Our islands are blessed with a high percentage of investment income, most of which leaves the islands.  For those who would be willing to invest locally, we can offer a modest income, reduce risk to the primary lender and reduce the composite interest rate paid by the homeowner.  For example, offering a 4% return on 40% of the loan amount would result in an effective composite rate of 5.275%.  This would reduce the qualifying income to $57,853, well within the range of middle income families.  If this investment pool were made through tax exempt bonds, the rate of return to the investor would be competitive with other forms of investment.

Private land leaseholds where ownership of the land is retained by an investor and leased to the homeowner are now only marginally profitable because of the cost of land.  While the purchase price of the structure may be reduced by one third to one half, the cost of the landlease including infrastructure maintenance, taxes, insurance and a modest return to the investor push the qualifying income for the homeowner up to the high moderate to low middle income range.  
What is tested and proven to work:  
Donations have been the mainstay of many affordable housing programs, especially at the lower income levels.  We are fortunate to live in a county where we benefit from the generosity of our neighbors in the form of financial assistance and donations of their time and skills.  We are grateful for this assistance, but are also realistic about the limits of this source of revenue.
Community Land Trusts are similar to private land leaseholds except that they acquire the land through either grants or donated funds.  The land is owned by the non-profit trust in perpetuity and typically leased to the homeowner for 99 years or more for a token amount, typically $1.  In return, the homeowner agrees to a resale formula that assures that the home will always be affordable to families at this same economic level.  There are over 200 CLTs in the nation including four in San Juan County.  It is falsely believed by many that CLTs remove land from the tax rolls.  This is not true.  Residents pay property tax on their home plus the value of the land at fair market value.  
Sweat Equity has received considerable publicity through the success of Habitat for Humanity which relies on donations, volunteer labor and sweat equity to build low and very low income homes.  Using the slogan, “A hand up, not a hand out,” the group emphasizes community action, often faith based, and a heavy dose of homeowner participation both through 500 hours labor and demonstrated financial responsibility.  In San Juan County, Homes for Islanders is a countywide non-profit organization based on a similar strategy with partial support from the U.S. Department of Agriculture.  As much as 40% of the cost of the structure can be saved using this approach.

Life Cycle Costing and Value Engineering addresses the total cost of the home including not only construction, but maintenance and repair costs over the expected life of the home.  Value engineering weighs the value of all the major components of a home against their cost including their life cycle cost.  Value engineering asks important questions like, “Do you really need that?” as well as, “How much will it cost to replace that when it fails?”  Both questions are important to our community investment in building an inventory of perpetually affordable homes for our island residents.  Energy efficient mortgages are one example of how reducing the expected cost to the homeowner over the life of the home can be used to get favorable financing terms.
In conclusion, the Orcas Research Group has found that no single approach will solve the affordable housing problem by itself and it is only through the careful combination of approaches that we can hope to make progress.  It is most important that we provide a continuum of solutions so that we can eliminate the problem of economic stratification of our community by putting all the low income people in an isolated development.  By using combinations of public and private funding we look forward to a day when we can build mixed income communities.  We can accomplish this by using creative private funding for middle income, by using the real estate excise tax to lower costs for moderate income and below and by using existing federal and state funding for low income and below.  
The Housing Bank will serve as an important focus for this objective and the real estate excise tax provides a critical part of the funding that is not available from any other source.

For more information and detail, please go to: <a href= http://www.SanJuanHousingBank.org/ ><font size=2> www.SanJuanHousingBank.org </font></a>
*The Orcas Research Group is a private non-profit organization that is dedicated to preserving island values through projects focused on producing a stable island economy.  The Group accepts no grants or donations and all work is accomplished by volunteers.

